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Note by the secretariat

As the fifth anniversary of the death of Ratl Prebisch drew near, we set ourselves the
task of organizing a seminar in order to examine some of the main areas of endeavour
of ECLAC and of the man who had such a crucial influence on its development and
growth. We were fully supported in this task by the Office of the Executive Secretary,
which for some time now has been working to rebuild and enrich that pool of knowledge
in the light of new regional and international circumstances and of the ideological
confrontation which has accompanied them.

This seminar, which focused on “The ideas of ECLAC and of Rail Prebisch”,
took place in Santiago, Chile, from 3 to 5 September 1990 and was attended by
renowned members of Latin American intellectual circles. Some of these people had
worked with Prebisch to help build the Institution and its theoretical foundations; others,
of the same generation, had coniributed ideas of a different stamp which also did their
part to enrich the common pool of knowledge. There were also those who joined the
effort later on and opened up new vistas, and still others who belong to a new generation
which has had to face the challenges posed by a tumultuous and conflictive present, a
present that has called the thinking of ECLAC into question.

In addition to representing a number of different generations, the assembled
participants also represented different countries and areas of the region, although it
is clear that some were not included for varying and valid reasons.

In honour of Radl Prebisch, some of the papers presented at the seminar are being
published in this edition of the Review. It should be emphasized, however, that the
seminar’s work was confined to addressing some of the basic areas of ECLAC’s work,
highlighting others that the current dialogue brings to the fore, and considering a
. number of national situations as a means of shedding light upon the diversity of the
mosaic that forms this region.



OPENING STATEMENT DELIVERED BY THE EXECUTIVE SECRETARY
OF ECLAC, MR. GERT ROSENTHAL, AT THE SEMINAR
ON “THE IDEAS OF ECLAC AND OF RAUL PREBISCH”
(Santiago, Chile, 3 September 1990)

I would like you to know, first of all, that welcoming you to the opening session of this seminar is
not just another routine event for me. It is the affirmation of an institutional identity which
unquestionably bears the original stamp of Radl Prebisch. It is a gathering of people who have
helped to make ECLAC what it is, people who, although belonging to a number of different
generations, have many things in common: firstly, their identity and calling as Latin Americans;
secondly, their commitment to integral development; and thirdly, the fact that they approach
their work in a way that strives to reconcile theory with praxis or, in other words, to bridge the
gap between thought and action. These three traits have given this institution an identity of its
own throughout the 42 years of its existence, an identity which sets it apart from other United Nations
bodies and institutions and which, indeed, makes it unique among organizations of its type.

The other element which gives it this special identity —this originality— is the content of
ECLAC thinking. This content is not static; the ideés-force of ECLAC were not conceived as a
doctrine but rather as a dynamic body of thought which expressly recognized the need to adapt to
changing economic and social circumstances, including those changes brought about by development
policies themselves. As  you will recall, Ratl Prebisch himself repeatedly called upon us to
“re-work our ideas unceasingly”.

This was no doubt the reason why, when Anfbal Pinto came to me with the inspired idea of
holding this seminar, he hastened to make it clear that he was not thinking of a nostalgic event or of
a retrospective or historical analysis of the germinal ideas of Radl Prebisch and ECLAC. He told me
that his intention was instead to analyse the major themes that concemed the pioneers of this
institution, but within the context of present and future circumstances. His clarification was
unnecessary: the analysis of past and .present ECLAC thinking is an integral part of the effort to
update its ideas which the secretariat has becn making for some time now,

There is no question about the fact that ECLAC succeeded, in its early years, in articulating
a coherent body of thought regarding Latin American economic progress in the initial decades of
the post-war period and that this message became part of the region’s collective consciousness. Some
refer to this message as the institution’s “ideés-force”; others simply call it “the thinking of
ECLAC”. By whatever name, this message both offered a conceptual framework and set forth
general guidelines for action which were valid for the majority of the countries. In other words,
many of these ideas proved to be highly relevant because they both fulfilled their purpose in
pragmatic terms and served the equally important function of stimulating debate.

It is also clear that, beginning in the 1960s, this message was called into question from various
standpoints and that it came under increasing fire in subsequent decades as changes —in the
objective situation as well as in the prevailing interpretations of that situation— occurred both
outside the region and within it. At the same time, the differences among various groupings of
countries in the region were widening, thereby making it increasingly difficult to send a “message”
that would be equally relevant to a small, agro-exporting country and to such a giant as Brazil. The
secretariat’s response to this questioning and to the changing times was, on occasion, a cause of some
perplexity, although it was always tempered by attempts to update its original message. This was
accompanied, as many of you know, by the emetgence of a debate within the secretariat as to the
wisdom of addressing all-embracing themes or of concentrating its efforts on specific problems. Be
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that as it may, the institution, faithful to its legacy, never renounced the idea of seeking out
“Latin American paths” to development.

In all modesty, I believe that in recent times we have succeeded in capitalizing upon those many
years of effort, in delineating what are at least the main patameters of an updated body of thought;
these ideas are set forth in our study, Changing Production Patterns with Social Equity, with which
all of you are familiar, and are part of what Osvaldo Sunkel, in his contribution to this seminar, has
called “neo-structuralist” thinking. Our proposals and interpretations undoubtedly suffer from some
gaps and weaknesses, but they nonetheless offer a frame of reference which will enable us to carry
our work forward, to probe more deeply into some subject areas, to update our proposals on an
ongoing basis as circumstances change, and to adapt them to the differing sitvations in individual
countries.

Although it was not our specific intention, our recent proposals address the same concems that
were explored in the germinal works of the Commission, which also correspond to the major subject
areas into which the discussions to take place at this seminar have been divided. Today, as yesterday,
our attention is drawn to the subject of the application of technical progress to the production
process, although now our main focus is on systems of production, in their role as vehicles of
innovation, rather than on industrialization per se. Today, as yesterday, we stress the impact of the
institutional rigidities and structural obstacles that hamper economic development, and therefore
contend that the free operation of market signals is not in itself enough to overcome all those
obstacles. Nevertheless, we also recognize that the redefinition of the role of the State and its
adaptation to the new demands being placed upon it and society is an imperative of our times. Today,
as yesterday, we place emphasis on the asymmettical relations existing between the countries of the
“centre” and those of the “periphery”, even though our proposal as to how to rectify that asymmetry
may have taken on a somewhat different shading. Today, as yesterday, we are concemed with
social equity, and with democracy; we argue that there can be no lasting changes in production
patterns without greater social equity, and that the converse is also true. Today, as yesterday, we
seek modalities of economic integration that will be functional in terms of the national development
strategies chosen by the countries of the region.

Thus, this seminar provides us with an opportunity to take a fresh look at old topics within
a new context, as well as to avail ourselves of the presence of so many eminent representatives
of different stages of Latin American economic and social thought. We are honouted by the
presence of each and every one of you, from the pioneering Celso Furtado to my predecessor in
this post, Norberto Gonzélez; from my former colleagues Eric Calcagno and David Ibarra, to
those who did so much to enrich the thinking of ECLAC in the 1960s and 1970s, such as Aldo
Ferrer, Germénico Salgado, Felipe Pazos, Manuel Balboa and Fernando Henrique Cardozo; from
the unfaltering champion of numerous causes, Marfa de Conceicdo Tavares, to the many
colleagues who still serve the secretariat as staff members or consultants and who are participating
in this event; ftom Anifbal Pinto, the Director of the CEPAL Review, and Osvaldo Sunkel, the
Director of the journal Pensamiento Iberoamericano, to the new generations of Latin American
cconomists so ably represented by José Manuel Salazar, Félix Jiménez, Francisco Arroyo and
Miguel Sandoval. '

I am deeply pleased to extend the warmest of welcomes to you, and to express the hope that
this inter-generational mecting will serve as a source of enlightenment, in the best ECLAC
tradition, for the good of the countries of our region.
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The nature of
the “principal
cyclical centre”

Celso Furtado*

In the author’s opinion, Prebisch’s greatest contribution was
his idea of a structural rift in the international economy
caused by the slow spread of technical progress and kept in
being by the international division of labour which existed
at that time. According to this approach, external trade was
no longer viewed as an extension of the demestic economy
but was considered to have a dynamism of its own which
depended on the linkages between the central economies
and the cfficicncy of the principal centre in exercising its
“regulatory” functions.

An important difference between the United Kingdom
and the United States, as principal centres, has been their
degree of integration into the international economy. The
United States had a low import coefficient, which weakened
its potential external drive, whereas the United Kingdom
had a high import coefficient: higher than that of its exports.
Its trade deficit was covered by the remittances of profits
generated abroad by its carlier investments. Those
investments, for their part, had been financed by the initia)
trade balance generated by the country’s situation of
technological leadership, '

The United States had not received the necessary
preparation to act as the principal centre, and it Jacked the
capacity to act as regulator of the world economy, The
relative decline in its rate of increase of productivity and the
simultancous drop in its rate of saving, which were to be
observed as from the early 1970s, prevented that country
from playing the role of principal centre of the capitalist
economy, and this process accelerated still further in the
1980s with the appearance of a deficit which absorbed an
amount of resources greater than the total private saving.

At present, the United States continues to play part of
its role as the principal centre, since the dollar still
continves to play a very important part in the world
economy. Other countries, however, are now the main
suppliers of international resources.

The article concludes that if the international economy
is to keep on functioning without there being a frue
principal centre, there must be a system of regulation by
consensus among the main central countries, and indeed,
the world seems to be moving in this direction,

*Professor at the University of the Sorbonne.

