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

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

(—) A dashindicates that the amount is nil or negligible.

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

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

) A point is used to indicate decimals.

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

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

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

Guidelines for contributors to
CEPAL Review

The editorial board of the Review are always interested in encouraging the publication of articles
which analyse the economic and social development of Latin America and the Caribbean. With this
in mind, and in order to facilitate the presentation, consideration and publication of papers, they
have prepared the following information and suggestions to serve as a guide to future contributors.
—The submission of an article assumes an undertaking by the author not to submit it simultaneously
to other periodical publications.

—Papers should be submitted in Spanish, English, French or Portuguese. They will be translated
into the appropriate language by ECLAC.

—Papers should not be longer than 10 000 words, including notes and bibliography, if applicable,
but shorter articles will also be considered. The original text should preferably by submitted on
diskette (Word Perfect format). Otherwise, two printed or typed copies should be provided.

—All contributions should be accompanied by a note clearly indicating the title of the paper, the
name of the author, the institution he belongs to, and his address. Authors are also requested to send
in a short summary of the article (no more than 300 words) giving a brief description of its subject
matter and main conclusions.

—Footnotes should be kept to the minimum, as should the number of tables and figures, which
should not duplicate information given in the text.

—Speci’al attention should be paid to the bibliography, which should not be excessively long.
All the necessary information must be correctly stated in each case (name of the author or authors,
complete title (including any subtitle), publisher, city, month and year of publication and, in the case
of a series, the title and corresponding volume number or part, etc.).

—The editorial board of the Review reserve the right to make any necessary revision or editorial
changes required by the articles.

—Authors will receive a one-year courtesy subscription to the Review, plus 30 offprints of the
article, both in Spanish and in English, at the time of publication in each language.
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Three forms of
social coordination

Norbert Lechner

Professor-Researcher,
Latin American Faculty
of Social Sciences,

Mexico City Campus.

Modernization brings with it a rapid process of differentiation
which increases the dynamism of society but also aggravates the
phenomena of disintegration and fragmentation. These opposing
sides of the process give rise to uncertainty and a sensé of defence-
lessness. The protective aura of ‘the State fades away, while at the
same time the very notion of society becomes empty and unsub-
stantial. There is a general feeling of uneasiness, in which all evils
tend to be blamed on “bad govermnment” and the imperfections of
social life are seen as the direct consequence of political inepti-
tude. However, the natural concemn to tackle the (very obvious)
problems of governance may prevent us from seeing the real
underlying conditions. We must ask ourselves: what is the structu-
ral context in which the question of the democratic governance of
Latin American society is cprrently posed? Perhaps we should take
one step back and ask ourselves how society ensures a certain
degree of basic coordination among the different processes and
actors (both individual and collective) that make it up. Put in this
way, the question implies a very far-reaching reconstruction of all
our theories. Basically, it is a question of forming a whole new
conception of social coordination under the new conditions, but
before we can do this it is necessary to place the problem of social
coordination within the present context. The following notes are
merely ;l&signed to sketch out a broad picture in which coordina-
tion is seen as a crucial problem in the current reorganization of

Latin American societies.

APRIL 1997



8 CEPAL REVIEW 81 ¢+ APRIL 1997

I

Political coordination

In modern times, the preferred agency of social coor-
dination has been the State. The classical idea of the
State, which still prevails even today, is based on
sovereignty. We may distinguish between the exter-
nal sovereignty of the State (guaranteeing national
unity with respect to the international system of States)
and its internal sovereignty (ensuring cohesion within
society). Leaving aside constitutional considerations,
State sovereignty presupposes two fundamental fea-
tures: i) a clear distinction between the State and so-
ciety, and ii) the centralization of power in the hands
of the State as the decisive agent of social order. The
State represents a structure for legitimate domination
in so far as it is recognized as the supreme authority
having the exclusive right to take decisions which are
binding on the entire population and, if necessary, to
impose them by punitive measures. On the basis of
its position as the hierarchical centre of society, the
State links together the various aspects of social life
through political coordination.

How does this political coordination work? It is
based, of course, on the existence of a system of
public administration and on the rule of law (both
through the body of laws and the administration of
justice), but it also works through economic policy
and even through education (socialization through
the transmission, in school, of shared rules, knowl-
edge and habits). Through such mechanisms, the
State links up and synthesizes the natural social
diversity into a more or less coherent unified whole.
In general terms, political coordination is distin-
guished by the fact that it is:

O This article incorporates elements of a paper presented at the
meeting to commemorate the 35th anniversary of CENDES, Ca-
racas, 9-11 October 1996; the text forms part of the project
“Reform of the State: the new dynamics of social coordination”
which I am carrying out in conjunction with René Milldn and
Francisco Valdés. I am indebted to Dirk Messner’s excellent
work The Network Society, the subtitle of which is “Interna-
tional Competitiveness and Economic Development as Problems
of Societal Governance”, which I consider to be extremely in-
structive both for those engaged in theoretical reflections on
reform of the State and for those engaged in the formulation of
specific second-generation reforms (see Messner, 1995). It goes
without saying, however, that I bear full responsibility for the
views expressed in this article.

i) centralized: the State is the only guiding body,
or, to put it another way, the apex of the pyramid of
society, from which the whole set of social processes
is ordered,

ii) hierarchical: decisions are taken and com-
municated by the legitimate political or administra-
tive authorities through the established legal
procedures; ‘

iii) public: the foundation and target of political
coordination is the citizenry and their actions in the
field of public affairs;

iv) deliberate: coordination is effected in accord-
ance with predetermined purposes and criteria.

Even today our conception of social coordina-
tion is marked by the specific form of political coor-
dination. The State’s power of legal regulation has
never been the only form in this respect: money and
knowledge also operate as coordination mechanisms,
while other areas such as religion, ethics or culture
also make indirect contributions. In so far as the State
becomes the main agency of coordination, however,
some dimensions of political coordination assume the
character of general criteria. Thus, the commonly-
held idea of coordination usually refers to three
dimensions which are implicit in political coordina-
tion:

i) regulation, in that it legally orders the relations
between different processes and actors and settles
possible conflicts;

ii) representation, in that it reflects the prevailing
ideas on social order and offers a symbolic image of
the “unity” of social life through which the various
actors feel that they all belong to the same society;

iii) leadership, in that it channels social differen-
ces into a shared view of the future.

As the State has been shaped, so too has its coor-
dination function been delimited and made more spe-
cific. Concepts such as the Rule of Law and the
Welfare State, together with theories on democracy
and pluralism, shape and interpret the scope of politi-
cal coordination. These brief references are enough
to give an idea of its theoretical determination. In
order to illustrate the practical scope of political co-
ordination, I shall refer to its.best-known institution:

THREE FORMS OF SOCIAL COORDINATION °* NORBERT LECHNER
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planning. As a result of the 1929 crisis and the “war
economy”, even in societies with market economies
it seemed feasible and desirable to adopt a form of

“organized capitalism” in which.State coordination
could control. the, irrational . features of the market.
This rationalizing intervention of the State depends,
however, .on certain conditions. It ptesupposes a so-
cial situation of limited complexity (in order for ab-
stract - rules to .be -applicable); a simple and direct
chain of causality (in order to be able to influence the
target population); access to all the relevant informa-
tion (in order to be able to presume that the instruc-
tions are correct), and finally, obedient execution of
the measures applied (i.., without requiring any per-
sonal initiative on the part of the executant or his
identification with the objects pursued). We may speak
of a “rational planning paradigm” based on three
assumptions: i) unambiguous and c]early ranked
goals, unambiguous and clearly assigned means, and

a similarly unambiguous. causality; ii) clear criteria

—profitability,. efficacy, efficiency— for determining
and appraising the, fulfillment of the established
goals; and above all, iii) the assumption that a multi-
plicity of .individual rational actions .combine
together, without cracks or gaps, to give a rational
and optimal. final result (Mcssner 1995, p. 89).

In Latin America, , political; coordmatlon has
found its clearest expression in.the developmentahst
State of the 1960s. This form of State may be charac-
terized as consisting of the linking-up of three pivotal
elements: i) the State acting as the driving force of
economic development by promoting a process of
1mport substitution industrialization,; ii) the assertion
of the State as the representative of the nation, ex-
tending (political and social) citizenship to previously
marginalized social sectors; and iii) rationalization of
the State’s active intervention on behalf of a modern-
ization project. Within this framework, the Latin
American countries create spec1a1 p]annmg instru-
ments to coordinate the various aspects of economic
and social development.

. It is easier now, in retrospect, to sec the merits
and failures of the developmentalist State in Latin
America. It was the right answer to. the (national and
international) conditions that. prevailed after the
Second World War, but its internal contradictions
soon revealed themselves. The breakdown of democ-
racy in Chile in 1973 was perhaps the most dramatic
expression of its limitations, because it was at that
moment that a whole set of problems exploded,

subsequently affecting the . other countries of the
region to a greater or lesser extent. To- usethe
terms of Habermas, we may speak of: .

i) a crisis of rationales: the recurring fiscal Cl'lSlS
(aggravated by the external debt crisis of the-early
1980s) indicates that the dynamics of politics and
economics are subject to their own specific, types of
logic, so that political management of economic
variables. is subject to limitations;

i) a crisis of legitimacy: the ideological polariz-
ation of those years points to a profound division in
society regarding the desired type. of social order;

iii) a crisis of motivation: the political-ideologi-
cal conflict weakens identification with the State and,
hence, the willingness to obey its instructions.

The coordinating function of the State is not
only in question in Latin America. In Europe, too,
it is displaying more and more shortcomings. In
the 1970s, the hopes placed in planning and the “in-
visible political hand” of pluralism suffered a de-
cline, At the same time, however, a paradoxical
situation arose: the growing demands for State inter-
vention led to over-regulation of .social life while
burdening the State with an overload of demands.!
The. concept of the integral coordination or global
planning of society has also collapsed, while doubts
are . being raised about democratic  governance.
Milder formulas such as neo-corporativism, based on
recognition of the fact that the main organized inter-
ests (employers and unions) must collaborate in any
effective attempt. to coordinate the economic process,
are also showing their limitations. Wherever we 1ook,
ordered coordination by the State is beginning to run
into serious obstacles because of:

1) problems of implementation: the agenc1es and
organs of the State no longer implement political pro-
grammes properly, either because the institutional
structures are not suitable or because intermediate
levels distort communication;

ii) problems of motivation: the target popu]atlon
refuse to obey, e€ither because the social actors de-
mand greater freedom of action or because there are
organized interests with relative “power of veto”;

iii) problems of knowledge: there is a lack of
information about the contexts and. dynamics it is
sought to influence; ,

! Messner, 1995, p. 144. The initial diagnosis goes back to
the well-known report of the Crozier/Huntington/Watanuki
Trilateral Commission, 1975).

THREE FORMS OF SOCIAL COORDINATION ° - NORBERT LECHNER
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iv) problems of complexity: because of the
growing differentiation and complexity of social con-
ditions, the available political instruments are no
longer efficient. 2

The increasingly restricted scope of State inter-
vention indicates a weakening of both the external
and internal sovereignty of the State. Externally, the
State’s sovereignty is reduced by globalization, espe-
cially because of the great autonomy of international
financial flows and the growing weight of suprana-
tional bodies. Internally, the central role of the State
is under question because of the new complexity of

I1

social life, the rise of many economic and social ac-
tors with the capacity to pressure and “colonialize”
the intervention of the State, and also the spread of
individualistic types of motivation which undermine
community spitit: that is to say, the very ethical and
normative resources on which political coordination
used to be based (Messner, 1995, p. 121 et seq.).
In the late 1970s, and above all after the financial
collapse of 1982, it became clear that the “State-
centered model” was exhausted. It was in this context
that the neoliberal offensive was launched to propose
and impose a new form of social coordination.

Social coordination through the market

The success of neoliberalism is due to the genet-
alized disillusionment with political coordination.
Since the late 1970s, the neoliberal strategy has
been denouncing the paradoxical effects of State
action -blocking social development instead of pro-
moting it— while at the same time promoting a set of
measures (market liberalization, deregulation, privat-
ization, administrative decentralization) designed to
strengthen the role of the market. In the light of the
growing shortcomings of political coordination,
neoliberalism aims (at least in its ideological pro-
nouncements) to make the market the exclusive prin-
ciple of social coordination. Underlying this “silent
revolution™ there is a different concept of order. Tak-
ing up once again the liberal inspiration that saw so-
ciety as “the result of human action, but not the
execution of some human design” (Ferguson, 1767),
the neoliberal proposal sees social order as a self-
organized and self-regulated type of order. Conse-
quently, instead of seeking to offset the centrifugal
tendencies of a differentiated society through central
coordination, it seeks instead to do away with all
political interference that distorts the “market laws”,
seen as an automatic mechanism for ensuring equili-
brium. -

Although the declared objective of the neoliberal
discourse is to secure a radical reorganization of so-
ciety, in actual fact its reforms operate primarily as

2 Messner, 1995, p. 90 et seq., citing research by Renate
Mayntz.

antidotes to State intervention. However, we should
clearly distinguish between the two forms of coordi-
nation in order to appreciate the problems raised.
Thus, unlike political coordination, coordination
through the market is characterized by being:

i) decentralized: it is assumed that the differen-
tiation of society means the elimination not only of a
single centre but of all centres;

ii) private: coordination no longer refers to the
citizenry, and hence to some idea of the “common
good”, but to the relations among individuals as
private proprietors;

iii) horizontal: the weakening of the hierarchical
structure is radicalized to the point of denial of any
kind of relation of domination, and its place is taken
by a succession of agreements among equals on ex-
changes among equivalents;

iv) non-deliberate: as the market is taken as a
paradigm for the spontaneous balancing of interests,
social coordination is seen as the automatic, non-
deliberate result of social interaction.

The neoliberal strategy is a success in terms of
the structural adjustment of the Latin American coun-
tries to the new national conditions (differentiation)
and the international situation (globalization), but it
is a failure in terms of its fundamental aim of reorga-
nizing social coordination as a function of the market
rationale. It is worth recalling once again the paradox
of neoliberal ideas: in actual fact, a strategy devoted
to the elimination of State intervention is only suc-
cessful when it is backed up by strong political inter-

THREE FORMS OF SOCIAL COORDINATION
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vention. This was so, for example, in the cases not
only of Chile under Pinochet, but also of Mexico
under Salinas, Argentina under Menem or Peru under
Fujimori. In all these cases, it is abundantly clear that
economic modernization depends to a decisive extent
on the leading role of the President. This new brand
of “strong government” is not just a reflection of
the presidential system. The Executive assumes this
leading role because the horizontal coordination ef-
fected by the market is only partial. Indeed, proper
functioning of the market is itself dependent on the
existence of suitable social and political institutions.

In the space of a few years, the attempt to coor-
dinate social life through the market has already left
some important lessons. First, the Latin American
countries are rapidly learning that the world market
—the main referent of structural adjustment— operates
according to the “systemic competitiveness” para-
digm.? This means that, for international competitive-
ness, the comparative advantage of one or another
economic factor is not as important as a country’s
capacity for organization and management, in order
to combine a wide range of economic and non-
economic factors. “The world of production governed
by the new paradigm is marked above all by the import-
ance of technology, whose development and conse-
quences are long-term phenomena. Within this context,
maintaining efficiency depends on the establishment
of strategies with a broad time horizon and collective
mechanisms capable of reducing the corresponding
high levels of uncertainty” (Pérez, 1996, p. 363).
Thus, it requires the deliberate linking-up of very
diverse actors around a “collective strategic con-
sensus”: that is to say, active intervention that goes
beyond the private initiatives of the market.

Second, the Latin American experience shows
that the market alone neither generates nor sustains a
social order. The market (together with the adminis-
tration) promotes a form of systemic integration
based on a formal (technical) rationale, but it does
not promote social integration. On the contrary, it
accentuates social inequalities, promotes exclusion
and generalizes tendencies towards disintegration.
The globalization of markets is itself accompanied
by strong segmentation within each society. The dis-
aggregating dynamics of the market thus clearly
show up its limitations as an agency of coordination.

3 See, among others, Bradford (1994) and Esser, Hillebrand,
Messner and Meyer-Stamer (1996).

Third, we must question the neoliberal principle
of “radical individualism” (including “public choice™)
as the only rational form of conduct (Messner, 1995,
p. 176 et seq.). As we observed in the preceding para-
graphs, there can be no social coordination unless
individuals are guided by some kind of “common
good”. Social coordination presupposes that the vari-
ous actors (both individual and collective) have a
combination of instrumental rationality (in order to
maximize their private benefits) and a community
line of approach. The fact that there is no longer a
single type of morality, binding on all, highlights the
need for mutual recognition in social relations. In
reality, individual freedom to form preferences and
take decisions is tempered by the social and cultural
environment and, in particular, by the various collec-
tive identities. The symbolic dimension of coordina-
tion is therefore extremely important. In contrast, the
market offers neither a collective idea of the existing
order nor a forward-looking horizon. In other words,
coordination through the market does not include
two typical dimensions of political coordination:
representation and leadership.

In the early 1990s there are two basic lessons to
be drawn from the modernization processes in Latin
America. On the one hand, the prevailing strategy
has given rise to an impressive expansion of the
market-based society, which has generated an un-
usual degree of social dynamism in the region. Latin
American society is taking on such a level of com-
plexity that it is no longer possible to think in terms
of a central social coordinating body. At the same
time, however, that same advance of modernization
and the consequent diversification of the actors (fur-
ther heightened by globalization) increase the need
for coordination. This shows how severely limited
the coordinating function of the market is. Sponta-
neous horizontal coordination among the actors is
important, but it is not sufficient to establish the
fundamental rules of social coexistence, to generate
collective forms of representation of the social order,
and to offer forward-looking leadership to deal with
future challenges.

Consequently, in little more than one decade
Latin America has progressed from discovery of the
market to rediscovery of the State. There is now no
doubt that retrofitting of the economy is only viable
(both economically and socially) if it is based on a
set of new institutions specific to a market-based so-
ciety, such as regulatory bodies, anti-monopoly com-

THREE FORMS OF SOCIAL COORDINATION °* NORBERT LECHNER
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missions, regional development agencies, export pro-
motion bodies, consumer protéction agencies and,
above all, social security systems. The development
of such'a set-of institutions is all the more difficult
because ‘nowadays there is not only a much larger
number of actors taking part, but these also bave a
much greater capacity for resistance and mobilization
against measures .that affect their own particular in-
terests.* Unlike . the first phase, it .is no longer
possible to invoke “fear of chaos™ in order to impose

certain reforms. In all the countries, to a greater or
lesser extent, socicty at large is stronger'and highly
diversified.- The situation is marked by growing so-
cial .complexity which makes necessary slow: and
complicated .processes Of negotiation and -consensus-
‘building. Consequently, politics once again-assumes
a leading place as a means of formulating consen-
suses .on .basic rules and sectoral accords. It is in this
context that .a third form of social coordmatlon is
galmng force::

- Social coordination through networks

The speed with which the “State-centered society”
collapsed after having existed for so long in Latin
America, ‘and the even greater rapidity of the rise and
fall of the neoliberal counteroffensive, make us feel
as though we are caught up in an avalanche which is
sweeping us away to a destination of which we have
no inkling. While we devote ourselves every day to
our laborious efforts to adapt to the surprises that life
has in store for us, we lose sight of the structural
changes that are taking place in our societies. Rather
than an ideological debate- (“The State versus The
Market”), what we need is to reconstruct an interpre-
tative framework for the new social conditions. We
see, then, that our accustomed conceptual apparatus
has become obsolete. The familiar notions of “the
State” or “politics” now seem too crude to take ac-
count ‘of phenomena which we sense to be much
more complex. It is time to call a halt and have resort
to the advances made in the social sciences. In order
to gain a systemic picture of the problems which we
have seen to be besetting social coordination, the the-
ory of systems developed by Niklas Luhmann seems
particularly. promising. This- theory- places special
emphasis on a tendency which has been increasingly
present throughout the evolution of society and
which has now assumed striking importance: the pro-
cess of functional differentiation. This process, typi-
cal of modernization, causes certain areas of social
life (economics, law, science, education, politics) to

4 With regard to institutional aspects of reform of the State in
Latin America, see inter alia Naim, 1994.

develop specific rationales and- dynamics and thus
form relatively closed and self-referential “functional
subsystems”. These operate according to their func-
tional codes ‘and therefore: only assimilate extetnal
“messages” to the extent that these can be translated
into the internal “logic” of the subsystem. Luhmann
extrapolates the conclusions of this tendency to high-
light two consequences: the -great self-sufficiency of
each functional subsystem and, hence, the absence of
any centre.’ Seen in these terms, politics is reduced to
just-another subsystem, without any capacny to in-
fluence the other subsystems.® ‘

Luhmann’s theory seems to exaggeratc the tend-
encies implicit in functional differentiation. Rather
than the elimination of all centres, we may: assume
the -elimination of a single centre capable of ordering
the whole of society, so that society will have to be
conceived -as a constellation with ‘multiple centres.
Nor will there be elimination of all influence of the
political subsystem in other areas. Instead, its field of
action will be limited by the need for compatibility
with the internal logic of the other subsystems. Con-
sequently, we may draw two conclusions which are

of crucial importance for social coordination: first,

5 «“No systém of functions, not even the political, can take the
place of hierarchy and its summit. We live in a society which
cannot represent its unity in itself, as.this would contradict the
logic of functional differentiation. We live in a society without
a summit and without a center. The unity of society no longer
comes out in this society” (Luhmann, 1987, p. 105).

S The same applies, of course, to economics: it cannot coordi-
nate and legitimize the whole:of society either. For a general
presentation of the theory, see Luhmann and De Georgi, 1993:

THREE FORMS OF SOCIAL COORDINATION °+ NORBERT LECHNER
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politics loses. its central hierarchical position, and
second, any political intervention in other: subsystems
will therefore be restricted. »
Differentiation  is. not a' new .process; mdeed
modernity is characterized by the tension between
differentiation and integration. However, the new na-
ture of this differentiation also affects the process. of
social integration. According to Luhmann (1992), the
end. of the meta-relations . characteristic of post-
modernity means putting an end to “second-level”
coordination. In other words, all “higher authorities”
capable of coordinating society would disappear and
social coordination would therefore have to be inter-
nalized within each subsystem. The subsystems
would coordinate with each other through internal
ad]ustmcnts which would assimilate external signals
and upsets. Coordination would thus be incorporated
into self-regulation. Such a form of mutual adapta-
tion seems shaky, however, in view of the great inter-
dependence of politics, economics, law and science.
Major prob]ems cannot be confined to a smglc area.
Indeed, one of the most’ smkmg phenomena today is
the way that the increase in the independence of each
subsystem is simultanecusly matched by the increase
in their interdependence. While the self-referential
dynamic of every functional subsystem inexorably
increases, at the same time increasingly global
contexts 'are taking shape Wthh cut across different
subsystens. =
Luhmann’s work has thc merit of offering a the-
oretical framework for analysing the differentiation
and consequent autonomy of specific functional lo-
gics. This makes it possible to understand the structu-
ral reasons underlying the difficulties encountered by
political coordination in recent: times. It has become
clear that the restriction of the field of action of poli-
tics is not due to a “neoliberal plot” or to the incapac-
ity of political leaders. What is happening is that we
are witnessing a profound restructuring of our so-
cieties which. undermines the previous “primacy of
politics”. However, the expansionary nature of poli-
tics has not disappeared: it still intervenes in the.other
subsystems to the extent that political decisions fit in
with their specific loglcs Lubmann’s theory does not
take account of this special feature of politics.” Like

7 For a critical analysns of Luhmann from the standpomt of
political science, see Von Beyme (1994) and Messner
(1995, p. 132 et seq.).

every theory'of systems, it does:not deal with the
interactions among actors either, although this is' a
central aspect of any -form of coordination. It does,
however, help to gain an idea of the conditioning of
actors in line with the “functional logic” of their field

‘of action. In this sense, it helps to establish the new

frame of reference within which we must ana]yse the
problems of social coordination.

Dirk Messner (1995, p. 171 et seq.) sums up the
new context in the following tendencies: :

- i). the functional- differentiation - process high-
lighted by Luhmann leads to-the growmg sectoraliza-
tion of society;

ii) this means a drastxc mcrease in the mtcrcsts at
stake and a. much larger number of actors, leading to
an over-abundance of part1c1pants in pohcy formula-
tion;

iii) the ,dlfferentlavtlon of the actors increases vthe
demands for State intervention, so that there is an
increase in the number of agencies-and pollcws
burdening the State; .. . - -

-'iv)this means that there is greater mtemal dif-
ferenhatlon of the State apparatus: this apparatus was
never @ monolithic: unit, but now .its hcterogenelty
becomes its most outstanding feature;

v) because of the: differentiation -of society -and
the - overloading of the ‘public administration, the
State - has to de]egate funcuons, such delcgatlon is
itself a policy; - '

vi) this remmds us .of Luhmann $: paradox the
relative autonomy -of each functional subsystem in-
creases, but so does their mutual interdependence;

vii) the greater interaction of State agencies and

social actors and the creation of mixed agencies help
to dilute the borderline between pubhc and: pr1vate
matters; : :
viii) the need to link up and share resources
(information, knowledge, etc.) belonging.to different
actors gives rise to systemic interaction which
transcends - both- the market mechanisms and ‘the
means of hierarchical control; ‘ '

ix) this new complexity of social relations is
further heightened by the- globalization proccsses
which give it a transnational dimension.

In view of the change of context which has
occurred in recent years, it seems. obvious that
centralized coordination by the State is'no-longer
sufficient, while coordination entrusted entirely to the
market: laws is - inappropriate.. Nowadays, any ap-
proach to social coordination must take account of

THREE FORMS ‘OF SOCIAL COORDINATION + NORBERT LECHNER
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the following dimensions of the problem (Messner,
1995, p. 165):

i) the growing complexity of the process (from
recognition of a problem to implementation of
policies and evaluation of their effects);

ii) the increasing number of actors involved
(State and private);

iii) the important role played by cooperation
among the State, the market and social institutions
(civil associations, universities, etc.);

iv) the existence and combination of different
organizational structures (hierarchical State coordina-
tion, neo-corporative pacts, business agreements, etc.);

v) the wide range of coordination tasks (from
collecting information to consensus-building);

vi) the differentiation of State functions (from
the legal system to the execution of functions of arbi-
tration, follow-up, guidance and supervision);

vii) the differentiation of the instruments used
(from administrative decrees and public law contracts
to less direct mechanisms- such as financial incen-
tives, formal and informal agreements, or mere “sig-
nals” issued through the distribution of information).

The recent vogue for coordination through net-
works comes under this context. In general terms,
this means horizontal coordination among different
actors interested in the same matter, with a view to
negotiating and agreeing upon a solution. Messner
(1995, p. 211 et seq.) defines a network as follows:

1) it is an institutional invention in line with the
special features of a polycentric society;

ii) it combines vertical and horizontal communi-
cation, but it is a special kind of coordination, differ-
ent from political coordination or coordination
through the market;

iii) it links up different organizations and estab-
lishes interaction among their representatives (this does
not refer to relations within a single organization);

iv) it is political when it links up State authorities
(which may be different bodies that are in conflict
with each other) and/or political parties with econ-
omic and social actors;

v) the relations within it tend to be informal
rather than formal (it does not involve the formation
of a new organization);

vi) there is mutual dependence among its partici-
pants (none of them, alone, has all the resources
—information, financial resoutces, legal facilities—
needed to solve the problem, and therefore depends
on the cooperation of the others;

vii) its objective is to formulate and implement
collective decisions on a given shared issue (i.c., the
participants are responsible for duly executing the
decisions taken and are therefore jointly responsible
for the solution of the problem; when this is achieved
the network is dissolved, as a tie which is limited in
time);

viii) the starting point for the network is a con-
flict or division of interests which it settles through
competitive cooperation (each actor defends his own
interests while collaborating in the efforts to decide
on a shared solution).

Different types of networks may be distin-
guished, depending on the number of participants,
the strength or weakness of the links among them,
the degree of stability of the network, its field of
action, etc. At all events, every network obeys a cer-
tain functional logic,® which is reflected in some
minimum rules such as the fair sharing of costs and
benefits among the participants; reciprocity (which
goes beyond mere exchanges and includes con-
fidence, fair play, and inter-subjective links which
give the feeling of belonging to a community); the
self-limitation of each actor, and respect for the
legitimate interests of the other actors.

In Latin America, special attention should be
paid to the need for a relationship based on mutual
confidence: a relationship which is all the more risky,
but at the same time all the more essential, in situ-
ations of uncertainty. Mutual confidence (beyond the
field of everyday affairs) operates as a means of re-
ducing complexity and thus acts as a powerful lubri-
cant for cooperation. Wagering on confidence, in
spite of the danger of being disappointed, is often a
rational risk to take, precisely in confrontation situ-
ations. In the situations of impasse and deadlock
which are so frequent in our countries, it is worth
recalling Axelrod’s studies® If the actors cannot
avoid a relationship of mutual dependence, whether
conflictive or cooperative, and if this situation may
last indefinitely, so that the eventual costs and bene-
fits cannot be calculated, then cooperative relations
may arise even in a context of great distrust.

8 See Messner, 1995, p. 284 ef seq.. For some empirical studies

of networks, see Marin and Mayntz, eds., 1991.

9 Messner cites Axelrod, 1984,
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As we have seen, the vogue of networks in re-
cent years is due to the growing differentiation of
society. When social life is reflected in a heavy den-
sity of actors, social coordination can no longer be
entrusted exclusively to the hierarchical order. On the
contrary, netwotks only work satisfactorily when
there are a considerable number of representatives of
social interests and opinions. The strengthening of
society at large, however, does not mean a zero-sum
correlation to the detriment of the State. Cooperation
among the economic and social actors requires the
intervention of the State, because this possesses vari-
ous resources that cannot be transferred (legal fulfill-
ment of agreements, international accords) or
additional means (financial resources, systematically
classified information). Thus, a basic premise for co-
ordination through networks is that there should be a
certain degree of equilibrium between society and the
State. The two tendencies —on the one hand, the
diversity and strengthening of society at large, and on
the other the redimensioning of State action— gener-
ate far-reaching changes in politics (see Lechner,
1996). There is thus a process of informalization of
politics, which tends to go beyond the institutions of
the political system and occupy new “grey areas”
midway between politics and society. It is the combi-
nation of a strong society with a strong State which
gives rise to political networks as a combination of
hierarchical regulation and horizontal coordination.

What does this new form of coordination mean
for the State? As another German social scientist (Re-
nate Mayntz) notes: “the recent discussion on politi-
cal sciences reveals that in actual fact we cannot
speak of a meek and resigned withdrawal of the
State. The traditional tasks of the State, which are no
longer carried out by unitary nation-States but by a
politico-administrative system with various levels,
are now increasingly accompanied by the tasks of
managing social interdependence. (...) “Leadership”,
in the sense of deliberately influencing social pro-
cesses, continues in principle to be the specific func-
tion of the politico-administrative system. What has
changed is the way the State tries to carry out its
tasks” (Mayntz, 1995, pp. 157 and 163). In other
words, we are not witnessing a withdrawal, but a
change in the State’s form of action.

As we have seen, a crucial problem is the inter-
dependence of the different functional subsystems:
the interdependence, for example, between politics
and economics or between science and economics.

Solving this crux would appear to be a specific task
for politics. According to Mayntz, “formulating the
problem of interdependence makes it possible to
define the content of the function of politics: the
management of systemic interdependence. In effect,
we have seen that, under the influence of the theory
of modernization, the debate on the theory of the
State is moving in the direction of coordination
tasks” (Mayntz, 1995, p. 155).

In fact, various aspects of the new form of coor-
dination inevitably fall to the lot of the State. Dirk
Messner (1995, p. 343 et seq.) identifies some typical
fields of State intervention:

i) tasks of organization, coordination and moder-
ation (e.g., establishing networks and bringing the
corresponding actors together around the discussion
table);

ii) functions of mediation (for example, solving
veto or deadlock situations);

iii) tasks of control (for example, entrusting pri-
vate institutions with the implementation of public
services);

iv) functions of taking the initiative or providing
guidance (for example, asserting general interests or
long-term considerations in the networks);

v) corrective functions (for example, promoting
the establishment of a representative actor or streng-
thening weak actors).

In an era of great uncertainty which, in the final
analysis, can only be offset by inter-subject linkages,
networks operate as a kind of “mutual insurance”:
they discipline competition, obviating its destructive
aspects and channelling mutual expectations in a
positive manner. Networks can operate at various le-
vels (national, regional, local) and can deal with very
diverse problems. It is through networks that we are
able to negotiate the privatization of technologically
complex areas (energy, telecommunications), re-
gional development plans or sectoral reforms such as
those referring to the environment or the health or
educational systems. In these cases, a network facili-
tates not only the linking up of different, often anta-
gonistic, actors and their respective strategic
resources, but also the effective execution of the de-
cisions taken. This co-responsibility in the execution
of agreed measures is particularly important in view
of the weakening of the State’s regulatory capacity.

Much of the politics dealing with real situations
now takes place in such networks. However, there
should be no illusions about their importance in the
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coordination of socialprocesses. They are-not a pana-
cea that can solve every problem. Furthermore, coor-
dination through networks ‘is also subject to. serious
risks.. Special ment1on may be made. of three of
these:!° . .

First; b]ockmg of thc dec1s10n«mak1ng process
either because an actor has the power of veto or be-
cause of ties of confidence or.even complicity among
actors, may lead to a breakdown'of the debate and
the paralyzation of decision-making. Moreover, the
internal coherence of the network tends to avoid con-
flicts and thus Jead:to the blockmg of necessary inno-
vations.

. Second, there-is the danger of thc cxternahzatlon
of costs to third parties who do not form part of the
network: every network is, always tempted to shift the
costs of its agreements to third parties. For example:
a network for reforming the health system includes
State authorities, medical - associations and trade
unions, but-not the population, which, .althongh it is
the main party affected by the matter, does not have
organized interests and is thus not an actorthat will
normally be represented in the network.

Third, there is the danger that.the decisions taken
may not be effectively binding: although-a distinctive
feature of networks is precisely that all the partici-
pants undertake to-collaborate: in the execution of the
agreements reached, networks generally do not have
any power to punish those who do not fulfill their
undertakings. All the efforts made-are in vain if, sub-
sequently; one of the participants goes back on- his
word. . s : "
-Coordination. through networks does seem. to
provide a satisfactory solution to one of the problems
mentioned. at the beginning: that of regulation. In
contrast, it seems less ‘suitable for dealing with the
other:two requirements of social coordination: repre-
sentativity and forward-looking leadership. The most
notable weakness of coordination through netwotks
lies in its “deficit of democracy”. No matter how
efficient, effective and efficacious this form of coor-
dination may be, ‘nothing -ensures.that it will be
democratic. The non-organized population has no ac-
cess to networks, and even though the State repre-
sentatives on them should assert the . “general

10 Messner, 1995, p. 214 ¢t seq:; Mayntz; 1995, p. 164.

interests”; there may not have been any prior. demo-
cratic deliberation about that particular .“common
good”.. There is no intrinsic connection between co-
ordination through networks and democratic institu-
tions. On the contrary, functional representation
through ‘networks .and. the form of territorial repre-
sentation typical of democratic-institutions may come
to be mere parallel channels, if not downright contra-
dictory. Specifically, there are grounds.for fearing a
shift in the attitude of the political parties. In view of
the precarious way patliaments operate in-our coun-
tries, their legislative function could easily degener-
ate into mere rubber stamping of agreements reached
in the shadowy:-ambit of the networks. In response to
these. risks, Messner. (1995, p. 359 et seq.). proposes
that coordination through networks should ‘be made
part of the Habermassian triangle formed by the com-
municational power (elections, parliament, public
opinion), the social power (organized interests) -and
the .administrative power (government, the courts of
justice, the public administration). - ,

- Another query that is still: outstandmg is the
integration of society. Messner - himself notes. that
decentralized coordination through a “network of
networks” is not the same thing as social integration:
It is true that networks operate thanks to integrative
resources such as confidence, respect, tolerance, reci-
procity, moral :sensitivity, community sense, €tc., so
that they presuppose —just like democracy— the
existence of “social capital” (Putnam, 1993) or basic
rules of social coexistence. It is not clear, however,
what relation there is between the explicit and well-
defined coordination - through networks and the
vague, workaday cohesion provided by the unwritten
rules of civil behaviour.

I should like to end these notes inspired by Dirk
Messner’s book with a few final comments. Firstly,
I must repeat that they are of a purely schematic
nature: Lthink that the scheme presented here could
be useful for -highlighting how changes in social
structures condition  the forms ‘of social coordination.
In line with the changes that take place in society,
coordination has operated mainly through the State,
the market, or networks. It is not a question of . a
sequence in which the newest form eliminates the
previous one, but rather a combination of the three
mechanisms. It is within the framework of this com-
bination that reform of the State should be located.

" Secondly, this schematic -treatment: may repre-
sent a first step towards the formulation of an inter-
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pretative framework for coordination in differentiated
societies. A “map” would make it easier to analyse
certain problems such as the greater contingency of
social processes. If there is an increase in the number
of situations which are neither necessary nor im-
possible, there will also be an increase in uncertainty;
in contingent situations there is an increase in both
the need to take decisions and the difficulty of mak-
ing calculations. Difficulties of forecasting are also
connected with simultaneity. If the future horizon
draws back towards the present, making it impossible
to put off decisions, all actions become tendentially
simultaneous. Measures have to be taken, while at
the same time a thousand other things are happening
that affect the course of action. It is not a question of
information, but of time: of the capacity of coordina-
tion to secure synchronization.

Finally, it may be wondered, in the light of what
was said earlier, whether the current reforms of the

State —which have pretty well run out of steam—
should not be reviewed from the standpoint of social
coordination. Such an approach would allow us to
get an overall view of State action, the market and
networks, while the linking up of these three mech-
anisms would enable us to reformulate the ways in
which current society could be coordinated. Seen in
this way, State intervention provides an indispensable
supplement to the forms of coordination carried out
by the market and networks, especially as regards the
representation of society as a whole and forward-
looking leadership. The fact is that only the State
seems to be in a position to ensure the representative
dimension of coordination, as well as some capacity
for political leadership. Both these aspects have to do
with democracy. Might it not be true that the whole
significance of a democratic State lies precisely in
this function of coordination?
(Original: Spanish)
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This article analyses the levels and evolution of social in-
equalities in Colombia over the last 25 years, describing the
main recent trends in Colombian social development, compar-
ing them with past periods, and contrasting them with those of
other countries. First of all, a recent estimate of income dis-
tribution and the rest of the social indicators is given. Next,
trends in the distribution of monetary income over the period
1938-1993 are analysed, the impact of social expenditure on
secondary income distribution is examined, and on this basis
trends in the distribution of income effectively received by
individuals are evaluated. The evolution of poverty and other
indicators of well-being is then described and compared.
Finally, some reflections are presented on social prospects in
Colombia. It is concluded that while the country has under-
gone enormous changes in distribution and well-being which
have gradually reduced inequalify and poverty, there has been
a shift in the dominant social problems of the country, since
shortcomings and inequalities in the field of education and the
deterioration in young people’s life expectancy have begun to

play a leading role,
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I

Introduction

Colombia is a country of paradoxes. Its economic
growth rate over the last 50 years has been the most
stable of the whole Latin American continent. It has
the most long-standing democracy in the entire re-
gion. Its production structure has changed twice as
fast as most of the Latin American countries. Its
economy has avoided the outbreaks of inflation
which have marked almost all the other countries of
the region at some time or other. Yet Colombians and
analysts of Colombia abroad clearly perceive that
this is a country with enormous social tensions whose
most evident manifestation is violence. In every one
of the recent years there have been some 25,000 ho-
micides in Colombia: much more than the 15,000 in
the whole of Europe or the 23,000 in the United
States (United Nations, 1995). The Colombian
guerrilla movement is the oldest in the continent, and
the people’s anxiety about their society is enormous.

The widespread upsurge of violence is often in-
terpreted in analyses of the country as an expression
of deterioration in social conditions. In the 1960s,
Colombia had one of the worst income distribution
patterns in the world (Urrutia and Berry, 1975), and
even today many international analysts still see the
country as being a structurally unequal society.!
Since the late 1980s, Colombia has made adjustments
in its economic model in order to promote increased
openness and competitiveness of the economy
(Colombia, National Planning Department, 1991),
and some Colombian analysts,? as well as quite a

D1 should like to express my thanks for the valuable collabora-
tion of Hernando Moreno Guerrero, Olga Lucfa Jaramillo,
Alejandro Mateus, Marfa Cristina Pefialoza and Martha Sénchez
of the National Planning Department (DNP), and for that of
Jairo Urdaneta of the National Department of Statistics (DANE)
in the processing and interpretation of the information used.

! See Berry (1995a), Cardoso and Helwege (1992) and Palacios
(1995). The last-named author, for example, asserts: “Colombia
presents one of the worst pictures in terms of income distribu-
tion in Latin America and hence in the whole world” (p. 289).

2 Especially E. Sarmiento (1993 and 1995) and L. Sarmiento
(1993 and 1995).

number of experts in international academic circles,?
have expressed the view that these economic policies
-simplistically termed “neoliberal”— contributed to a
process of serious social deterioration.

Unfortunately, most of the recent debates on the
effect of economic policies on income distribution or
the social situation have had pretty weak empirical
bases. The arguments are not always based on con-
vincing evidence that permits these variables to be
checked over time and compared with those of other
nations. The lags in the processing of the information
prevent satisfactory identification of trends, and
every new government —with the aim of boosting
the novelty of its policies in the eyes of the public~
interprets the social progress made in previous
periods in a manner which is not always complete.

This brief essay, describing the levels and
evolution of social inequalities in Colombia over
the last 25 years, leads to two conclusions.

Thus, it may be concluded from the article that
unequal income distribution and absolute poverty are
gradually ceasing to be the dominant social problems
in Colombia. The progress made in these respects
over the last 25 years has been well-nigh spectacular.
The dizzy pace of economic growth has given rise to
enormous changes in income distribution and well-
being, reducing inequality and poverty, and the
higher level of social expenditure on the poorest
sectors of the population generated by the Constitu-
tion of 1991 has further strengthened this progress
in terms of distribution, which has been further
accelerated in the 1990s.

The recent evolution of indicators of well-being
probably reflects a new scale of priorities in the lead-
ing social problems of the country, however, with
inequalities in the field of education and the deterior-
ation in young people’s life expectancy now occu-
pying a leading place. The dynamics of income
distribution in the most recent period indicate that the
shortage of human capital in Colombia is beginning

3 For example, Berry (1995b).
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to manifest itself with unprecedented force in the
light of the demands of a rapidly growing economy
and an international context in which educational
levels are constantly rising, while the spiralling

II

violence of the last decade means that young people
in Colombia now have the lowest life expectancy of
all Latin America, which causes anguish and uncer-
tainty and saps the country’s social capital.

The current social situation

In the mid-1990s, Colombia is still a country with a
great deal of inequality and poverty, and the disparity
in income distribution is very marked. The simplest
way of illustrating this is through the Lorenz curve
for income distribution in 1993 (figure 1). In that
year, the poorest quintile of the population received
4% of national income, the poorest half received
18.7%, but the richest quintile received 52.5%. Thus,
the richest 20% of the population received 13 times
more income than the poorest 20%. The lowest aver-
age incomes were those of peasants and agricultural
day-labourers, and 60% of the poorest quintile was
made up of peasant families and own-account wor-
kers (table 1).4

FIGURE 1
Colombia: Lorenz curve, 1993
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4 For more details, sece Annex 1. For comparable data, see also
Londoiio (1995b), Statistical Annex.

5 According to ECLAC (1991), these basic family needs are de-
cent housing (not overcrowded), basic drinking water supply,
basic education for the children, and employment for at least
one of the adult members of the household.

At present, nine and a half million Colombians
are living in poverty, whatever the definition used to
identify this. Some 27% of the population have a
daily income which puts them below internationally
accepted poverty lines or are unable to satisfy at least
one of their basic needs? (table 2). Overall life expec-

TABLE 1
Colombia: Income distribution, 1993

Aggregate indicators

Gini coefficient 0.47207
Theil’s coefficient 0.39303
Atkinson’s index 0.55977
Logarithmic variation 0.9950
Disaggregated indicators Gini Average income
coefficient (USS$ per year)
Labourers 0.3037 1616
Peasants 0.5283 1370
Rentiers 0.5334 4721
Wage-earners 0.3827 2963
Own-account workers 0.5465 2636
Capitalists 0.4737 7 561
Total 0472 12781
TABLE 2
Colombia: Social indicators, 1993-1995%
Inequality
Gini coefficient 0.472
Share of poorest 20% 4.0
Share of poorest 40% 126
Share of richest 20% 52.5
Poverty
In terms of insufficient income (1993) 27.2%
In terms of unmet basic needs (1994) 27.1%
Human development
Human Development Index 0.836
Years of schooling (1994) 59
Life expectancy (1995) 69.1
Child mortality (1993) 20
Lack of health coverage 25%
Lack of basic educational coverage 5%

* These indicators are the most recent ones available.
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tancy is 69.1 years, but this figure conceals big dif-
ferences among social groups. Twenty-five per cent
of the poorest members of the population have no
access to health services if they fall sick, while 21%
of all children are born without any assistance from
health personnel, 13% suffer from malnutrition and
2% die before the age of 5. The average schooling of
the labour force is 5.9 years, and this too conceals big
social differences. Although 95% of children begin
basic education, only 83% of all children between 6
and 11 attend school, and the 44% poorest of the
child population do not complete their fifth year of
primary education.

These indicators are well known and generally
accepted among Colombian analysts, and rightly pro-
vide arguments for critics of Colombian society and
its economic and social policies. What is surprising is

II1

that these same figures have also been used by the
last four governments to back up their claims that
their respective development plans had a social
orientation: “Development with Equity” (Betancur,
1982-1986), “A Plan to Combat Absolute Poverty”
(Barco, 1986-1990), “The Peaceful Revolution”
(Gaviria, 1990-1994) and “A Social Leap Forward”
(Samper, 1994-1996).

The real significance of the present indicators
may be appreciated much better, however, when they
are analysed dynamically -with regard to their pre-
vious evolution in the country— and comparatively,
with respect to other countries in similar develop-
ment conditions. This is what we shall see in the
following sections, where we shall look at the
changes in income distribution, poverty and the main
human development indicators.

Primary income distribution
trends, 1938-1993

Income distribution among families may be vis-
ualized as taking place in two rounds (Okun, 1975).
In the first round, the income flows from production
activities to the factors participating in them, in the
form of payment for work, returns on capital, and
rents: this is the primary income distribution, which
we will be examining in this section. In the second
round, the external sector and the State intervene to
redistribute the income generated among the various
agents: this is the secondary income distribution
through social expenditure, which will be analysed in
section IV.

In most countries, comparison of income indi-
cators over time usually presents enormous metho-
dological difficulties. Household surveys almost
always display differences in coverage and defini-
tions, and interpretations based on them are almost
always hotly disputed.® The present study follows
a line of research which takes the greatest care to
try to construct indicators on income distribution
and poverty which are comparable over time and
between countries. The essence of the methodo-
logy is to ensure that the information on employ-

ment and on the population-specific dispersion of the
various types of income (such as wages, rents and
profits) provided by the household surveys is com-
patible with the factoral distribution of household
income provided by the national accounts,” after
deduction of capital consumption.

$ In Colombia, the biggest debates on changes in distribution
have taken place in the 1970s and 1990s. In the mid-1970s,
many authors believed that there had been a serious deteriora-
tion in income distribution (a good summary of the arguments
put forward may be found in Samper, 1976 and Eastman, 1979),
while others held that there was evidence indicating the contrary
(see in particular Urrutia, 1985; Londoiio, 1989; Carrisoza and
Urdinola, 1990). The 1990s have also been a period of extensive
debaie: E. Sarmiento (1993 and 1995) and L. Sarmiento (1993
and 1995) claimed that there had been serious deterioration,
while Urrutia and Ramfrez (1993) and Urrutia, Misas, Ramirez
and Rodriguez (1994) presented evidence to the contrary.

7 This methodology was designed by the author for his Ph.D.
thesis at the University of Harvard. It is fully explained in the
Statistical Annex to Londofio (1995b) and in chapter 1 of DANE
(1994b).
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1.  The factoral distribution of national income

The most notable development in income distribution
in Colombia during the twentieth century has been
the changing share of labour in national income (net
of depreciation). Leaving aside some cyclical fluctu-
ations, the share of labour over the long term has
formed a clear U-shaped curve (figure 2): after hav-
ing represented more than 60% of national income in
the late 1930s, it went down to 50% by the end of the
1950s but then rose over the next 35 years to amount
to 70% of national income in the mid-1990s.

Income distribution may be broken down still
further among its various factors. Income from la-
bour is made up of remuneration for pure labour and
remuneration for human capital. Non-labour income,
for its part, consists of profits on capital invested in
urban activities and land rents from agriculture and
mining® (for the evolution of the share of each of
these factors in national income between 1938 and
1993, see figure 3).

The changing share of labour in national income
is clearly the result of three overlapping trends.
Firstly, the contribution of pure agricultural labour
has gone down steadily: after representing 30% of
income in the 1930s, its share went down with in-
creasing rapidity in the 1960s and sank to only 10%
in the 1990s.® Secondly, the share of remuneration
for non-agricultural labour in national income rose
from 30% in the 1930s to 55% in the 1990s, as a
result of the process of migration and the trend to-
wards increasingly urban production activitics. Finally,
within remuneration for urban labour, the share of
human capital steadily increased, rising particularly
fast with the progress in education in the 1960s.

8 The remuneration for pure labour is determined by assigning to
all those declaring themselves as having a job the basic wages
declared by workers without education. Human capital is the
difference between the average income from labour (wage-
earning and self-employed) and the remuneration for pure
labour. Urban earnings are determined by deducting income
from labour and capital depreciation from non-primary added
value. Land rents are obtained by deducting wages and capital
remuneration from the agricultural and mining added value.

% The present national accounts, which concentrate on wage
labour in agriculture and incorporate very little information on
the employment dynamics observed in household surveys, are
not capable of reflecting the evolution described here.

FIGURE 2

Colombia: Share of labour
in national income, 1938-1993
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Non-labour income, for its part, has three com-
ponents. Profits from urban enterprises (after deduc-
tion of depreciation) have accounted for a steadily
smaller share of national income throughout this cen-
tury, because the returns on capital have gone down
faster than the GDp-capital ratio. The share of rents
from agricultural land in GDP increased from the
1930s to the late 1950s —largely because of the coffee
boom- but have gone down since then at a rate which
became particularly rapid at the end of the 1970s.
Finally, rents from mining activities, which went
down steadily from the 1950s until the late 1970s
(dropping to only 1.2% of total income), have risen
enormously since the mid-1980s, thanks to coal min-
ing and petroleum, and have accounted for 8.0% of
national income in the first half of the 1990s.

Colombia thus clearly displays a long-term cycle
as regards the factoral distribution of income, in
which the shares of human capital and pure urban
labour in national income have increased, while those
of urban profits and pure agricultural labour have
gone down. As Londofio (1995b) shows, this may be
explained by shifts in capital accumulation —between
urban and rural activities, between physical and
human capital- and changes in the spatial location
of the labour force. In addition to the long-term cycle
in Colombia, there are also medium-term cycles due
to the rise in rents from agricultural land in the de-
cades just after the war and the increase in mining
surpluses since the mid-1980s, both caused largely
by changes in land use prompted by international
price movements.
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FIGURE 3

Colombia: Evolution of functional breakdown of national income, 1938-1993
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Source: DANE, prepared with the methodology of Londofio (1995b).

2 Distribution of family income

In order to understand the distribution of family in-
come, two other empirical procedures must be car-
ried out. First, the global income of families must be
reconstructed, for which purpose it is necessary to
deduct from net national income the proportion of the
surplus which never reaches households because it
stays in the enterprises.!® Second, this global income
of families must be allocated among six different
groups of income recipients: agricultural wage la-
bourers, peasants, urban wage-earnets, urban own-
account workers, recipients of agricultural rents, and

10 1n 1970;1993, an averége of 43.5% of the total surplus
generated was retained in the enterprises.

B. Human capital
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urban capitalists. The “households” account of the
national accounts serves as a consistency framework
for analysing the factoral distribution of family in-
come in the years for which household surveys make
it possible to identify the income recipients.!

Thus, households have reflected the long-term
changes in national income distribution referred to
carlier: there has been an increase in the proportion
of family income coming from labour income (a pro-

11 Table 31 of the national accounts prepared by DANE (1994a)
requires some adjustments for this purpose. First, it is necessary
to deduct from the surplus accounts the depreciation’ funds
corresponding to households and the income of own-account
workers in all sectors. Second, the agricultural added value
must be redistributed among remunerations for capital, rents,
remunerations for own-account work, and wages, in line with
the information from the labour market.
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portion which reached its lowest level (56%) in 1951
and its highest level (85%) during the present de-
cade), while there has been a decrease, especially
since the 1950s, in the proportion coming from urban
profits and land rents (figure 4). Not all changes in
the distribution of national income are reflected in
the household accounts, however. Households did not
share in the boom in rents from mining activities in
the 1980s, so that their faster growth continued to be
due to labour income. In agriculture, it was the peas-
ants who suffered the biggest loss of income, because
they suffered bigger fluctuations in their wages and
employment. Urban own-account workers, for their
part, have continued to increase their share in total
income ever since the 1960s, although as from the
mid-1980s informal sector employment has ac-
counted for a steadily smaller share of the labour
market (Caro and Rodriguez, 1993; Lépez, 1995).

3. Income distribution among individuals

The information on family income obtained from the
national accounts and reconciled with information
from household sutveys on employment and disper-
sion of income among the various recipients permits
us to obtain estimates of income distribution among
individuals that are comparable over time.!?

The two indicators most often used to represent
the inequality of income distribution are Theil’s en-
tropy coefficient and Gini’s coefficient (figure S).
Both these indicators are consistent for identifying
the different phases in the evolution of Colombian
income distribution during the present century.

12 For the period 1938-1988, the sources and methodology are to
be found in Londoiio, 1995b. The analysis for 1993 is based on
the CASEM survey carried out by the National Planning Depart-
ment on a sample of 25,000 households with 130,000 reporting
members (June 1993). Other authors have selected the house-
hold surveys carried out by DANE over that period (especially
survey EH77 of 1992), which, as noted by E. Sarmiento (1993)
truncated the coding of the highest incomes, so that they tend to
underestimate inequality. Urrutia, Misas, Ramirez and Rodif-
guez (1994) and E. Sarmiento (1995) tried to correct this skew
in the primary information with statistical methods which as-
sumed functional forms and distribution parameters. Both these
procedures, which —because they concentrate on household in-
come distribution— ignore information on individuals which is
truncated or not declared, continue to be very imperfect solu-
tions to the weaknesses in the primary information. Consequent-
ly, I have preferred to use a survey such as CASEM, which does
not suffer from this problem and thus obviates this serious and
well-known controversy.

FIGURE 4

Colombia: Household income distribution,
1938-1993

A. Non-labour income

=1
ey
G

<
o
T

g
T

Percentage of net income
=3
T

o
S

1938 1951 1964 1971 1978 1988 1993
—e— Agricultural rents —4@— Urban profits

B. Labour income

*

Percentage of net income
o
=
T

1938 1951 1964 1971 1978 1988 1993

—m Agricultural —¢— Urban wage-earners

labourers
~-X%-~ Peasants +ovvm.. Own-account
workers
FIGURE §
Colombia: Evolution of
income distribution, 1938-1993
A. Gini coefficient
0.58
0.56
0.54 o
052 )l N
0.50
048 gy
046 |5
0.4
042 T T T T T
1938 1951 1964 1971 1978 1988 1993
B. Theil’s entropy coefficient
0.70
065
0.50 4
045 ~
040 e
0.35 /
030 T T T L E— —T T
1938 1951 1964 1971 1978 1988 1993

SOCIAL RIFTS IN COLOMBIA *

JUAN LUIS LONDONO DE LA CUESTA



26 CEPAL REVIEW 61 ¢« APRIL 1997

Between the 1930s and the 1960s, income dis-
tribution in Colombia suffered a serious deteriora-
tion. The Gini coefficient increased by more than 10
points, while Theil’s coefficient rose by nearly 25
points. According to Londofio (1995b),3 this result is
explained by the combination of forms of capital ac-
cumulation and labour mobility. It is considered that
the rapid accumulation of urban capital, together with
the slow expansion of education up to the late 1950s,
gave rise to growing inequality in the structure of
urban remunerations, with very high returns from
education. At the same time, the slow modernization
of agriculture, together with the feebleness of the
exodus of workers to the cities, led to the stagnation
of rural wages, raising land-based rents and heighte-
ning the inequalities in agriculture-derived income.

Between the late 1960s and the early 1980s,
there was rapid progress in distribution. The Gini
coefficient went down by 8 points and Theil’s coeffi-
cient fell by 18 points, thus almost offsetting the
deterioration in distribution registered in the previous
phase. Here, too, variations in the forms of accumu-
lation and in the mobility of labour were the main
causes of the change in distribution. The rapid in-
crease in the accumulation of human capital, while
the capital-GDP ratio in urban areas remained stable,
compressed the wage structure and the returns on
education. At the same time, the simultaneous in-
crease in agricultural capitalization -especially in
land improvement- and in migration to the cities
seems to have made it possible to eliminate the ex-
cess of rural labour, so that there was a considerable
increase in the remuneration of agricultural workers,
land-based rents went down, and there was a substan-
tial improvement in the distribution of rural income.

From the 1980s up to the mid-1990s, there has
been a phase of slow but positive progress in dis-
tribution: especially slow in comparison with the pre-
vious phase. The Gini coefficient went down by a
little less than one point and the Theil entropy coeffi-
cient by a little less than three points over these fif-
teen years. This slowing-down of progress in terms
of distribution had two components, one long-term
and the other short-term.

13 Through cliometric exercises using general equilibrium
computer models for the historical analysis, Londofio (1995b)
was able to carry out counterfactual exercises which allow
the validity of these explanatory hypotheses to be tested.

Among the long-term trends, the increase in the
share of urban wages and own-account income in
total national income continued to take place at the
expense of a decline in the relative shares of agricul-
tural workers, urban profits and agriculture-based
rents. However, the accumulation dynamics of the
1960s, which gave rise to the subsequent changes in
distribution, weakened considerably in the 1980s.
The expansion in education slowed down very con-
siderably, and the number of years of schooling of
the labour force began to reflect this fact. Likewise,
the capitalization of agriculture lost the buoyancy it
had displayed in the 1960s and 1970s, and these two
factors together reduced the pressures both for reduc-
ing labour inequality through the wage structure and
bringing down the returns on education, and for
reducing the demand for labour in rural areas.!

Within the context of these long-term dynamics,
some conjunctural phenomena and policy actions
which have occurred since the late 1980s have
affected the labour market and non-labour rents.

The events which most affected the labour mar-
ket were the enormous exodus of agricultural wor-
kers and the reforms in labour legislation. The
available information ** suggests that over the period
1988-1993 almost 400,000 peasants lost their em-
ployment. According to the household surveys, these
people did not stay in rural areas or remain unem-
ployed, but found employment in urban activities.
Over this period, urban employment registered an un-
precedented boom, and the rate of creation of new
jobs was double that observed in the 1980s. Notwith-
standing the constant increase in rates of participa-
tion in the labour force, urban unemployment went
down markedly between 1986 and 1994 (from 16%
to 8%), eliminating the whole of the cyclical compo-

140On the other hand, the possibility of a different interpretation
of the fluctuations in the rate of change of income distribution in
the 1970s and 1980s cannot be ruled out either. It is possible
that the rapid progress in distribution observed in the second
half of the 1970s may have had a large conjunctural component
which could not be kept up over time. The increase in rural
wages due to the coffee boom and the recovery in urban wages
due to the 1978 deflation could have caused the Gini coefficient
to go down by over one point more than might have been ex-
pected from the long-term trends. This conjunctural evolution
might have caused the figures for the period 1971-1978 to show
greater progress under the influence of the long-term trends.

15 From the houschold surveys analysed (EH 73, EH 77, EH 81
and the CASEM survey) and Reyes, 1995,
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nent of unemployment generated in the first half of
the 1980s (Lépez, 1995).

The prolonged boom in construction, the
buoyancy of exports of manufactures and retail
trade in imports, and the reforms in labour legisla-
tion 10 make it more flexible,!¢ are estimated to have
shifted the curve of labour demand for the urban
sector as a whole, producing more jobs without
reducing wages. As a result, urban wages tended to
rise faster than inflation, especially in the period
1992-1994. The biggest changes were in the mar-
ket for skilled workers. Because of the increasing
scarcity of human capital, due mainly to the sluggish
expansion of secondary education since the late
1970s, this greater demand seems to have raised the
returns on education and made possible a substantial
rise in wages. The response of supply to the changes
in demand seems to have been brisker in the un-
skilled labour market. Examination of the available
information suggests that there was a considerable
inflow of rural migrants into urban centres in the
early 1990s, when there were 500,000 workers
without any education and 1,600,000 workers with
incomplete primary education in the cities.!” Since
this is precisely the kind of educational background
that agricultural workers have, the atrival of 400,000
such workers in the cities assuredly gave rise to an
abundance of unskilled labour, which would make it
possible to continue with the expansion in employ-
ment without putting upward pressure on wages. In
the cities, the combination of a shortage of skilled
labour and an abundance of poorly educated labour
was reflected in an apparent increase in the returns
on education.!’® There was therefore an unexpected
setback in the reduction in labour inequality that the
Colombian economy had been displaying ever since
the late 1960s.1?

16 According to Lora and Henao (1995), the labour reforms gave
rise to a structural change, shifting demand for labour to manu-
facturing so much that this sector is estimated to have generated
30% more jobs than under the old legislation.

17 Household survey EH 73 of September 1991.

18 A5 noted by Tenjo (1993), Berry and Tenjo (1995) and
Robbins (1995).

19 This growing inequality in urban labour income has been
identified by Tenjo (1993), Berry (1995a), Altimir (1996) and
Sanchez (1996), among others,

The capital markets also underwent enormous
changes in the 1990s. The downward trend in the
return on capital which had been observed ever since
the post-war period became even more marked with
the inflows of foreign capital, while monopoly rents
from the markets for agricultural products and manu-
factures were reduced by the growing competition
from foreign goods resulting from the greater econ-
omic openness. According to the available informa-
tion, these events appear to have speeded up the
reduction of the inequality in the earnings of urban
families observed in recent decades, and they also
appear to have reversed the upward trend in the
inequality of agriculture-based rents?® observed
throughout the previous two decades. Paradoxically,
the agricultural crisis of the early 1990s, which oc-
curred in a context of factor mobility, meant that the
smaller growth of nominal income mainly affected
landowners, so that there was an improvement in the
distribution of agricultural income.*

Structural trends and some conjunctural events
gave rise to opposing tensions in income distribution:
the factoral income of families was distributed in the
direction of labour, and the dispersion went down for
non-labour income but increased for labour income,
with the first two effects being quantitatively greater
than the third one. As a result, income distribution
improved in the first half of the 1990s (table 3).22

20 The trend towards a reduction in the inequality of rural rents
shown by the CASEM survey is confirmed by the results of
National Household Survey No. 81, which DANE carried out
almost simultaneously.

21 Some analysts (Lora and Steiner, 1995; World Bank, 1994,
National Planning Department of Colombia, 1995) consider that
the widening of the difference between rural and urban incomes
was the main source of deterioration in distribution in the 1990s.
Indeed, if the urban-rural population distribution had remained
stable, the changes in the terms of trade between agriculture and
the rest of the economy would have led to lower relative income
per agricultural worker (or family). If the population is mobile,
however, the direct relation between movements in added value
and relative income is broken, and this would appear to be the
case during this period, when the migration of agricultural wor-
kers was so great that the gap in productivity per worker be-
tween agriculture and urban activities actually closed between
1988 and 1993, rather than widening.

22 The analyses by Berry (1995a), Altimir (1994) or L. Sarmien-
to (1995), which concentrate on the distribution of urban labour
income, give an incomplete picture of the changes in income
distribution in society as a whole.
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TABLE 3
Colombia: Indices of inequality, 1978-1993
1978 1988 1993
Labour income 0.411 0.402 0.449
Urban wage-earners 0.382 0.352 0.385
Other workers 0.458 0.475 0.478
Non-labour income 0.564 0.571 0.514
Total 0.481 0.476 0.472

4. Changes in distribution: a comparative view

Income distribution in Colombia in the 1970s and
1980s did not remain static at the levels of the 1960s,
which were the levels by which it became interna-
tionally known. As we saw in the previous sections,
after a long period of deterioration which reached its
nadir at the end of that decade, income distribution
improved continuously in the following 25 years:
faster in the 1970s, more slowly in the 1980s, and
somewhat faster in the early 1990s.

How can we gauge how significant the levels
and changes in Colombian inequality were during
this period? One simple way is to compare the evol-
ution of the Gini coefficient in Colombia with the
path it would follow in a typical country displaying
the evolution forecast by Kuznets,” or with what ac-
tually happened in England in recent years (William-
son, 1985). In order to simplify the comparison still
further, the GDP was normalized in terms of equival-
ent growth-years (at the rate of 1.8% per year). The
variations forecast by Kuznets normally take a long
time to develop (figure 6). An increase in inequality
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like that displayed by Colombia in the 1960s —ten
points on the Gini coefficient— would normally take
100 or 150 years in an average country, while the
decrease in Colombian inequality over the 25 years
in question would take three or four times as long in
other countries.

Compared with these typical patterns, the Eng-
lish experience seems to have been one of extreme
changes in distribution. Colombia has displayed
changes in distribution of similar magnitude to those
of England (indeed, Colombian inequality in the
1960s was not very different from that of England a
hundred years ago), but they took place over a very
much shorter period. Thus, Colombia registered in
the short space of 50 years changes that had taken
over 250 years in England.

Social policy effects:

secondary income distribution

In the case of Colombia, what has been called the
second round of income distribution has been assum-
ing increasing importance, especially since the
1980s. External and public sector transfers? to Co-
lombian households and transfers of income to the
exterior by Colombijan firms have grown consider-
ably. Around 1993, each of these sources (as a pro-
portion of GDP) was three times greater than at the

23 We used a regression along the lines of Gini =a + b'ln Y)
+ ¢ In2 (Y), where Y is the per capita income, with purchasing
power parity (PPP) at 1980 prices and In is its natural logarithm.
As noted in Londofio (1995b), 143 observations were used for
93 countries, for the period 1958-1983,

24 These transfers are defined as the difference between the total
taxes and other charges paid by households and the social
expenditure received by them.

SOCIAL RIFTS IN COLOMBIA ¢+ JUAN LUIS LONDONO DE LA CUESTA



CEPAL REVIEW 61

APRIL 1997

beginning of the 1970s (figure 7), and this warrants
a more detailed examination of the public sector’s
redistributive effect among households.”

1. The evolution of social expenditure

Per capita public social expenditure grew by 4.0%
per year in real terms between 1970 and 1995.26 Two
components may be distinguished in the dynamics of
this public expenditure (figure 8). The first of these is
expenditure on pensions, which has grown rapidly
and quite steadily, in per capita terms, at the rate of
7.4% per year, raising its share of GDP from 1.0% to
3.7% between 1970 and 1995. The second compo-
nent consists of the rest of social expenditure,
which has grown less rapidly (by 3.2% per year, in
per capita terms) and has displayed marked cycles.
These cycles, as may be seen from section B of the
figure, have been due mainly to variations in spend-
ing on education, which has fluctuated enormously,
without following any well-defined trend. Expendi-
ture on health, in contrast, has oscillated less and
increased its share of GDP considerably between 1970
and 1995.

Altogether, public social expenditure practically
doubled as a proportion of GDP between 1970 and
1995, rising from 6.7% to 12.5%, and it was increas-
ingly financed with resources which did not come
from the households themselves (figure 7, section B).

%5 Transfers of property income to the exterior would appear to
have little direct impact on household incomes, since they come
mainly from the earnings retained by mining sector firms. The
importance of direct transfers from the exterior to Colombian
households has increaged, however, as a result of remittances by
Colombians living abroad and the ill-gotten gains from drug
trafficking. Because of the scanty information available in this
respect, however, it is not possible to analyse the effect of these
latter transfers on income distribution.

26 In order 10 evaluate public social expenditure, 1 employed an
information source which is fully consistent but little used by
Colombian analysts: table 30 of the national accounts prepared
by DANE - “Public administration expenditure, classified by pur-
pose and economic objective”. I obtained the data for 1994 and
1995 by extrapolation on the basis of the data given in Sinchez,
1996. Social expenditure is considered to include expenditure on
health and sanitation, education and training, social assistance
and social security (both pensions and health services); in the
latter case, it also includes expenditure on health and pensions
by public enterprises.

FIGURE 7
Colombia: Second round of redistribution
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FIGURE 8

Colombia: Evolution of public
social expenditure, 1970-1995
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2. The distributive effect of social expenditure

In addition to detailed information on the evolution
of social expenditure between 1970 and 1995,
Colombia also has two very high-quality studies on
the distribution of the benefits of public expenditure
among users. The pioneering study was carried out
by Selowsky (1979), with information from the
mid-1970s. Subsequently, Vélez (1996) used the
same methodology, with information from the early
1990s. Comparison of the two studies allows us to
estimate the levels and changes in income distribu-
tion effected through the efforts of the public sector.

The impact of social expenditure on income dis-
tribution depends on its amount, on the way it is
financed, and on the way its benefits are distributed
among users. These results may be expressed mathe-
matically through the following equation,?” which
breaks down the Gini coefficient in terms of the
coefficients of concentration (C) and progressiveness
(P) of the various types of taxes and subsidies:

(Cs-Go) - t (Ct-Go Ps-tP
AG = GfGo = L )t ) = Y 5
I+y-x l+y-T
where:
S T
Y= T, T= —
Yo Yo

are the fractions of income represented by subsidies
and taxes and Ps=Cs-Go, Pt=Ct-Go are the coeffi-
cients of progressiveness of subsidies and taxes.

In other words, changes in the Gini coefficients
can be broken down in terms of the fluctuations in
the progressiveness of the various subsidies and taxes
(measured by the coefficients of concentration or
progressiveness) and the changes in the quantitative
magnitude of such subsidies and taxes.

Between 1975 and 1995, public expenditure on
education and health became more progressive in
Colombia. The coefficients of concentration of ex-
penditure on education and health > became more ne-

27 Derived by Vélez and Medina (1995) on the basis of Kakwani
(1977).

2 Go = Gini coefficient before subsidies

Gf = Gini coefficient after subsidies

C = coefficient of concentration

P = coefficient of progressiveness

s = subsidies

t = taxes.

2% There is no information which would allow a similar analysis
to be made for the transfers implicit in the pension system.

gative, indicating that a larger proportion of it
reached the poorer strata (table 4). The most specta-
cular progress was in education: during this period
Colombia advanced from having one of the most re-
gressive indexes in Latin America to a position where
its indicators surpassed those of the Southern Cone
countries.® The progressiveness of expenditure on
health was even greater, although it grew more slow-
ly over the period 1970-1992.

The impact of public spending in the areas of
education and health on household income distribu-
tion depends on the relative size of social expenditure
transfers and the evolution of their progressiveness.
This has proved to be of enormous importance in the
context of the parameters prevailing in Colombian
society. In order to evaluate its evolution between
1970 and 1995, two simulations were made. In the
first one, the effect of the social expenditure effort on
the different sectors was evaluated, assuming that the
coefficients of progressiveness of the services pro-
vided remained unchanged.* In the second, the effect

TABLE 4

Colombia: Progressiveness of social expenditure
(Cocfficients of concentration)

1974 1992

Education 0.006 -0.081
Primary -0.256 -0.347
Secondary 0.001 -0.124
University 0.551 0.325
Health -0.143 -0.159
Ministry of Health -0.143 -0.66
Social Security 0.156 0.218
Total -0.013 -0.096

Source: Selowsky (1979) and Vélez (1996).
® The coefficient of concentration ranges from -1 to +1. If it is
positive, this means it is regressive.

» According to ECLAC (1995), the Gini coefficient for spending
on education in Colombia in 1992 was -0.17, which compares
favourably with the corresponding figures of -0.10 for Argenti-
na, -0.12 for Chile and -0.18 for Uruguay.

31 Once the subsidized system provided for under Act 100 has
been fully implemented and the system of contributions is work-
ing to the full, the health system could be much more pro-
gressive than primary education. Preliminary calculations
indicate that in their first five years of operation the health re-
forms could lead to a reduction of at least two additional points
in the Gini coefficient.

32 The 1992 coefficients given in Vélez (1996) were used.
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of the progressiveness of spending on the different
social services was evaluated, in line with the evol-
ution observed over the period in question.”