In a summary presentation of his theoretical works,l
Rail Prebisch referred to the idea of “a system of
international economic relations which I named the
‘centre-periphery’ system”, which had arisen as a
by-product of his reflections on the cyclical
fluctuations that occur in international activities. At
first, it secemed to him that the cycles originated in the
economics of the industrialized countries and then
spread to the international sphere. In that process of
spreading, the countries specializing in the production
and export of primary commodities behaved in a
“passive” manner, even though the fluctuations in the
level of economic activity affected them with
particular force.

This reflection on the spread of the cycle led
Prebisch to perceive that the system of the
international division of labour had arisen primarily
to serve the interests of the countries which were in
the vanguard of the industrialization process. “The
countries producing and exporting raw materials were
thus linked with the centre as a function of their
natural resources, thereby forming a wvast and
heterogeneous periphery incorporated in the system
in different ways and to different extents.”

This global view of the capitalist economy,
which revealed that it was suffering from a structural
break initially caused by the slow spread of technical
progress and perpetuated by the system of the
international division of labour which existed at that
time, was Prebisch’s main theoretical contribution
and formed the starting point for the theory of
underdevelopment which dominated Latin American
thinking and strongly influenced other regions of the
world too. For Prebisch, underdevelopment stems
from “the concentration of technical progress and its
fruits in economic activities oriented towards
exports”, giving rise to heterogeneous social
structures “in which a large part of the population
remains on the sidelines of development”.

In this late synthesis of his ideas, Prebisch
limited his explanation of the Centre-Periphery view
to the structural imbalances caused by the slow spread
of technical progress, which he claimed was
responsible for the downward trend in the terms of

'Radl Prebisch, “Five stages in my thinking on
development”, in Pioncers in Development, Gerald M. Meier and
Dudley Seers (eds.), s World Bank publication, New York, Oxford
University Press, 1984, p. 175.

% Ibid, pp. 176-177.

3 Ibid., p. 177,
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trade of the commodity-exporting countries. In his
classic text of 19421',4 however, Prebisch strove to
construct the nuclevs of a dynamic theory of the
international economy on the basis of his
Centre-Periphery view. He started with a critique of
the current theory of balance-of-payments im-
balances, which was a mere extension of the
quantitative theory of money, considered in this case
as being a good of unlimited demand (gold). Prebisch
denounced the static nature of this theory, which
merely registers the fact that “each disturbance
represents transition from one period of equilibrium
to another”> In his criticism he went further,
however, noting that the prevailing theory might have
had some validity when the centre of the capitalist
economy was the United Kingdom, in view of the
profound integration of that country into the system
of the international division of labour, since the high
degree of openness of the British economy (its import
coefficient averaged over 30% between 1870 and
1914) meant that that country had a considerable
capacity to respond to external stimuli. In the
economy of the United Kingdom, its exports
“fulfilled a dynamic function similar to that of capital
investment”.” If other industrialized countries
activated their economies and increased their imports
from the United Kingdom, the stimulating effect on
the latter was felt immediately, so that British imports
grew rapidly too. Thus, there was no tendency
towards an accumulation of gold reserves by the then
principal centre,

According to Prebisch, this situation underwent a
radical change when the United States took over the
function of the principal centre of the capitalist
economy, since its import coefficient was extremely
low. If the cyclical reactivation began in the United
States, then the external inductive power generated
by that country’s imports was only smal}; if it began
in another industrial economy, then the response of
the United States economy was extremely slow. This
unfavourable situation for the peripheral economies
—which depend on external impulses for their growth-
was rendered still more adverse by the constant
downward trend in the latter country’s import coef-
ficient, which sank from 6% in 1925 to 3.1% in 1949,

4 See ECLAC (Economic Commission for Latin America and
the Caribbean), “Growth, disequilibrium and disparities: interpreta-
tion of the process of economic development”, Economic Survey of
Latin America 1949 (B/CN.12/164/Rev.1), New York, Part I, 11
January 1951, United Nations publication, Sales No. 1951.I1L.G.1.

S Ibid., p. 38.
® Ibid., p. 36.

For Prebisch, the world economy is not just a
structure which reproduces itself, but rather a system
which registers cyclical expansion under the
influence of the spread of technical progress.
Departing from the traditional approach, which sces
external trade as a mere prolongation of domestic
productive activity —a sort of bartering of surpluses
which makes it possible 10 increase the productivity
of the relatively most abundant factors— Prebisch
assigns it a dynamism of its own which depends on
the interlinkages of the central economies and the
efficiency with which the principal centre carries out
its regulatory functions.

Contrary to what is implicit in the traditional
balance-of-payments theory, the time factor plays a
fundamental part in Prebisch’s concept, and this
factor is a function of the degree of openness to the
exterjor of the principal centre.

Technical progress spreads from the central
economies outwards, while they in turn are under the
influence of a principal centre. This process of
interaction among the central economies underwent a
considerable change when the United States became
the principal centre.

In contrast with the first aspect of the
Centre-Periphery concept -which was the starting
point of the theory of underdevelopment- this second
aspect was not duly elaborated in the years following
its formulation, even though balance-of-payments
imbalances had become the main problem of the
international economy from the 1960s onwards.

Prebisch drew attention to the fact that when the
United Kingdom was playing the role of the principal
centre, its import coefficient was much higher than its
export coefficient. Indeed, in the late 1920s the
United Kingdom paid for a third or more of its
imports with the profits from its investments abroad.
The principal centre had initially built up its position
thanks to its technological leadership, which was
reflected in the strong penetration capacity of its
exports and the consequent big trade surplus. Thus, a
considerable proportion of British savings was quite
naturally channelied abroad, so that, in a first stage,
the principal centre played the self-created role of the
main disseminator of technological progress. In a
later stage, this principal centre received the benefit
of the returns on these foreign investments: its
currency was overvalued because of the entry of
royalties and dividends, and this favoured an increase
in imports over exports. This was the culmination of
an economy which benefited from big returns from
the profits generated abroad by previous investments,
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Prebisch did not return to the question of the
balance-of-payments adjustment problems of the
central countries in the period -following the
appearance of his classic 1949 study. The entry into
action of the Bretton Woods institutions seemed to
indicate that this matter was now closed.

In the period from the end of the Second World
War to the end of the 1950s, the United States
enjoyed a substantial trade surplus on the current
account which permitted it to finance heavy spending
abroad in both the military and investment fields.
This was the period of the “dollar shortage”, which
many economists attributed to the positive
productivity  differential of the United States
economy. At that time, it was taken for granted that
its leading position as regards productivity —the result
of heavy spending on research and development—
would guarantee the United States’ position as the
principal centre of the capitalist economy for a long
time to come. The relatively faster growth of
productivity observed immediately after the war in
othet industrialized countries was explained away as
being due to the process of “economic recovery” in
which they were involved. It was explained that when
they got nearer the higher level which the United
States had already reached, it would not be so easy
for them to keep up uch high rates of growth.in
productivity. .

Since the 1960s, however, there has been a
process of profound changes in the relations between
the central economies which has seriously affected
the United States’ position as the principal centre.
The system of fixed exchange rates, which linked the
dollar to gold, gave rise to a patent overvaluation of
that currency, which adversely affected the external
competitiveness of the United States economy.
Paradoxically, this situation favoured foreign
investments by United States firms, which also helped
to put pressure on the country’s gold reserves. In
1963, the Johnson Administration brought in the
Interest Equalization Act, whereby it sought to check
the outflow of capital ~the first sign of weakness in
the economy which had been acting as the principal
centre of the capitalist world. An unexpected result of
this measure was the strengthening of the incipient
Eurodollar market, since United States enterprises
operating abroad began to keep part of their liquid
assets outside the country. With the accumulation of
massive liquid assets in dollars in the Central Banks
of certain central countries, as well as in United States
private banks abroad, the convertibility of the dollar
against gold could no longer be sustained.

The official suspension of such convertibility
took place in 1971 and gave rise to a big increase in
the price of gold. The dollar value (and, to a lesser
extent, the value in terms of other currencies) of
reserves held in the form of this metal rose
exorbitantly, thus greatly inflating international
liquidity. Two vyears later the United States
Government definitively abandoned the fixed
exchange rate system. In spite of the intervention of
the most powerful Central Banks, there was a
considerable devaluation of the doflar vis-a-vis the
currencies of the other central countries, and the
resulting flight towards real assets gave rise to a wave
of speculation on international markets.

The prolonged overvaluation of the dollar —from
the Second World War until 1973- must naturally
have been a major influence in the weakening of the
United States’ position as the principal centre. In
order to keep up that position, it would have been
necessary to maintain a level of reserves and an
accumulation of reproductive assets abroad capable
of preserving the dollar from any threat whatever,
regardless of the level of activity of the United States
economy. The principal centre is the country which
issues the currency that serves as a reserve for the
whole of the capitalist system: a prerogative which
naturally demands an exceptionally solid balance-of-
payments current account position. By this 1 mean
solid not only vis-a-vis changes in the international
situation but also with regard to abrupt changes in
domestic conditions. The monetary policy of the
principal centre must also be such as to contribute to
the fluidity of international flows of shott-term
capital. , '

If we take the analysis further, we see that it was
not only the overvaluation of the dollar which helped
to undermine the solidity of the position that the
United States undoubtedly occupied as principal
centre until the early 1970s. Nothing contributed
more to this result than the burden of the United
States Government’s outlays on the establishment of
a defence system with installations in every continent.
The United States faced restrictions on its spending
abroad precisely because of the relatively closed
nature of its economy. With the passage of time, its
huge military spending forced Washington to cover
its outlays abroad with paper currency that it virtually
forced into international circulation by obliging the
Central Banks of other countries to build up excessive
reserves in dollars which were subsequently
transformed into United States Treasury debt paper. It
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is sufficient to observe the behaviour of military
spending —an increasing proportion of which took
place outside the country in the 1960s~ in order to
grasp the magnitude of the distortions produced in
the United States economy, which reduced it to a
situation of financial dependency vis-@-vis other
central economies. In 1973, military spending
represented 5.6% of the United States GDP, and this
spending reduced the capacity of the public sector to
make investments in economic and social activities.
From that year onwards, a marked decline was to be
observed in the growth rate of average United States
productivity.

In the 10 years from 1973, productivity grew at
no more than half the rate of the previous ten years.
This slowdown in productivity growth did not prevent
military spending from increasing, however, to such a
point that it came to 6. 6% of GDP in 1983
Furthermore, the rate of saving dropped from 9. 5%
t0 6.7% over that same 10-year period. The truth is
that United States society was simply not prepared for
exercising the dominant international role that fell to
its lot as a result of the Second World War.

The absence of a principal centre capable of
keeping the capitalist economy in order is of course a
major factor in the great upsets observed in the
international economy from the 1970s onward, the
most striking manifestation of which is the enormous
size of the peripheral countries’ external debt.

The disorder that took root in the international
monetary and financial system as a result of the
excess of liquidity caused by the crisis of the dollar
was the factor that created favourable conditions for
the process of indebtedness of almost all the countries
of the periphery. In 1973, interest rates were not more
than 2% negative, but the following year they went
down to 6% negative, remaining extremely low until
the end of the decade. This situation of maladjustment
was aggravated in the second half of 1973 by the
abrupt rise in petroleum prices, which permitted a
group of countries with little or no capacity to absorb
large amounts of financijal resources to rapidly build
up enormous reserves in the form of certificates of
deposit in the international banks.

The imbalances caused in the external accounts
of the central countries —almost all of them heavy
importers of petroleum— led them to boost their
exports. Thus, the efforts of the industrial economies
to increase their external trade in the period following
the cil price shock brought about an increase in the
imports of the peripheral countries as well as the

conversion of the excess liquidity of the international
banks into loans to those countries. The under-
developed countries, which had always had to
struggle with a severe shortage of capital in the past,
suddenly found themselves faced with a virtually
unlimited supply of financial resources on the
intemational market, and moreover at negative
interest rates.

This combination of an unrestricted supply of
capital on the international market, plus the striving
of the central countties to correct the imbalances in
their external accounts caused by the sudden rise in
oil prices, explains the rapid build-up of external debt
by countries which sought ways of increasing their
growth rates or simply raising their level of
expenditure,

The system of floating exchange rates, by
permitting the rapid devaluation of the previously
overvalued dollar, set off a wave of price rises at the
international level. In the countries which were
forcing their exports, financed by the banks which
were trying to manage the glut of international
liquidity, there were additional inflationary pressures
too. Consequently, there was a run on real assets and
on the building-up of stocks. Food prices on the
international market rose by 54% in 1973 and 60% in
1974, while metal prices increased by 45% and 25%
in the same two years. Double-digit inflation was
widespread in the industrialized capitalist world:
something not seen since the Second World War,

In 1979, the United States Government decided
to abandon its carefreec attitude to inflation and
adopted a shock policy of the most uncompromising
monetary type. The fact is that the international
monetary system is based on the dollar, and
Eurodollars are no more than a credit multiplier based
on dollar deposits outside the United States. The
United States monetary authorities therefore have the
power to influence the international monetary market
through manipulation of the monetary base in the
United States. If the Federal Reserve raises interest
rates, there is immediately a flow of financial
resources towards that country, together with a rise in
interest rates on the international market.

When it applied a restrictive monetary policy in
these circumstances, Washington discovered how
easy it was to finance its needs abroad, thus opening
the way to the uncontrolled expansion of its own
expenditure. The United States current account
remained in balance up to 1978, but at the beginning
of the 1980s it became negative: in 1983 the deficit
came to US$45 billion, and by 1987 it had reached
the staggering figure of US$147 billion.
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The deficit on the United States current account
was the second great break in the international
structure of the capitalist economy, and it is the basic
cause of the abnormal rise in real interest rates that
has taken place over the last decade. In 1980 those
rates were already over 8%, and by 1982 they had
reached 12%.

Thus, two adjustment processes which took place
in the central economies ~the first one connected with
the effort made by those countries to recover their
external equilibrium after the first oil price shock and
made possible by the uncontrolled glut of
international liquidity, and the second one connected
with the restrictive monetary policies of the United
States Government and the financing of its fiscal
deficit with resources attracted from abroad by high
interest rates— lie at the root of the enormous debt
now burdening the countries that make up the
periphery of the capitalist system.

The relative decline in the growth rate of
productivity and the simultaneous drop in the rate of
saving which were observed from the early 1970s on
prevented the United States from playing its role as
principal centre of the capitalist system. This process
speeded up in the 1980s with the appearance of a
fiscal deficit which absorbed a quantity of resources
greater than the whole of private saving. This
qualitative change in the international position of the
United States economy is illustrated by the behaviour
of the enterprises of that country. Direct Japanese
investment in the United States rose from US$4.7
billion in 1980 to US$53.3 billion in 1988,  while
direct United States investment in Japan grew from
US$6.2 billion to US$16.9-billion over the same
period. The same is true with respect to the European
Economic Community, since direct investments by its
member countries in the United States rose from
US$50 billion in 1980 to US$193 billion in 1988,
with United States direct investments in the
Community growing from US$80 billion to US$126
billion over the same period.

An important indication of the changed situation
of the United States economy is that in the last quarter
of 1987 the payments of interest and dividends to the
exterior exceeded the receipts under this heading, In
1980, the net external investments position of the
United States was positive to the tune of US$106
billion dollars, but as from 1985 the situation became

7Figm'es. based on Survey of Current Business, published
in Le Monde, Paris, 31 October 1989.

negative. In 1986, United States assets abroad totalled
US$1 067 900 million, whereas foreign assets in the
United States in the same year totalled US$1 331 500
million®

The problem now facing us is to know how the
function of the principal centre is being carried out at
present. The United States continues to carry out part
of this function, since the international monetary
system is still based on the dollar. However, the
United States no longer plays the role of the main
supplier of international financial resources, which is
now carried out by Japan and the Federal Republic of
Germany. All we need do is look at the
balance-of-payments current accounts in recent years.
In 1987, the deficit of US$147 billion dollars of the
United States contrasted with the surpluses of US$84
billion for Japan and US$50 billion for the Federal
Republic of Germany. This situation obviously
cannot last for ever, since it involves the growing
indebtedness of the United Staies to the other two
great central countries. As long as this situation of
financial dependence continues, interest rates will
continue to be high, which means growing deteriora-
tion of the United States position. The negative
consequences of this situation for the over-indebted
countries are only too obvious.

In order for the capitalist economy to function
properly in the absence of a principal centre, it is
necessary that the main central countries should reach
consensus on appropriate forms of regulation. It may
be wondered whether the appearance of such
co-ordination groups as the 10 and the seven main
capitalist countries is not a step in this direction.
However, there are only two countries which are
really competing for the leadership of the system, and
it remains to be seen whether these countries would
not really prefer to extend the present process of
increasing financial dependence of the United States.
There would seem to be no doubt that we are moving
in the direction of a system of regulation by
consensus. However, such consensus will only reflect
the will of a few countries, and the relative weight of
these nations still remains to be determined. At all
events, the possibility of a single economy playing
the role of the principal centre no longer exists.

8 UNCTAD (United Nations Conference on Trade and
Development), Trade and Development Report, 1988
(UNCTAD/TDR/8), Geneva, 1988, United Nations publications,
Sales No. E.88.11.D.8, p. 68.
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In the 40 years or so that have clapsed since the first
postulations by ECLAC and Radl Prebisch on the
centre-periphery  system, two periods with different
evolutions are clearly distinguishable: that of the 1950s and
1960s, which was marked by a rate of economic expansion
unparalleled since the eighteenth century, and that of the
following decades (especially from 1973 onwards) -usually
known as the period of the energy and financial crisis—
which has been characterized by the slackening and even
complete stagnation of world economic development,
especially in the peripheral countries.

Both periods have witnessed profound changes, the
main aspects of which are summed up in the first part of
this article in line with the original concepts of Prebisch and
ECLAC: the polarization, marginalization and deterlorating
terms of trade of the periphery in contrast with the changes
in production and technology in the centre. In the second
part of the article, an analysis is made of the changes in the
periphery’s relations with the principal capitalist centre and
with the Eastern European countries, in the light of the
evolution undergone by those regions. Finally, some
comments are made on the unfinished histery of the
centre-periphery system.,
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I
The periphery

1. Back where we started, but on an
. even more unequal basis

Generally speaking, studics on the centre-periphery
system. have confirmed the validity of the
fundamental theses of Raiil Prebisch and ECLAC on
the relationship between the terms of trade, the
polarization and marginalization of the periphery, the
unequal spread of technology, and the vital need for
industrialization. The situation of the 1970s,
characterized by the meteoric rise of the Organization
of Petroleum Exporting Countries (OPEC), the
considerable improvement in commodity prices, the
massive inflow of Eurodollars and petrodollars (but
without tied direct foreign investment or other
restrictive  conditions), all of which led to the
narrowing of the gap between North and South, was
followed —especially in Latin America and Africa— by
the “lost decade” of the 1980s, which brought these
regions back to their starting point: ie., the level
already reached back in 1970.