The exercise gave two important results (figure 9).
Thanks to the income redistribution generated by so-
cial expenditure, the Gini coefficient was reduced by
3.7 points, which is equivalent {o many decades of
economic growth. The redistributive effect was 2.1
Gini points in 1970 and 3.7 points in 1995, so that it
may be said that the evolution of social spending
over those 25 years helped to reduce the Gini coeffi-
cient by 1.6 points. As may be seen from figure 9,
half of this effect came from changes in the size and
structure of social spending among the various set-
vices. The other half of the effect (the difference be-
tween the two lines in the graph) was obtained
through better targeting of social expenditure in each
sector, especially during the last two governments.

\Y

FIGURE 9
Colombia: Distributive effect of social expenditure
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A global appraisal of income

distribution trends

As we have seen in previous sections, the final
income distribution among individuals may be af-
fected if there are changes in the primary income
distribution of the economy or if it is affected by
public action, through transfers * and taxes. The im-
portance of each of these distributive mechanisms
has been clearly illustrated in the previous two
sections. In this section, it is proposed to integrate the
results obtained in them in order to gain a global
view of income distribution trends between 1970
and 1995.

33 Because of the lack of more detailed information, the coeffi-
cients were linearly extrapolated between 1974 and 1992.

* In this article, only the distributive effects of public social
spending are taken into account. Vélez (1996) has made a com-
plete analysis of the impact of the rest of public spending
—especially spending on public service enterprises— and taxes.

As we saw in section III, in those 25 years pri-
mary income distribution displayed two phases: rapid
progress up to the early 1980s, followed by slower
progress thereafter, with some speeding-up in the
1990s. Between 1971 and 1993, the Gini coefficient
went down by 5.3 points: an average reduction of
0.21 points per year; the approximate rates of reduc-
tion were 0.47 points per year in the 1970s, 0.05
points in the 1980s, and 0.10 points in the 1990s.
Secondary income redistribution through social ex-
penditure, however, evolved quite differently over
the period. In the 1970s, it grew more slowly than
family income, and had no net distributive effect.
1t increased in the early 1980s, giving rise to some
improvements in income distribution, but it ceased
to do so from 1984 at least until 1991. In 1992-1995
it increased mote rapidly than family income, and
since at the same time there was improved targeting
of expenditure towards the poorest sectors, there
was a marked increase in the distributive effect.
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FIGURE 10

Colombia: Sources of progress
in income distribution
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Altogether, these changes in primary and
secondary distribution gave rise to two distinct
phases in distribution trends between 1970 and
1995 (figure 10). Final income distribution im-
proved most rapidly in the 1970s, especially be-
cause of the buoyancy of labour markets, but
subsequently the rate of improvement dropped to
less than half, because although there was an increase
in fiscal redistribution, the sources of change in pri-
mary distribution became more sluggish.

How does the evolution of effective income dis-
tribution in Colombia compare with international pat-
terns over the 25 years in question? An empirical
analysis indicates that, thanks to the effects of the
rapid progress in monetary income distribution in the
1970s and the very large distributive impact of social
spending in the 1990s, the degree of inequality in
effective income distribution in Colombia is no
greater than could be expected in the light of interna-
tional patterns (figure 11). The reduction of in-
equality of primary income in the 1970s was rapid,

FIGURE 11

Colombia: Patterns of distribution
and social expenditure 2
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but it did not manage to eliminate the high level of
inequality that Colombia had accumulated up to the
1960s. Subsequently, progress became slower, and at
that rate convergence with the levels of inequality
forecast by Kuznets for countries at a similar level of
development could be expected to take several de-
cades more. However, a strong impulse was given to
social spending in the following years. If this spend-
ing had simply been expanded, without changing the
structure of the public sector that existed in the
1970s, it would not have been possible to eliminate
the excessive inequality, but the equity-oriented ap-
proach taken to public social spending since the
1980s, plus its rapid growth in the 1990s, speeded up
the reduction of the inequalities which had marked
Colombia for 50 years.
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VI

Trends in poverty and

human development indicators

Colombia’s indices of inequality are still high in the
eyes of any observer. As we saw in the previous
sections, however, inequality went down steadily
over the period 1970-1995, and thanks to the expan-
sion and targeting of social expenditure it is no
longer higher than international patterns. However,
slow changes in levels of inequality could be accom-
panied by equally slow progress in overcoming
poverty or improving indicators of well-being. Has
this been so in Colombia? In this section, we will
describe trends in poverty and in the basic indicators
of health and education over the period in question.

1.  Trends in poverty

Attempts to measure poverty over time have given
rise to as many methodological discussions as those
associated with efforts to measure income distribu-
tion. The generally preferred method seeks to deter-
mine the percentage of the population considered to
be below a given poverty line on account of their
insufficient monetary income. From the point of view
of well-being, however, it is by no means clear that
lack of monetary income is a faithful reflection of all
the population’s unmet needs (Sen, 1992), especially
when a substantial component of consumption does
not pass through the market (as in the case of produc-
tion for home consumption or the consumption of
goods provided by the public sector). There is also
considerable discussion about the exact construction
of the thresholds below which people ate to be con-
sidered poor.¥ In recent years, a different criterion
for measuring poverty has gained widespread cur-
rency in Latin America: that of unmet basic needs,
such as employment, education, housing and basic
services (UNDP, 1989). There has also been much
discussion about which goods should be included
in basic shopping baskets, and analysts are far from
reaching agreement on this point. Where there is

3 For a good analysis of the empirical problems encountered in
constructing these poverty lines, see ECLAC (1991).

growing consensus is that both these indicators
only partially grasp the complex dimensions of the
poverty problem 3¢ (figure 12).

The information available in Colombia allows
the evolution of poverty to be quantified over rela-
tively long periods of time. If we look at the dyna-
mics of the population under the poverty line or with
unmet basic needs between 1970 and 1995, we see
that in the 1970s there was a more rapid reduction in
the population considered to be poor according to the
latter criterion, but in the 1980s this reduction slowed
down (the number of people ceasing to be poor under
this concept went down from 200,000 per year in the
previous decade to only 180,000 per year: i.c., from
2.0% to 1.2% of the population). The poverty rate in
terms of insufficient monetary income (the poverty
line) practically did not change, so that the absolute
number of persons with insufficient monetary income
increased considerably. In the first half of the 1990s,
the reduction of poverty speeded up in both absolute
and relative terms, regardless of the criterion used.
As measured by unmet basic needs, poverty went down
between 1990 and 1994 by 900,000 persons per year
(3.1% of the population): over three times the rate
achieved in the 1980s).*” As measured in terms of

36 There are some interesting analytical and empirical studies
which offer alternative methods of measurement. Boltvinik
(1992), basing his ideas cn Kaztman (1989), has proposed an
integrated means of measuring poverty (MIP) which combines in
a single matrix the population groups classified as poor under
either methodology. Castafieda (1992) has developed a system
for identifying the poor population (SISBEN) based on a broader
set of indicators of income and consumption of private and
public goods.

37 The goal of the “Peaceful Revolution” —the development pian
of the Gaviria administration— was to reduce poverty, as
measured by unmet basic needs, from 39.5% to 27.3% of the
population between 1990 and 1994, by means of its strategies
for increasing employment through faster economic growth and
progress in the fields of housing, drinking water supply and
education (Colombia, DNP, 1991, p. XX). The September 1994
National Household Survey found that 27.1% of the population
was in a state of poverty due to unmet basic needs, so that
—in contrast with the views of many critics— the main goal of the
Peaceful Revolution was more than reached.
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FIGURE 12

Colombia: Poor population, defined
in terms of income and of unmet basic needs
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insufficient monetary income, poverty went down more
slowly, but even so it was reduced four times faster
than in the 1980s (0.8% compared with 0.2% per
year). This made it possible to reverse the upward
trend in the number of people with insufficient mon-
etary income registered in the previous decade.®

Thus, poverty in Colombia displayed a rapid
downward trend between 1970 and 1995 which
speeded up still further in the 1990s. The degree of
income inequality in Colombia is no longer very dif-
ferent from international levels, while the level of
poverty in terms of insufficient monetary income is
no higher than might be expected from the experi-
ence of other countries of a similar level of develop-
ment. This is in'marked contrast with the situation in
the rest of Lafin America, where the proportion of
poor persons increased steadily in the 1980s and the
number of people who are poor in terms of insuffi-
cient monetary income rose from 120 million to 168
million between 1980 and 1995.%°

38 The most recent data indicate that the slowdown in the econ-
omy as from the second half of 1995 has been accompanied by
increases in the poverty rate and the number of poor people.

FIGURE 13
Colombia: Evolution of child mortality ®
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2. Trends in human development indicators

Recent human development analyses (UNDP, 1995)
have sought to measure human well-being through a
basic set of indicators reflecting the levels of health
and education of the population: child mortality,*
expectation of life at birth, and average schooling of
the working-age population. In order to round out our
examination of human well-being and its evolution
in Colombia, we shall compare the evolution of
each indicator with that which might be expected for
the country in view of its level of development and
international trends.*!

Child mortality in Colombia has been reduced
particularly quickly in recent decades (figure 13). In
the 1960s, it was 15% above international levels, and

3% For an analysis of these trends, see Londoiio, 1996b.

0 This means mortality before the age of S, as measured by
direct surveys (Hill and Pande, 1996).

41 This comparative analysis is based on World Bank data on
per capita income-(at international purchasing power parity), life
expectancy, child mortality, and labour force schooling for over
100 countries over the period 1950-1992. The international
pattern was calculated through the following regression:

In(HDI) = a + bin(y) + cin2(y) + d Region.i + e Time.t

where the natural logarithm of each human development indica-
tor (HDI) was regressed as a function of per capita income and
its square and of dummy variables for each of the nine regions
of the world and each of the five-year periods since the war.
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FIGURE 14

Colombia: Actual and expected evolution of life
expectancy and years of schooling, 1950-1990
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the difference tended to widen still further up to the
early 1970s; thereafter, however, it went down more
rapidly than in most countries of similar levels of
development, and since the mid-1980s it has been
almost 25% below the internationally expected levels
for such countries. This result may be explained by the
evolution of levels of inequality and public health ex-
penditure in Colombia during the respective petiods.

However, comparison of life expectancy and la-
bour force schooling in Colombia with international
patterns holds out some surprises.

According to various recent studies, life expec-
tancy is quite elastic with respect to income and the
spread of medical technology (World Bank, 1993). It
tends to rise rapidly in countries with average in-
comes like those registered in Colombia in the 1950s
and 1960s, but when it approaches 70 years it tends
to rise more slowly. Life expectancy in Colombia
(figure 14 A) was abnormally low in the 1950s, but in
the 1960s and 1970s it rose more rapidly than in
most countries at a similar level of development. As
from 1985, however, it rose very slowly indeed, des-
pite the faster decline in child mortality. The explana-
tion for this is very simple: it would appear that the
increase in the homicide rate among young men has

FIGURE 15

Colombia: Evolution of child
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meant that male life expectancy has not increased for
the last ten years.*?

The level of schooling of the Colombian labour
force was particularly low for the country’s level of
development in the 1950s (figure 14 B). Subsequently,
the rapid expansion of primary education from the
late 1950s until the mid-1970s allowed Colombia to
reach higher-than-expected educational levels. Since
the late 1970s, however, a decline in the rate of accu-
mulation of human capital coincided with a fore-
seeable rise in educational expectations in line with
the levels of development achieved, so that in the
1980s Colombia registered a growing lag behind in-
ternational patterns in terms of education, and this
has shown no signs of diminishing in the 1990s.*

“2 This situation has been analysed in Galvis (1989) and Colom-
bia, Ministry of Health (1994).

43 In 1990-1994, the Gaviria administration tried to speed up the
expansion of enrolment in secondary education, and coverage
was raised from 50% to 56% of the population of corresponding
age (Calderén, 1996). This result, however, although positive,
did not succeed in covering the growing demand for education
resulting from the Colombian development pattern within the
new international context.
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The combined analysis of the above-mentioned
three human development indicators allows us to de-
scribe the evolution of social rifts in Colombia be-
tween 1950 and 1990 (figure 15). In the 1950s, the
country displayed fewer achievements in child health
and education than similar nations. In the 1960s, the
unsatisfactory situation as regards child health per-
sisted, but the efforts in the field of education were
very successful. From the 1980s onward, child health
made very satisfactory progress, but education
lagged markedly behind the levels expected in the
rest of the world, while the achievements in reducing

VII

child mortality were offset on occasions by the
impact of violence (figure 15 B). In the 1960s and
1970s, the lower level of violence meant that life
expectancy increased more rapidly than would be
explained by the reduction in child mortality, but in
the 1980s the opposite occurred, thus reversing the
cycle. Consequently, after having surpassed interna-
tional levels in terms of educational levels in the
1970s and life expectancy in the early 1980s, Colom-
bia finds itself once again, in the mid-1990s, with
levels of education and life expectancy below those
that could be expected for its level of development.

Social prospects in Colombia:

some reflections

The foregoing sections gave a simple but coherent
description of the evolution of the main social prob-
lems facing Colombia. As we have seen, contrary to
the expectations of many critics Colombian society
in the 1990s does not display growing inequality or
greater poverty because of a combination of sup-
posed unavoidable structural tendencies or the effect
of neoliberal policies. The trade and labour reforms
which have been made, against the background of an
expansive but soundly financed social expenditure
policy increasingly focussed on the poorest sectors of
the population, have made possible faster progress in
improving the distribution of effective income among
the population. Although the degree of inequality and
poverty in Colombia is still high and constitutes a
lamentable social problem, it is no longer markedly
higher than in other comparable countries.

Although the recent advances strike a positive
note, however, it=does not appear that they can
necessarily be sustained in the future. The advances
in income distribution in the 1980s were largely
achieved through social expenditure which compen-
sated the poorest sectors of the population for the loss
of the benefits that the labour markets spontaneously
denied them and through reductions in inequality of
non-labour income, but the factors that helped most
to further equity in the past and could continue to
do so now are more and more feeble.

A source of particular concern is the sluggish
development of human capital in Colombia. The
couniry continues to assign unnecessarily low
priority to education and vocational training, and it
is lagging further and further behind international
levels. The events of recent years indicate that short-
comings in the field of human capital could be much
more important than most Colombian analysts and
politicians thought.

The growth rate of investment in agriculture,
especially in land improvement, is also very slow.
Unless the foundations are laid for ensuring annual
growth rates much higher than those of 1980-1995,
economic progress may not meet the population’s
expectations.

Furthermore, increasing importance is being as-
sumed by sources of income which could run counter
to the recent trends towards greater equity. The
soaring income from drug trafficking has begun to
have substantial effects on the ownership of urban
and rural assets (Pardo, 1996), and sooner or later
this could give rise to greater inequality. Likewise,
the income from criminal activities such as guerrilla
actions and common-ot-garden violent crime is an
increasingly regressive form of redistribution, while
the growing concentration of the surplus from mining
activities could eventually be reflected in increasing
inequality of household income.
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At the same time, the possibility of prolonging
the expansion of social spending, as a compensatory
distributive factor, could soon run up against fiscal
and institutional constraints. As we already saw in
figure 8 above, the increase in fiscal expenditure in
respect of pensions is the main source of fiscal
pressure and -could eventually have negative ef-
fects on the rest of social expenditure. The fact that
in 1995 and 1996 basic education absorbed less
than 5% of the marginal increase in social spend-

ANNEX 1

ing should be a warning sign. Moreover, the hesita-
tions and difficulties of the government in moving
ahead with the modernization of social management
through greater decentralization, competition among
producers, greater freedom of users, and the use of
rational and predictable resource allocation mechan-
isms could reverse the achievements in terms of
greater equity registered by social spending in recent
years.
(Original: Spanish)

Colombian income distribution indicators, 1938-1993

A. Employment (thousands of man/years)

1938 1951 1964 1971 1978 1988 1993
Agriculture
Day labourers 888 847 995 1 002 1 385 1750 1746
Peasants 700 869 1 063 1178 1 311 1632 1207
Rentiers 459 336 400 380 401 426 464
1588 1716 2 058 2 180 2 696 3332 2 953
Urban activities
Wage-eamers 750 1 348 2073 2574 3499 4760 6 666
Own-account workers 225 362 494 926 1531 1792 3090
Capitalists 210 300 333 370 480 500 435
975 1710 2 567 3500 5030 6552 9 756
Total 2 563 3426 4625 5 680 7726 9934 12 709
B. Real income (thousands of 1995 pesos)
1938 1951 1964 1971 1978 1988 1993
Agriculture
Day labourers 733 876 974 1286 2 047 1931 1927
Peasants 916 1.250 1559 1 837 2375 2119 1633
Rentiers 1018 4 521 6 209 5898 5 465 6115 5631
Urban activities
Wage-earners 1414 1438 2 280 2948 3299 3342 3534
QOwn-account workers 1 960 1 368 1407 1799 2 587 2 561 3143
Capitalists 3 883 5810 7989 8 593 9 022 9 348 9018
C. Shares of total household income
1938 1951 1964 1971 1978 1988 1993
Agriculture 0432 0.445 0.387 0.314 0.291 0.273 0.176
Day labourers 0.160 0.099 0.073 0.071 0.10t 0.098 0.075
Peasants 0.157 0.144 0.126 0.119 0.111 0.100 0.044
Rentiers 0.115 0.202 0.188 0.124 0.078 0.075 0.058
Urban activities 0.568 0.555 0.613 0.686 0.709 0.727 0.824
Wage-eamers 0.260 0.258 0.358 0.419 0.413 0.460 0.522
QOwn-account workers 0.108 0.066 0.053 0.092 0.142 0.133 0.215
Capitalists 0.200 0.232 0.202 0.175 0.155 0.135 0.087
Total 1.000 1.000 1.000 1.000 1.000 1.000 1.000
Wages 0.420 0.356 0432 0.490 0.514 0.557 0.596
Labour 0.685 0.566 0.610 0.701 0.767 0.790 0.855
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D. Gini coefficients of inequality

1938 1951 1964 1971 1978 1988 1993

Agriculture

Day labourers 0.2630 0.3491 0.3410 0.3105 0.3058 0.2833 0.3048

Peasants 0.4545 0.4241 0.4545 0.4490 0.5205 0.5357 0.5325

Rentiers 0.5117 0.5139 0.5618 05612 0.5790 0.5991 0.5377
Urban activities

Wage-earners 0.2922 0.3754 0.4300 0.4404 0.3819 0.3517 0.3845

Own-account workers 0.3415 0.4413 0.4801 0.501 0.5117 0.5452 0.5511

Capitalists 0.3893 0.5310 0.5790 0.5443 0.5435 0.5373 0.4768
Factorial aggregates

Labour 0.3553 0.3932 0.4586 0.4390 04111 0.4020 0.4491

Non-labour 0.5446 0.5217 0.5679 0.5540 0.5643 0.5713 0.5139
Sectoral aggregates

Agricultural 0.3910 0.5304 0.5701 0.5235 0.4826 0.4952 0.4846

Non-agricultural 0.3900 0.5140 0.5332 0.5186 0.4703 0.4544 04553
Total 04537 05251 0.5550 0.5268 04814 04765 04721
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Dialogue. of suspending payments on its external debt, and both times this

was avoided thanks to rescue measures. The implications of the
two financial rescue programmes were very different, however.
The measures taken in August 1982 were followed by a period
of many years in which Mexico was practically excluded from
private loan markets. In contrast, the 1995 rescue programme
was quickly followed by renewed access by Mexico to private
capital markets. What is the reason for these different reactions
by the markets? One important reason is that the amount of
resources involved in 1995 was very large, and these were not
short-term funds, as they had been in 1982. Although the 1982
financial assistance allowed Mexico to avoid suspending its
payments, it was not enough to overcome the country’s over-
indebtedness. In the following six years, Mexico had to limp
from one debt restructuring exercise to another, which created
great uncertainty and affected the economy’s capacity to achieve
a sustained recovery. The success of the 1995 rescue programme
was also due to other factors: on the one hand, the external
conditions were much less adverse, and on the other, the Mexi-
can economy was in a much better position —after several years
of restructuring measures— to respond with an export surge to
the changes in the exchange rate that took place in the context of

the payments crisis.
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Introduction

In January 1995, as in August 1982, Mexico was on
the verge of defaulting on its foreign obligations. On
both occasions the U.S. government arranged a fin-
ancial rescue package to avoid this. However, the
support provided by the United States administration
in 1995 was quite different from the previous one.
This paper will describe and compare both rescue
packages and seek to explain the reasons for some of
the main differences in the U.S. response. Although
on both occasions there were other key participants
-especially the International Monetary Fund (IMF)-—
this paper will focus on the role played by the United
States.

The financial rescue package in 1995 was much
larger and its objectives in some respects more ambi-
tious than in 1982. Measured in constant U.S. dollars,
the financial assistance arranged in February 1995
(up to USS$ 48.8 billion) was roughly seven times
larger than the US$ 4.55 billion (US$ 7.2 billion in
constant 1995 dollars) rescue package arranged in
August 1982,! and the contribution of the United
States (up to US$ 20 billion) was more than three
times its contribution of US$ 3.625 billion (US$ 5.7
billion in constant 1995 dollars) in 1982, although
the actual U.S. contribution of US$ 13.5 billion in
1995 was equivalent to more than twice the 1982
contribution in real terms. Furthermore, whereas in

O This paper greatly benefited from conversations with Jests
Silva Herzog and officials from both governments and multilat-
eral financial institutions.. The author is very grateful for their
invaluable comments and insights. She also wishes to give very
special thanks to Paul Volcker for his comments on an earlier
draft. She is also indebted to Michael Armacost, Albert Fishlow,
Lincoln Gordon, Carol Graham, Peter Hakim, Steve Kamin,
Daniel Marx, Darryl McLeod and Sidney Weintraub for their
very helpful comments, corrections and suggestions on earlier
drafts. Thanks are also due to Shihua Lu, Janet Hemlinger,
Christianne Hall and Rachel Cohen for their valuable assistance.
The views expressed in this paper, and any errors it may con-
tain, are of course entirely the responsibility of the author.

1 This calculation does not include the Extended Fund Facility
(EFF) for US$ 3.7 billion negotiated between the Government of
Mexico and the IMF at the end of 1982, because this was not
part of the rescue package arranged in August. If this amount is
included, then the 1995 package was roughly four times larger
than in 1982.

1982 the United States loans were to be repaid in
one year, the bulk of the loans extended in 1995
—-US$ 10.5 billion of the total of US$ 13.5 billion—
are to be repaid between June 1997 and June 2000.
The medium-term quality of the U.S. loans is, next to
their magnitude, the most important difference be-
tween the two rescue programmes.? This remains true
even though, in actual fact, Mexico took only two
years to repay the whole of the United States loans.

There are two items that highlight the over-
whelming success of the 1995 rescue measures.
Firstly, if success is measured by the time it took
Mexico to regain access to international capital
markets, the assistance provided in 1995 was incom-
parably more successful than in 1982. The rescue
package negotiated in August 1982 with the U.S.
Treasury, the U.S. Federal Reserve and other Central
Banks of industrialized nations was designed to pro-
vide interim financing. Its ultimate aim was to avoid
a banking crisis of international proportions and to
give the Mexican Government additional time to
negotiate a workout with its creditors and an accord
with the IMF. It was not, however, meant to solve
the more fundamental problem of Mexico’s over-
indebtedness: a problem that would haunt that
country as well as many others for the rest of the
decade. Between 1982 and 1989, Mexico was prac-
tically cut off from private voluntary lending of
any sort.

In contrast, the U.S./IMF-led rescue package of
February 1995 was designed to solve Mexico’s
liquidity crisis in full, and it was large enough to
allow the conversion of a large portion of the short-
term Mexican Government debt with the private
sector abroad into medium-term debt, primarily with
the U.S. Department of the Treasury and the IME.
The success of these measures may be seen from
Mexico’s rapid recovery of access to private capital
markets. As early as April 1995, one of Mexico’s

2 Previous U.S. financial assistance for Mexico was always in
the form of short-term swaps, usually payable within six
months, with the exception of the August 1982 loans (General
Accounting Office, 1996, p. 150).
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State-owned development banks was able to return to
the international capital markets, and between mid-
1995 and February 1996 the Mexican Government
was able to raise more than US$ 8 billion, with the
maturities and terms of the loans improving.* Fur-
thermore, this access to the capital markets allowed
Mexico to pay off all its United States loans long
before their maturities.

By the end of January 1997, this debt was repaid
in full, although according to the original repayment
schedule the medium-term swaps totalling US$ 10.5
billion were repayable between June 1997 and June
2000.

Secondly, the available data indicate that the res-
cue package seems to have also succeeded in restor-
ing financial stability in Mexico, as evidenced by the
reduced volatility of the peso since November 1995,
the drop in domestic interest rates, and the smaller
risk premium on Mexican securities denominated in
dollars. However, the package was unable to prevent
a major recession in Mexico, the largest since the
1930s: in 1995 ouput fell by close to 7% and real
wages by more than 20%. Nevertheless, since 1996
there are signs that economic recovery is under way:
the economic growth rate in that year was over 5%.
Despite all the merits of the rescue measures, how-
ever, a successful recovery should not be solely at-
tributed to the rescue package, for in the mid-1990s
the Mexican economy was not characterized by the
large fiscal disequilibrium and rigidities in produc-
tion that prevailed in 1982. In addition, the interna-
tional economic environment was substantially more
adverse in the 1980s: U.S. interest rates were at rec-
ord high levels and oil prices were falling sharply.

The question of whether the industrialized world
and the multilateral organizations could have put
together a financial assistance programmeme large
enough for Mexico in 1982 and whether this would
have avoided the 1980s debt crisis will not be ad-
dressed here. However, in retrospect it seems fairly
clear that the chosen strategy resulted in high costs
for the debtor countries. In the case of Mexico, at the
outset in 1982 the U.S. Treasury responded with re-
markable lack of vision and —partly because of press-
ure from the Department of Energy— ended up
extracting concessional terms from the Mexican

3 U.S. Department of the Treasury (1996), p. 15 and General
Accounting Office (GAO) (1996), pp. 140-141.

4 See, for example, Lustig (1992).

Government as a quid pro quo for receiving an ad-
vance payment for future oil sales: an arrangement
that left the relationship between the two countries
strained. Not everybody in the U.S. Government
acted so undiplomatically, though. The U.S. Federal
Reserve —well aware of the systemic dangers of a
Mexican default— not only arranged close to half of
the bridge financing in August 1982 (with the colla-
boration of other Central Banks in the industrialized
world), but also set in motion and guided the process
for the successive debt negotiations between Mexico
and the private commetcial banks.

In contrast, the lead role in arranging the Fe-
bruary 1995 rescue package was played by the U.S.
Treasury, in close collaboration with the U.S. Federal
Reserve, and —perhaps because of the lessons learnt
from 1982- other U.S. agencies were not involved.
The terms of the U.S. financial support were strictly
market-driven, and there were no attempts to extract
pecuniary concessions from Mexico. This does not
mean, however, that the negotiations with the U.S.
Treasury went without controversy. In particular, the
U.S. Treasury pressed for a macroeconomic policy
coutse that, at least initially, was not the same as the
one favoured by the Mexican Government. The U.S.
Treasury firmly believed that high short-run domestic
interest rates in Mexico were a prerequisite for stabi-
lizing the peso, while the Mexican financial auth-
orities —fearing that high domestic interest rates
would be devastating for an already vulnerable bank-
ing system— preferred a policy mix that would result
in lower domestic interest rates, even at the expense
of a weaker (i.e., more devalued) peso.

Although in 1982 the U.S. authorities recognized
the need for fundamental changes in Mexico’s econ-
omic policymaking, they did not get directly in-
volved. The U.S. rescue package was extended on the
condition that the Mexican Government would seek
an agreement with the IMF. At that time, the Mexican
government was running a huge fiscal deficit in an
economy protected by high trade batriers, and even
after the August rescue package was arranged the
government introduced measures which ran counter
to the IMF’s dictum: for example, in September 1982
it nationalized the banking system and implemented
full-fledged exchange controls. To tell the truth, the
US. Government and the IMF were not really
alarmed by these decisions because —although the
outgoing President strongly opposed an agreement
with the IMF, as well as its policy recommendations—
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it was known that the new administration due to take
office in Mexico on 1 December 1982 would pursue
an entirely different course. In particular, it would
introduce standard IMF-style stabilization measures
and phase-in a programme of structural reforms.
Nevertheless, an accord with the IMF could not be
completed until two or three months later. In contrast,
when the 1995 rescue package was being negotiated
there was no disagreement between the Mexican
Government and the IMF on economic policy in
broad terms. The Mexican authorities were firm be-
lievers —as they had been since 1983- in market-
oriented reforms and were well aware of the need to
introduce further austerity measures to stabilize the
markets. This basic consensus made it possible to
reach a stand-by accord with the IMF very rapidly, for
an extraordinarily large amount of money.
Furthermore, the creditors in 1982 were also
quite different. In 1982, they were private commer-
cial banks, which held 70% of Mexico’s external
debt, and “...claims on Mexico by the top nine U.S.
commercial banks amounted to 50 percent of their
capital”, so that a Mexican default would have been
an all too real threat to their survival. In 1995, how-
ever, the holders of a large portion of the short-term
dollar-denominated government debt instruments
(the Tesobonos) were primarily foreign portfolio in-
vestors.’ This difference might explain why it was
possible to negotiate voluntary arrangements directly
with the creditors in 1982 (and subsequently), but not
in 1995. In the case of commercial banks, the U.S.
Federal Reserve Bank could act as an arbitrator and

II

exercise its leverage to convince the banks to partici-
pate in the debt rescheduling process. In the case of
investment banks or institutional investors, there is
no analogous entity. The difference in the origin of
the capital flows may also explain why the Central
Banks —the commercial banks’ lenders of last resort—

. of other industrialized countries were not as forth-

coming in 1995 as they had been in 1982, as re-
flected in the relatively restricted nature of the
US$ 10 billion contribution made by the Bank for
International Settlements (BIS) to the 1995 rescue
package. This is why firm leadership was needed
from the Treasury and the IMF in order to set up the
rescue programme. ‘

Finally, in 1995 the institutional basis for a cur-
rency support mechanism was already in place, since
in April 1994 the three NAFTA countries signed the
North American Framework Agreement (the NAFA)
to provide mutual support for their currencies. Al-
though the existence of such a mechanism translated
into closer monitoring of Mexico’s economy on the
part of the United States Treasury and Federal
Reserve during 1994 and the potential availability of
close to US$7 billion to support the peso, both
turned out to be insufficient. The monitoring neither
helped to prevent the crisis nor anticipated its magni-
tude, while the swap funds neither deterred attacks
on the peso, nor were they large enough tc solve
Mexico’s subsequent liquidity crisis. Finding more
effective mechanisms to reduce the risk of similar
crises in Mexico in the future remains a pending task
for the governments of Mexico and the United States.

The United States to the rescue: 1982

On 13 August 1982, Jesas Silva Herzog, the Mexican
Secretary of Finance, went to Washington to confirm
in person that the country had run out of reserves
and, if nothing was arranged during the weekend, on
Monday morning the government would have to an-
nounce publicly that Mexico could not meet its pay-
ments. Confronted with the fact that Mexico was on

5 At the end of 1994, the claims on Mexico by the same group
of banks which had been in such a vulnerable situation in 1982
amounted to only 15% of their capital (Truman, 1996, p. 12).

the verge of defaulting on its foreign obligations, the
U.S. Treasury arranged a rescue package of US$ 2
billion over the weekend.®* Under the leadership of
Paul Volicker, the U.S. Federal Reserve, in turn, at-
ranged a loan of US$ 1.85 billion, ready a few days
later, with contributions from the Federal Reserve
Bank, the Exchange Stabilization Fund of the U.S.

¢ The emergency loan was organized mainly by the Under-
Secretary for the Treasury, Tim McNamar.
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Treasury’ and the Central Banks of other indus-
trialized nations through the Bank for International
Settlements. ® Both loans were meant to fill the
financial gap while an accord with the IMF could be
negotiated. An agreement with the IMF was reached
at the end of 1982 in the form of an Extended Fund
Facility for US$ 3.7 billion.

In total, the August 1982 U.S.-led rescue pack-
age amounted to US$ 4.55 billion (table 1), of which
the United States contributed US$ 3.625 billion. The
U.S. contribution included: i) a US$ 2 billion loan
arranged by the U.S. Treasury (US$ 1 billion extended
through the Commodity Credit Corporation to pay
for future purchases of U.S. maize and US$ 1 billion
as advance payment for oil sales by Mexico to the
U.S. Strategic Petroleum Reserve); ii) the United
States contribution to the rescue package arranged by
the U.S. Fed, in the form of a US$ 600 million one-
year loan from the Treasury’s Exchange Stabilization
Fund and a US$ 325 million one-year loan extended
by the Federal Reserve; and iii) the US$ 700 million
in swaps extended by the Federal Reserve on 4 Au-
gust 1982, a few days before the famous weekend of
13. Other industrialized nations contributed a total of
US$ 925 million through the Bank for International
Settlements. The loans were for a period of one year,
and they were paid in full by 23 August 1983.

The US$ 4.55 billion, however, was only the
contribution from official sources. With help from the
U.S. Federal Reserve and the IMF, at a meeting that
took place on 20 August 1982, the Mexican Govern-
ment persuaded (some bankers would say forced) the
commercial banks to agree to a 90-day suspension of
payments of principal. This meeting was the first of
several rounds of negotiations with bankers to res-
chedule debt payments, until the Brady debt-
reduction agreement was signed in February 1990.°

7 The Exchange Stabilization Fund (ESF) was established by
section 20 of the Gold Reserve Act of 30 January 1934, with the
purpose of promoting a stable system of exchange rates. U.S.
monetary authorities have a history of using these resources to
assist Mexico, with the understanding that it is ultimately in
the U.S. interest to promote an orderly exchange rate system
(General Accounting Office, 1996, p. 148).

% The international package was arranged during the same
weekend but it took a few days to sort out some difficult issues
such as an assured source of payments for the banks.

® For more details on these rounds see Gurria (1988) and Devlin
(1989).

TABLE 1

Mexico: Financial rescue package,1982°

(Millions of dollars)

Total August 1982 rescue package 4550

Total from United States 3625
Federal Reserve 1025°
Department of the Treasury M
Department of Agriculture. 1000¢
Department of Energy 1000 °

BIS (Bank for International Settlements) 925

Memorandum Items:
IMF 3700 ¢
Commercial banks Agreed to a 90-day
standstill on
principal due 8

Source: U.S. Federal Reserve and Department of the Treasury.

? Figures are amounts available (not necessarily drawn) in current
dollars. The U.S. and BIS figures correspond to the rescue package
arranged in August 1982. The IMF agreement was signed later that

zlear.

Short-term swaps, practically all coming due within a year. This
figure includes the US$ 700 million in swaps extended on 4
August 1982. :
® From the Exchange Stabilization Fund. Short-term swap due
within a year.
¢ From the Commodity Credit Corporation; loan extended to cover
future purchases of U.S. corn (maize).
® To cover future purchases of Mexican oil for the Strategic
Petroleum Reserve.

f Extended Fund Facility; the “letter of intent” was signed in
November 1982,
£ This was agreed at a meeting on 20 August 1982.

Despite the fact that, all in all, the United States
made a substantial contribution to the financial res-
cue of Mexico in 1982, and avoided a Mexican de-
fault, the relationship between the two countries at
the level of the Executive branches became very
strained. For one thing, the Mexican Government
felt, not without reason, that the U.S. Treasury had
been slow to respond in spite of the repeated warn-
ings sent by the Mexican financial authorities. For
several months prior to August 1982 the Department
of the Treasury appears to have viewed the increasing
difficulties encountered by Mexico in borrowing
from commercial banks primarily as Mexico’s prob-
lem, without focusing on the implications a Mexican
default would have on the international —and particu-
larly the U.S.- banking system. For the Department
of the Treasury, the Mexican Government had misbe-
haved, running large fiscal deficits financed by exter-
nal borrowing, and it needed, first of all, to introduce
sound economic policies and seek an agreement with
the IMF. While it is true that Mexico needed to reduce
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its fiscal deficit, this would not have been enough to
solve the upcoming foreign exchange shortage. Fur-
thermore, tensions heightened during the negotiations
on the short-term US$ 2 billion loan organized by the
Treasury, when the United States tried to force a
price deal on Mexican oil sales as part of the condi-
tions of the rescue. The negotiation of the so-called
oil deal left Mexican government officials resentful,
and —as we shall see— for good reason.

1. Mexico’s dilemma: to default or not to
default

In the early part of 1982, the Mexican Government
—the Finance Ministry in particular— initially contem-
plated two options, especially after the Bank of
America had great difficulty in lining up subscribers
for a US$ 2.5 billion jumbo loan in June. The first
was to default without warning and even —some
recommended— without any public statement. The
second was to work out a “technical” solution with
the private banks, the IMF and creditor country
governments.!?

The first option was dismissed because it was an
instrument of last resort and would leave Mexico in
great isolation. In particular, according to Secretary
of Finance Silva Herzog’s own account his greatest
concern was that since Mexico imported between
40% and 50% of its maize consumption a unilateral
moratorium could result in a shortage of tortillas
—Mexico’s staple food— and risk social and political
unrest. The second option would take time. An agtee-
ment with the IMF would take a few months to work
out, and funds would not be available until an adjust-
ment programme could be put together and approved.
Moreover, it was not clear if Lopez Portillo, the out-
going President who was to leave office on 30 No-
vember 1982, would accept an IMF programme.
Apparently, he was strongly opposed to this, almost
as a matter of personal pride, for he had begun his
term with an IMF programme in place and was not
willing to leave the Presidency with his policies
bounded by IMF conditionality. Also, as’ mentioned
above, between February and June the U.S. Treasury

10 This is reported in the chronicle written by Kraft (1984) and
was confirmed by Ambassador Jests Silva-Herzog, Secretary of
Finance of Mexico at the time.

did not seem to be fully aware of the seriousness of
the situation in Mexico and was not ready to act
(Kraft, 1984, p. 11). This response was probably the
result of the Treasury’s lack of understanding of the
full implications of a Mexican default for the United
States banking system, together with the desire to put
pressure on the Mexican Government to change its
economic policies.

In this respect, it might be worth citing Volcker’s
impressions regarding the United States Govern-
ment’s attitude at that time (Volcker and Gyohten,
1992, pp. 198-199):

“It wasn’t hard to see the [Mexican] crisis com-
ing ... The question through the first half of 1982 was
not whether Mexico was approaching a crisis but
what to do about it. A populist government had re-
fused time and again to trim its economic sails...
Lépez Portillo, under attack for personal as well as
policy excesses, was in the last year of his six-year
term and plainly did not want to confess error. The
market sounded a clear warning during February of
1982 in the form of a run on the peso. That provoked
a devaluation and a limited austerity programme.
Neither action was convincing. ...Silva Herzog and
Mancera began visiting Washington about once a
month to inform the IMF, the World Bank, the Treas-
ury, and me [Volcker] of the deteriorating situation...
Our advice, predictably, was to apply to the Fund for
a loan, introduce a really effective programme to re-
form the domestic economy, and on that basis reduce
the hemorrhage of Mexican capital... Their answer
was...simple... Their President would not accept it.
...Any possibility would have to await the new Presi-
dent...”.

Volcker goes on:

“So, it was a matter of buying time. In an effort
to hold things together psychologically, we agreed
with considerable unease to extend overnight swap
credits once or twice to the Bank of Mexico... Our
unease did not arise from any fear of financial loss,
but because the ‘window dressing” disguised the full
extent of the pressures on Mexico from the bank len-
ders and from the Mexicans themselves. [The action
was justified] on the basis that Silva Herzog!! was

11t was already known that Silva-Herzog was incoming Presi-
dent Miguel de la Madrid’s choice for Secretary of Finance.
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willing to give us his personal assurance that Mexico
would seek an IMF programme as soon as the new
President had the freedom of action to bring it
about.” 12

With no other apparent solution in sight, the
Mexican Finance Ministry opted for a third course of
action: to visit the Department of the Treasury when
money had run out and confront the Washington pol-
icy community with a fait accompli. Only then would
it become clear that if Mexico received no help from
the international community of creditor countries,
then they —and the United States in particular— would
face the threat of a banking crisis of international

proportions.
2.  Mexico’s reserves run out

After the Presidential elections in Mexico, when
bank lending finally dried up, the Federal Reserve
agreed to activate the swap arrangement that had
Jong existed between the two countries.!* On 4 Au-
gust, a real loan of US$ 700 million, as opposed to
the overnight swaps, was given to Mexico with the
aim of tiding the country over the summer while the
officials began quiet discussions with the Fund. But
since confidence was gone, to everybody’s surprise
the money that was supposed to last a month or two
vanished in almost no time (Volcker and Gyohten,
1992, p. 200).

During the week beginning 9 August, Mexican
officials informed their U.S. counterparts that Mexi-

12 Another account might also give a telling idea of U.S, offi-
cials’ thinking at the time: “There also was a feeling that until
there was an actual crisis, high level [U.S.] officials simply
would not focus on the problem. Although some complained
that Secretary Regan had turned a deaf ear to the Mexican situ-
ation for months prior to the crisis, others felt that his lack of
advance action was typical and logical. ...Previous experience
with crisis management also convinced some participants that a
sense of urgency had to exist before the key actors would be
prepared to take the extraordinary measures that were required”
(Leeds and Thompson, 1986, p. 25).

13 The emergency 24 hour currency swaps with the Federal
Reserve took place on 30 April and subsequently in June and
July, but the first real loan as opposed to overnight swaps took
place on 4 August 1982, Mexico was the only Third World
country to have established a swap line with the U.S. Federal
Reserve, dating back to 1967, when the first swap between the
Federal Reserve and the Bank of Mexico took place (Leeds and
Thompson, 1986, p. 16, and General Accounting Office (GAO),
1996, p. 151).

co had run out of reserves, including the US$ 700
million borrowed four days earlier. The alarm bells
began ringing, interrupting more than one peaceful
summer vacation, for a Mexican default would in
effect threaten the industrialized nations’ banking
system. To quote Paul Volcker again, the Latin
American debt crisis “was just as much of a problem
for the First World, which found its banking system
suddenly threatened with collapse (Ibid., p. 189). The
foreign loans of all banks to developing countries had
grown from US$ 44 billion in 1974 to more than
US$ 360 billion in 1982, of which about US$ 60 bil-
lion was to Mexico. The U.S. banks’ share in these
loans was about one-third, and for the nine largest
U.S. banks Mexican debt was equivalent to 50% of
their capital. According to one estimate, if Mexico
failed to pay interest for one year, the earnings of the
money centre banks could fall by one-third * Mexico
and Brazil between them owed enough to strain Citi-
bank and Bank of America, the two largest US.
banks.!

3. The weekend rescue package

Thus, when Silva Herzog visited Washington on
Friday, 13 August the situation became clear. First,
short-term emergency credit had to be made avail-
able to Mexico, and this credit had to be arranged
literally over the weekend in order to avoid a panic
reaction on the following Monday. According to
Gurria, Director of External Financing in the Mexi-
can Ministry of Finance, international reserves were
less than US$ 100 million and the week’s amortiza-
tion payments were equal to US$ 700 million (Leeds
and Thompson, 1986, p. 27). Mexico’s foreign reser-
ves had to be replenished in order to reassure the
international financial community that the country
was not only willing but able to meet its immediate
obligations. The country’s immediate cash-flow

141 eeds and Thompson (1986, p. 13) cite Lissakers on this. See
also Lissakers (1991).

Biis interesting to note that an amount similar to that owed by
the Mexican Government in total (to all banks, not just those in
the U.S.) was kept in the United States by Mexican nationals.
According to one estimate, Mexicans had deposited US$ 14
billion in the United States and owned about US$ 30 billion of
U.S. real estate.
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needs were estimated at US$ 3.5 billion.'® It was
understood that the U.S. Treasury would organize a
short-term loan of US$ 2 billion or more with funds
from within the U.S. Government, while the Federal
Reserve would arrange a rescue loan of US$1.5
billion assembled with contributions from the
world’s central banks. The US$ 2 billion had to be
arranged over the weekend, so officials at the U.S.
Department of the Treasury —in particular, Deputy
Secretary Tim McNamar— began to seek potential
sources immediately.

As the negotiations unfolded and “different op-
tions were identified and scrutinized, an ad hoc task
force of U.S. government officials was formed, that
eventually would include representatives from vari-
ous corners of the Federal bureaucracy —the Depart-
ment of Agriculture, the National Security Council,
the Office of Management and Budget, the State
Department and the Department of Energy.” '’ The
idea behind involving many agencies was to increase
the number of options and attend to the concerns
of the various quarters in the U.S. government.
However, it had the disadvantage that since some of
the concerns ran counter to each other, the U.S.
Treasury ended up having to negotiate both with the
Mexican Government and with the other agencies
within the U.S. Government.

a) The easy part: the corn agreement

After going through the various alternatives, two
were identified in the end.!®* One came from the
Department of Agricuiture, in the form of a US$ 1 billion
Commodity Credit Corporation concessional loan
whereby Mexico agreed to purchase U.S. corn
(maize), which was in surplus as a result of the agri-
cultural policy pursued by the United States, in ex-
change for the loan. This facility had already been
used in 1976, proved easy to obtain (it only took
about half a day) and was largely uncontroversial.

16 The cash-flow needs were estimated assuming that Mexico
wouid not negotiate an agreement with the IMF until the incom-
ing President took office in December 1982,

17 Leeds and Thompsen (1986), p. 27. According to a U.S.
government official, there was really no “task force”: Tim
McNamar from the U.S. Treasury was in charge of putting
together the deal.

18 For a more detailed account, see Leeds and Thompson (1986).

b) The difficult part: the oil deal

Another US$ 1 billion came in the form of an
advance payment for petroleum sales to the U.S.
Strategic Petroleum Reserve. This part of the pack-
age, however, turned out to be very controversial, to
the point that negotiations almost broke down. The
Exchange Stabilization Fund (ESF), the main source
of the U.S. rescue package in 1995, was also con-
sidered. ' On the advice of his General Counsel,
McNamar concluded that it was feasible to use ESF
funds, “but only if they would be secured by ‘an
assured source of repayment’ (Leeds and Thompson,
1986, p. 29). However, rather than using the ESF to
extend the Joan and “collateralize” it with oil pro-
ceeds, the Department of the Treasury opted for an-
other arrangement, namely, that ESF funds would be
used as a “bridge loan” that would have to be repaid
within a matter of days and the money would have to
come from an entity within the U.S. Government
which would be in a position to purchase the oil used
as collateral. Since total loans to Mexico were likely
to exceed the resources obtained in an IMF agreement,
and the “oil deal” could not be completed immedi-
ately, it was estimated that this ESF-sourced loan
could not be used for a longer period, particularly
because it was already envisaged that ESF funds
would be applied to the other part of the package
whose terms were being arranged by the U.S. Federal
Reserve Bank.

Once the decision was made to use the ESF
money only for a few days, the next step was to find
an agency within the U.S. Government which could
buy US$ 1 billion worth of oil, and agree on a price
that was mutually acceptable both for Mexico and the
United States. The first agency approached was the
Department of Defense, but there were legal impedi-
ments preventing this agency from buying crude oil.
The second obvious agency was the Department of
Energy, which could be interested in buying oil for
the Strategic Petroleum Reserve, created in the wake
of the 1973-1974 oil crisis, whose task was to create
a buffer of oil stocks to guard against future oil short-
ages. Although this turned out to be the only feasible
option, PEMEX and the Strategic Petroleum Reserve
had unfortunately had a previous arrangement which

19 See footnote 7. The first standing swap line between Mexico
and the U.S. was established in 1940 (General Accounting
Office (GAO) (1996), p. 150).
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left both sides discontented.?® Consequently, the
Department of Energy entered the negotiations on
the so-called “oil deal” with the concern that they
“not fall victim to the same errors committed a year
carlier” (Leeds and Thompson, 1986, p. 33).

Negotiating the “oil deal” involved several sen-
sitive factors such as the price of the oil, delivery and
schedules, and the mix of grades. McNamar’s “first
substantive proposal ..was for a fixed-term renew-
able contract to purchase Isthmus crude, along with a
suggested delivery date, volume, and a concessional
price. The Ilatter..was particularly crucial to the
American side, as they wanted to be well compen-
sated for committing to a large advance purchase in a
soft oil market” (Leeds and Thompson, 1986, p. 35).
According to some accounts, the concessional price
was about US$ 28 per barrel, when the going price in
the international market was US$ 32 (Kraft, 1984,
p. 14).

The Mexican delegation “was shocked to learn
that [it] could be subject to very hard bargaining”
(Leeds and Thompson, 1986, p. 36). Among other
things, the Mexican team responded —quite correct-
ly- by saying that granting the United States a con-
cessional price would disrupt Mexico’s oil market
and other customers could demand similar treatment.
There was stalemate, and the negotiations almost
broke down. Neither side wanted to run into trouble
with their electors for having negotiated a “bad”
price for the oil sales. As an alternative, the United
States proposed that instead of granting a discount on
the price of the oil, the Mexicans might agree “to
make up some of the difference by paying a front-end
fee to the U.S. for arranging the transaction.”!

20 The origin of this discontent remains classified information.

21 Leeds and Thompson (1986), p.39. According to one ac-
count, initially it was proposed “...that the U.S. loan Mexico
US$ 1 billion against repayment in oil, with the understanding
that the loan would bear interest charges. The Americans came
up, late Saturday, with a proposal that in return for the US$ 1
billion loan on Monday, the Mexicans would pay back in oil,
over a fifteen-month period, the equivalent of US$ 1.3 billion:
an interest charge of 35%. Oteyza, after a telephone talk with
Lépez Portillo, said that it was an outrage, and the Mexicans
would not pay more than 20%. Lépez Portillo, according to
some accounts, had burst into a flood of profanities and ordered
a break in the negotiations. Some Americans clearly sympath-
ized with the Mexicans...”(Kraft, 1984, p.15).

The negotiation went through several iterations,
but the terms of the final agreement remain classi-
fied. However, according to Angel Gurria: 2 “Mexi-
co paid an implicit interest rate of about 38%, more
than twice the prevailing market interest rate ...” for
this loan. On the same matter, Volcker remarks that
the “...implied interest was egregiously high, reflect-
ing the need to satisfy the Yankee trading instincts of
Budget Bureau and Energy Department officials far
removed from any sense of the larger issues at stake
and more than slightly sensitive to the possibility of
subsequent political criticism. The Mexican oil offi-
cials, who would have to pay, quite understandably
were furious.”?

Given the future evolution of oil prices, in retro-
spect perhaps the price offered by the United States
was not so bad. The yearly average market price of
oil corresponding to a weighted average of Mexico’s
oil export mix was US$ 28.70/barrel in 1982. This
price is similar to what has been cited as the conces-
sional price of US$ 28/barrel that the United States
requested (Kraft, 1984, p. 14). The problem was,
however, that at the time of the negotiations the price
proposed by the United States was below the market
level. # In the end, the negotiations on the “oil deal”
left the Mexican officials with very bitter feelings.
In their view, the United States tried to extract un-
warranted pecuniary concessions from a financially
cornered Mexico.? Nevertheless, despite all the ten-
sions, the U.S. Treasury part of the rescue package
-the US$ 2 billion in loans— was completed before
the weekend was over.

As we shall see below, in 1995 there were no
attempts on the part of the United States to strike
advantageous bargains with Mexico. However, the
1995 rescue plan came with much tighter conditions
on economic policy. In 1982, the U.S. Government
essentially relied on the IMF to set the economic

22 At the time Angel Gurria was, as mentioned above, a senior
official of the Ministry of Finance and a prominent member of
the Mexican delegation.

2 Volcker and Gyohten (1992), p. 201. Sée also Kraft’s account
of the conversation between Regan and President Reagan (Kraft,
1984, p. 16).

24 Not only below the current level but also lower than the
future prices for oil.

%5 See, for example, Gurrfa’s acrimonious views on this episode
in Gurria (1993), pp. 31-32.
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policy conditionality and was satisfied with the per-
sonal commitment of Mexico’s Secretary of Finance
—who it was known would be part of the incoming
cabinet— that an agreement with the IMF would be
sought by the new administration.¢

4. The U.S. Federal Reserve takes the lead

At the same time, the U.S. Federal Reserve Bank was
able, under Paul Volcker’s leadership, to assemble an
international package of credits from central banks
and monetary authorities equal to US$ 1.85 billion,
with US$ 325 million coming from the Federal
Reserve itself (table 1).?” The package assembled by
the Federal Rescrve, however, had another U.S.-
sourced component: US$ 600 million from the Ex-
change Stabilization Fund (ESF), for which the
President had to seek authorization from the U.S.
Congress to use ESF funds for a period longer than six
months. In total, then, half of the package came from
the United States and the rest from other G-10 central
banks. As lenders of last resort, the central banks of
creditor countries understood the need to act swiftly.
Although the most vulnerable banks with respect to
Mexico were those of the United States, the rest
pitched in either because they had high stakes on the
international banking system as a whole or because
they thought they might need U.S. help in the future
when confronted with similar problems in, for
example, Eastern Europe. The mere fact that central
banks were not lenders of last resort for portfolio
investors may explain, at least in part, the strikingly
different response’of non-U.S. central banks in 1995.

5. Thé IMF and the commercial banks

The 1982 rescue package was meant to provide in-
terim financing until Mexico could reach an agree-
ment with its private creditors and the International
Monetary Fund. In contrast to 1995, negotiating the
amount and conditions of an IMF programme would
take several months. Once the short-term bridge loan
and other credits were agreed in principle, the next
step was to involve the commercial banks. It was
estimated that between September and December

26 The incoming president was set to take office on 1 December
1982.

27 The loan was granted on 26 August 1982,

1982, the Mexican Government would have to pay
US$ 8.7 billion in amortization and US$ 2.6 billion
in interest: a total of US$ 11.3 billion Officials in the
United States, Mexico and the IMF decided that the
banks “ought to be asked to agree to a ‘standstill’” on
Mexico’s debt payments. At a meeting on 20 August
held at the New York Federal Reserve Bank, the
commercial banks agreed to give Mexico a 90 day
extension on the principal due.?®

In the meantime, Mexico worked out an Ex-
tended Fund Facility with the IMF for US$ 3.7 billion;
the “letter of intent” was signed on 10 November
1982. However, the Fund’s financing would not be
sufficient to cover the debt payments coming due in
the future months: “The banks in their own self-
interest would have to supply the rest. If they failed
to do so, then the prospects for interest on their exist-
ing loans, much less the chances of repayment,
would go a-glimmering” (Volcker and Gyohten,
1992, p. 205).

6. Was the 1982 financial assistance package a
success?

For Mexico, the 1982 rescue package would turn out
to be just the beginning of the long and protracted
process of managing its debt overhang. This process
included several concerted debt rescheduling exer-
cises, a debt buy-back, and —finally— the 1990 debt-
reduction agreement negotiated under the terms of
the Brady Plan?® After the 1982 rescue package
Mexico received support from the U.S. Federal
Reserve and the Department of the Treasury on three
other occasions, but always in the form of interim
financing while other workouts were concluded.

28 In contrast, the private sector played no role in the 1995 rescue
package. Whether the foreign investors holding Mexican paper in
1995 (Tesobonos in particular) could have been convinced to
agree to a concerted solution is a point that will not be addressed
in this paper. Some analysts argue that Mexican debt was too
small a proportion of foreign investors’ total holdings and,
therefore, there was no obvious incentive to generate collec-
tive action in 1995 (see, for example, Truman, 1996). However,
it appears that some of the leading U.S. investment banks were
potential holders of huge amounts of Tesobonos that some of
their borrowers had used as collateral. A Mexican default, then,
could conceivably have been very troubling for some of those
banks.

29 For more details see, for example, Gurria (1988) and Devlin
(1989). The Brady deal is described in the Appendix of Lustig
(1992).
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Thus, while the 1982 financial rescue package
succeeded in avoiding a unilateral default on the
part of Mexico and obviated the potential bank-
ruptcy of major banks (particularly in the United
States) and a banking crisis of international propor-
tions, it failed on another fundamental count: Mex-
ico, like many countries in the developing world,
would be essentially cut off from voluntary lending

I

in the international capital markets for almost a de-
cade. Throughoutthe 1980s, Mexico and other highly
indebted countries would not be able to grow, and
they faced recurrent bouts of high inflation, with
poverty and inequality on the rise. Perhaps as a result
of the trauma left by the 1980s, the international
community —or at least part of it— acted differently in
1995.

The United States to the rescue: 1995

1. Mexico devalues the peso and the
markets panic

On 16 December 1994, Mexico’s international reser-
ves dropped to around US$ 11 billion (Banco de
México, 1995). Faced with this situation of dwind-
ling international reserves, the Mexican Government
called an extraordinary meeting of the “Pacto” —the
established mechanism for discussing economic pol-
icy with representatives of business and labour— in
the evening of 19 December. The following morning,
the Secretary of Finance announced an immediate
increase to 4 pesos per dollar (an increase of about
15%) of the ceiling of the band within which the
dollar was allowed to fluctuate 3! '
The value of the dollar reached the new 4 peso
ceiling in no time, and it is estimated that in the
course of two days close to US$ 5 billion of interna-
tional reserves were lost. The markets were sending a
clear message: the new exchange rate ceiling was not
credible. On 22 December 1994, the monetary auth-

3 One of these short-term loans was granted in 1986 when,
following the drastic fall in oil prices, the United States and the
BIS provided a six-month loan for more than US$ 1 billion.
Subsequently, in September 1989 and March 1990, Mexico
received short-term bridge loans for US$ 2 billion and US$
1.3 billion, respectively, during the negotiation of the debt-
reduction agreement with the commercial banks.

31 These consultations took place at a meeting of the “Pacto.”
The “Pacto” —set in motion for the first time in December 1987~
was a mechanism used to set macroeconomic policy in consult-
ation and with the endorsement of representatives of workers,
agricultural producers and the business sector. For more details
on the origins and characteristics of the “Pacto”, see Aspe, 1993,
and Lustig, 1992,

orities had no other option but to switch to a floating
exchange rate: in other words, the Banco de México
would no longer intervene to maintain the dollar
within a pre-specified band.

A few days later, the Mexican Government faced
difficulties in rolling over the Tesobonos (the short-
term dollar-denominated debt instruments) coming
due on the first Tuesday following the devaluation.
This was an ominous sign. Contrary to what many
analysts had predicted —and expected— the devalu-
ation did not bring calm to the markets. On the con-
trary, the devaluation actually caused a major loss of
confidence among foreign investors holding Mexican
paper. Foreign investors “... realized that their invest-
ment strategies had been based on one or more false
premises concetning the nature of Mexico’s ex-
change rate regime or the probability that they could
liquidate their holdings before any crisis hit”
(Truman, 1996, p. 8). They realized that the Mexican
Government would not be in a position to service
short-term claims without incurring a massive depre-
ciation of the peso and hence that the risk of default
was as real as ever.

Given the combination of a high concentration
of government debt in short-term instruments de-
nominated in dollars (Tesobonos),”? the fact that a
large portion of them (US$ 17 billion) was in the
hands of foreigners, and the low level of international
reserves shortly after the devaluation (approximately
USS$ 6 billion), portfolio investors began to fear that

32 This was not fresh debt, but accumulated existing debt which
needed to be renegotiated. :
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the Mexican Government would have no choice but
to impose exchange controls and default on the Teso-
bonos. The spectre of default sent the markets into a
panic and placed the peso in danger of collapse. The
only way that a full-fledged financial meltdown
could be prevented would be by arranging a financial
assistance package sufficiently large to convince the
markets that the Mexican Government would not be
forced into a default. As we shall see, the size of the
required financial rescue package turned out to be far
larger than anybody in the United States or Mexican
governments, or in the multilateral organizations, had
anticipated.

2 U.S. support: already in place but not enough

In contrast to 1982, when the peso was devalued in
December 1994 the support from the United States
was already formalized in the North American
Framework Agreement (NAFA), signed by the three
NAFTA countries in April of that year. In fact, a
potential financial support package from the United
States, Canada and European central banks had been
quietly arranged during the NAFTA vote in early No-
vember 1993. At the time there were fears that if
NAFTA were not passed by the U.S Congress the
Mexican peso would be subject to a lot of pressure.
As a result, the industrialized governments agreed to
provide US$ 12 billion in swaps, of which the United
States contributed half. These agreements remained
secret and expired on 31 December 1993, without
any drawings having been made by Mexico (Wert-
man, 1995a, p. 6).

Then, on 24 March 1994 (immediately after the
assassination of Presidential candidate Colosio), U.S.
Treasury Secretary Lloyd Bentsen and the US.
Federal Reserve Chairman, Alan Greenspan, put in
place a US$ 6 billion swap line, with each agency
contributing half.*® This swap facility was to be avail-
able for a couple of months, while the pressure on the
peso subsided. However, on 26 April the three coun-
tries signed the North American Framework Agree-
ment (NAFA), making permanent the US$ 6 billion
contribution from the United States to a swap ar-
rangement with Mexico and Canada. Under this
agreement the Bank of Canada and the Banco de
México also expanded their existing swap arrange-

33 General Accounting Office (1996), p. 82. This swap facility is
subject to annual review.

ment from C$ 200 to C$ 1 billion (then about US$ 723
million), while the Federal Reserve and the Canadian
central bank reaffirmed their existing US$ 2 billion
swap line.* One important implication of this agree-
ment was that by implementing it the United States
and Canada were giving tacit support to Mexico’s
decision to keep exchange rate policy unaltered in the
aftermath of the assassination.

Non-U.S. support was called upon once again
when an additional US$ 6 billion was quietly put
together by Europe and Japan, with the help of the
U.S. Federal Reserve, in order to back the peso in the
period running up to the August 1994 Presidential
elections, when it was recognized that given the un-
certainties generated by the assassination of the PRI
candidate Luis Donaldo Colosio, it was an awkward
time to change the exchange rate policy. Under this
US$ 12 billion contingent swap facility, of which the
U.S. would contribute up to half, Mexico “.....would
be able to draw until September 30 for a period of 90
days [and] all drawings would have to be repaid by
December 30 (General Accounting Office, 1996, p. 88).
Mexico did not make any drawings from either fa-
cility. This episode reveals that at least up until Au-
gust 1994 the industrialized nations were implicitly
endorsing Mexico’s exchange rate policy (and, more
broadly, its economic policy).

a) The United States worries about the peso

The increase in the potential commitment of fin-
ancial resources in support of Mexico was accompa-
nied by closer scrutiny of Mexico’s economy on the
part of the U.S. Treasury and the Federal Reserve.
The release of a number of previously classified do-
cuments reveals that -especially during 1994~ U.S.
financial authorities were monitoring economic
events in Mexico rather closely, with particular con-
cern for the exchange rate. In both the U.S. Treasury
and the Federal Reserve the predominant view was
that the peso was overvalued, but there was no con-

M Wertman, 1995b, p. 3. Under the Framework Agreement,
Mexico could make multilateral or bilateral drawings; bilateral
drawings with the United States Treasury would be governed by
the Exchange Stabilization Agreement signed on the same day
(Wertman, 1995a, p. 7).

35 These documents were declassified in response to requests by
Senator D’ Amato, a fierce critic of the U.S. rescue package and
of the Clinton administration’s policy towards Mexico, and are
known as “D’Amato’s Annexes”. For more on this matter see
General Accounting Office (1996), Chapter 3.
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sensus on the extent of the overvaluation. Moreover,
the recommended course of action was not a sudden
change but a gradual one, undertaken as “part of a
concerted policy rather than an emergency response
to a crisis. '

The U.S. Government’s concern with Mexico’s
decision to stick to the existing exchange rate policy
deepened after the country’s August 1994 Presiden-
tial elections, when capital inflows failed to materi-
alize despite the peaceful PRI victory. In September,
the Mexican Government tried to inject confidence
into the markets by announcing a new Pacto, which
ratified the exchange rate policy. To add to the credi-
bility of this agreement, President-clect Zedillo en-
dorsed it explicitly. The U.S. financial authorities,
however, remained skeptical. Larry Summers, then
Under-Secretary for International Affairs at the U.S.
Treasury, commented:

“The Mexican Government surprised the finan-
cial markets with the announcement of a new ‘Pact’
with business and labor on Saturday. Most significant
for us, the agreement maintains the current pace of
depreciation of the floor of the exchange rate band at
four percent per year”.

“The Mexican announcement presents us with two
issues. The first is the substantive question of whether
they made the right decision on the exchange rate.
The view of many credible independent analysts is
that the peso is still significantly overvalued. The
current account deficit is very high at 7% of GNp...”¥

The remarks of another official at the U.S. Treas-
ury are also illustrative of U.S. concerns:

“The uncertain economic prospect of Mexico is
of critical interest and of some concern to the U.S. It
is possible, but unlikely, that Mexico could request
activation of the swap before President Salinas’
November 1 State of the Union address”.

“Hopes for a stable post-election period and a
resumption of cap'ital inflows have not materialized.
The announcement of a new Pacto did not have the
desired effect of strengthening the peso and was soon
offset by renewed concerns over political stability as
a result of the Ruiz [Massieu] assassination...”.

36 Board of Governors of the Federal Reserve System, restricted
internal memorandum, “Mexican Exchange Rate Options”, 17
August 1994,

Mys. Treasury, internal memorandum from Lawrence H.
Summers to Secretary Bentsen entitled “Mexico maintains cur-
rent exchange rate policy in renewal of ‘Pacto’”, 27 September
1994 (D’Amato’s Annexes, p. 364).

“Although the immediate financial situation
could improve, we remain concerned that the current
exchange rate system could inhibit economic growth
and widen the already substantial current account
deficit...” 38

As the uncertainty over Mexico’s economy and the
sustainability of the exchange rate increased, the U.S.
Government became very concerned that Mexico would
ask to draw on the contingent commitment agreed
under NAFA to support what was viewed as an unsus-
tainable policy. Given the circumstances, the recom-
mendation of high-level officials at the Treasury was to
discourage the consideration of such a request.® In a
memorandum of October 1994 addressed to the Federal
Reserve’s Chairman, Alan Greenspan, in anticipation
of a meeting with Mexican officials, it was said.*®

“... You may want to indicate that while we un-
derstand the reasons why Mexican officials
prefer operating with a relatively fixed exchange
rate (against the U.S. dollar), there is some concern
about the risks and costs of trying to defend an
unsustainable exchange rate. It could be costly in
terms of Mexico achieving its broader economic
growth objectives, could be disturbing for Mexi-
can financial markets, and could be disruptive to
U.S. financial and trade relations with Mexico.
Mexican officials should be aware that they should
not count on the United States for financial support
via the Federal Reserve and Treasury lines to sus-
tain an inappropriate exchange rate. The swap lines
are intended to deal with what are viewed as
transitory market disturbances, not to buttress an
unsustainable exchange rate regime.”

Reading the available documents leaves one
with the impression that officials at the U.S. Treasury
and the Fed were observing Mexican markets and
policy moves closely and that they disagreed with the
Mexican authorities’ decision to stick to the ex-
change rate policy in the aftermath of the Presidential
elections. However, the documents also reveal that
the United States was not certain about whether

38 U.S. Treasury, internal memorandum from Timothy Geithner
to Secretary Lloyd Bentsen, 2 October 1994 (D’Amato’s
Annexes, p. 335).

39 See, for example, Summers’s memo to Bentsen, 14 October
1994. (D’Amato’s Annexes, p. 301).

40 Board of Governors of the Federal Reserve System, internal
memorandum from Charles J. Siegman to Chairman Greenspan
on “Background Material for October 20 Visit by President-
elect Zedillo’'s Adviser Luis Téllez”, 19 October 1994
(D’Amato’s Annexes, pp. 383-384).
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Mexico would be forced to devalue or,*! more im-
portantly, it was not aware of the potentially devas-
tating effects that a surprise devaluation would have
on market confidence. It is remarkable that there
seems to have been no discussion of the risks entailed
by, first, the accelerating conversion of peso-denomi-
nated securities (CETES) into the dollar-denominated
Tesobonos; second, the fact that a large portion of the
latter were in the hands of foreign investors; and
third, the tendency of the ratio of international
reserves to Tesobonos to fall at an increasing pace.
Apparently, these issues escaped the scrutiny of the
IMF and the World Bank as well. This is most remark-
able because the outstanding Tesobonos in the hands
of foreigners became one of the fundamental causes
of the financial debacle. Like the IMF and the World
Bank, the United States authorities were not really
prepared for a worst case scenario.

b) The United States receives no warning of
impending change in exchange rate policy

Although they knew that the peso was under a

‘lot of pressure and a whole range of policy alterna-
tives had been discussed with the Mexicans at vari-
ous points in the past, the U.S. authorities were not
warned in advance of the Mexican Government’s de-
cision to change its exchange rate policy, when this
finally happened. In a U.S. Treasury memo sent on
19 December, the day before the announced change
in the exchange rate band, a U.S. official expresses
his concern at the news received from Mexico that
the peso was under pressure and worries about the
possibility that the “..Mexicans might well make a
decision to ‘withdraw from the market’ before or
right after Christmas without consulting us.”

41 For example, in a memo prepared for Summers, someone
remarks that “...There is no obvious event on the immediate
horizon likely to conceatrate pressure or to force a decision [to
devalue]...” (Department of the Treasury, 5 December 1994).

42 The author of the memo then goes on to say: “We will not
look good if Mexico makes a move without consulting us. ...I
fear that a devaluation will have a negative impact on Congres-
sional support for our trade policy initiatives, particularly if it is
done unilaterally. The downside of initiating contact is that it
could lead to a request for activation of the swap. This does not
scem appropriate now. There is no visible pay-out. Investors, it
appears, are not worried about the size of the current accouat
deficit or a devaluation. [!] They worry about Chiapas and pol-
itical unrest spreading. Thus, a devaluation may not bring about
a resumption of capital inflows.” (U.S. Treasury, memo to Tim
Geithner, “Contact with Mexicans before they do something”,
19 December 1994 (in D’Amato’s Anaexes, p. 428).

The fears candidly expressed by the cited U.S.
official were well founded. On the same evening that
the memo was written the Mexican Government con-
vened an emergency meeting of the Pacto, and the
following day, 20 December, Secretary Serra an-
nounced that the ceiling of the band within which the
dollar was allowed to fluctuate would be raised by 15
per cent. Time had run out both for the Mexican
Government and the U.S. Treasury: the change in
exchange rate policy occurred when reserves were
to0o low, and with no leeway to prepare an economic
plan and organize U.S. financial support to cushion
the impact of a devaluation. Prevention had not really
worked, so the next step was damage-control.

¢) The financial debacle was not expected
Although officials at the U.S. Treasury and
Federal Reserve sensed that the change in the ex-
change rate policy had not been well received by the
markets, neither the Mexican nor the U.S. Govern-
ments anticipated the scale of the breakdown in fin-
ancial markets that followed. To give an example, in
the wake of the devaluation, a Treasury Department
official based in Mexico wrote the following:
“... We believe the markets have been waiting
for the government to take action on the ex-
change rate and that capital inflows are likely to
pick up. There probably will be considerable vo-
latility in the foreign exchange market for a short
period of time, followed by some strengthening
of the peso. ... When all the smoke clears, prob-
ably by early next year, we expect the peso will
settle about 8-12 percent below what it was trad-
ing at prior to the new policy.....Our best guess is
that the devaluation will not affect Mexico’s
basic macroeconomic oourse or fundamentally
alter the country’s brighter economic prospects
in 1995. Furthermore, the devaluation has not
really caught most sophisticated investors by
surprise. In spite of the fact that over the next
few days many Mexicans will say we told you so
and that this is deja vu, the new policy is likely
to have a salutary effect, unlike the traumatic -
effects of past devaluations.” *

43 U.S. Treasury, “Bi-Weekly Report on Mexico”, 21 December
1994. (D’Amato’s Annexes, pp. 432 and 434).
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That the perceptions of Mexican and U.S. offi-
cials on the potential impact of the 20 December an-
nouncement to change the ceiling of the exchange
rate band were wrong did not take long to reveal
itself. On the day after the devaluation, reserves fell
by close to US$ 5 billion, and on 22 December the
Mexican authorities had no alternative but to allow
their exchange rate to float.

As of 21 December, the U.S. Treasury became
quite intensely involved. In a memo prepared for in-
coming Secretary Rubin, Larry Summers mentions
that outgoing Secretary Bentsen had authorized the
activation of the swap line, that the Treasury was
advising Mexicans on how to respond to the circum-
stances, that the New York Federal Reserve Bank
was arranging a meeting of Secretary Serra with
major financial institutions for the morning of 22 De-
cember, and that Summers would give press support.
The swap line with Canada was also activated.

However, none of the above actions calmed the
markets. Secretary Serra was not well received dur-
ing the meeting in New York, and a few days later he
resigned, being replaced on 29 December by Guiller-
mo Ortiz. Two days earlier the peso reached its 1994
low of 5.7 new pesos to the dollar, and the govern-
ment had to cancel the auction of Tesobonos because
there would not be any buyers at reasonable interest
rates. On the same day, the Mexican Government
announced that it was preparing a new economic plan
that would be presented on 2 January 1995.