Between 1970 and 1981, the terms of trade of the
periphery rose by a factor of more than 2.5, but they
then fell back in the 1980s to levels only comparable
with those of the 1930s-Depression. The period of
booms and oil shocks which interrupted the
periphery’s relentless drift towards marginalization
for the first time in history was followed by a drastic
fall in the periphery’s share in the world GDP and in
international exports and investments. This deteriora-
tion attained dramatic levels in Latin America, which
ceased to enjoy its traditional sitvation as a net
importer of capital and instead began to export capital
to the centre. '

These general pictures conceal an important
qualitative change in the traditional heterogeneity of
the periphery: a regressive trend towards greater
polarization between the nations and social strata
struggling to keep their heads above water in
circumstances of extreme poverty and those with
aspirations to gradual entry into the industrialized
centre. In 1965, the per capita GDP of the countries
with a per capita income of up to US$400, which
represent 55% of the population of the periphery, was
equivalent to 4.5% of the corresponding GDP of the
capitalist centre, but by 1985 it had dropped to only
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2.2%. In contrast, the corresponding figures for the
main oil-exporting countries (which have only 0.5%
of the population of the periphery) were 53% in
1965, 132% in 1980 and 84% in 1985. The steadiest
equilibrium was attained by the newly-industrialized
countries of South and Southeast Asia.

In Latin America and the Caribbean, the “lost
decade” was reflected in an 8.3% drop in per capita
GDP, so that the region lost ground compared with
Asia. Likewise, the region’s share in world exports
fell from 5.5% in 1970 to 3.8% in 1987.

In view of the fact that in underdeveloped
countries economic ctises have regressive effects on
national income distribution, it may be concluded that
in the 1980s there was a worsening of the situations
of extreme poverty and of polarization of the system,
both in relation to the centre and within the periphery
itself.

2. Margiﬁalizazion and dependence

In the peripheral countries, the energy crisis and (after

1982) the debt crisis had a marked influence on the
nature of theitr traditional marginatization and their
dependence on the centre. The longer-term structural
changes which had been building up in the centte and
also in part of the periphery (especially Asia) likewise
influence the links between the two poles.

In the mid-1980s, the periphery satisfied less
than a quarter of the total external demand of the
centre: that is to say, its degree of marginalization
was just as great as in 1960 (although its importance
to the centre had increased during the energy crisis).
The opposite relationship -that concerning the degree
of dependence of the periphery’s exports on the
markets of the centre— remained almost three times as
great (72%) in the 1960s and 1970s, but went down
markedly in the 1980s: in 1984 over a third of the
periphery’s markets were outside the centre. A similar
change took place in the periphery’s dependence on
imports of manufactures from the centre, even though
in 1984 over three-quarters of the periphery’s needs
were satisfied from that source. These changes were
due to the stronger horizontal links within the
periphery and its relations with the socialist countries.
They also reflect the considerable progress made in
increasing the industrial content of the periphery’s
exports. :

On the financial level, there has been a process of
transnationalization due to the growing dependence
of the periphery on the commercial banks of the

centre, at the expense of official aid and direct foreign
investment by transnational enterprises. Between the
carly 1960s and the mid-1980s, the importance of the
commercial banks rose from 6% to 25%, official aid
dropped from 56% to 40%, and direct foreign
investment fell from 19% to 11%, all as proportions
of total financial flows. Moreover, these flows were
used mainly to refinance and service the “unpayable”
debt. The share of the periphery in direct foreign
investment flows fell from 26% in 1981 to 17% in
1988. In the Ilatter year, Asia took first place,
absorbing 52% of the total flows to the periphery,
compared with 37% for Latin America (moreover,
half the latter figure corresponded to debt conversion,
so that there was in fact no contribution of fresh
capital).

3. The frustrated hopes of the New International
Economic Order (NIEO)

The challenge by OPEC and the commodity boom
in the first five years of the 1970s paved the way for
important initiatives by the peripheral countries
which seemed to indicate a strengthening of the
bargaining power of the exporters of petroleum and
other commodities vis-a-vis the industrialized centre
countries. Among these initiatives, which were
mainly promoted by the Group of 77 in their
capacity as representatives of the periphery in the
United Nations system, were: the Declaration and
Programme of Action on the Establishment of a New
International Economic Order (NIEO) (General
Assembly, 1974); the Conference on International
Economic Co-operation’(Paris, 1975); and the global
negotiations on international economic co-operation
for development and the formulation of the
international development strategies for the 1970s
and 1980s (General Asscmbly).

Within UNCTAD, negotiations took place on
particular demands by the periphery such as those
reflected in the Integrated Programme on Com-
modities and the associated Common Fund; the
agreements on specific commodities, and the
Compensatory Financing Facility. In addition
—following the example of OPEC- various
associations of countries that produced and exported
certain commodities such as copper, tin, coffee and
bananas were set up or strengthened. In the case of
coffee and bananas, cfforts were also made in Latin
America to reduce the oligopolistic power of the
transnational corporations in the marketing of these
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goods by establishing multinational enterprises
formed by the countries of the region themselves
(PANCAFE and COMUNBANA).

The failure of the periphery’s plans (as
incorporated in the demands of the NIEO and other
global or partial programmes) to come to fruition,
plus the deterioration of the terms of trade with the
centre, meant that when the debt crisis came the
periphery’s  bargaining power was  seriously
weakened. As ECLAC had already foreseen in 1973,
it had not been possible to achieve any substantial
turnaround in the relative positions of strength of the
centre and the periphery.

There were many reasons for this frustrating
outcome. On the one hand, the energy crisis and the
stagnation of the world economy led to a fall in both
the export volumes and prices of primary
commodities. On the other hand, and taking a
longer-term view, it must be remembered that the
centre’s demand for the periphery’s commodities is
always in strict relation with the structural changes
and technological progress (the “Third Industrial
Revolution”) that have taken place in the
industrialized countries. :

4. The consequences of the changes
in production and technology
in the centre

Important trends towards changes in production
patterns are to be observed in the centre. Thus, there
is a decline in the growth rate of manufacturing,
favouring in particular the services sector, In the
United States, for example, the share of services in
the GDP rose from 41% to 50% between 1974 and
1986, while there was. also a radical change.in the
structure of personal consumption: in 1960 spending
on food and clothing accounted for 37% of the family
budget, but by 1987 this had gone down to 26%,
largely in favour of services, A similar sitvation is to
be seen in other industrialized countries.

Within manufacturing itself, the traditional
branches (metal products, machinery and equipment
ment and basic consumer goods) are losing relative

weight to electrical equipment and especially

microelectronics. This is due to the greater demand
not only from military activities and the space race,
but also to the worldwide development of
international informatics, telecommunications and
telematics services. According to OECD data,
between 1970 and 1985 the relative importance of

imports based on natural inputs fell from 31% to
22%, to the benefit of diversified goods in which
research and development applications predominated.

Technological changes involving the use of new
types of materials and energy, miniaturization,
automation and robotization point in the same
direction of saving inputs and labour and attaining
greater efficiency, as do the ever-wider application of
biotechnology and the changes in the organization
and linkages of the transnational corporations,
integrated manufacturing systems, the “just in time”
(JIT) principle, etc. '

The trends displayed by the new style of
development of the centre, further strengthened by
its technological reaction to the energy crisis, usually
have two main consequences for the periphery.
Firstly, in real terms they further intensify its
marginalization from the centre, thus increasing the
latter’s relative advantage as regards spearhead
technologies, based on the intensive use of human
knowledge, which  are gradually driving out the
technologies that make intensive use of labour,
natural resources, energy and capital. In other words,
there is a further worsening of the unequal spread of
technological progress and the dependence of the
periphery on the transnational corporations of the
centre, which are the leading actors in these changes.

Secondly, the new style of development of the
centre has important repercussions on its own
interests and its global and individual policies
towards the periphery. The industrialized countries
not only consider the New International Economic
Order promoted by the commodity-exporting
countries using cheap labour to be dead and buried
but are also putting forward new demands and new
international policies concerning the expansion of the
transnational trade in services, their export, and the
right of foreign direct investments to enjoy the same
treatment as national investments on the markets of
the recipient countries; the provision of effective
protection for the intellectual property of trans-
national corporations; and the replacement of the
Code of Conduct on the laiter through the gradual
elimination ~of the Trade-Related Investment
Measures (TRIM). According to the industrialized
countries —especially the United States, judging from
its statements in the Uruguay Round of GATT- these
are the main government measures (applied by the
countries that receive direct foreign investment and
investment by branches of transnational corporations)
which affect the centre’s trade and financial freedom.
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The countries of the periphery, of course, naturally
defend their right to regulate the inflow of foreign
investment in accordance with their own needs and
to develop their own spearhead technology, as in the
case of the pharmaceutical, computer and informatics
industries in Brazil.

The above hypotheses seem to be confirmed in
the international trade in foodstuffs. As the
agricultural production of the centre has not yet been
incorporated in the new style of technological
development and the periphery still enjoys in most
cases the advantages of its environment and its
relatively cheaper labour, the governments of the
industrialized countries are obliged to protect the
interests of their farmers (who still form an important
social and electoral group). According to UNCTAD
data, over the last 10 years the five most important
markets (United States, FEuropcan Economic
Community, Japan, Australia and Canada) have
considerably raised their subsidies to their producers
of milk, sugar, wheat, rice and maize. In 1987-1988
the United States and the EEC gave an annual
average of US$25 billion in support to their farmers:
that is to say, much mote than in the 1982-1985
period (US$15 billion). In 1980-1983 Japan spent an
average of USS$13 billion per year for the same
purpose. In order to get an idea of the importance of
the centre’s protectionist practices in agriculture, it
is only necessary to note that in 1984 the periphery’s
exports of foodstuffs to these three areas totalled
some US$32 billion, while the direct subsidies were
also supplemented with tariff and other barriets
(import quotas, plant health rules, etc.).

S. The industrialization of the periphery and
Latin America’s lag in this respect

The faster growth rate of manufacturing on the
periphety compared with the centre has meant that
between 1965 and 1985 the former increased its share
in world manufacturing production (from 15% to
18%) and especially in exports (from 7% to 18%).
The countries of Latin America and the Caribbean
display a relative lag in this respect, however,
compared with other regions and especially the
newly-industrialized countries of South and Southeast
Asia, If the degree of industrialization is measured as
the share of manufactures in the total GDP, the
stagnation of the region’s industrialization process is
to be noted not only during the economic and
financial crisis of the 1980s but also in the longer
term,

In the 1960s the degree of industrialization of
Latin America and the Caribbean increased from 21%
to 23%, rising still further to 24% in 1980, only to
drop back to its 1970 level in 1983. In contrast, the
industrialization of South and Southeast Asia was
steady and unbroken: it rose from 14% in 1960 to
16% in 1970 and 21% in 1980, and was still at that
level in 1983. In the latter year, the share of manu-
factures in the external sales of the main exporters of
such goods —among which the only Latin American
country was Brazil- reached a level of 27%.

The lag is even greater with regard to the
periphery’s share in the markets for manufactures.
Between 1970 and 1984 these products more than
doubled their share in the total exports' of the
periphery to the industrialized countries (from 14% to
30%), considerably exceeding the share of primary
commodities other than fuels (22% in 1984).
Apparently, the dynamism of the periphery’s
performance in the international economy will always
be determined by the degree of industrialization of its
economics and of its trade. During the period in
question, however, the share of manufactures in the
total exports of South and Southeast Asia rose from
44% to 63%, whereas the corresponding proportions
for Latin America and the Caribbean were 7% and
19%, respectively. Over the same period, the
presence of the Asian subregion on the markets for
manufactures in the centre trebled from 3% to 10%,
thus matching the levels of the industrialized
countries of the European Free Trade Association
(EFTA), whose manufactures represented 64% of
their total exports in 1984 and supplied 9% of the
world market. The relative lag of Latin America
(19%) and the Caribbean (2%) is therefore a basic
issue in the regional debate on the need to change
production patterns and raise the international
competitiveness of Latin American exports.

6. Preliminary conclusions

The rise and fall of OPEC and other commodity
producers’ associations would seem to indicate that
when the historical downward trend in the terms of
trade between commodities and manufactures
(including services) was reversed thanks to the
unilateral raising of the prices of some commodities,
this did not automatically bring about the more
balanced spread of technological progress or reduce
the marginalization and state of dependence of the

periphery.
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This state of dependence and the financial
exactions involved in the export of capital to the
centre through the transnational banks were more
salient factors than the commercial exactions due to
the unfavourable terms of trade. It was therefore
vitally necessary to reappraise both the role of the
productive transnational enterprises and that of
governmental financial assistance from the centre
(even through its international organizations) with a
view to reducing the burden of the “unpayable” debt.

The strategy of the Latin American governments
and ECLAC for the 1990s, which seeks to achieve
changing production patterns with social equity,
reflects the experience accumulated in the deeper
analysis of Prebisch’s original postulations that
industrialization is essential if the periphery is to
improve its position on world markets, where it is
currently at the mercy of the demand for primary

commodities, the role of which in economic growth is
shrinking at an everincreasing rate because of the
present technological revolution.

Finally, the new endogenous and integral nature
of technological progress —especially in electronics
and informatics— also calls for a reformulation of the
original thesis of a passive role for the periphery in
the propagation and spread of such progress. In order
to modernize and attain greater international
competitiveness, the economies of the periphery must
take active steps to gain possession of advanced
technology (as occurred in Japan and other Asian
countries and in Brazil). This can be achieved
through the application of suitable State policies and,
above all, the mobilization and stimulation of the
economic and social agents by assuring them greater
equity in the distribution of the fruits of progress.

The centres and their links with the periphery

1. The capitalist centres

While the regressive differentiation of the periphery
continues, the correlation of economic forces in the
capitalist centre moves towards greater equilibrium.
Regardless of the ups and downs of the short-term
situation, such as the past energy crises, the current
financial crisis and the impact of “Reaganomics”, in
the long term a single clear tendency prevails: the
economic hegemony of the principal centre (the
United States) is weakening compared with the
emerging powets in Europe (Germany) and Asia
(Japan). At the same time, the new centres and the
former principal centre are locked in a mutual
struggle and are forming regional blocs of countrics
with common characteristics and interests. Without
going any further into the complex history and causes
of this process (which are analysed in this same issue
of CEPAL Review by Celso Furtado), we will simply
outline its longer-term projections in the cases of the
United States, West Germany and Japan, especially
insofar as they affect the petiphery. Over the period
1950-1987, Japan’s average economic growth rate
was more than double that of the United States (7.1%
and 3.2%, respectively), so that it jumped from ninth
to fourth place in the world GDP table, moving ahead
of West Germany, which had moved up from sixth to

fifth place. In 1987, the per capita GDP of Japan and
West Germany was nearly US$10 000 —only a third
less than that of the United States. In the same year,
the first exporter in the world was West Germany,
with the United States second and Japan third.
Germany and Japan were also ahead of the United
States in improvement of labour productivity,
propensity to save and invest, and world financial
position (West Germany and Japan were the world’s
leading creditor countries, while the United States
was the principal debtor). The relative decline of the
former principal centre also extended to its direct
foreign investment: in 1986 it invested US$26 billion
less abroad than the year before, but it absorbed 41%
of the total world flow of direct foreign investment:
i.e., half the total for the whole of the industrialized
countries, :

For 25 years (1960-1985) there was a trend
towards the marginalization of the periphery from the
markets of all the industrialized centres except Japan.
The periphery suffered worse marginalization in the
United States market than in Europe, but its share of
the Japanese market increased. Between 1970 and
1985, the share of Latin America and the Caribbean
in the United States market went down from 15% to
12%, and their share in the African market fell from
4% to 2%, but their share in Asia rose from 9% to
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17%. The strengthening of the links between the
United States and the newly-industrialized countries
of Asia led to the disappearance of the latter’s
traditional preference for Latin America, however.

In the markets of the Western European trade
groupings (EEC and EFTA), the share of the
periphery also suffered a decline, with these
groupings maintaining their traditional preference for
the Asian and African countrics, which, in 1985,
accounted for three-quarters of their imports from the
periphery. In that year, Latin America’s share in the
EEC market was only a quarter of its level of trade
with the United States, while in the case of EFTA it
was only one-sixth. The delinking between Europe
and Latin America was clearly reflected in the EEC’s
exports to the region, which went down by 38%
between 1981 and 1985 (compared with drops of
20% and 11% for the exports of the United States
and Japan). In 1985 Europe’s trade deficit with the
region was US$12 billion. This imbatance confirms
the ECLAC theory: in order to pay the debt and at the
same time increase imports from the centres it is
essential to lighten the debt burden and achieve
greater openness (less protectionism) of the markets
of the centres. In the case of the EEC, the most
important issues are the preferential treatment
(discriminatory against our region) granted to the 64
ACP (Africa, Caribbean and Pacific) countries under
the Lomé Convention and the subsidies and
protectionism involved in the Common Agricultural
Policy.

The manifestly growing importance of the
Japanese market for the periphery is due largely to its
continved dependence on oil imports and the
emergence of a new integrated centre for the Pacific
nations. Between 1985 and 1987, for example, the
exports by South Korea and Taiwan to the Japanese
market increased from US$7.5 billion to US$15.2
billion: ie., they doubled in three years. The links
with the Japanese transnational enterprises and banks
that (together with the similar United States firms)
make possible the access of the newly-industrialized
Asian countries to spearhead technologies and trade
in highly sophisticated goods are also growing. Japan
is becoming the new centre of a subregion
characterized by very dynamic growth and rapid
change in the fields of production and technology.

Africa and Latin America have always been
more marginalized from the Japanese market. In
contrast with this marginalization (a 4% share in
1985), however, there has been the larger financial
investment directed to the region. Whereas the flow

of direct foreign investment from the United States
went down, the average annual flows from Japan
increased by a factor of over 2.5 between 1976-1980
and 1981-1984: much more than those directed to the
industrialized nations or the other developing regions.
The role of Latin America in the direct foreign
investment and also in the loans of the Japanese
transnational banks suggests that that country could
help to solve the debt crisis in the future by promoting
changes and modernization in Latin America’s
production and increasing the region’s exports.