Clearly neither the Mexican authorities, nor the
U.S. Government, nor the IMF and other financial
institutions expected what happened: i.e., that foreign
investors —particularly holders of Tesobonos— were
not willing to roll over the government securities
they held. They wanted to cash them and convert
them into dollars as soon as they became due. Since
Mexico’s reserves plus the swap lines were considet-
ably lower than the amounts coming due in 1995, the
spectre of non-convertibility began to roam the halls
of Wall Street.

The absence of a clear and well-defined econ-
omic plan at the time when the peso was first deva-
lued added to the uncertainty. As has become more
evident in retrospect, however, the problem of lack of
credibility on the part of market agents was not sole-
ly due to the hesitancy of the Mexican authorities.
Had it not been for the US$ 17 billion of Tesobonos
in the hands of foreigners, (with some US$ 10 billion

coming due in January alone), the US$ 18 billion of
foreign currency liabilities of local commercial
banks, all falling due in 1995, and so on, there
probably would not have been a financial debacle
following the devaluation.

3. The rescue package Is increased

a) The increase in the funds provided under the

North American Framework Agreement

(“NAFA Plus”)

The realization that the source of the monetary
instability was the size of the short-term public debt
in the form of Tesobonos —and, more importantly, the
response to this realization— took a few days. First of
all, the U.S. and Mexican authorities realized that the
financial rescue provisions made under NAFA would
be insufficient. This prompted the arrangement of a
US$ 18 billion package announced on 2 January
1995. The package was composed of an expansion of
the U.S. swap facility set up under NAFA from USS$ 6
billion to US$ 9 billion; # US$ 5 billion from other
governments through the Bank for International Set-
tlements; C$ 1.5 billion (then about US$ 1.1 billion)
from Canada, which also expanded its contribution
beyond the commitments under NAFA; and a potential
committment of US$ 3 billion from international
banks.

It was presumed at the time of the announcement
that the total of US$ 18 billion would calm the mar-
ket agents, since it covered the outstanding Tesobo-
nos held by foreigners coming due in 1995. However,
it did not take care of the certificates of deposit in
local banks and other short-term obligations coming
due in the year. It was assumed, or hoped, that a large
portion of them would be rolled over. This assump-
tion was not shared by Mexico’s creditors, however,
and the pressure on the peso continued unabated.
Through simple arithmetical calculations investors
estimated that payments coming due in 1995 (of
about US$ 50 billion, assuming that most of the
short-term public and private debt (except inter-bank
loans) would not be rolled over) were far greater than

4 Half of the additional US$ 3 billion came from the U.S.
Treasury under the “Temporary Exchange Stabilization Agree-
ment” (TESA), signed on 4 January 1995 and set to expire on 3
April 1995. The remaining US$ 1.5 billion came from the
Federal Reserve.
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the estimated resources available: international reser-
ves in the Banco de México were about US$ 6 billion
and the first international rescue package was equal
to US$18 billion. Consequently, the rescue package
plus the international reserves would barely cover
half of Mexico’s financial obligations for 1995, esti-
mated at not less than US$ 50 billion.#

By the end of the first week of January, it be-
came clear to Mexican Secretary of Finance Guiller-
mo Ortiz that the problem was much more difficult
than anticipated. The news on 6 January that some
Mexican banks were unable to renew the certificates
of deposit held by foreigners triggered another wave
of flight from the peso. It became obvious that there
would be great difficulties in rolling over any short-
term government debt coming due in the first part of
1995. At this time the Mexican authorities began to
discuss the terms of an agreement with the IMF and
explore other alternatives of support with the U.S.
Treasury.

The sentiment of the markets is well reflected in
an anecdote told by a high-level IMF official who
recounts that a fund manager stared at him with per-
plexity when told that the Mexicans had committed
themselves to a balanced budget for 1995. The fund
manager’s reply was a daunting question: had the
Mexicans included all the payments of the Tesobonos
coming due in 1995 in the expense side of the budget?
4. The USS$ 40 billion in loan guarantees
On 9 January 1995, the Mexican Government drew
US$ 500 million from the United States swap line
and C$ 83 million from the Canadian one. The Banco
de México used these resources to intervene in the
exchange rate market to stop the run on the peso.
However, the peso continued to slide. On 10 January
the dollar closed at 5.75 pesos, and stock markets in
Mexico and other places in the world were falling

45 The estimates of total dollar denominated short-term obli-
gations coming due in 1995 include: US$ 6.3 billion in amor-
tization of short-term public external debt; US$ 1 billion in
amortization payments to the IMF; approximately US$ 6 billion
in amortization of long-term external public debt; US$ 6.1
billion of non-bank private sector debt due to banks; US$ 2.1
billion of non-bank private sector debt due to non-banks; and
US$ 29 billion of Tesobonos (not classified as external debt
but denominated in dollars). Adding all this up yields a total
of US$ 50.5 billion coming due in 1995, assuming that the
US$ 24.1 billion of interbank loans would be rolled over.

sharply.* That other markets reacted “in sympathy”
with Mexico’s is reflected by the evolution of the
stripped yields of Brady par bonds for Argentina,
Brazil, Bulgaria, Morocco, Nigeria, Poland and the
Philippines (Truman, 1996, figures 1 and 2).

Ted Truman, Director of the Division of Interna-
tional Finance of the U.S. Federal Reserve Board,
notes:

“When the crisis erupted, investors panicked, not

only investors in the Mexican stock market and

in Mexico debt instruments but also investors in
similar instruments issued by borrowers in other
countries, especially countries in the same part
of the world or perceived to be in similar circum-
stances. These contagion sales of assets were in-
duced by at least two types of forces. First, as
perceived risks rose and expected returns fell, indi-
vidual investors were induced to disinvest. Second,
institutional holders such as mutual funds faced
with actual or threatened redemptions were led to
liquify their holdings not only of Mexican paper
but also of the paper of other countries, espe-
cially if they could do so while limiting their

capital losses. ...” (Truman, 1996, p. 10).

Whether this was the prelude to a financial de-
bacle engulfing the whole of the developing world
can certainly not be proved. Nevertheless, there were
indications that such a scenario was possible. This
ominous possibility and the certainty that Mexico
was on the verge of financial collapse prompted
President Clinton +' to announce, on 11 January, that
“...the United States is committed to doing what we
can to help Mexico through what is and should be a
short-term crisis.*® The impact of Clinton’s pro-
nouncement let itself be felt almost instantaneously
in Mexico’s financial markets: the Mexican stock
market’s index, for example, reversed its downward
trend literally a minute after Clinton’s speech.

On the following evening Clinton announced his
proposal to request authorization from the U.S. Con-
gress to extend US$ 40 billion to Mexico in loan
guarantees: a package modelled on the US$ 10 bil-
lion in loan guarantees provided to Israel in 1992.4

45 The Mexican Stock Exchange closed down 6.26% on 10
January 1995 (Newsday Marketline).

47 Following preliminary consultations with the Congressional
leadership on the evening of 10 January 1995.

8 Washington Post, 12 January 1995, Section A, p. 19.
4% Washington Post, 14 January 1995, Section D, p- L
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The President secured the support of the Congres-
sional leaders from both parties and, at least initially,
a relatively speedy affirmative vote seemed feasible.
This assumption turned out to be incorrect, however.
Members of Congress from both parties felt very un-
comfortable —to say the least— approving a sizeable
rescue package for Mexico at the same time that they
advocated austerity measures in the United States.
Moreover, many of the new Republican members
were isolationists and unsympathetic to NAFTA and
Mexico. The conditions to be requested from Mexico
began to mount and they eventually covered the en-
tire range of bilateral issues: migration, relations with
Cuba, extradition practices, narcotics trafficking, and
so on. Eventually it became clear that Congressional
approval of a bill that would also be acceptable to the
Mexican Government could not be secured, at least
in the foreseeable future.’

5. The IMF comes on board

It may be surprising that the “NAFA plus” assistance
package of US$ 18 billion announced in early
January did not involve the IMF. Officials from the
IMF did go to Mexico at the end of December, but the
Mexican authorities were reluctant to negotiate an
agreement with the Fund because they thought it
would send a signal of weakness. It was not that the
Mexican authoritics disagreed fundamentally with
the IMF prescriptions, as had been the case with
Loépez Portillo in 1982. The main problem was the
message: countries which went to the IMF were per-
ceived as having misbehaved. In the case of Mexico
in early 1995 the necessary message, at least in the
eyes of Mexican officials, was that the Mexican Gov-
ernment had been and would continue to be reliable.
The crisis of confidence, it was thought, was based
on misperceptions and an agreement with the IMF
could strengthen them. This resistance to the IMF
probably arose from the prevailing impression —in
retrospect, a wrong one~ that the market’s reaction
was temporary and the situation would soon return to
normal: i.e., that short-term obligations coming due
in 1995 would be rolled over. 5t

50 For more details see the account in Montafio (1996).

5! This perception was shared by many analysts in Mexico. I
recall very vividly how at the end of January I had several
arguments with various colleagues, trying to convince them that
Mexico was facing a very serious economic crisis, perhaps the
most serious one in its post-revolutionary era.

The Mexican authorities’ reluctance to go to the
IMF vanished when they realized that the panic of the
markets was in crescendo. In particular, they finally
became convinced that an agreement was necessary
when the incidents of the non-renewal of certificates
of deposits held in a Mexican bank occurred at the
end of the first week of January 1995. Around that
time, and shortly after the announcement of the
Mexican economic plan, Michel Camdessus, the
IMF’s Managing Director, said that the Fund would
begin negotiations with Mexican authorities. This an-
nouncement of an impending agreement with the
IMF, however, did not do much in terms of restoring
confidence in the markets.

On 26 January 1995, the IMF announced that
Mexico had requested an 18-month stand-by arrange-
ment for US$ 7.8 billion (equivalent to 300 percent
of Mexico’s quota). This agreement was prepared,
and the quantitative targets were set, under the as-
sumption that the US$ 40 billion in U.S. loan guaran-
tees would be approved. In essence, the agreement
included the same quantitative targets as the Mexican
economic plan announced on 2 January in terms of
fiscal cutbacks, but the Mexican Government agreed
to further tightening in the future if the evolution of
the exchange rate and current account deficit made it
necessary.

The problem with the IMF agreement was that
market agents were not convinced —and rightly so—
that the targets in the economic programme of early
January were credible.*? By the end of January the
assumption of an exchange rate of 4.5 new pesos to
the dollar and a predicted 19 percent yearly inflation
rate for 1995 seemed unrealistic. The endorsement of
those targets at the time probably caused more harm
to the IMF’s credibility than it helped Mexico’s.

6. The February 1995 rescue package

As mentioned above, towards the end of January it
became increasingly evident that the United States

2 1n reality, the IMF agreement included contingent provisions
in terms of tightening the fiscal adjustment, for example, in the
event that the outcomes in terms of the stability of the peso and
inflation were not achieved. However, the terms of these agree-
ments are always secret, and in this case, given the crisis of
confidence, it was considered inappropriate for the IMF to
openly question the Mexican programme from the start.
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loan guarantee package was not supported in Con-
gress and if submitted to a vote any time soon it
would face a defeat. The consequence of this was
another round of capital flight, and the peso began its
seemingly uncontrollable downward slide once
again. This led to the two most dramatic decisions of
this episode. On 31 January 1995, President Clinton
announced that he would use his executive authority
to provide Mexico with up to US$ 20 billion in loans
and loan guarantees through the Exchange Stabiliza-
tion Fund: the largest use ever made of this facility
and more than three times the size of the financial
assistance given to Mexico in mid-1982, if measured
in real terms. At the same time, Michel Camdessus
announced that the IMF would increase the 18-month
stand-by arrangement to US$ 17.8 billion: the largest
ever extended by the IMF both in terms of its value
and as a percentage of the country’s quota.’

In addition to the unprecedented contributions of
the U.S. Government and the IMF, the package would
include US$ 10 billion from other industrialized na-
tions through the BIS; US$ 1 billion from Canada;
US$ 1 billion in currency swaps from Argentina,
Brazil, Chile and Colombia (which did not materi-
alize), and US$ 3 billion in new loans from commer-
cial banks (which did not materialize either). The
total came close to US$ 53 billion. However, only the
US$ 20 billion from the U.S., the US$ 17.8 billion
from the IMF and the US$ 1 billion from Canada ac-
tually became available (table 2), plus loans from the
World Bank and the Inter-American Development
Bank totalling US$ 3 billion. Although the BIS loan
became available on paper it was not very helpful
because of the stringent restrictions on its use. In
reality, other industrialized nations viewed Mexico’s
financial troubles as a United States problem and
hence they were not eager to get involved; indeed, it
appears that some were even annoyed because they
were asked to help.

Of the total rescut package, the US$ 7.8 billion
from the IMF stand-by was made immediately avail-
able. One limitation of the rest of the funds was that
they would not be available all at once but in tran-

53 Current rules state that an IMF member can borrow an
amount equal to 100% of its quota per annum, with a cumulative
limit of 300%. The 1 February 1995 agreement was equivalent
to an unprecedented 688.4% of Mexico’s quota.

TABLE 2

Mexico: Financial rescue package, 1995
(Millions of dollars)

Total 48 800
United States 20000°
(Disbursements by February 1996) (13 500)
(Outstanding deb as of February 1996) (10 500) ©
(Outstanding debt as of August 1996) (3 500)
(Outstanding debt as of January 1997) None ¢
IMF 17800 °
(Disbursements by February 1996) (13 000)
(Outstanding debt as of December 1996) (11 500) *
Canada 10008
(Disbursements; maximum) (350)
(Outstanding debt as of February 1996) None
BIS 10000"
(Disbursements) None

Source: U.S. Department of the Treasury and Federal Reserve.

* Rescue package announced on 31 January 1995. The figures do
not include the initial contributions that failed to materialize.

® From Exchange Stabilization Fund; maximum amount potentially
available. Funds could be used in short-term currency swaps,
medium-term loans and security guarantees. For more details
see General Accounting Office (1996).

© Short-term currency swaps; paid by Mexico in full.

¢ Medium-term swaps for USS$ 10.5 billion coming due between
June 1997 and June 2000; paid off in advance in full.

¢ An 18-month stand-by agreement announced on 1 February
1995. Of the total, US$ 7.8 billion was available immediately.

t Five-year loan with a 3Y4 year grace period.

£ Short-term swaps.

b Terms were too short-term and conditions too restrictive. Not
drawn by Mexico.

ches, and their availability would depend on Mexi-
co’s strict compliance with a set of economic condi-
tions and targets. In the case of the ESF loans, their
availability would also be affected by domestic pol-
itical factors in the United States. Due to the ve-
hemence of critics of the U.S. rescue package in
Congress, the Administration became increasingly
cautious in disbursing the ESF loans to Mexico,**
especially when, in general terms, the short-term
liquidity problem had been solved.

54 The attack on the Administration. was spearheaded by Senator
Alfonse D’Amato, Chairman of the Senate Banking Committee,
who was virulently opposed to the rescue package. D’ Amato
held several hearings at which the majority of the non-govern-
ment witnesses were very negative about the package and
Mexico. He also launched several bouts of attacks in the press
against the major players on the United States side.
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7. The terms of the U.S. assistance

The terms of the ESF-based US$ 20 billion U.S. pack-
age were formalized in the “U.S.-Mexico Framework
Agreement for Mexican Economic Stabilization”,
signed on 21 February 1995, which governed the
U.S. loan and loan guarantees package for Mexico.
The terms specified that disbursements can take
place for one year and can be renewed once for six
months.*’ As part of this agreement, and since the use
of ESF funds required an assured source of repay-
ment, the Mexican Government agreed to deposit the
proceeds of oil export sales by PEMEX and its two
export sales subsidiaries in a pass-through special ac-
count’ at the Federal Reserve Bank of New York. 57

The “1995 Framework Agreement” also speci-
fied that Mexico was to be responsible for the pay-
ment of all costs, fees and expenses; reporting,
notification, and consultation requirements; and, in
the case of medium-term swaps, interest charges suf-
ficient to cover the U.S. Government’s credit risk
costs. Most importantly, under the agreement the
Mexican Government committed itself to comply
with the IMF programme and additional requirements
. set by the U.S. Treasury in its “Economic Policy
Memorandum” (Annex C of the Framework Agree-
ment). The latter essentially deepens the policy com-
mitments undertaken by Mexico in the IMF accord. In
particular, the Mexican Government agreed not to
intervene in the foreign exchange market by using its
international reserves but to stabilize the peso via fis-
cal and monetary policy. In addition, it agreed to
regularly disclose information on a number of vari-
ables and policy decisions in a systematic and trans-
parent way and proceed with structural reforms.

The announcement of the new rescue package at
the end of January halted the peso’s nosedive. How-
ever, the markets remained jittery until the Mexican
Government announced a new economic programme
with more realistic and credible targets on 9 March

35 The six-month extension was granted at the end of the first
year, and the agreement expired on 21 August 1996.

56 The pass-through quality of the account means that the pro-
ceeds do not accumulate as a stock. For more details on the
terms of the U.S. rescue package see General Accounting
Office, 1996, chapter 4.

57 See “Oil Proceeds Facility Agreement”, Annex A of the 1995
Framework Agreement.

1995, and the first drawing on the ESF funds took
place.®

One important clement that has received rela-
tively little public attention is the economic policy
conditions that the United States financial authorities
attached to the rescue package. In particular, U.S.
Treasury officials were convinced that in order to
stabilize the peso the Mexican authorities would have
to raise domestic interest rates to the point of genera-
ting positive returns even in the very short run. The
Mexican Government, in contrast, favoured the sta-
bilization route that had been pursued in 1983: i.e., a
larger depreciation of the peso and lower real domes-
tic interest rates, arguing that high interest rates
would deal a devastating blow to an already battered
banking system. The United States authorities were
concerned that further depreciation of the peso would
continue to erode market confidence, cause further
runs on that currency, and possibly lead to hyperin-
flation. Their worst nightmare was that the ESF loans
to Mexico would vanish in the form of capital flight,
at the same time that the peso would continue on its
downward slide. In the end, the views of the Depart-
ment of the Treasury prevailed, but the discussion
was far from smooth.*®

After the signing of the Agreement, and throughout
the period in which Mexico was still in debt to the
United States, the Department of the Treasury en-
gaged in activities of monitoring and surveillance
which in the past would have been the sole responsi-
bility of the IMF. In February 1995, for example,
the US. Treasury created a “Mexico Task Force”
whose purpose was to monitor Mexico’s economy and
economic policymaking. This should come as no sur-
prise. In 1982, the United States had lent the equival-
ent of US$ 5.7 billion in 1995 dollars and the
maturity of the loans was one year. In 1995, in con-
trast, the U.S. financial assistance was for up to
US$20 billion, and of the US$ 13.5 billion actually
disbursed, US$ 10.5 billion was in medium-term
swaps falling due between June 1997 and June

58 Because the Mexican Government wanted to obtain the en-
dorsement of the members of the old Pacto for the new pro-
gramme, it was not possible to announce the Mexican
programme at the same time as the Framework Agreement, and
this of course did not help confidence-building. In the end, the
Government was not able to secure the endorsement of the
members of the Pacto, because they disagreed with the austerity
measures, and it finally announced the programme unilaterally.

5% Whether this was the least costly stabilization path is a dis-
cussion which goes beyond the objectives of this paper.
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2000.% Given the size and the maturities of the cur-
rent lending programme, it is understandable that the
United States would want to monitor economic events
in Mexico much more closely than before.

8. Was the financial assistance package a
success?

The success of the 1995 rescue package is evidenced
by two clear indicators. The first is the speed with
which the Mexican Government has been able to re-
turn to the international capital markets. As mentioned
above, as early as April 1995 a Mexican develop-
ment bank was able to botrow in the international
market, and between mid-1995 and early 1996
Mexico was able to raise about US$ 8 billion, with
the terms and maturities of the loans improving over
that period.® Moreover, although there were a few
additional incidents of market volatility, the peso has
achieved an acceptable degree of stability since
March 1995, and especially since November of that
year.®? Indeed, it may be noted that the rescue oper-
ation was so successful in restoring market confidence
that Mexico was able to pay off the whole of the
US$ 13.5 billion owed to the United States by late

IV

January 1997, although the original repayment sche-
dule provided for maturities between June 1997 and
June 2000. The second indicator of the rescue pack-
age’s success is that the possibility of the crisis
spreading to other countries in the region and other
regions as well was brought to a halt.®® In contrast
with 1982, the liquidity and confidence crisis was
limited to a single country: Mexico (Eichengreen and
Fishlow, 1996).

Nevertheless, despite all its accomplishments,
the financial rescue package was not able to spare
Mexico from a major recession, the worst since the
Great Depression. During 1995, Mexican output fell
by close to 7%, unemployment doubled to reach close
to 7%, and real wages contracted by 22%. Although
without the financial assistance the situation would
undoubtedly have been far worse, it is remarkable
that such a big financial support programme did not
translate into a softer landing of the Mexican econ-
omy. Explaining why this has been the case, how-
ever, is a topic beyond the purpose of this paper. The
important thing is that Mexico’s economic recovery
continues along the right lines, as witnessed by the
increase in output of over 5% in 1996.

Concluding remarks

The foregoing account brings out one fundamental
difference between the financial assistance packages
of 1982 and 1995. While the former was followed by
a decade of living in “exile” from the international
capital markets, the latter was successful in quickly
restoring market access. The difference in the out-
comes must be related to the size of the financial
package and its medium-term nature. As mentioned
above, in 1995 the financial rescue package was de-
signed to be large enough to plausibly solve Mexico’s
liquidity crisis; in 1982, in contrast, while the package

0 For full details of the payments programme for the medium-
term swaps, see table 2.

61 General Accounting Office, 1996, p. 140, and United States
Department of the Treasury, 1996.

62 Whether this stability in the exchange rate market will con-
tinue depends on a number of factors, some economic and some
political.

was large enough to avoid a Mexican default the
country was obliged for the next six years to go from
one rescheduling exercise to another, with the uncer-
tainty of whether it would be able to meet its obliga-
tions always lurking on the horizon. The 1995
package’s success must also be attributed to two other
factors, however. First, despite the external disequili-
brium in the years leading up to the crisis, the Mexi-
can economy was in far better shape than in 1982.
Second, the external environment was much more
adverse in 1982 than in 1995, with world interest
rates at record high levels and oil prices falling at a
time when oil exports represented 80% of Mexico’s
total exports.

63 Although Argentina had a sharp recession in 1995 it was able
to avoid a major crisis of confidence.
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To a large extent, the differences in the outcome
stem from the differences in the United States re-
sponse. In 1982, the U.S. Treasury organized a US$ 2
billion short-term loan only when Mexico’s reserves
were practically down to zero, despite repeated warn-
ings from the Mexican finance ministry. In addition,
the U.S. Treasury put the Mexican Government on
the spot by trying to extract a concessional price for
oil sales and large fees, thus showing not only politi-
cal insensitivity but also a lack of awareness of how
much it was in the United States’ interest to avoid a
Mexican default. While the U.S. Federal Reserve was
much more sympathetic to Mexico and well aware of
the systemic dangers of a Mexican default, the
chosen strategy did not solve the more fundamental
problem of that country’s overindebtedness.

In the more recent episode, U.S. support was pres-
ent even before the crisis. The Clinton administration
showed its commitment to help stave off attacks on
Mexico’s reserves as early as the Fall of 1993, when
during the Congressional vote on NAFTA the U.S. Ad-
ministration set up a US$ 6 billion swap arrangement.
In April 1994, after the assassination of Luis Donaldo
Colosio, the PRI Presidential candidate, anticipating
that the peso would be under pressure, the Clinton
administration —in collaboration with the Canadian
Government- transformed the swap line into a per-
manent arrangement. And in December of that year,
when Mexico was on the verge of a financial col-
lapse after the decision to devalue, the U.S. Adminis-
tration responded with a series of initiatives that
culminated in the unprecedented US$ 48.8 billion
financial rescue package, to which the only real con-
tributors were the U.S. government, with up to
US$ 20 billion, the IMF with US$ 17.8 billion, and
Canada with US$ 1 billion.*

Also, unlike 1982, this time the U.S. Administra-
tion did not try to extract from Mexico concessions
which were not warranted by market conditions, such
as asking that country to sell crude oil to the United
States at what was then a sizeable discount. More-
ovet, the U.S. Executive took a notable political risk
in rescuing Mexico. With a hostile and hypercritical
Congress that had implicitly rejected a Mexican res-
cue package in January, the Administration was
under a lot of pressure to design a programme that
would give quick results in terms of the peso’s sta-

64 The actual use made of these facilities is shown in table 2.

bility and would ensure the protection of U.S. tax-
payers’ money.

Why was the response of the U.S. Administra-
tion and the IMF so different in 1995 from what it had
been in 19827 Several important reasons can be
identified. First, the Clinton Administration had in-
vested an important share of political capital in
Mexico’s fate with its strong endorsement of NAFTA.
A collapse of the Mexican peso would have haunted
President Clinton throughout his re-election cam-
paign and turned the adoption of NAFTA —viewed by
many as a positive achievement- into a political em-
barrassment, with likely negative consequences for
the project of extending NAFTA and building a free
trade area in the Americas. Furthermore, the negotia-
tion of NAFTA brought the U.S. and Mexico closer
than ever before in institutional terms. Starting with
the Bush administration, and continuing with that of
Clinton, the two countries’ relationship evolved from
one characterized by distrust and resentment to a
more constructive and cooperative one.

Second, since de la Madrid’s Presidency, and es-
pecially under the Salinas administration, the Mexi-
can authorities had won the confidence and praise of
the United States Government and the international
community at large because of their commitment to
price stability and market-oriented reforms. Mexico
had become a model debtor and model reformer and
was constantly held up as a shining example for other
countries. For market-reform advocates, “letting
Mexico go” would in effect have meant admitting
that despite all their efforts and sacrifices, reforming
countries and governments could remain unrewarded,
opening the way for the return of political support for
populist policies. In contrast, in 1982 Mexico was
pursuing all the policies regarded as anathema: a large
fiscal deficit, widespread State intervention in the
economy, and closed trade and investment regimes.

Third, the difference in the response is explained
in part by the differences in the causes and nature of
the crises. Policy mistakes notwithstanding, the se-
verity of the markets’ reaction that followed the De-
cember 1994 devaluation was totally disproportionate.
This view was not only fully shared but actively pro-
pounded —at least in public— by key members of the
U.S. cabinet and high-level officials of the multilat-
eral institutions. In contrast, although the 1982 de-
bacle was triggered by adverse external conditions, it
was clearly rooted in fundamental domestic errors in
economic policy. Paradoxically, the markets were
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more tolerant with the mismanagement in 1982 than
they were in 1994,

Fourth, the memories of the “lost decade” which
followed Mexico’s 1982 suspension of payments was
fresh in most key policymakers’ minds at the U.S.
Federal Reserve Board, the U.S. Treasury Department
and the multilateral financial institutions. The behaviour
of other Latin American —and even some non-Latin
American— markets in early January 1995 raised the
spectre of another crisis of systemic proportions:
something that people in the U.S. Government and
the multilateral agencies were not ready to risk. The
key players in the U.S. Government and the IMF de-
cided that it was better to be accused of taking unpre-
cedented actions than being blamed later for not acting.

However, as regards the U.S. response in 1982
and 1995, there are other factors that are equally im-
portant in terms of accounting for the differences.
The Clinton administration acted on the belief that
the government can and should play an active role to
correct situations where markets fail or where the
absence of government action can be very costly; this
contrasted with the “laissez-faire” ideology prevalent

in Reagan’s cabinet. Moreover, a financial collapse in
Mexico could result in increasing tensions between
the two nations, particularly as a consequence of the
impact of the economic crisis on migration flows.
To conclude, although the 1995 financial assist-
ance package accomplished the objective of solving
Mexico’s short-term liquidity crisis, one could argue
that it is unlikely that a similar programme can be
repeated in the future. Furthermore, even if it can, a
hasty and politically difficult response is not the best
option for handling another Mexican or Mexican-like
crisis in the future. Given the nature of today’s capi-
tal markets, similar crises are quite likely to occur.
Consequently, the need for the multilateral institutions
to implement crisis-prevention and crisis-management
mechanisms seems a natural corollary of the lessons
learned from the Mexican crisis. In addition, in the spe-
cific case of Mexico, preventing or managing future
crises may require closer policy consultation —espe-
cially between the United States and Mexico— and
perhaps different institutional mechanisms from
those existing before the peso crisis of 1995.
(Original: English)
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The system of currency convertibility has shown that it is
effective in overcoming inflation in Argentina, but its capacity
for supporting a stable growth process and acting as a
monetary and exchange-rate system which does not involve
intervention and hea\)y costs on the part of the State is
currently being questioned. The present article deals with this
aspect on the basis of an analysis of the 1991-1995 period and
identifies some key features of the functioning of the system:
its reactions to movements of foreign capital; its interrelations
with the domestic banking system; the extent to which it is
capable of operating automatically without any need for a
lender of last resort, as claimed in the theory on which it
is based; and the degree to which the currency issued really

has effective backing to ensure its convertibility.
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I

Introduction

Radical changes took place in the first half of the
1990s in the rules governing the Argentine economy.
The immediate aim of these changes was to control
inflation, but they also sought to establish a whole
new framework for economic development. To this
end, an effort was made to bring about lasting
changes in the degree of openness of the economy, in
the functions of the State, in labour relations, and in
the monetary and financial system. Short- and long-
term problems were tackled at the same time, and it
seemed that the main measures would have to oper-
ate on both these levels. Thus, in the case of trade
openness, it was desired to check domestic price rises
through foreign competition and also to promote
more efficient use of production resources. The pri-
vatization process, for its part, was designed to cover
cash shortfalls, but it also formed part of a project to
reform the State by reorienting State action from the
production of goods and services to its “specific
functions”. Likewise, the monetary and exchange re-
forms (the core of which is the Convertibility Act)
appeared to have a dual purpose: in the short term, to
establish an exchange-rate anchor to check inflation,
and in the longer term to establish a monetary system
which would impose a well-defined rule on currency
issues instead of permitting arbitrary actions by the
monetary authorities, thus realizing a long-standing
dream of the monetarist school, repeatedly expressed
in the present century ever since the crisis in the Gold
Standard.!

O This article is based on document LC/R.1682 of the ECLAC
Statistics and Economic Projections Division, the main hypo-
theses of which were discussed with Pedro Sdinz. The author
also wishes to express his thanks for the valuable comments of
Oscar Altimir, Gunther Held, Daniel Heymann, Luiz Claudio
Marinho, Juan Martin, Edgardo Noya, Arturo O’Connell and
Alejandro Ramos.

! Among the studies on this subject, special mention may be
made of that by Simons, 1936, and —from a non-monetarist
standpoint— that by Hayek, 1931.

This latter aspect of the convertibility system has
aroused considerable interest both within Latin
America and elsewhere. The region had witnessed
other cases of systems similar to that of convertibility,
with exchange freedom and fixed exchange rates,
which did not manage to stabilize prices and led in-
stead to devaluations and balance-of-payments crises.
The present Argentine system, however, has lasted
longer than any of its predecessors and successfully
checked inflation, while it was accompanied by high
economic growth rates between 1991 and 1994.
Moreover, it survived the Mexican crisis and could
therefore win fresh prestige and even become a model
monetary system for other countries, provided the
Argentine economy were able to resume its growth.

The way the convertibility system operated
during the 1995 crisis is particularly interesting.
Monetary history shows that systems like the Gold
Standard do not suffer major difficulties when gold
or convertible currency enter the country: the virtues
or shortcomings of the system become clear when the
opposite is the case. The outflow of capital from Ar-
gentina which took place during the first half of
1995, accompanied by loss of reserves and a decline
in bank deposits, had this revealing effect. It is there-
fore interesting to see how the monetary and banking
system reacted to this situation, how far it was
possible to maintain the principle of convertibility
and, in particular, whether the automatic adjustment
that was to be expected in theory —which ruled out
the use of a lender of last resort— actually operated in
practice.

The convertibility system introduced a new form
of operation for the banking system, whose main
source of liquidity now became the inflow of foreign
capital instead of the Central Bank. At the same time,
what happened in the banking system was of crucial
importance for maintaining convertibility. In the fol-
lowing sections we will analyse the mutual relations
between the new monetary and exchange rate frame-
work and the functioning of the banking system, in
the light of the changing conditions on international
capital markets.

CONVERTIBILITY AND THE BANKING SYSTEM IN ARGENTINA »
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I

Monetary reform

1. The main measures adopted

When the peronist government took office in 1989,
Argentina had suffered fifteen years of economic de-
cline and was in the midst of an inflationary crisis.
After a few months in which no definite strategy was
followed, the economic policy authorities tackled the
problem of inflation by trying to do away with ex-
change-rate speculation. The existing liquidity was
exerting pressure on the foreign exchange market,
and the devaluation of the currency was transmitted
to all prices, even those of non-tradeable goods
and services. The main instrument used to control
inflation was the “Bonex Plan”, adopted early in
1990. This compressed liquidity by replacing most of
the bank deposits (concentrated in the short term)
with medium-term public debt paper, denominated in
dollars (Bonex, 1989 series).? At the same time, the
public sector adopted stringent rules on expenditure
which, by postponing some current payments,
amounted to exacting forced loans from some of its
suppliers and contractors.

The illiquidity resulting from these measures
forced many resident agents to repatriate capital, and
this gradually made it possible to halt the rise in the
dollar and build up some US$ 3.4 billion in interna-
tional reserves: a figure which had risen to US$ 6.2
billion by the end of 1990. After a big spurt in infla-
tion between December 1989 and March 1990, price
rises slackened in the rest of the year, reaching
single-digit monthly inflation in the last quarter. The
stabilization of the exchange rate gradually checked

2 In the first days of 1990, the Executive adopted Decree 36/90,
which laid down that financial institutions must replace their
clients’ national-currency claims as of 28 December 1989 —fixed
term, readjustable or non-adjustable, special savings accounts,
acceptances, deposits and loan security— with the corresponding
value in terms of principal, interest and adjustments in External
Bonds, 1989 series (BONEX 89). Payment in cash was permitted
only up to a certain maximum; amounts exceeding this level
were only permitted in respect of payments of wages, social
allowances and pensions. See Argentina, Ministry of the Econ-
omy and Public Works and Services, 1994, p. 19.

inflation, but only with considerable delay: the con-
sumer price index rose by 1,344% between Decem-
ber 1989 and December 1990, although the nominal
exchange rate only rose by 287%. The perception
of growing exchange-rate lags and problems in the
fiscal sphere, together with the remonetization that
had occurred in the economy, led to a new wave of
speculation against the currency, causing loss of
reserves and a resurgence of inflation in January
and February 1991. In these circumstances, it was
decided to replace the economic team.

The new economic authorities explicitly decided
to adopt a fixed exchange rate in order to stabilize
general price levels. Under the Convertibility Act
which came into force on 1 April 1991, the Central
Bank was required to sell all the foreign exchange
that the market demanded at an exchange rate of
10,000 australes per dollar and to withdraw from cir-
culation all the australes thus obtained; it was de-
creed that at no time could the international reserves
be less than the total monetary base, defined in the
Act as “currency in circulation, plus the demand de-
posits of financial institutions in the Central Bank, in
current or special accounts”; and finally, all readjust-
ments on the basis of changes in prices or costs were
banned. The general idea of the Act was to take ad-
vantage of the indexing of prices to the dollar, which
had become general practice after fifteen years of
very high inflation, to avoid the inertial inflation that
could result from the indexing of contracts (including
wage agreements) on the basis of past inflation.
Furthermore, the sectors producing tradeable goods
were exposed to competition from imports, which
was particularly severe because elimination of the
possibility of resorting to devaluation was accompa-
nied by reduction of tariff and para-tariff barriers.

The provisions of the Act were quite novel, not
so much because of the introduction of a fixed ex-
change rate, set in advance, with free access to the
foreign exchange market (since this had already been
tried between December 1978 and April 1981 by
Martinez de Hoz, then Minister of the Economy), but
because of the restrictions on money issue and the
legal form assumed by the measures. The aim was to

CONVERTIBILITY AND THE BANKING SYSTEM IN ARGENTINA
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give credibility to the exchange system in two ways.
One was the rigidity of the measures: the exchange
rate was fixed by law, which could only be changed
by another law, although previously a mere adminis-
trative decision of the Central Bank was enough; the
other was the announcement that the money issued
must be backed by the international reserves: if the
public so wished, it was stated, they could change
their entire national currency holdings for dollars.
The possibility of such conversion was ensured by
the monetary rule: the Central Bank could only in-
crease the monetary base in accordance with a corre-
sponding increase in its international reserves.’* The
exchange rate selected must not give rise to expecta-
tions of fresh devaluations, since the criterion for its
adoption was precisely its sustainability: in fact, with
the dollar fixed at 10,000 australes the monetary base
existing in March 1991 was approximately equal to
the Central Bank’s international reserves.* In re-
sponse to the view that one last devaluation should
be carried out before freezing the exchange rate, the
economic authorities argued that such an adjustment
would be pointless because it would be transferred to
prices almost immediately in its entirety. Thus, it was
decided to set the exchange rate anchor for the dollar
at a relatively low level, compared with the real
average level registered between 1983 and 1988.
As from 1 January 1992, the austral was re-
placed by the peso (1 peso = 10,000 australes). The
Act amending the Charter of the Central Bank —a
measure which complemented the monetary reform—
was adopted in the same year. This Act provides that
the Central Bank shall be independent of the other
State powers; prohibits it from issuing securities or

3 Among the international reserves computed as backing for the
monetary base the Government included gold, foreign exchange,
accounts receivable, the net position with ALADI, and also dol-
lar-denominated Argentine public securities in the hands of the
Central Bank, valued at their market prices. Strictly speaking,
these latter securities shotild not be considered as a component
of the international reserves, regardless of the currency in which
they are denominated, because they are not foreign claims. The
special nature of this component of the reserves is implicitly
recognized because it is laid down that they cannot account for
more than 20% of the total reserves.

4 Strictly speaking, this criterion only applies to the determina-
tion of a minimum value for the dollar: any higher value would
naturally be even more sustainable. Other criteria could also
have been used for defining a sustainable exchange rate: for
example, the possibility of achieving a given balance of pay-
ments current account surplus.

certificates whose purchase is compulsory and from
paying interest on bank reserves; prohibits it from
“issuing guarantees ... to cover the commitments of
financial institutions, including those arising from the
receipt of deposits”; severely limits the Central
Bank’s capacity to grant rediscounts and temporary
advances to financial institutions (their duration may
not exceed thirty calendar days, and they must not
exceed the body’s net worth); and restricts the possi-
bility of granting finance to the government, both as
regards the total amount and the form assumed.’
These provisions are designed to prevent uncon-
trolled money issues such as might occur through the
monetary financing of a fiscal or quasi-fiscal imbal-
ance or a massive rescue operation to aid the finan-
cial system.

2. The scope of the reform

Through these measures, the issuing function of the
Central Bank was brought closer to that of a currency
board which would issue or absorb money in line
with variations in the foreign exchange reserves. It
could still influence the money supply and bank
liquidity by fixing compulsory banking reserve re-
quirements, and in principle there was nothing to
stop it from carrying out operations to reduce the
monetary base. At the same time, the inclusion
among the international reserves for backing the
currency of a proportion of dollar-denominated
government paper gave it some leeway for expanding
the monetary base more than the accumulation of
genuine international reserves would permit. Fun-
damentally, however, this set of reforms tended to
deprive the Central Bank of its function as lender of
last resort to the banking system and to severely limit
the possibility of monetary financing of a fiscal im-
balance.

The adoption of this set of rules meant giving up
important economic policy instruments in the ex-

5 The Central Bank was already prohibited from granting direct
loans to the national, provincial or local governments or backing
their obligations. It could only provide finance to the govern-
ment by purchasing National Treasury securities at their market
value, up to an amount equal to one-third of its freely available
reserves. Furthermore, its holdings of such securities could not
increase by more than 10% per year. See Argentina, Ministry of
the Economy and Public Works and Services, 1994, p. 20.
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change-rate, monetary and financial fields. The deci-
sion to do this was due to short-term needs: it was
imperative to give credibility to an anti-inflation pro-
gramme after many others which it had not been
possible to maintain. Convertibility, the legal parity
of “one peso equals one dollar”, and the commitment
to back the money issued with foreign exchange
reserves were all designed to transfer to the national
currency the monetary qualities won by the dollar in
the Argentine economy (it was already a unit of ac-
count, a store of value, and had gained considerable
ground as a means of payment, especially during
surges of inflation). These guarantees could be set
aside: the currency could still be devalued by a
decree of “force majeure and urgent need” (of which
hundreds were adopted, both before and after the
convertibility plan), and as we shall see below, the
idea of backing the money issued is largely illusory.
However, the adoption of rigid rules was necessary
in order to convince the economic agents that this
time the programme really was in earnest, and part
of this impression of seriousness depended on the
length of time that the system thus introduced was
supposed to last.

This raises the question of the time horizon of
the convertibility system. Was it basically a set of
measures designed to do away with inflationary ex-
pectations and to generate a virtuous circle of stabili-
zation, reactivation and increased tax revenue on the
basis of which it would subsequently be possible to
restore more flexible mopetary and exchange rules?
Or was it designed to go further and to constitute a
lasting monetary and exchange system capable of
framing and furthering the development process in
the long term? The economic and political authorities
have not expressed completely clear views in this
respect, and they may keep on changing. Some state-
ments by the Ministry of the Economy hinted at a
relatively short time horizon (just a few years), but
others, by the Minister of the Economy and the Presi-
dent of Argentina himself, hinted at a system that
would last for many decades. ¢

In this latter case, we would be dealing with a
form of operation of the monetary and banking
system that goes far beyond the bounds of a mere
anti-inflation programme. We would be coming close
to an automatic system such as was advocated by,

inter alia, Henry Simons. According to this latter
author, “in a free-enterprise system we obviously
need highly definite and stable rules of the game,
especially as to money. The monetary rules must be
compatible with the reasonable smooth working of
the system. Once established, however, they should
work mechanically... To put our present problem as a
paradox -we need to design and establish with the
greatest intelligence a monetary system good enough
so that, hereafter, we may hold to it unrationally —on
faith— as a religion, if you please.”’

The time which has passed since April 1991
provides us with evidence on the basis of which we
can gauge whether we are dealing with a system
that satisfies Simons’s demands or whether we need
to restore in one way or another the function of len-
der of last resort or the possibility of amending ex-
change policy. It is a question of deciding how far
and under what conditions the convertibility system
may serve not only to favour monetary stability but
also to provide a framework for sustained growth and
for overcoming crisis situations.

S In a newspaper column circulated by Reuters on 2 February
1996, the Minister of the Economy, Domingo Cavallo, con-
sidered that “the system of full convertibility of the Argentine
peso is proving to be successful not only as a key stabilization
tool after hyperinflation, but also as a means of generating a
climate favourable to sustained growth.”

7 Simons, 1936, p. 14. Taking a less ambitious attitude, Friedrich
A. Hayek considered around the same time that “maintaining the
semi-automatic system of the Gold Standard” was better than
replacing it with a currency managed more or less arbitrarily:
“I fear that at the present level of knowledge the risks in-
volved in such an attempt would be much greater than the
shortcomings of the system based on the Gold Standard” (see
Hayek, 1975, p. 198 (published in English in 1931). Much later,
in his proposal to denationalize the currency by introducing a
free banking system, this author modified the suggested solu-
tion, but not the problem to be solved, which was the discre-
tional power of governments in monetary policy. On the
contrary, he considered that this problem was now even more

'serious: “With the abandonment of the Gold Standard and fixed

exchange rates, central banks have acquired even more discre-
tional power than they had when they were still trying to keep to |
firm rules” (Hayek, 1980, p. 179).
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The banking system during the
period of expansion: 1991-1994

1. The growth of bank deposits

Argentina entered the 1990s with an extremely low
level of monetization. The effects of chronic inflation
were compounded by the episodes of hyperinflation
in 1989 (when the consumer price index rose by
5,000%) and 1990 (when it rose by over 1,300%).
Furthermore, the Bonex Plan of January 1990 had
frozen a large part of bank deposits for a fixed term.
In 1990, the liquidity ratio (as measured by M3 as a
percentage of GDP)® was only 5.4%, compared with
12% in 1987 and 24% in 1980.

In these circumstances, the disinflation brought
about by the convertibility programme, combined
with the abundant supply of foreign capital, made
possible rapid remonetization which brought the
liquidity ratio up to 17% of GDP in 1994. The flow of
foreign capital made possible the accumulation of
substantial international reserves (figure 1), in spite
of the explosive increase in imports of goods and
services (US$ 6.4 billion in 1990, US$ 18.2 billion in
1992 and US$ 25.1 billion in 1994) which turned the
big 1990 trade surplus into a growing deficit as from
1992,

The monetary base grew side by side with the
reserves, and with it there was an increase in the
liquidity of the financial intermediaries. It was thus
possible to expand the supply of credit to the private
sector, taking advantage both of the greater loan ca-
pacity of the banking system and the initially low
levels of indebtedness of many firms and families.
Ultimately, the creation of bank money was reflected
in an increase in deposits (figure 2).

Monetary and credit expansion is reflected in the
balance sheets of the Central Bank, financial institu-
tions and the non-banking private sector. Tables 1, 2
and 3 show the variations in the main classes of as-

8 We refer to the means of payment (currency outside banks plus
current account deposits, i.e., M1) plus peso-denominated inter-
est-bearing deposits (M2), plus dollar-denominated deposits.
Some publications call this aggregate “broad M3”.

FIGURE 1

Argentina: international reserves of the
Central Bank and the monetary base, 1990-1995
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Source: Based on figures of the Central Bank of the Argentine
Republic, Gerencia de Estudios Econémicos, Boletin estadistico
(various issues).

The international reserves do not include domestic securities in the
possession of the Central Bank. “Monetary base” means currency
outside banks plus peso deposits of financial institutions in the
Central Bank between 1990 and 1994. As from 1995, because of
the successive reforms in the regulations, the concept of monetary
base was replaced first of all by “monetary liabilities of the Central
Bank” and later by “financial liabilities of the Central Bank”.
These concepts are explained in footnote 17.

sets and liabilities of these agents between the begin-
ning of the convertibility system (April 1991) and the
eve of the Mexican crisis (November 1994).

The bank balances show a big quantitative
increase (+57% in the assets and liabilities of the
Central Bank and +123% in those of financial institu-
tions), with a leading role being played by foreign-
currency operations. In the balance sheet of the
Central Bank, accumulation of international reserves
accounts for 73% of the increase in assets. For finan-
cial institutions, loans in dollars represent 59% of the
increase in total loans (including purchase of se-
curities), while increased foreign-currency deposits
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FIGURE 2

Argentina: Financial institutions,
deposits and loana to the private sector
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Source: Based on Central Bank of the Argentine Republic, Geren-
cia de Estudios Econémicos, Boletin estadistico (various issues).
The balances were converted to constant values on the basis of the
general level of the Wholesale Price Index.

account for 55% of the total increase in private de-
posits (a further 35% corresponds to an increase in
national-currency time deposits and 10% to increased
current account balances).

The inflow of short-term foreign capital was a
decisive element in this evolution. The balance of
payments (in the new IMF presentation) registers an
extraordinary net inflow of “other short-term debt”
for the non-bank private sector in 1992 and 1993 (no
comparable figures are available for 1994): this in-
flow was US$ 7.9 billion in the first of these years
and US$ 10.5 billion in the second.® In view of the
growth in foreign-currency deposits in the Argentine
banking system (these rose from US$ 5.5 billion in
July 1991 to US$ 20.5 billion in July 1994), it may
be deduced that much of this capital was deposited in
the banking system.

The process of remonetization that took place
between 1991 and 1994 may be seen in the assets of
the non-financial private sector (table 3), which in-
creased its demand for M1 (currency outside banks
and sight deposits) and M3 (M1 plus time deposits in

9 See IMF, 1995a.

banks in pesos and dollars). Table 3 shows the vari-
ation in only a few balance sheet items of private
non-financial agents (i.c., those items which are a
counterpart of the operations of the local financial
system) and therefore does not present an accounting
balance. Broadly speaking, however, it may be noted
that the increases in monetary assets and banking lia-
bilities are of a similar order of magnitude: it is a
process that is channelled through the local financial
system. Furthermore, the fact that the assets in ques-
tion have increased more than the liabilities suggests
that the private non-financial agents have either in-
creased their external liabilities or reduced their
foreign assets (i.e., they have repatriated capital).

In order to gauge the soundness or fragility of
this financial expansion we must look at the ma-
turities and nature of the resources involved, on the
banking liabilities side, and the destination and use
made of the credit obtained, on the assets side.

The great majority of bank deposits are short-
term, although the one-week fixed terms which pre-
dominated in the 1980s are no longer allowed. At the
end of 1994, national currency resources consisted
mainly of current account deposits (22%), savings
bank deposits (28%) and fixed-term deposits (45%).
The savings banks offer interest rates a good deal
lower than those available on fixed-term deposits
(3.3% per year in 1994, compared with 8.2%), but
they provide high liquidity (several withdrawals per
month are permitted); in the case of the fixed-term
national currency deposits, 90% were for between 30
and 89 days and only 10% were for 90 days or more.
Most of the deposits in dollars are fixed-term and
almost all of them (99%) are for between 30 days and
one year (no public information is available on the
exact average term).!®

The growth in foreign-currency deposits was the
most important factor in the expansion of bank de-
posits, due to the massive inflow of foreign capital,
mostly short-term. A high proportion of short-term
foreign capital in the structure of bank resources is of
course a factor of financial fragility, because as this
money is attracted by the prospects of making profits
on the stock exchange or through the differential be-
tween domestic and external interest rates, any reduc-
tion in these incentives can lead to its rapid
withdrawal.

1 Data taken from Banco Central de la Repiblica Argentina,
Gerencia/e Estudios Econémicos, Boletin estadistico, various
issues.
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TABLE 1
Argentina: Variation in Central Bank
balances between April 1991 and November 1994
{Millions of pesos)
Assets Liabilities
Foreign assets 13 403 Liabilities to international organizations -867
Finance provided to the Government 2560 Official deposits 453
Loans to financial institutions 2439 Miscellaneous accounts 8 760
Money in circulation outside the financial system 6311
Money in circulation in financial institutions 1 051
Deposits by financial institutions 2 695
Total 18402 Total 18 402
Source: Based on Central Bank of the Argentine Republic, Gerencia de Estudios Econémicos, Boletin estadfstico (various issues).
TABLE 2
Argentina: Variation in balances registered in the consolidated
accounts of financial institutions® between April 1991 and November 1994
(Millions of pesos)
Assets Liabilities
Cash 1051 Net external credits 1583
Current account in Central bank 3051 Official deposits 4951
Loans and securities, official sector 2439 Private demand deposits in national currency 3254
Loans and securities, private sector, Private time deposits, in national currency 10 713
in national currency 13 382 Private foreign currency deposits 16 922
Foreign currency loans to private sector 20 679 Liabilities with Central Bank 4 862
Other assets 8054 Other liabilities -1 063
Capital and reserves 5946
Total 47 120 Total 47 120

Source: Based on Central Bank of the Argentine Republic, Gerencia de Estudios Econémicos, Boletin estadistico (various issues).

# Includes banks and savings banks, finance companies, savings and loan institutions for housing and other constructions, and credit institu-

tions.

TABLE 3
Argentina: Variation in some items of the consolidated accounts
of the non-financial private sector between Aprit 1991 and November 1994
(Millions of pesos)
Assets Liabilities
Money in circulation 6311 National-currency bank loans 13 382
Demand deposits in banks 3254 Foreign-currency bank loans 20 679
National-currency time deposits in banks 10713
Foreign-currency time deposits in banks 16922
Total 37 199 Total 34 061

Source: Based on Central Bank of the Argentine Republic, Gerencia de Estudios Econ6micos, Boletfn estadistico (various issues).

2. The use made of credit

changed considerably. Table 4 shows the sectoral

structure (by main activity of the borrower) at the

With regard to the use made of bank loans (the ex-
pansion of which is reflected in the “assets” section
of table 2), it may be observed that as the volume of
finance provided increased, the use made of it

the way this structure subsequently evolved.

beginning of the process of expansion of credit, and

When the convertibility programme was laun-
ched, there was a rapid increase in loans to families
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TABLE 4

Argentina: Distribution of finance, 1990-19952

(Percentages)
At end of first quarter of: 1990 1991 1992 1993 1994 1995
Primary activities 8.8 94 11.5 124 11.5 10.7
Manufacturing 36.5 25.7 204 19.6 19.1 17.8
Construction 6.8 6.7 58 5.1 4.1 42
Electricity, gas and water supply 4.7 35 2.8 14 23 19
Wholesale trade 52 43 5.5 5.7 6.1 5.1
Retail trade 20 25 6.8 9.0 10.1 10.0
Services and finance 238 23.6 21.1 22.7 24.1 24.3
Families 99 210 227 20.3 18.0 20.3
Others 23 23 34 3.7 47 57
Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: Based on Central Bank of the Argentine Republic, Gerencia de Estudios Econémicos, Boletin estadistico (various issues).
? Includes finance (in both pesos and dollars) provided by banks and savings banks, finance companies, savings and loan institutions for

housing construction, and credit institutions.

and retail trade, whereas the share accounted for by
loans to manufacturing firms went down to less than
half. This big increase in consumer credit favoured
the recovery of the economy, but it also contributed
to the rapid increase in imports and was a factor in
the decline in national saving registered between
1990 and 1992. The relative reduction in credit to
industry did not mean a reduction in absolute terms
in the finance provided to these activities: quite the
contrary, in view of the overall growth of credit.
Nevertheless, these figures show the low priority
given by the banking system to the restructuring of a
sector which was facing radical changes in the rules
of the game, especially as regards the opening up of
the economy and the changes in the exchange-rate
system.

Important data for inferring the use made of
loans are those regarding the maturities and interest
rates at which these are taken out. No precise infor-

1 Data are available, however, on the credit flow: i.e., the
amounts lent each month to the non-financial private sector, and
short-term operations predominate overwhelmingly in these to-
tals. In November 1994, out of the total operations in national
currency (75% of all the loans taken out that month), 81% of the
total flow corresponded to current account advances, 14% con-
sisted of signature loans with a term of less than 90 days, and
3% were personal loans for less than 180.days: these three ca-
tegories thus account for 98% of the total. In the case of foreign-
currency loans, where these three categories accounted for 59%
of the total, the maturities were somewhat longer. Naturally, the
rotation of short-term loans is much faster than long-term oper-
ations, so it is not possible to infer from these data the structure
of total loan balances by maturities.

mation is available on the total amounts of loans by
maturity,! but it is possible to gauge the relative im-
portance of some typical forms of short-term finance,
such as current account advances (20% of total loans
in mid-1995), signature loans (30% of the total), and
personal loans (10%), while the overall balance of
mortgage and secured loans, taken together, was 24%
of the total.!?

Interest rates stood at levels which, in a context
of very low inflation, may be considered quite high
(see figure 3). During 1993 and 1994 (i.e., before the
Mexican crisis broke out), annualized real interest
rates for current account advances and personal loans
were between 25% and 55% in general terms. At
these rates, it may be conjectured that these funds
were not used to finance investment but rather to
cover firms’ short-term liquidity requirements and
consumer credit. The rates were lower for secured
loans and signature loans —between 15% and 30%
per year in real terms— but these costs also seem ex-
cessive for financing investment projects. Rates on
dollar loans, for their part, although somewhat lower
in nominal terms, were also relatively expensive, es-
pecially bearing in mind the existence of some ex-
change risk (see figure 4).

This does not mean that the convertibility plan
has been responsible for the high real interest rates:
indeed, rates on both deposits and loans went down

12 See Banco Central de la Repiblica Argentina, 1995a. An
undetermined proportion of secured loans were for less than one
year.
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FIGURE 3

Argentina: Annualized nominal interest rates
on loans in pesos by the financial system, and rate of
variation of nationwide wholesale price index
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Source: Based on figures of the Central Bank of the Argentine
Republic, Gerencia de Estudios Econ6micos, Boletin estadistico
(various issues) and INDEC, Estadistica mensual (various issues).

significantly as from April 1991. Even so, however,
interest rates on loans remained far above interna-
tional levels and this has had various repercussions
on the banking system. Thus, for reasons of both cost
and maturities, firms with direct access to foreign
credit have generally preferred it to that offered by
the local financial system, thus depriving the banks of
part of their first-line clients, while other borrowers
(typically small and medium-sized firms) have been
put under heavy pressure by the economic openness
and restructuring process, all of which has tended to
adversely affect the quality of loan portfolios.

An analysis of the reasons for these high interest
rates on loans is beyond the scope of this article, but
it is worth highlighting the big difference between
the rates on loans and on deposits (a persistent prob-
lem of the Argentine economy during the last twenty
years), together with a variety of commissions and
service payments which also make bank services
more expensive. These financial intermediation costs
cannot be attributed, as in the 1980s, to extreme de-

FIGURE 4

Argentina: Annualized nominal interast rates
on loans in dollars by the financial system
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Source: Based on figures of the Central Bank of the Argentine
Republic, Gerencia de Estudios Econémicos, Boletin estadistico
(various issues) and INDEC, Estadistica mensual (vatious issues).

monetization and the rapid turnover of bank money
caused by inflation (although it is true that there is
still a great deal of room for increasing the use made
of the banks in the Argentine economy). The banks
have attributed part of their high costs to the irregular
nature of the portfolios they have to put up with,
which was a considerable problem even before the
1995 crisis, for their difficulties in recovering the cre-
dits granted force them to transfer the costs to other
credits or set aside funds to cover bad debts, which
means that they must obtain high operating
revenues.!* If this is so, then it means that there is a
vicious circle in which the high interest rates are
both the cause and the effect of the high rates of
non-recoverability.

13 A report by Goldman, Sachs & Co. refers to “the apparent
inconsistency between the big interest spreads and low rates of
profitability” of banking institutions, explaining this by “the di-
rect and indirect costs of low-quality loans”, together with high
operating costs. See Corrigan and Stocker, 1996, pp. 32-33.
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It would not be in order to make generalizations
on the basis of aggregate figures, especially for such
a highly segmented banking system as that of Argen-
tina. Such a vicious circle would not appear to exist
in the case of the segment of the banking system
made up of the big private banks, foreign banks and
some official institutions, but it would indeed appear
to exist in the case of a large sector of the provincial
and cooperative banks and certain types of borrowers
(small and medium-sized enterprises and families).
This differentiation within the banking system be-
came very clear during the 1995 crisis.

All in all, because of the general orientation of
its financing and the levels of its interest rates, the
financial system as a whole does not seem to have
channelled much of its credit for financing invest-

IV

The 1995 crisis

1. Convertibility is put to the test

Even before the Mexican crisis occurred in
December 1994, the Argentine economy was
showing some disquieting symptoms. Its current
account imbalance was continually growing, and
in 1994 it amounted to US$ 10 billion, equivalent
to 54% of the country’s exports of goods and
services.!® The public accounts showed a significant
deficit in the second half of 1994, after having turned
in surpluses in 1992 and 1993. Current resources
(tax and social security receipts) stagnated and even
tended to decrease during that same half-year, be-
cause of the pension reform (in force since August
1994), which reduced the government’s income, and
a slackening in the rate of economic activity. Against
this background, open unemployment came to 12.2%
in October, while underemployment came to 10.4%
(compared with rates of 9.3% in both cases one year
earlier). The capital market, for its part, was affected
by the rise in international short-term interest rates,
and in November the stock exchange index was
already 25% below the February level (the peak for
the year). The Argentine economy was faced with a
contradiction: its levels of activity and growth were
giving rise to a growing external imbalance, but any

ment, and from this point of view it does not seem to
be an effective agent for consolidating an accumula-
tion process. The expansion of the volume of credit
did support the 1991-1994 reactivation by providing
backing for the pent-up demand for consumer dur-
ables and supplying firms with operating capital (al-
though at a high price), and from this standpoint the
financial system indirectly helped firms to finance
their investments from their own resources: the main
source of finance for Argentine firms in the past.'*
Nevertheless, there is still no solution for the problem
of the gap between the operations which are most
profitable for the banking system and the investment
needs of enterprises and of the economy in general,
or the very high spread between interest rates on
loans and on deposits.

slackening of growth could worsen the fiscal situ-
ation and affect the already insufficient rate of
creation of jobs. The country depended more and
more on the inflow of capital to cope with this
contradiction. '

It is therefore not surprising that the Mexican
crisis had a bigger and longer impact on Argentina
than on other countries of the region: “Argentina was
the first country to feel the pressure of the financial
markets, probably because it had some of the same
macroeconomic features as Mexico, including a fixed
exchange rate, a low rate of domestic saving, a weak
banking system, and a significant current account
deficit” (IMF, 1995b, p. 64). Within this context, there

14 gee Feldman, 1978.

15 By way of comparison, in the same year the current account
deficits (as a percentage of exports) were 3% for Brazil, 7% for
Chile, and 24% for Colombia. In Mexico, in contrast, the figure
was 58% (excluding assembly-type operations).

16 For an overview of the economic consequences of the con-
vertibility programme and the challenges which it faced even
before the Mexican crisis, see Porta, 1995.
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was a flight of capital, with a consequent fall in the
reserves and, to a lesser extent, in the monetary
base!’ (see figure 1).

Resources for the purchase of foreign exchange
came mainly from private sector time deposits,
which went down by a little more than 18% between
November 1994 and April 1995. At first, depositors
were not confident in the stability of the exchange
rate, and peso deposits were converted into dollar
deposits; total balances at the end of January 1995
were 5% below those of the end of November 1994,
but dollar deposits registered moderate growth.
Thereafter, there were fears about the solvency of the
financial system and both types of deposits went down;
part of the remaining balances was redirected to the
banks which were considered to be the soundest.

The banks considerably raised their interest rates
on deposits in an effort to retain their depositors:
thus, in the Federal Capital and Greater Buenos Aires

17 A warning is in order in this respect, since the very concept
of the monetary base changed during 1995. On 12 January 1995,
the Central Bank “dollarized” the peso-denominated compulsory
deposits of the financial institutions, with the announced inten-
tion of “doing away with market fears of a possible devaluation”
because from that moment “the money frozen in the Central
Bank was free from any risk of possible devaluations which
would adversely affect the financial institutions” (see Argentina,
Ministry of the Economy and Public Works and Services, De-
partment of Economic Planning, 1995b). This change in mon-
etary denomination served to justify the withdrawal of these
deposits from the “monetary base” aggregate, which was re-
duced solely to money in circulation. One of the pillars of con-
vertibility —the quantitative link between the international
reserves and the monetary base— was thus altered by a mere
change of definition. From then on, however, the international
reserves served as “backing” for another aggregate, termed the
“monetary liabilities” of the Central Bank, which comprised
the money in circulation plus the financial institutions’ dollar-
denominated current account deposits. Subsequently, there was
a further change in the rules, whereby the non-interest-bearing
compulsory deposits were replaced with “liquidity require-
ments” consisting of interest-bearing holdings of given foreign
or domestic assets; the latter included Bank Liquidity Certifi-
cates issued by the State or Central Bank certificates of deposit.
This new alteration led to a change in the aggregate “backed” by
the reserves, which was termed “financial liabilities of the
Central Bank”, consisting of the “monetary liabilities”, plus the
net positions as regards the Central Bank certificates of deposit,
the Bank Liquidity Certificates, and government deposits
(defined as “those effected by the Treasury, corresponding to the
amounts collected from financial institutions in respect of sales
of Bank Liquidity Certificates, plus deposits in operational ac-
counts of the National Government in the Central Bank of the
Argentine Republic”. For a detailed explanation, see Argentina,
Ministry of the Economy and Public Works and Services, De-
partment of Economic Planning, 1995a, p. 138.

annual rates doubled, rising from 9% in November
1994 to 20% in April 1995 for fixed-term peso de-
posits and from 6% to 11% for dollar deposits. Inter-
est rates on loans rose to an average of 50% per year
for current account advances, and in the interior of
the country and for second-line borrowers (especially
small and medium-sized enterprises) they reached le-
vels of 80% or more. Loans not only became more
expensive but also harder to obtain, even for many
rollovers of short-term loans. Many borrowers were
thus faced with the spectre of default, leading to a
deterioration in the banks’ portfolios. Table 5 shows
this evolution of the situation, at least in part.

This table should be viewed as merely an ap-
proximate representation of the situation. In particu-
lar, it should be borne in mind that banks habitually
tend to renew some of the loans that they would like
to collect, but cannot. Before declaring a debtor to be
delinquent, they often prefer to keep the debt on nor-
mal terms, especially when the debtor is an important
or long-standing client. In a crisis, it is not a good
idea to reveal the deterioration of one’s own loan
portfolio in all its gory details (for example, this
would make it harder to gain access to inter-bank
loans), and moreover banks try to avoid having to
make heavy provisions for possible losses.

Furthermore, it is difficult to compare the figures
for 1994 and 1995. Between mid-1994 and early
1995 there was a change in the method of classifying
loans, so that for several months one part of the port-
folio was presented according to the old criterion and
the other part was classified according to the new
one. At the time of writing this article, one-third of
the November 1994 portfolio was still classified ac-
cording to the old method. However, although there
is a lack of homogeneity in the components of the
questionable loan portfolio, this does not seem to
alter the respective orders of magnitude or, conse-
quently, the main lines of the analysis. Thus, for the
financial system as a whole, the percentages of loans
in the doubtful portfolio were practically identical in
both sub-groups: that classified according to the old
system and that calculated in line with the new rules.

In table 5 it is worth noting not only the big
increase in the doubtful portfolio but also the high
levels of dubious loans which already existed in No-
vember 1994. This could confirm the views of those
who asserted that “a banking crisis was already brew-
ing before the Mexican crisis”."®

18 See Corrigan and Stocker, 1996, p. 55.
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TABLE 5

Argentina: Portfolio of doubtful loans of financial institutions, as a percentage
of total loans and of net worth, and corresponding values in pesos
(as at November 1994 and November 1995) ?

In millions As percentage As percentage
of pesos of loans of net worth
Nov. 1994  Nov. 1995 Nov. 1994  Nov. 1995 Nov. 1994  Nov. 1995

Domestically-owned public banks 3200 3812 26.1 283 73.0 79.6
Banco de la Provincia de Buenos Aires 1532 1614 218 213 1414 1325
Other provincial and municipal banks 4454 4999 41.6 49.2 330.0 579.8
Domestically-owned private banks 2042 3037 84 129 542 754
Foreign-owned private banks 868 1263 6.9 9.1 522 56.5
Cooperative banks 845 730 14.7 233 84.1 120.7
Finance companies 121 186 11.2 240 712 120.8
Loan offices 21 25 15.5 236 349 44.6
Total for financial system 13 084 15 667 17.6 21.6 97.9 124

Source: Prepared on the basis of Central Bank of the Argentine Republic, Estados contables de las entidades financieras (various issues).
# Loans were considered to be doubtful when, according to Central Bank Bulletin A 1112 (under the old system), they were “subject to spe-

»

cial arrangements”, “in arrears”, “in danger of insolvency”, “in process of legal recovery” or “in bankruptcy or liquidation”. In the case of
commercial loans, they were considered to be in the same situation, according to Central bank Bulletin A 2218, when they were “potentially

» ¢

at risk”, “suffering from problems”, “with a high risk of insolvency” or “itrecoverable”, while consumer or housing loans were considered
doubtful if they were “poorly fulfilled”, “hard to recover” or “irrecoverable”.

The convertibility system had reached a crucial
point in both theoretical and practical terms. The loss
of reserves should spark off an automatic adjustment
through monetary and credit restriction. This would
cause interest rates to rise and reduce domestic
spending; the adjustment in the level of activity
would turn the trade deficit into a surplus, thanks to
the reduction of imports, and capital would be at-
tracted back into the country by the high financial
returns. The international reserves would thus be re-
stored and there would be a recovery in domestic
credit.l?

Even if this adjustment were insufficient to stop
the outflow of capital, it was believed that convert-
ibility would be in no danger, provided that the inter-
national reserves were sufficiently large. According

19 “The adjustment to excess spending is automatic. If the in-
flow of capital goes down, then expenditure also goes down
automatically, without any need for devaluation, and proof of
this is provided by the reductions in imports registered in
January and February of this year, while exports have continued
to rise, so that the current account deficit has been practically
halved. This is an adjustment process which does not need to
subject the population to drastic redistributions of income
through measures such as devaluations ... Through the rise in
interest rates ... an adjustment is taking place in the levels of
both consumption and investment in Argentina”. See the inter-
view of the Minister of the Economy, Domingo Cavallo, in El
Mercurio, 1995.

to an IMF study, “If the outflows of capital are suffi-
ciently large, a currency board could collapse be-
cause of the lack of external assets. If the whole of
the national currency was not covered at the start, the
currency board could find itself without reserves be-
fore the whole stock of national currency was con-
verted. If there really was full backing, massive
outflows of capital could lead to the elimination of
the national currency from circulation and its re-
placement by the foreign reserve currency. The cur-
rency board would continue to exist —albeit with a
much reduced balance~ and it would still be ready to
change external assets for national currency at the
original exchange rate.” % That study warns that the
situation would give rise to costs, especially for the
financial system, because of the “sharp rises in inter-
est rates, which would degrade the quality and
liquidity of assets precisely when liquidity is most
needed. Consequently, rigid adherence to a currency
board in the event of a large-scale outflow of capital
could mean instability for the banking system” (IMF,
1995b, p. 125). In the final reckoning, massive con-
version of pesos into dollars was not desirable, but it
was not inconceivable that it might take place with-
out the need to abandon convertibility. The message

20 IMF, 1995b, p. 124.
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of the economic team towards the end of 1994 was
that if the public wanted to exchange their pesos for
dollars the Government was perfectly able to satisfy
their wishes. The national currency might disappear,
but not the convertibility system.

In order to ensure this invulnerability of the sys-
tem to a massive demand for dollars, it had been
asserted —with a certain degree of ambiguity— that the
currency issued had full backing. Let us look at this
more closely. To begin with, what currency are we
talking about? We are certainly not talking about the
stock of money in the hands of non-financial agents
(M3), which was at all times much greater than the
international reserves, even if we accept an unjustifi-
ably broad definition of the latter. According to the
convertibility system, the size of the reserves should
be at least equal to that of the monetary base, but it is
not the latter which can exert pressure on the foreign
exchange market. The monetary base is a Central
Bank liability made up of the currency in circulation
and the banks’ deposits in the Central Bank. None of
these monetary aggregates are speculative balances.
Both the public and the banks use them for their most
elementary needs: the public use them for their
everyday transactions and the banks employ them for
their inter-bank payments and the formation of their
legal reserves. Thus, it is not the existing monetary
base which can make a run on the dollar and absorb
the Central Bank’s international reserves: it is basi-
cally the short-term interest-bearing deposits, which
are not included in the monetary base but neverthe-
less represent the bulk of the M3 aggregate.

This distinction has practical consequences. One
of these is of a quantitative nature: when the crisis
broke out, at the end of 1994, M3 was three times the
size of the reserves. Another consequence concerns
the mechanisms involved in a run on the dollar: “if
the dollars were purchased by using the monetary
base, the buyers would be giving up their liquidity in
australes, which could lead to a rapid reversal of the
run: normal liquidity requirements would make it
necessary to change dollars back into australes. If,
however, as we have already noted, the aggregate
used for the purchase of dollars is not the monetary
base but M3 (and, within M3, basically interest-bear-
ing bank deposits), then those who speculate on a rise
in the dollar because of the unsustainability of the
legal exchange rate are not giving up their liquidity:
they had already done so before. Thus, the specula-

tors do not lose their freedom of action, but they do
reduce that of the banks, which will soon be short of
currency (i.e., the monetary base) for returning de-
posits. The banks will raise their interest rates to try
to stop the run, will seek inter-bank loans at rising
interest rates, and will finally have to turn to the Cen-
tral Bank™.2! This is what happened in the early
months of 1995.

The Central Bank was thus faced with an old
dilemma, but now with a further complication: the
new rules had left it with fewer instruments at its
disposal. Sticking to the theoretical mechanism of the
automatic adjustment meant leaving the banks to
meet the withdrawal of deposits with their own liquid
resources, their capacity for indebtedness (with the
exterior or with other more liquid banks), and their
capacity for recovering the credits granted.

These responses are not sufficient in the face of
a more or less generalized withdrawal of deposits.
The total liquidity of the financial institutions, after
putting together their cash in hand, their deposits in
the Central Bank and their compulsory reserves on
foreign currency deposits, amounted in November
1994 to 9.1 billion pesos, or rather less than 20% of
the total deposits. The banking system would be in
the red well before the total exhaustion of its
liquidity because it would not be able to pay the com-
pulsory reserves on deposits. Inter-bank loans serve
to facilitate the normal functioning of the banking
system rather than to cope with a stampede, since in
such a situation the institutions with some degree of
liquidity try to ensure their own solvency rather than
take advantage of opportunities for financial gains.
At all events, even if the entire liquidity of the bank-
ing institutions were socialized for the general good,
it would still be insufficient to deal with massive
withdrawals, and this is so in the case of both peso
and dollar deposits. In November 1994 the compul-
sory reserves in respect of the latter did not amount
to even US$ 3 billion, for a total of US$ 21 billion in
dollar deposits. It is true that the banks have access to
the Central Bank reserves under the Convertibility
Act, but in order to buy those dollars they have to
present central bank money (base money), which is
precisely what they lack.

21 See Calcagno, 1991, p. 14.
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There remains the possibility of calling in the
loans granted by them. The practical difficulties in-
volved in this are obvious, however: bank loans are
less liquid than deposits, to the extent that the banks
fulfill one of their functions, which is convert (pro-
long) the maturities of financial assets. Furthermore,
suddenly demanding the repayment of a large num-
ber of loans will lead to an economic depression
which will make their effective recovery impossible.
It must also be borne in mind that in order to obtain
liquidity in central bank money (base money) or in
dollars, which is what the depositors who want to
withdraw their savings from the local financial sys-
tem demand, it is not enough simply to collect a loan
for a similar amount to that demanded by a depositor.
If the debtor repays the loan by drawing on his ac-
count in the same bank A which lent him the money,
then the bank will simultaneously suffer reductions in
its assets (the loan) and its liabilities (the debtor’s
deposit), without obtaining any liquidity in central
bank money; likewise, if the debtor firm or family
draws on another bank (B), bank A can demand the
corresponding amount in central bank money from
bank B through the clearing house, thus simply pas-
sing on its own liquidity needs, and the banking sys-
tem as a whole continues to require base money.?*
This money will appear if the debtor pays in cash or
by drawing on an account maintained in another
country. The fact is that, conceptually, it is necessary
to call in an amount of credits greater than the
amount of central bank money initially required, in a
process which is transmitted to other banks. This
would bring on a process of debt deflation. ?

2. Handling the crisis

Let us now see what actually happened in practice:
how the balances of the various agents evolved in the
first months of the crisis (tables 6, 7 and 8) and, in
particular, the response of the Central Bank.

22 The mechanism is essentially the same for deposits and loans
in dollars: if a credit is repaid by drawing on another foreign
currency account in the local banking system, the liquidity re-
quirement is transferred from one bank to another but is not
eliminated for the system as a whole.

23 Such processes are typical of deflationary crises which have
occurred when, in a situation of economic and banking crisis,
the banks are unable to obtain support from a lender of last
resort. See the classic analysis by Fisher, 1933.

Table 6 shows the fall in the international reser-
ves (-2,706 million pesos), which was greater than
the contraction in the monetary base (-886 million
pesos). The loss of reserves was extremely intense
between the end of December and the end of March:
-5,832 million pesos (dollars), or 36.3% of the bal-
ance at the end of 1994. In April 1995 Argentina
began to receive external financial aid from multilat-
eral agencies (+1,909 million pesos (table 6)), but the
outflow of deposits from the banking system and the
net demand for dollars by private individuals never-
theless continued. This loss of deposits continued
until the mid-May elections (in which the outgoing
government was re-elected) cleared up the political
doubts which had existed in addition to the prevailing
economic uncertainty.

Tables 7 and 8 show the decline in bank de-
posits. This decline affected all types of deposits, but
to very unequal extents. Official deposits and private
demand deposits went down relatively little (-312
and -170 million pesos, representing reductions of
-4.5% and -4.1% respectively), but time deposits fell
much more severely: -26.6% in the case of peso de-
posits and -12.5% for foreign currency deposits,
making a total of nearly 6.5 billion pesos. The differ-
ent rates of decline of private deposits (in dollars or
pesos) point to the existence of exchange risk.

It may also be observed that the consequent
pressure on the international reserves came from time
deposits, which went down sharply, and not from M1
(the total amount of which remained unchanged,
since the slight reduction in demand deposits was
offset by a slight increase in the currency in circula-
tion). Furthermore, the fact that all deposits went
down (regardless of their currency denomination)
shows that there was mistrust not only of the stability
of the exchange rate but also of the solvency of the
financial system. '

In order to cope with the reduction in their de-
posits, the financial institutions had to make use of
their available resources in both pesos and dollars.
They used their cash balances and their reserves in
the Central Bank, and there was also a reduction
from USS$ 3.0 billion to US$ 1.4 billion in their reser-
ves on dollar deposits, consisting mainly of deposits
in the New York branch of the Banco de la Nacién
Argentina and other banks abroad. It may be seen
from table 7 that this decline coincides with an in-
crease in one item (“net external credits”) of the
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TABLE 6
Argentina: Variation in Central Bank
balances between November 1994 and April 1995
(Millions of pesos)
Assets Liabilities
Foreign assets -2 706 Liabilities to international organizations 1 909
Finance provided to the Government -1786 Official deposits 60
Loans to financial institutions 2063 Miscellaneous accounts -3 512
Money in circulation outside the financial system 367
Money in circulation in financial institutions -572
Deposits by financial institutions -681
Total 2429 Total -2 429
Source: Based on Central Bank of the Argentine Republic, Gerencia de Estudios Econ6émicos, Boletin estadistico (various issues).
TABLE 7
Argentina: Variation in balances registered in the consolidated
accounts of financial Institutions® between November
1994 and April 1995
(Millions of pesos)
Assets Liabilities
Cash -565 Net external credits 1 581
Current account in Central bank -750 Official deposits -312
Loans and securities, official sector 475 Private demand deposits in national currency -170
Loans and securities, private sector, in national Private time deposits, in national currency -3 829
currency -1309 Private foreign currency deposits <2622
Foreign currency loans to private sector 989 Liabilities with Central Bank 1778
Other assets -1 870 Other liabilities -869
Capital and reserves 464
Total -3980 Total -3 980

Source: Based on Central Bank of the Argentine Republic, Gerencia de Estudios Econémicos, Boletin estadistico (various issues).
® Includes banks and savings banks, finance companies, savings and loan institutions for housing and other constructions, and credit

institutions.
TABLE 8
Argentina: Variation In some items of the consolidated accounts
of the non-financial private sector between
November 1994 and April 1995
(Millions of pesos)
Assets Liabilities
Money in circulation 367 National-currency bank loans -1 309
Demand deposits in banks -170 Foreign-currency bank loans 989
National-currency time deposits in banks -3 829
Foreign-currency time deposits in banks . -2622
Total -6 254 Total -320

Source: Based on Central Bank of the Argentine Republic, Gerencia de Estudios Econémicos, Boletin estadistico (various issues).
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banks’ liabilities.* Their use of their own liquid re-
sources was not sufficient, however, to meet the de-
mand for the return of deposits, although it was
excessive with respect to their obligation to maintain
the minimum legal reserve requirements. The auto-
matic adjustment would have led to a process of debt
deflation and, most likely, to a chain reaction in the
form of the collapse of many banks and enterprises,
but in fact there was no such adjustment. Thus, it
may be observed from table 7 that although there was
a decline of some 7 billion pesos in bank deposits
between the end of November 1994 and the end of
April 1995, the global balance of credits to the pri-
vate sector (both peso and dollar credits) only went
down by 320 million. There are many possible rea-
sons for this: some credits were not immediately due,
and many which were due (such as renewable short-
term credits for firms’ working capital) could not be
collected in the midst of an economic crisis. These
defaults are often not made public, and give rise to
forced renewals of the loans in question.

If we compare bank movements with the con-
solidated balance of the non-financial private sector
(table 8), we see that the reduction in assets (bank
deposits and currency outside banks) does not match
the variation in liabilities (debts owed to banks). The
counterpart of this reduction in assets must be sought
outside the local financial system, in the estab-
lishment of foreign-currency assets abroad or assets
kept “under the mattress”. It should also be noted
that the M1 monetary aggregate (currency outside
banks and demand deposits) in the hands of the non-
financial private sector does not go down (it actually
increases slightly). In other words, it was time de-
posit balances, not the currency normally used for
transactions (part of which is base money), which
were used to buy dollars.

There was thus no automatic adjustment to deal
with the reduction in bank deposits. There was, how-
ever, strong intervention —by action and omission— on
the part of the Central Bank. On the one hand, it
considerably reduced the minimum reserve require-
ments. Thus, the minimum reserve percentages on

24 The financial institutions’ resort to extemal funds is also re-
flected in the new presentation of the balance of payments,
which shows an inflow of US$ 1,566 million to the banking
sector (excluding the Central Bank) during the first quarter of
1995.

current account deposits and regular savings deposits
went down from 43% in December 1994 to 33% be-
tween January and July 1995 and 20% in August,
while the reserve requirements on fixed-term de-
posits (in both dollars and pesos), which stood at 3%
in December 1994, fell to 1% in January-February,
subsequently rose to 2%, and disappeared altogether
in August 1995.% Furthermore, the interest rates on
the missing reserves charged by the Central Bank to
institutions which were unable to meet the reserve
requirements were far below those currently being
demanded in the inter-bank market, and banks were
also allowed to use their available cash resources to
account for up to 50% of the minimum requirements.

These measures proved to be insufficient. Under
the pressure of their lack of liquidity, the banks tried
to collect their outstanding credits and to sell their
public securities or use them as collateral. Both types
of assets went down, as may be seen from table 7.
However, it is no simple matter for banks to collect
debts from firms which are suffering from serious
contractions in sales, in the general level of activity,
and in the supply of credit, and in contrast the conse-
quences of even an incipient debt deflation process
are extremely costly for the economy.? In these
circumstances, the Central Bank was gradually re-
suming its role of lender of last resort, which —as we
saw earlier— was supposed to have been severely
limited ~though not completely abolished— in the
current monetary system.

25 As from November 1995, the system of non-interest-bearing
compulsory reserves was replaced with “minimum liquidity re-
quirements” in respect of total liabilities, which may take the
form of interest-bearing financial instruments that can be do-
mestic (Bank Liquidity Certificates issued by the National Gov-
ernment or Central Bank certificates of ‘deposit) or external
(deposits in an account of the Deutsche Bank in New York,
bonds issued by OECD governments, etc.). These requirements
range from 0% to 15%, depending on the maturities of the vari-
ous bank liabilities.

26 “The problems of illiquidity [of the banks] resulted in. the
almost complete disappearance of private credit. Financial in-
stitutions began to renew loans for periods of between one and
seven days, at rates reaching 70% per year in pesos and 55% in
dollars. These rates were increased by up to ten percentage
points in the case of institutions which, because of their pressing
need for funds to cover liabilities, pressured their clients in this
way to pay their debts ... Small and medium-sized enterprises,
which had obtained credit the year before at rates of a minimum
of 4% per month, had to renegotiate their debts at rates of a
minimum of 8-9% per month, while they had practically no
access at all to new lines of credit” (See FIEL, 1995b).
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To begin with, the monetary authorities encour-
aged the functioning of a safety net for the private
banks, whereby the banks with greatest liquidity pur-
chased the portfolios of the neediest institutions.
However, the abuses committed with regard to the
discount rates applied to good portfolios led to the
establishment of a new safety net through the State-
owned Banco de la Nacién. For this purpose, the
Central Bank established a non-disposable deposit
equivalent to 2% of the total deposits at 30 Novem-
ber 1994, to be paid into the Central Bank’s account
in the Banco de la Naci6én. On this basis, the Banco
de la Nacién was able to help institutions suffering
from illiquidity by purchasing some of their loan
portfolios. Assistance granted in this way during the
first quarter of 1995 came to 982 million pesos.”’
Finally, on 1 March a decree was adopted to reform
Act 24144, which laid down the Charter of the Cen-
tral Bank. This reform facilitated the provision by the
Central Bank of “advances to financial institutions to
deal with temporary situations of illiquidity”. These
advances were not subject to any mandatory terms or
guarantees, which were left to the discretion of the
Central Bank. The latter institution was also em-
powered to transfer or sell loans acquired from il-
liquid institutions to other institutions which had
surplus liquidity. The Central Bank thus indirectly
took on the management of the bank safety net, and
when we add to this the Central Bank’s heavy injec-
tion of liquidity into the banking system through its
operations with public security swaps,”® we see that
by March 1995 it had largely resumed its functions as
a lender of last resort. By May 1995 the financial
system had received nearly 3.5 billion pesos from the
Central Bank in rediscounts and swaps. This was
equivalent to some 50% of the deposits lost since the
end of November 1994.

The history of this rediscovery of the importance
of having a lender of last resort does not end here. At
the end of March it was announced that a Bank Capi-
talization Trust Fund would be set up, to be financed
(in the amount of some US$ 2.6 billion) by World
Bank loans and the issue of Argentine bonds under-
written by local financial institutions and foreign

27 See FIEL, 1995a, pp. 16-17 and 1995d, p. 17.

28 These swaps consist of the purchase of securities for cash and
their simultaneous sale on a futures basis.

banks (about US$ 1 billion by each group).? This
Fund was intended to facilitate and partly finance the
capitalization, restructuring or sale of financial in-
stitutions suffering from problems. At the same time,
the formation of the Provincial Development Trust
Fund was announced, for supporting the privatization
of provincial banks. It was to be financed by using
the YPF shares in the possession of the State (US$ 1.3
billion) as security and obtaining loans from the IDB
(US$ 750 million) and the World Bank (US$ 500
million). Finally, in December 1996 an agreement
was signed with thirteen international banks, led by
the Chase Manhattan, for a stand-by credit of up to
US$ 6.1 billion which would be available “if there
was generalized lack of confidence in the Argentine
financial system or the system required additional in-
ternational liquidity over and above the funds already
at the disposal of the banks”. 3 In such an event, the
banks will automatically extend a line of credit at the
request of the Central Bank, against collateral of Ar-
gentine securities. The cost of this programme will be
shared by the Central Bank and the banks wishing to
have access to this finance, and will consist of a re-
taining fee of around 0.6% as long as the funds are not
used, and LIBOR plus 2.2% if the line of credit is used.
The Central Bank’s intervention to tackle the
banking crisis was also designed to check the outflow
of deposits. On the one hand, it reinstated the official
guarantee on deposits which had been abolished
when the Central Bank’s Charter was reformed in
1992. On the other hand, it passively tolerated the de
facto suspension of the return of deposits by many
financial institutions.”! In financial slang, these in-

29 See FIEL, 1995c, p. 18.

30 Statements by Roque Ferndndez, Minister of the Economy, on
20 December 1996 (Reuters).

31 This official permissiveness was quite explicit. When he was
asked: “Is it possible that a bank which does not return deposits
will nevertheless not be suspended?” the President of the Cen-
tral Bank (and later Minister of the Economy), Roque Fernan-
dez, answered: “That is quite possible. There is no law which
calls for the mandatory suspension of a bank suffering from an
isolated problem” (report published in Ambito Financiero,
1995c, p. 25). Thus, as in the case of the Bonex Plan, some
deposits suddenly lost their liquidity. The difference between
the two episodes is that in the second case this measure was not
general and resulted from the toleration of certain situations
rather than a formal decision. Would more drastic measures
have been taken if the outflow of deposits and the fall in reser-
ves had continued? This possibility was repeatedly denied, but
many depositors feared that the government might resort to a
Bonex Plan IL
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stitutions “sat on” the deposits and simply decreed
the forcible reprogramming of fixed-term maturities
or imposed ceilings on withdrawals. This permissive-
ness on the part of the Central Bank permitted the
survival of institutions which had technically become
insolvent. In its Bulletin A 2319 of 21 March, the
Central Bank went a step further in this tactic of
transferring the problems of the banks to their clients.
From that date on, instead of excluding from the
clearing house all institutions which did not have suf-
ficient liquidity to cover (in Central Bank money) the
amounts owed by them to other institutions, it de-
creed that cheques issued by non-financial agents
could be rejected, even when there were funds in the
account on which they were drawn.

Thus, by action and omission, the Central Bank
exercised decisive influence in order to control the
banking crisis and avoid the closure of various in-
stitutions. As became clear later, the authorities’ aim
was to avoid a chain of failures which would foment
a run on the banks, rather than to preserve all the
institutions indefinitely. On the contrary, the clearly
announced aim was to promote greater concentration
of the banking system.*

The loss of reserves was stopped through the
agreement with the International Monetary Fund: in
April 1995 the Fund deposited US$ 1.64 billion and
pledged a further US$ 1.2 billion, to be disbursed in
several quotas. Although the amounts pledged were
much smaller than those made available in the rescue
operation for Mexico, they made possible a change in
expectations and a recovery in the levels of the capi-
tal markets, which had been sinking since December
1994 (indeed, the downward trend in the stock mar-
ket began in the first quarter of that year, with the rise
in United States interest rates). The outflow of bank

32 The declaration by the Minister of the Economy that there
were “a hundred institutions too many” (half the total number
existing at that time) did little to tranquillize depositors. The
Minister then clarified his statement by showing that even in the
midst of the crisis he did not lose sight of his long-term objec-
tives: “there are too many banks, but this does not mean that
there are banks which are going to have to disappear through
bankruptcy. They must be absorbed by other large banks, or
merge with each other. There must be a process that leaves us
with a smaller number of institutions, but with banks that are
stronger and above all have lower operating costs. This process
is already under way, and we are going to give it the fullest
support.” (See Ambito Financiero, 19954, p. 2).

deposits persisted for a little longer, more or less up
to the Presidential elections in May 1995.

The resort to external finance by the national
government and the Central Bank was a decisive fac-
tor in containing the exchange-rate crisis at its most
critical point and then restoring the international
reserves and remonetizing the economy. Thus, during
the last three quarters of 1995 the Central Bank in-
creased its external indebtedness by US$ 1.93 billion
(mainly in respect of disbursements by the IMF),
while the national government increased its indebted-
ness by US$ 5.36 billion (basically through the issue
of securities and the disbursements of multilateral
agencies) even though it paid off loans amounting to
US$ 2.3 billion. In the second half of the year, the
national government also received almost US$ 1 bil-
lion through privatization operations. This total of
US$ 8.3 billion may be compared with the increase
in the Central Bank’s international reserves, which
rose from some US$ 10 billion at the end of March
1995 to almost US$ 16 billion at the end of December.

3. Some consequences of the crisis for the
financial system

When the possibility of both devaluation and the
generalized failure of banks became more remote, in
the second half of the year, there was a return move-
ment of deposits and a decline in interest rates. How-
ever, the situation did not return to what it had been
before the crisis, which affected the various types of
banks in different ways. The financial system was
left with a lower-quality portfolio and less capacity
or willingness to set about expanding the supply of
credit.

The 1995 crisis gave rise to significant restruc-
turing of the financial system. The rapid outflow of
deposits between November 1994 and March 1995
affected almost all the institutions, but to very differ-
ent degrees. Over that period, the financial system
lost 15.2% of its total deposits (both in pesos and in
dollars), and these funds were used mainly to form
foreign exchange holdings outside the financial sys-
tem, but in addition to this general movement there
was another involving the redistribution of the re-
maining deposits: depositors who wished to remain
in the local financial system chose banks according
to their perceived solvency. This was reflected in a
loss of deposits which was smallest in the case of the
biggest financial institutions (table 9).
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TABLE 9

Argentina: Loss of deposits between November 1994 and March 1995,
by size of financial institutions

Institutions, in order of size 2 Deposits in November 1994 Deposits in March 1995 Percentage
(millions of pesos) (millions of pesos) variation
1to 10 23984 22 469 -6.3
11 to 30 10672 9 181 -14.0
31050 4753 3468 -27.0
51 to 100 6427 4102 -36.2
101 to 204 2619 1 840 -29.7
Total for financial system 48 454 41 060 -15.3

Source: Based on ﬁgures from Central Bank of the Argentine Republic, Estados contables de las entidades financieras (various issues).
# The institutions are listed in order of their total deposits in November 1994,

TABLE 10

Argentina: Indicators of shares of different types of institutions in the
financial system, November 1994 and November 1995

Number of  Number of  Number of  Number of Share of Share of
Institutions, grouped by institutions  insitutions  branches®  branches® deposits deposits
legal status and ownership in November in November in in in in
1994 1995 Nov. 1994  Nov. 1995 1994 1995
National public banks 4 4 594 578 139 149
Banco de la Provincia de Buenos Aires 1 1 306 306 9.5 11.2
Other provincial and municipal banks 28 25 810 697 15.6 13.3
Domestically-owned private banks 66 56 1255 1491 334 335
Foreign-owned private banks 31 31 397 419 16.1 21.2
Cooperative banks 38 11 877 479 103 5.2
Finance companies 21 18 32 32 1.0 0.7
Loan offices 15 12 21 19 0.2 0.1
Total for financial system 204 158 4292 4021 100.0 100.0

Source: Based on Central Bank of the Argentine Republic, Estados contables de las entidades financieras (various issues).

? Including both head offices and branches.

It must be noted that some institutions had to
unilaterally suspend the return of deposits, and this
suggests that, for some groups, the rates given in
table 9 underestimate the withdrawals actually de-
manded by depositors. Once the worst of the crisis
was over and the Central Bank became less passive
in the face of those institutions’ inability to meet their
obligations, the process of concentration began to
gather momentum, for either institutions returned de-
positors’ funds, which were then transferred to other
banks perceived to be more solvent, or else they were
unable to return them, in which case they were sus-
pended, closed down, split up or merged. Thus,
whereas in November 1994 the fifteen biggest in-
stitutions received 58.2% of total deposits, one year
later the percentage was 67.4%.

Table 10, which compares the situation before
the crisis with that existing a year later, shows an-

other aspect of the restructuring of the financial sys-
tem sparked off, or at least hastened, by the crisis.

In November 1995, total deposits were still 6%
below their level of one year before. Between these
two dates, there was a slight increase in the propor-
tion of deposits accounted for by the most important
public banks (basically the Banco de la Nacién and
the Banco de la Provincia de Buenos Aires) and a
larger increase in the proportion of deposits in foreign
banks. The biggest declines were in deposits in cooper-
ative banks, followed by provincial and municipal
banks (excluding the Banco de la Provincia de Buenos
Aires). As we shall see below, domestic-capital private
banks underwent substantial restructuring, but this did
not affect their share of the market.

The most striking change was in the cooperative
banks, which lost almost a third of their deposits be-
tween November 1994 and March 1995 and went
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down in one year from 38 banks to only 11. Because
of the loss of deposits, a number of institutions de-
cided to merge: five cooperative banks merged into
one new institution (Argencoop), and another eight
set up a private bank in the form of a limited com-
pany (BISEL). Other banks in this sector were ab-
sorbed by other institutions or had to close down,
subsequently selling off their branches and in some
cases transferring their assets and liabilities. The
most notable case was that of the Banco Integrado
Departamental, which absorbed two other coopera-
tive banks with official support in February, but was
suspended soon after and finally liquidated in August
1995, its main purchasers being the Bank of Boston
and the Banco de Galicia, with financial support
from the Trust Fund, the Banco de la Naci6n and the
Central Bank. 33

Some other cooperative banks (the largest) pur-
chased other institutions or took part in the liquida-
tion of failed banks: this was so in the case of the
Banco Mayo, * and in those of the Hogar de Patricios
Coop., Bica, Credicoop, Coopesur and Cooperativo
de Caseros. Except for the last-named, ** these banks
managed to restore their levels of deposits during the
second half of 1995.

Of the private banks operating as limited com-
panies, fourteen closed down or were absorbed dur-
ing 1995. The same thing occurred in the case of six
new institutions, among them three privatized
provincial banks (those of Entre Rios, Misiones and

33 «“The Bank of Boston took over 93 branches and undertook to
retnrn deposits of up to 3,000 pesos (75% of the total), while in
the case of larger deposits 40% of the money would be returned
immediately and the rest would be returned to the extent made
possible by the resources of a trust fund made up of available
assets and accounts receivable. It received 210 million in aid
from the Trust Fund, the Banco de la Nacién and the Central
Bank. The Banco de Galicia, for its part, took over 40 branches,
whose depositors were to be repaid along the same lines as those
of the Bank of Boston. Finally, Exprinter acquired two branches
and the remainder went to BISEL” (see FIEL, 1995e, p. 19).

34 In 1995 this bank absorbed the Caudal, Provencor and
Olavarrfa banks (domestic-capital private banks); the Cooperati-
va de la Plata and Noar (cooperative banks) and the Dardo Rocha
credit institution. In November 1995 it had a total of 530 million
in deposits, compared with 320 million a year before.

35 The Banco Caseros, which ceased to operate as a cooperative,
received aid from the Central Bank (102 million pesos) and the
Trust Fund (43 million), but it was not able to recover from its
loss of deposits and the high rate of delinquency of its loan
portfolio, and on 19 October 1996 the Central Bank suspended
its permission to operate.

Formosa) and two from the cooperative sector, as
mentioned earlier. The main private banks partici-
pated to varying extents in the purchase of branches
of institutions put up for sale; this was so in the case
of the banks of Galicia, Crédito Argentino, Francés
and Rio, all of which are among the top ten financial
institutions in terms of deposits. Similar action was
taken by foreign banks which are also among the top
ten, namely Citibank and the Bank of Boston. All
these banks significantly increased their levels of de-
posits during 1995.

The foreign banks emerged from the crisis as the
main winners. Their growing share in banking acti-
vities seems to be a reflection of the advantages they
enjoy in a system of convertibility and openness to
capital movements. Their links with the exterior give
them access to lines of foreign credit on better terms
than their competitors, and in a context of convert-
ibility this is an important consideration. As far as the
1995 crisis was concerned, not only were they not
affected by the withdrawal of deposits (between No-
vember 1994 and the same month in 1995 their de-
posits increased by 23.7% and their financing by
9.4%) but the big foreign banks were indirectly fa-
voured by the flight of deposits from other institu-
tions, as they were the main recipients abroad of the
money fleeing the country. Their growing weight in
the Argentine banking system was dramatically
strengthened by the acquisition of a number of major
private banks: Banco Vizcaya acquired a controlling
interest in Banco Francés and Banco Crédito Argen-
tino, Banco Santander did the same with Banco Rio,
Banamex bought 31% of Bansud, HSBC acquired
Banco Roberts, and Scotiabank absorbed Banco
Quilmes. As a result, by the second half of 1997
only one of the 10 largest private banks was still
Argentine-owned.

The finance companies and credit institutions
suffered a further decline in their already scant im-
portance in the financial system: in November 1995
their volumes of deposits were respectively 34% and
38% lower than the levels of a year before.

Finally, let us look at the situation of the public
banking system. The Banco de la Nacién provided
active support for the restructuring of the private
banking system. In the midst of the crisis it was seen
as a refuge from the fragility of the financial system,
so that by November 1995 it had already recovered
the whole of the deposits lost at the height of the
crisis. Few public banks managed to avoid losing de-
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TABLE 11 ) . .
Argentina: Loans with a high risk of insolvency, or irrecoverable, in terms
of absolute value and as percentages of total loans and net worth (November 1995)
Value of portfolio As percentage As percentage
(millions of pesos) of total loans of net worth
High Irre- High Trre- High Irre-
risk coverable risk coverable risk coverable
National public banks 813 935 6.0 6.9 17.0 19.5
Banco de la Provincia de Buenos Aires - 479 182 6.3 24 393 14.9
Other provincial and municipal banks 1364 2247 134 221 158.2 260.7
Domestically-owned private banks 1193 400 5.1 1.7 29.6 9.9
Foreign-owned banks 327 125 24 09 14.6 5.6
Cooperative banks . 281 102 9.0 33 46.4 16.9
Finance companies, and savings and loan
companies for housing construction 47 34 6.0 45 302 225
Loan offices 8 5 7.1 42 14.7 8.0
Total for financial system 451 4032 6.2 5.6 324 28.9

Source: Based on Central Bank of the Argentine Republic, 1995b.

posits during 1995. Notable exceptions from this
were the Banco de la Provincia de Buenos Aires and
the Banco de la Ciudad de Buenos Aires, which are
not only the biggest of the provincial and municipal
banks but also stand out in that group on account of
the relatively high quality of their portfolios. Both
these banks increased their share of the market, as
also did the Banco de la Pampa, which absorbed the
Banco de Coronel Dorrego y Trenque Lauquen.

This extensive restructuring process was actively
supported by the Ministry of the Economy and the
monetary authorities. It was decreed that the Trust
Fund would finance banks that purchased institutions
put up for auction (or their portfolios) to the extent of
up to 25% of the cost of the operation. Such banks
would also be given special facilities as regards mini-
mum liquidity levels and refinancing of rediscount-
ing operations on advantageous terms. It was also
decreed that a bank which purchased a financial in-
stitution would receive any rediscounts and advances
already granted by the Central Bank to the institution
in question, to be financed over 140 months at an
interest rate equal to the average savings bank rate of
around 3% per year: the lowest rate on the market.

The restructuring of the financial system, which
is still under way, is not the only effect that the crisis
has had on that system. The banking system as a
whole now bears the burden of a large portfolio of
doubtful debts (see table 11) which obliges it to adopt
more conservative credit policies and is one of the
factors that keep interest rates on loans high.

The combination of all these factors has aggra-
vated the discrimination against small and medium-
sized enterprises and the regional economies. The
disappearance of a high proportion of the cooperative
banks (many of which are regional institutions),
which traditionally directed their credits to these
types of firms and to the regions,’ and the crisis
suffered by many provincial banks, have deprived
many small borrowers and regional producers of
their habitual sources of credit. Furthermore, the fact
that these borrowers are seen as less solvent is re-
flected in credit which is harder to obtain and more
expensive. On the part of the possible lenders, “a
situation has arisen where the banks prefer to invest
funds in swaps with the Central Bank at 5% per year
rather than lend them to small and medium-sized
enterprises at not less than 5% per month”.¥

36 Based on a sample of 46 private banks, it was determined that
in 1986 the cooperative banks with headquarters in the Federal
Capital granted 68% of their credits to small and medium-sized
enterprises and 8% to other small borrowers, while in the case of
the cooperative banks located in the interior the corresponding
percentages were 57% and 33%. By way of comparison, it may
be noted that the foreign banks devoted 9% and 1% of their
loans to.these purposes, while in the case of private banks oper-
ating as limited companies, with headquarters in the Federal
Capital and Greater Buenos Aires, the respective figures were
13% and 3%. These figures wete calculated by the author on the
basis of data from the Central Bank of Argentina.

37 See FIEL, 1995f, p. 18.
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TABLE 12
’ Argentina: Variation in balances registered in the consolidated

accounts of financial institutions ? between April and September 1995

(Millions of pesos)
Assets Liabilities
Cash 244 Net external credits -606
Current account in Central Bank -11385 Official deposits ‘ ‘ -764
Loans and securities, official sector 4179 Private demand deposits in national currency 110
Loans and securities, private sector, in national Private time deposits, in national currency 1046
currency -1076 Private foreign currency deposits 2 425
Foreign currency loans to private sector | 297 Liabilities with Central Bank -104
Other assets 4146 Other liabilities ‘ 4281

Capital and reserves 16

Total 6404 Total | 6 404

Source: Based on Central Bank of the Argentine Republic, Gerencia de Estudios Econémicos, Boletin estadfstico (various issues).
? Includes banks and savings banks, finance companies, savings and loan institutions for housing and other constructions, and loan offices.

Another factor which delayed the recovery of the
levels of bank credit to the private sector was the
repayment of rediscounts and foreign lines of credit,
while moreover part of the banks’ loans went to the
public sector, which was seeking to finance its deficit
(see table 12). As far as the potential borrowers are
concerned, the risks involved in entering into new
debts are now greater, not only because their level of
indebtedness is higher than it was in 1991 but also
because of the general economic climate, which
makes their capacity to repay such debts more doubt-
ful (thus, the high levels of unemployment seem to
have inhibited the demand for credit by families). All
this explains why the gradual recovery in deposits

Vv

was not matched by a similar increase in loans to the
private sector (table 12). , .

It was only in 1996 that this finance showed a
quantitative recovery, but even so its growth lagged
behind that of bank deposits and the system was now
more highly segmented because during the crisis
“there was a change in the configuration of the finan-
cial system, with an increase in the proportion of loan
potential corresponding to institutions that tend to di-
rect their finance to big, important clients ... there
was probably an increase in the differentiation of
credit markets, so that at certain times there were
signs of an excess supply of funds in some sectors,
while liquidity was very tight in others”.* :

Summary and conclusions

1. The broader implications of convertibility

When Argentina adopted its system of convertibility,
there were very few countries that had a monetary
system similar to a Currency Board. These countries
(Bermuda, Brunei, the Cayman Islands, the Faeroe
Islands, the Falkland Islands, Gibraltar and Hong
Kong) are very small, with very open economies, and
in a number of cases they are former colonies.” In

38 See BCLAC, ECLAC Office in Buenos Aires, 1996, p. 23.

3% See Williamson, 1995. Estonia (1992) and Lithuania (1994)
may also now be added to this list.

the final analysis, their experience was not a relevant
example for larger countries with economies, that are
naturally much less open. This goes a.long way to-
wards explaining the interest aroused by the case of
Argentina.

In Argentina, the prime objective in establishing
the convertibility system was to bring a stubborn pro-
cess of inflation under control. The authorities grad-
ually began to see convertibility as more than just.a
means of escaping from the inflationary spiral, how-
ever, and they began to view it as a system capable
both of favouring a sustained long-term process of
growth with stability and of absorbing possible short-
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term upsets (through the automatic adjustment). If it
did indeed possess these qualities, then it would be a
model that other countries might try to adopt, espe-
cially if they were following a development strategy
based on an open economy (as regards movements of
both goods and capital) and were seeking to minimize
government action in the field of monetary policy. If
the effectiveness of convertibility were limited to the
stabilization of prices, however, the adoption of this
model would only be justified for a limited period, in
countries which were trying to escape from a process
of high inflation and had not found less radical solu-
tions for generating the necessary credibility. Further-
more, in order for this system to be preferable to
other means of stabilization such countries would
have to display certain conditions such as the exist-
ence of generalized indexing of prices on the dollar
and a plentiful supply of foreign exchange.*

The present study does not aim to give a final
answer in the debate over the real nature of the Ar-
gentine convertibility system (whether it is a short-
term anti-inflation measure or a lasting monetary
system), but it does seek to provide some useful
background elements through an analysis of the func-
tioning of the banking system under convertibility. In
particular, it seeks to establish whether this monetary
system serves as a suitable framework for the smooth
operation of the banking system and, when necess-
ary, makes possible an automatic adjustment which
obviates the need for direct intervention by the mon-
etary authorities, or whether, on the contrary, it tends
to amplify credit cycles and thus affects the function-
ing and solvency of financial institutions, which may
subsequently call for the massive intervention of a
lender of last resort.

2. Convertibility and the banking system

The possible existence of a special relationship be-
tween the convertibility-based monetary and ex-
change system and the functioning of the banking

40 For John Williamson, there are three good reasons why a
country might want to adopt the system of a currency board: if
they were small or open economies; if there was no other way of
restoring public confidence in the economic policy; and if they
wanted to use their exchange rate as a nominal anchor. “In the
first case, there is no reason why a currency board should not
become a permanent monetary system, but in the second (and
perhaps the third) case a currency board would be an unnatural
arrangement and hence could probably only be a temporary
solution” (Williamson, 1995, p. 34).

system has not always received the attention that we
feel it deserves. Instead, there has been a tendency to
separate the two spheres and even present them as
contrasting elements: this is so in the case of Minister
Cavallo himself, who asserted a few days after leav-
ing office that “the lesson taught to us by the tequila
effect is that ... we have a very good monetary system
but are far from having a high-quality financial sys-
tem”. 4! In the face of this apparent dichotomy, how-
ever, we must ask ourselves how, and how far, the
convertibility framework affected the “poor quality”
of the financial system.

Some of the measures whereby the convertibility
system was set up obviously directly affected bank-
ing activity: this is so, for example, in the case of the
elimination of the guarantee on deposits, the severe
restrictions imposed on the Central Bank’s power to
provide liquidity to financial institutions, the prohibi-
tion of interest-bearing bank reserve requirements,
and the declaration of the Central Bank’s inde-
pendence. Although these measures were designed
essentially to prevent the uncontrolled issue of base
money, in order to ensure that it was backed by inter-
national reserves, they established a new framework
for the (admittedly highly unregulated) activities of
financial institutions. It was expected that these
would operate under three-fold control: that of the
depositors (who now no longer enjoyed State guaran-
tees), that of the Central Bank, and that of the finan-
cial institutions themselves, which had been
forewarned of the restrictions they would face in
trying to obtain rediscounts. However, subsequent
experience was not marked by effective control of
the banking system or austere self-discipline. That
experience was affected by the vagaries of interna-
tional capital movements at least as much as by the
above-mentioned rules.

The Argentine experience shows two clearly dif-
ferentiated stages, the succession of which is a classic
example of a credit cycle. The first stage (1991-1994)
was marked by the rapid expansion of credit and
bank deposits, based largely on the inflow of short-
term foreign capital, which introduced an element of
volatility that was potentially dangerous for the sta-
bility of the financial system. As far as bank assets

41 See Domingo Cavallo’s presentation at the Seminar on policy
rules and the lessons of the tequila effect, in El Cronista, 1996,
p. 11.
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are concerned, the cost of credit and the rapidity of
its expansion in a context of financial deregulation
seem to have conspired against the quality of the
loans granted, for these were not channelled, within a
development-oriented approach (in which invest-
ments and innovations are prerequisites for sustained
growth), towards the best uses and the best borro-
wers. In fact, the types of credit which grew fastest
were those oriented towards consumer credits (for
families and retail trade), while the share of manufac-
turing in the banks’ portfolios fell by half (from 37%
to 18% of the total), although it increased in absolute
terms.

The second stage covers the year 1995. It begins
with the Mexican crisis in December 1994, and is
marked by simultaneous and matching reductions in
bank deposits and in the international reserves, al-
though bank loans remained unchanged. Analysis of
this stage shows that the pressure on the international
reserves was due to changes in time deposits in banks
(in both pesos and foreign currency), while the
means of payment (M1) remained unchanged and the
monetary base (or “monetary liabilities of the Central
Bank”, as defined in footnote 17) went down only
slightly. The conversion mechanism was not limited
to accounting entries whereby the Central Bank sim-
ultaneously reduced an asset (the international reser-
ves) and a liability (the monetary base). The banking
system was in the limelight: the incipient exchange
crisis, in which the Central Bank lost over a third of
its reserves in three months, was also a crisis of bank
liquidity.

Many banks had to use their reserves of central
bank money and foreign exchange much more than
the requirements for minimum levels of liquidity
originally allowed. Some institutions also tried to re-
cover loans from their clients by sharply increasing
the interest rates on loan renewals. This pressure was
not very effective in reducing the size of the loan
portfolio but it did bring down its quality, since it
adversely affected economic activity and the sol-
vency of many non-financial agents. As they were
unable to cope with the outflow of deposits (in spite
of the sharp rise in the interest rates offered), dozens
of financial institutions unilaterally suspended the re-
payment of deposits and the payment of cheques
(even when they had sufficient funds), with the ac-
quiescence of the Central Bank, which restored the
insurance of deposits and played an active role as

lender of last resort, through swaps, advances and
rediscounts in favour of banks that were in difficul-
ties. For this purpose, the provisions (some of them
with the status of Acts of Parliament) which pro-
hibited these functions were revoked through decrees
and resolutions. At the same time, the Central Bank
lowered the reserve requirements and charged inter-
est rates far below market levels in cases of non-com-
pliance with these rules.

The Banco de la Nacién Argentina also took part
in this rescue operation, and safety nets and trust
funds were set up to provide liquidity for the banking
system and finance its restructuring. In the process of
restructuring of the banking system, which is still
under way, the Central Bank is playing a decisive
role by suspending the operations of some banks and
providing finance on very favourable terms for their
potential purchasers. This is a process which is great-
ly increasing the degree of concentration of the bank-
ing system and in which the foreign banks are the
main beneficiaries. Within the context of the convert-
ibility system, these banks have their own lenders of
last resort, and moreover they were not only much
less affected by the wave of withdrawals at the height
of the crisis but have also managed (both inside and
outside the country) to win a substantial part of the
deposits withdrawn from other institutions.

Finally, the national government and the Central
Bank obtained foreign loans during the last three
quarters of 1995 which enabled them to restore the
international reserves and favoured the remonetiza-
tion of the economy: together, they increased their
indebtedness by US$ 7.3 billion, although they paid
off loans for US$ 2.3 billion. Despite the Central
Bank’s assistance and the external indebtedness as-
sumed by the government, the product nevertheless
fell by 4.4%, unemployment rose to over 18% of the
economically active population, there was a signifi-
cant increase in the level of delinquency of bank
portfolios (which already stood at a high level even
before 1995), and 53 financial institutions had to
close down (through bankruptcy, absorption or mer-
gers) between November 1994 (when they totalled
204) and November 1995, ©

42 However, new institutions appeared as the result of mergers
or the establishment of new firms, so that the total for this peri-
od only reflects the disappearance of 46 institutions.
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We thus see that the demand for foreign exchange
by holders of monetary and quasi-monetary resources
gave rise to an adjustment process-very far removed
from the automatic reactions that were supposed to
take place. This process also shows that backing the
monetary base with an equivalent amount of interna-
tional reserves does not serve the purpose it was sup-
posed to ensure, which was to guarantee that any
person who wanted to change his pesos into dollars
could do so, and that even in the extreme situation
where all holders of national-currency resources
wanted to change them entirely into dollars, the
economy would keep on functioning, but in a com-
pletely dollarized form. On the contrary, we saw that
this backing is not sufficient for changing the entire
liquid assets (M3) and that the banking system enters
into crisis long before the exhaustion of the Central
Bank’s reserves: it is not capable of carrying out a
large-scale debt deflation process, nor can it with-
stand a sustained outflow of deposits without the aid
of a lender of last resort. As in other episodes of
monetary history, we see that the various types of
backing that may be assigned to the currency —except
for the backing represented by the inherent stability
of the economy as a whole— only work as long as
they are not called into play: their real function is
merely to reduce the probability that the currency
thus “backed” may be rejected and that there may be
a massive demand to change it into foreign exchange.

3. “Pure” and “dirty” convertibility

There is no record in social science of any pure, per-
fectly controlled experiments: economic phenomena
are the result of a host of simultaneously acting fac-
tors, and they take place in a changing context, so
that it is always possible to maintain that in other
circumstances “the results of a given experiment
would have been quite different. In the case under
analysis here, it may be asked to what extent the
financial instability observed in the Argentine experi-
ence is inevitable in a context of convertibility. Or, to
put it a different way, might it not be possible to
endow convertibility —which has an inherent tend-
ency to be procyclical- with some policies capable of
preventing or moderating such instability? For this
purpose, controls could be imposed on external capi-
tal flows and more instruments could be provided for
the application’ of an active monetary policy (such
instruments were in fact used during the 1995 crisis).

In Argentina, it was decided to permit absolute
freedom of capital movements, on the basis of argu-
ments ranging from complete confidence in an auto-
matic and painless adjustment in the event of a
reversal of capital flows to the denial that such flows
could possibly have any harmful effects. * However,
this policy was probably due much less to doctrinaire
considerations than to the economic programme’s de-
pendence, from the very beginning, on the inflow of
capital. The Government’s strategy was to take ad-
vantage of the economic conditions prevailing in
1991 (generalized indexing of prices to the exchange
rate, extensive idle capacity, existence of a trade sur-
plus and the abundant supply of foreign capital) “ to
fix the exchange rate, stabilize prices and reactivate
the economy. This big inflow of capital was indis-
pensable for consolidating the convertibility system,
by making possible both an increase in the interna-
tional reserves and a rapid recovery-in growth, the
latter being of crucial importance for increasing tax
revenue. The use of the nominal exchange rate as an
exchange-rate anchor, however, could not avoid
some degree of inertia in inflation (especially in non-
tradeable goods and services), and in a context of
expansion of credit and recovery of aggregate expen-
diture this gave rise to a growing balance of pay-
ments current account imbalance. From then on, the
Government was in a position where it could not
keep the economy growing without a growing inflow
of foreign capital, while it could not maintain fiscal
balance without sustained growth, It could not, there-
fore, indulge in the luxury of “filtering” the capital

43 “I am not worried about the capital account position” is one
of the phrases used by Domingo Cavallo which sums up the
official attitude during the 1991-1994 period in the face of the
concern expressed about the current account imbalance. Even
during the crisis, Minister Cavallo asserted at the IDB Assembly
in Jerusalem that “capital inflows were highly beneficial (in
supporting the rapid economic growth of recent years), and now
the outflow of capital is equally favourable” [because it hast-
ened the structural adjustment of the provinces and, in particu-
lar, facilitated the Governors’ decision to privatize the
provincial banks] (see Ambito Financiero, 1995b).

44 This situation combined two factors: one of them ~which had
nothing to do specifically with Argentina— was connected with
the availability of capital for all the emerging economies, while
the other was typical of cases of stabilization based on-the use
of an exchange-rate anchor: with a fixed exchange rate and the
possibility of high financial yields in the short term (either
through interest rates much higher than international levels, or
through the recovery of stock, exchange prices), there naturally
tends to be a sudden influx (or repatriation) of capital.
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received: its option was to achieve a positive adjust-
ment which would keep up growth rates and, through
improvements in productivity and the expansion of
exports, make the real economy adjust to the prevail-
ing exchange rate.

Passing on now to a more general level, we may
distinguish between a full or “pure” convertibility
system, which does not allow of controls over capital
flows or the adoption of an active monetary policy,
and a limited or “dirty” system which does include
such elements. The possibility of controls over capi-
tal flows represents a restriction of convertibility in-
sofar as it would deprive certain economic agents of
the possibility of converting their external assets into
national-currency assets, or vice versa. In the case of
the first-named system, the Argentine Convertibility
Act does not prohibit this possibility: indeed, that Act
leaves no room (in its spirit or its letter) for refusing
to sell all the foreign exchange that is requested at the
fixed exchange rate (doing so would mean abandon-
ing the fixed rate). To put it briefly, some attempt
could be made to moderate the capital flows in the
stage where they are flowing into the country, but it
would be much more difficult to do so in a period of
loss of reserves without simply abandoning the prin-
ciple of convertibility. Another possible policy would

be to reserve some margin of freedom to tackle situ-
ations of bank illiquidity by reducing the compulsory
reserves (or liquidity requirements) or by issuing cur-
rency against dollar-denominated public securities,
within the permissible limits. This would mean intro-
ducing some degree of anticyclical monetary policy,
and although in the Argentine experience this did not
succeed in markedly moderating the severity of the
economic cycle, it was an important factor in hand-
ling the crisis. Naturally, to the extent that the quality
of the “backing” for the monetary base deteriorates
(i.e., when the share of the genuine foreign reserves
goes down and the share of domestic public se-
curities in those reserves goes up), the image of con-
vertibility tends to weaken. Thus, the introduction of
a monetary policy means abandoning the idea of the
automatic adjustment and the predominance of fixed
rules over decisions taken by the authorities (discre-
tionality). Because it is more flexible, this system of
“dirty” convertibility may not comply with the need
to inspire sufficient confidence in the early stages of
an anti-inflation plan, but it is a system worth con-
sidering as part of a strategy for gradually leaving
convertibility without being forced to do so by loss of
reserves or a banking or fiscal crisis.*
(Original: Spanish)
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systemic competitiveness of manufacturing: industries. In this ar-
ticle, five challenges to economic policy in the countries in ques-
tion are distinguished: i) the reform of trade and exchange rate
regimes must be completed. In this regard, the maintenance of a
high and stable real effective exchange rate has appeared to be
very difficult in the 1990s; ii) public and private investment appear
to show a crowding-in effect, and need to be stimulated simulta-
neously; iii) additional measures are needed to support openness
and exports, and this calls for institutions to facilitate the techno-
logical capabilities and the export drive of domestic firms; iv) the
social- and political acceptability of these programmes needs to be
enhanced, and v) it is necessary to learn to cope with new interna-
tional trade rules in order to prevent such rules from becoming
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I

Introduction

A significant reorientation of the macroeconomic
policies and trade and industrialization regimes of a
large number of Latin American countries took place
during the second half of the 1980s and the early
1990s. The far-reaching adjustments that were im-
plemented as part of stabilization and restructuring
programmes reflect the new priorities in the region
which are often referred to as the Washington
Consensus. The main priorities have been in the
areas of fiscal discipline, the reorientation of govern-
ment expenditure, tax reform, financial liberalization,
exchange-rate adjustment, trade liberalization, attrac-
tion of foreign direct investment, deregulation, and
the establishment of property rights (Williamson, ed.,
1990). The emphasis has been on “getting prices
right” and on reducing the role of government to the
creation of a stable and stimulating macroeconomic
environment, the correction of market failures and
the provision of public goods.

If we focus more specifically on the reorienta-
tion of trade and exchange-rate policies, it may be
noted that in nearly all countries the average import
tariff rates have been lowered significantly, tariff dis-
persion has been reduced, the use of non-tariff bar-
riers to trade has been largely abandoned, and the
real effective exchange rates (REER) have become
more favourable to import-substituting and exporting
industries. , Moreover, most  countries have become
members of the World Trade Organization (WTO) and
participate in one or more regional preference sys-
tems.

[ This article is based on the results of a joint research project
carried out by ECLAC and the Center for Latin American
Research and Documentation (CEDLA) of the University of
Amsterdam, the main findings of which have been published in
Buitelaar and van Dijck (eds.), 1996. The authors wish to thank
Ramoén Padilla of ECLAC for his assistance with the updating of
tables.

Notwithstanding the progress made in imple-
menting the Washington Consensus and particularly
in the reform of trade policy and exchange-rate
regimes, it may be questioned whether the mix of
policies currently pursued in the region will suffice to
bring about the required transformation of the manu-
facturing sector and a new insertion in international
markets.

The issue of sustainable growth of manufactured
exports has been studied in particular for the larger
Latin American countries, which have attained a rela-
tively strong industrial base. The small and medium-
sized economies, with a weaker industrial base, face
different challenges and deserve specific attention in
this respect. The project which served as a basis for
the analysis and critical reflections presented in this
article focused on the problems relating to the new
insertion into world markets faced by a sample of
small and medium-sized Latin American countries
and generated a series of cross-country analyses as
well as six country-specific studies (Buitelaar and
Van Dijck (eds.), 1996).

As will be shown in the following section of this
article, a substantial number of small and medium-
sized countries have made significant progress in re-
cent years in re-orientating their manufacturing
sectors towards a more export-orientated growth pat-
tern and in making them contribute more significant-
ly to overall export income. At the same time,
however, it is shown that the contribution of the
manufacturing sector to overall production has de-
clined rather than increased in several of the selected
countries, that manufactured exports are largely con-
centrated in product groups that are less dynamic in
world trade, and that the penetration of international
markets is still very limited. In subsequent sections, a
number of critical reflections are made on the
policies currently pursued in those countries to pro-
mote a more diversified and dynamic export sector,
and it is argued that government should take a more
prominent position to stimulate systemic competi-
tiveness and a successful and comprehensive inser-
tion in world markets.
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II

Recent performance of the

manufacturing sector

In order to put the challenges that lie ahead in a clear
perspective, we shall begin by presenting a series of
indicators relating to the development of the manu-
facturing sector in the selected countries during the
period 1970-1994. Changes in the 1990s are shown
on an annual basis to facilitate a balanced appreci-
ation of the progress made in recent years.

As table 1 shows, the absolute size of the manu-
facturing sector in the selected countries is very
small, the countries with the largest manufacturing
base in 1994 being Venezuela, Colombia and Chile.
It is noteworthy that during the period 1970-1994 the
share of the manufacturing sector in GDP did not in-
crease significantly, as might have been expected
from studies of development patterns over time and
across countries. On the contrary, the contribution of
the sector to GDP increased only in Costa Rica, El
Salvador and Venezuela, while in all other selected
countries it decreased or stagnated, at least when
measured in domestic market prices (in constant US
dollars). However, it should be noted that liberaliza-
tion measures introduced in the second half of the
1980s and early 1990s may have significantly nar-
rowed the gap between domestic and international
prices and consequently reduced the statistical illu-
sion created by the use of domestic market prices for
manufacturing output rather than international prices.
Growth of manufacturing production was relatively
high in the 1970s, dropped sharply during the first
half of the 1980s and recovered in most of the se-
lected countries in the second half of that decade.
The recovery was particularly strong in Chile. In the
course of the 1990s, however, growth rates tended to
decline in most of the countries in our sample.

Traditionally, the manufacturing sector was
strongly oriented towards the domestic market, due
to the anti-export bias in government incentives and
the lack of international competitiveness of domestic
industries. As shown in table 1, in most of the coun-
tries the contribution of manufactured exports to total
GDP and the share of manufactures in total exports
were rather low initially but increased significantly in

recent years, with the average growth rates of manu-
factured exports significantly exceeding the average
growth of manufacturing production. Nevertheless,
the contribution of manufactured exports to total GDP
is still very limited, particularly in Ecuador and Vene-
zuela. The contribution of manufacturing industry to
total exports of goods has become particularly signi-
ficant in El Salvador, Uruguay and Colombia, but it
is still very limited in Ecuador, Venezuela and Chile.
The growth of non-traditional exports has resulted in
a more diversified export structure, as indicated by
the declining values of the concentration index
shown in the final rows of the table.

The aggregated data presented here, however, do
not necessarily reflect an increase in the international
competitiveness of domestic industries, since
foreign-owned firms tend to play a significant role in
the manufacturing sectors of most Latin American
countries and this is even more true in the case of
exports. The number of domestic firms directly en-
gaged in exports of manufactures in a significant and
systematic manner is rather small in most of the se-
lected countries. This is even true of Chile, which
introduced an outward-oriented policy as far back as
the 1970s. Particulatly in the Caribbean and in some
Central American countries, exports of manufactures
are to a substantial degree generated by foreign-
owned firms located in export processing free zones.
By offering substantial incentives to foreign inves-
tors, countries in these areas have attracted foreign
investments outside as well as inside such zones.

The findings presented above may be sum-

" marized as follows. First, the industrial transforma-

tion of the selected economies has progressed only
slowly during the period under investigation, and the
recovery of industry did not play a leading role in
overall economic growth in the second half of the
1980s and early 1990s. Second, the manufacturing
sector has become more export-oriented recently,
even though foreign firms play a significant role in
the new export sectors. Third, the contribution of the
manufacturing sector to total exports of goods in-
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TABLE 1

Latin America: Manufacturing production and exports in selested countries

(Millions of dollars and percentages)

. Colom- Costa El Guate- Vene-
Years Chile bia Rica Ecuador Salvador mala Uruguay zuela

1. Value added in manufacturing
(millions of 1990 US dollars) 1994 8021 10251 1362 279% 1424 1323 2388 12034
2. Share of manufacturing 1970 245 221 15.5 15.9 152 16.6 26.7 17.5
output, in 1980 constant 1980 214 233 18.6 17.7 150 17.6 282 188
US dollars, in GDP 1994 206 204 190 147 16.5 15.2 193 19.5

(percentage)

3. Growth of manufacturing 1970-1980 038 58 79 10.5 4.1 6.2 35 5.7
production (percentage) 1980-1985 -1.9 13 0.2 038 2.2 21 6.2 1.8
1985-1989 7.8 42 4.8 0.1 28 1.7 43 21
1990 11 4.2 26 -50 4.9 24 -14 6.0
1991 6.6 08 20 39 59 4.6 -0.5 9.7
1992 11.0 59 103 36 9.8 33 15 25
1993 5.1 23 6.4 25 -1.5 27 -9.0 0.7
1994 29 28 42 4.7 7.9 27 31 -4.1

4, Value of manufactured exports
(millions of current US dollars) - 1994 1865 3293 374 286 363 471 823 2298
5. Share of manufactured 1970-1975 08 18 4.7 03 50 52 21 03
exports in GDP (percentage)  1985-1990 1.8 25 6.1 03. 25 31 59 1.9
1994 4.7 6.0 1.9 54 52 71 35
6. Share of manufactures in 1970 44 8.1 19.7 1.7 28.7 280 20.4 1.5
exports (percentage) 1980 9.7 204 343 3.0 20.1 24.2 382 1.7
1990 9.8 253 257 26 22.6 237 39.1 107
1991 12.7 333 245 24 40.6 279 40.1 9.6
1992 132 318 25.6 4.0 478 299 40.8 110
1993 16.1 39.9 7.1 46.1 30.7 422 13.3
1994 '16.4 369 7.4 44.7 313 429 138
7. Growth of manufactured 1970-1990 134 126 9.7 10.9 20 55 14.6 19.6
experts (percentage) 1991 225 425 0.1 10.3 -17.8 17.8 -4.1 -24.1
1992 14.8 -9.0 17.4 731 79.9 15.5 4.6 83
1993 43 349 78.4 243 6.2 26 320
1994 243 108 334 9.8 14.5 215 13.2
8. Concentration index * 1980 0.406 0.579 0.316 0.547 0.380 0.310 0.235 0.674
1992 0.308 0.238 0.303 0.467 0.238 0.219 0.176 0.555

Source:

1, 5 and 7 taken from IDB, 1992 and 1995.
2 taken from ECLAC, 1994 and 1996,
3 taken from United Nations, 1991, and ECLAC, 1996.

4 and 6 taken from World Bank, 1992 (country pages) and ECLAC, 1996.

8 taken from UNCTAD, 1993 and 1995.

* Hirschmann index has been normalized to make values range from 0 to 1 (maximum concentration).

"

creased in all the countries in the sample, and this
resulted in lower export concentration ratios.

It is reasonable to consider that increasing ex-
port-market shares is one of the principal aims of the
economic reforms. An analysis is presented below of
the changes in the market shares of eight countries in
the total imports of manufactures of 24 OECD nations.

The import markets of the industrialized countries
constitute the most demanding and competitive part
of international trade, and for that reason this market
share can be considered a good measure of success.
The analysis was performed at the three-digit level of
the Standard International Trade Classification
(s1TC), for the period 1977 (when SITC Rev. 2 was
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TABLE 2
Latin America: Market sheres in OECD imports of manufactures, 1977-1994
(Percentages)
Chile  Colombia Costa Rica Ecuador Fl Salvador Guatemala Uruguay Venezuela

1. Total market share .

1977 0.01 0.06 0.02 - 0.03 - 0.05 0.02

1994 0.03 0.06 0.06 0.01 0.02 0.04 0.02 0.03

Annual average growth of this share 4.58 -0.43 848 323 -0.62 154 -6.43 3.06
2. Market share in dynamic sectors

Year of inflection 1983 1987 1980 1988 1988 1983

977" 0.01 0.03 0.03 - 0.06 - 0.03 0.02

1994* 0.02 0.05 0.09 - 0.04 0.06 0.01 0.02

Annual average growth of this share k3 )! 2.82 5.97 1.43 252 186 9.8 0.26
3. Market share in stagnant sectors

1977* 0.02 0.08 - - 0.02 - 0.06 0.03

1994* 0.04 0.06 0.02 0.01 - 0.01 0.03 0.05

Annual average growth of this share 5.93 -1.92 9.05 424 -7.94 2.7 -4.27 3.68
4. Proportion of exports b

in dynamic sectors, 1994 45 49 49.9 41.6 43 28 559 41.6
5. Proportion of exports

in stagnant sectors, 1994° 55 51 50.1 58.4 57 72 4.1 58.4

Source: COMTRADE, using the CAN programme.

* The relative dynamism of the sectors was calculated with base year 1977 and final year 1994,
® The relative dynamism of the sectors was calculated with base year 1993 and final year 1994.

adopted) to 1994. Manufactured imports are defined
as SITC sections 5-8, excluding divisions 67 and 68.
The data source used (the United Nations Comirade
database) was analysed with the Competitive Ana-
lysis of Nations (CAN) software developed by ECLAC
(Mandeng, 1991).

As table 2 shows, the overall market shares of
five countries increased between 1977 and 1994,
while those of three countries show a decline. A dis-
tinct pattern may be observed in the case of six coun-
tries that lost market shares at the beginning of the
period but are gaining shares in the second half. The
table also shows the year of inflection, with Chile,
Costa Rica and Guatemala being the countries that
were successful earlier in the 1980s, and Colombia,
Ecuador and El Salvador representing cases where
the trend reversed towards the end of that decade. For
two countries, no clear change of trend can be dis-
cerned: Uruguay lost market shares in each of the 17
years, while Venezuela registers several periods of
growth and decline.

The CAN software allows a distinction to be
made between sectors with an above-average growth

rate of imports (dynamic sectors) and sectors with a
below-average growth rate (stagnant sectors). As the
data refer to current import values, price fluctuations
may affect the relative growth rates. Moreover, the
product mix of dynamic and static sectors is sensitive
to the definition of the base year and the final year.
For most countries, especially in South America,
market shares in 1977 were larger in sectors that
were stagnant during the period 1977-94 than they
were in dynamic sectors.! Also, growth rates of mar-
ket shares in stagnant sectors tended to be higher
than growth rates in dynamic sectors. Thus, at the
end of the period most South American countries
continue to show higher market shares in stagnant
sectors than in dynamic sectors. The sectors in which
these countries participate may be characterized as
industrial commodities which are strongly dependent
on the availability of natural resources. Petrochemi-
cal industries in Venezuela, copper-based manufac-
tures and wood products in Chile, and leather and
wool manufactures in Uruguay are cases in point.

1 For instance, the market shares of Colombia in 1977 were 0.08
in stagnant sectors and 0.03 in dynamic sectors (table 2).
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The Central American countries show a different
picture. Market shares at the beginning of the period
were very low, and their increase reflects the partici-
pation of these countries in OECD imports of apparel,
a product which makes intensive use of low-wage
labour. At that time, apparel trade was a particularly
dynamic part of OECD imports: the globalization of
US apparel producers, which took advantage of spe-
cial import provisions, dynamized international trade
in these products. However, from 1992 onwards
these sectors have ceased to be dynamic, and the
Central American countries find themselves -like the
South American countries in our sample~ participat-
ing in sectors that were stagnant during the period

111

1993-94. In 1994, for example, 72% of the exports of
Guatemala were concentrated in stagnant sectors,
compared to 28% in dynamic sectors. It may be ob-
served that Colombia is a case where the features of
South American and Central American countries are
combined, since Colombia exports both industrial
commodities and apparel.

Both export drives, i.c. the natural resource-
based industrial commodities exports of the South
American countries and the cheap-labour-based
apparel exports of Central American countries, seem
to require an evolution towards exports with a higher
value-added content in order to make the increase in
market shares more sustainable.

The challenges ahead

Notwithstanding the significant changes in policies
and the great efforts to stimulate and diversify ex-
ports, the domestic industrial base for trade of the
small and medium-sized Latin American countries
is still weak and the contribution of domestic firms
to their exports of manufactures is relatively small.
The prospects of a successful new insertion in
world markets depend critically on the relationship
between governments and the private sector, and
particularly on the capability of ‘governments to
create an atmosphere that is conducive to invest-
ment in the tradeable goods sectors. These coun-
tries face challenges that require new initiatives by
government and the private sector that are vital to
a successful industrial transformation in the long
term.

On the basis of the country studies included
in the research project, we distinguish five such
challenges: i) completing the reform of the trade and
exchange-rate regimes; ii) stimulating private and
government investments; iii) implementing addi-
tional government measures to support openness and
exports, and to improve the quality of human resour-
ces and technological capabilities; iv) improving the
social and political acceptability of the economic re-
form strategy, and v) coping with new competitors in
international markets and new rules and regulations
in the world trading system.

1. Completing the reform of the trade and
exchange-rate regimes

The significant changes in the trade and industrial-
ization regimes that were introduced in the course of
the 1980s and early 1990s have resulted in a more
competitive and export-oriented setting for the manu-
facturing sector. Tariff rates were slashed in many of
the countries, as was the coverage of non-tariff bar-
riers in most countries. As shown in table 3, by 1994
average tariffs had declined to low levels, although in
many countries the rates of dispersion were still sub-
stantial. The policies of liberalization and stabiliza-
tion were accompanied by significant changes in
exchange-rate regimes.

Table 4 shows the adjustments made in the real
effective exchange rate (REER) during the period
1985-1994. The index is defined as the local currency
price of foreign currency, so that a rise in the index
signifies a depreciation. Very significant deprecia-
tions were effected in Ecuador, Venezuela and Co-
lombia in the second half of the 1980s. The REER
tended to fluctuate rather strongly in the second half
of the 1980s in E] Salvador and to a lesser extent in
Ecuador. In the early 1990s, exchange rates tended to
appreciate in all countries in the table except Costa
Rica. The appreciation was particularly strong in
Uruguay, Colombia and Ecuador. These fluctuations
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TABLE 3
Latin America: Trade liberalization in selected countries, 1985-1992
Tariff rates oo 2 . Coverage of non-tariff barriers
(percentages)’ Tariff dispersion (percentages)
1985 1991-1992 1994 1994 1985-1987 1991-1992
Chile 36.0 110 10.96 66 101 -
Colombia 83.0 67 11.57 640 732 10
Costa Rica 920 16.0 11.74 788 8 -
Ecuador 50.0 18.0 11.91 628 593
Guatemala 50.0 19.0 10.82 707 74 60
Uruguay 320 120 14.74 586 141
Venezuela 30.0 17.0 11.80 604 441 50
Source: Prepared by the authors, with data from the World Bank and UNCTAD.
* Tariff rates include tariffs and para-tariffs.
TABLE 4
Latin America: Real effective exchange rates
in selected countries, 1985-1994
1985 1986 1987 1988 1989 1990 1991 1992 1993 1994
Chile 73.0 86.4 931 99.6 973 100 96.9 91.7 91.0 89.2
Colombia 54.6 73.2 821 85.2 883 100 96.7 88.6 84.3 753
Costa Rica 76.1 84.6 93.2 101.8 98.1 100 109.6 107.5 109.2 106.0
Ecuador 49.5 61.5 80.0 106.5 92.1 100 95.3 94.6 823 777
El Salvador 93.5 114.1 1004 88.0 89.2 100 97.3 96.3 875 83.2
Guatemala 70.0 71.8 74.0 79.8 82.6 100 85.0 80.5 79.3 75.8
Uruguay 85.8 87.0 89.2 94.6 90.4 100 87.7 81.9 69.9 66.3
Venezuela 51.1 61.2 854 76.5 89.9 100 93.6 89.6 86.7 90.3

Source: IDB, 1995, country tables.

and the recent tendency towards currency appreci-
ation may have disruptive effects on the new export
activities of these countries as well as on other
sources of foreign exchange such as traditional ex-
ports and tourism. The very success of a credible
policy of stabilization and early liberalization of
the capital account has induced the return of flight
capital and an inflow of foreign investments which
may have created a new form of overabundance of
foreign exchange, resulting in a tendency towards
over-valuation of the domestic currency. This com-
plicates the process of completing the reforms.
Completing the reform of the trade and ex-
change-rate regimes fits in with the Washington Con-
sensus: “getting prices right” is in many cases a
precondition for industrial development that has not
yet been met and requires further policy changes.
Notwithstanding the significant adjustments referred
to above, some tariff and non-tariff barriers are still

in place, domestic price regulations are in force, and
market barriers frustrate the entry of newcomers (and
especially of small firms) into the marketplace.
Moreover, governments are often not capable of es-
tablishing exchange-rate regimes that support indus-
try and export diversification in a consistent manner
in the longer term. This is particularly true of coun-
tries that are heavily dependent on the production and
export of only one or a few primary products and are
potentially vulnerable to the “Dutch disease™.

It should be noted, however, that “getting
prices right” is not a synonym of government ab-
stention, as State intervention may be needed in
order to do away with market imperfections cre-
ated by the private sector, to improve the smooth
and flexible functioning of markets, and to correct
positive and negative externalitics, although
preferably such interventions-should not interfere
with a free-trade regime.
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It is very hard to generalize regarding the opti-
mal speed of liberalization in the light of the experi-
ence of Latin American as well as other countries.
Crucial factors in this regard are the efficiency of
domestic industry and its capability to transform it-
self into an internationally competitive sector in the
short term, producing product categories and
qualities that are in demand abroad, and the expecta-
tions of the private sector with respect to the sustai-
nability of the policy mix that is required to operate
in open markets. Shock reforms may be justified in
order to reduce the possibilities for pressure groups
to block or retard reforms, but such a strategy may
have high economic and social costs. If a shock-type
approach is required, additional measures may be
needed to reduce its negative effects on employment
and the current account of the balance of payments
during a transitional stage (Linnemann, 1996).

With regard to adjustments in the exchange-rate
regime, experience indicates that the choice of such a
regime depends on the economic environment of a
couniry. A pegged-rate system is attractive for small
countries that have a dominant trade relation with
one partner, as is the case of the Central American
countries. In countries with a more diversified struc-
ture of export destinations, an exchange-rate system
pegged to a basket of international currencies may be
called for, while countries with an export structure
dominated by one or a few export commodities with
widely fluctuating international prices may find a
floating nominal exchange rate more appropriate
(Visser, 1996).

However,.a number of factors may reduce the
options open to the government to pursuc an ef-
fective exchange-rate policy. First, the availa-
bility of abundant natural resources and the
dependence on few exportable commodities may
cause “Dutch disease” effects that hamper the drive
to export manufactures. Cases in point are Colombia
with coffee and illegal exports, and Venezuela and
Ecuador with oil exports. In some small economies,
such as those of Central America, Dutch disease ef-
fects may arise even through the abundance of
foreign aid. If a stable nominal exchange rate is not
possible, at least a stable real exchange rate is called
for in order to promote exports.

Second, if the exchange rate is to be used as an
instrument to stimulate exports, it is necessary to free
the foreign exchange market from restrictions that
artificially keep the exchange rate down. The dangers

of dual and multiple exchange-rate systems are that
they can easily be abused for political motives. Pay-
ments restrictions and dual and multiple exchange-
rate systems pose a threat to economic welfare. A
crucial question in this context is how to bring about
the liberalization of the international payments sys-
tem. No standard recipes can be given. Simultaneous
liberalization of the capital and current account, or
liberalization of the capital account even before the
liberalization of the current account, may seriously
jeopardize efforts to implement exchange-rate
regimes that favour a better insertion in the interna-
tional economy. Whichever way capital flows —in or
out~ it may be wise for the authorities to maintain
their grip on it. It would probably be wise to ease
restrictions on capital imports slightly when the cur-
rent account is liberalized. Empirical analysis shows
that adjustments in the exchange-rate have a signifi-
cant effect on the value of exports, in particular
manufactured exports. However, success in the lib-
eralization of the international payments system must
be accompanied by international marketing efforts of
domestic firms and institutional support from export-
promotion institutions.

Third, the exchange rate is not an instrument that
can easily be controlled by the Jocal monetary auth-
orities. As shown above, a stable REER is not easy to
come by, and wide fluctuations from year to year
have an adverse effect on the profitability of the tra-
deables sectors. The nominal exchange rate itself is
no longer under the direct control of the Central
Bank in most countries, while open-market oper-
ations are constrained by the need to maintain mini-
mum reserve levels. The domestic rate of inflation
has thus become the main target in most cases (Fitz-
Gerald, 1996).

2. Stimulating investment

During the 1980s, both private and public invest-
ments declined dramatically and investments in infra-
structure and education were delayed and neglected
in most countries in the region. Moreover, the share
of private investment in GDP decreased significantly,
as for example in Colombia and Venezuela, although
not in Chile. Private investment has been hampered
by high real interest rates, and these low investment
rates have tended to reduce overall economic growth.
A statistical analysis including 31 Latin American
and Asian countries shows that there are significant
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relations between changes in the shares of invest-
ment, domestic savings and exports in GDP during the
1980s. This indicates that improvement of export
performance and strengthening of international com-
petitiveness require stimulation of investment and
domestic savings. Domestic saving, as a proportion
of GDP, is particularly stimulated by high real interest
rates (Van Dijck, 1992). Moreover, Riedel has shown
that government capital expenditure and an appropri-
ate macroeconomic climate, as reflected by the mini-
malization of government-induced market distortions
and an open trade regime, stimulates the rate of re-
turn on private investments (Riedel, 1992, p. 62). In
the same vein, the World Bank review of the best
practices in trade policy reform underlines the im-
portance of government investments that are com-
plementary to private sector investments in order to
strengthen the export sector (Thomas and Nash with
S. Edwards et al,, 1991, p. 109).

The Washington Consensus emphasizes the role
of sound macroeconomic policies in stimulating in-
vestment and the return of flight capital and foreign
investors. However, structural adjustment = pro-
grammes as implemented in Latin America in the
1980s did not contain specific provisions for invest-
ment promotion and an industrialization policy,
and industrial policy and investment stimulation

_measures were dismantled. Rather, the programmes
assumed implicitly that with trade liberalization, sta-
bilization and devaluation, private investment in tra-
deable sectors would rise and competitive industries
would emerge.

Three observations can be made in this regard.
First, a crowding-in phenomenon can be observed, as
a lack of public investment in infrastructure such as
transportation and telecommunications has a negative
impact on foreign direct investment. Second, reduc-
tion of public investments in technological develop-
ment, R&D, education and training has reduced the
capacity of domestic firms to compete internation-
ally. Third, the elimination of specific credit and
technical assistance programmes for small firms has
reduced their ability to enter the industrial sector.