2. The Eastern European member countries of
the Council for Mutual Economic
Assistance (CMEA) .

In order to understand the profound economic and
social changes that have taken place in the Soviet
Union and Eastern Europe, it is necessary to bear in
mind their structural crisis. The concentration of
resources on extensive industrialization enabled these
countries to attain higher growth rates than the
centre-periphery capitalist system during the period of
expansion of the world economy. Centralized
planning and management ran into a crisis situation in
the late 1960s, however, in the relatively more highly
developed economies of the German Democratic
Republic, Czechoslovakia, Hungary, and later Poland.
These countries most clearly reflected the common
problems of lagging technology and low labour
productivity associated with a voluntaristic economic
approach and isolation from the capitalist markets.

The period of peaceful coexistence of the 1970s,
with its greater openness for economic and cultural
exchanges, showed that the military and geopolitical
balance between the socialist and capitalist blocs was
not matched in the economic sphere, and especially in
its spearhead sectors (except in areas directly related
to the military competition between the two
SUperpowers).

‘These domestic factors were compounded by the
effects of the energy crisis and the world economic
recession, which slowed the growth of the socialist
countrics and reduced their capacity to compete with
the capitalist system. According to UNCTAD
estimates, between 1975 and 1982 those countries’
share in world GDP went down from 12% to 9%,
while their share of world trade fell from 11% in
1960 to only 8% in 1987.
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The loss of dynamism and international
competitiveness of the CMEA couniries may be
illustrated with some indicators of the economic
competition between the Soviet Union and the United
States. In the 1960s, the Soviet Union was catching
up on its big lag behind the United States in terms of
national income and manufacturing product, since the
gaps of 42% and 45% which had existed in 1960 had
been reduced to 35% and 25% by 1970. Fifteen years
later, in 1985, however, the corresponding lags were
34% and 20%: i.e., only a little less than in 1970.
Moreover, in 1985 the lag was even greater in per
capita terms: 43% in the case of national income and
31% in manufacturing product (all these data are
taken from official USSR statistics).

The USSR’s lag  was even more marked as
regards the structure and efficiency of its production.
According to the same official statistics, in 1960 the
labour productivity in Soviet manufacturing was 56%
less than in the United States, and although by 1970
the gap narrowed to 47%, in 1985 it was almost as
great as ever: 45%.

The stagnation of the international com-
petitiveness of the countries practising “true
socialism” is connected with the semi-peripheral
nature of their participation in the world economy. To
begin with, they concentrate on trade within the
CMEA, and this tendency was further strengthened in
the 1980s when the Soviet Union’s comparative
advantages as an oil exporter were reduced (the
weight of intra-CMEA trade in the bloc’s transactions
went up from 51% at the beginning of the decade to
58% in 1987). Such cohesion within the CMEA was
due more to the centralized political system than to
the comparative advantages of its participants. The
principal centre of the system, the Soviet Union,
mainly supplied its partners with petroleum, gas and
other primary commodities in return for their
manufactures. Its fellow-CMEA countries, for their
part, needed Western technology to modernize their
economies, and because of the shortage of hard
currency, aggravated by the energy crisis, they ran up
heavy debts with the countries of the capitalist centre.
The most flagrant case of this was Poland, which, like
Mexico, suffered a veritable financial collapse in
1980 when the external debt service commitments
exceeded the payments capacity of exports.

Secondly, the links of the Soviet Union and
Eastern Europe with the industrialized countries are
also of a peripheral nature. In 1987, only 21.5% of the

CMEA countries’ total exports went to the
industrialized countries, and they represented only
2.5% of the latter’s imports (6.4% for EFTA, 3.2%
for the EEC and 0.5% for the United States). This
marginalization is largely due to the prevailing type
of trade: in the mid-1980s fuels and other primary
commodities accounted for a bigger share of the
CMEA countries’ exports than those of the periphery
(78% as against 70%), while although manufactures
predominated in the CMEA’s imports (57%) an
increasing proportion of the latter consisted of
foodstuffs (because of the Soviet Union’s grain
deficit).

Thirdly, trade with the countries of the periphery
had less importance for the CMEA countries than for
the capitalist centre (12% for the latter but only 5%
for the former in 1987). Moreover, the predominantly
political criteria of the CMEA countries caused them
to prefer to trade with the socialist countries (Cuba
and some Asian countries), which accounted for
over a third of this trade, with the discrimination
being even more marked in the case of official
financial assistance, about two-thirds of which went
to the latter-named countries. In the sectoral
composition of the CMEA’s mutual trade, fuels and
other primary commodities predominated, with
manufactures playing a bigger role in the group’s
exports than in its imports. Latin America’s exports
satisfied only 4% of the total demand of the CMEA
countrics, and even then this trade was mainly
limited to Cuba and Argentina (sugar and grains).

3. The horizontal linkages of the periphery

The continual marginalization of the periphery from
the markets of the centre has been accompanied in
recent decades by an increase in the importance of
horizontal links within the former: i.e., an increase in
mutuval trade in goods within the peripheral area. In
this aspect too, however, the Latin American region
has lagged behind, Thus, intra-regional trade went
down from a peak of 19% in 1980 to only 14% in
1987, when the degree of regional integration was
27% for the periphery as a whole (excluding the
OPEC countries) and as much as 61% for the
European Economic Community.

The effects of the debt crisis and the political

situation in Central America were not favourable to
economic co-operation in the region. Fortunately, the
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democratization process in the Southern Cone has
involved the establishment of major programmes of
sectoral integration and business co-operation
between Argentina and Brazil and, more recently,
Uruguay too, and there are prospects for the
expansion and deepening of this process to include

III

other countries such - as Chile. As this first phase
involves relatively industrialized countries, it may
be assumed that this economic integration process
will advance faster than previous initiatives and
that it will further the transformation and
modemization of the economies in question.

| The unfinished history of the system,
and some queries for the 1990s

Francis Fukuyama recently said that with the collapse
of true socialism in Eastern Europe the history of
mankind has come to an end: in other words,
omnipresent capitalism is entering upon a period of
cverlasting peace. The development of the
centre-periphery system since that term was coined
by Prebisch and ECLAC in 1949 —i.e,, its evolution
over four decades since the end of the war- shows
that this is a biased and voluntaristic view, however.
Our generation ~young hopefuls when the war ended
but now advanced in years— has gone through various
failures and seen the frustration of its forecasts of
both triumph and disaster. Let us recall, for example,
the pride and ambitions of the young African
nations freed from the colonial yoke, only to be
followed by tribal wars and mass famine; our joy at
the exploits of OPEC in 1973, with the prospect of an
unlimited flow of petrodollars; the adoption by the
United Nations General Assembly of the New
International Economic Order, the International
Development Strategies for the 1970s and 1980s, the
UNCTAD programmes, etc., only to culminate in the
present lost decade for the region, and more recently
the buoyantly hopeful programmes of the post-
dictatorship governments in Brazil, Argentina and
Peru, contrasting with the present econotic and
social chaos in those countries,

With regard to disasters, the author would like to
make just one personal and self-critical comment
which is totally contrary to the position taken by
Fukuyama: the whole generation of Czechoslovak
stalinists and, after the Russian occupation in 1968,
reformists, revisionists and “traitors to the cause”
lived and strove to further their views under two false
slogans, which, it may be noted, were shared by most
of the European and Latin American left. The first of

these was the need to write “finis” to the history of
world capitalism in the present phase of its general
crisis heightened by neo-imperialism, global
transnationalization, the struggle between rich classes
and nations and their exploited and dominated
counterparts, and so forth. According to Stalin,
Khrushchev, etc., the five-year plans of the Party
and the State would make it possible to catch up with
and overtake the decadent imperialist economies
—especially that of the United States— and attain
world socialist revolution, based on Leninist/Soviet,
Maoist Chinese or Castroite Cuban models.

The second disaster theory —that of the local
opponents of the communist governments, shared
by distinguished Kremlinologists and Western
statesmen— was that it is not possible to attain from
within or by peaceful means any thorough-going or
systematic change in an Eastern Europe dominated by
the adminisirative and military apparatus of a
superpower permeated with th® Brezhnev doctrine.
The result which we now all know so well is the
peresiroika of Gotbachev and the bloodless
revolutions of Eastern Europe (setting aside, of
course, the terror uvnleashed by the tyranny of
Ceaucescu and, in Asia, the Tianamen massacre).

The fate suffered by the triumph- or
disaster-oriented approaches shows that the history of
mankind and of the centre-periphery system has not
come to an end, as Fukuyama claims, with some
specific events, even though these may decisively
influence the course of a particular period in histoty.
On the contrary, we believe —in line with the views of
our great friend and mentor Anfbal Pinto— that the
greatest challenge for analysts is the fact that the
history of the centre/periphery system is not yet
complete. The same is true of the thinking of Radl
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Prebisch and his perhaps over-modest band of
disciples. Francis Fukuyama’s forecast implicitly
includes the thesis —shared by many public figures
and intellectuals not only of the Centre but also of
Latin America— that the validity of the centre-
periphery approach is now a thing of the past for all
of us and that we now universally and definitively
accept the neo-liberal approach, albeit subject to
some of its many qualifications. The work done by
ECLAC in recent years, and especially the common
governmental programme adopted in Caracas on
change and modemization with social equity,
however, also gives the lie to this view, which claims
the triumph of the so-called “Chicago boys™ and the
rout of those of us from ECLAC who are cast in
the Prebisch mould

Moreover, it stands to reason that a substantial
group of distinguished personalities did not meet in
Caracas carlier this year simply to pay a nostalgic
tribute to Radl Prebisch, nor to justify his proposals
with one of the many works of the Master, along
the lines of the selective utilization of the dogmas of
Karl Marx the younger or the elder, but came together
rather in order to develop the unfinished thinking of
the ECLAC of Prebisch’s days, in an open and
innovative discussion.