Complementary to these observations, Tavares
de Araujo (1996) notes that a minimum package for
stimulating private investment in manufactures
should include a high and stable real exchange rate in
equilibrium, as discussed earlier, efficient public
spending on R&D and technological infrastructure

financed through an increase in taxes, and an institu-
tional framework to regulate the competition process
by strengthening discipline, enhancing mobility and
improving resource availability. Moreover, fiscal pol-
icy should be systematically committed to the reduc-
tion of tax rates and the broadening of the tax base,
leading to a higher tax burden for society at large. It
is important to maintain a tax system compatible with
the levels of public investment required by the cur-
rent international patterns of technical progress and
welfare.

In order to stimulate private investment, particu-
larly in export sectors, the expectations of the private
sector must be in line with the strategy that the gov-
ernment envisages. The structural adjustment that ac-
companies the opening of the economy must be
supported politically by the public and by investors
and producers in the private sector. Necessary pre-
conditions for this to happen are consistency in gov-
ernment policies, a clear longer-term perspective for
economic development, and a strong commitment of
government to such long-term objectives. In view of
the history of debilitating policies and the limited ca-
pacity of many governments —particularly in the
smaller countries— to interact with the private sector
and steer the course of development in an efficient
manner, this may indeed be a major challenge. In this
area, important lessons may be learned from the suc-
cessful East Asian countries which have managed to
create a reliable and stimulating general atmosphere
for industry without burdening society at large with
the costs of inefficiency and inward-orientation.

3. Additional and selective government interven-
tions

In order to gain a competitive edge in international
markets, governments may have to play an active
supporting role well beyond the creation of a suppor-
tive macroeconomic environment and an adequate
contribution to the development of infrastructure and
human capital formation. More specific interventions
and types of support for industries with a potential
competitive advantage have been considered at the
theoretical level and have been implemented in prac-
tice by governments of open and competitive econ-
omies such as the so-called miracle economies of
East and Southeast Asia. :
Clearly, globalization and technological progress
have rendered traditional industrial policy instru-
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ments obsolete (Tavares de Araujo, 1996). Techno-
logical progress has strengthened the demand for
protectionist policies, but protectionism is not a
viable option any longer. The question is how to cre-
ate special conditions for capital accumulation at
home without establishing ditect constraints on the
international movement of citizens, goods and finan-
cial resources.

Neither theory nor international experience pro-
vide clear guidelines for the use of specific industrial
policy instruments at the sectoral or enterprise level
in order to stimulate international competitiveness
(Krugman, 1988). In the Latin American countries
analysed here, no serious attempts have been made to
implement industrial policies to accompany the pro-
cess of trade liberalization. Peres (1996) reviews a
number of industrial policy proposals termed
“policies for industrial competitiveness”. Interesting
approaches have been adopted since 1994 in Colom-
bia and Costa Rica, but their execution has proved
difficult due to institutional weaknesses. As studies
of the East Asian experience have shown, the impact
of specific types of government interventions in sup-
port of technological development and export growth
is difficult to assess (World Bank, 1993). Also, some
efforts to shift comparative advantages by stimulat-
ing capital- and skill-intensive sectors have involved
substantial fiscal and overall welfare costs (Van
Dijck, 1992 and 1995). Consequently, the case for
pursuing such types of industrial policies is not yet
proven.

New institutions may be required to facilitate the
export drive of domestic firms. There are no a priori
reasons for government to be involved in the es-
tablishment of export-promotion institutions. Never-
theless, export reconnaissance and marketing
institutions may have some of the characteristics of
quasi-public goods and may require a government
initiative for their creation.

In the past, many government export-promotion
institutions and mechanisms have failed, possibly
due in part to the rather-unfavourable policy frame-
work in which they had to operate (Hogan, Keesing
and Singer, 1991, pp. 10-15). Hence, a reorganization
or recreation of such institutions is required, in which
three areas may be distinguished: direct financial
support, fiscal incentives, and a cluster of export-pro-
motion mechanisms and instruments. In the area of
direct financial support, all the country studies refer

to the inadequate functioning of the domestic capital
markets. High interest rates and sub-optimal alloca-
tion of credit were major constraints on investment,
and moreover domestic investors lacked access to in-
ternational financial resources. In the case of Costa
Rica, it was reported that security was more import-
ant to banks than the profitability of the projects. Two
specific issues have been commented upon in the
case studies: the low level of development of export-
financing schemes and the poor results achieved with
special industrial reconversion funds. The latter prob-
lem is partly explained by the fact that very few firms
were under pressure to reconvert. Improvement of
the functioning of domestic capital markets should be
given priority over the establishment of special rec-
onversion funds.

Moreover, the experiences with fiscal incentives
indicate that, in order to be successful, incentives for
non-traditional exports should be an integral part of
any export-oriented growth strategy, but practical
implementation problems have limited the contribu-
tion of the systems actually in use, with the exception
of the Chilean case. Further efforts should be made to
simplify the systems, limit red tape and design fea-
tures that guarantee access of small exporters to the
incentives.

Finally, the effectiveness of export promotion in-
stitutions has been limited in many cases by budget
constraints, low levels of competence and inadequate
coordination. Improved cooperation between the pri-
vate and public sectors is required in order to support
exports in an efficient manner.

4. Improving the social and political
acceptability of economic reform

During the 1980s social conditions deteriorated signi-
ficantly, as reflected by an increase in average urban
unemployment to over 10% by the mid-1980s. More
specifically, the contribution of the manufacturing
sector to total employment declined. In particular,
employment in large manufacturing establishments
went down rapidly, while employment in small enter-
prises as well as in the informal sector increased.
Wage indicators for the manufacturing sector de-
clined more sharply than per capita GDP. Moreover,
in a number of countries —such as Chile, Costa Rica,
Ecuador and El Salvador— government spending on
health and education went down as a proportion of
overall government spending, although the corre-
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sponding proportion remained stable or increased in
countries such as Uruguay and Venezuela. Primary
school enrolment declined or remained unchanged in
seven out of the fourteen Latin American countries
analysed. This trend is worrying in view of the criti-
cal role of education and skill formation in the pro-
cess of economic growth and industrial development.
Lack of progress towards universal primary educa-
tion and towards significant increases in secondary
education is also a source of continued income in-
equality. Furthermore, there is evidence that although
expenditure in the 1980s on education became more
concentrated on the poor, the opposite is true of
expenditure on health (Van der Hoeven and Stewart,
1996).

Compensatory programmes and social invest-
ment funds were established to mitigate the costs of
the adjustment. Latin America has played a pioneet-
ing role in the development of social investment
funds in the context of structural adjustment pro-
grammes. So far, however, many of these funds have
not been sufficiently efficient and effective in reach-
ing their target groups. A study by Stewart and Van
der Geest (1995) shows that the proportion of non-
deserving among the recipients of the funds was
large, with Chile as the major exception because of
effective targeting. Likewise, the proportion of per-
sons in the target group who were not reached by the
programme was large in the case of Costa Rica, but
once again Chile’s performance in this respect was
much better. Public expenditure may be focused
more effectively on the poor in several ways: by tar-
geting expenditure specifically on the poor, by di-
verting an important part of public expenditure to
social expenditure, and by raising the overall level of
public expenditure in general.

Now that the first stage of policy reform —i.ec.,
liberalization and stabilization— has been im-
plemented to a large extent in most of the countries
in Latin America, second-stage reforms are required
to ensure sustainable growth. In this stage, govern-
ments will not only have to maintain macroeconomic
stability and attractive conditions for private invest-
ments but will also have to devote their attention to
consensus-building, as a major component of a sus-
tainable and reliable climate for investment (Naim,
1995). Haggard has rightly stressed the role of in-
stitutions designed to facilitate political decision-
making, and he considers the organization of the

decision-making process to have been a key factor in
the success of the East Asian developmentalist State

(Haggard, 1990).

5.  Future prospects and constraints in the
global economy

Finally, we must refer to two major external challen-
ges to Latin America’s new insertion in the world
economy: the increasing number of competitors in
global markets, and the new rules and regulations
pertaining to regional trade systems as well as the
world trading system at large, which may cither fa-
cilitate or hamper the new outward-oriented indus-
trialization policies in Latin America.

The so-called export-push mode] has been im-
plemented by many countries all around the world,
and competitive export-oriented production sites
have been established by many of them. In Asia, two
generations of “tigers” have been succeeded by coun-
tries such as China, India and Vietnam which pursued
inward-oriented policies for a long time but are now
on the road to trade liberalization and export-push
strategies. China, in particular, has become a new
centre of gravity in world trade and investment
flows. The newly-liberalizing economies in Eastern
Europe and the former Soviet Union are also becom-
ing new sources of supply of a wide range of manu-
factured products in world markets. Integration into
the European Community will give some of these
countries a competitive edge over outsiders that com-
pete in the European market. Also, some of the coun-
tries of Northern Africa may become competitors in a
narrow range of unskilled-labour-intensive products
in European markets, and their competitive position
will be strengthened by free trade arrangements be-
tween the European Community and the North Aftri-
can region that are envisaged for the year 2010. This
world-wide export drive and intensification of inter-
national competition only strengthens the arguments
made earlier in favour of a reliable and supportive
macroeconomic environment and the provision of ad-
ditional facilities for export firms, provided there are
sound economic arguments for such interventions.

The world-wide trend towards regionalization
may create new opportunities as well as obstacles for
Latin American exporters. By now, about 100 pref-
erential trade agreements (PTAs) have been notified to
the WTO, and nearly all the countries in the world
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participate in at least one such preferential system.
The Latin American countries, in particular, have re-
vitalized their existing PTAs and also created a large
number of partly overlapping PTAs among them-
selves. Moreover, they have started to participate in
PTAs with the USA and the EC. The intensification of
regional integration is reflected in the increasing
share of intra-regional exports in total exports of
manufactures in recent years. These arrangements
may generate traditional advantages of trade creation
and the exploitation of economies of scale, but they
may also generate the disadvantages of trade diver-
sion for insiders and outsiders. Generally speaking,
however, in a world in which countries have been
liberalizing their trade regimes prior to the estab-
lishment of preferential areas, and in which they have
committed themselves to further multilateral liberali-
zations, the risk of strongly trade-diverting preferen-
tial agreements is significantly reduced.

It is in the interest of the Latin American coun-
tries to participate in predominantly trade-creating
free trade areas and to contribute to the establishment
of a liberal multilateral trading system or open re-
gionalism. NAFTA has eroded the preferential access
to the United States market previously enjoyed by the
Central American and Caribbean countries under the
Caribbean Basin Initiative, the Generalized System
of Preferences and the Guaranteed Access Levels
Programme. If the establishment of a Free Trade
Area for the Americas (FTAA) should materialize, this
would offer all Latin American countries preferential
access to the United States market, to the disadvant-
age of producers in Asia and Europe. On the other
hand, PTAs between the EC and countries in Eastern
Europe and North Africa, and among members of
APEC, may have trade diversion effects for Latin
American countries: hence the interest of the latter in
establishing their own preferential arrangements with
the EC and in becoming partners of APEC.

The world-wide export drive has been strongly
stimulated by the far-reaching changes in interna-
tional trade rules (GATT, 1994). The rules governing
world trade have been profoundly changed with the
ratification of the resuits of the Uruguay Round
negotiations, although the implementation of the new
trade rules will take many more years and will most
likely be contested in a number of cases. Most im-
portantly, trade-weighted average import tariffs for

manufactured goods will be reduced by 38% in de-
veloped countries and by 20% in developing coun-
tries to average levels of 39% and 12.3%,
respectively. In general, these tariff cuts will take
place in equal steps over a five-year period starting in
January 1995. However, the cuts will be below the
average in some sectors of particular importance to
Latin American countries, such as textiles and cloth-
ing, leather, footwear, travel goods, fish and fish pro-
ducts. Moreover, the 37% reduction of the tariff
differential between unprocessed and processed pro-
ducts may stimulate the pre-export processing of pri-
mary products. The abolition of the Multifibre
Arrangement and the integration of the trade rules for
textiles and clothing in the WTO may also be of great
importance to some Latin American countries, al-
though in this case the most substantial liberalization
steps are likely to take place only at the end of a
ten-year period.

The adjustments made in the GATT/WTO rules on
anti-dumping measures and safeguards may have sig-
nificant effects on Latin America’s export prospects.
Anti-dumping cases have become the preferred chan-
nel through which industries suffering from foreign
competition petition for protection against foreign
suppliers. Traditionally, anti-dumping measures were
applied mainly by industries in developed countries
against competitors which also came from developed
nations, but more recently they have also been ap-
plied against competitors from newly developing
countries. The new rules are more precise and may
limit abuse. The new agreement on safeguards limits
the length of time that such protectionist measures
may be used, requires compensatory concessions,
and restricts the use of safeguards against developing
countries. The agreement prohibits the use of so-
called voluntary export restraints (VERs) or orderly
marketing arrangements (OMAS).

There are two important reasons for strengthen-
ing the capacity of the WTO to supervise and disci-
pline regional preference systems: to avoid losses of
well-being due to trade diversion effects for non-par-
ticipants of these preference areas, and to reduce the
risk that such areas might become stumbling blocks
on the road to an open multilateral trading system.
Therefore, the Understanding on the Interpretation of
Article xXx1v of the WTO refers to the need to make
overall assessments of the effects of PTAs and to lib-
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eralize internal trade among the parties within a peri-
od of ten years. The wro Committee on Regional
Trade Agreements (CRTA) will be in charge of assess-
ing compliance of PTAs with Article XXIV.

It is hard to overestimate the importance of the
significant improvements in the dispute settlement
mechanism of wto. The new mechanism is faster and
leaves less opportunity for the accused party to pro-
long and block the procedure. The first experiences
with the new mechanism have been very encouraging
for exporting Latin American countries. The dispute
over the quality standards set by the United States for
petroleum products imported from Venezuela and
Brazil is a case in point. The United States had intro-
duced these quality standards for imported products
as a measure to combat air pollution, but the Panel
decided in favour of Venezuela and Brazil in January
1996 and so did the Appellate Body in April 1996.
Subsequently the United States adjusted its import
regulations in this regard.

Social and environmental standards may play an
increasingly prominent role in international trade re-
lations in the future, and determined initiatives by
Latin American governments may be needed to pre-
vent such standards in OECD countries from becom-
ing new types of de facto barriers to imports. The
relationship between the multilateral trade system
and such standards has become extremely controver-
sial in the WTO, and the conflicting views that exist in
this respect, particularly between developing and de-
veloped countries, will make it very hard to include
such standards in the WTO rules in the short run.

The crucial issue in the controversy on social
standards is whether the WTO rules will permit the
use of trade sanctions to enforce compliance with
selected ILO core labour standards. The USA has ap-
plied such standards in bilateral and regional trade
arrangements and has been in favour of the estab-
lishment of WTO standards in this respect. Social
standards were included in the Caribbean Basin In-
itiative of 1983 and in the USA’s Gsps since 1984.
Labour laws and rights were also referred to in the
NAFTA side agreement on labour cooperation. More
recently, the Harkin Bill proposes to prohibit imports
of goods whose production has involved child labour.

Already in 1987, the USA proposed the estab-
lishment of a GATT Working Party on social standards
and trade, but the proposal was resisted, particularly
by developing countries. At the Marrakesh meeting

in April 1994, the United States attempted to have the
issue explored by a WrO working group. At the an-
nual 1LO conference in June 1994 which celebrated
the 75th anniversary of the Organisation, strongly op-
posing views were put forward on the role that the
ILO should play in furthering the application of 1L.O
core conventions and on the use of social clauses in
trade agreements, particularly by the wto. Again, at
the fifth conference of labour ministers of developing
countries in New Delhi in January 1995, countries
took a firm position against social clauses in trade
agreements, while however supporting a stronger
role for ILO in setting standards (Van Dijck and
Faber, eds., 1996).

The issues of trade and the environment have
become increasingly interwoven. Thus, trade regula-
tions have been included in 17 out of 127 interna-
tional environmental treaties. Moreover, NAFTA has
been the first major regional trade agreement includ-
ing environment-related measures. On the occasion
of the signing of the Final Act of the wro Marrakesh
meeting, the decision was taken to establish the
Committee on Trade and Environment (WTO/CTE).
Among the issues to be addressed by this committee
are the links between the WTO system of rules and
multilateral environmental agreements (MEAs), and
between those rules and environmental policies such
as eco-taxes and charges, eco-labelling, packaging
and recycling requirements, and product standards
and technical regulations. The international pressure
for linking the environmental agenda with interna-
tional trade rules makes it all the more appropriate
for Latin American governments to introduce princi-
ples of sustainable development and to take deter-
mined measures to prevent environmental standards
abroad from becoming bottlenecks for trade expan-
sion in the future.

Notwithstanding uncertainties regarding the
appropriate and timely implementation of the
GATT/WTO agreements on the liberalization of world
trade and on the future application of the new trade
rules and dispute settlement procedures, it is safe to
conclude that the new rules of conduct for the
world’s trading nations have clearly become more
favourable to small exporting countries and fit in
with the new industrialization policies of those coun-
tries, which will make them increasingly dependent
on free and undisrupted access to the large markets of
OECD countties.
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IV

Final observations

The policy setting in many small and medium-
sized countries in Latin America has become
more conducive to the sustainability and growth
of an internationally competitive manufacturing
sector. The progress towards a stable macroecon-
omic environment of low inflation and moderate
fiscal deficits, the commitment of governments to
market-friendly policies, openness of markets,
renewed access to the international capital markets
and the improvements in the rules and institutions
that govern international trade have been important
contributions in this regard. The renewed regional
co-operation has also stimulated manufactured ex-
ports.

As noted earlier, the shares of manufactured
products in international markets are rising, manu-
factures are becoming a more substantial part of
total exports, and the ratio of exports to GDP has
increased in most of the selected countries. Never-
theless, this does not mean that manufacturing in-
dustry has again become an engine of growth in
the smaller Latin American countries. In those na-
tions, the share of industry in GDP is stagnant and
the export structure is concentrated in less dynamic
sectors of world trade.

The policy agenda for strengthening industrial
development comprises three main areas: the com-
pletion of the macroeconomic reforms, a more active
stance by governments regarding industrial develop-
ment, and higher priority for social policies. With
regard to macroeconomic reforms, the maintenance
of a high and export-stimulating real exchange rate
has been difficult to achieve and will require addi-
tional efforts. Also, domestic savings need to be
stimulated in order to increase the level of investment
and to reduce the dependence on foreign capital.

Second, increased competition in international
markets and demanding production standards pose
new challenges for exporters. Therefore, joint public
and private-sector initiatives and supportive institu-
tions are required to improve technological and man-
agerial capabilities and to increase the productivity of
human resources.

Third, social acceptability is a major challenge
to the completion of the reforms, particularly in view
of the limited positive effect on employment that in-
dustrial exports have had so far. Consequently, com-
plementary social policies deserve high priority in
the context of market-oriented reforms.

(Original: English)
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Why doesn’t investment

in public transport
reduce urban
traffic congestion?

lan Thomson

Transport Unit,
International Trade,
Transport and Finance
Division, ECLAC.

There is urban traffic congestion in most parts of the world, in-
cluding Latin America. Among the measures aimed at solving this
problem, many cities have built suburban railways or metros.
However, these have had little or no effect, as is shown by studies
which indicate that investments in the public transport system are
incapable of solving this problem on their own. This article takes
the view that when a new metro line or similar system is opened,
many travellers who previously used the buses transfer to it, as do
a few who previously used their cars. This frees some road space
at peak hours, which is promptly used by other travellers who
change their travel times or routes to take advantage of it. Further-
more, the parking spaces freed by the few persons who change
from their private cars to the new trains are immediately occupied
by the vehicles of people who previously used public transport
because they had nowhere to park. Very soon, even though the new
trains may be crowded with passengers, peak-hour traffic conges-
tion is about as bad as ever. This sequence shows that metros and
similar systems actually generate only a fraction of their potential
benefits. In order for them to serve the community better, they
should be coordinated with other measures, one of which would be
to impose further restrictions on parking in areas around city-

centre stations and other commercial areas.
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I

Expectations and reality

What we see every day in the streets makes us doubt
very much whether improvements in public transport
systems will really reduce traffic congestion. The
cities with the most extensive public transport sys-
tems, such as London or Paris, do not stand out by
the freedom from congestion on their streets, and in
Latin America the metros and similar systems which
have been constructed do not seem to have done
much to reduce congestion.

Yet one of the reasons most frequently put for-
ward in support of investments in metros or similar
systems is precisely that they will help to reduce con-
gestion. Expectations of reduced congestion are held
out in the relevant preliminary projects, in the decla-
rations of technical experts and politicians, and even
in the project appraisals made by teams of consult-
ants. In Santiago, Chile, for example, it was forecast
that in 1980 the metro would transport 202,330 pas-
sengers in the maximum peak hour, and that 95,800
of them would be people who had stopped using their
private cars (i.e., more than the number of people
who would stop using the buses).1 In other words, it
was expected that 47.4% of metro users would
change to it from private means of transport.

II

It may have been that the consultants (mostly for-
eigners) hired to evaluate the proposal to build a metro
in Santiago at that time were mote optimistic than their
opposite numbers in other cities about the possibility of
interesting private car users in the new system, but there
was a good deal of optimism in other sectors too.
Some experts who examined the objectives of the
various metro projects noted that the main objectives
of the project, in the light of the situation of urban
transport and of the city itself at that time and in the
future, included improving the fluidity and speed of
travel, solving the problem of traffic congestion,
meeting social demands, revitalizing city centres, and
correcting the tendency towards agglomeration
(Figueroa, 1986), and it was widely believed that a
metro would relieve congestion by reducing the num-
ber of buses on the streets and would possibly attract
some private car users (Allport and Thomson, 1990).

Laymen in matters of urban transport considered
that it was only logical that the construction of a
metro would reduce congestion in nearby streets, and
many specialists shared this belief. However, as we
shall show below, what really happened is something
that seems to defy all logic.

Our basic thesis, and a methodology for the

economic and social evaluation of metros

The basic thesis of this article may be summed up in
only a few words:

i) An improvement in a public transport system
brings about only a very small increase in the total
number of users of that system, its main impact being
a redistribution of demand whereby users transfer to
the improved components from the competing unim-
proved components.

! Estimated on the basis of the tables on pages 98 and 100 of
SOFRETU/BCEOM/CADE, 1968.

ii) The relatively few private car users who move
to the improved component of the public transport
system free road and parking space, but this is imme-
diately occupied by other persons, including some
who previously used public transport, so that conges-
tion returns to the levels registered before improve-
ments were made in the public transport system.

iii) The reduction in the number of bus passen-
gers may also free some road space (but not parking
spaces), and this will lead to some redistribution of
car trips in terms of time: thus, the space freed at
peak periods is occupied once again, leaving the
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streets somewhat less congested at the times of day
close to those periods.

A number of studies’ make it abundantly clear
that metros or similar systems do not reduce traffic
congestion. This conclusion runs counter to those of
other studies which assert that they do reduce con-
gestion and therefore bring environmental and other
benefits. It seems quite wrong, for example, to assert
that *“all countries in the world openly acknowledge
the negative effects of traffic congestion on the envi-
ronment, and there is therefore clear awareness of the
benefits of light railways, whose advantages include
clean operation, safety ...” (Jorge, 1994). If light rail-
ways, or more conventional ones, do not reduce traf-
fic congestion, then their environmental benefits are
non-existent.

The thesis proposed here has some implications
for the methodology to be used in the economic and

111

social evaluation of metros. The fact that a metro or
similar system does not reduce congestion does not
mean that its construction may not be appropriate
from an economic and social standpoint, but it does
mean that the possible benefits of constructing the
new system would lie in the differences of cost be-
tween transporting users by the metro and by the pre-
vious means of public transport. Sometimes it may
also be necessary to take into account the possibility
that the metro permits an increase in the total number
of journeys made.

In typical cases, the corresponding calculations
will be quite easy: if it is assumed that metros do not
have much effect on traffic congestion this would
make their economic and social evaluation much
simpler than if the degree of congestion had to be
taken into account.

More detailed aspects of the proposed thesis

1. Consequences of changes in land use
caused by the metro

Metros make some parts of urban arcas more easily
accessible, especially around metro stations. This
raises property values and may give rise to tenden-
cies towards densification in the areas around sta-
tions through, for example, the construction of tall
apartment buildings and, especially, office blocks.

There are mathematical models which include
both the simulation of transport patterns and land use.
They have been applied in a number of Latin Ameri-
can cities, such as Sdo Paulo. Although they are intel-
lectually interesting and sometimes mathematically
clegant, however, they are of very limited usefulness
because they are almost impossible to calibrate.
Nevertheless, although in practice it may not be
possible to quantify it in advance, it cannot be denied
in principle that there is a two-way relation between
the transport system and land use.

This relation does not always manifest itself, for
various reasons which include the existence of prior
regulatory plans which constrain the natural actions
of the property market. Consequently, densification
of land use does not always take place, at least to a
significant extent (as for example in the cases of Rio
de Janeiro and San Francisco), but it has occurred in
such cases as the suburbs of London in the early
decades of this century and, more recently, in Santia-
go (Chile), Hong Kong and Toronto, sometimes
through the natural action of the market and in other
cases through a planning process carried out by the
private or public sector.?

When the metro encourages the development of
commercial activities around its stations, the majority
of the people who work there and the clients and
other users of such activities will naturally use the
metro to go there and back. Nevertheless, a signifi-
cant number of people will use their private cars for
this purpose, thus aggravating congestion. In Santia-

2 Foster and Beesley, 1963; Younes, 1995; Allport and Thom-
son, 1990; Bamford and Allport, 1990.

3See for example Allport and Thomson (1990) and Knight
(1980).
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g0, the concentration of journeys by vehicles other
than the metro is higher in the area of influence of
the metro than in the city as a whole, and of course it
is much higher than in areas where there is no metro
(table 1).

Thus, although this may not seem logical, the
metro would appear to give rise to an increase in the
number of car trips in its own area of influence. If the
metro had not been built, these trips would probably
have been made in other parts of the city. It is also
likely, however, that the density of commercial acti-
vities would have been less than in the area of the
metro, and these trips would therefore have caused
less congestion.

This indirect result of the metro —stimulation of
private car use in the areas it serves— could be made
a more expensive proposition for car users by impos-
ing strict controls on parking both on the street and
off it, even in new buildings, but little has been done
in Latin America in this respect. Very frequently, for
example, the authorities fix a minimum number of
parking spaces per square metre or per employee,
whereas what they ought to do is fix a maximum
number (see El Mercurio, 1996).

2. The latent demand for car trips

If someone has a car, he will most likely use it to
get from one place to another, even though this
option may 'not involve any saving of time or
money compared with public transport. This pref-
erence for the private car may be due to a variety
of reasons, such as freedom to choose the time of
the return journey, the possibility of carrying pack-
ages, protection from the weather, greater privacy,
or the possibility of listening to a preferred radio sta-
tion while driving.

Transport simulation models reflect this pref-
erence for car travel in different ways, for subjective
reasons. One option is to determine adjustment fac-
tors quantified through calibration of the modal parti-
tion module. To put this more simply, what is done is
to select essentially monetary values which, when
used to modify the costs of car travel, make it
possible to reproduce as accurately as possible the
modal partition actually observed: these factors
would represent the revealed preferences of travel-
lers. Another method, which has been used more fre-
quently in recent years, is to use surveys to determine

TABLE 1

Journeys by means other than the Metro
generated in the area of influence of the
Santiago Metro and in Greater

Santiago, 1991

(Number of journeys per km2 in
morning peak period)
Area of influence Greater
Means of transport of the Santiago
Santiago Metro® as a whole
Private car journeys 816 492
Bus journeys (in
car-equivalents) 206 122
Taxi journeys 21 12
Collective taxi journeys 33 14
Total 1076 640

Source: Estimates by the author, on the basis of data from Comi-
sién de Planificacién de Inversiones en Infraestructura de Trans-
porte (no date); Catholic University, Instituto de Economia (1993);
Empresa de Transporte de Pasajeros Metro S.A. (several years),
and telephone consultations with the latter company.

* The area of influence of the Metro is defined as a strip five
blocks wide (equivalent to 500 metres) along the Metro lines.

the declared preferences of travellers among the vari-
ous travel options, defined in terms of cost, time and
other features.

Very frequently, the demand for car travel in the
most highly commercial areas of cities exceeds the
available parking space; this factor is incorporated
into the models in different ways. If the opening of a
metro or some other improvement in the public trans-
port system initially resulted in a significant shift in
demand from private cars to the improved system,
this would free parking spaces. However, because of
the unsatisfied demand for car travel (due to the in-
sufficient parking space), the spaces thus freed would
not remain unused for long, because other persons,
who previously used public transport, would now use
their cars in order to take advantage of the new situ-
ation. Thus, the number of car trips would remain the
same, although the trips would probably now have
different starting points.

In other words, the opening of a metro along one
major thoroughfare of a city could lead to an increase
in car trips on other major streets. This result can be
simulated through a normal transport planning
model, but there are other comparable effects which
cannot be simulated through the vast majority of such

- models.
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3. Preferences in terms of time, and road space

Initially, the metro should lead to a reduction in con-
gestion on parallel streets, due both to a small reduc-
tion in car travel and a larger reduction in bus
journeys. However, this reduction could prove to be
transitory.

Many people -including the author- do not
travel at peak hours because of the delays and ten-
sions caused by the serious congestion usually pre-
vailing at such times. In principle, it would suit them
best to travel at these times, but in fact they travel a
little earlier or later in order to travel at times when
traffic is somewhat easier.

With the opening of a new metro or similar
system, however, traffic congestion around the
metro would go down, and this would encourage
persons who used to travel a little before or after
the peak periods to change to times when traffic is
heavier.

As a result, congestion at times of heavy traffic
would be almost as bad as before, while it would go
down more or less permanently in the periods imme-
diately before and after rush hours, thus making the
concentration of journey frequencies at given times
even more acute.

IV

4. Political expediency

It is worth adding at this point a few words on the
expediency of carrying out metro projects, as per-
ceived by local politicians, in order to help to under-
stand why new public transport systems are constructed
that do little or nothing to reduce congestion.

With very few exceptions, mayors, regional
authorities and other political figures who promote
the construction of metros thereby also improve their
own political prospects. Normally, the city where a
metro is built pays only a small part of the invest-
ment costs involved, but almost the whole of the
benefits generated by the metro are confined to that
metropolitan area (see Thomson, 1985). Obviously,
the citizens gain more than they lose and tend to feel
grateful to their political representatives who played
a part in the decision to build the metro. The losers
are the other inhabitants of the country, who have to
help to pay for the investment although they do not
receive even the slightest part of the benefits.

Consequently, local politicians naturally tend to
promote the construction of a metro in their cities,
justifying their position with arguments that seem
logical at first sight but do not stand up to more seri-
ous analysis.

Effects of the metro on congestion:

some specific cases

The following sections contain some important con-
clusions for our analysis, drawn from various studies
carried out in order to determine the effects of a
metro or other mass transport system on congestion.

Let us distinguish first of all between two types
of repercussions of metros on the volume of street
traffic: the direct impact, represented by the number
of travellers who change to the metro, and the indi-
rect impact, represented by changes in the behaviour
of travellers as a result of that direct impact, which
may have the effect of stimulating a change to private
car use. We make this distinction because normally
metro companies are well capable of estimating the
direct impacts, through user surveys, but they, or

other authorities, very rarely know much about the
indirect impacts.

1. Resuits of analyses by simulation models

The Transport and Road Research Laboratory in the
United Kingdom has used a simulation model to in-
vestigate the effects on the volume of private car
traffic caused by different levels of investment in
public rail transport. A model was prepared for a
medium-sized city, the construction of a metro or
light railway system in radial corridors was posited,
and an evaluation was also made of the impact of
changes in fares (see results in table 2).
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TABLE 2

Medium-sized cities: impact of construction of
metro lines or light railways on car traffic

Metro on three radial corridors

Metro on six radial corridors

Metro on six radial corridors, fares reduced by 50%
Metro on six radial corridors, fares increased by 50%

Percentage change in car/kilometres
compared with base situation

Peak period Off-peak period
-1.3 03
26 0.6
-30 -0.9
-22 -0.5

Source: The Chartered Institute of Transport, 1996, Annex B.

No information is available on the length or cost
of the metro and light railway systems modelled, but
it is fairly clear that very large investments in the
construction of such systems bring about only mini-
mal reductions in private car use. Even then, the small
changes calculated in such use could lead to overesti-
mation of the accompanying changes in congestion, be-
cause it is highly improbable that the model used (of
which we do not have any details) was capable of simu-
lating the redistribution of journeys in time at peak peri-
ods, or the redistribution between those periods and the
rest of the day, as a result of differential changes in
the amount of road space freed by the transfer of
some journeys to the metro or light railway system.

Other studies carried out in Great Britain give
rather similar results. The execution in London of an
extensive programme of construction of mainly
underground railways —including among others the
new railway along the East-West axis through the city
centre, extension of the Jubilee line of the Under-
ground, extension of the Docklands light railway, and
a tramway system in the suburb of Croydon— would
reduce the percentage of person/kilometres corre-
sponding to car travel from 52.4% to 47.6%, but only
if in addition the bus frequencies were increased by
20%, the traffic control system was further perfected,
and rigid control over car parking on the streets of
the capital was ensured.* Another study, also in Lon-
don, estimated that the application of a strategy of
improvements in bus and train frequencies, plus the
extension of the system of preferential treatment for
buses in traffic, would reduce the number of ve-
hicle/kilometres by 1% in the city centre and by 2%
in the rest of the city. If at the same time large sums
were invested in the rail system, the figures would
increase to 4% and 5%, respectively.

4 See The Chartered Institute of Transport, 1996, Annex B.

According to the report of The Chartered In-
stitute of Transport (1996, Annex B), all relevant
studies indicate that measures designed to improve
the competitiveness of public transport would prob-
ably only have minor effects on private car use. On
the other hand, however, the authors of that study
also consider that the models used may underesti-
mate the effect of improvements in public transport
on car traffic because they do not take due account of
qualitative rather than merely quantitative aspects
(Ibid., p. 49).

2. The Victoria Line of the London
Underground

The Victoria Line, which runs between the East-
Central suburbs of London and the central area and
was subsequently extended to the south, was planned
in the 1960s and opened at the end of that decade.
The cost-benefit analysis carried out to determine the
economic feasibility of this project was considered a
mode] of its kind at the time and is still mentioned as
a classic study (Foster and Beesley, 1963, pp. 46-78).
Among the stated objectives of the project was the
reduction of street congestion, and it was expected
that the possibility of faster travel by this means
would reduce the volume of cars on the streets and
make for more expeditious bus transport. According
to the analysis in question, 35% of the benefits of the
line would come from the reduction of that volume
by 8,000 one-way car trips per day.

In reality, however, only 5,500 users of the new
line were people who had changed over from private
car use, and 1,400 of them still kept on using their
cars to reach the subway. The researcher Bassem
Younes suggests that the space freed in the streets
immediately after the opening of the line may have
been cancelled out by the use of this space to satisfy
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the latent demand for car travel (Younes, 1995,
pp. 333-336), and he concludes that the impact of the
Victoria Line on car traffic was very marginal and the
streets continued to bear almost the same volume of
traffic as before.

3. West Berlin

Younes also analysed the extension of the metro of
what was then West Berlin to Spandau between
1980 and 1984; as in London, one of the objectives
of this project was to reduce traffic congestion on
the streets. He concluded that the case of Berlin
proved once again that improvements in public
transport did not automatically lead to a significant
and substantial reduction in motor vehicle use
(Younes, 1995, pp. 333-356).°

He arrived at this conclusion after studying the
resulis of a survey carried out by the Department of
Transport and Public Works of Berlin. In this particu-
lar case, however, the results may be interpreted dif-
ferently. In Spandau, between 1979 and 1985 the
proportion of journeys made by private car increased
only modestly, from 42.6% to 43.2%, while journeys
by public transport increased a little more, from
25.3% to 27.3%. In the comparable district of Lich-
trenade, where there were no changes in the metro
system, the proportion of journeys by car rose from
43.7% to 52.4%, while the share of public transport
went down from 31.8% to 24.6%. We thus sce that,
using the same basic figures as Younes, it is possible
to arrive at a different conclusion: that the extension
of the metro to Spandau did have a significant impact
on private car use and did help to reduce traffic con-
gestion.

4. Stuttgart

This other case studied by Younes concerns the ex-
tension of line 1 of the suburban railway system, be-
tween Schwabstrasse and Vaihingen/Boblingen. This
project was completed in September 1985. Here, too,
one of the aims of the project was to check the grow-
ing level of private car use. Younes’s task was easier

5 Younes uses the term “motor vehicle”, but it is clear that he is
referring specifically to automobiles rather than other types of
motor vehicles, which could in principle even include the mo-
torized cars of the metro.

because the metropolitan authorities had carried traf-
fic studies along the line of influence of the extension
both before and after its entry into service.

In spite of the extension of the line, traffic on the
city streets grew more within the area of influence of
the extension than in the rest of the city (table 3). The
growth was generally less in areas closer to the city
centre, because of the saturation of the streets and the
restrictions imposed by the shortage of parking places.

Younes concluded that the impact of the exten-
sion of the suburban railway was felt within the pub-
lic transport system, especially in the form of
transfers from the buses to the trains, while any road
capacity freed was quickly used up by the latent de-
mand.

It is also clear that the extension of the railway
made possible more journeys to the city centre and
implicitly helped to make the central area of the city
more viable, especially as an area of concentration of
jobs.

6. Cities in developing countries

A study carried out by the United Kingdom Trans-
port and Road Rescarch Laboratory states that little
evidence has been found of a relation between build-
ing a metro and reducing traffic volumes, and the
majority of users of rail transport systems in develo-
ping countrics come from other forms of public
transport.

Another British study which analysed the effect
of mass transport systems on congestion in develo-
ping countries (Allport and Thomson, 1990) con-
cludes in general that in almost all the transport
corridors there was congestion ranging from modet-
ate to severe before the construction of the metro,
and in the great majority of cases the improvement
seems to have been slight or non-existent, while in
many cases the congestion even got worse. In some
cases there was a clear improvement immediately
after the opening of the metro, but the benefit was
only fleeting. This is consistent with the thesis put
forward in this article.

Of the 12 cases shown in Box 1, only three
credit the metro or light railway with bringing about
a significant reduction in traffic congestion. Another
study concludes that in general the proportion of pri-
vate car occupants who would transfer to a metro
opened in the same corridor would be between 0%
and 4% (Bamford and Allport, 1990).
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TABLE 3

Changes in volumes of private car traffic, before and after extension of Line 1
of the Stuttgart suburban raliway

Increase in traffic between Increase in traffic between

Ring May 1984 and April 1986 October 1984 and
(%) October 1986 (%)
Within area of influence Inner 36
of the extension Outer 133 11.5
In the city as a whole Outer 63

Source: Younes, 1995, p. 350 (some minor errors in the original table have been corrected).

BOX 1

SELECTED CITIES IN DEVELOPING COUNTRIES: SUMMARY OF
IMPACT OF METROS ON TRAFFIC CONGESTION

Cairo: No discernible impact.

Calcutta: No impact.

Hong Kong: Car ownership went down around the time that the metro was opened, but the
reason was an increase in taxes, rather than the metro. Some 16% of bus passen-
gers transferred to the metro, but later bus traffic increased and congestion was
the same as before.

Manila: Some reduction in congestion was registered, probably due to the new light
railway system and an economic recession.

Mexico City: Congestion caused by private cars continued to be very severe, even though car
ownership went down as a result of an economic recession. Bus speeds are
relatively high, but presumably because of the establishment of exclusive bus
lanes rather than the impact of the metro.

Porto Alegre:  Congestion was not very severe cither before or after the construction of the
metro.

Pusan: The metro probably helped to relieve traffic congestion.

Rio de Janeiro:

2

Bus flows only went down a little, so there cannot have been much impact on
congestion.

Santiago: Congestion along the main East-West axis continued to be severe, and bus traffic
continues to be close to the maximum possible levels.

Sao Paulo: Bus flows went down by 500 per hour in each direction along each corridor; to
begin with there was less congestion, but this later became severe once more and
spread to many areas.

Seoul: Congestion was serious, generalized and rapidly growing. The mass transport

~system did not have any observable impact on traffic volume or bus flows.

Tunis: - No impact was expected on congestion, and this was confirmed by practical

experience.

Source: Allport and Thomson, 1990, table 8.1. The comment about exclusive bus lanes, in the case of Mexico City, is
‘the responsibility of the author of the present article.
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A form of public transport

capable of attracting motorists

1.  Motorists’ rejection of common-or-garden
buses

Experience all over the world indicates that improv-
ing the common-or-garden bus systems does not suc-
ceed in attracting private car drivers. Routine rail
systems (metros, tramways, €tc.) interest them a little
more, but not too much. Only varieties of public
transport which offer private car drivers a higher
level of comfort have managed to lure significant
numbers of motorists out of their private cars and
into the ranks of public transport users.

In wealthier countries, such higher-class public
transport services could run on rails. The Metros of
some United States cities such as San Francisco or
Washington, for example, offer quite agreeable
travelling conditions, and their suburban stations
have spacious parking lots, planned for bimodal jour-
neys combining private and collective transport. This
is an interesting option for private car users. How-
ever, there are no Latin American countries where it
would be socially or politically acceptable to finance
(necessarily with public funds) the construction of a
metro to satisfy the tastes of the elite.

2 Luxury buses

Another option is to authorize the operation of
higher-class bus services, which already exist in
cities such as Buenos Aires, Cérdoba, Guatemala
City, Rio de Janeiro, Sdo Paulo, Santafé de Bogot4,
etc. These buses usually have comfortable reclining
seats, air conditioning and background music, and
moreover they do not carry standing passengers. In
Buenos Aires and some Brazilian cities, their fares
are four or five times higher than on a regular bus,
but even so these higher-class services attract enough
users to make them a profitable proposition. It should
be noted, however, that the financial situation of their
operators is highly susceptible to changes in the
economic environment. Thus, the economic prob-
lems of Brazil in the 1980s seriously affected the

popularity of the frescées of Rio de Janeiro, and it is
quite likely that the stagnation of the Argentine econ-
omy in the mid-1990s is affecting the profits of the
firms operating “differential” services in Buenos
Aires.

The establishment and operation of higher-class
bus services usually costs the public sector little or
nothing, and they have shown themselves to be suc-
cessful in attracting private car users. In Buenos
Aires, for example, 14% of the users of “differential”
buses would otherwise have used their private cars
(Vicente and Brennan, 1989). In Bogoté, 48% of the
users of executive buses came from families owning
one or more cars, while 19% had cars for their own
personal use (Acevedo, 1989). In Amsterdam, 39%
of the users of a luxury express bus service chose it
instead of travelling by private car (OECD, 1994).

Higher-class buses are clearly capable of attract-
ing persons who would otherwise have travelled by
car. This would be their direct impact (see section
IV.1 of this article). No information is at hand about
their indirect impact, but it seems obvious that unless
measures are taken to control the problem, it is very
likely that the parking and road space freed through a
reduction in direct car use will be occupied by people
who changed in the opposite direction: ie., from
public to private transport. ¢

3. The Curitiba system

In Curitiba, Brazil, there is no higher-class collective
transport system, compared with the average quality
of such transport in that city, but in general terms the
collective transport system is of higher quality than
in almost any other Latin American city. In Curitiba,
the express buses run on a system of exclusive bus
lanes some 60 kilometres long. The various lines are
integrated with each other, and citizens of all social
classes have an excellent opinion of the system. In

S For fuller details on the influence of higher-class buses on
congestion, see Thomson (1996).
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spite of the existence of exclusive bus lanes, a jour-
ney by private car tends to take less time than the
same journey by public transport (see Buleze and
others, 1985, table 12), but even so a considerable
percentage of collective transport users leave their
cars at home and prefer to use the bus.

Some of these users assuredly choose the bus for
reasons of convenience, reliability or cost, while
others do so because they have nowhere to park, but

VI

it cannot be denied that the intrinsic qualities of an
integrated public transport system which has been
well planned for many years can make it attractive
enough to be preferred by people who would other-
wise have travelled by private car. What we do not
know is whether the direct reduction in congestion
that may have taken place will be maintained, or if
it will be offset by the indirect generation of other
private car journeys.

The importance of measures to

control private car use

1. Basic principles

If we look at the traffic situation in a corridor before
and after the construction of a metro, we see that the
direct impact of the latter is that it attracts a number
of journeys previously made by bus and a few jour-
neys previously made by private car, thus increasing
the road space available for other road users (figure 1).
The relation defining the supply of road space avail-
able to the latter is shown by curve Ac(0)before the
construction of the metro and Ac(l) after it enters
into operation. The relation governing the demand
for road space is shown by curve DD, whose form
reflects the elastic nature of such demand.

FIGURE 1

Theoretical representation of
road use by non-Metro-users

Cost per
car/kilometre b Ac(0)
Ac(l)
A

C(0) B

c = D
C(2) E

0 QO Q)

Number of car/kilometres

The case shown in the figure does not provide
for the application of a system of tolls whereby road
users would pay charges reflecting the difference be-
tween the mean cost and the marginal social cost of
their occupation of road space. Such tolls or charges
could generate economic and social benefits in the
situations both before and after the construction of
the metro, by reducing traffic volume and congestion.

In the first situation, the volume of traffic is
0Q(0), at a mean cost of 0C(0). After construction of
the metro, this volume rises significantly, to 0Q(1),
and the mean cost goes down by a relatively smaller
amount to 0C(1). The benefits received by users are
identified by the area C(0)-A-B-C(1).

If, however, it were possible in the second situ-
ation to keep the volume of traffic down to the pre-
metro level, the benefits obtained would increase to
the considerably larger amount of C(0)-A-E-C(2).
Consequently, if it were feasible to limit the increase
in road use, this would be clearly desirable in terms
of overall welfare.

2. Practical measures

The need to restrict the indirect impact is clear, but
the ways of doing so are not so obvious. The opti-
mum amount of restriction varies in each case, and
depends in principle not only on the number of jour-
neys transferred to the metro or the road space thus
freed, but also on other factors, such as the serious-
ness of congestion along the metro axis.
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In practical terms, however, it would be reason-
able to try to reduce parking space in the area of
influence of each metro station by the same amount
as the number of cars and drivers who travelled to
such areas each day but have now transferred to the
metro as a result of its direct impact. The correspond-
ing reductions could be quantified by analysing the
results of a transport simulation model, so as to be
able to reduce the parking space simultaneously with
the opening of the metro.

Another option would be to carry out a survey
among metro users, once it is in operation, to find out
how many passengers previously travelled by private
car. This method has the advantage of being more
precise, but it would be more complicated from the
political point of view because it would mean depriv-
ing motorists of parking spaces to which they were
already becoming accustomed.

There are not many practical measures that can
be taken to minimize the impact of changes in travel
times by drivers who reschedule their journeys by
changing from periods just before or after the rush

hour to the peak period itself, in order to take advant-
age of the road space newly freed by the direct im-
pact of the metro. One option could be to impose
controls on the time of entry into parking areas, but
this would be difficult to carty out in practice be-
cause, inter alia, the drivers who thus changed their
journey times would not be going to a single area but
to a considerable number of different areas, where
they would be competing for parking spaces with
other drivers who it was not intended to restrict.

In theory, the distribution of car journeys in time
could be controlled by a sophisticated version of a
road toll system which linked the amount of the toll
to the degree of congestion at each particular time of
day. Generally speaking, this arrangement would
make it possible to adapt traffic volumes to the avail-
able road capacity and demand characteristics at each
time, but options like this are very much in the fu-
ture, and could remain there for ever. In the mean-
time, the available range of practical measures is
much more limited.

(Original: Spanish)
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The fact that different studies seeking to measure poverty in a
given countty often give differing results, although they apparently
use the same method and the same data sources, has long given
rise to a feeling of confusion among both experts in the field and
the public in general. Such discrepancies (regarding the size of the
phenomenon and the characteristics of households considered to
be poor) reduce the credibility and technical reliability of these
measurements, shed doubts on estimates of the level and evolution
of poverty, and hinder international comparisons. This is why it is
important to foster greater consensus among researchers regarding
the criteria and procedures to be used, with a view to progressing
towards a common pattern which will make the measurements
more consistent and homogeneous and guarantee their effective
comparability. This article outlines some aspects of the “income
method” which affect the identification of poor households and the
calculation of the extent of poverty and hence —since they could
help to serve the above-mentioned purpose~ warrant special con-
sideration in future studies on this subject. These aspects are: dif-
ferences in the cost established for the basic food shopping basket;
the procedures used to calculate the value of non-food items; the
use of scales of equivalence for households of different sizes and
compositions; evaluation of the reliability of measurements of cur-
rent income; problems associated with expanding the coverage of
the concept of income; poverty measurements, and, lastly, the

sources of information normally used in studies of this type.
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Introduction

In Latin America, two methodologies are most fre-
quently used for measuring and describing poverty:
the “income method” or “poverty line method”, and
the direct method based on the consideration of so-
cial indicators, the most frequently-used version of
which in recent years has been the so-called “maps of
unsatisfied basic needs”.

These two methods, of course, are based on
quite different conceptual approaches, so that “in re-
ality, they are not alternative ways of measuring the
same thing, but represent two quite different concepts
of poverty” (Sen, 1981). These concepts are based, in
one case, on the notion of the capacity to satisfy es-
sential needs, and in the other —the direct method- on
the observation of the real consumption of persons,
matched against given conventions regarding mini-
mum needs. However, both methods are of great in-
terest and aid significantly in the task of diagnosing
poverty.

The main sources of information for maps of unmet
basic needs are population and housing censuses,
while estimates using the poverty line method are
prepared on the basis of household surveys. Both these
systems have their corresponding methodologies and
operational frameworks, of course, but in their practical
application they often display variations from these
norms which cannot always be explained entirely by
the well-known limitations in terms of available infor-
mation. Consequently, the results of different studies
which apparently use the same methodologies and
the same data sources (especially in the case of the
poverty line method) quite often display differences
(sometimes considerable) in the estimated magnitude
of poverty and the characteristics of the households
classified as poor. This is obviously disconcerting
both for experts in the ficld and for the public at
large, and these discrepancies affect the credibility
and technical reliability of the measurements made,
shed doubt on evaluations of the level and evolution
of poverty, and hinder international comparisons.

Efforts to tackle this problem should obviously
include the exercise, in each study, of the greatest
care and strictness with regard to the concepts, crite-
ria and assumptions used and the information sources

and data processing procedures employed, so as to
enable the rigorous analysis and interpretation of the
results obtained.

This is not enough, however. It is also necessary
that there should be greater consensus among re-
searchers regarding the procedures to be applied at
the different stages in the estimation process, so as to
advance towards a common pattern capable of im-
proving the consistency and homogeneity of the
measurements and ensuring their effective compara-
bility. This should be complemented, of course, by
even closer scrutiny of the information obtained with
these methods with respect to its real usefulness,
scope and limitations for the purpose of analysis and
decision-making in the social field (diagnosis and de-
finition of target groups and design, follow-up and
evaluation of the impact of policies and programmes
aimed at overcoming poverty).

Although this forms part of a debate which has
already become quite traditional in Latin America,
and although a good deal of progress has been made
in this respect, we believe that there is room for a
further widening of the idea of the common applica-
tion of concepts and methods, even though the nature
and complexity of the matters dealt with means that
some degree of diversity will always be permissible
and even sometimes advisable.

This article briefly outlines some essentially
methodological aspects of the income method which
affect the identification of poor households and the
calculation of the extent of poverty and may hence be
useful in this respect. The importance of these as-
pects has already been highlighted by the extensive
literature generated on this matter in the region in
recent years, so that they warrant special consider-
ation in future research on this subject.

We shall centre our comments on seven items:
differences in the cost established for the basic food
shopping basket; the procedure for calculating the
value of non-food items; the use of scales of equi-
valence for households of different sizes and compo-
sitions; evaluation of the reliability of measurements
of current income; problems associated with expan-
ding the coverage of the concept of income; poverty
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measurements, and, lastly, the sources of information
used in studies of this type.

Consequently, we will not deal here with aspects
relating to the conceptual dimension of the income

II

method, although it is acknowledged that this dimen-
sion is extremely important and in some cases may
strongly condition the options available at the metho-
dological level.

The basic food shopping basket

Determining the value of the basic food shopping
basket, which represents the cost of satisfying basic
food needs at a given time and place, is a process
involving several stages, which require a great deal
of information. In Latin America, this task has been
carried out mainly on the basis of what might be
called the “ECLAC lines”: the definition of baskets
whose size and composition are such as to satisfy the
nutritional needs and reflect the consumption habits
prevailing in a society (adaptation to consumer pref-
erences), in accordance with the domestic supply and
relative prices of foodstuffs. In determining the value
of the basket, the prices used for each article are
those collected for the calculation of the consumer
price index (ECLAC, 1991).

Although this methodology is applied in the re-
gion on a relatively generalized scale and it lays
down in detail the procedures governing the different
phases of the estimation process, each specific case
where it is used comes up against special situations
(due to lack of information or other reasons) which
ultimately affect the cost of the basic food shopping
basket. It is thus almost inevitable that different
values will be arrived at, not only by different re-
searchers but even within the context of one and the
same study, depending on the options sclected as re-
gards criteria, assumptions and treatment of the basic
data. In turn, the different values arrived at for the
basic shopping basket, also known as indigence lines
or extreme poverty lines, will be directly reflected in
differences in the estimated dimension of poverty.

The problem is even more serious when the
available information is clearly weak or incomplete,
as often happens in the case of some urban areas of
countries .of the region or rural areas in general
When this happens, the analysis has to be based on
mere hypotheses or guesses.

Although rescarchers are well aware of this,
however, they generally tend to work on the implicit

or explicit assumption that the cost of the basic food
shopping basket is a specific and highly accurate
value, and later on the same is true of the value of the
poverty index.

In view of this variability,! it would seem more
reasonable to establish this cost in terms of a range of
values rather than a specific figure. Obviously, this
would make it a little harder to analyse changes (es-
pecially small changes) in the level of poverty over
time, but it would have the advantage of giving
greater consistency with the degree of precision
usually attained in these estimates. If this view is
accepted, then the problem would be how to deter-
mine the size of the range of values in question.

This is undoubtedly an eminently empirical task.
Leaving aside essentially statistical aspects, the mini-
mum and maximum of the range should depend on
the sensitivity of the cost of the basic food shopping
basket to the assumption of alternative values (within
reasonable limits) for certain relevant parameters
which enter into its estimation. Among the most im-
portant factors in this respect are those connected
with: i) the nutritional requirements of the different
groups (by sex, age and activity), since the basket
should be in keeping with the average needs of the
population; ii) the consumption structure implicit in
the basic food shopping basket and the physical
quantity of each of its components, and iii) the prices
on the basis of which the basket is valued.

The first of these factors includes the height and
hence the weight of adults, which it is necessary to
know in order to calculate the basal metabolism rate
(energy) or protein requirements; the distribution

! In addition to this variability, there is also the statistical vari-
ability inherent in the sample-based nature of some of the data
used to construct the basic food shopping basket, due to such
factors as socio-demographic distribution or consumption struc-
tures.
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over the day of the different predominant activities
(light, moderate and heavy), especially in the case of
the adult population, and the gross energy expendi-
ture corresponding to each activity. The second set of
factors comprises aspects relating to the selection of
the reference group for evaluating the habits of the
population; the treatment to be given to consumption
“away from home” (form of acquisition of food-
stuffs), and assumptions regarding the evolution of
consumption patterns, when no recent survey results
are available in this respect. Finally, the third set of
factors includes the selection of the prices considered
to be appropriate for valuing the basic food shopping
basket (average prices, minimum prices, prices pre-
vailing in the poor sectors, etc.); the differences to be
assumed between regions or areas in the absence of
detailed information, and the index to be used for
updating the value of the basket (consumer price
index for foodstuffs, consumer price index for the
poor, or product prices).

Various studies (ECLAC, 1991; Gerstenfeld,
1993) have simulated the effect of some of these fac-
tors. For example, analyses have been made of the
sensitivity of the average energy needs of the whole

11

population to variations in their determinants. Thus,
increases or decreases of 2 cm in the height of the
adult population lead to positive or negative vari-
ations of no more than 22 Kcal per person per day in
calorie requirements (i.c., less than 1% of total ca-
lorie requirements). The different hypotheses on the
time distribution of the various predominant acti-
vities, for their part, involve variations of no more
than 26 Kcal per person per day, while the impact of
the different values of gross energy expenditure for
each activity ranges from -1.2% to +0.7%.2 Likewise,
in certain countries and for certain periods the dif-
ferences in the cost of the basic food shopping basket
resulting from the use of one particular price index
rather than another for updating purposes have
proved to be minimal or insignificant.

However, the available information is still very
insufficient and does not always provide conclusive
results. More needs to be done to achieve a level of
formalization which will permit the determination of
something like the net effect of the whole set of fac-
tors influencing changes in cost of the basket. This is
therefore one of the items on which it is necessary to
keep working.

Non-food expenditure

Under the poverty line method, the cost of satisfying
non-food needs is usually determined on a normative
basis, in the light of the observed relation between
food expenditure and total consumption expenditure
(Engel’s coefficient) in the various household strata,
especially those belonging to the reference group
(households whose food expenditure is slightly above
the basic level assumed).

At least two conceptual connotations have been
noted in this respect. The first one is that the fore-

2 1t should be borne in mind, however, that if the variations were
expressed in terms of adult requirements rather than the average
for the whole population, these percentages would be rather
higher.

3 Perhaps the only exception to this procedure is that of the
study “Macrozconomia de las necesidades esenciales en México”
(COPLAMAR, 1983), in which an attempt was made to identify
specific indicators for the satisfaction of each type of non-food
need. See also Boltvinik, 1990.

going assumes that households that can satisfactorily
meet their food needs also satisfy the minimum le-
vels of all their other basic needs.* The second is that
the fact that the data registered in the surveys corre-
spond entirely to private consumption expenditure
means that part of the satisfaction of basic needs is
not reflected in that consumption pattern, in so far as
households have access to goods and services wholly
or partly subsidized by the State (ECLAC, 1990).
What we wish to highlight here, however, is an-
other matter. If we accept Engel’s coefficient as the
rule for establishing the cost of satisfying non-food

* This is not necessarily so. See, in this respect, an interesting
analysis of the question of housing, in connection with the treat-
ment of imputed income corresponding to the use of one’s own
dwelling, in Beccaria and Minujin, 1993.

5 We shall return to this point in section VI below.
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needs, we run up against the problem of the differen-
ces in the value of this coefficient for the different
types of households in a reference stratum.® Such
differences are mainly connected with the size and
composition of the household and the stage in the
life-cycle through which it is passing.

An example of this may be found in the results
of the analysis made by Feres and Le6n (1988) on the
basis of data from the 1984-1985 survey on income
and expenditure in Colombia, which clearly illustrate
the differences that exist, in terms of the main items
in the structure of non-food expenditure, between
households of similar income levels but different
composition. Thus, in the set of households in Bogo-
ta, Cali and Medellin which made up the second
quartile in terms of per capita expenditure, differen-
ces were observed in the proportion of expenditure
devoted to transport, education, health and housing.
In the case of the latter item, households made up of
young couples without children spent an average of
nearly 20% of their total expenditure on housing,
whereas for older couples with two children the fig-
ure was 15%. The differences observed in the propor-
tion of expenditure devoted to food were even greater.

Thus, as the cost of covering non-food needs
varies in the course of the different stages in the fam-
ily life-cycle in accordance with the size and compo-
sition of the household, as well as in line with such
factors as the amount of wealth accumulated and the
degree of access to public services, there is ample

IV

justification for a detailed analysis of these items of
expenditure, which could possibly result —as in the
case of food- in the establishment of specific coeffi-
cients for different types of households.

However, this is an aspect which also enters into
the “scales of equivalence” analysed in section IV: it
is perhaps these scales that should serve to reflect in
full the effects of the differences of composition and
economies of scale of households which are implicit
in their consumption expenditure profiles.

At the same time, because of the infrequency
with which family budget surveys are carried out, it
is necessary to have some criterion for updating the
structure of household expenditure. In the absence of
other information, and without resorting to sophisti-
cated elasticity calculations, one readily available
way could be to look at the evolution of the various
expenditure items and, at each particular time, weight
the original coefficient by the differences in the
changes in relative prices. The experience of most
countries of the region in recent years with regard,
for example, to the disparity between changes in the
prices of tradeable goods and changes in non-tra-
deables, or between public service charges and food
prices, amply justifies such a procedure.

A different matter (which we will not discuss
here) is the determination of coefficients of expendi-
ture on food in areas for which no information is
available, such as a large part of the rural areas of
Latin America.

Scales of equivalence

Poverty studies usually use per capita units to express
both the values of poverty lines and the resources
available to housecholds for satisfying their basic
needs, thereby acknowledging that the level of well-
being is closely linked with the number of persons in
the family. As already noted, however, in reality pov-

$ ECLAC studies have routinely adopted, for all countries, coeffi-
cients of 0.5 for urban areas and close to 0.57 for rural aseas,
which are equivalent to inverse values (Orshansky’s ratio) of 2.0
and 1.75 respectively (Altimir, 1979). These values have been
retained even in some countries where the average coefficient
observed in the reference group diverges from them, mainly with
the objective of not affecting comparability with previous esti-
mates (ECLAC, 1991).

erty lines, or income, should also recognize the econ-
omies of scale associated with different sizes of
households, the effects of the particular makeup of
their members (by sex, age or other relevant feature),
and the structure of consumption corresponding to
the various phases or stages in the family life-cycle.
All these eclements should be summed up in the
“scales of equivalence” among households.”

7 Another factor, whose empirical analysis is even more com-
plex, may be added to this list: the intra-household structure of
consumption.
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Using —or failing to use— these scales in the vari-
ous studies gives rise to results which differ from
each other not only in terms of the extent of poverty
but also, and especially, in the identification of poor
households. For example, many families which have
middle-level incomes but are of large size (and there-
fore have a high proportion of children) could have
their classification changed from “poor” to “non-poor”
if the applicable equivalences were taken into account.

It must be acknowledged, however, that these
scales are hard to establish, and although there are
some concrete proposals for improving them, they
have so far been considered very partial and imper-
fect. The three main methods used for preparing
these scales are: i) surveys to weigh individual needs
(this method introduces subjective elements); ii) em-
pirical research on the behaviour of household ex-
penditure (using some indicator of well-being, such
as Engel’s coefficient, for households of different
sizes and compositions; and iii) studies based on nu-
tritional (and psychological) information.

Naturally these different methods also give dif-
ferent results.

In order to illustrate the great disparities that
may occur in this respect, table 1 presents five scales
currently used in different countries. As may be seen
from the table, they may display such large differen-
ces as to significantly affect the results obtained in
a poverty study. Consequently, before deciding
whether or not to apply scales it is very important to
get to know them in detail and evaluate their back-
ground and rationale.

One criterion used in Latin America to prepare
scales of equivalence (valid only for food consump-
tion) is that based on the energy needs of each indi-
vidual (ECLAC, 1991). Although it makes it possible
to take into account the differing food needs of the
different members of a household, it does not expli-
citly incorporate the possible economies of scale in
food consumption, and this criterion cannot therefore
be considered sufficient for extrapolating consump-
tion expendifure as a whole, although its usefulness
in the area of food is undeniable. Table 2 presents an
example of this type of scale, based on the energy
requirements of an adult male between 31 and 60
years of age with moderate activity.

Thus, while acknowledging the pressing need to
incorporate scales of equivalence in the methodology
of poverty studies, there is not much yet that can be
reliably proposed in this respect. This is therefore
another item that should be placed on the methodo-
logy research agenda of the countries of the region.

TABLE 1
Scales of equivalence among househoids

Men Women
A. Amsterdam scale’
18 years or more 1.00 0.90
14 - 17 years 0.98 0.90
Under 14 0.52 0.52
B. OECD scale (Organization
for Economic Cooperation and
Development)
First adult 1.0
Additional person of 14 or older 0.7
Additional person under 14 0.5
C. Modified OECD scale®
First adult 1.0
Additional person of 14 or older 0.5
Additional person under 14 03
D. Subjective scale
First adult 1.000
Second person 0.232
Third person 0.159
Fourth person 0.126
Fifth person 0.105
Sixth person 0.091
E. LIS scale’
Head of household 1.0
Adults and children 05

? Used in consumption expenditure studies in the United Kingdom.
b Arbitrary, but more realistic than the per capita scale.

¢ Compromise between the OECD scale and the subjective scale.
ILIs: Luxembourg Income Study.

TABLE2

Peru: Scale of equivaience among
households, based on energy needs

Socio-demographic

categories Men Women
Under 1 year of age 0.274 0.253
1 - 3 years 0.502 0.469
4 - 6 years 0.651 0.587
7 -9 years 0.748 0.660
10 - 13 years 0.825 0.728
14 - 17 years 0.990 0.774
18 - 30 years

Activity <= light 0.883 0.701

Activity <= moderate 0.994 0.722

Activity <= heavy 1.143 0.761
31 - 60 years

Activity <= light 0.888 0.725

Activity <= moderate 1.000 0.747

Activity <= heavy 1.150 0.787
Over 60

Activity <= light 0.729 0.659

Activity <= moderate 0.821 0.679

Activity <= heavy 0.944 0.715

Source: ECLLAC, 1991, Annex 2.
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Reliability of income measurements

Among the many aspects investigated by houschold
surveys, one which gives rise to most controversy
regarding the quality of its results is the measurement
of the various income flows received by persons and
families. It is known that these measurements are
skewed, traditionally in the direction of under-esti-
mation, but there is no consensus about the magni-
tude of these skews and the way to determine this
(Feres, 1988). In poverty studies, which represent a
normative cross-section of income distribution, these
skews must be evaluated and corrected. Otherwise,
they will automatically be reflected in the estimated
dimension of poverty.

Although in almost all countries the surveys
often used for this purpose form part of a regular,
ongoing programme, with highly standardized con-
tents and processes, there is not enough evidence to
confirm the theory that these skews remain relatively
stable in the successive survey rounds.® On the con-
trary, in many cases the information which it has
been possible to assemble tends to contradict —often
very markedly- the idea of the possible “freezing” of
such skews. There is therefore no alternative but to
evaluate the reliability of the income measurements
in each individual survey and try to correct the de-
grees of under-estimation thus revealed.

The skews may be of different types. Some are
connected with the sample-based nature of the survey
(inadequacy or poor quality of the sample frame,
problems of coverage, rejections, statistical vari-
ability, etc.), while others are due rather to contingen-
cies or errors foreign to the sampling procedure
(Altimir, 1975). It is assumed that the first-named
skews will be taken care of within the context of each
survey and are generally evaluated by the responsible
authorities. The latter type of skews, however, are
above all errors of response, which are usually harder
to detect, are not always entirely the fault of the in-

8 If this stability did exist, it would not solve the problem of the
accuracy of the estimates, but it would largely solve the problem
of their comparability, and this would have a positive impact on
income distribution studies.

terviewee, are difficult to correct and usually repre-
sent a major proportion of the total error of estima-
tion.

For our purposes, we are particularly interested
in the problems of failure to respond, of incomplete
coverage of the concept of income being surveyed,
and of under-declaration.

Failure to answer certain questions on income
may reach significant levels in surveys, to such a
point as to distort the results and artificially inflate
the indexes of poverty (and especially of indigence).’
When this happens, it is necessary to make the corre-
sponding imputations in line with the characteristics
of each recipient who did not answer. This is perfect-
ly possible in most cases, and the survey itself pro-
vides information for this purpose, using the income
declared by persons and households with similar
characteristics.!®

An alternative criterion is obviously simply to
exclude from the survey, for all purposes connected
with income variables, all those who do not report
their income. If this is accompanied by the rclevant
adjustments in the sample (replacements or changes
in the factors of expansion) there will be no problem,
but if not the representativeness of the survey will be
affected or it will be necessary to assume that the
persons excluded from the sample have the same dis-
tribution and characteristics as those remaining in it.
Such an assumption would require at least the confir-
mation of field research in this respect, which has
generally not been carried out in Latin America.

% An extreme example of this is provided by the Permanent
Household Survey (EPH) in Argentina. In the October 1990 sur-
vey of the Federal Capital and Greater Buenos Aires, 23.2% of
employed persons did not report their labour income, and in 1992
the figure was 17.8%.

10 Generally speaking, this is not very difficult in the case of
income from employment, pensions and imputed rents (which
represent some 9% of total income), but it is naturally more
difficult in the case of other types of income, where it is very
hard to detect possible omissions. There are well-proven com-
puter programmes for making these imputations (see Feres,
1996).
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The income concept studied in surveys can be
supplemented by imputation in order to make it com-
patible with total current household income. This
case is different from the previous one, however.
Here, it is necessary not only to identify the probable
recipients of each class of income which has not been
studied but also to generate an estimate of the total or
average amount of this income, on the basis of data
from a source exogenous to the survey, which, as we
shall see below, consists of the national accounts. It is
also necessary to possess some criteria for distribut-
ing this income among recipients. What happens in
practice is that the survey itself sometimes provides
information which permits the identification of these
recipients and the distribution of the income among
them, but in other cases it is only possible to make a
rough allocation on the basis of guesswork. Even in
this case, however, it is preferable to make the cor-
rections and thus minimize the risk of over-estimat-
ing poverty indexes.

In order to analyse the reliability of income data
and evaluate possible skews due to under-declaration,
it is also necessary to have a quantitative reference
pattern, independent of the survey itself, to provide
estimates of the different types of income received
and to serve as a basis for comparison. This role is
usually assigned to the national accounts.

So far, most of the Latin American countries do
not regularly prepare the household income and ex-
penditure account of the system of national accounts,
or else they do not do so with the necessary level of
disaggregation. Moreovert, criticisms of the accuracy
and reliability of the national accounts themselves
are very frequent, and could shed doubt on the advi-
sability of using them to evaluate surveys. However,
there is no denying that the national accounts are the
only system of statistics that permits the detailed
evaluation and reconciliation of data from multiple
sources, within a coherent and systematically applic-
able conceptual framework.

The most important thing, therefore, would be to
seek ways of gradually increasing the availability,
quality, level of disaggregation and conceptual preci-
sion of the household account, rather than merely
casting aspersions on its validity. This has been the
line taken, for example, by ECLAC in its efforts to
encourage countries to take on this task: the Com-
mission has collaborated in the development of meth-
odologies and even provided its own estimates.

The next step is to define the criteria and proce-
dures for adjusting the income data obtained in
surveys.!! If we assume that the degree of under-esti-
mation of each type of income is determined by its
difference from the total amount of such income reg-
istered in the national accounts, the first task to be
carried out is the standardization of concepts between
the two sources. For this purpose, we need to con-
sider several concepts as detailed below.

1. Remuneration of employees

According to the instructions, surveys generally in-
vestigate income from labour, and especially the re-
muneration of employees, in liquid terms (ie., the
amount that the worker effectively receives after the
corresponding legal deductions). In the household ac-
count, however, remunerations are given in gross
terms, so that in order to achieve equivalence of con-
cepts with the survey data it is necessary to deduct
from them the social security contributions (in order
to obtain the net remunerations) and direct taxcs.

This is possible by using the information on the
value of social security contributions. Contributions
to the traditional (pay-as-you-go) system are included
among household expenditure, while contributions to
individual capitalization systems (if these exist) must
be specially estimated as memorandum items in the
accounts.!2

2. Operating surplus

Income in respect of ownership of dwellings (effec-
tive or imputed rent) must be deducted from the
operating surplus, and such income must also be
given separate treatment as regards its comparison
with the survey.

Thus, the net operating surplus (after deduction
of the “ownership of dwellings” item and direct
taxes) is assimilated to the concept of the primary
income of own-account workers, which is what the
surveys seek to measure.

! For a detailed description of the criteria used by ECLAC in its
studies on the extent of poverty, see ECLAC, 1991, chapter II

12 In section 5 below, some comments are made on conceptual
and practical difficulties connected with the accounting treat-
ment to be given to transactions under the new pension schemes.
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3. Direct taxes

The net remuneration of employees registered in the
houschold account must also be reduced by the
amount of direct taxes paid, in order to make the
income consistent with the concept of effective re-
muneration that the surveys are supposed to record.
The same must be done with respect to profits, since
the accounting concept also includes such taxes.

For this purpose, the direct taxes paid by house-
holds and registered in the account must be broken
down in order to associate them (in their entirety)
with each of these two sources of income. To this
end, it is necessary to systematize the information
available at each time on the different types of taxes
in order to estimate the amount paid in respect of
wages and salaries and deduce, from the difference,
the amount corresponding to profits.

4. Imputed and effective rents

Each of the years for which the household account is
estimated must include a set of memorandum items.
These should cover imputed rents for the use of a
dwelling owned or provided, and that part of the
operating surplus of the “ownership of dwellings”
sector that corresponds to imputed rents.

These data will not only give the value of im-
puted rents but will also make it possible to calculate
the amount of effective rents and make the necessary
adjustments in the operating surplus to ensure that it
can be compared consistently with the concept of the
profits of own-account workers recorded in the sur-
veys.

a) Imputed rents

As may be gathered from the foregoing, the
memorandum items must include both the gross pro-
duct of the imputed rents and its corresponding added
value (operating surplus). The difference between the
two represents the production costs, which in this
case are connected basically with repair costs,
property taxes, fixed capital consumption and main-
tenance charges.!®

13 The values estimated for some countries reveal that these
costs can amount to a very substantial proportion of the total. In
Chile, for example, they amount to 46% of the value of imputed
rents (a percentage determined in the input-product matrix).

Although in terms of household income the com-
parison should strictly speaking be with the imputed
rents obtained from the survey at the added value
level, it is reasonable to assume that in practice the
households interviewed reply on the basis of what
they consider the rent of their dwelling would be if
they had to seek accommodation on the market.
Thus, the value declared is closer to the concept of
the value of production than to the added value, be-
cause it may be assumed that households do not de-
duct any of the cost items referred to earlier. In any
case, it would be impossible to calculate these costs
from any of the other information registered in the
survey.

Consequently, for this non-monetary income
flow the comparison between the values of the refer-
ence framework and the survey itself is usually at the
level of the total value of the imputed rents, without
prejudice to the fact that other problems may also
arise in the course of the comparison, as we shall see
later.

b) Effective rents

According to the information available in the
memorandum items, this income flow is calculated as
the difference between the operating surplus of the
“ownership of dwellings” sector and the amount
corresponding to imputed rents. When it is investi-
gated separately in surveys, this provides the possi-
bility of directly contrasting the measurements made
of it by the two information sources.

5. Benefits received under the new social
security systems

The value of the benefits received by households
under the new social security systems (based on indi-
vidual capitalization) in countries where these have
been applied, which is included among the memoran-
dum items, is considered together with the value of
the benefits received under the old social security
system, which is registered in the household account.
This is because it is necessary to make the concept of
the reference framework match that effectively de-
clared in the surveys.

It should be noted that the benefits under the
new system do not figure among the income in this
account because, from the accounting standpoint, the
contributions to the new system are considered as a
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financial transaction (saving), and the benefits ob-
tained from them are assimilated with the withdrawal
of one’s own funds (dissaving). However, when
evaluating the available resources of the household,
and in view of the form that these withdrawals nor-
mally assume, it would seem more logical to con-
sider them as current income.

At all events, it is worth recalling that this is one
of the types of income which, for purposes of adjust-
ment, is entered in net terms, since the contributions
are simultaneously deducted from employees’ wages.

Somewhat different treatment is given to trans-
actions with private health insurance companies,
since when such companies exist they are assimilated
to insurance companies. From the accounting stand-
point, the benefits received from them are registered
in household income as indemnities received from
risk insurance, while employees’ contributions are
registered mainly as net insurance premiums, with a
small part being classed as final consumption expen-
diture, because it is considered as payment for ser-
vices (administrative costs and profits of the
institutions). Consequently, as a function of the ad-
justment of income declared in the survey, the value
of this type of benefits is calculated, also in net
terms, within the set of items making up current
transfers.

6. Adjustment of the concept of disposable
income

A point which can give rise to some controversy is
the following: should the household income
measured in the survey be reconciled at the global
level with the concept of disposable income as
presented in the national accounts, or should certain
items be considered strictly in terms of gross in-
come? In other words, should some income flows
registered in the household account be reduced by the
amount of the expenses incurred by households
under the same headings?

Specifically, this would affect such items as cash
capital inflows (property rents received, less interest
and other rents paid), risk insurance (indemnities re-
ceived, less net premiums paid) and current transfers
(inward transfers received, less outward transfers
made).

In the ECLAC studies, it was decided to use these
variables without deducting the respective outlays,
since the surveys are designed to register the corre-
sponding gross income, and it cannot be assumed
that the persons interviewed are declaring their in-
come in net terms.

Moreover, three other circumstances should be
borne in mind. The first, which is of a strictly practi-
cal nature, is that this set of income flows represents
a very small proportion of total household income, so
that whatever the criterion adopted its incidence on
the final result will be very slight. The second, which
is of a more conceptual nature, is that in poverty
studies what it is desired to evaluate is the magnitude
of the resources available to the household, rather
than the use made of those resources, which, from a
normative point of view (and especially in the case of
poor households), belongs rather to the sphere of the
considerations taken into account when setting the
value of the poverty line (that is to say, the expendi-
ture needed to cover basic needs). The third cir-
cumstance is that, in line with the technique used to
correct under-declaration of capital income in the
surveys, which imputes such income only to the
highest-income quintile, adopting the alternative
criterion would at most be reflected in a slight drop
in income concentration, but it would hardly affect
the measurement of poverty at all.

The foregoing illustrates the methodological ad-
vances made as regards the evaluation and correction
of the skews affecting income measurement in house-
hold surveys. At the same time, however, it points to
the need to continue improving the quality of such
adjustments,'* as well as increasing the reliability of
the information from both surveys and national ac-
counts (Altimir, 1987).

14 A measure which could help in this direction, for example,
would be to make wider use —in the first stages of adjustment of
multi-purpose surveys— of the information provided by studies
on family budgets. It would be particularly important to go be-
yond the mere comparison by source of income and break down
the adjustment into branches of economic activity or occupa-
tional groups.
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VI

Broadening the coverage of

the concept of income

As already noted, the fact that the consumption
expenditure registered in household surveys corre-
sponds exclusively to private consumption expendi-
ture means that, when houscholds have access to
some transfers of goods and services wholly or partly
subsidized by the State, part of the process of satis-
faction of their basic needs is not reflected in the
survey data.

In principle, the poverty line method does not
present any great conceptual difficulties for expan-
ding the concept of total current household income to
include effective access to these free or subsidized
public services, because incorporating them explicit-
ly would probably reduce Engel’s coefficient (thus
raising the poverty line), while increasing household
income proportionately.

Let us look at a simple example of a household
whose income is below the poverty line. Let us as-
sume that its expenditure ratio is:

Expenditure on food

=100/200 = 0.5 (2.0)
Expenditure on food + Other private
expenditure

An increase of 50 in their total expenditure, as a
result of including their consumption of non-food
public goods and services, would give the following:

Expenditure on food

=100/250 = 0.4 (2.5)
Total private expenditure + public goods

Although it is quite true that this increases the
total expenditure of the household, and their food
expenditure ratio goes down to 0.4, placing the pov-

erty line at 250, the value of the consumption of pub-
lic goods and services should also be computed as
part of the household’s income, so that the consump-
tion capacity of that household in relation to the pov-
erty line remains unchanged.

It may be deduced from this example that the
problem lies rather in the different access of different
households to public goods and services at a given
moment and over the course of time. Alternatively,
the problem lies in the validity of the assumption that
the amount and distribution of public goods is rela-
tively stable, which implies that households take their
expenditure decisions in the light of the prevailing
institutional system and that Engel’s coefficient is
therefore suitable for estimating the global cost of
their needs as a whole.

On the empirical level, however, the situation is
different. The surveys do not provide sufficient infor-
mation on this ittm. Only very few surveys —such as
the National Economic and Social Characterization
Survey (CASEN) in Chile, for example— identify the
households and persons receiving public monetary
transfers and ask them about the amount of such
benefits, or record enough information to make the
necessary imputation (on the basis of cost data exter-
nal to the survey).

Naturally, the problem is even greater in the case
of non-monetary transfers. The challenge here is to
design and implement the necessary instruments for
obtaining the information at the level of each house-
hold and ensuring its regular updating. This would
give the additional benefit of providing the necessary
background information for broadening the analysis
of living conditions and permitting the follow-up and
appraisal of particular social programmes.
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VII

Poverty measurements

Most of the poverty studies carried out in Latin
America normally provide results on the identifica-
tion and quantification of poor households. In
other words, they provide information on the in-
cidence of poverty, broken down by geographic
units or economic and social groups. There are not
so many studies, however, which cover other
dimensions of the problem, such as poverty gaps
(the distance between the income of the poor and
the poverty line) and the severity of poverty (how
poor the poor really are). Moreover, it is by no
means usual for them to provide information on the
profiles or characteristics of poor households,
which are particularly useful for diagnosis and
policy design.

Among the many poverty measurements pro-
posed which could enhance the analytical possi-
bilities of these studies are those that bring out the
insufficiency of the income of the poor, the magni-
tude of the social effort needed to overcome pov-
erty, or (through statistical breakdowns of the
indexes) the part played by different factors in the
evolution of the overall incidence of poverty
(Ravallion, 1992). From a formal point of view,
each of these measurements has its advantages and
limitations.

Sen (1976) noted two main axioms that poverty
indexes must fulfill: i) the axiom of uniformity,
whereby a reduction in the income of a poor house-
hold (other conditions being equal) must raise the
poverty index, and ii) the axiom of transference,
whereby a transfer of income from a poor household
to a richer one (other conditions being equal) must
likewise increase the poverty index.

Not all the known indexes satisfy these condi-
tions. Clearly, for example, the measure of the in-
cidence of poverty (H) does not have either of these
properties, while imlexes of poverty gaps satisfy the
axiom of uniformity but not that of transference. In
this respect, Sen himself proposed an index which
overcomes these limitations:

P(s)=H[I + (1) G]

where: H = incidence of poverty
I'= percentage distance of average
income of the poor from the poverty
line
G = Gini coefficient of the income
distribution of the poor.

As we can see, in this index the incorporation of
the Gini coefficient solves the problem that the
measures H and ] remained unchanged when there
were transfers of income among poor people. In turn,
0 £ P(s) £ 1. It may be deduced from this that:

P(s) = H *I if all poor people have the same

income
P(s)=0 if all persons have an income
higher than the poverty line, and
P(s)=1 if all persons have an income equal

to zero.

Foster, Greer and Thorbecke (1984), for their
part, also formulated a poverty index, incorporated in
a family of indexes based on different values of the
parameter of (which represents something like the de-
gree of aversion of society to poverty). When o= 0
the index is equal to the incidence of poverty (H);
when o = ] it is equal to the poverty gap (H*I), and
when o = 2 the index represents the mean distance
of the income of the poor, squared, from the poverty
line (FGT). Thus:

q
P (FGT) = (I/n) X [(z-y)/zP
i=]
where: n = total population
g = total number of poor people
z = poverty line
y; = income of the i* poor person.

This index complies with the axioms of unifor-
mity and transference and also satisfies the properties
of additiveness and breakdown. However, its inter-
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pretation —in terms of the significance of the index
itself and the changes in it- is not very clear.

The foregoing examples merely seek to bring out
the possibility and importance of supplementing the
traditional analysis of the magnitude and evolution of
poverty with the incorporation of measures and

VIII

profiles that permit enhancement of the diagnosis and
fuller knowledge of the situation of poor sectors,
naturally within the framework of the limitations im-
posed by the sample-based nature of the information
and the reliability of the basic data normally used in
this type of study.

Sources of information

Finally, some general comments are called for on the
information sources used for the execution of poverty
studies using the poverty line method: specifically,
household surveys.

For the purposes of this article, a distinction
needs to be drawn between at least three types of
household surveys which are regularly effected in
Latin America and whose information permits the
calculation of social indicators, including those for
poverty.

First, there are multi-purpose household surveys,
incorporated in ongoing or periodical survey pro-
grammes. They are held at least once a year, and their
central module is generally designed to measure em-
ployment and at the same time to record information
on a broader range of characteristics of the persons
interviewed (demographic, migration, education and
income data) and their dwellings. Most of these sur-
veys include, in some of their rounds, special mo-
dules added to the main questionnaire of the survey:
these modules have become an interesting and low-
cost instrument which is well adapted to the need to
carry out research or go into greater detail on certain
subjects such as female labour, education and train-
ing, access to health services, etc.

A second type of survey, which is carried out
less frequently and at varying intervals, consists of
family income and expenditure or budget surveys.
These, too, are sample-based studies which provide
very useful information for studying the social situ-
ation. In addition to data on some general features of
the persons and dwellings surveyed, they usually
contain detailed information on family income and
expenditure, which serves to define the basic food
shopping baskets whose cost is used in the estimation
of poverty lines. They also serve as a (statistical) con-
trol of the seasonal nature of income and expendi-

ture, if different households are habitually inter-
viewed over a whole year. This provides quite good-
quality information, whose quality is also aided by
the collection instruments and procedures used, the
methods of evaluation (income-expenditure balance
and checking at the places of purchase), and the se-
lection of the interviewees (often direct informants).
Moreover, these surveys are usually integrated in the
conceptual framework of the national accounts, espe-
cially with regard to the consumption structure of
households, and their subject-matter makes it
possible (to some extent) to study the impact of some
short-term economic policies on consumption expen-
diture, although this latter objective is adversely af-
fected by the sporadic nature of these studies (due,
among other things, to their high cost), the fact that
their geographical coverage is generally not nation-
wide, their high degree of complexity, and the fact
that —for the same reason- it is hard to obtain panel-
type samples. Likewise, their large size makes it dif-
ficult to go into detail on such subjects as education
or housing, or to incorporate other areas such as ac-
cess to health services or the receipt of non-monetary
transfers from the State.

Finally, there are surveys which are specially
prepared for the purpose of the follow-up and evalu-
ation of social conditions and poverty situations in
the region. These surveys, which are carried out
every two or three years, are designed to investigate
more extensively or in greater detail some particular
aspects such as the impact of social policies and pro-
grammes on different sectors of the population. A
pioneering example is the Chilean National Econ-
omic and Social Characterization Survey (CASEN),
which has been quite widely copied and studied in
Latin America. These kinds of surveys normally
study in detail not only the global resources (income)
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of households, but also their effective access to par-
ticular welfare programmes (school meals, food or
housing subsidies, etc.) and public services (health,
education, infrastructure, etc.). This makes it possible
to measure the effect and evaluate the degree of tar-
getting of these programmes, while at the same time
analysing important characteristics of the beneficiary
groups on the basis of information about the house-
hold collected by the survey rather than by the ad-
ministrative records of each programme.

It may be noted that many countries of the re-
gion have programmes which include two or even all
three of the types of surveys mentioned, each subject
to different frequencies of execution. In recent times,
however, due to the growing demand for information
on the social sector, certain shortcomings have been
showing themselves more openly, especially as re-
gards the subject coverage and frequency of the sur-
veys, but also in terms of the consistency of the data
generated by different sources and the capacity of the
latter to meet the needs raised by social policies and
projects. This has led in some cases to the prolifera-
tion of surveys or to the expansion of questionnaires
to obtain more information than it is reasonable to
expect from the type of survey and instruments used

IX

Conclusion

Even if they use the same methodology for measur-
ing poverty —in this case, the income or poverty line
method- different studies may still arrive at different
results because in its actual application the methodo-
logy often follows different paths in terms of the crite-
ria, procedures and information sources used. This
gives rise to a natural feeling of confusion, undermines
the credibility and technical reliability of the studies in
question, and limits the possibilities for using them in
the field of social actioa. It would therefore be desir-
able to identify the factors behind such discrepancies,
with a view to securing greater consistency and ho-
mogeneity of the measurements made.

In the present article, an attempt has been made
to summarize some of the factors which are con-
sidered to have a very important incidence on the
identification of poor households and on calculations
of the extent of poverty. Suggestions are also made

(for example: trying to investigate matters typical of
income and expenditure surveys by using the simpler
and cheaper, but less effective, procedures of routine
multi-purpose surveys).

In addition to pressing on with efforts to improve
the quality of the data produced by the different
studies, it seems necessary to clarify the potential of
each type of survey more fully by promoting some
degree of specialization, but within a context of mu-
tual consistency and complementation (an integrated
system). Thus, those countries (the majority, in Latin
America) which lack one or more types of surveys
should press forward with a view to completing
the system. The wide variety of different situations
displayed by the countries means that in some cases
the objective should be to achieve greater continuity
and better quality in multi-purpose surveys, expan-
ding their geographical coverage and strengthening
their institutional backing. In others, however, it will
be more important to carry out a new income and
expenditure survey or to design and implement a
study on the living conditions of the population. In
the most advanced countries, the main objective will
be to improve the coherence and integration of all
these instruments.

which could be useful in a future debate aimed at
securing broader consensus on the application of
concepts and methods. By way of summing up, some
final observations are now presented.

It frequently happens that different costs are es-
tablished for the basic food shopping basket, because
of differences in the information and procedures
used. This would appear to suggest that in poverty
studies it would be better to work with a range of
values rather than a single value.

The structure of expenditure varies in line with
the size and composition of the household and the
stages of the family life cycle, among other factors.
Consequently, rather than applying an (average) coef-
ficient of expenditure on non-food goods for all the
households in a corresponding income group, it
would be better to use a “set of coefficients”. Like-
wise, when no recent data are available on the break-
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down of expenditure, these coefficients should be up-
dated, at least in accordance with the evolution of the
relative prices of food, on the one hand, and other
consumer products on the other.

The use of values expressed in per capita terms
is necessary, but clearly insufficient. The big dif-
ferences between households in terms of given key
characteristics mean that it would be desirable to
evaluate their needs or their resources in units of
equivalence. However, we are still a long way from
possessing good measures of this type.

Evaluating the quality of income measurements
in household surveys is an essential task in estimates
of poverty by the poverty line method. As well as
making progress towards greater coverage and accu-
racy of the primary data, there is room for further
improvements in the procedures for correcting and
adjusting those measurements.

Part of household consumption, especially in
low-income sectors, comes from transfers by the
State. This is not reflected in the private expenditure
covered by the surveys, which should therefore in-
corporate instruments designed to obtain this type of
information.

Stratification of the population in line with
poverty criteria opens up the possibility of prepar-
ing information and indicators that could be very
useful for gaining a better knowledge of poverty
and its evolution.

For many reasons, improving the quality, cover-
age and relevance of the information generated by
household surveys continues to be a matter of crucial
importance. At the same time, each country should
strive to advance towards the establishment of an in-
tegrated system of social surveys and indicators.

(Original: Spanish)
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This article studies the effect of the stabilization of fiscal expendi-
ture and the anti-cyclical use of taxes as stabilization variables in
the Chilean economy, through the calibration of a basic macro-
economic model adapted to the actual conditions of that economy.
The results show that some 25% of the variability of economic
growth could be eliminated by obviating fiscal cyclical impulses
through constant growth of public investment and consumption
and through anti-cyclical taxes. On the one hand, it is proposed
that a system of stabilization of the growth of fiscal expenditure
should be established, through a system of rules and degrees of
flexibility subject to specific clauses. An important element in the
implementation of stabilization policies is a tax revenue stabiliza-
tion fund which would register and store up the counter-cyclical
reactions of the fiscal authorities and make fiscal expenditure inde-
pendent of the revenue obtained at any particular point in the
economic cycle. On the other hand, an analysis is made of both the
feasibility and the efficacy of fixing the value added tax (IVA) in a
more flexible manner, as well as the problems of inconsistency
over time that this would cause. For this latter reason, an analysis
is also made of the costs and benefits of supplementing more
flexible application of the IVA with greater flexibility as regards
income tax or tax incentives for investment. It is concluded that
the State has a variety of instruments that could be used to imple-
ment an anti-cyclical policy, such as the possibility of establishing
rules for the growth of expenditure, stabilization funds, and greater

flexibility of taxes.
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I

Introduction

The Chilean economy has displayed sustained
growth for the past eleven years. The average annual
growth rate of GDP in those years has been over
6.5%: far above the historical average for Chile. Al-
though this growth has been high and sustained,
however, it has shown substantial cyclical variations,
with growth rates ranging from 3.3% in 1990 to 11%
in 1992 (figure 1).

This cyclical behaviour may be ascribed to vari-
ous causes, including the frequent shocks to which
the Chilean economy has been subjected in that peri-
od and indeed throughout almost the whole of the
country’s history as an independent nation.! These
shocks include both those of external origin, due to
changes in the conditions prevailing in the interna-
tional economy, and those of domestic origin, includ-
ing the effects of changes in macroeconomic policies.

It is more or less generally agreed that these cy-
clical fluctuations in real economic activity are costly
for the economy as a whole, as compared with a
hypothetical situation of stable growth at the overall
average rate. Variability of growth brings a greater
level of risk into the economy, and this may negative-
ly affect investment and future growth possibilities.
Moreover, some of the effects of a transitory low
growth rate are not completely offset in periods of
high growth. In particular, the reduction of activity
and employment in a period of low growth can have
a substantial effect on the accumulation of human
capital in the poorer sectors.

Since cyclical instability is undesirable, then, the
question is whether public policy has elements at its
disposal for smoothing out such variations. Here, we
will analyse the possibility that fiscal policy may be
defined on the basis of a scheme designed to moder-

OA preliminary version of this article was presented at a seminar
held in the Central Bank in January 1996. The authors wish to
express their gratitude for the comments of José de Gregorio and
Gonzalo Sanhueza and the valuable collaboration of Oscar Lan-
derretche M. and Sergio Godoy. The contents of this article re-
flect the personal opinions of its authors, however, and in no way
involve the institution for which they work.

1 For an interesting summary of the shocks suffered by the Chi-
lean economy in the course of its history, see Cortés, 1984.

FIGURE 1

Chile: Annual growth rate of
gross domestic product between 1988 and 1993

1988 1989 1990 1991 1992 1993

ate such cycles, since the priority objective of mon-
etary policy is to control inflation. The question we
will investigate is whether or not stabilization of the
growth rate of public expenditure at a level close to
the growth rate of the potential product could have a
significant effect on the variability of GDP growth.
We will also try to see whether more flexible tax
policy, defined in counter-cyclical terms, could be
effective in this respect. In order to answer these
questions, it is necessary to make a quantitative
evaluation of the effects of public expenditure and
tax policies on cyclical growth of the product.

It would also be interesting to find out how far
fiscal policy defined on the basis of medium- and
long-term conditions can moderate the cyclical ef-
fects, as compared with an expenditure policy
defined on the basis of annual revenue. If expendi-
ture depends on the income available at a given mo-
ment, and this in turn depends on the economic
cycle, then it seems very reasonable to assume that
the redefinition of expenditure policy could have a
moderating effect on cyclical variability.

In the following sections, we will try to appraise
the effect that various policies. could have on public
expenditure, as well as the likely effect of suitable
management of indirect taxes on the stability of
growth. First of all, we will review the main macro-
economic events that marked the 1988-1993 period
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(section II). We shall then give a brief description of
the model used to carry out the simulations for ver-
ifying the effects of the various fiscal policy options
on the stability of growth, and the main results of
these simulations will be presented (section III).
Finally, section IV will sum up the main conclu-
sions of the study.

This study does not deal with many important
aspects of fiscal policy definition, including
measures for optimizing the effectiveness of the vari-
ous expenditure programmes, the size of the State,
the level of public expenditure, and the objectives
pursued by it. It is worth noting, however, that the
adoption of any rule regarding the growth rate of
public spending will naturally reduce uncertainty
about this important macroeconomic variable. The
fear felt by some sectors that the size of the public
sector may increase and that the way the budget is
handled may give rise to economic instability and

II

inflation —fears that have been borne out by past ex-
perience in Chile and other countries— adversely af-
fects investment and holds back growth.

These considerations point to the desirability
that the government should have tools at its disposal
for coping with unexpected circumstances such as
those caused by external events. The most important
of these circumstances is a possible recessionary
cycle, in the face of which the existence of a pre-
determined limit on the growth of public expenditure,
together with the current difficulties in modifying
taxes in a flexible manner, would mean that the fiscal
authorities’ hands were tied. Likewise, if there was a
situation of dual overheating of the economy, the ex-
istence of a formal commitment not to increase pub-
lic spending more than the product would impede the
adoption of a temporarily contractive spending policy
because such a policy could not be offset by expan-
sionary spending policies in subsequent years.

The Chilean economy, 1988-1993

Compared with previous years, the six-year period
1988-1993 turned in very favourable results. The
average annual GDP growth rate was over 7%, after
having been less than 1% in the period from 1982 to
1987. This higher growth was reflected in a lower
unemployment rate: only 6% on average, compared
with 14% in the previous six-year period. The Chi-
lean economy has not only fully recovered from the
crisis of the 1980s, which was reflected in the fact
that in 1986 the level of GDP was only the same as in
1981, but has achieved sustained growth at rates
much higher than those of the past.

The high average growth rate has been achieved
in a context of markedly cyclical behaviour, which
has made it necessary to effect two major adjust-
ments in monetary policy during the period. Thus,
the interest rate on Central Bank paper was substan-
tially raised twice during this period, first in 1990
and later in mid-1992, to deal with growth rates of
the product and of expenditure considered to be ex-
cessive in the light of the objectives in terms of infla-
tion and the external accounts. The effectiveness of
those adjustment processes was such that this period
of vigorous economic growth has been accompanied

by rates of inflation which were not only low by
Chilean standards but also showed a downward
trend. Average inflation in the period in question was
17.5%, compared with 22% in the previous six-year
period, and the annual rate went down from a high of
27.3% in 1990 to less than 10% in 1994. In this
respect, it may be wondered whether support from
fiscal policy in pursuing these objectives would help
to reduce the magnitude of the economic cycle and
make it easier to bring Chilean inflation down to
rates comparable with those of the industrialized na-
tions.

The years 1988 and 1989 were markedly expan-
sionary, with the GDP rising by 7.3% and 10.2%, re-
spectively, while inflation was 12.7% in the first of
these years but rose to 21.4% in the second. The
external situation was quite favourable, with trade
surpluses of US$ 2,218.6 million (9.2% of nominal
GDP) and US$ 1,578.1 million (5.6% of nominal
GDP), respectively. The current account deficits were
US$ 167.4 million (0.7% of nominal GDP) in 1988
and US$ 705 million (2.5% of nominal GDP) in 1989:
both of these deficits were easily financed thanks to
the heavy inflow of capital in these two years. For its
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part, the public sector turned in a moderately ex-
pansionary performance in 1988, when real public
absorption grew by 6.4%, and a contractive petfor-
mance in 1989, when real public absorption went
down by 1%.

In view of the expansion referred to earlier, the
Central Bank —which is an independent body- de-
cided on 8 January 1990 to raise the interest rate on
its one-year paper from 8% to 9.7%, but not to raise
the short-term rate, as it does now, thus causing a
monetary shock to reduce expenditure and control
inflation. The authorities’ diagnosis was that over the
previous two years there had been an expansion of
aggregate demand that was not sustainable in the
long term. This rise in interest rates, together with a
better perception by the international financial sys-
tem of the country risk, gave rise to a heavy inflow of
capital which was absorbed by the Central Bank,
whose reserves rose by 82% during the year.

In spite of this monetary adjustment policy, in-
flation showed a good deal of reluctance to go down
in that year, although it must be acknowledged that
some important price rises militated against anti-
inflationary policy in 1990, and their effects on a
highly indexed economy like that of Chile tend to
persist in time. The restrictive monetary policy was
quite effective in bringing down the level of activity,
which was reflected in a decline in the growth rate of
GDP from 10.2% in 1989 to 3% in 1990, due above
all to a substantjal slackening of domestic spending
(especially consumption expenditure) on the part of
both the government and the private sector. The ex-
ternal situation, for its part, was quite favourable,
with a highly positive trade balance of the order of
US$ 1,273.1 million (4.2% of nominal GDP) and a
current account deficit of US$ 648.0 million (1.9%
of nominal GDP) which was easily financed by the
heavy inflow of capital (especially short-term capital)
whose causes were explained above. The public sec-
tor helped the adjustment of the economy in 1990
because public absorption fell by 5%.

In the course of 1991, the Central Bank grad-
ually lowered the interest rates on ils promissory
notes in response to the slackening in activity and the
decline in inflation. The GDP grew by 6.1% and infla-

2 Such as the sharp rise in oil prices, the increase in the Value
Added Tax (IVA) and some wage pressures such as the (real)
rise in the minimum wage (which was raised by almost 45% in
nominal terms in June).

tion finally responded to the adjustment policy by
going down to 18.7%, compared with 27.3% the year
before.* With regard to the external sector, the trade
balance turned in a surplus of the order of
USS$ 1,575.9 million (4.64% of nominal GDP) and the

~ current account deficit was practically nil, but the

heavy inflow of capital continued, being reflected in
a nominal increase of 24.2% in the international
reserves. In view of this persistent entry of resources,
in mid-year the Central Bank decided to take
measures to stem the inflow of foreign exchange, es-
pecially of the shortest-term resources.* The beha-
viour of the public sector was much more
expansionary than the year before, and real public
absorption rose by 7.1%.

During 1992 the GDP grew by 10.3%, while un-
employment went down from 6.6% in 1991 to 4.9%
-historically a very low level for the Chilean econ-
omy- and inflation sank to 12.7%.° The external situ-
ation was very favourable, too, with a trade surplus
of US$ 749.2 million (1.8% of nominal GDP) and a
current account deficit of US$ 743.0 million (like-
wise 1.8% of nominal GDP), easily financed from the
capital inflows, which even made possible an in-
crease in the international reserves. The public sector
behaved in a clearly expansionary manner, with real
public absorption growing by 13.1%.

The gradual rise in interest rates in 1992, and a
less favourable situation as regards external demand, -
caused the growth rate of economic activity to
slacken in 1993: the GDP grew by around 6% and the
unemployment rate went down slightly to its lowest
level in the last twenty years, while inflation tended

3 It must be recognized, however, that the lowering of tariffs and
the fall in oil prices also played a significant role in this reduc-
tion of inflation.

4 The most important measures in this respect were the 2% re-
valuation and the establishment of a non-interest-bearing one-
year compulsory deposit of 20% of external credits. This
enabled the inflow of capital to be checked to some extent. The
revaluation and the lowering of tariffs also represented the rec-
ognition by the economic authorities that the heavy inflow of
foreign exchange registered in the last year and a half had a
substantial structural or permanent component and was not just a
temporary phenomenon, as had originally been thought.

5 Factors in this reduction in inflation were the nominal appreci-
ation of the currency during the year, which amounted to only
3.8%, the sustained downward trend in oil prices, and the grad-
ual raising of interest rates by the Central Bank in order to
discourage domestic spending, which was felt to be growing too
fast.
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to go down slightly compared with the previous year.
Because of the more sluggish performance of the ex-
ternal sector, which was reflected in a decline of
some 8.5% in the terms of trade, the trade balance
registered a deficit of the order of US$ 978.6 million
(2.2% of nominal GDP) —the first in over ten years—
and the current account deficit came to US$ 2,092.0
million (4.8% of nominal GDP). Although this deficit
was the biggest in the decade it was nevertheless

I

financed without difficulty because the inflow of
capital continued and the Central Bank’s interna-
tional reserves even grew by a little over 8%, from
US$ 9,009 million (21.8% of nominal GDP) to
US$ 9,759 million (22.3% of nominal GDP). The
public sector behaved a good deal more moderately
than the year before, aiding the adjustment to some
extent with a growth rate of real public absorption of
6.4%.

The simulation model and its results

The model used in the simulations is a simplified
Keynesian-type macroeconomic model,® with only
four behaviour functions: real private consumption,
excluding expenditure on consumption directly fin-
anced by transfers from the public sector; real taxes,
excluding public income from copper; imports of
goods and services in real terms, and the real ex-
change rate. The other variables of aggregate de-
mand, including transfers from the public to the
private sector, private investment, public consump-
tion and investment, and exports, are considered to
be exogenous. Other endogenous variables, such as
the GDP, are calculated on the basis of identities
which incorporate both exogenous variables and
those of behaviour.

The model is strictly real ~that is to say, it ig-
nores the monetary and financial effects of the
measures employed— since it does not include the
money market or interest rates as arguments to ex-
plain the behaviour functions presented. Nor does it
cover the possible wealth effects of the fiscal policy
adopted, or possible crowding out between govern-
ment expenditure and investment through interest
rates, because the effects of the interest rate mechan-
ism are ignored in the interests of simplification, and
investment is considered to be exogenous. What the
model does include is the direct effect of public ex-
penditure on private consumption (without transfers),

6 Keynesian model along the lines of Blinder and Solow (1989),
Christ (1967) and Frenkel and Razin (1987). The application of
Keynesian models in an open economy with freedom of private
capital movements is analysed in Mundell (1963), Fleming
(1962) and Sachs and Larrafn (1993).

because when public expenditure increases, so does
the GDP, and this in turn increases private consump-
tion.” This effect is partly offset by the increase in
public income, which reduces disposable income.

Private consumption without transfers is defined
as private consumption expenditure, excluding cur-
rent transfers from the public sector, which are con-
sidered as income of groups having a unitary
marginal propensity to consume. Private consump-
tion without transfers is a function of private dispos-
able income —which is calculated as national income
(GDP) plus net factor income from the rest of the
world, less taxes- and of that same consumption it-
self, after a lag period.? Taxes not connected with
copper, which include all current government income
except that from copper mining, are a function of
GDP. :

7 This effect is among the possible results foreseen by the most
extreme Keynesian model, in which: aggregate supply is com-
pletely elastic and investment is not sensitive to interest rates, so
that the effect of greater government spending increases the pro-
duct demanded and supplied, which —other conditions being
equal- increases private consumption. Furthermore, in this
model increases in the GDP and absorption increase imports, for
two reasons. First, through the direct effect of the GDP, as dem-
onstrated below in equation (3), and second, because when ab-
sorption rises the real exchange rate falls: as the trend product is
a given value, the ratio between it and absorption goes down, so
that the real exchange rate falls —see equation (4) below— and
hence imports rise. This increase in imports causes the GDP to
go down, and this also reduces the effect of public spending on
private consumption (without transfers).

8 The auto-regressive process of consumption may be explained
both by the existence of adjustment costs in consumption and by
the formation of expectations regarding future income.
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The real exchange rate (RER) represents the relative
price between tradeable and non-tradeable goods. It is
defined as the ratio between external prices measured in
dollars —represented by the weighted average of the
wholesale price indexes of the main trading partners,
measured in dollars—- and domestic prices measured
in dollars, represented by the consumer price index
divided by the nominal exchange rate. In the model,
the rate of variation of the real exchange rate is an
inverse function of the difference between the growth
rates of aggregate expenditure and the trend product.
Thus, a growth rate of expenditure which exceeds the
growth rate of the trend product gives rise to an excess
of demand for non-tradeable goods and hence tends
to reduce the real exchange rate.

Lastly, the demand for imports is a function of
the domestic product and the real exchange rate; it
reacts to changes in absorption through the effect that
the latter has on the real exchange rate. All the equa-
tions were calibrated to simulate the effective result.
This was done by adding for each endogenous vari-
able a representative series of exogenous shocks,
defined in order to ensure that the model faithfully
reproduced the results observed in reality. These
series were employed in the various simulations.

The model is thus as follows (the variables
market with ~ are exogenous):

(1) RER = RER (Y?)
E
(2) YcSPNoCu = YcSPNoCu(Y)
(3) Imp = Imp(Y,RER)
(4) Cstr = Cstr (YPD, Cstr )
(5)Y=Cstr +1+G +Tr+X -Imp
(6) E=Cstr +1+G + Tr
(7) Ypd =Y - PFNR - (YcSPCu + YcSPNoCu) - OYSP

where:
RER : Real exchange rate
Y : GDP
¥ : Trend GDP °

? The trend GDP is calculated by making the GDP for the petiod
immediately before the starting period, in this case 1987, grow
at the average growth rate for the period 1988-1993,

E : Domestic absorption
YcSPNoCu : Current public sector income not
connected with copper

Imp : Imports

Cstr : Private consumption without transfers

I : Private investment

G : Public consumption and investment

Tr : Transfers from the public to the private
sector

X : Exports

Ypd : Disposable private income

PFNR : Net factor income from the rest of the
world

YcSPCu  : Current public sector income

connected. with copper

OYSP : Other public sector income.

The first four equations are behaviour equations,
while the last three are basic identities of the national
accounts. In order to be able to carry out simulations,
equations (1) - (4) must be given a specific functional
form as shown below: 1
(1) RER = RER,, . (YT/Y",,) . (E,,/E))"O) . a,

(2) YeSPNoCu, = B, + YcSPNoCu, , . (Y, )™1)
(3) Imp, = Imp, . (Y'/Y",))1) * ((RER/RER, )"2)
(4) Cstr,=D, + d,. (Ypd) + d, . (Cstr, )

The coefficients of these equations are given in
table 1.

TABLE 1
Coefficients of the equations

Coefficient Value
a, 0.47000
a 1.03465
B, -23.00000
b, 1.20000
< 1.20000
<, -0.40000
D, 101.79045
d, 0.53819
d, 0.49219

10 The subscript t in the variables represents the period. The
equations shown here ignore the adjustment variable.
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TABLE 2
Chile: Adjustments of constants
Real Current income Private
exchange of public sector Taxes consumption,

rate (non-copper) without transfers
1981 -8.60 -4.69 -13.00 282.66
1982 -5.22 -147.61 -217.34 -370.60
1983 5.02 -82.11 -66.79 -215.31
1984 1.27 48.14 53.13 -99.67
1985 10.94 -41.44 -49.39 -385.99
1986 5.03 -43.77 42.46 -340.13
1987 2.03 -0.25 110.78 -249.18
1988 3.56 -73.62 70.84 -150.30
1989 -3.69 -110.79 132.92 -62.53
1990 -2.90 -80.28 -0.65 -284.69
1991 -11.38 82.46 -53.44 -277.05
1992 9.7 -11.70 118.65 -214.07
1993 -1.10 -28.79 99.19 -273.72

The values assumed for the elasticities represent
plausible figures for them. As already explained, it
was necessary to add to the equations shown here the
adjustments given in table 2. This was done in order
to reproduce exactly the behaviour of the economy.
These adjustments represent the exogenous shocks
which have affected the different behaviour variables
and are not represented by the effects of the vari-
ations in the exogenous variables.

This model has not been estimated empirically,
although the values of the elasticities used are based
on estimates carried out earlier, since its objective is
not to empirically estimate values for the parameters
explaining the macroeconomic behaviour observed in
Chile but to illustrate in a simplified form the rela-
tions that represent such behaviour in the country.
The model was used to simulate the macroeconomic
effects of changes in fiscal policy as regards the vari-
ability of the growth rate of public expenditure and
the flexibility of indirect tax rates.

The exercise described below is designed to
study the effect of fiscal policy on the cyclical beha-
viour of GDP in the period 1988-1993. This behaviour
is measured by the standard deviation of the GDP
growth rate from its trend values. The cyclical effect
of fiscal policy is singled out through simulations
that compare the fiscal policy applied during the peri-
od under investigation with a counter-cyclical fiscal

policy scheme which stabilizes the growth of public
absorption and flexibilizes tax rates. This fiscal pol-
icy scheme consists of eliminating cyclic impulses of
fiscal origin by stabilizing the growth rate of real
public absorption, and offsetting cyclical impulses of
private origin through changes in the rates of certain
indirect taxes.

1. Simulation exercises

Three simulations were carried out (table 3). Simula-
tion 1 was used as the basis for calibrating the model
with the effective data. Simulation 2 consisted of
modifying public expenditure while keeping the
growth rate of public absorption constant throughout
the period; it was carried out without changing tax
rates, in order to single out the counter-cyclical im-
pact attributable to control of public spending. Fi-
nally, simulation 3 maintained the constant growth
rate of public absorption while incorporating tempor-
ary increases or reductions in the rates of certain in-
direct taxes, for counter-cyclical purposes.

The yield of the temporary increases or reduc-
tions in tax rates was limited to a value equivalent to
0.5% of annual GDP, in view of the practical difficul-
ties in securing bigger changes in tax revenue. In
order to obtain additional revenue equivalent to half
a percentage point of annual GDP, it is necessary to
increase the rate of the Value Added Tax (IvA) by one
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TABLE 3

Simulation exercises on counter-cyclical
fiscal policy, for the period 1988-1993

(Percentages)
Actual data Simulation 1 (base) Simulation 2* Simulation 3°

Gross domestic product ‘
Average growth rate 712 712 7.12 7.15
Standard deviation of growth rate 279 279 241 212
Aggregate domestic debt
Average growth rate 7.89 7.89 7.89 7.93
Standard deviation of growth rate 4.62 4.62 3.90 3.50
Total consumption
Average growth rate 7.00 7.00 7.2 7.28
Standard deviation of growth rate 2.62 2.62 1.37 1.10
Public absorption
Average growth rate 4.45 4.45 4.05 4.05
Standard deviation of growth rate 6.57 6.57
Imports
Average growth rate 13.47 13.47 13.46 13.49
Standard deviation of growth rate 9.11 9.11 8.40 793
Disposable private income
Average growth rate 7.13 713 7.18 741
Standard deviation of growth rate 5.74 5.74 6.91 7.94

* Public expenditure was changed, while keeping the growth rate of public absorption and the tax rates constant.
® While keeping the growth rate of public absorption constant, transitory increases or decreases were made in certain indirect taxes.

percentage point for a whole year, so that this scheme
would require a band of variation of IVA of +/- one
percentage point.!! All increases in revenue were
allocated to saving, as the growth rate of public
absorption remained unchanged.

2. Results of the simulation

The variability of the growth rate of GDP was quite
notable: over the period 1988-1992 it ranged from

U1 The use of other indirect taxes for this purpose cannot be ruled
out a priori, but in view of its coverage, easy administration and
rapid response the IVA would appear to be the most effective
instrument for this objective. One reason for limiting the vari-
ation of the rate of IVA is based on the theoretical argument that
it is best to avoid alterations in tax rates in order to avoid distort-
ing relative prices and generating uncertainty about the policy
outlook (for the bases of this argument, see Barro, 1979, and for
a brief explanation of it see Blanchard and Fischer, 1989). The
microeconomic argument in favour of a constant tax rate is at
least partly offset by the macroeconomic argument stressing the
reduced uncertainty that results from a more moderate cyclical
variation in GDP, which is precisely what adjustable tax rates are
supposed to promote.

3.0% to 11% (figure 2). A simple interval for the GDP
growth rate, at a level of confidence of 95%, would
give a range from 2.4% to 12.6%, in view of the
standard deviation observed in the sample. This indi-
cates a substantial degree of uncertainty about the
future behaviour of economic activity.

According to the simulation exercises, counter-
cyclical fiscal policy would reduce the variability of
GDP growth, as represented by its standard deviation,
by 24%. This would be due almost equally to stabili-

FIGURE 2

Chile: Twelve-month rates of
variation of gross domestic product
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zation of the growth rate of public absorption and
flexibilization of tax rates. Thus, a constant growth
rate of public expenditure would reduce the vari-
ability of GDP by 14%, while the remaining 10%
reduction would be attributable to flexibilization of
tax rates.

There has been a notable reduction over the
period in the relation between public absorption
and the product. From 1988 to 1993, the cumula-
tive growth rate of macroeconomically significant
public expenditure has been below the growth rate
of GDP (figure 3). In the simulation exercises with
counter-cyclical fiscal policy, the growth rate of
public absorption remained almost at the levels of
the base simulation, the only differences being in
the gentler reduction patterns displayed by simula-
tions 2 and 3 because they kept the rate of expan-
sion of expenditure constant.!?

Another significant point is the decline regis-
tered during the period under investigation in the pro-
portion of GDP accounted for by taxes not connected
with copper mining, which have not fully recovered
since the 1990 tax reform. It should also be noted that
the variability of the growth rate of taxation went
down in the scenario where tax rates were variable.
This indicates that the stabilization of the growth of
GDP predominated over the effect of counter-cyclical
variations in tax rates.

The variability of total consumption goes down
when counter-cyclical fiscal policy is applied, but
that of private consumption without transfers tends to
remain steady. The explanation for this would appear
to be that the variability of tax rates gives rise to
variability of private consumption which is not offset
by the greater stability of GDP growth. Indeed, the
variation of disposable private income increases
when a counter-cyclical fiscal policy like that de-
scribed here is applied.

12 The growth rate of public absorption was marginally reduced
in order to avoid the mean growth rate of GDP from increasing in
simulations 2 and 3. The indivisibility of the change in tax rates,
which was kept at the level of increases or decreases of one
percentage point in IVA (changes of 0.5% in GDP), explains the
marginal increase in the growth rate of GDP in simulation 3.

FIGURE 3

Chile: Public absorption as % of
gross domestic product
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The global fiscal balance, including the esti-
mated cash deficit of the Central Bank, becomes
more variable when counter-cyclical policies are ap-
plied. Theoretically, this result is correct, because this
takes place to the extent that fiscal policy actions
offset cyclical impulses of private origin, and this
effect is accentuated when taxes are used as an in-
strument for offsetting cyclical impulses of non-fiscal
origin, since the variability of the fiscal balance then
increases significantly compared with the base situ-
ation but rises only marginally when the cycle is
eliminated.

The results obtained show that a by no means
insignificant portion of the variability of GDP growth
may be attributed to the variability of growth in pub-
lic spending. Extraordinarily flexible fiscal policy is
needed in order to eliminate the cyclical component
of Gpp, however. Such policy should act to offset
cyclical impulses of private origin by using counter-
cyclical taxes, while it should avoid fiscal cyclical
impulses by keeping the growth rate of public invest-
ment and consumption constant. At all events, it is
clear that cyclical impulses cannot be completely off-
set by fiscal policy: indeed, 75% of the cyclical vari-
ability of GDP cannot be offset by this means.
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IV

Main features and problems of the

proposed anti-cyclical fiscal policy

This article explores the possibilities open to the gov-
ernment for stabilizing the Chilean economic cycle
(defined as the variability of GDP growth rate) by
using the various instruments at its disposal. There is
general agreement on the prejudicial effects on the
economy of extreme variations in the GDP growth
rate such as those registered in the case of Chile in
recent periods. Such variability has harmful effects
on domestic investment and hence on future growth
possibilities.

The fact that the authorities have some scope for
reducing cyclical fluctuations makes it desirable to
study some possible procedures for this purpose, in
view of the substantial cyclical variability displayed
by economic activity in Chile in the 1990s and the
frequent temporary shocks suffered in the past. In
order to progress in this direction, however, budget
discussions would have to cover a longer term: per-
haps in terms of five-year expenditure programmes.
This is impossible in the present political and legisla-
tive context, in which the present level of expendi-
ture is discussed in the light of the tax and non-tax
income available now or in the short term.

There are various aspects that need to be exam-
ined and clarified in connection with a proposal for
counter-cyclical fiscal policy: the nature of the limi-
tations to be placed on the growth of public expendi-
ture, the types and degree of flexibility of taxes, and
the characteristics of the necessary fiscal stabilization
fund.

1. Restrictions on the growth of public
expenditure

A counter-cyclical fiscal policy proposal would in-
volve limiting the growth of public expenditure to the
potential GDP growth. In order to get round the prob-
lem of measuring the potential GDP, it would appear
to be reasonable to use as a reference standard a
mobile average of the GDP growth rates. In order to
prevent cyclical fluctuations ffom introducing too
much variability into the growth rate of public expen-

diture, it would seem desirable for that mobile aver-
age to refer to a relatively long period of time: say,
ten years. It cannot be ruled out that, in line with
structural objectives of the public sector, the growth
rate of public absorption may be lower or higher than
the average growth rate of GDP over the last ten
years.

Since the objective of the proposal is to contain
the impact on aggregate demand for goods and ser-
vices, the public expenditure which must be limited
is that corresponding to public absorption. This in-
cludes all central government consumption and in-
vestment expenditure that generates pressures on the
aggregate demand for goods and services, including
wages and salaries, purchases of goods and services,
and transfers. Consequently, in the light of the con-
cepts of expenditure currently used in preparing the
public budget, it would be advisable to exclude for
this purpose the items corresponding to financial in-
vestment (loans) and interest payments on the do-
mestic public debt (mainly to the Central Bank) and
the external public debt.

There can be no doubt that, whatever the way in
which the growth of public expenditure is restricted,
some degrees of flexibility and some safety valves
must be left available for modifying the limits in cer-
tain circumstances. In particular, the government
must retain some degree of discretionality with re-
spect to the level of public investment expenditure or
possible emergency situations, although deviations in
these cases must be for fully justified reasons and
must be compensated in the years following the peri-
od for which the budget was prepared.

2. More flexible treatment of taxes

The main candidate for flexible treatment is un-
doubtedly the value added tax (IvA), the rate of
which was already made flexible to some extent in
the tax agreement adopted by Congress which
allowed the government to fix the rate of 1vA be-
tween 16% and 18% as from 1996. The use of this
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tax as a means of cyclical stabilization has various
important advantages. First, its broad coverage
means that quite small changes in its rate are suffi-
cient to produce a significant effect in terms of
revenue. Reasonable changes in the rate of IVA are
more effective and give rise to fewer distortions than
changes in other tax rates. Moreover, IVA is the tax
that most directly affects consumption expenditure.
And finally, the response to a change in its rate in
terms of revenue is relatively immediate and does not
give rise to major problems of evasion or administra-
tion.

The impact of a higher rate of IVA on expendi-
ture takes place because the higher tax reduces dis-
posable income, on which consumption expenditure
depends to a lJarge extent. Thus, the pro-cyclical ap-
plication of this rate is a stabilizing element. Further-
more, as temporary changes in the rate of IVA change
the relative cost of expenditure at the present mo-
ment, as compared with expenditure in the future,
pro-cyclical fluctuations in this rate can do much to
help stabilize the purchase of durable goods subject
to IVA.

In spite of its positive effect on the level of activ-
ity, however, treating the rate of IVA in a flexible
manner has a cost that must be taken into account: its
pro-cyclical application will tend to affect the rate of
inflation as measured in the short term, and this im-
poses certain limits on the potential use of this mech-
anism. As noted in the previous section, in order to
change tax revenue by 1% of GDP it is necessary to
change the rate of IVA by around two percentage
points. Likewise, this cost highlights the need and
desirability of making progress in reducing the prac-
tical importance of indexing mechanisms, which in-
crease the vulnerability of inflation rates to cost
shocks.

This limitation on the use of IVA as a stabilizing
instrument suggests that it might be advisable to sup-
plement this mechanism with some flexibilization of
direct taxes (especially income tax), which do not
have a direct impact on costs and prices. Since the
revenue from income tax is relatively small, how-
ever, very significant changes would be needed in the
tax rates in order to raise the amount collected by a
more or less substantial margin, and this would have
highly distorting effects. Furthermore, because of
problems of coverage and evasion, in the short term
the increase in the rate of income tax would tend to
affect mainly salaried persons. Finally, it should be

borne in mind that income taxes are already stabiliz-
ing elements because of the nature of their present
design.’?

The foregoing options could be supplemented
with more flexible treatment of tax incentives for in-
vestment. These incentives represent only a minor
amount in terms of tax revenue, but they can do a
great dea] to help stabilize expenditure more during a
cycle, because they make it possible to change the
relative profitability of investing at present, as com-
pared with putting off investment into the future. The
risk involved in using this instrument is that it can
open up loopholes for tax evasion.

If we consider that the tax rises would take place
in contexts of strong expansion of aggregate demand,
where there is a danger of high inflation, while the
tax reductions would take place in fundamentally re-
cessionary contexts, we see that the expectations an-
ticipating the tax policy would become a pro-cyclical
element. Consequently, the right moment for lower-
ing or raising tax rates will depend on the way such
expectations are formed and the degree of elasticity
of demand in response to them.

Let us assume a scenario with expectations and
agents that carry out inter-temporal substitution and
therefore clearly perceive the relative prices of con-
suming now or in the future (typically with regard to
durable goods). If the economy is passing through a
recessionary period and a reduction in taxes is ex-
pected, then in the period between the announcement
and the reduction there will be a contraction in de-
mand, but regardless of whether there is any an-
nouncement or not, as the idea spreads in the market
that a reduction in tax rates is on the way, then de-
mand will begin to contract, and the agents will put
off their decisions to invest in durable goods. In con-
trast, if the economy appears to be facing an upsurge
in inflation, the agents will bring forward their deci-
sions to invest in durable goods, thus once again pro-
ducing a pro-cyclical effect.

13 In the case of profits tax, this is because the tax base has
cyclical fluctuations which are a good deal more marked than
those of the product. In the case of personal taxes, this is due to
their progressive nature: when personal incomes rise, the in-
crease in revenue is more than proportional, while the opposite
occurs when personal incomes fall.
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The effectiveness of measures taking a flexible
approach to tax rates depends largely on the ability of
the authorities to foresee the formation of expecta-
tions by the agents and, in the final analysis, on the
timeliness of the adjustments in tax rates.

3. The stabilization fund: its nature and
characteristics

The stabilization fund is designed to act as a com-
plement to counter-cyclical fiscal policy and may
be understood as the element which serves to rec-
ord and store up the counter-cyclical reactions of
fiscal policy. Defined in this way, it is obviously
far from representing a global indicator of the re-
sults of fiscal management. Neither does it seek to
measure the overall structural financial results, nor
that part relating to the direct impact of the econ-
omic cycle on the public finances. These features
rule out the imposition of drastic limitations on
public sector financial management. The estab-
lishment of such a stabilization mechanism does
not, however, solve the problem of whether the re-
striction of solvency is duly internalized by the
public sector.

Consequently, the stabilization fund defined
below should be viewed merely as an accounting
record of the inflow and use of the extra resources
deriving from the application of counter-cyclical
fiscal policy. It would receive its income from the
extra revenue obtained through changes in tax rates
from the normal level established for 1vA, and from
the profits —if any— generated by the resources ac-
cumulated in the fund. These resources would go
down if withdrawals had to be made on account of
declines in revenue due to rates of IVA lower than
those considered normal.

\Y

Conclusions

In order to make a qualitative evaluation of the vari-
ous options open to the Chilean government, several
simulations have been made for the period
1988/1993, using a general, real and simple Keyne-
sian-type model with four behaviour equations: real
private consumption, excluding public transfers; real

In order to give a more temporary nature to this
type of policy, we believe that it is also necessary to
place minimum and maximum limits on the size of
the fund as a percentage of GDP. We suggest that the
lower limit should be zero and the upper limit 8% of
GDP, which would make it possible to cope with
cycles like those of the Chilean economy. In the
event that one of these limits were reached, we pro-
pose that an automatic tax correction mechanism
should then come into play, with tax rises if the lower
limit were reached, or withdrawals through the
lowering of tax rates if the upper limit were attained.
It may be recalled that expenditure would be re-
stricted by the global limitation imposed on the
growth of public spending.

In order not to impose immediately a highly re-
strictive situation in terms of the handling of this in-
strument, we believe that a fund equivalent to 2% of
GDP should be taken as the starting point. This could
be achieved through the transfer of part of the finan-
cial resources currently deposited by the government
in the Central Bank. The resources generated by the
fund should be deposited in the Central Bank and be
managed by the latter body for the purpose of buying
back its own debt. The Central Bank would, of
course, take measures to sterilize the monetary con-
sequences of this mechanism, just as it would in the
case of any other public sector deposits.

Finally, with regard to the interest rate that the
Central Bank should pay the government for the re-
sources in the stabilization fund, one alternative
would be an interest rate of zero, which would have
the advantage of relieving the Bank’s cash deficit,
but another, perhaps more desirable, alternative
would be to pay an interest rate in dollars on these
deposits on the same terms as the rates paid on gov-
ernment promissory notes with the Central Bank.

non-copper taxes; real exchange rate, and real im-
ports.

The results obtained indicate that the govern-
ment could make a substantial contribution to stabi-
lizing GDP growth. Thus, the standard deviation of
GDP is reduced by 24% under a counter-cyclical fis-
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cal policy in which the growth rate of public absorp-
tion is equal to that of mean GDP growth and the rates
of indirect taxes (IVA) are used as a stabilizing ele-
ment.

In the final analysis, it seems reasonable to study
the possibility of planning expansions of public
spending more carefully, so that they will help to
reduce the magnitude of the economic cycles in the
domestic economy. The model shows that at least
25% of the variability of GDP growth can be reduced
through a policy of stabilizing the growth of expendi-
ture and applying a counter-cyclical tax policy. It is
necessary, however, to study more closely a number
of institutional aspects which would be needed in
order to ensure the effectiveness of such policy.

Firstly, with regard to the fixing of the growth
rate of public expenditure, it is necessary to decide
what is the most reasonable measurement period of
the potential product, on the one hand, and what is
the optimum period that the planning of public ex-
penditure should cover, on the other. In the present
study, we have come to the conclusion that using
mobile averages covering ten years and five-year
planning periods could be a reasonable criterion of a
sufficiently long-term nature; in the same connection,
it would be necessary to establish new rules for the
preparation of the national budget, especially as re-
gards degrees of flexibility and systems of compensa-

tion over time. An institutional aspect of crucial im-
portance is the establishment of a stabilization fund
to serve as a buffer between the variability of tax
revenue (which is subject to economic cycles) and
expenditure (which is normally subject to fixed
rules). Such a fund should have upper and lower
limits so that its resources are used on a transitory
basis and there is less discretionality in their use.
Secondly, it is necessary to study the best mix of
taxes that could be applied more flexibly, since the
use of IVA alone could have some destabilizing ef-
fects on short-term inflation. Income tax and tax in-
centives for investment would appear to be suitable
mechanisms for combining with IVA in this respect.
An important aspect that needs to be studied is the
inequitable impact that the adjustment can have on
certain sectors. It is also necessary to bear in mind
that some sectors of the population may not have
access to credit markets, thus making it more difficult
for them to move their consumption decisions over
time. Furthermore, there are differences in the cover-
age of the various taxes and the degrees of evasion
associated with them, and these factors may give rise
to serious distortions when establishing greater flexi-
bility. The efficacy of the proposed tax policy will
depend essentially on the capacity to take timely ac-
tion in response to changes in expectations.
(Original: Spanish)
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This article makes both a theoretical and an empirical analysis of
the new policies applied in Argentina since 1992 with regard to the
treatment accorded to capital goods: exemption from import
duties, with drawback facilities for domestic producers in respect
of their local sales. The new system is evaluated through a detailed
analysis of its effects on demand for capital goods (section II); on
the domestic supply of such goods (section IM); and on some
macroeconomic variables such as the fiscal balance (section IV)
and the external balance (section V). Some aspects relating to the
management and control of the new system are then dealt with
(section VI), the main results of an empirical analysis of its effects
are outlined (section VII), and finally a global appraisal is made of
it (section VIII). It is concluded that the new system regarding
capital goods has had both favourable and unfavourable effects.
Among the former are an increase in the investment rate and
general productivity of the economy and a reduction in costs made
possible by cheaper capital goods, while the unfavourable effects
include the unsatisfactory evolution of the domestic supply of
capital goods (except transport equipment), the macroeconomic
impact on the fiscal sector, the external sector and unemployment,
and the higher management costs, both public and private, of the

new system compared with the previous one.
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I

Introduction

Since the early 1990s, the Argentine Government has
simultaneously been applying a macroeconomic sta-
bilization plan and a broad process of structural re-
forms, especially a rapid increase in trade openness.
The massive inflow of capital and the big increase
in expenditure (fundamentally on consumer goods)
encouraged by these policies have given rise to
strong appreciation of the exchange rate. Although
this situation had elements in common with similar
processes in other countries of the region, the Argen-
tine case was complicated by the fact that the
episodes of hyperinflation in 1989-1990 and the form
of the stabilization process (in which the convert-
ibility of the currency was fixed by law) left very
few opportunities for the use of exchange policy as
a corrective measure.

Towards the end of 1992, the growing trade
deficit and the excessive pressures suffered by the
tradeables sector of the economy (on account of the
simultaneous processes of trade openness and cur-

II

rency appreciation) led the Argentine Government to
apply a number of measures designed to correct the
problem of relative prices by fiscal means and to fa-
cilitate the restructuring of the production sectors.

These measures included a new form of treat-
ment of capital goods, consisting of exemption from
import duties (representing a 20% reduction in the
effective exchange rate for the importation of such
goods, through the elimination of 25 percentage
points of overall protection) and the granting of a
drawback (although only of 15% in this case) on the
local sales of domestic producers.! 2

The simplest and most direct theoretical reading
of the new policy is that it replaced a second-best
promotional instrument (trade protection) with a
first-best instrument (a subsidy). The objective of the
present article is precisely to analyse theoretically
and empirically how good this kind of policy is in
general, and how advisable its application is in the
case of Argentina in particular?

Impact of the new policy

on demand for capital goods

The new capital goods policy makes both domestic
and imported capital goods cheaper, and this must be
analysed from at least three standpoints: as a stimulus

O This article is a summary of a considerably longer research
study. The author wishes to express his gratitude for the valuable
comments made on the original version by M. Bekerman,
P. Gerchunoff and H. Nochteff.

1 However, this difference in rates underestimates the change in the
relative incentives to buy domestic or imported capital goods, fun-
damentally because the new system gave rise to substantial finan-
cial and management costs which have to be borne exclusively by
local producers. Furthermore, the tariff exemption increased the
portion of the total purchase price of imported capital goods
eligible for financing, which represents a substantial benefit in
view of the big advantages in terms of financing offered by foreign
products in comparison with locally-produced goods (Argentina,
Secretaria de Industria y Comercio Exterior, 1994).

for investment, as a reduction of production costs,
and as a change in the relative prices between differ-
ent factors of production.

2 In March 1995, because of the urgent fiscal needs of the gov-
ernment, the tariffs were raised again (to 10%) and the drawback
on domestic sales was lowered (likewise to 10%). This reduced
to some extent the differences generated by the new policy as
segards the relative incentives for the purchase of domestic or
foreign capital goods.

? Both the theoretical and empirical analyses concentrate on the
effects of the new policy during 1993 and 1994, since the sub-

- sequent behaviour of industrial policy departed from the supply-

side version we are discussing here, concentrating instead on
fiscal considerations, and the subsequent behaviour of demand
for capital goods was governed basically by the negative impact
of the recession.
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From the first point of view, the lowering of the
cost of these goods leads to an increase in the internal
rate of return of investment and production restruc-
turing projects at all levels of interest rates, promot-
ing an increase in investment. The positive effects of
this increase go beyond the microeconomic area and
extend to the macroeconomic level, where they are
reflected in rises in the average level of productivity
of the economy, in the strengthening of aggregate
demand, and, in general, in better expectations among
the economic agents regarding the sustainability of
the stabilization and growth process.

The second standpoint for analysing the effect of
the new policy on the demand for capital goods con-
cerns the reduction in costs that it involves, for quite
apart from the increase in investment in such goods,
it is also necessary to analyse the lowering of the cost
of all those goods that would nevertheless have been
acquired even at the original price (which included
import duties).

According to conventional theory, this effect is
seen as a mere redistribution of income from the
State to the purchasers of capital goods and consu-
mers in general, and is not included in analyses fo-
cussing on economic efficiency.* In economies with
persistent imbalances in certain sectors (such as the
fiscal and external sectors), however, the distributive
effects directly affect the efficiency variables, so that
the cost-benefit analysis becomes more complex.

In situations of rigidity of the real exchange rate,
general reductions (or increases) in costs are reflected
in an increase (decrease) of the macroeconomic com-
petitiveness of local tradeable goods production. The
tariffs applied to imported capital goods are one more
element in the fixed unit costs of all the sectors of
production using such goods. We thus find ourselves
in the presence of yet another component of the so-
called “Argentine cost”, and its elimination is a simi-
lar case (although its impact is much smaller) to that
of many other measures that the government has
taken in the direction of “fiscal devaluation”.’

4 See, for example, Grossman, 1990,

% 1t should be noted that the lowering of the cost of these goods
extends to all sectors of the economy, and not just to the tra-
deables sectors (which are the only ones suffering from problems
of competitiveness). Although the increases in the productivity of
the non-tradeables sectors affect the costs of the economy as a
whole, this effect is much slower and less direct (because of the
regulation of the prices of privatized public services, for
example).

The third standpoint concerns the change in the
relative prices of the different factors of production
(fundamentally capital and labour). Thus, while trade
protection is eliminated for capital goods, wage costs
continue to be influenced by labour taxes and the
impact of the tariffs and export drawbacks that affect
the tradeable goods forming part of the family shop-
ping basket. It should be recalled that when a number
of distortions exist at the same time (such as trade
protection for all goods), the complete elimination of
just one of them (in this case, the elimination of pro-
tection for capital goods) may reduce rather than im-
prove efficiency. The change in this relative pric
may give rise to two types of adjustments: replace
ment of labour with capital goods in existing produc-
tion activities, and a change in the relative rates of!
return of investment projects, as between sectors
that are capital-intensive and those that are labour- !
intensive. From a neo-classical point of view, which
assumes a high degree of interchangeability between
labour and capital (well-behaved isoquantics), this
can have a considerable impact on the equilibrium
wage or the unemployment rate.®

Another price relation which is changed is that
between capital goods imported from the rest of the
world and those imported from MERCOSUR (which
already enjoyed substantial tariff preferences, and
even total preferences in some categories). In this
case, the result would be to reduce the trade diversion
generated by the integration process, by encouraging
purchases from the cheapest foreign source.” At the
same time, the quid pro quo for the concession made
by Brazil in accepting the Argentine policy may well
be some future concession (with its attendant econ-
omic costs) that may be demanded from Argentina at
the bargaining table.

¢ In this respect, such a noted economist as J. L. Bour has
suggested that the relative price between capital goods and
wages should be changed as a way of combatting unemployment
(Economic Supplement of the newspaper Pdgina 12, Buenos
Aires, 31 December 1994).

7 It should be remembered, however, that —as laid down in the
theory of customs unions— trade diversion does not necessarily
have a negative effect on well-being when it occurs in sectors
with economies of scale and positive externalities, or when there
are possibilities of securing improvements in the terms of trade
(Chudnovsky, 1992).
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I

Effect on the domestic supply

of capital goods

There are basically two reasons why this effect
should be incorporated in the analysis of social costs
and benefits. The first reason is that reducing (in-
creasing) domestic production may lead to the disuse
(use) of production resources that have no place in
other production activitics. The Keynesian disuse or
downgrading of specific production resources (such
as some labour skills and the production experience
built up by firms) represent situations where the re-
duction of domestic production may have high costs
in terms of social well-being.®

The second reason is that, even when there are
no problems of reassignment of production resources,
it may be argued that the use of such resources in the
capital goods industry gives social returns which are
different from those that would be generated by other
uses. Conventional analysis, which incorporates all
the assumptions regarding perfect competition, tends
to indicate that the product generated by the resour-
ces used in protected industries is less than their so-
cial opportunity cost. Thus, the elimination of tariffs
would make it possible to free these resources, which
would find more productive uses.

There are reasons for believing, however, that
the social benefits generated by the capital goods sec-
tor may be greater rather than less than those gener-
ated by other economic activities. Firstly, the fact that
this is a technology-intensive industry gives entrepre-
neurs the possibility of obtaining quasi-monopolistic
(Schumpeterian) rents. In the case of the Argentine
capital goods industry, which consists predominantly
of small and medium-sized firms and lags signifi-
cantly behind the international technological frontier,
it may be objected that these above-average returns
may be irrelevant because of internal features of the
firms, but even so there are still above-average re-
turns which are external to the firms: i.c., the exter-

& However, this argument is offset by the positive effect of the
cheaper imports of capital goods on the investment rate and the
competitiveness of the tradeables sector of the economy.

nalities generated by the local production of these
goods. Among the many types of positive exter-
nalities which have been attributed to the local pro-
duction of capital goods are the higher relative skills
attained by the labour force of this sector; its positive
influence in terms of the spread and use of techno-
logical know-how by the other sectors of production
(Porta, 1994);° the easing of external constraints
which may constitute operational gaps that hinder
growth,'® and the benefits (with respect to the terms
of trade and the volatility of international demand)
offered by a pattern of specialization more oriented
towards products with greater differentiation and
higher added value, such as capital goods (Bekerman
and Sirlin, 1996).

These benefits, however, must be compared with
those offered —in terms of modernization of the pro-
duction system and increased investment— by greater
access to imported capital goods. In other words, the
benefits provided by the externalities connected with
the local production of these goods must be com-
pared with the benefits that could be obtained by the
appropriation of the externalities generated in more
highly developed countries through the international
dissemination of the technological advances incor-
porated in their products. The importance of this as-
pect should not be underestimated in view of the
serious technological lag of this sector’s structure of
production in the country and its limited capacity for
designing and producing technologically sophisti-
cated goods.

® Likewise, Wade (1990) notes that the social costs (in terms of
lack of innovative capacity and chronic external deficits) of not
having a domestic capital goods industry are not fully reflected
in free-market prices used for choosing between domestic and
imported goods.

10 Dosi, Pavitt and Soete (1990), for example, hold that “the
sensitivity of the pattern of specialization and the external ac-
counts situation to Ricardian adjustments (of prices) depends on
the degree of availability ‘of capital goods’”.
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Let us now examine the effects of the new capi-
tal goods policy on the domestic supply of these
goods, using two frames of analysis. The first of
these, which is a conventional-type approach of a
static and comparative nature, shows the effect of the
changes in price signals on the equilibrium levels of
local production. The second, which has more hetero-
dox micro-bases, shows the impact of growing
foreign competition on the strategic decisions of
local capital goods firms with regard to their produc-
tion and technological restructuring.

If we use the first frame of analysis, the crucial
aspect is whether or not the new policy changes the
incentives to buy domestic or imported goods. If the
degree of price reduction brought about by the new
policy were similar in both cases, then the impact on
local production would undoubtedly be positive, de-
pending only on the price-elasticity of the corre-
sponding demand function. If the prices of imported
goods went down more than those of locally pro-
duced items (as occurred in the Argentine case),
however, the aggregate impact would become in-
determinate and would depend on a number of vari-
ables, including the type of market for each product
(i.c., more or less competitive), the level of relative
advantage or disadvantage of local producers com-
pared with foreign manufacturers in terms of costs,
and the elasticities of the supply and demand func-
tions for domestic and imported capital goods.

Let us look first of all at the simplest case (figure
1): that of a local firm with an upward supply curve
(marginal costs); there is no product differentiation
between local and foreign supply, and in the relevant
section the demand curve faced by local firms is infi-
nitely elastic to international price levels. The initial
situation is given by the international price plus the
tariff P* + T. At this price, local supply covers only
the fraction dg/dh of the total amount demanded,
and the rest (gh) is imported. The elimination of trade
protection would lead to a price reduction equal to
the segment ac, to the replacement of domestic pro-
duction by imports in the amount eg, and finally to
an increase ki in the proportion of total demand
satisfied by imports. The subsidy (ef) granted to local
firms would partially reverse the displacement of
local supply by imports.

In this case, if the tariff reduction is bigger than
the drawback rate (subsidy), then local production
will inevitably fall, and the greater the elasticity of
the supply curve and the bigger the differential be-
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tween the drawback rate and the former trade protec-
tion, the more pronounced that fall will be. In turn,
the increase in imports will be a function of the re-
duction in domestic supply and the elasticity of the
demand curve. As already noted, in the absence of
other distortions this fall in local production would
mean an increase in efficiency equal to area 3 of
figure 1. If, however, we assume that these “imper-
fections™ in the economy are considerable, the de-
cline in production will have an indeterminate effect
on efficiency. If we assimilate the total amount of
such imperfections to an externality and assume that
the size of this was corrected by the former protec-
tive tariff (as in the “social” supply curve S’ in figure
1), then any reduction in domestic production must
lead to a decline in efficiency.

A second case of interest is that in which there is
a continuum of firms or segments in this sector which
produce with infinitely elastic supply curves in the
relevant section and differ from each other in terms
of their degtee of advantage or disadvantage in mat-
ters of costs compared with imported goods. This
case is shown in figure 2, where the function F(Z)
indexes the firms or products (Z) in terms of the dif-
ference between their prices and those of imported
goods. The abscissa axis shows the number of firms,
while the ordinate axis shows the price variables. At
the starting point, local industry is protected by im-
port duties (7), which permits the survival of a quan-
tity NO of firms. With the application of the new
policy, the drawback on domestic sales (R) becomes
the only factor of promotion for the sector. As this
drawback is less than the value of the previous trade
protection, the number of firms that can survive goes
down to N1. The reduction in the number of firms
does not necessarily mean that aggregate production
must fall. The result is rather indeterminate, depend-
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ing on the comparison between the increase in de-
mand, which favours the surviving firms (because of
the lower prices of their products), and the loss of
production of the firms which have disappeared.
What is relatively certain is that the share of local
production in the total supply of capital goods will
tend to go down.

The third case of interest to us is that in which
the strong competition from capital goods imported
from the other MERCOSUR countries (previously fa-
voured by high preferences) has led, before the new
system, to a shift in the corresponding international
supply curve, and local firms have sought to insulate
themselves from foreign competition by the imposi-
tion of para-tariff barriers, heavy product differentia-
tion, imperfect tradeability, etc. (a typical example is
that of the truck manufacturers, covered by the sys-
tem of drawbacks on capital goods, whose tariff pro-
tection was reduced but who maintained their system
of para-tariff protection —quotas—, which is the most
effectively operative means of protection). These
situations do not comply with the general rule that
the prices of imports are lowered more than those of
locally produced goods. Here, the import supply
curve does not change much, so that the drawback
does not operate as partial compensation, but as a
subsidy for local production. The effect on the level
of production will therefore necessarily be positive.