Among the questions that we might raise with
regard to the situation at the end of the century are the
following:

— Will the new situations as regards world
production, trade and finance lead to the
heightening of inter-capitalist competition and
the emergence of a new principal centre, or will
they result rather in a better regulated or
co-ordinated multipolar balance?

— What will the system be like without the
principal centres?

— What links will it have with the ongoing
military hegemony of the two superpowers?

-~ What effects will be exerted on the periphery by,
firstly, the profound geopolitical changes
involved in the creation of a European Common
Market including a unified Germany and the
subsequent successive entry into that market of
the Eastern European countries; secondly, by the
integration or formation of blocs between the
United States, Mexico and eventually other
countries of the region under the Bush initiative;
and finally the process of integration in South
and Southeast Asia under the aegis of Japan?
Decidedly, the history of the centre-periphery

system is still far from finished.
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The early
teachings of
Rail Prebisch

Aldo Ferrer

This article recalls two periods in the author's relationship
with Prebisch. The first relates to Prebisch’s teaching at the
University of Buenos Aires in 1948, and the second to his
work as economic advisor to the Argentine Government
that followed the overthrow of Perén in 1955.

As a result of his disagreement with traditional
economic thought, Prebisch, in his capacity as a shaper of
Argentine economic policy in the 1930s, searched for
solutions to the problem of the massive imbalance in
external payments. To do so, he had to break new ground in
matters of fiscal, foreign-exchange and monetary policy. In
this effort, Prebisch was one of the first economisis to
recognize the Keynesian revolution and make it known in
Latin America. On the basis of these ideas, he developed a
point of view concerning industrialization and State
intervention in foreign-exchange operations and other
markets.

In 1955 the set of proposals which he presented to the
new Argentine Government was called the Prebisch Plan. In
the new circumstances, Prebisch’s first concern was to
restore macroeconomic balances through am adjustment
process. These short-term  proposals encountered
considerable resistance in ’Argemina, a couniry in which
both images of Prebisch are still remembered today. -

*Professor of Economic Policy at the University of
Buenos Aires

Ral Prebisch was my Professor of Political Economy
at the University of Buenos Aires in 1948. From that
time until the end of his life, I maintained a friendly
and warm relationship with my former teacher,
although it was not without disagreements concerning
Argentine economic policy. In this article, I recall
two periods in my relationship with Prebisch: his
early teaching at the University of Buenos Aires and
his work as economic advisor to the Argentine
Government after the overthrow of Perén in 1955.

When classes began in the academic year of
1948, the story spread through the Economic
Sciences Department of the University of Buenos
Aires that Raol Prebisch would be teaching Economic
Dynamics again. He had withdrawn from teaching
when be resigned as the General Manager of the
Central Bank after the military coup of 1943,
Prebisch’s return generated an air of expectancy.
Most of us students felt a visceral opposition to the
conservative regimes which Prebisch had served in
important posts. Nevertheless, his academic prestige
placed him above the vicissitudes of political life.

On the first day of classes, in mid-March,
Prebisch entered the small lecture room at the
intersection of Avenida C6rdoba and Junin, facing the
present site of the Professors’ Hall. That day 1
watched the atrival of a fine-looking man, head erect,
of medium height, in his mid-forties. His dark suit,
white shirt and pale tie gave him an elegance that
matched his demeanour. He stepped up onto the
podium, looked out over his audience and began in a
firm and steady voice: “Gentlemen, today we shall
start a course in which I propose to present to you my
ideas about the behaviour of the economic system
under present-day conditions.”

Simultaneously .with the course, Prebisch
conducted a seminar which gave students a greater
opportunity for dialogue and closer acquaintance with
the Professor. In the first meeting of the seminar,
Prebisch put a question to the students. He began by
saying that he was profoundly disillusioned with the
neoclassical thought prevalent in academic circles at
the time, with its interpretation of problems and with
its principies of economic policy. Then he asked: “To
what do you attribute this reaction of mine to
traditional e¢conomic thought?” The students
remained silent for a few moments. Watching the
Professor’s look of expectation, I found the courage
to reply: “Doctor”, 1 said, “the reason must be that
kind of thought does not help solve the problems of
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the real world”. Prebisch looked at me and answered:
“Exactly, that’s right.” He went on to discuss the
problems he had faced in shaping Argentine
economic policy during the 1930s, especially in the
management of the Central Bank. He explained that
the conventional approach was incapable of
responding to the consequences of the world crisis
and its impact on the Argentine economy. Then,
tentatively and without' a theoretical frame of
reference, he proceeded to search for the fiscal,
monetary and foreign-exchange policy answets that
would help in resolving the severe imbalance in
external payments caused by the collapse of the
buying power of exports and the matked decrease in
production and employment. In practice and
throughout this search, Prebisch promoted and
applied compensatory policies which would prove to
be pioneering ideas at about the same time by a
Professor at Cambridge whose theoretical foundations
were being laid down. Prebisch was one of the first
economists to take note of the Keynesian revolution
and disseminate it in Latin America.

At the end of each meeting of the scminar,
Prebisch left the Department and walked toward the
corner of Callao and Charcas, the former site of our
school. Don Raiil was always a great one for walking.
Among the factors that explained his excellent health,
he inciuded walking, a form of exercise to which,
years later, acrobic functions would be attributed.
Prebisch knew this instinctively without the aid of the
theories of Dr. Cooper and other specialists in the
subject. I accompanied Prebisch many times on those
walks. » f '

One of the assignments in the seminar consisted
in preparing brief monographs. My first academic
work in economics was assigned by Prebisch and
consisted of a commentary on Fritz Machlup’s book
on the multiplier effect in foreign trade. The Professor
liked my work and remarked:” “You have a
considerably larger vocabulary than most economists,
whose knowledge of language is rather mediocre.”
Prebisch always maintained a justified concern with
questions of style. The clarity of his own language
helps to explain the impact of his ideas. His works
can be understood. This is more than can beé said for
the intellectual products of a good many of his
colleagues, who surround the discipline with
frequently sterile exercises reserved for the experts.

At mid-year, the course and the seminar ended.
Shortly thereafter, the Government again barred
Prebisch from. teaching. Thus ended his teaching

career at the University of Buenos Aires. Prebisch
then sought new horizons abroad which later
established him as the most famous economist of
Latin America and of the developing world.

The ideas which Prebisch disseminated in his
writings through ECLAC were first put forward in
organic fashion at the University of Buenos Aires in
1948. It is no accident that the renovation of
economic theory in Latin America was begun by an
Argentine economist, Towards the end of the 1940s
our country was the most advanced in the region.
With its natural and human resources, by 1930
Argentina’s economy had achieved the highest levels
of income and international participation. Seventy
years of growth linked to the world market had made
it possible to involve most of the active population.
The style of outward-looking growth had reached its
highest level of development in Argentina during the
years before the crisis of the 1930s. Its financial
system was the most sophisticated, and when the
crisis came, its capital market was more developed
than that of any other Latin American country.

Towards the end of the 1920s, exports accounted
for about 25% of GDP, and imports for a similar
share of the total demand. Such a high degree of
international involvement made Argentina highly
vulnerable to changes in world market activity levels
and especially to changes in the hegemonic Power to
which Argentina was closely tied. That instability,
resulting from the economic cycle in the United
Kingdom, inevitably attracted the attention of so
acute an observer as Prebisch. Other features of the

Argentine experience would also be decisive in

shaping his main ideas.

When the crisis came, Argentina was a
sub-industrialized country, to judge by the low ratio
of manufacturing activity to per capita income and
population. Even so, there was considerable diversity
in the country’s productive structure and a high level
of ability in its human resources. The development
achieved in the country’s energy, transport and
communications infrastructure, in the industries that
processed commodities for export (refrigeration
plants, mills, etc.), in the machine shops, support
services and support manufacturing for the country’s
stock of capital goods, together with the rather
sophisticated services available in a society with a
high average income, constituted an abundance of
human resources and a productive system which were
capable of more complex undertakings. At the same
time, there were imports which could easily be
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replaced with national products in the textile industry,
food processing, light machinery and chemical
enterprises and other areas requiring relatively simple
technology and low-intensity capital.

On the global scene, at that time, the most
important economies were following strongly
interventionist policies and assigning to the State
responsibilities previously unknown in the prevalent
liberal pattern. In the case of Argentina, the military
coup of 1930 and the conservative regimes imposed
through fraud and through the exclusion of majority
political expression made it possible to suppress the
struggles over distribution and to respond without
much trouble to the conflicts arising from the initial
process of impott substitution.

In this setting, one can readily understand the
viability of a process of industrialization based on the
domestic market and reductions in the import
coefficient and, at the same time, the feasibility of
keeping conflicts concerning distribution under
control, while maintaining macroeconomic balances.
Optimism about the prospect of transforming reality
through public policy and of bringing about change in
the behaviour of participants in social action was
possible in that context. '

This message of confidence in our own capacity
to understand the world and change it helps to explain
the widespread acceptance of Prebisch’s early ideas
and, later, of the ECLAC model.