The existence of these different cases indicates
that there is an unequal impact on different segments
of the capital goods sector. Likewise, it could be said
that there are differences by strata: the small and me-
dium-sized firms in the sector have probably been
more heavily affected (or less benefitted) by the new
policy because of the large economies of scale inher-
ent in the handling of drawback applications and

their smaller oligopolistic capacity to defend market
niches.

To sum up, then, it may be noted that the impact of
the new capital goods policy on local production varies
considerably, depending on the typical case to which
the firm or production segment in question corre-
sponds. At the aggregate level, the result is indeter-
minate. At all events, except in the case of sectors
which for some reason are not affected by the elimi-
nation of tariff preferences, it may be assumed that
local producers are adversely affected, either in terms
of absolute levels of production or of market shares.

The second frame of analysis for examining the
impact of the new policy takes into account its reper-
cussions on the decisions taken by capital goods pro-
ducers with regard to their production and technological
restructuring. It is no longer a question of identifying
where the new equilibrium point will be located, in
the light of the production and supply functions, but
of determining what strategies will be adopted by the
firms to try to modify those functions. The effect of
tariff reduction or elimination (which is not offset by
the production subsidy) raises the level of competi-
tive exposure of local firms. Many authors belonging
to the neoclassical school bring in this factor and
maintain that the greater pressure of competition
gives rise to improvements in the level of efficiency
x of firms. However, as Atiyas, Dutz and Frischtack
(1992) note in their study on processes of restructur-
ing of production, the pressure of competition on a
sector is probably a necessary but not of itself suffi-
cient condition for promoting an efficient restructur-
ing process. When this greater pressure of competition
is not accompanied by an abundant and versatile sup-
ply of the resources needed for restructuring (finance,
information, etc.), firms will tend to adopt defensive
reactions. These reactions do not involve a streng-
thening of the true competitiveness of the firms
through investments in capital and technology, but
reflect mere efforts to reduce costs (especially labour
costs) or, still worse, the dismantling of local produc-
tion in order to take advantage of the experience ac-
cumulated in the past by engaging in the marketing
and repair of imported products.

The new capital goods policy has given rise ba-
sically to greater competitive pressure on local pro-
ducers of those goods. Versatility and, above all,
resources were aspects that were more or less ne-
glected in the beginning. Some firms have been able
to meet the challenge facing them, and have designed
successful conversion strategies. These cases have
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been limited, however, to those segments of the capi-
tal goods sector (as described earlier) where the firms
were less affected by competition from imports and
were able to take maximum advantage of their dy-
namism and store of experience. At the aggregate
level, however, the evolution of the sector has been
frankly unfavourable. Indeed, many firms which
made substantial investments in the late 1980s with a
view to converting their activities and gaining a bet-
ter position within MERCOSUR were thrown off their

IV

stroke by the changes in policy in the early 1990s and
sank into irreversible financial crises.

The critical situation of the sector led the gov-
ernment to apply other measures (such as the new
arrangements for the importation of inputs, parts and
components for capital goods) aimed at making local
producers more competitive, but according to various
specialists in this sector these policies have not suc-
ceeded in reversing the slump suffered by a broad
segment of capital goods producers.

Fiscal Iimpact of the new

capital goods policy

As already noted, there are numerous factors which
mean that the redistributive effects (from the State to
purchasers of capital goods) implicit in the new
policy are accompanied by important aspects relating
to economic efficiency. These factors include in par-
ticular the impact of that policy on the fiscal accounts,
since it involves replacing an instrument that generated
fiscal income (trade protection) with one which gives
rise to outlays (drawbacks on domestic sales).

The problem is that the government does not
possess optimal mechanisms for obtaining revenue
(taxes that do not cause distortions and have zero
collection costs) to cover the outlays involved in op-
timal subsidy policies (an aspect which has been ex-
tensively dealt with in the economic literature). The
conclusion which has been reached is that the sub-
sidy policy continues to be optimal even though it
can only be applied in part, while import duties
(whose collection costs are less than those of other
taxes) may turn out to be sub-optimal tax instru-
ments. In Argentina, the marginal costs of collection
(both of new and existing taxes) are so high that they
are ultimately reflected in severe fiscal constraints.

This raises two problems which are often unjus-
tifiably neglected. Firstly, because it affects the fiscal
balance the new policy has indirect effects not only
on specific variables such as interest rates, the bal-
ance of payments, etc., but also on less analytically
determinable variables such as the expectations of
domestic and international investors. It can therefore
be asserted that each peso that enters the govern-

ment’s coffers has a higher accounting price than a
peso that ceases to flow out of them, while the price
of the latter, in turn, is higher than unity. Consequent-
ly, the fiscal cost of this instrument becomes a key
aspect of the cost-benefit analysis.

Secondly, the cost-benefit status of this particu-
lar instrument cannot be analysed in isolation: it is
necessary to make a comparison between the differ-
ent benefits obtainable by using scarce fiscal resour-
ces for different types of industrial policies.

However, there is also a second aspect relating
to the fiscal costs of the new policy. Whereas trade
protection is a more or less automatic (although not
optimal) sectoral promotion mechanism, subsidy ar-
rangements involve much higher management costs,
due to the need to identify the recipients of draw-
backs properly (in the case of tariff protection the
recipients are selected automatically), to administer a
complicated system of drawbacks, and to apply suit-
able mechanisms of control over levels of produc-
tion, sale prices, etc. In addition to these management
costs that have to be borne by the State, there are also
the substantial management costs that must be borne
by local producers, as noted earlier. In this respect,
the theory of “second best” solutions (see, for
example, Corden, 1978) clearly states that if the man-
agement costs of a subsidy system are much greater
than those of a system of trade protection, the order
of “optimality” of public policies may be reversed,
and the use of trade protection may once again be the
most appropriate.
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Impact of the new policy

on the balance of payments

One of the central elements of trade policy debates is
the question of anti-export bias. The elimination of
tariffs on capital goods reduces the anti-export bias in
so far as it simultaneously encourages both imports
(of such goods) and exports (by all the sectors whose
productivity is increased or whose fixed unit costs
are reduced).!! Conventional approaches do not
bother to investigate what happens if one of these
two effects is greater than the other. It is implicitly
assumed that when there is an imbalance between
them the real exchange rate will spontancously adjust
to its new equilibrium level. Thus, any analytical link
between trade policy and possible problems of trade
imbalances is simply ignored.

In post-convertibility Argentina, however, there
is a clear problem of relative rigidity of the real ex-
change rate. Furthermore, trade openness in general
(and the openness in the capital goods sector in par-
ticular) has given rise to a much bigger increase in
imports than in the stimuli for new exports. At least,
this is what happened up to the end of 1994. 1t is not
clear to what extent the increase in exports registered
after that year was due to lower costs and increased
productivity, on the one hand, or to the domestic re-
cession and the temporary improvement in the terms
of trade, on the other.

The approach taken by the most orthodox school
to this matter has been to flatly deny that tariffs (or
their elimination) have any effect on the trade bal-
ance, which, they claim, is determined by macro-
economic variables such as excess of absorption,
which would be influenced, in turn, by the results of
the balance of payments capital account (Rodriguez,
1995). This approach rejects the role of trade policy
as a policy for modifying expenditure and thus inher-
ently altering the relation between absorption and in-
come. This approach also assumes that capital

1 The anti-export bias present within the capital goods sector
itself (in terms of the incentives to sell abroad or at home) does
not eater into the analysis because of the existence of export
drawbacks.

income is totally independent of the trade balance,
whereas in reality imports of capital goods usually
involve international finance, so that a reduction (in-
crease) in imports of goods due to an increase (de-
crease) in tariffs would simultaneously reduce
(increase) the inflow of capital and hence eliminate
any pressure on the real exchange rate. This is why
—in contrast with the orthodox approach referred to
above— it may be asserted that tariffs on imports of
capital goods do indeed have a direct effect on the
trade balance.

Even so, the query remains about the long-term
external sustainability of high trade deficits caused
by imports of capital goods. The fact is that the ef-
fects of the changes in production brought on by the
process of modernization and retooling give rise to
movements which are very hard to predict accurately.

Without pretending to settle in this article the
debate on the sustainability of the Argentine trade
deficit, it must be stressed that the external impact of
the new capital goods policy cannot be ignored, be-
cause: i) the capital account is rationed, at least
potentially;'? ii) the natural adjustment variables,
such as the real exchange rate, are subject to strong
inflexibilities (which affect the nominal exchange
rate or the general level of prices, and iii) the com-
bined effect of these two situations means that the
current trade balance has a significant impact on the
agents’ expectations.

In these conditions, it may be maintained that the
accounting price of each dollar that ceases to flow
out through the trade account is higher than each
dollar that enters through the capital account, and
that the Jatter price is higher than unity. Consequent-
ly, the impact of the new policy on the external ac-
counts cannot be ignored when analysing its social
costs and benefits.

12 1t cannot be claimed that this situation can only be traced
back to the period after the "tequila effect”, because the danger
was latent in the 1990s.
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VI

Management and control aspects

of the new policy

We must now look at some aspects of the new
policy which have to do with the possible sources
of administrative inefficiency and improductive
rent-seeking that mark various industrial policy
instruments.

Everything appears to indicate that the new
drawback system needs a larger administrative ap-
paratus if it is to be effectively managed. It should be
borne in mind that the more aspects have to be sub-
jected to control, the greater the possibility that fiscal
interests may be adversely affected and that impro-
ductive rent-seeking may take place. In this respect,
the number of aspects that have to be subjected to
control under a drawback system is greater than in
the case of trade protection, where it is only necess-
ary to control the type, amount and price of the im-
ported products.!® It is impossible to give a final
verdict in this respect, however, in view of the seri-
ous and generally acknowledged administrative
shortcomings displayed by the Argentine customs

VII

system and the arbitrary criteria followed in the past
in fixing tariff levels.

Lastly, it may be noted that the implementation
of this new policy (and indeed of the other Argentine
industrial policies in the 1990s) does not appear to
have been accompanied by a process of institutional
improvement in the public offices responsible for its
application. Indeed, the tasks of implementation,
control and follow-up are spread out among different
public bodies —the Office of the Director-General of
Taxes (DGI), the Ministry of Industry, the Office of
the Director-General of Domestic Trade, etc.— with
all the consequent problems of coordinating action
within the bureaucracy. Furthermore, it may well be
considered that since the agency selected for the ex-
ecution of the policy (the DGI) is basically a tax col-
lection body, it may not be capable of understanding
and running the capital goods system as an industrial
policy rather than as a mere arrangement for making
fiscal outlays.

An empirical evaluation of the new system

1.  The evolution of imports

The main difficulty encountered when trying to cal-
culate the effect of the new system on imports of
capital goods is that of estimating the reference
values: that is to say, determining what capital goods
imports would have been in 1993 and 1994 if the
new policy had not been put into effect. In the pres-
ent study, we have compared the growth rates regis-

13 Once again, the costs of each of these systems must be
weighted by the share of domestic production in total demand. If
this share is only very small, the greater relative costs in terms of
management and improductive rent-seeking could finally lead to
lower absolute costs compared with those generated by trade
protection.

tered between 1992 and 1994 in imports of goods
corresponding to the tariff items covered by resolu-
tion 501 (exemption from import duties) with the
rates recorded for the capital goods tariff items which
had already been exempted from customs duties be-
cause they were goods that were not produced locally
(table 1). The analysis also covered the origin of the
imports, in order to distinguish between the growth
rates of goods from MERCOSUR (which already en-
joyed substantial tariff preferences) and those from
the rest of the world.

If we take the imports which already enjoyed
tariff exemption as a parameter, we see that the
growth rate of the imports corresponding to the tariff
items covered by resolution 501 is significantly
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TABLE 1
Argentina: increase in imports of capital goods, by origin, 1992-1994
(Percentages)
Variation,
1992-1994

Origin: Entire world
1. Increase in total imports 102.9
2. Increase in goods corresponding to tariff items covered by resolution 501 * 1533
3. Increase in goods corresponding to tariff items already enjoying exemption 71.1
4. Greater increase in (2) compared with (3) 48.0

Origin: MERCOSUR
1. Increase in total imports 118.6
2. Increase in goods corresponding to tariff items covered by resolution 501 150.2
3. Increase in goods corresponding to tariff items already enjoying exemption 26.7
4. Greater increase in (2) compared with (3) 97.5

Origin: Rest of world
1. Increase in total imports 100.4
2. Increase in goods corresponding to tariff items covered by resolution 501 * 154.3
3. Increase in goods corresponding to tariff items already enjoying exemption 73.7
4. Greater increase in (2) compared with (3) 46.4

Source: Prepared by the author on the basis of data from the National Institute of Statistics and Censuses (INDEC).

* On exemption from import duties.

greater (nearly 50% more than imports from the
world as a whole and from the rest of the world). It
should be noted, however, that this is the estimate
which tends to overestimate the impact of the new
policy most seriously, because of the prior existence
of a system of dual tariffs (depending on whether or
not there was local production of the items in ques-
tion) which gave an incentive for the wilful mis-dec-
laration of the tariff item corresponding to a given
product. With the new policy, this incentive has dis-
appeared, but it is very likely that a certain propor-
tion of the increase in imports corresponding to the
tariff items covered by resolution 501 was due to
mere falsification of customs declarations.

Another important aspect of imports of capital

goods relates to their sectoral destination (table 2). As

may be seen from the table, the tradeables sector
proper (agriculture, mining and industry) absorbed
42% of total imports of capital goods in 1992, but
this share showed a downward trend in 1993 and
1994. According to these statistics, the destination
sector which grew most was transport (six percentage
points), with much smaller increases in the case of
commerce, banking and insurance, telecommunica-
tions and construction. It should be noted, however,
that the changes in relative shares shown in the table
may be distorted by the effects of the special system

for the motor industry on imports of transport equip-
ment.

A third aspect which warrants analysis is the role
of MERCOSUR in imports of capital goods.!* In 1992
the share of imports from MERCOSUR in total capital
goods imports was relatively small, amounting to not
more than 14% (table 3). For the subset of tariff
items covered by resolution 501, however, this share
rose to 26%, with the difference being particularly
notable in the case of specialized non-electrical ma-
chinery and transport equipment. This situation may
indicate either the previous existence of substantial
trade diversion (the imports from Brazil are concen-
trated in the sectors previously protected by Argenti-
na, to which Brazil gained preferential access) or
merely the existence of similar supply structures. The
fact that between 1992 and 1994 the growth rate of
imports from MERCOSUR covered by resolution 501
was almost identical to that of imports from the rest
of the world (see table 1) would appear to weaken the
trade diversion hypothesis: Brazilian capital goods
have managed to maintain their share of the Argen-
tine market even under the same conditions of access
as those applying to imports from the rest of the
world.

14 Only imports from Brazil and Uruguay were taken into ac-
count, since those from Paraguay are relatively insignificant.
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TABLE 2

Argentina: Sectoral deatination of cspital goods imports, 1992, 1993 and 1994

(Percentages)

1992 1993 1994

Agriculture 25 24 29
Mining 0.4 04 0.4
Industry 39.7 377 33.0
Electricity, gas and water 6.5 6.4 6.1
Construction 7.2 7.9 8.1
Transport 13.2 14.7 19.5
Commerce, banking and insurance 8.8 9.2 9.1
Communications 14.8 16.1 153
Health 4.3 34 36
Research 0.7 0.6 0.6

Source: Argentina, Ministry of the Economy and Public Works and Services, Informe econé

TABLE 3

ico, various i

Argentina: Share of MERCOSUR in imports of capital goods, 1992

(Percentages)

Metal structures
" Non-electrical machinery, n.e.s.
Non-electrical machinery, specialized
Electrical machinery
Telecommunications equipment
Transport equipment
Technical and precision instruments
Data processing,and office equipment
Others, n.e.s.

Total

Of tariff items covered

Of total imports by resolution SO1
33 33
128 159
170 458
75 128
39 48
243 817
28 3.1
49 42
6.1 43
13.5 260

Source: Prepared by the author on the basis of data from the National Institute of Statistics and Censuses (INDEC).

In order to distinguish between the cases ana-
lysed in section III, it should be noted that imports
from Brazil corresponding 4o the tariff items covered
by resolution 501 account for high shares (over 30%)
in the case of motor vehicles, agricultural machinery,
machinery for the rubber and plastics industry, and
machinery for road-building and the construction
sector. They also have substantial shares in food-
processing machinery, machinery for non-metallic
minerals, and railway equipment, although the abso-
lute amounts are not very significant.

2 The evolution of domestic capital goods
production

In this case, the information on domestic production
is more limited and less consistent than that on im-
ports. As a first approach to this matter, table 4
shows the evolution of the indicators of physical

volume of production, on the basis of data prepared
by the sectoral associations.

Because of the low sectoral coverage of the
available indicators on the physical volume of pro-
duction, they cannot be used to estimate the aggre-
gate performance of the capital goods sector. What s
worth stressing is the great heterogeneity between the
behaviour of the different segments of the sector. The
following representative cases may be noted in this
respect:

i) A very good performance was turned in by the
segments producing trucks (class B vehicles) and
such items as trailers and semi-trailers, which repre-
sent the most privileged segments because they enjoy
the benefits not only of the drawback system but also
of specific non-tariff protection mechanisms.

ii) A good performance (although not so good as
the previous case) was registered by the segments
producing agricultural machinery and road ma-
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TABLE 4

Argentina: Evolution of physical volume of domestic production

(Percentages)

1992/1993 1993/1994 1992/1994

Agricultural machinery 6.7 122 19.7
Road machinery * -12.8 27.7 11.4
Tractors ® 22,9 258 3.1
Machine tools for metals © -26.6 -39 -29.4
Machine tools for wood © -20.0 -10.2 281
Motor vehicles, class B¢ 11.6 38.3 54.4
Trailers © 25.7 11.5 40.2
Semi-trailers 24.9 48 30.9

Source: Aggregate estimates by the author, based on data from the Argentine Agricultural Machinery Manufacturers’ Association (CAFMA)

for that branch, and data from other bodies as indicated.

N Data from the Association of Metalworking Industries of the Argentine Republic (ADIMRA).

® Data from the Association of Argentine Tractor Manufacturers (AFAT).

¢ Data from the Argentine Association of Manufacturers of Machine Tools, Accessories and Related Products (AAFMHA).
Prepared by the Latin American Economic Research Foundation (FIEL), on the basis of data from the Motor Manufacturers’ Association

(ADEFA).
© National Institute of Statistics and Censuses (INDEC).

chinery. In these two cases, much of the competitive
pressure from imports comes from MERCOSUR (which
accounted for 70% and 50%, respectively, of imports
in these categories in 1992).1% In these cases, as noted
in section IIl, the new policy does not cause any
major reduction in the cost of imports, so that the
drawback system does not operate as a form of par-
tial compensation but as a fully-fledged subsidy for
local producers.

iii) In the case of machine tools, there was a
sharp drop in production. Here, unlike the preceding
case, the bulk of the competitive pressure comes
from imports from the rest of the world. The process
of general economic openness begun in the early
1990s, together with an excessive supply of machine
tools on international markets and a severe recession
in Brazil, has tended to give rise to a critical situation
for this industry, and the greater trade openness fur-
thered by the new capital goods policy has probably
made the situation of most of the firms in this branch
even more critical. As we were able to note from
some of the interviews with firms in this sector, how-
ever, there are some machine tool firms which have
succeeded in carrying through their restructuring pro-

15 1t should be added, in this respect, that in the agricultural
machinery segment the systems of marketing and after-sales ser-
vice tend to give rise to some degree of natural protection, so
that according to the estimates of specialists in this sector the
general share of imports in the market is not more than 25%.

cess and are now in a good position to compete with
foreign products. All in all, this segment seems to fit
in quite well with the second case set forth in section
I, where some firms remain competitive and are
favoured by the new policy, whereas a certain pro-
portion (in this case, a significant proportion) of the
remaining firms are forced to leave the market or
change over to the marketing of imported goods.
Leaving aside the question of the marked hete-
rogeneity observed among the different segments of
capital goods production, let us try to determine what
the aggregate behaviour of the sector has been. A first
approximation in this respect may be provided by the
official statistics on gross domestic fixed investment
(table 5).'¢ These data confirm fairly conclusively
that Argentine capital goods production (with the ob-
vious exception of transport equipment) has not only
not been able to win part of the increased demand for
investment goods but has actually been displaced in
absolute terms by imported goods. Although the
statistics for 1990 and 1991 have not been published,
through consultations with national accounts special-

16 This information is presented by way of illustration because it
is the only aggregate information available. It should be borne in
mind that the data on this investment cover a much broader
universe of goods than that affected by the new capital goods
policy. At the same time, there is some doubt about the reliability
and consistency of these figures in the case of some indicators of
the physical volume of production.
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TABLE §
Argentina: Variation in the components of
gross domestic fixed investment, at constant prices®
(Percentages)
1992/1993 1993/1994 1992/1994
Machinery and equipment 18.5 26 453
Domestic 7.4 -1.8 55
Transport equipment 15.0 134 30.4
Other machinery, equipment, etc. 39 94 -4.8
Imported 330 484 97.4

Source: Argentina, Ministry of the Economy and Public Works and Services, Informe econé

ico, various i

* The series at current prices show the same trends, although slightly less marked, reflecting the decline in the relative prices of capital

goods.

ists we were able to establish a fact which is extreme-
ly important for our analysis: between 1990 and
1991, and again between 1991 and 1992, the beha-
viour of the domestic machinery and equipment
branch was less dynamic than that of imported ma-
chinery and equipment, but it registered positive
growth rates rather than the negative rates registered
in 1994 and the whole of the two-year period 1993-
1994. These trends would appear to be confirmed by
estimates of the sectoral GDP —at the five-digit level
of the Standard International Trade Classification
(SITC)- which have not yet been published either, on
account of problems of reliability.

To sum up, then, empirical analysis of domestic
capital goods production and its evolution tends to
corroborate the assumption that the aggregate perfor-
mance of the sector was negative and that there was
a high level of heterogeneity within it.

3. Estimation of the fiscal cost of the new capital
goods policy

The direct fiscal cost of the new policy includes the
amount paid in respect of drawbacks on domestic
sales and the loss of tariff revenue due to the exemp-
tions from import duties. It is estimated that the
drawbacks due in 1994 came to 259.1 million pesos,
corresponding to domestic sales of 1,700 million.!?
The indirect effects mentioned in section IV cannot

17 In order to make this estimate, we took the total drawbacks
paid in 1993 and 1994 and allocated 66% of them to 1994.
Because of the lack of statistics on the drawbacks due, the cut-
off date was set at 3 January 1995 (by which time it is assumed
that most of the applications in respect of sales made in 1994
had already been entered) and the values were adjusted to in-
clude pending applications (i.e., applications in respect of which
the corresponding drawbacks had not yet been paid).

be quantified, but they nevertheless should not be
ignored in an overall evaluation of the new policy.

According to the available data, the share of
local supply in the branches covered by the new capi-
tal goods policy is around 30%.'® For the subset of
goods covered by resolution 501 (which are merely
those where it is presumed that domestic production
exists), the share of local supply in the total market is
estimated to be 45.6%.

With regard to the first component of the fiscal
cost, the breakdown of drawback applications pre-
pared by the Department of Major Domestic Tax-
payers shows the degree of concentration existing
among the firms in the sector that use the system.
These data (which likewise underestimate the real
degree of concentration) indicate that 3.4% of the
applications account for 41% of the total amount
paid. To put it another way, while the average value
of each drawback applied for by the major taxpayers
of the sector amounts to 522,000 pesos, in the case of
the rest of the firms the corresponding figure is only
26,000 pesos. This fact, together with the high fixed
costs (especially administrative costs) involved in hand-
ling drawbacks, indicates that there are big economies
of scale which make the system much less favourable
for the small and medium-sized fitms in the sector.

The second component in the fiscal cost is the
loss of tariff revenue. We have calculated this using
the same criterion that was used in sub-section 1 above
to estimate the reference value of what the level of
imports of capital goods would have been if the new

18 This figure underestimates the real share because of the volun-
tary self-exclusion of some local producers who have not used
the drawback system (either for fear of the fiscal investigations
implicit in the system or because they have captive markets).
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TABLE 6

Argentina: Costs and benefits of the new policy for

the capital goods sector (excluding transport equipment)®

(Millions of dollars)

Benefits Costs
Subtotal Total Subtotal Total A+B-C

Variation in imports 251
Variation in domestic sales -53
Total variation in demand (A) 198
Reduction in total costs 423
Reduction in costs, without transfers (B) 187
Fiscal cost of loss of tariff revenue 260
Fiscal cost of drawbacks 168
Total fiscal cost (C) 428
Benefits, less costs (A+B-C) -43

Source: Prepared by the author.

® The variation in imports was estimated using the same method employed to deduce the fiscal cost of the new policy (second method set
forth in section VIL.1). Domestic sales were estimated by applying the variation in gross domestic fixed investment estimated by the Ministry
of the Economy (see section VIL2) to the value of domestic production, as estimated from the drawbacks paid out (see section VIL3). The
cost reduction effect is equal to the public transfer to the sector purchasing capital goods (i.e., equal to the fiscal cost of the measure), and the
proportion which went to the tradeables sector was estimated by applying the shares of the different sectors in imports of capital goods,
as estimated by the Ministry of the Economy (see section VIL1). The share of capital goods as a whole (excluding transport equipment)
in total drawbacks and in the equivalent value of production was estimated at 65%, according to calculations made by the staff of the

Ministry of Industry.

policy had not been applied. Only imports from the
rest of the world were taken into account (i.c., we
excluded imports of capital goods from MERCOSUR,
which already enjoyed major preferences).

Thus, assuming that the level of imports in 1994
would have been 1,029 million pesos if the new
policy had not beé¢h applied, we estimate that the loss
of tariff revenue (fifteen percentage points of tariffs
plus ten percentage points of the “tasa estadistica”
surcharge) would amount to 257 million pesos.

To sum up, then, the direct fiscal cost of the new
capital goods policy in 1994 may be estimated at
US$ 500 million, divided more or less equally be-
tween payments of drawbacks and loss of tariff
revenue.

4. Aggregate costs and benefits

It is of interest to bring together the three elements of
empirical analysis in respect of which we were able
to make more or less consistent estimates, in order to
get an idea of the overall costs and benefits of the
new policy. The points of particular interest in this
respect are the increase in demand for capital goods
attributable to this policy, the direct reduction in
costs obtained by the tradeables sector of the econ-
omy, and the direct fiscal cost of the new arrange-
ments. Although some other components of the

cost-benefit analysis which are difficult to quantify
have been left out of this exercise (such as the effects
of the deterioration in the external sector accounts on
the monetary reserves and the expectations of the
economic agents, the private and public management
costs of the new system, its effects on employment,
etc.), we must not forget their importance for a truly
integral appraisal of the new policy. As the behaviour
of the transport equipment branch is strongly in-
fluenced by the existence of the special system for
the motor industry, it was decided to exclude it from
this analysis. Likewise, as imports from MERCOSUR
already enjoyed substantial tariff preferences, only
the imports and loss of tariff revenue corresponding
to imports from the rest of the world were taken into
account.

While the estimates (not included in this article)
which include transport equipment give a positive
result, the exclusion of this branch gives a negative
picture

19 Table 6 is only designed to illustrate the very limited effec-
tiveness of the new capital goods policy: it does not represent an
estimate of the social costs and benefits in terms of efficiency.
The analysis of the increase in demand, for example, includes
the total value of the increase in purchases, and not the
“triangle” that would measure the net gains of the consumer
surplus. Likewise, the table shows the total fiscal outlays, but
not the costs of collection or distortional effects.
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VIII

General appraisal

A general appraisal of the new policy indicates that it
has both favourable and unfavourable effects.
Among the former are the increase in the investment
rate and in the general productivity of the economy,
and the reduction in costs due to the lower cost of
capital goods. Among the latter are the effects on the
evolution of the domestic supply of these goods (ex-
cept transport equipment), the macroeconomic im-
pacts on the fiscal sector, the external sector and
unemployment, and the higher public and private
management costs of the new system compared with
the previous one.

The initial difference between the drawback rate
and the trade protection rate which was eliminated
suggests that the impact on domestic production was
not initially given much weight. Thus, the drawback
system may be seen as a safety net for local produ-
cers to palliate a prior decision to open up the sector,
rather than as a policy designed to provide support
for an offensive industrial restructuring exercise. The
drop in the levels of production of the capital goods
sector, which is subject to considerable externalities,
the management costs of the new instrument, and the
new distortions generated in the relative price of
capital goods versus labout are factors which call
into question the advisability of the new system from
a microeconomic standpoint.

Even if we conclude that the cost-benefit ratio of
the new policy is favourable from this standpoint, it
would still reflect the contradiction analysed by
Fanelli and Frenkel (1995) between the positive
microeconomic effects of some structural reforms
and the aspect of the macroeconomic sustainability
of the stabilization and growth process.

The fiscal and external costs of the new policy
were given little weight in the initial cost-benefit ap-
praisal, probably because of the abundant finance
available in 1993 and 1994 for both the government
and the external sector. The question of whether the
extremely high discount rate used (implicitly reflect-
ing the lack of concern for the fiscal and external
adjustments that would later be necessary) was cor-
rect or not is something that can only be determined

ex post through a joint analysis of the process of
convergence of the economy towards a stable growth
model. The question that we do need to ask is
whether —within the same government economic
policy framework— it would not have been more
advisable to use other industrial policy instruments.

As already noted in section V, fiscal constraints
make it impossible to carry out all the policies which
might be considered appropriate. Consequently, we
must ask ourselves not only whether the change in
policy has a positive impact on the above-mentioned
process, but also whether the new instrument is more
effective than other alternative industrial policies.
The exercises effected in section VIL.4 above would
scem to indicate that if the priority aims of the
measure were to increase the investment and reduce
the costs of the tradeables sector of the economy,
then the cost-benefit evaluation ceases to be favour-
able if the transport equipment branch is excluded
from the analysis. The low price-elasticity of demand
for capital goods revealed in the empirical analysis
gives grounds for thinking that the State could have
raised the investment rate more either by making di-
rect public investments or by inviting tenders from
the private sector for the operation of production in-
vestment funds established with public resources. If
it is possible to ensure efficient allocation of resour-
ces and appropriate channelling to infrastructural
projects, there can even be a parallel increase in pri-
vate investment, due to the crowding-in effect that
public investment can have on private investment, as
more recent studies tend to acknowledge (Schmidt-
Hebbel, Serven and Solimano, 1996).2°

20 The advocates of the supply-side approach tend to assume that
any resources procured by the State for the design of industrial
strategies to promote investment in industry and the restructur-
ing of production will .automatically tend to be wasted through
inefficiency and corruption. Although it is true that these prob-
lems do exist, they tend to be self-generated by this economic
philosophy itself, because it rejects the need to make the necess-
ary efforts to strengthen the institutions responsible for handling
industrial policy instruments.
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At all events, the new capital goods policy does
not seem to have sufficiently grasped the fact that the
investment rate is influenced by other factors which
are just as important as the price of those goods, or
even more so: these factors include the level of
growth of income (the acceleration effect), the situ-
ation as regards the expectations of the economic
agents, and the financing terms associated with the
supply of capital goods.

With regard to the function fulfilled by the
new policy in terms of reducing costs, and its di-
rect impact on the competitiveness of the economy,
it may be wondered whether a better cost-benefit
equation would not have been secured by the appli-
cation of the same policy, but limited selectively to
the tradeables sector of the economy.?! Generally
speaking, this policy has taken a very natrow view
of the factors conditioning competitiveness. Thus,
the efforts made to reduce the prices of capital
goods are out of all proportion to the efforts to
promote retooling through suitable credit and tech-
nology policies. Except in the case of the special

system for the motor industry, the fiscal resources
devoted to the new policy are much greater than
those allocated to all the other policy instruments of
the Ministry of Industry. Thus, for example, US$ 500
million are allocated to this policy each year, in con-
trast with the US$ 30 million annual budget of the
National Industrial Technology Institute or the

-US$ 60 or 70 million allocated each year to subsidize

interest rates on loans to small and medium-sized
firms.

The same lack of proportion is to be observed
between the fiscal cost of the new policy and the
virtually insignificant budgetary and policy efforts
aimed at strengthening the institutions responsible for
its management, which raise doubts as to whether the
effective control capacity required by the new system
really exists. The by no means insignificant share of
local production in the total supply of capital goods,
as estimated in section IV.3, means that the new pol-
icy involves higher management costs than the pre-
vious trade protection system.

(Original: Spanish)
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This article analyses the strategies applied by the Brazilian
industrial groups during the period 1980-1993: that is to say,
before the Real Plan was put into effect. After some introductory
comments regarding the debate on economic groups, hypotheses
are presented on the evolution of the Brazilian industrial groups
in the 1980s and early 1990s; the main elements in the Brazilian
economy which conditioned the restructuring strategies of the
groups are identified, and these strategies are categorized on
the basis of this analysis and of the hypotheses put forward in
the introductory section. A general analysis is then made of
the strategies of a sample of industrial groups, and in conclu-
sion some aspects of the Brazilian groups are compared with
those of “winning” business organizations (the Japanese Keiretsu
and the South Korean Chaebol) and some theoretical consider-
ations are put forward on the possibilities of expansion of the

Brazilian groups in the light of their sectoral positions.
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I

Introduction: “

winning”

business structures

Many economic publications of the 1980s describe
and analyse the competitive merits of the great enter-
prises and industrial groups of Japan and South
Korea, of some Italian groups, and of other groups
from the recently-industrialized Asian countries. A
number of authors have displayed special interest in
the impact of these concentrated production struc-
tures on international trade, finance and technologi-
cal development. !

Economic groups display a number of features
which distinguish them from other firms in a particu-
lar market structure. Tavares (1972, pp. 196-197) noted
that the fundamental objective of a conglomerate is
really to control the market surplus, and it only seeks
to achieve integration of production and control over
the whole process of production, innovation or tech-
nological adaptation when these are essential to the
attainment of that objective. In other words, the aim
of a conglomerate is not to concentrate production,
regulate the absorption of technology and increase
production efficiency by taking advantage of econ-
omies of scale and linkages or complementation.
What it really wants is to gain possession of the sur-
pluses of various firms or sectors and apply them in
new and diversified ways which minimize risks and
keep up the profitable accumulation of capital. This
typically financial form of business organization is
capable of controlling the surpluses of activities
whose forms of production are not related, and it can
even collaborate with the interests of firms or groups
that would be antagonists under conditions of normal
oligopolistic competition.>

1 OECD (1992) makes an interesting comparison between the
winning firms of the 1980s and the former structures based on
the Fordist production pattern. See also Torres (1991).

2 With regard to the capacity of industrial consortia and finan-
cial corporations to allocate resources, Hobson (1985, p. 191)
says that these bodies are increasingly taking on the form of a
purely financial power: of a mass of credit that is directed to any
point in the economic system where it is needed in order to force
an industrial merger or stifle any threat to invade one of its
“spheres of influence”.

The analysis of Japanese and South Korean groups
made by Coutinho (1992) highlights three basic charac-
teristics of these capitalist structures. First, they are
multisectoral groups industrially linked with sectors that
generate new technologies (such as microelectronics
and electrical equipment) and with firms in industries
that use new technologies (such as the motor vehicle,
chemical and telecommunications industries). This
broad industrial base has allowed them (and continues
to allow them) to take advantage of technological and
commercial synergies within a single industrial group.

A second characteristic is that they finance in-
vestments with long lead times. There is a banking
nucleus linked with the industrial strategies (a rela-
tionship which is particularly marked in the case of
the Japanese groups, the keiretsu). This financial
structure is founded on stable and abundant monetary
resources obtained at relatively low interest rates
from the group’s own wage bill (pension and insur-
ance funds, etc.). These resources are transferred to
the firms in the group in accordance with their in-
vestment programmes. The groups thus have a cap-
tive loan fund which partly protects them from
restrictive monetary policies and ensures the flexi-
bility of their investment plans.

The third characteristic is connected with their
vertical and horizontal cooperation strategies. At the
vertical level, these groups maintain close partner-
ships with small and medium-sized enterprises, thus
ensuring a regular and flexible supply of parts and
inputs, while at the same time enabling them to focus
and concentrate their resources on activities which
they consider to be strategic. At the horizontal level,
they establish agreements, associations and alliances
with other major firms, especially in the field of tech-
nological development.

The combination of these characteristics within
the same business structure was an outstanding fea-
ture of the great “winning” industrial enterprises of
the 1980s, and this fact raises once again the question
of the characteristics displayed by the Brazilian
groups (size, sectoral position, industrial and finan-
cial synergies, and strategies).
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II

The strategies of the economic groups

1. Defensive/speculative strategies: formation
of conglomerates

The few studies published on the strategies of the
Brazilian economic groups in the 1980s suggest a
basic hypothesis: these strategies display a marked
defensive/speculative tendency which is reflected in
investments® in firms or real assets that represent
protection against the danger of economic instability.
The biggest firms sought to acquire shares in firms
considered to be market leaders and tried to reduce
risks by diversifying their investment portfolios
(Almeida, Kawall and Novais, 1990).

Commenting on this behaviour, these authors
(ibid., p. 16) assert that the growth in the investments
of the leading firms had such marked characteristics
that there can be no doubt about its significance: it
was a typical move in the ditection of diversification
and the formation of major private sector conglom-
erates. They also assume that the aim of the diversifi-
cation was to stabilize the return on capital within
large corporations. This strategy led to the formation
of groups with interests in various markets. If they
are correct in their assumptions, then this represented
a shift of resources of a defensive nature, quite dis-
tinct from offensive-type diversification involving
the promotion of new telated activities and the search
for technological synergies, new products and new
markets, which would mean financing (and not just
stabilizing) new venture investments.

Coutinho (1990 and 1991) criticized the
strategies and structures of the Brazilian industrial
groups, contrasting their features with the competi-
tive “virtuosity” of the keiretsu and chaebol. In line
with the proposals of Almeida, Kawall and Novais
(1990), he speculated that these were merely “poorly
informed equity-oriented diversification strategies”
aimed at making “good deals” which, while individ-

3 From an accounting (but not economic) standpoint, the invest-
ments correspond to the application of resources in other firms in
the form of transfers of monetary resources and assets, acquisi-
tion of equity, etc.

ually profitable, did not bring any kind of internal
synergy for the group. Rounding out his criticisms,
he added that the Brazilian groups did not develop
strategies which gave priority to complementation
and technological synergy, and moreover they had a
poorly diversified sectoral structure, concentrated in
conventional sectors. With regard to their indebted-
ness policy, he said that these groups preferred to
invest with their own capital, which tended to limit
their expansion capacity and make them easy victims
of restrictive monetary policies.*

It has also been suggested, however, that the
Brazilian industrial groups applied strategies marked
by the pursuit of real assets with some degree of
liquidity. It could be said that their acquisition policies
were conditioned largely by financial/speculative as-
pects related to an unstable economic environment
with limited investment opportunities.

Since this was the predominant type of beha-
viour with regard to the restructuring strategies of the
industrial groups, the following questions may be
asked: In an economic environment marked by insta-
bility and uncertainty, would it not have been better
to give priority to the strengthening of strategic acti-
vities which increase the capacity to react to disrup-
tive movements? Would it not have been better to
discard a defensive/speculative strategy (based on the
execution of “good deals”) which does not increase
market power and adopt instead a more coherent
competitive strategy which favours the industrial in-
tegration of the firm or group in question? And if this
were 50, would not this defensive/speculative beha-
viour be a secondary aspect in a more general strate-
gy for the expansion of major companies and
economic groups?

4 These views are similar to those set forth by Queiroz (1972,
p- 13), who said in his evaluation of the strategies of the econ-
omic groups operating in Brazil in the early 1960s that although
the extreme diversification of some groups was not rational from
the organizational standpoint, it offered advantages in terms of
the survival and progress of the groups in a relatively limited
market sometimes subject to sharp sectoral fluctuations. Groups
organized in this way can establish a business strategy which
allows them to withstand possible adverse results in one branch,
provided that other branches keep on growing.
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To some extent, the hypothesis of a defensive/
speculative form of behaviour also implicitly in-
cludes the idea that economic instability was one of
the leading conditioning elements in the restructuring
strategies. This idea is open to question, however.
Were the strategies of the industrial firms and groups
really determined solely by economic instability? To
put it another way, was the prevailing economic situ-
ation the main conditioning factor in the diversifica-
tion strategies? Might there not be other elements,
connected with the industrial profile of the group,
which conditioned its strategies with regard, for
example, to its direction of diversification? May
there not have been coherent long-term industrial re-
structuring processes: i.e., non-speculative strategies?

2. Coherent corporate strategies

The theoretical basis for this questioning of the
strategies is a hypothesis formulated from the ideas
set forth by Steindl (1983), Penrose (1959) and Dosi,
Teece and Winter (1992). These authors take the
view that the preferred space for the investments of
the firms is in the same industry in which they are
located or in economic spaces linked with that which
they consider to be most important.

Steindl asserts that the prefetred area for a firm’s
investment is the same space in which it is already
operating. In investing, the firms seek to strengthen
their competitive position either by incorporating new
techniques that enable costs to be reduced, stepping
up product and market differentiation, or acquiring
competing firms. Diversification into other indus-
tries, he considers, only tends to take place when
there are no more profitable spaces left in the firm’s
own industry or when the expenditure to strengthen
the firm’s competitive position is insufficient to ab-
sorb the expansion potential of the firm (or group).

Penrose supplements and strengthens this ana-
lysis, asserting that a firm defines its preferred areas
of investment in the light of the trading environment
and its technical base. Thus, a firm evaluates its tech-
nical and market knowledge and defines a space
where, if it expands into it, it will be able to take
advantage of its accumulated competitive advantages
and strengthen its already firmly established competi-
tive positions. If there are lucrative economic spaces
in its own area of specialization, a firm is hardly
likely to decide to invest in industries far removed
from that area.

Dosi, Teece and Winter (1992) also concur with
these views, although in their approach the techno-
logical dimension is given greater prominence. These
authors take the view that in large corporations there
is a consistent thread running through their processes
of diversification and horizontal specialization,
which are largely conditioned by the following fac-
tors: the know-how built up in the various activities
of the firms, technological opportunities, production
linkages, complementary assets, and competitive se-
lection. Furthermore, they claim that transaction
costs (the existence of specific assets, cognitive
diversity, opportunism, etc.) are also important fac-
tors in defining vertical integration strategies. They
therefore stress that the industrial profile is an im-
portant element conditioning restructuring strategies.®

In the light of these considerations, a second hy-
pothesis can be formulated. The 1980s were marked
by instability and lack of clarity regarding the areas
of probable expansion of the economy. In this cli-
mate of uncertainty, the most widespread strategy of
groups and large corporations was to try to
strengthen their competitive position and hence their
positions in industries considered to be strategic (core
businesses). These groups and firms tried to build
economic spaces where they could use their market
power and defend the profitability of their assets. In
line with the views expressed by Penrose, they de-
cided on their investment priorities in the light of
their areas of specialization. This would suggest that
they applied coherent synergic strategies relating to
the sectoral profile: that is to say, strategies which
were not merely of a defensive/speculative nature.

If this hypothesis is correct, then defensive/
speculative strategies were not those which most
faithfully reflected the behaviour of the big industrial
firms and groups in the 1980s, since these groups did
not disperse their investments in order to obtain aver-
age levels of profitability and avoid the risks in-
volved in concentration of capital in a single
industrial segment. On the contrary, they sought to
strengthen their industrial structures and, on this
basis, to expand by incorporating new activities
which had strong financial, technological or commer-

5 Pondé (1993) gives an analysis of transaction costs, taking a
neo-Schumpeterian approach. With regard to the factors men-
tioned by Dosi, Teece and Winter, see Dosi (1988), Very (1993)
also sets forth some similar ideas.
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cial backing in the existing industrial base. In effect-
ing this expansion, they may have opted to diversify
their activities in a structured and coherent manner
by entering other industrial sectors.

The prevailing economic situation may have
stimulated restructuring processes (diversification and
specialization), but in order to identify the reasons for
this it is necessary to analyse the long-term move-
ments of the major enterprises and industrial groups,
which would mean reducing the explanatory import-
ance of factors which might be considered as transi-

III

tory and which would therefore justify defensive/
speculative measures. The truth is that it is necessary
to analyse the whole competitive context in which
the firms or groups in question operate, their indus-
trial profile, and their strategic decisions, including
the diversification of their activities. In this respect,
the restructuring strategies of Brazilian firms were
determined by the overall interaction of the general
behaviour of the Brazilian economy, the performance
of the industrial sectors, and the specific sectoral
profiles of the industrial groups.

Conditioning elements and

industrial strategies

1. General conditioning elements and reactions

Analysis of the Brazilian economy reveals some
general elements which conditioned the restructuring
strategies of the industrial groups during the period
1980-1993.

First, it may be noted that large corporations
kept up their accumulation capacity during the 1980s,
in spite of the recession and economic instability.
They reduced their indebtedness and began to put
their surplus resources to work in the financial mar-
ket and to use them to acquire real assets. This fact
may have prompted expanding industrial groups to
acquire firms considered to be profitable or of
strategic importance or to take out shares in them.

Second, in contrast with the rapid growth regis-
tered in the 1970s, the domestic market grew only
slowly. This stagnation of the domestic market, and
the prevailing economic policy, led firms to seek
markets abroad, although the domestic market conti-
nued to be the main area of expansion for most com-
panies.

Third, technological change led to the redefini-
tion of areas of competition, so that some activities
expanded rapidly thanks to the new technological op-
portunities, others were restructured in line with the
innovations, but some areas of activity stagnated or
deteriorated because of the unfavourable impact of
technological changes. In this process, trade protec-
tion and government incentives played a vital role in
the growth of domestic capital.

The economic changes which took place in
1990-1993 faced business strategies with new de-
mands and heightened those already being faced.
First, the domestic recession and the lack of indus-
trial guidelines caused expansion to continue to be
directed towards the external market, stimulating the
growth of those industrial sectors and firms which
had turned to exports in the 1980s.

Second, the authorities ceased to apply selective
industrial policies which placed conditions on the
entry of foreign capital and encouraged the develop-
ment of some industrial sectors. As a result, because
of the scarcity of domestic capital in technology-
intensive sectors, foreign firms came to enjoy big
competitive advantages in the core segments of the
new industrial growth, and domestic capital tended to
be restricted to the sectors where it already occupied
a competitive position.

Third, the State decided to redefine its participa-
tion in production activities and put into effect an
extensive privatization programme covering all firms
not of a strictly public character. Thus, the former
State enterprises began to offer opportunities for ex-
pansion to some industrial groups.

Lastly, there was the question of trade openness.
The marketing of imported products and the possi-
bility of strong foreign competition gave rise to vari-
ous reactions. Some firms reduced their industrial
activities and concentrated instead on certain specific
segments, complementing their own product lines
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with imports. Others decided to import inputs, ma-
chinery and equipment so as to raise their production
efficiency.

Not all firms and industrial groups showed the
same capacity to react to these changes. Faced with
the multiple conditioning elements referred to in the
previous paragraph, the groups could adopt various
strategies, depending on their specific industrial
profiles. Thus, there were different types of apprai-
sals and capacities for action to tackle the prevailing
economic restrictions and opportunities.

2. Expansion, diversification and specialization
strategies

Diversification and specialization are aspects of com-
petitive strategies and are subject to certain condi-
tioning elements. In his study of the growth of
companies, Penrose (1959) considers that firms
prefer to invest (especially when diversifying) in ac-
tivities closest to their own area of expansion.® This
is an economic space, determined by the firm’s mar-
keting area and technical base, in which the firm
aims to attain a leading position compared with exist-
ing and potential competitors. Consequently, its
diversification horizon consists of a range of options
determined by the strategic importance and competi-
tive advantages that the firm believes it has.

Dosi, Teece and Winter (1992) believe that large
corporations are groups which have a special kind of
corporate coherence. They consider that transaction
costs, technical and organizational know-how, tech-
nological opportunities, production linkages, com-
plementary and specific assets, and competitive
selection are important aspects in the definition of
this corporate space. They suggest that there is a
strategic group of core competences which condition
the group’s expansion possibilities, and they note that
this core normally has two dimensions: one organiza-
tional and economic, and the other technical. The
organizational/economic dimension covers i) the ca-
pacity to decide what to produce and at what price;
ii) the capacity to decide whether to manufacture or
purchase the goeds, and in the case of manufacture,

¢ In the original text, Penrose says “area of specialization”, but in
order to avoid future ambiguities it was decided to use the term
“area of expansion”.

to decide whether to do so alone or in association
with another firm; and iii) management capacity: that
is to say, the capacity to plan the organizational struc-
tures and policies so as to ensure efficient operation.
The technical dimension, for its part, includes the
capacity to develop and plan new products and pro-
cesses, the capacity to operate the installations effec-
tively, and the capacity to accumulate know-how
(Dosi, Teece and Winter, 1992, p. 198).

These authors consider that if there is no core of
competences and capacities which give coherence to
a firm’s business activities, then it is likely that the
enterprise —which in such a case is a portfolio of
autonomous enterprises— will only be able to survive
in environments where there is very little selectivity:
for example, where there is no credit and firms are
protected from their competitors by regulations,
reserved markets, import barriers, etc.

In the light of the above hypotheses and the fac-
tors affecting the coherence of enterprises, strategies
can be classified in two groups: coherent strategies,
and non-coherent or defensive/speculative strategies.
However, this division is not sufficiently detailed to
describe the various possible strategies, especially
the coherent ones, and we therefore decided, in the
classification set forth below, to increase the degree
of segmentation.

Non-coherent —or, more exactly, insufficiently
coherent— strategies are a reflection of the hypothesis
that the groups diversified their activities in order to
defend their liquid resources from economic insta-
bility by acquiring shares in companies in various
industries, in an effort to reduce the risks involved in
the concentration of capital in a particular sector.

Coherent strategies (strategies involving diversi-
fication, synergic diversification, specialization and
intensive specialization), for their part, represent the
hypothesis which asserts that there is a relation be-
tween the industrial structure of the groups and their
restructuring. These strategies are marked by the
search for external markets, spaces in the domestic
market, and technological opportunities. They also
place emphasis on the importance of planning and
long-term corporate expansion in order to cope with
the short-term movements which were largely re-
sponsible for the defensive/speculative strategies.

Specialization strategies (especially those invol-
ving intensive specialization) correspond to the hypo-
thesis that, in the early 1990s, industrial groups and
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large corporations concentrated their resources in the
industrial sectors and segments where they believed
they had solid competitive advantages.

Although this movement is only recent and has
not yet been completed, it may be assumed that these
strategies are different from those used in the 1980s,
when groups expanded into related industries (syner-
gic diversification strategies), acquired competing
firms, incorporated complementary or subsidiary ac-
tivities into their areas of expansion (specialization
strategies with horizontal and vertical integration) or
even speculated and acquired shares in leading firms
and activities considered to be safe.

a) Non-coherent strategies

Defensive/speculative strategies are characterized
by the management of a portfolio of real assets in
firms among which there is little coherence. A salient
feature of these strategies is the acquisition of shares
in companies which are well-placed in their markets
and are financially sound. Another frequent feature is
the acquisition of companies whose main assets con-
sist of mineral deposits or urban or rural properties,
which act as a value reserve or as hot money.

The evaluation criteria applied when acquiring
new companies do not take account of the potential
competitive relations with other firms in the group.
All that is demanded is that the acquisitions should
be “good deals”, that is to say, that they should corre-
spond to assets with low relative cost, high liquidity,
low risk and positive returns above a predetermined
minimum.

According to the definition given by Dosi, Teece
and Winter (1992, p. 201), this strategy is likely to
lead to the formation of conglomerates: i.e., business
structures which have a high degree of diversification
but in which the synergies between activities are
limited (low level of coherence), so that in a more
selective environment (for example, one marked by
recession and trade openness) these structures would
tend to disappear, probably because of the need to
defend a sectoral presence considered to be of greater
importance.

b) Coherent strategies

In contrast with the above strategy, coherent
strategies deliberately seek to exploit or increase es-
tablished competitive advantages. Through acquisi-

tions or expansion, they seek to create synergies with
the main firms in the group and to open up new areas
of expansion.” Although conglomerates have a wide
range of expansion options, their strategies tend to
show some common features and may be classified
in four groups:

i) Synergic diversification strategies. These
strategies are aimed at expanding and strengthening
the group’s presence in a given set of industries, and
they seek to incorporate industrial segments or acti-
vities close to the main area of expansion of the
group.

According to Chandler (1990, pp. 36-45), who
classifies strategies as either offensive or defensive,
synergic diversification strategies should be con-
sidered as offensive, becausc they seek to take ad-
vantage of the groups’ production, technological,
organizational, financial and commercial capacities
to introduce new products and enter new markets.
The greatest incentive for this type of expansion is
the economies of scope that it offers. Idle capacity in
the production structure due to declines in demand
and/or discontinuities of scale is another element
which, in combination with economies of scope,
can facilitate access to new markets and products
(Penrose, 1959).

In the opinion of Dosi, Teece and Winter (1992),
synergic diversification is more common in com-
panies or groups with strategic cores characterized by
the accumulation of generic know-how. The capacity
to generate new products and processes, to build and
control distribution networks, to step-up production
efficiency, etc. creates investment opportunities,
since it fits the company or group to expand into new
industrial segments. In such cases, coherently diver-
sified business structures would be formed.

7 Hobson (1985, p. 151) describes the tactics of what might be
termed a coherent strategy for a large corporation: A conglom-
erate must naturally seek, on the one hand, to control or take
possession of the market for its main raw materials, and on the
other, of the markets on which to sell its manufactured products
(...) Furthermore, it generally seeks to control the main and
subsidiary manufacturing processes (...) so as to ensure its
self-sufficiency. Horizontal expansion is reflected paitly in the
development of new products and sub-products and partly in the
incorporation of other types of products which would otherwise
compete with the products manufactured by the conglomerate
and thus limit its monopoly. Within this set of possibilities, it
may be conjectured that some activities are more important than
others: for example, those relating to control of raw materials
and technology.
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i) Specialization strategies. These strategies
seek to concentrate the group’s activities in a well-
defined area of expansion, and they do not necessar-
ily represent strategies which are lacking in offensive
qualities compared with synergic diversification
strategies. Indeed, they may represent the consolida-
tion of a firm’s position in an important industrial
activity. The pursuit of economies of scale, modern-
ization and control of technology, the defence of
competitive positions, and expansion into certain
markets are motives which may contribute to the
concentration of investments in certain industrial ac-
tivities, leaving aside some others considered to be
less profitable or less dynamic.

Chandler (1990, pp. 36-45) considers that both
horizontal integration (specifically with the aim of
controlling installed capacity) and vertical integration
(aimed at exclusive control over strategic inputs) are
generally defensive strategies. When horizontal inte-
gration is defensive, its aim is to protect existing in-
vestments by gaining greater control over production,
prices and markets and thus limiting the possible in-
tensification of competition in terms of price forma-
tion or technological aspects. He notes, however, that
by exploiting economies of scale horizontal integra-
tion can generate significant reductions in operating
and management costs and increase technological
efficiency, thus possibly resulting in a more offensive
approach.

Vertical integration may be connected solely
with the establishment of barriers to the entry of new
competitors (control over sources of raw materials or
the supply of parts) or with increased control over
demand (downstream vertical integration), both of
which approaches are eminently defensive. On the
other hand, however, vertical integration may reflect
efforts to reduce operating costs, to improve quality,
to increase the supply of inputs, etc., and in such
cases it would represent a more offensive approach.
Dosi, Teece and Winter (1992) state that vertically
integrated companies and groups are more common
in industries with limited technological capacity, very
strong production linkages and specialized assets.

It will be noted that specialization strategies, like
synergic diversification strategies, are conditioned by
the technological base and the marketing area. In
some cases, distinguishing between one and the other
may be quite complex, because they are both condi-
tioned by the same strategic core. Vertical and hori-
zontal integration strategies may correspond both to

synergic diversification and to specialization. In these
cases, investments in related activities (vertical inte-
gration, for example) would have diversifying effects
when they lead to a relative reduction in the links
between their expansion and the growth of the firms
to which they were originally subordinated.

Previously, specialization was considered as a
free option of a company or group, but it may also be
seen as something imposed by circumstances. In-
ability to ensure a firm’s competitive position in a
wide variety of markets may lead to specialization
and may also reduce diversification, whether the lat-
ter is synergic or not. There are factors such as in-
tensive technological changes, the appearance of
strong competitors, or an increase in scales of pro-
duction which may demand investments beyond a
group’s financial capacity. In such cases, concentra-
tion would reflect the group’s inability to compete in
various industries simultaneously, regardiess of the
expansion opportunities that may have existed.

iii) Intensive specialization strategies. These
strategies are aimed at the concentration of activities
in a limited strategic core area and tend to reflect the
centralization of activitics around an industrial seg-
ment with just a few product lines or with very similar
products. Generally speaking, intensive specialization
corresponds to intra-sectoral concentration, whereas
specialization corresponds to sectoral concentration.
According to the classification prepared by Dosi, Teece
and Winter, intensive specialization strategies tend to
create specialized companies.

iv) Diversification strategies. Diversification
strategies, in contrast with synergic diversification
strategies, are aimed at entering markets and incor-
porating companies or activities which are not direct-
ly related with those already being operated by the
group. Among the motivating elements for these
strategies are the perception of persistent stagnation
of demand, the availability of financial resources,
and the existence of expanding markets and highly
profitable opportunities in other industries.

The possibility of expanding into other unrelated
activities is also conditioned by aspects connected
with competition. Companies diversify into particular
industries when they consider that they are capable of
achieving competitive costs, winning clients, and
keeping up with technological progress. A diversifi-
cation strategy tends to be inter-industrial, whereas
synergic diversification is closer to an intra-industrial
form of investment.
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According to the classification prepared by Dosi,
Teece and Winter, diversification strategies contrib-
ute to the formation of conglomerates, since there is
only a small degree of coherence among the different
activities of the group. Unlike non-coherent
strategies of a defensive/speculative nature, however,
these strategies lead to a lasting sectoral presence

IV

which would correspond to the creation of new ex-
pansion frontiers, and it would not be correct to as-
sert that these strategics are motivated by primarily
financial/speculative considerations. With the aid of
this classification, we will seck in the following sec-
tions to make an appraisal of the restructuring
strategies of a sample of Brazilian industrial groups.

An analysis of the restructuring strategies

of some Brazilian industrial groups

In order to analyse restructuring strategies, we pre-
pared a sample of industrial groups made up of large
corporations, excluding those which are not typically
industrial or which are firmly located in construction
or commerce. Another criterion in the selection of
these groups was the availability of publicly avail-
able information (newspapers, magazines, reports,
balance sheets, etc.) which would make it possible to
trace the past development of the strategies. Bearing in
mind these restrictions, 18 Brazilian industrial groups
operating in different sectors were selected. Two more
groups were selected which were largely foreign-
owned: the Argentine group Bunge and Bom, and the
Belgian group Belgo-Mineira. These two groups were
selected because they apply strategies which are largely
conditioned by the Brazilian economic environment and
because they further highlight the strategies of such typi-
cal Brazilian groups as Hering, Vicunha and Gerdau.

The sample covers a broad range of industrial
activities, the most notable exception being the
chemical industry. This industry was excluded be-
cause of the well-knoewn complexity of its technical
and production aspects, the marked overlapping of
domestic (State and private) and foreign capital in it,
and the far-reaching changes which are under way in
connection with the privatization of State enterprises.
Tables 1 and 2 summarize the restructuring processes
in this sample of large corporations and industrial

groups.

1. Business strategies in the 1880s

The restructuring of industrial groups in the 1980s
was related with four general features which gave the

economy a special nature. First, there was the reign-
ing economic instability, which led groups to acquire
firms and assets to serve as a value reserve or as hot
money. These strategies did little to strengthen com-
parative advantages or create new areas of expansion.
The assets of almost all groups included companies
in the fields of mining, real estate and reafforestation,
as well as shares in other industrial corporations. The
Weg, Bunge and Born, Suzano, Vicunha and ABC-
Algar groups are examples of this general behaviour
characterizing a highly varied set of groups with dif-
ferent sectoral presences and competitive strategies.

The second feature —the recession and stagnation
of the domestic market— mainly influenced the
strategies aimed at market control. Financial power
was of fundamental importance for acquiring existing
firms and, in a few cases, installing new plants. The
groups strengthened their competitive position by
buying out their competitors and carrying out vertical
integration either forward, thus seeking to control de-
mand, or backwards, through the acquisition of sup-
pliers of inputs (as was done, for example, by the
Vicunha, Gerdau, Belgo-Mineira and Votorantim
groups). Generally speaking, the aim was to acquire
firms of strategic importance for control of the areas
of expansion; less frequently, the aim was to diver-
sify production lines by taking advantage of commer-
cial or possibly technical synergies (as in the case of
Sadia, Cofap and Metal Leve).

Export considerations were a third determining
factor in restructuring strategies. The desire to obtain
a place in the external market was a more or less
important influence on all the industrial groups.
Some of them (such as Caemi) gave up the produc-
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TABLE 1
Brezil: Profile of selected industrial groups
in 1980, 1989 and 1992
Groups 1980 1989 1992
Machline Electronics, including consumer Electronics, including consumer Electronics, including consumer
goods goods goods (ségment)
Automation of services Automation of services Automation of services (segment)
Finance Microelectronics Microelectronics (paralysed)
Computers Telecommunications (segment)
Telecommunications Finance
ABC-Algar Agricultural activities Agricultural activities Agricultural activities
Telephone services Telephone services Telephone services
Commerce and services Telecommunications Telecommunications (segment)
Real estate Computers Agroindustry (soya)
Tourism Agroindustry (soya) Cold storage (packing) plants
Cold storage (packing) plants Commerce and services (paralysed)
Real estate
Tourism
Docas Finance Finance Finance
Port services Telecommunications Agricultural activities
Telecommunications Computers Real estate
Agricultural activities Peripherals
Real estate Agricultural activities
Real estate
Gerdau Iron and steel Iron and steel Iron and steel
Commerce Commerce Commerce
Reafforestation Reafforestation Reafforestation
Data processing services Data processing services
Villares Iron and steel Iron and steel Iron and steel
Industrial machinery and Industrial machinery and Industrial machinery and
equipment equipment equipment (segment)
Heavy foundry work Industrial automation
Heavy foundry work
Belgo-Mineira Iron and steel Iron and steel Iron and steel
Mining activities Mining activities Mining activities
Reafforestation Reafforestation Reafforestation
Metalworking Metalworking
Cofap Motor vehicle parts Motor vehicle parts Motor vehicle parts
Electronics Marine electronics
Metal Leve Motor vehicle parts Motor vehicle parts Motor vehicle parts

Industrial machinery and
equipment
Agroindustry (juices)

Industrial machinery and
equipment
Industrial automation

Source: Ruiz (1994).
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TABLE 2
Brazil: Profile of selected Iindustrial groups in 1980, 1989 and 1992-1993
Groups 1980 1989 1992-1993
Weg Electromechanics Electromechanics Electromechanics
Electronic components Electronic components
Industrial automation Industrial automation
Chemical industry (dyes) Chemical industry (dyes)
Reafforestation Reafforestation
Cold storage (packing) plants Cold storage (packing) plants
Foodstuffs (fisheries) Foodstuffs (fisheries)
Hering Textiles and clothing Textiles and clothing Textiles and clothing
Agroindustry (soya) Agroindustry (soya) Agroindustry (soya)
Cold storage (packing) plants Cold storage (packing) plants
Prepared meat products Prepared meat products -
Vegetabie oil products Vegetable oil products
Bunge and Born Textiles and clothing Textiles and clothing Textiles and clothing
Flour milling Flour milling Flour milling
Agroindustry (soya) Agroindustry (soya) Agroindustry (soya)
Vegetable oil products Vegetable oil products Vegetable oil products
Paints and varnishes Paints and varnishes Paints and varnishes
Mining/chemical industry Mining/chemical industry Mining/chemical industry
Mineral extraction Mineral extraction Mineral extraction
Real estate Real estate Real estate (paralysed)
Finance and insurance Cement Cement
Computers
Data processing services
Vicunha Textiles Textiles and clothing Textiles and clothing
Agricultural activities Agricultural activities Agricultural activities
Iron and steel
Alpargatas Textiles and clothing Textiles and clothing Textiles and clothing
Footwear Footwear Footwear
Sadia Agricultural activities Agricultural activities Agricultural activities
Cold storage (packing) plants Cold storage (packing) plants Cold storage (packing) plants
Flour milling Flour milling Flour milling
Agroindustry (soya) Agroindustry (soya) Agroindustry (soya)
Prepared meat products Prepared meat products
Vegetable oil products Vegetable oil products
Edible pasta industry
Perdigio Agricultural activities Agricultural activities Agricultural activities
Cold storage (packing) plants Cold storage (packing) plants Cold storage (packing) plants
Flour milling Flour milling Flour milling
Prepared meat products Prepared meat products
Agroindustry (soya) Agroindustry (soya)
Votorantim Cement Cement Cement .
Aluminium Aluminium Aluminium .
Metalworking Iron and steel Iron and steel
Chemical industry Metalworking Metalworking

Mining activities

Chemical industry
Mining activities
Paper and paperboard

Chemical industry
Mining activities
Paper and paperboard
Agroindustry (juices)
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Table 2 (concluded)

Klabin Paper and paperboard Paper and paperboard Paper and paperboard
Lumbering Lumbering Lumbering
Reafforestation Reafforestation Reafforestation
Ceramics

Suzano Paper and paperboard Paper and paperboard Paper and paperboard
Lumbering Lumbering Lumbering
Reafforestation Reafforestation Reafforestation
Petrochemicals Petrochemicals Petrochemicals

Others

Caemi Mining activities Mining activities Mining activities
Iron and steel Wood pulp ‘Wood pulp
Wood pulp Paper Iron and steel
Paper '
Cold storage (packing) plants
Agricultural activities
Agroindustry

Matarazzo Edible pasta industry Vegetable oil products G.)

Vegetable oil products
Plastics and plastic products
Textiles

Plastics and plastic products
Mining activities
Paper and paperboard

Metalworking Chemical industry
Cement Sugar and alcohol
Mining activities Agricultural activities
Paper and paperboard Commerce

Chemical industry Real estate

Sugar and alcohol

Agricultural activities

Commerce

Real estate

Source: Ruiz (1994).

tion of goods normally not tradeable on the external
market. Others which relied largely on the domestic
market (such as Cofap, Gerdau and Votorantim) in-
vested in measures to secure a viable position in the
external market.

The two above-mentioned market movements
(external and internal) did not give rise to a radically
export-oriented trend in the restructuring process. All
the groups tried to enter the external market, but only
a few set aside the domestic market in so doing (an
important exception is Caemi). In the restructuring
strategies, the domestic market was retained as a
strategic area of expansion. Some groups with an im-
portant position on the international market (such as
Sadia and Hering) took active measures to expand
their position on the domestic market. For these
groups, the chances of succeeding on that market
were greater than those of achieving expansion on a
competitive and unstable external market.

Technological change was the fourth determin-
ing factor in the restructuring processes of some in-
dustrial groups and large corporations (such as ABC,
Sharp, Weg and Villares). Only a few, however, were
capable of maintaining a strategy based exclusively
on technological opportunities. Many strategies
failed or were not carried through (as in the cases of
Docas, Metal Leve and Villares), while others
flagged and their viability was brought into question
(for example, Sharp and Weg). The strategies which
succeeded in the 1980s were those which were large-
ly but not exclusively technological.

The groups which sought to strengthen their po-
sition in more traditional sectors (textiles, foodstuffs,
iron and steel, etc.) increased their net worth, main-
tained their financial security, and some of them
managed to enter the external market. At the same
time, they strengthened their leading positions on the
domestic market and increased their market power,
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thus ensuring a better capacity to react to upsets. In
various ways, cstablished competitive advantages
were reproduced, restricted areas of growth were cre-
ated, and market concentration was increased. For
many groups, this cautious strategy was responsible
for their good performance in a period of uncertainty
and instability (as for example in the cases of
Belgo-Mineira and Votorantim).®

Another constant feature was the absence of
links between the industrial structures and financial
institutions. The closer links finally established be-
tween Brazilian industrial groups (such as Sharp,
Bunge and Born and Vicunha) and financial institu-
tions are nothing like the movements observed in
some foreign countries, such as Japan. If the sample
studied is representative of general behaviour, then
the relations between the groups and the banks corre-
sponded to a manner of maximizing the financial re-
turns on idle monetary resources or working capital.
They were not aimed at forming structures to back
long-term investments.®

Although the separation between industrial and
financial capital has existed for a long time past, the
recessionary economic climate, fluctuating and ris-
ing interest rates, the increasingly short-term nature
of the available finance, etc. tended to make it even
more marked. The only exceptions to this were the
groups which did not opt for cautious financial
policies. In most cases, however, such policies were
considered to be good management practice. Invest-
ment plans using the companies’ own capital were
considered to be better than those using capital from
third parties. Indeed, those companies which did not
follow this rule ran into serious financial problems,
as in the cases of the ABC, Algar and Perdigdo

groups.

8 Although the sample studied is rather limited, it supports the
hypothesis that in the 1980s there was a significant increase in
industrial concentration (and especially economic concentration)
in many segments of industry. As a result of the stagnation of
the domestic market, the more progressive firms strengthened
their positions still further, through the acquisition of “marginal”
firms.

% Cruz (1994) sums up the special nature of the financing ar-
rangements for the Brazilian economy. With regard to national
capital finance, he observes that there continues to be only
limited access to (domestic or external) long-term finance which
would permit the expansion of investments beyond the limits of
companies’ own funds. Similarly, other authors have noted that
this is one of the main problems impeding the recovery of
growth by the Latin American economies.

To sum up, then, it may be asserted that the
groups used strategies characterized by investment
and the acquisition of companies which would give
them greater power in the markets of the industrial
core segments seen as strategic, and there was a
predominance of coherent strategies, especially those
based on specialization, supplemented by synergic
diversification (table 3).

In spite of the stagnation of some markets and
the severe economic instability, there was not much
diversification into activities that did not have many
links with the areas of expansion, nor was there much
acquisition of activities which seemed to be “good
deals”: few companies were guided by purely specu-
lative strategies.

The prevailing economic instability must not be
overlooked, however, as an incentive for the acquisi-
tion of other firms. As the severe instability made
basic parameters of capitalist calculations (expected
income and profits, interest rates, exchange rates,
etc.) very volatile, it may have helped to intensify
divergences in the evaluation of the expected return
on assets, thus encouraging the consideration of
possible acquisitions. However, the process conti-
nued to be conditioned by the sectoral position of the
groups and the complex logic of industrial competi-
tion !

2. Business strategies in the early 1990s

Unlike what happened in the 1980s, when the re-
structuring of the industrial groups was characterized
by specialization strategies combined with synergic
diversification, in the early 1990s the strategies were
characterized by sectoral specialization sup-
plemented with (intrasectoral) intensive specializa-
tion (see table 3).

Many strategies were reviewed when the econ-
omic changes of the early 1990s took place. Because
of the severe recession, the groups postponed their
expansion plans and disposed of their non-strategic
assets, especially those of a speculative nature (this
was done, for example, by Weg, Bunge and Born and

10 1¢ should be noted that the difference between prices of assets
is not a specific feature of a period of high instability. There are
many differences between firms in the same industry which give
rise to differing appraisals of asset prices, even in periods of
relative economic stability.
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TABLE 3

Brazil: Strategies of the selected industrial groups
Groups 1980-1989 1989-1992/1993
Machline Synergic diversification Intensive specialization
ABC-Algar Synergic diversification and speculation Intensive specialization
Docas Synergic and speculative diversification Intensive specialization
Gerdau Specialization Specialization
Villares Synergic diversification Intensive specialization
Belgo-Mineira Synergic diversification Synergic diversification
Cofap Synergic diversification Specialization
Metal Leve Synergic diversification Specialization
Weg Synergic and speculative diversification Specialization
Hering Synergic diversification Synergic diversification
Bunge and Born Synergic and speculative diversification Intensive specialization
Vicunha Specialization Diversification
Alpargatas Specialization Intensivé specialization
Sadia Synergic diversification Synergic diversification
Perdigio Synergic diversification Specialization
Votorantim Speciatization and diversification (in the late 1980s) Diversification
Klabin Specialization Specialization
Svzano Specialization Diversification
Caemi Intensive specialization Specialization
Matarazzo Speculative diversification (bankrupt)

Source: Prepared by the author.

ABC-Algar). In a second phase, they decided to re-
duce the degree of diversification of their industrial
structures (as in the case of Bunge and Born, Villares
and Metal Leve, for example). Finally, within their
strategic expansion areas, they decided to paralyse,
scrap or sell off their least efficient industrial plants,
or those which had high levels of idle capacity
(Perdigdo, Villares and Bunge and Born).

The recession also encouraged restructuring pro-
cesses giving priority to a greater external presence
(as for example in the cases of Villares, Caemi and
Votorantim). The. drop in domestic demand caused
several groups to-reduce their operations aimed at
that market, and although this situation had prevailed
during the whole of the 1980s, it got worse in the
period 1990-1993.

When the government discarded sectoral indus-

trial policies and there was a big increase in trade

openness, diversification into technology-intensive
industries was largely abandoned (as for example by
Villares, ABC-Algar and Docas). As there was no ac-

tive State protection, the heavy external competition
and the recession were sufficient to cause firms to put
off their plans to enter new industrial sectors, prefer-
ting instead to operate in the sectors considered to be
most stable. Ultimately, all this acted as a stimulus
for the application of strategies involving specializa-
tion in sectors where the firms felt they had solid
competitive advantages.

The differences between the two periods (1980-
1989 and 1990-1993) stand out more clearly if we
compare the years in which there was a recession. In
1981-1983, the groups opted to adjust their produc-
tion structures through changes in production levels,
reduction of financial costs, and expansion of ex-
ports. The recession was considered to be only tem-
porary, and the pressures arising from competition,
technological innovations and new producers (espe-
cially from abroad) were not scen as a threat to the
strategies and industrial structures built up in the
1970s. The industrial policy adopted at that time pro-
tected domestic production from outside competition
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and opened up room for expansion, especially of
technology-intensive activities. Thus, for example,
even during the recession many groups pressed on
with intensive policies of acquisition and expansion
(as in the cases, for example, of Perdigdo, Vicunha,
Gerdau, Belgo-Mineira, Klabin, Metal Leve, ABC-
Algar, Sharp and Docas).

In the early 1990s, however, the economic cli-
mate was seen in a different light. The prevailing
restrictions obliged the groups to make a fresh adjust-
ment and reduce their levels of production, together
with a redefinition of their areas of expansion. Thus,
not only was there an adjustment like that which took
place in the 1981-1983 period, but there was also a
redefinition of structures involving the exclusion of
firms which were technology-intensive but not ex-
port-oriented and the dismantling of plants which
were inefficient or marginal (this took place, for
example, in the cases of the Sharp, Sadia, ABC-Algar,
Bunge and Born, Villares and Caemi groups). It is
these features which differentiate the restructuring
processes of the groups in the early 1990s* from
those applied in the 1980s.

3. Offensive, conservative and defensive
strategies

One of the aspects giving a particular character to the
strategies of the groups studied was the way they
reacted to instability and uncertainty. Some groups
dared to tackle the adverse economic environment
head-on and quickly invested in the expansion of
their industrial base. Others took a defensive attitude
and virtually stagnated, while many others applied
conservative strategies.

An example of an offensive strategy was that
applied by the Perdigao group, which applied rather
daring financial policies in the 1980s and maintained
a high level of indebtedness, although the economic
environment counselled a more cautious approach. In
the early 1990s the group was decapitalized, with
investments which were coming to an end, and it
could not withstand the recession.

1 Tavares (1993, p. 23) considers that when the big corporations
felt themselves to be threatened by the recession and the prospect
of reductions in exchange-rate and tariff protection, they reacted
by trying for the first time to effect a microeconomic adjustment
which, while confirming the recession and unemployment,
sought to achieve modernization in order to be able to keep on
competing in international markets.

The behaviour of the Docas and Sharp groups
was another example of offensive strategies. They
expanded into technology-intensive sectors requiring
large and recurrent investments, so that they had to
apply a more daring financial policy. On account of
the economic changes which took place in the early
1990s, a large part of the activities of these groups
were sold or paralysed.

The approaches adopted by the Hering and
Cofap groups are examples of offensive strategies as
regards investments (and also technology in the latter
case), although they acted more cautiously as regards
indebtedness. Their financial policy was more in
keeping with an economic environment marked by
uncertainty, and this enabled them to withstand econ-
omic upsets.

The strategy of the Belgo-Mineira group reflects
a coherent defensive policy marked by low indebted-
ness, investments made with the group’s own capital,
and partial modernization of the production base.
Under this policy, the group kept its production ca-
pacity unchanged, vertically integrated its produc-
tion, and did not try to take measures to affect the
competition in its market or to invest in other seg-
ments. This was a defensive strategy adopted until
the conditions for investment improved.

The Votorantim group applied a similar strategy
in the 1980-1987 period, reducing its indebtedness
and investing only with its own capital in mutually
related activities. Only at the end of the 1980s did the
group expand its investments. The selected sectors
—pulp and paper and citrus juices— had already
become internationally competitive. This may be
considered a rather conservative strategy.

The approaches adopted by the Vicunha and
Gerdau groups are examples of conservative
strategies. Both of them combined expansion of the
production base with their internal accumulation ca-
pacity, the issue of shares and carefully managed in-
debtedness, managed to consolidate their position in
their main market segments, and stood up to adverse
movements of the economy. These were suitable
strategies for a period marked by uncertain economic
conditions.

It is considered that, out of these three types of
strategies, the conservative strategy was the one most
widely adopted by the Brazilian industrial groups as
a whole. During the period under consideration, few
groups completely paralysed their areas of expansion,
and likewise only a few took the risk of going against
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the prevailing trends in the economic environment
and expanding their investments with third-party
capital in non-conventional or technology-intensive
areas. The sectoral industrial policies were an import-
ant element behind these “offensive strategies”.

Most of the groups invested in the purchase of
competing firms and in activities which were com-
plementary, subsidiary and quite closely linked to
their strategic core areas. When they invested outside
their own area of expansion, they opted for industries
which were more firmly established from the techno-
logical point of view, with external competitiveness
already clearly established and, as far as possible,
guaranteed by natural factor endowment and/or by
intensive use of cheap unskilled labour (the Vicunha
and Votorantim groups, for example).

Although there were some exceptions, this set of
clements gives grounds for classifying the strategies
of the Brazilian groups as predominantly conserva-
tive, since they invested in keeping with their
strategic core areas, up to the limits imposed by their
internal accumulation capacity and a safe level of
indebtedness.

\Y%

The general conclusion that may be drawn from
this analysis of the restructuring processes of this
sample of industrial groups is that the behaviour of
the Brazilian industrial groups can be most accurate-
ly described as consisting of coherent strategies
based on synergic considerations, diversification,
specialization, and intensive specialization. In other
words, the fundamental feature was the relation be-
tween the sectoral structures of the groups, the ac-
quisition and sale of assets, diversification and
specialization, and the strengthening (and defence) of
their strategic activities. The major Brazilian private
firms increased their degree of industrial coherence,
since they defended and strengthened their position
in industry while not neglecting opportunities for
synergic investments. Within this industrial co-
herence, however, there is still a missing condition-
ing element, namely, the technological vector. In
their restructuring process of the early 1990s, the in-
dustrial groups left out those areas of expansion re-
lated to the new technologies, which are important
elements in the industrial strategies applied by the
industrial groups seen as winners.!?

Winning business structures and development

The (re)structuring of the Brazilian industrial groups
which took place in the 1980s and above all in the
carly 1990s further increased the profound differen-
ces between the structures of those groups and win-
ning business structures such as those of the keiretsu
and the chaebol. One of the features of the latter
forms of business organization and of many transna-
tional corporations is that their strategies link forms
of industrial insertion which spread new technologies
with others which absorb technology.

The dismantling of active industrial policies in
Brazil (and the failure to reformulate them), espe-
cially in the case of policies relating to new techno-
logies, has led to a reversal of the timid movements
towards the internalization of a core of technology
which had taken place in some Brazilian groups. This
has jeopardized the possible dynamic stimuli that
could exist between mature industrial structures and
new industries making intensive use of technology.

A second feature of the “winning” strategies is
the financing of investments with long lead times by
a banking core linked up with the industrial
strategies. In the case of the Brazilian groups, the
links between the financial and industrial spheres,
when they existed, only served to permit quick re-
turns on financial resources, without resulting in the
establishment of broad and stable investment finance
funds. Investments continued to depend on the inter-
nal accumulation of resources.

Regardless of the differences in size and sectoral
presence (table 4), the most disturbing feature is the

12 Fanelli and Frenkel (1995) detected similar movements in
other Latin American economies. The strategies which we have
termed defensive, conservative and offensive may be considered,
in that order, as strategies with decreasing degrees of flexibility.
In the case of Brazil, decisions to adopt strategies with a high
degree of flexibility were common, but not as common as in
other Latin American countries.

THE RESTRUCTURING OF TNE BRAZILIAN INDUSTRIAL GROUPS BETWEEN 1980 AND 1983 * RICARDO M. RUIZ



CEPAL REVIEW ¢1 -

APRIL 1997 183

TABLE 4
Brazil and South Korea: Salas by economic groups, 1980-1993
(Millions of current dollars)

Company 1980 1983 1985 1988 1990 1992 1993 Main activity

South Korea

Samsung 3798 7167 14 193 27386 45 042 49 560 51 345 Electronics

Daewoo 6313 8 698 17251 22 260 28334 30 893 Electronics

Sunkyong 1449 . 6 437 7723 10 694 14 530 15912 Petrochemicals

Ssangyong 1708 3257 3689 6021 8 069 14 610 14 479 Petrochemicals

Hyundai 5540 9 300 14 025 8 250 12811 8 606 9204 Transport equipment

Hyosung 1950 2107 23% 4183 5263 6335 6332 Textiles

Goldstar . 4253 4917 5 366 Electronics

Honam Oil 2 867 3512 4021 4 267 Petrochemicals

Brazil

Votorantim 1098 960 1081 1825 1769 2098 2798 Various®

Ipiranga 1843 1519 2018 2220 2090 2121 Petrochemicals

Hering 424 538 938 885 1851 1511 1637 Textiles/foodstuffs

Sadia 426 667 832 119 1440 1491 1514 Foodstuffs

Gerdau 519 3 630 2161 1033 1150 1494 Metalworking

Machline 246 285 235 659 844 1040 Electronics

Vicunha 174 249 383 534 762 799 904 Textiles

Belgo-Mineira 700 786 858 767 Metalworking

Antirtica 301 313 308 437 753 670 785 Beverages

Brahma 501 419 461 620 1177 670 Beverages

Klabin 275 262 421 744 718 1623 606 Paper and pulp

Perdigdo 186 253 318 382 569 594 Foodstuffs

Suzano 241 173 217 473 428 485 582 Paper and pulp

Cofap 142 124 208 437 567 845 548 Motor vehicle parts

Villares 388 490 388 790 756 689 516 Metalworking

Itamarati 403 523 995 856 573 Agricultural activities

Uttra 278 210 105 404 439 356 476 Petrochemicals

Caemi 714 498 560 879 322 431 Mining/iron and steel

Alpargatas 514 419 501 762 992 406 Textiles/footwear

Paranapanema 81 148 406 506 234 308 343 Mining

Metal Leve 120 9 172 335 365 278 339 Motor vehicle parts

Dedini 185 182 218 260 230 282 338 Mechanical engineering/
metalworking

ABC-Algar 87 105 139 276 328 288 327 Telecommunications/
foodstuffs

Weg 65 45 92 173 200 168 181 Electromechanical products

Source: Prepared by the author on the basis of information published in Fortune (Time, Inc., New York) in 1981, 1984, 1986, 1989, 1991,
1993 and 1994 and in Balango Anual (Jornal Gazeta Mercantil, Sio Paulo, Brazil) in the same years.
? Non-metallic minerals, paper and pulp, metalworking, chemical industry and foodstuffs.

long-term performance of the Brazilian groups com-
pared with that of the winning business structures.

existing competitive advantages to the detriment of
the establishment of new forms of insertion con-

These differences increased still further in the 1990s,
since the strategies seeking to achieve technological
synergies were abandoned, there was an increase in
sectora! specialization in mature industries, and the
distance separating industry from the financial
system grew still wider. The rapid increase in the
presence of Brazilian industry on the domestic
market, though a sought-for objective, strengthened

nected with new markets, products and processes.
This type of restructuring also heightened other
features of Brazilian capitalism, such as the pref-
erence for concentrating on sectors which make in-
tensive use of natural and energy resources, which
are marked by the production of standardized goods
with conventional technology and static economies
of scale, and which take advantage of ecological
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dumping and the use of cheap unskilled labour
(Fajnzylber, 1990; Canuto, 1994).

If, for example, we consider the evolution of the
industrial structures of the seven largest developed
countries (Canada, France, Germany, Italy, Japan, the
United Kingdom and the United States) over the

period 1985-1989 and we group the industrial sectors

by their degree of dynamism, we obtain the order
given in table 5.3

If we look at the sectors classified as “dynamic”
or “very dynamic”, we see that the restructuring of
the Brazilian industrial groups in the early 1990s left
out a number of important activities belonging to
those sectors, especially those connected with elec-
tronics and electromechanics. In these industries
which have high growth rates and make intensive use
of research and development, there was an increase
in the presence of foreign capital, which, although
not occupying majority or leading positions, reached
significant levels.!4

There are some exceptions to this, however. The
State still has a leading share in the telecommunica-
tions segment, and although the petrochemicals in-
dustry is not dealt with in this article, private and
public Brazilian capital still have a major share in it.

Only a few of the groups analysed in this article
(the Cofap and Weg groups, for example) have
maintained a coherent presence in dynamic technol-
ogy-intensive activities. Most of them (such as ABC-
Algar, Docas, Machline and Villares) have abandoned
these activities or applied more conservative
strategies in this respect. Among the groups which
maintained a presence in dynamic sectors, mention
may be made of Votorantim, Klabin, Suzano and
Caemi. These groups were in the pulp and paper in-
dustry: an activity which makes intensive use of
natural resources and whose limited capacity for in-
novation and the spread of new products and pro-

13 The order of industrial sectors in terms of their dynamism was
obtained by combining the following criteria with equal weights:
growth in added value at current and constant prices (base:
1985=100), variation in prices, and contribution to growth. This
latter element was obtained by taking the growth in added value,
weighted by the share of the sector in the industrial structure in
the base year, and dividing it by the growth in total industrial
added value, likewise at current and constant prices.

14 Eor more details on the growing presence of foreign capital in
the industrial structures of Brazil and other Latin American
countries, see Bielschowsky (1994), Bielschowsky and Stumpo
(1995) and Di Filippo (1995).

TABLE 5

Most highly developed countries:
Level of dynamism of their
Industrial sectors

Level of dynamism Industrial sectors

Very dynamic Transport equipment

Electrical machinery

Other chemical products

Other metallic and non-metallic products
Chemical products

Non-electrical machinery

Paper and paper products

Dynamic Printing and publishing

Plastic products

Metal products

Glass and glass products
Professional and scientific equipment
Rubber products

Petroleum refining

Sluggish Food products

Ceramic products

Miscellaneous chemical products
Other industrial manufactures
Iron and steel

Beverages

Textiles

Non-ferrous metals

Clothing

Tobacco and tobacco products
Wood and wood products
Footwear

Furniture and fittings

Leather and leather products

Stagnating

Source: Ruiz (1994), on the basis of UNIDO, 1991 and 1992.

cesses considerably restricts its future growth pros-
pects, as may be seen from the crisis suffered by the
sector in the 1990-1993 period.

Most of the Brazilian groups will tend to con-
centrate on sluggishly growing activities such as
foodstuffs and beverages, ferrous metals, textiles and
clothing, and non-ferrous metals. Within the food-
stuffs sector, significant growth rates have been dis-
played by some industries (soya beans and soya
products, meat and poultry, concentrated juices)
which make intensive use of natural resources and
involve little industrial processing.

In the light of the strategies of the industrial
groups described in the preceding paragraphs, it may
be asserted that Brazil’s historical status as an under-
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developed peripheral nation has been reaffirmed by
the neoliberal-type policies implemented in the early
1990s. The restructuring of the domestic groups has
been directed towards the occupation of a subordi-
nate place in both the national and international econ-
omy. Responsibility for establishing the structures of
the new industries which are stimulating the world
economy (and will continue to do so in the future)
and are shaping a new international division of la-
bour, such as those in the electronics, electromechan-
ical and transport equipment sectors, has been placed
in the hands of foreign-owned enterprises (Laplane,
1992).

Thus, the apparent optimism implicit in asserting
the coherent nature of the restructuring processes
must not blind us to the fact that the expansion of the
domestic groups will continue to depend largely on
the behaviour of other agents, whether they be the
State or the transnational corporations, or, more pre-
cisely, on the position that the branches of foreign
firms installed in Brazil occupy in the global
strategies of their parent corporations.

With regard to this latter aspect, an analogy
should be made with the theory formulated by
Schumpeter in 1912. In his model, there are two
types of individuals (or types of conduct): managers
and entrepreneurs. The former are merely responsible

for keeping up the economic routine (the “circular
flow”). The entrepreneurs, however, innovate, create
new products, think up new ways of producing
goods: they are the central agents in new economic
development. We must ask ourselves, then: are Bra-
zilian businessmen mere managers or timid entrepre-
neurs? Are the foreign businessmen reluctant
entrepreneurs? Has the State turned out to be an un-
successful innovator? If so, then who is to act as a
dynamic entrepreneur in the Brazilian economy?

As the industrial groups analysed here are rep-
resentative of the general behaviour of Brazilian
business interests, some further questions arise:
What are the frontiers of expansion that the Brazilian
groups have in mind, in the light of their concen-
tration in industrial sectors considered to be “ma-
ture”? What groups could still take a less passive
place in the national and international economy?
Or perhaps, to phrase this better: What are the
possible links between national capital and the many
forms of foreign capital? Are there Brazilian groups
that could collaborate in a more equitable growth pat-
tern? There are no hard and fast answers to these
questions, so that the debate —and the impasse— over
the future growth path of the Brazilian economy
remains as active as ever.

(Original: Portuguese)
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This article takes the view that the restructuring of industry in
Mezxico is taking place in two different territorial environments
which, to some extent, have independent development paths: on
the one hand, there is the territorial environment shaped in
accordance with the logic of northern border industrialization,
while on the other hand there is the territorial environment of the
industries set up during the import substitution industrialization
phase, concentrated in the metropolitan areas of Central Mexico.
In the authors’ opinion, these are parallel but different industrializ-
ation paths, with different processes and forms of social organiza-
tion of production in their territories: consequently, in order to
understand the true significance of the restructuring of production
it is necessary to study the logic of the industrial sectors and that
of the territory simultaneously, since the course of events with
regard to industrial restructuring is strongly affected by regional
and local dynamics. Hence, it is necessary to establish a profile of
the way the various forms of restructuring are processed and take
place at this level. After an introduction in which these items are
set forth (section I), the article goes on to analyse the recent
evolution of industry, in order to gauge the correctness of the
argument that the dynamic growth nucleus is shifting to the North
(section II); the notion of the functional-territorial hub is discussed
in order to be able to interpret the dynamics described in the pre-
vious section (section III), and the northern border hub is defined
in terms of two aspects of its social organization which differen-
tiate it strongly from the central hub: the role of regional economic

groups, and the characteristics of the regional labour markets.
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I

Introduction

The shift of Mexico’s industrial growth from the me-
tropolitan areas of Central Mexico to the cities of the
north has been described in some studies as one of
the most notable aspects of the reorganization of the
Mexican economy. This “northernization” of the
country’s industrial development has been described
in terms of various indicators which highlight the
relocation and reorganization of key sectors (motor
industry, electronics, etc.), changes in the dynamics
and structure of the labour force (De Oliveira and
Garcia, 1993), substantive changes in labour relations
associated with relocation (De la Garza, 1993), or
structural changes in assembly-type border indus-
trialization and an increase in the relative weight
of this type of activity (Gonzélez-Aréchiga, 1988;
Carrillo, 1989).

In spite of the accuracy of these indicators and
the diligence of those who have used them, interpre-
tations of the significance of this process range from
mistrust to exaggerated enthusiasm. On the one hand,
there are those who view the process very favourably
and see in the type of industrialization which has
occurred in northern and border areas a kind of
harbinger of future pational success in a context of
greater economic openness, thanks to greater compe-
titiveness and the introduction of advanced practices
and technology. On the other hand, there are quite a
few analysts who argue that the new type of northern
industrialization only offers precarious wages and
working conditions, increases ecological risks, repre-
sents a scandalous subjugation of the country’s de-
velopment to the needs of the transnational
corporations, and is thus a foretaste of a curse which
will spread to the rest of Mexico when the economic
reforms and the North American Free Trade Agree-
ment (NAFTA) finally take off.

O A preliminary version of this study was presented at the Inter-
national Seminar on Territorial Impacts of Restructuring Pro-
cesses, organized by the Institute of Urban Studies of the
Catholic University of Chile (Santiago, Chile, 12-14 July 1995).

These are the terms —expressed surreptitiously,
subtly or quite openly— in which the regional aspects
of the industrial restructuring of Mexico have been
described. Quite apart from the degree of truth of
these interpretations, it is obvious that this restructur-
ing is taking place within a framework of options
which have not yet revealed their full implications. It
is open to doubt, for example (because there is con-
crete evidence in this respect), that the border indus-
trialization is tending to put wages and working
conditions on a more precarious basis (Carrillo,
coord., 1993), but if we look a little more closely at
the features of the northern industrialization process
it becomes clear that the idea that this process can be
extended to the other industrial areas of the country
is excessively bold. As the industrial restructuring of
Mexico has already provided a wealth of experience
and empirical data, it allows us to weigh up fallacies
like this and put forward some soundly-based views
regarding the current course of the process.

This is precisely what this article seeks to do, in
presenting an interpretation based on an analysis of
the features of industrialization in northern Mexico.
On the basis of the studies made in recent years,
our argument is that the industrial restructuring of
Mexico is taking place in two different territorial
spaces which, to some extent, have independent de-
velopment paths. The first of these spaces, consisting
of the metropolitan areas of central Mexico, is that
which contains the industries set up in the import
substitution phase; the second is the area shaped in
accordance with northern border industrialization
(which is not necessarily confined exclusively to the
border areas).

Our thesis questions the interpretations of the
territorial impact of the restructuring process which
see this reorganization as a unitary process tending
towards either polarization or convergence. We be-
lieve that in reality we are dealing with parallel but
different industrialization paths, with different pro-
cesses and forms of social organization of production
in their respective areas. We also seek to show up the
error of interpreting the restructuring process from
the standpoint of a single industrial sector or branch,

RESTRUCTURING OF PRODUCTION AND TERRITORIAL CHANGE: A SECOND INDUSTRIALIZATION HUB IN NORTHERN MEXICO -« TITO
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neglecting the socio-spatial aspects of the process.
On the contrary, the development paths historically
associated with each area largely explain the nature
and evolution of the two industrialization axes that
mark the Mexican industrial restructuring process.
Our approach is therefore based on the methodo-
logical assumption that in order to understand the
real meaning of the production restructuring process
it is necessary to study the logic of the industrial
sectors and of the territorial areas simultaneously.
First, we will look at some statistical data on recent
industrial development in order to evaluate the extent

II

of applicability of the theory on the “northernization”
of the dynamic growth core. We will then analyse the
notion of the functional-territorial hub, in order to
propose criteria for interpreting the significance of
the process in question. Finally, we will describe
the northern border hub in terms of two aspects of
its social organization which radically distinguish
it from the central hub: the role of its economic
groups, and the characteristics of its labour markets.
In dealing with both of these aspects, we will use the
concepts of mesoeconomic regulation and micro-
economic regulation.

Territorial patterns in the

configuration of the new dynamic

centres of Mexican industrialization

The first task to be faced in dealing with the “north-
ernization” of the new Mexican industrialization pro-
cess is to assess the magnitude of this phenomenon,
since few efforts have yet been made to gain a broad
empirical knowledge of the scope of recent northern
border industrialization. In this section, we will pres-
ent the results of a modest but revealing effort in this
respect, using data on industrial employment taken
from the 1980 and 1993 economic censuses (INEGI,
1983 and 1995). The dates of these censuses are im-
portant because they correspond approximately to
two high points in the national economic cycle: 1980
and 1993. The first of these corresponds to the high
part of the cycle immediately preceding the intensifi-
cation of the restructuring process begun with the
1982 crisis, while the second is just before the high
point of the cycle which ended with the December
1994 financial crisis. Although this information does
not cover all the details of a process which has been
quite dynamic, it nevertheless provides some useful
indicators.

In order to define what we have called the dy-
namic core of industrialization, that is to say, the
classes of industrial production responsible for the
absolute increase in industrial employment between
1980 and 1993, we identified in the four-digit Mexi-
can classification the branches which most increased

industrial employment between those dates. Al-
together, the branches which increased employment
in absolute terms accounted for 1,130,140 jobs. The
dynamic core consists of the ten branches which in-
creased employment most and are responsible for
57% of the absolute difference between industrial
employment in 1980 and in 1993. The electrical ma-
chinery and equipment branch (3831) was the most
dynamic, generating 10.4% of that difference. The
absolute loss of jobs in the branches whose shares
declined amounted to 85,206 jobs, with over half of
that figure corresponding to basic iron and steel
industries (43,347 jobs). It is interesting to note that
in the entire four-digit industrial classification only
these ten branches suffered a decline; the others im-
proved their shares. !

After having thus defined the dynamic core of
the industrial restructuring process, we turned our at-
tention to determining the territorial pattern of this

! It is important to note that this type of analysis leaves out the
effect of the relative weights of the various branches but high-
lights their share in growth. Nevertheless, we only detected one
branch which lost ground although it had substantial relative
weight in both periods: namely, soft-fibre yarns and fabrics
(branch 3212), which accounted for 5.3% of total industrial em-
ployment (with 112,812 jobs) in 1980 but, due to its poor perfor-
mance, only accounted for 3.6% (with 115,788 jobs) in 1993.

RESTRUCTURING OF PRODUCTION AND TERRITORIAL CHANGE: A SECOND INDUSTRIALIZATION HUB IN NORTHERN MEXICO + TITO
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Mexico: New industrial employment, by states, 1980-1993
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dynamism. Map 1 shows the distribution of the abso-
lute growth in industrial employment between 1980
and 1993, by states. The first thing that strikes us in
this map is that there are two main geographic areas
of growth: the northern states associated with the
growth of assembly industries and new export acti-
vities, and the states in central Mexico historically
associated with industrial growth based on the old
import substitution model and now subjected to an
intensive restructuring process in the light of the
new export-oriented model involving greater trade
openness. It may be noted that between 1980 and
1993 the northern and border states (excluding
Nuevo Le6n, which although a northern state has
been historically and functionally associated with the
import-substitution growth pattern) generated 39.3%
of new industrial employment.

It may be gathered from these data that although
relative growth has been significantly greater in the
northern states, nevertheless in the traditional indus-
trial growth hub (with the notable exception of the
Federal District, which was the only loser) the states
of Nuevo Ledn, Jalisco, Estado de México, Puebla

and Guanajuato kept up their growth and leading po-
sitions in the period in question, despite the severity
of the restructuring process that affected them.

However, we need a more precise indicator to
define the trends in the territorial distribution of in-
dustrial growth. Is there a trend towards the “north-
ernization” of Mexican industrial development, or is
it a question rather of a process with different charac-
teristics? In order to appraise this question we used as
a reference point the degree of industrial concentra-
tion displayed by the states and the Federal District
in 1980, in order to analyse this initial distribution
with respect to the differences in absolute employ-
ment displayed by the same states between that year
and 1993.

It is quite a simple matter to produce an indicator
for this analysis: i.e., relating the absolute variation in
industrial employment in the states between 1980
and 1993 with the share each of them had in indus-
trial employment in 1980 (figure 1). If we place the
states on the horizontal axis according to their per-
centage share of industrial employment in 1980 and
place the absolute differences in employment be-
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FIGURE 1

Mexico: Changes in industrial employment,
by states,® between 1980 and 1993
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tween 1980 and 1993 on the vertical axis, we see that
the line of regression between the two variables
(excluding the Federal District) has a positive slope.
This means that the old pattern of territorial concen-
tration in the central states tends to be maintained,
the only exception being the Federal District (ie.,
metropolitan Mexico City), which radically departs
from the scheme because it is the only state that
suffered a loss of employment in absolute terms.

Furthermore, while recent Mexican industrializa-
tion has been concentrated in the northern and border
states, it has also been strongly represented in other
states in central Mexico, especially Guanajuato,
Puebla and Jalisco. Thus, it may be said that although
the territorial dispersal of industrial growth largely
benefitted the northern and border states, in the
centre of the country the loss of dynamism of the
Federal District was accompanied by a dispersal of
growth among the central states, including those
which already had a considerable share in 1980, such
as Nuevo Le6n and the state of México. All in all,
there has been a significant change in the pattern of
geographical concentration of industry, but without
greatly altering the positions of the most important
states (figure 2).

% The states of Baja California, Sonora, Chihuahua, Coahuila
and Tamaulipas.

FIGURE 2

Mexico: Shares of individual states® in industrial
employment in 1980 and 1993

W)
(=]

(o]
wn

MEX

—
=]

CHI JAL

TAM I
BCN E

59 VER
o F4—+—+—+—+—4+—+———t——t—t—t—t

0 2 4 6 81012 1416 18 2022 24 2628 30

NLN

wn

Share in pational employment in 1993 (%)
o8
L

Share in national employment in 1980 (%)

* Sonora, Baja California, Tamaulipas, Chihuahua, Guanajuato,
Coahuila, Veracruz, Puebla, Jalisco, Nuevo Leén, Estado de
Meéxico (MEX) and Federal District (DF).

Finally, we wished to determine whether what
we noted regarding the overall differences in employ-
ment between 1980 and 1993 also applies to the dy-
namic core (figure 3). The results are interesting and
confirm the previous trend. Despite their wide range
of different performances, almost all sectors (to
different degrees) display a bimodal distribution of
growth: that is to say, significant growth in areas
where there was no industrial concentration in the
import substitution period, but also growth in areas of
high concentration associated with the old territorial
pattern (though distorted at one extreme by the nega-
tive performance of the Federal District). Thus, for
example, in the cases of metal structures (branch
3811), dairy products (branch 3112), plastic products
(branch 3560) and the motor industry (branch 3841)
the distribution is markedly bimodal (although the
performance of the Federal District tends to distort
the effect). The case of the motor industry (map 2) is
important because it is usually taken as a reference
when studying the relocation of motor vehicle assem-
bly and component plants in Mexico (Arteaga, ed.,
1993; Carrillo, ed., 1990; Mortimore, 1995); it also
shows that although prominence has been given to
the growth associated with the northern industries,
the areas in the central part of the country maintained
a similar level of dynamism. This is not so, however,
in the case of the electronic, radio and television
equipment industry (branch 3832), where the north-
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FIGURE 3
Mexico: Changes in empioyment in selected industrial branches, 1980-1993
A. Metal structures B. Dairy products
Employment (thousands) Employment (thousands)
6 ] b 2 e e e
5
4
3 -
2
1~
0
-1 _1
2 ]
-3
-4 . r T T T T T T T Y T ' -1 — T — T T — T T )
0 2 4 6 8 10 12 14 16 18 20 22 24 0 2 4 6 8 10 12 14 16 18 20 22 24
Share in national employment, 1980 (%) Share in national employment, 1980 (%)
C. Plastic products D. Electronic equipment
Employment (thousands) Employment (thousands)
20 T ————————————————————————— 25 1
20 A
15
10

T -—-
-5 T T v v T T v T T -15 T T
0 5 10 15 200 25 30 35 40 45 0 2 4 6 8 10 12 14 16 18 20 22 24
Share in national employment, 1980 (%) Share in national employment, 1980 (%)
E. Motor industry F. Electrical machinery
Employment (thousands) Emgloymem (thousands)
PR e ity 80
"""""""""""""" 60
40
20 J
__\\/ - 0
-10 T T T T T T T T T T 20 ¥ T T T T T
0 24 6 8 1012 14 16 1820 22 24 2628 30 0 5 10 15 20 25 30
Share in national employment, 1980 (%) Share in national employment, 1980 (%)

RESTRUCTURING OF PRODUCTION AND TERRITORIAL CHANGE: A SECOND INDUSTRIALIZATION HUB IN NORTHERN MEXICO + TITO
ALEGRIA, JORGE CARRILLO AND JORGE ALONSO ESTRADA



CEPAL REVIEW 01+« APRIL 1007 193

MAP 2

Mexico: New employment in the motor industry, by states, 1980-1993
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ern states, which already accounted for substantial
percentages of the sector, kept up their dynamism,
while the Federal District and the state of México,
which had reached similar levels of concentration,
suffered a serious decline in their positions.

These results permit a clearer picture to be
gained of the supposed “northernization” of recent
industrial growth in Mexico. In our view, what is
really involved is the emergence of a new growth
hub, and while it cannot be denied that this hub is
very dynamic, we should not overlook the fact that
the industrial conversion process has also meant
growth for the traditional areas of Mexican industrial
development. The exception to this is the Federal
District, which has undoubtedly suffered a serious
loss of employment (-103,197 jobs), but even so it
still accounts for a substantial percentage of indus-
trial employment (15.5% in 1993 compared with
25.5% in 1980).

At all events, it may be assumed that the indus-
trial conversion process in the geographical arca
historically associated with Mexican industrial devel-
opment has allowed it to keep its leading role in

industrialization, strengthened by the trend towards
the dispersal of industrial growth within the area (in
Puebla and Guanajuato, for example). If growth rates
are used as the main element of analysis, it might
be thought that the northern border hub will lead
the way in terms of dynamic growth, since it has
the highest rates. It should be emphasized, how-
ever, that the changes will depend ultimately on the
level of development attained by the restructured sec-
tors of central Mexico in the coming years, since the
functional-territorial rationales of the two hubs are
operating at very different moments in the respective
expansion processes, and although numbers are im-
portant in this case, what is most essential is to un-
derstand the social rationales behind the respective
growth processes. ?

3 It should not be forgotten that the rationale of the northern
border hub is based on the fact that the area is just beginning to
develop, whereas that of the central hub is combined with a
rationale of industrial conversion (e.g., in Aguascalientes).
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I

The two functional-territorial hubs

in the context of the industrial

restructuring of Mexico

Quantitative analysis only reflects part of the story,
for although the northern border expansion represents
the emergence and consolidation of a second space
for recent industrial growth, what we really want to
emphasize is that it is not a question of the mere
shifting of industrial growth from on¢ point in the
territory to another: ie., it is not exclusively a spatial
distribution phenomenon. What is involved are two
different configurations of industrial development or-
ganization, coexisting under the wing of the same
macroeconomic governance model. Moreover, the
characteristics of the branches making up the dy-
namic core of recent industrialization take on radi-
cally different organizational features depending on
which hub they belong to: in other words, the process
is not purely sectoral.

We use the concept of functional-territorial hubs
to highlight the need to include within a single analy-
tical framework the dynamics of industrial sectors,
branches or products and those of territorial configu-
rations.* We may define this concept as the set of
trajectories of changes in organizational and produc-
tion patterns registered in the development of a dy-
namic industrialization core, within the framework of
the aspects of territorial interdependence expressed in
a set of conventions and institutions of economic
governance. In other words, industrial development

“takes shape on the basis of a close relation with the
organizational configuration of the spaces in which it
takes place and is historically located.

The concept of economic governance® is used
here to indicate a certain process common to the dif-

4 The idea of the functional-territorial hub should be understood
as a conceptual tool, and hence any substantive element arising
from this idea (such as the idea of a northern border hub in
Mexico) should be understood as an “ideal type”.

5 Understood as the institutions, conventions, practices and pro-
cesses of coordination produced and reproduced by the economic
agents in order to ensure the successful outcome of their inter-
vention (see Campbell and Lindbergh, 1991, and Storper and
Harrison, 1990).

ferent trajectories of change displayed by the dy-
namic core of industrialization. In other words, the
heterogeneity of the different outcomes, expressed
for example in a varied range of regional production
systems, has as its counterpart a shared common
range of forms of economic coordination (and of
ways of secking their definition and change); this
common range includes, for example, the relations
and strategies of the dominant economic groups, the
nature of intra- and inter-company relations, the sys-
tem of industrial relations, and other aspects. This
common environment, we must stress, is a basic fea-
ture of the hub and is expressed, with the relevant
special features, in each regional production system
and each production sector, branch or chain forming
part of that system.

A decisive aspect of economic governance as it
affects the dynamic industrialization core may be
noted at the macro level: we refer to the economic
policy and national development model and the
forms of international coordination involved in it.
The special feature of the Mexican case is that
whereas in the period of stabilizing development
there was only a single functional-territorial indus-
trialization hub, the new model caused the expansion
and qualitative evolution of a hub which, in the pre-
vious period, had remained an area on the periphery
of the dynamic core: the industrialization hub con-
sisting of the export assembly industry located in
border areas of northern Mexico. This process was
later complemented by the expansion of the export
manufacturing operations of the transnational corpor-
ations which, as from the late 1970s, found northern
Mexico to be an ideal location for such activities. In
the central part of the country, for its part, there was
an intensive process of restructuring of the industries
which had accounted in the past for the development
of Mexican industry. The fundamental differences
between these two hubs therefore should not be
sought at the level of macroeconomic governance,
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although, because of the particular characteristics of
the two hubs, the effects of economic policy
measures (Such as exchange-rate measures) are very
different, each of the hubs has its own organizational
and production rationale vis-a-vis a given economic
policy model. ¢

The fundamental differences between the two
hubs lie at the meso and micro levels of their econ-
omic governance. Mesoeconomic regulation refers to
the organizational level at which economic groups or
business organizations act in order to maintain, mod-
ify or generate an economic regulation framework in
keeping with their strategic expansion and develop-
ment guidelines. Microeconomic regulation refers to
the organizational level at which measures are taken
to settle operational aspects of the production pro-
cesses (such as intra- and inter-company relations)
and of the local labour markets, as well as aspects
connected with technology and production perfor-
mance.

Although a detailed analysis of both these hubs
would be outside the scope of this article,” which is
devoted to the analysis of the northern border hub,
we can briefly indicate some radical differences
between them.

With regard to meso-economic governance, in
the central hub it is the strategic guidelines of the
major Mexican oligopolistic groups that determine
the efforts made to secure changes in the regulatory
framework of the dynamic core of that area. The con-
figuration of those groups during the period of stabi-
lizing development and import substitution gave
them a national character, even though they were lo-
cated in different regional settings (metropolitan
Mexico City, Guadalajara, Puebla and Monterrey).
The actions taken by those groups continue to be of
national scope and, to a certain extent, the emergence
in Mexico of the new secondary export model is
linked with the outcome of the conflict among those

$ An important task in this analytical approach, which we unfor-
tunately cannot undertake here, is the evaluation of the different
impacts of the various economic policy measures on the two
hubs, in order to determine whether conflicting needs arise be-
cause of their respective development paths, or whether those
policy measures have managed to strike a suitable balance ca-
pable of maintaining both growth paths.

7 Such an analysis, together with a more detailed analysis of the
concept of the functional-territorial hub, may be found in Alonso
(1996).

groups regarding the definition of the course and
features of national-level economic regulation.®

In the case of the northern border hub, in con-
trast, the economic groups associated with the cre-
ation and consolidation of its regulatory framework
hardly lost their regional nature at all, although they
contended individually (as in the case of the Chihua-
hua Group) or collectively (as in the case of the bor-
der industrial associations) for a space of their own
within the national industrial development strategy.

In the field of microeconomic governance, the
distinctions are even more radical. In the central hub,
the development of the import substitution model
gave risc to a system of production and industrial
relations which could be described as almost Fordist:
mass production for domestic consumption, stable
domestic production linkages, and a system of indus-
trial relations in which the labour force had its prero-
gatives (collective bargaining). The restructuring of
this hub meant a radical change in the details of these
aspects, but it basically continued to evolve along the
same lines: production for the domestic market, but
now under a model involving trade openness and
strong export orientation; strengthening of domestic
production linkages of a competitive nature, but with
the substitution of imported inputs for domestic in-
puts which did not meet the demands of competitive-
ness; weakening of the trade unions and the rights of
the labour force, but maintenance of collective
bargaining nevertheless.

The northern border hub, in contrast, operated
from the start on the basis of the rationale of a new
industry, without effective trade union organizations
(except in a few cases such as that of Tamaulipas),
almost without domestic production linkages, and
with operating conditions quite different from those
of the local labour markets (employment of a ma-
jority of women, for example).

The most radical difference between the two
hubs, however, is the continuity or discontinuity be-
tween meso-economic and microeconomic govern-
ance. In the central hub, the entrepreneurs who
control the oligopolistic domestic groups also control
the strategies governing the production processes of
the firms in question, but in the case of the northern

§ By “economic regulation” we mean the formal procedures and
rules adopted in order to adapt and condition the conduct of the
individual agents to a predetermined objective.

RESTRUCTURING OF PRODUCTION AND TERRITORIAL CHANGE: A SECOND INDUSTRIALIZATION HUB IN NORTHERN MEXICO + TITO
ALEQRIA, JORGE CARRILLO AND JORGE ALONSO ESTRADA



196 CEPAL REVIEW 61 ° APRIL 19987

border hub this control is exercised by the transna-
tional corporations, as part of their broad strategic
guidelines, while the action of the entrepreneurs of
that area is limited to generating and maintaining the
regulatory framework and providing services and the
industrial infrastructure. Indeed, in the microecon-
omic governance of their production guidelines, the
transnational corporations operating in one hub
adopt different strategic approaches from those
operating in the other.

IV

Although this study is devoted to the analysis of
the emergence and consolidation of the northern
border hub, it is important to note that the concept of
the functional-territorial hub seeks to explain the de-
cisive segmentation which has occurred in Mexican
industrialization and to highlight the emergence of
two rationales of meso-economic and microeconomic
governance which operate on a parallel basis, with
few mutual production linkages, but under a single
economic policy and development model.

The northern border hub: the economic

regulation of the new type of

industrial development

1. The emergence of this second hub

The new northern border industrialization of Mexico
started with a set of industrial activities developed
under the system of temporary importation of inputs
for subsequent re-export after processing set up in the
mid-1960s, usually grouped together under the title
of border export assembly industries. In the Mexican
context, this industrialization was belated and atypi-
cal compared with the established import substitution
model. Mexico’s industrialization, begun in the
1930s, was marked by a high degree of territorial
concentration of activities in the cities of Guadala-
jara, Monterrey, Puebla and, above all, metropolitan
Mexico City, representing the historical configura-
tion of the central hub. The policy responsible for
this fitted in perfectly with the import substitution
model, was highly protectionist, and was designed to
satisfy the priorities of the domestic market.
Northern border industry was set up in an area
where labour was over-abundant but jobs were
scarce. Because of changes in the agricultural sector
and migratory flows from the south, this area had
registered population growth which exceeded its ca-
pacity to absorb labour. Between 1940 and 1960 the
population doubled-and the area consequently faced
serious problems in terms of employment, housing
and urban services. Furthermore, the cancellation by
the United States in 1964 of the binational agreement

on the entry of temporary labourers led to the
massive repatriation of Mexican workers, many of
whom decided to settle in the Mexican border area.

It is against this background that we should
interpret the establishment in 1965 of the Border In-
dustrialization Programme, which permitted and en-
couraged the installation of export assembly plants,
on an exceptional basis and subordinated to import
substitution industrialization. Through this measure,
the Mexican government —taking into account some
incipient experiences with export processing zones
in other countries— embarked upon a policy which
was to be of an exceptional nature, with a clearly
defined scope in terms of time and geographical ex-
tension. The idea was that in the medium term the
industrialization drive would generate production
linkages which would encourage industrialization
with a domestic base, whereby the border area could
be “reintegrated” into the national economy. With re-
gard to its geographical scope, the model was
adapted exclusively to the exceptional conditions of
the northern border area in respect of its labour mar-
ket and its proximity to the United States.

Because of the supposed pre-eminence of the
import substitution model, the export assembly in-
dustry was seen as an eminently peripheral phenome-
non, both because of its relatively small size in the
overall Mexican context and because of the express
intentions of the government policy which supported
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it. The 1982 crisis, however, caused a break with
that approach. That year witnessed the definitive
“take-off” of border industrial development, thanks
to the effects of increased world competition on the
United States economy and, above all, the macro-
economic policy measures adopted by Mexico to
consolidate the export industrialization model.
Border industrialization ceased to be a mere periphe-
ral process. Since 1970, employment in the northern
border hub has grown by 10% per year, compared
with only 2% in nationwide manufacturing. Today,
with nearly 3,500 establishments and 750,000 jobs,
it can be said that the export assembly industry,
together with the export manufacturing plants in
northern Mexico, has formed a second functional-
territorial industrial development hub in the country,
the core of which is located in just a few border
localities.

At the same time, since the late 1970s the trans-
national corporations operating in Mexico, especially
in sectors under increasing pressure from foreign
competition (such as the motor industry), decided to
establish export plants in the northem part of the
country in order to establish a shared production
strategy with their United States operations. The in-
creased trade openness and the new export-oriented
economic policy measures intensified that process,
while also generating suitable conditions for the es-
tablishment of manufacturing operations (such as the
production of television sets) by other transnational
corporations which found in the northern border lo-
cation and the forms of production organization pre-
vailing there a favourable environment for their
expansion strategies. By the late 1980s, the combina-
tion of the above-mentioned actions by the govern-
ment and the transnational corporations had been
firmly consolidated into what we have termed the
northern border national industrialization hub.

This was not just a simple process of industrial
expansion, but a process involving the appearance of
manufacturing and assembly operations in the bran-
ches which formed the dynamic core of national in-
dustrialization. The two most eloquent examples of
this process are the electronic components and con-
sumer electronic products industry and the motor ve-
hicle and vehicle components industry. In both cases
the dynamism and magnitude of Mexican industrial
expansion and the attainment of global competitive-
ness levels are associated mainly with the evolution
of those sectors in the northern border hub, and only

to a much more limited extent with their evolution in
the central hub. Even within the same firm (Ford, for
example), the organizational and production ration-
ales of the two hubs sometimes exist side by side
(Carrillo, 1995) and are reflected in different paths
within the dynamic core.

2. Meso-economic governance: sntrepreneurs
and the shaping of the institutional framework

The appearance of the assembly industry on the
northern border was not simply the result of govern-
ment policy, that is to say, of the series of Presiden-
tial decrees which permitted the maintenance of a
special industrialization policy in border areas, sub-
sequently extended to the rest of Mexico. Important
contributory factors were the local conditions and,
above all, the economic agents who determined its
dynamism and the profile that the growth would
assume. The emergence of an entreprencurial sector
associated with that growth is of fundamental import-
ance for understanding the impact and potential of
northern assembly industrialization. This is because
the entrepreneurial groups of the area contributed to
the process of its integration by transferring surpluses
from one secior to another within it through their
investment portfolios and organizational makeup.
Even though those groups were not the determining
agents of the production process and in many cases
were outside it or merely acted as the symbolic
owners of the assembly firms, the evolution of the
process was not unconnected with their strategic in-
terests in those areas.

It is important to understand the actions of the
economic groups of the northern border area in the
promotion of assembly activities and export plants
(generally subsidiaries of transnational corporations),
as well as the way those activities fit in with the
organizational rationale and structure of opportunities
in the various sectors of the area’s economy. It is
worth highlighting the fact that the entrepreneurial
sector has played a decisive role in the func-
tional-territorial configuration of the northern border
hub through its intermediation in shaping the institu-
tional framework (i.c., negotiating the border devel-
opment policy) and acting as an important agent in
organizing the overall economy of the area.

The entrepreneurial sector of the area did in fact
originate from the special border fiscal arrangements
made in the 1930s, because these made possible the
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growth of the commercial and services sector, which
even now is responsible for a substantial part of the
area’s economic dynamism. It was in the border
towns (especially Tijuana and Ciudad Juérez) that
grew most thanks to these policies that the biggest
growth in assembly activities was registered.

The special fiscal arrangements for cross-border .

imports and exports (also known as “free zones”)
played a very important part in the development of
the northern border hub. Commercial imports for
consumption in the border area itself were of vital
importance for the entrepreneurs of the area. In fact,
those arrangements acted as the main form of accu-
mulation, mainly because domestic producers (i.e.,
the big oligopolistic Mexican groups) could not com-
pete with imports in border markets in terms of price
and quality. This meant that there was a constant con-
tradiction between the import substitution model and
these special arrangements: in other words, between
the border entrepreneurs and the big national oligo-
polistic groups. This contradiction was expressed at
the time in a now historic controversy with a very
high ideological content: whether to encourage the
“national integration” of the border areas or to pro-
mote their “regional development”. It is well known
that the first of these objectives guided the economic
decisions of the federal government with respect to
the border areas, giving rise to a climate of perma-
nent tension with the entrepreneurs of those areas.

For this reason, the relations between border en-
trepreneurs and the federal government have a long
tradition of tensions and conflicts. The free zone ar-
rangements became the major problem in relations
between the entrepreneurs and the government in the
mid-1950s, when regional repercussions began to
arise as a result of the combination of a protectionist
policy which restricted imports and an overvalued
exchange rate which encouraged the consumption of
imported goods. This situation was characteristic of
national import substitution industrialization policy
during the process of stabilizing development.

It was precisely this conflict which gave rise in
the past to a certain degree of unified collective ac-
tion among the border entrepreneurs. During the im-
port substitution period, the federal government’s
development policy with respect to border areas and
the dispute over the arrangements for free zones re-
flected a fundamental conflict of interests between
the border economic groups and the most important
groups at the national level, which were located

above all in the major metropolitan areas of the
country and included domestic and foreign monopoly
groups.

Thus, the dispute over the system of free zones
was above all a conflict among economic groups, in
which the State intervened as a mediator of their dif-
ferences and as the regulator of capitalist competi-
tion. The specific question of border economic policy
reflected the correlation of forces among the different
business groups, the scope for the harmonization of
interests left open by the capital accumulation cycle,
and the capacity of the State to work out, in the regu-
lation of those competing interests, an agreement
which was satisfactory to all the economic groups.

The nature of this conflict changed substantially
after the 1982 crisis, for three structural reasons.
First, the new policy of under-valuation of the peso
compared with the dollar made domestic products
more competitive with cross-border imports, thus en-
abling the establishment of domestic trading channels
and ensuring the stability of the supply flows from
the central area to the border zones. Second, although
the policy of greater trade openness caused immedi-
ate problems for the free zones, it nevertheless cre-
ated a suitable context for the regional groups to
invest with a long-term approach in the various sec-
tors of the economy, especially services and manu-
facturing. Third, in so far as the generation of foreign
exchange became a priority of the Mexican model,
this furthered the policy of supporting export assem-
bly industries, thus ensuring considerable expansion
of northern border business activities associated with
the assembly industry (professional services, indus-
trial management, construction, infrastructural rents,
etc.).

A second important group in the northern border
business sector was made up of the entrepreneurs
whose markets were fundamentally the surrounding
areas but who continued to have strategic plans for
penetrating the big domestic markets.® At all events,
these groups played an important part in promoting
the new export-oriented industrialization, especially
with the aim of strengthening their position in line
with their growth strategies.

% An exceptional case is that of the Chihuahua Group, which at
one time attained levels comparable with the other domestic
groups but now maintains a strategic approach oriented towards
exports and the penetration of local area markelts.
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It is hard to forecast how successful these groups
will be in the immediate future, although the new
industrialization process is likely to be advantageous
for at least some of them. It has been suggested that
conflicts of interests may arise among the northern
border business groups: i.c., between the assembly
industry groups and those associated with commerce
and services (Salas Porras, 1987, pp. 51-58), which
could adversely affect the strategic management ca-
pacity of the entreprencurs of the area as a whole.
Currently, however, there does not seem to have been
any conflict with consequences extending beyond the
sphere of the strategic decision-making of some
groups in the area (such as the Chihuahua Group).
The most likely outcome is that the growing dynam-
ism of assembly and export industrialization, due to
the diversification of the long-term investments of
the local economic groups, will enable both the as-
sembly industries and the commerce and services
sectors to find an advantageous place in the new na-
tional economic growth model.

What does seem increasingly unlikely is that
local production linkages may be established with the
export assembly industries and the export manufac-
turing plants. This repeated expectation of the Border
Industrialization Programme and the series of decrees
issued in the past for the promotion of assembly in-
dustries continues to be the biggest challenge for
strengthening the area’s industrial development
possibilities. Once again, the key to understanding
the lack of industrial entrepreneurs associated with
the assembly industry is to be found in the features
and requirements of the assembly industry produc-
tion processes and the type of local entrepreneurial
attitudes developed in the past in the border areas.

3. Microeconomic regulation: changes in
organization and their impact on the labour
force'’

In the northern border hub, microeconomic regula-
tion takes place at the company level. Since indus-
trial dynamism is a function of inter- and intra-firm
transactions and the marketing chains are in the
hands of the transnational corporations which run
this process, industrialization in this area is depend-

10 For a more detailed analysis of this subject, see Alonso,
Carrillo and Contreras, 1994.

ent on the interaction of the global rationale of the
firms, on the one hand, and the specific nature of the
local labour markets, on the other.

Generally speaking, the firms established in the
northern border hub have undergone a series of
changes connected above all with technology, forms
of production and organization, labour management,
and production chains, as we shall see below.

a) The transition from assembly activities: from
assembly work to competitive manufacturing

In the debate on the emergence and evolution of
the export assembly industry in Mexico, there are
two approaches which seek to describe this process:
one based on the neo-Taylorist paradigm and another
based on flexible production.

The neo-Taylorist approach emphasizes the re-
gressive nature of the development of the export as-
sembly industry, highlighting such aspects as
alarming working conditions and environments, envi-
ronmental degradation, and the lack of national pro-
duction linkages because of the simple assembly
operations carried out by these firms. This approach
is based on concepts formulated in the 1960s and
1970s which linked the process of internationaliza-
tion of production and the consequent development
of export firms with low-technology activities mak-
ing intensive use of routine manual labour, with few
or no linkages with the domestic economies, with
relatively low wages and with a high level of utiliza-
tion of women with skills limited to the domestic
sphere: in short, it sees the assembly industries as
being based on a vertical integration model harking
back to the primitive forms of Taylorism. According
to the regulation school of thought, the extension of
Fordism to peripheral countries is an attempt at in-
dustrialization using Fordist technology and con-
sumption models, but without the corresponding
social conditions, work processes and mass consump-
tion standards. In this sense, the transplantation of
this approach —initially called post-Taylorism— is
considered a caricature even in the best of cases
(Lipietz, 1995). This model is characterized by the
intensive use of cheap labour, the division of acti-
vities into separate groups, the flexibility of labour
regulations in the absence of trade unions, and the
use of very little technology, and it usually depends
on the existence of an authoritarian and repressive
State.
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The second approach, based on flexible produc-
tion, has emphasized the introduction of new produc-
tion techniques and processes and new labour skills.
It focusses primarily on the most modern sectors of
export assembly industry. In various empirical inves-
tigations, it has stressed the study of the new methods
of organization of production (such as just in time
production and total quality control), the introduction
of flexible technologies (numerically controlled ma-
chines) and the application of methods of organiza-
tion and control of labour skills and management
(quality circles, versatility, wage systems, participa-
tion techniques, etc.).!* Generally speaking, this ap-
proach has tried to give a picture of a “transition” in
industry, showing various aspects of its changing na-
ture and complexity. Various studies!? have reported
at length on the industrial changes in the assembly
sector, thus justifying the application to these firms
of the title we have used here: “second-generation
assembly firms”.

At the present time, it is clear that, at the micro-
economic governance level, there has been a substan-
tial albeit partial spread of second-generation
assembly firms. Carrillo and Ramirez (1993), using a
multivariate analysis, find that 18% of 358 assembly
plants (in three sectors of the economy) are of high
technology and flexibility, compared with only 5% of
all plants nationwide. Likewise, according to the
managers consulted, 40% of the production workers
operate under flexible organizational techniques.
Moreover, in a non-probabilistic survey covering 71
assembly plants in four localities, Wilson (1992,
p. 63) also found that 18% of the plants were using
flexible production. Finally, Pelayo Martinez (1992,
p. 9) found, in a survey of 18 motor vehicle compo-
nent assembly plants in Ciudad Juérez, that 38% of
them were using the just in time production system,
44% used quality circles, and 100% used statistical
process control. If we also take account of the auto-
mobile and engine export firms, we see that the
spread of the just in time system and total quality

11 For more details on the features of the flexible production
system, see Humphrey, ed., 1993, pp. 6-8; Kaplinsky, 1993,
pp- 3-8, and Coriat, 1993, pp. 22-23.

12 guch as those of Echeverri-Carrol (1994), Wilson (1992),
Koido (1991 and 1992), Sklair (1993), Carrillo (coord.) (1993),
Shaiken (1990), Brown and Domfnguez (1989) and Mertens and
Palomares (1988).

control, along with automation processes, is even
greater (see, inter alia, Micheli, 1994; Shaiken, 1990,
and Carrillo (ed.), 1990).

If we look at the strategies applied by companies
like Ford and General Motors (Carrillo, 1995; Miche-
li, 1994) and their suppliers (Ramirez, 1995) in the
two industrialization hubs, we see that the spread and
adaptation of flexible production is much greater in
the northern border export firms than in those of the
central hub. This fact represents a substantive dif-
ference from the restructuring strategies of the plants
oriented towards the domestic market. Thus, every-
thing indicates that there has been greater adaptation
to the principles and practices associated with just in
time production and total quality control in the north-
ern border hub than in the case of the firms in the
central hub.

b) Labour relations

Various studies note that foreign investors’ per-
ception of the labour environment is an important
factor in their decisions to locate industries in the
northern border area of Mexico. A labour environ-
ment favourable to the interests of the firms is seen
as one where there are no militant trade unions, there
is a low rate of labour conflicts, and collective con-
tracts are flexible in terms of labour regulation. Ex-
cept for a few labour movements and inter-union
conflicts, labour relations in the export assembly in-
dustries, as well as in the motor industry export -
firms, have been non-conflictive and represent a con-
trast, in this respect, with those of the companies
which arose and developed under the import substitu-
tion industrialization policy.

Generally speaking, four main features of
labour relations in the export assembly industries
may be identified:"* i) low conflictivity, despite the
repeated criticisms of working conditions; ii) a high-
Iy unionized industrial environment, especially in the
north-east border area (rates of unionization of
the plants exceeding 90%); iii) the participation
of “active” (traditional) and “phantom” (regressive/
functional) unions, both incorporated in the main
national trade union confederations, and iv) highly

flexible collective labour protection contracts.

13 On the basis of the studies by Covarrubias (1992), Williams
and Passé-Smith (1992) and Carrillo and Ramfrez (1990).
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It is hard to determine how far this has in-
fluenced the working conditions and environment in
the export assembly industries. What is certain, how-
ever, is that while in those industries there is progress
in the labour sphere and some degree of stability in
the trade unions (Carrillo, coord., 1993; Carrillo and
Ramirez, 1990), in the firms oriented towards the do-
mestic market and located in the traditional industrial
centres there has been a reversal in labour conditions
and a deterioration in the bargaining power of the
trade unions (De la Garza, 1993).

The way the trade unions function is of course
an important element in the institutional mechanisms
which, at least potentially, should play a part in the
improvement of labour conditions. However, it
would appear that it is the real shortage of labour in
the northern border hub, rather than the trade unions,
which is behind the relative improvement in those
conditions in the latter area.

¢) Working conditions: wages and benefits

Both in the northern border assembly industries
(especially the second-generation ones) and in the
export manufacturing industries (motor vehicles, en-
gines, cement or mining products), labour conditions
have evolved positively (at least up to the 1994
crisis), whereas in the central hub they have deterior-
ated (let us make a comparison, for example, be-
tween the Ford plant in Hermosillo and that in
Cuautitlan, or between the border assembly plants
and those of the central area). This trend may be
illustrated by the levels reached in the early 1980s.
Whereas in the northern border hub most of the firms
are quite recent and started from a low level of labour
conditions but subsequently began to improve, the
plants in the central hub made substantial economic
and labour gains in the 1960s and 1970s, thanks to
the participation of the trade unions, but began to
deteriorate in this respect from the 1980s onward.
These firms have undergone profound restructuring
processes which have been reflected in a decline in
employment, an increase in labour flexibility, lower
wages and the loss of capacity for trade union nego-
tiations.

Looking at the export assembly industries from
the standpoint of flexible production, what we want
to know is whether the evolution of labour conditions
in them is a steady process of change, or whether the
changes are relatively small and reversible. The
available information indicates the following: i) from

1982 up to 1994 both nominal and real wages in these
industries increased; ii) economic benefits also in-
creased, forming a growing part of the overall wages
(23% in 1982, 30% in 1990, and a forecast of 43% for
1997), and iii) although many of the assembly plants
continue to make intensive use of unskilled labour, in a
substantial proportion of them work has been enriched
by the skills learned and involvement in the job.
Labour conditions in the export assembly indus-
tries display a more positive trend than in other sec-
tors of manufacturing. On the one hand, by local
standards the incomes of workers employed in those
industries are higher than those paid in other manu-
facturing plants, and they are undoubtedly higher
than the general and professional minimum levels
prevailing in the country; on the other hand, the evol-
ution of wages shows that although in 1980 average
wages in the nationwide manufacturing sector were
56% higher than in the export assembly industries, by
1990 this advantage had gone down to 30%, and pro-

-~ jections for 1997 indicate that wages in assembly in-

dustries will be 12% higher in that year.

By international standards, the export assembly
industries have also shown that they respect interna-
tionally established workers’ rights, and they have
even been evaluated more favourably than export
processing zones in other countries (United States
Department of Labour).

We thus see that although the firms in the central
hub pay higher wages than the export assembly in-
dustries, the differences have been going down ap-
preciably over time, and the export -firms are even
being taken as models for labour conditions in the
rest of the country.

d) Employment, skills and stability

In general terms, employment and job stability,
as well as labour skills, have evolved differently in
the firms of the northern border hub than in the com-
panies of the central area.

Firstly, employment grows more quickly in the
export firms than in those producing for the domestic
market: in 1994-1995 employment in the export as-
sembly industries grew by 13.3%, whereas it in-
creased by only 1.5% in the rest of Mexican
manufacturing. In the northern border hub the aver-
age number of workers per establishment has risen
appreciably (for example, from 377 to 2,029 between
1985 and 1995 in the firms producing television
sets), in contrast with the evolution observed in
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manufacturing firms in the central hub. However, the
socio-demographic profile of the workers in the
northern border hub is marked mainly by the employ-
ment of young women with little schooling and ex-
perience in the sector, whereas there is a bigger
proportion of skilled male workers in the central hub.

Secondly, labour skills have gradually risen in
the export assembly industries and the export firms.
In the assembly firms, the average schooling of the
workers has risen from six to seven years, while the
proportion of workers with previous work experience
tose from 30% in 1979 to 70% in 1989.1 In the area
of working conditions, the tasks that workers have to
carry out have become more complex because of the
spread of some new manufacturing processes and the
use of new technologies and methods such as total
quality control (especially statistical control of pro-
cesses and quality control groups). At the organiza-
tional level, according to the management surveys,
the number of highly trained employees has grown
over time from 20% in 1979 to 40% in 1989. It
should be noted in this respect that although the work
in the export assembly industries is relatively un-
skilled in general terms, the fact that 80% of the oc-
cupational structure consists of workers directly
connected with production is associated with at least
three factors: the age of the firms (the newer a firm
is, the fewer skilled workers it will have in its organ-
izational structure); the high turnover of staff (whose
replacement constantly renews the unskilled seg-
ments of the labour force), and the compact organiz-
ational structures of the firms (consisting of four
categories, for example).

\Y%

Thirdly, employment in the export assembly in-
dustries is really of a temporary nature, as workers
constantly leave their jobs. The average monthly
turnover in 358 plants analysed in 1989 was 12%
(compared with 2% in firms located in Monter-
rey, for example). The northern border export assem-
bly industries have the highest rates of tunover in the
whole of Mexican manufacturing; this labour insta-
bility is associated mainly with socio-demographic
factors (Carrillo and Santibdiiez, 1993). A broad-
ranging study in Tijuana found that single persons
and the younger workers rotate more frequently, due
no doubt to the stage they are at in their life cycles
and the abundant job prospects in the northern border
area.

To sum up, and simplifying the way the firms are
categorized, in the northern border hub, and particu-
larly in highly dynamic and internationally competi-
tive export firms which are not devoted to assembly
activities, labour relations are not conflictive, be-
cause the influence of the unions is low, wages are
gradually improving (at least up to 1994), and bene-
fits form an increasing part of the overall wages. The
number of workers per firm is growing rapidly, skill
levels are gradually rising, tasks are becoming more
complex as more advanced technological processes
and new forms of organization of work are intro-
duced, and there is a flexible external labour market
because of the abundant job opportunities. In general
terms, all these features differentiate the northern
border industries from non-export-oriented firms lo-
cated in the traditional industrial areas (Monterrey,
Guadalajara, Puebla, etc.).

Some conclusions

More than a decade has passed since the 1982 crisis,
and many of the structural changes brought on by the
change in course of the national industrial develop-
ment model have assumed special features within
their territorial expression. Qur aim in this study is to
put forward an alternative approach to those based

14 Firms like Ford Hermosillo, for example, only take on wor-
kers who have completed at least the technical school cycle of
studies.

exclusively on sectoral analysis (such as industrial
sociology) or tetritorial analysis (such as regional
science), proposing instead a working hypothesis
which includes both aspects. Obviously, much re-
mains to be done in this sphere, both at the concep-
tual and research levels. Nevertheless, even bearing
in mind that this is just a hypothesis, there is evi-
dence to back up the theory that the restructuring of
production in Mexico has been characterized by
functional-territorial industrial growth hubs. We hope
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that further progress in this research will make it
possible to gain a broader picture of the regional
development options open to the various northern
and border localities.

The idea of a functional-territorial hub allows us
to take into account both the heterogeneous nature of
the production linkages and the regulatory frame-
work which gives some characteristics of territorial
homogeneity to the process. With regard to this
homogeneity, we may ask how far the entreprencurs
of the northern border area can maintain a collective
strategy, or whether there is a risk of a split between
the rationales of the different entrepreneurial sectors
operating in the area.

As regards the heterogeneity of the process, we
must seek to progress in the identification of the wide
range of linkages and relations between, on the one
hand, the export assembly industries and other export
firms, and on the other their parent companies and
foreign contractors and, ultimately, the whole structu-
ral diversity of the external industrial sector with
which they are linked. What is involved, then, is a
scenario with different development paths, different
needs and internal production organization and con-
trol rationales, and different inter- and intra-firm rela-
tions. In order to analyse these dynamics, we will
need development path studies such as those pro-
posed by Storper and Harrison (1990) for the case of
industrial districts. There are very few studies aimed
in this direction (Mercado, 1988), although they
would be very useful for understanding export as-
sembly industries better. It would also be desirable to
give up any idea of continuing to study the export
assernbly industry as a homogeneous unit of analysis.
It is not just a question of acknowledging the structu-

ral heterogeneity of the main variables defining this
industry (Carrillo, coord., 1993; Gonzélez-Aréchiga
and Ramirez, 1989), but of assuming that it is not an
industry at all in the recognized sense. In fact, the
export assembly industry is merely a set of manufac-
turing plants operating under a specific tariff system
in order to obtain a number of advantages for their
exports. Little progress has been made in analysing
labour diversity from the standpoint of the structural
heterogeneity of the assembly plants. In other words,
this diversity has not been seen as the result of dif-
ferences in their relations and linkages, and little con-
sideration has been given to the economic
governance which defines it and which holds the
answer to our questions about the development
potential of this model.

In order to accept the existence of a “regional
question” it is necessary to determine how changes
are taking place in regional linkages in Mexico: that
is to say, how the forms of social organization of the
Mexican economy in the various regions and lo-
calities are being redefined. The basic premise of the
present article is that in order to determine the nature
of these structural trends in the country it is necessary
to move from the analysis of processes at the global
level to the analysis of the development trends of
specific regions and localities. The course of events
with regard to the restructuring of industry partly de-
pends on regional and local dynamics, and until such
time as we have a profile of how the various forms of
restructuring are processed and take place at those
levels, there is not much we can say about their real
course.

(Original: Spanish)
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Economic Survey of Latin America and the Caribbean, 1995-
1996, 1.C/G.1929-P. ECLAC, Santiago, Chile, September 1996, 349
pages. United Nations publication, Sales No. E.96.11.G.2.

This edition of the Economic Survey of Latin America and the
Caribbean once again displays substantial changes compared with
previous years. As in the 1995 edition, it includes some aspects of
economic performance in the first half of the year of publication,
with the aim of achieving continuity in the follow-up of economic
events, in so far as this is possible on the basis of the information
available when the Survey went to press.

The Survey is published this year in a single volume which
includes both a regional-level analysis and an analysis of the situ-
ation in each individual country. The regional analysis includes a
chapter on employment and wages and another on saving and in-
vestment: subjects which were dealt with last year in the chapter
on the level of activity, inflation and employment: Two other chap-
ters are devoted, respectively, to structural reforms and to the vul-
nerability of the banking systems of Latin America. This volume
also contains some statistical tables, but most of the tables are in
an annex published in the form of a diskette, which was distributed
separately last year but is now attached to the printed Survey.

The most important novelties in this edition concern the stat-
istical information. Firstly, 1980 is no longer used as the base year
for the national accounts series at constant prices, which are calcu-
lated on the basis of the year 1990 as from this edition. A new
methodology has also been adopted for the analysis of the external
sector, since the Survey has now begun to use the fifth edition of
the International Monetary Fund’s Balance of Payments Manual
instead of the fourth. These methodological changes have been
reflected in the trends and composition of the series in the follow-
ing manner:

—  The surplus on the regional account for goods and services at
constant prices has gone down, as have the losses due to the
terms of trade effect, because in both cases the prices of the
products exported by the region in 1980 were very high com-
pared with all the subsequent years.

—~  The ratio of gross fixed investment to the gross domestic
product has increased substantially, by over three percentage
points, especially in the cases of Brazil, Colombia and Peru.

~  The growth rate of the product shows some differences com-
pared with that calculated using the previous base year, due
mostly to the lesser importance of some primary sectors,
such as agriculture in El Salvador and mining in Peru.

- The value of exports and imports, and also their volume, is
considerably higher because they now include in-bond as-
sembly transactions, whose added value was registered in the
previous version in the non-factor services account. Conse-
quently, the value of services has gone down,

—  Transfers are no longer classified as private or public, but are

now divided into current and capital transfers, which has

helped to bring down the current account deficit by a sub-
stantial amount, since a considerable proportion of the trans-

fers which were previously included in the capital account
because they were official are now included in the current
account.

- The capital account, which has undergone the biggest
changes, is now called the “financial account”; a distinction
is now made between investment within the economy and
investment by foreign residents, whereas previously only the
net value was given. Portfolio investment is no longer broken
down by its term, which is now only taken into account in
the case of “other capital”, which corresponds above all to
bank loans and loans from multilateral and governmental
agencies. Investment in bonds is now registered as portfolio
investment, which is broken down into shares and bonds.
This change is by no means insignificant, since portfolio in-
vestments are no longer characterized as being highly vo-
latile.

—~  Global financing of the balance (below the line) now includes
anew category —exceptional finance—~ which registers the use
made of normal International Monetary Fund loans and of
resources from emergency aid programmes, such as those
received by Argentina and Mexico in 1995, which came to
very large amounts. It also includes arrears of interest pay-
ments, which previously amounted to large sums in most
countries but which are now only substantial in the cases of
Nicaragua and Peru, and the latter country has already begun
to regularize them.

Preliminary Overview of the Latin American and Caribbean
Economy, 1996, LC/G.1947-P. ECLAC, Santiago, Chile, December
1996, 55 pages. United Nations publication, Sales No.
E96I11.G.13.

The main feature of the economic situation in Latin America and
the Caribbean in 1996 was the reappearance of the moderate
growth, with price stability, which had characterized the region’s
economic performance in the 1990s before the outbreak of the
Mexican financial crisis late in 1994. Within this overall picture,
the gradual recovery of the Mexican and Argentine economies was
particularly noteworthy. Thus, the average GDP growth rate for the
region as a whole was estimated at 3.4% (1.7% per capita), aver-
age inflation was expected to go down to less than 20%, and over
half the countries of the region were expected to register single-
digit price increases, or only a little more than that level. The
growth achieved was due to the sustained increase in exports and,
to a lesser extent, to the greater access to external finance. Thus,
the current account deficit (2% of the regional GDP) was more than
offset by capital inflows of some US$ 50 billion, resulting in a
considerable increase in the international monetary reserves. How-
ever, unemployment was higher than in 1995 and in many coun-
tries wages stagnated or even went down, so that it was expected
that growth patterns in 1996 would continue to be unequal, as they
have been since the beginning of the decade.

The recovery in the product took place in a somewhat less
favourable international context than in the last few years. While
world growth kept up a steady pace, the growth rate of world trade
went down to 5%, after the exceptionally large increase of 8% in
terms of volume in 1995. Moreover, the price trends for the com-
modities of greatest interest for the Latin American and Caribbean
countries were uneven. Thus, for example, the prices of many
metals went down, as did the price of coffee, but th