That was the scene. And what kind of man was
the man acting in it? First of all, he was a
clear-headed man, with a profound vocation for
analysis, willing to understand the reality around him
in terms beyond conventional theoretical clichés.
Moreover, Prebisch had a rich store of operational
experience. This produced a distinctive stamp of his
career: understand in order to act. Constantly and
uninterruptedly, he moved forward from theoretical
ideas to the conclusions needed to make proposals for
economic policy. From the 1920s on, he distinguished
himself as an astute analyst. In the 1930s, he held
important economic policy posts, culminating in 1935
with his assignment as General Manager of the
recently formed Central Bank. These personal traits
and this experience constituted the personality of the
professor who, on that mid-March motning in 1948,
began his discourses in the Economic Sciences
Department of the University of Buenos Aires.

What were Prebisch’s reservations about the
neoclassical model and its interpretation of tendencies
in the real world of the early post-war period? What

conclusions were to be drawn from the depression of
the 1930s which brought about the collapse of the
international economic order and ultimately led to the
Second World War? What were the implications of
the theoretical revision he set in motion?

Until the crisis of 1930, the neoclasswal
approach had prevailed in Latin America. It
guaranteed the balance of international payments with
optimum use of available resources so long as
free-trade policies were maintained. Freedom in trade
and international payments made possible the
exploitation of the comparative advantages arising
from the availability of resources and ensured a
balance in prices, interest rates and exchange rates.
Any deviation due to imprudent policies that
increased domestic credit and public spending
brought about a drop in international reserves, a
shrinking of the monetary base, a rise in the interest
rate, a drop in demand and, eventually, the restoration
of balance. If the initial deviations were caused by a
change in international conditions for example, a drop
in export prices the economy would follow the same
course of adjustment. The system made it possible to
absorb changes in the real income of productive
factors and to maintain the stability of overall price.
levels.

The initial effort to respond to the extraordinary
events brought on by the global crisis of the 1930s
with that theoretical scaffolding produced a disaster,
The collapse of world trade and the crisis of the
financial markets generated an imbalance .in
international payments which proved to be
unmanageable with conventional policies. Attempts
to recover the lost balance through reductions in
spending accelerated the collapse of production and
employment. The resulting reduction of imports was
insufficient to offset the violent drop in exports, With
the notable exception of Argentina, the crisis in
international payments made unilateral decisions to
declare fore1gn—debt moratoria the rule in Latin
America.

The 1930s burned into the collective memory of
the region the conviction that the crisis of that decade
was not merely another phase of the economic cycle.
In Argentina, since the mid-1930s, attempts were
made through foreign-exchange, fiscal and monetary
policies to compensate for the impact of the
contraction in exports and capital inputs on domestic
demand, production and employment. Moreover,
Keynes's theoretical revision, the policies of the New
Deai and the expansion of State intervention aimed at
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remedying the consequences of the crisis were
gaining influence in the region. Protectionism and
foreign-exchange controls became the general
practice in industrialized countries. In Germany and
Italy the crisis swept away theoretical models and
conventional policies and also wiped out democratic
systems. v

The Second World War provoked further
disruptions in Latin America. The interruption of
imports from traditional sources brought about the
forced isolation of the region’s economies. Import
substitution was dictated by events. Each national
economy responded on the basis of its previously
accumulated industrial and technological capacity,
the size of its domestic market, the response capacity
of the public sector and the maturity of its private
sector.

When the war ended, 15 years of considerable
transformations in the ~economic structure and
international participation of Latin America had
clapsed. In the rest of the world, the post-war
reconstruction of Burope and Japan was based on
protectionist poticies and on regulations controlling
foreign trade and international payments. The sphere
of State action was broadened through the
nationalization of enterprises within the financial
sector and through income policies based on price
and wage controls.

By the end of the 1940s, the neoclassical
theoretical structure that had been predominant in
Latin America from the mid-nineteenth century until
1930 was in ruins. With the collapse of theoretical
models, traditional policies became discredited. At
that time the region lacked a theory of long-term
development. and short-term  balance. The gold
standard, free trade, limits on State intervention and
respect for the virtues of matket laws could not
withstand the onslaught of the 15 years that began in
1930 and ended with the end of the war.

The way was open to search for new solutions to
the problems of development and balance. Prebisch’s
greatest contribution lay in his decision to understand
these problems from our point of view that is, on the
basis of the reality of what he defined soon thereafter
as the peripheral countries. Traditionally, the
economic universe had been studied according to
theories generated in the centres of the international
system. This hindered our understanding of our own
reality and, consequently, the discovery of valid
solutions to the problems of growth and stability. The
cost of operating with borrowed ideas during the

crisis years had been overwhelming. That etror was
not to be repeated. When, beginning in the 1970s,
orthodox monetarist thought again became
predominant in Latin America, the accuracy of
Prebisch’s ideas became evident once more.

In 1948 Prebisch was engaged in explaining the
behaviour of the terms of trade between the export of
basic commodities from the periphery and the export
of manufactured goods from the centres. In his
judgement, this was the principal factor that shed
light on the distribution of the fruits of technological
progress throughout the world economy. The cause
that explained the phenomena lay in the fact that
manpower was more plentiful in the periphery than in
the centres. For that reason, in industrial countries the
increases in productivity generated by technological
progress were held back by productive factors
through real wages and earnings. In the periphery, on
the other hand, those increases were transferred to
buyers through the relatively lower prices of exports.
The inability to increase employment to the same
real-wage levels kept labour from sharing in the fruits
of technological progress. This unequal relationship
between centre and periphery cast doubt on the
validity of the neoclassical model. At the same time,
it revealed inequities in the distribution of the benefits
generated by the international division of labour and
by the comparative advantages resulting from the
relative abundance of productive factors.

Moreover, the gold standard and the free
circulation of capital subjected periphery countries to
the effects of ups and downs of the economic cycle in
the industrial centres. The gold standard made the
periphery impotent in the face of variations occurring
in the ceniral economies of the system. In those
circumstances, the process of adjustment was painful
and imposed high economic and social costs on the
periphety countries. :

If this was the behaviour of the global economy,
free-market - policies caused long-term economic
stagnation and  short-term  production and
employment instability in the periphery. The frontal
challenge to these consequences of market dynamics
led inevitably to a rejection of the free-trade model
and to the creation of an alternative economic policy.
Since specialization in the production and export of
basic commodities was incompatible with domestic
retention of the fruits of technological progress, it was
necessary to create other productive activities and
sources of employment. In  other words,
industrialization was necessary. At the same time,
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given that the free movement of capital and freedom
in exchange rates brought about an adjustment
process with high economic and social costs, it was
also necessary to regulate both the exchange market
and the movement of funds between Latin America
and other regions.

All this had, in fact, been happening since the
1930s. These were the ad hoc policy responses of a
number of Latin American countries to the problems
arising from the global crisis. But according to
Prebisch’s revision of theory, these policies were no
longer of a transitory nature, to be maintained until
“normality”, that is, the neoclassical universe, could
be restored. Instead, since that time, industrialization
and State intetvention in international foreign-
exchange and in other markets became central
economic policy objectives and instruments. From
being temporary emergency measures, they had
become policies aimed at transforming the country’s
production system and its participation in the
international economy by means of direct political
intervention in the allocation of resources.

These early measures provoked a chain reaction.
If industrialization was to assume the leadership
position in development, it was necessary to study
what had been done in other countries whose
industriat development had come much later than that
of the United Kingdom, the leader of the first
industrial revolution. The experience of the United
States, Germany, Japan and other countries was
revealing. In every case, industrialization had been
supported by protection of the domestic market and
its reservation for the country’s own industrial
production. Moreover, State intervention had not
been limited to the imposition of restrictions on
imports that would compete with domestic
production. It had also included other support
instruments, in particular the financing of capital
formation.

Consequently, it was necessaty to base
industrialization on the domestic market and to
extend public measures to a number of areas whose
activities were aimed at the same target of
industrialization. In that way, beginning in the late
1940s, inward-looking growth was supported by
convincing theoretical arguments and, in some
countries, by policies which were increasingly
divergent from the free-trade model.

The evolution of economic policy in the main
cconomies of the region reinforced tendencies that
had been observed since the 1930s. The State

emerged as a leading participant in the development
process, intervening in three main areas: first, by
raising tariffs and implementing trade controls and
other import restrictions in order to reserve the
domestic market for domestic products and to make
import substitution viable; second, by improving
transport, communications and energy infrastructures
through increased public investment and the creation
of State companies in those areas and, increasingly, in
certain other basic industries requiring large capital
investment; third, by applying subsidies and,
especially, by manipulating relative prices in favour
of growth industries. By the end of the 1940s, the
principal economies of the region were armed not
only with a theory to justify public intervention in the
promotion of industrialization and the transformation
of productive structures but also with an
interventionist arsenal that exerted a powerful
influence on the functioning of markets, the
determination of production and income, foreign
trade, capital formation, relative prices and income
distribution. '

Prebisch’s teachings at the University of Buenos

Aires were optimistic in content. The efforts at
development and the international context posed

serious challenges, but those could be faced

successfully on the basis of a clear diagnosis rooted in
our own interpretations of reality.

After Prebisch left the University, I.did not see
him until we met in early 1950 in New York, where [
was working at the United Nations Secretariat. At that
time Prebisch was negotiating his transfer from the
Studies Directorate of ECLAC to the leadership of it
Executive Secretariat. The United Nations Secretariat
was at that time one of the powerhouses of new
development theories and had on its staff such
eminent economists as Michael Kalecki and Hans
Singer. The latter, together with Prebisch, later
sponsored the theory of the secular tendency towards
deterioration of the terms of trade of basic
commodities. In New York I followed ECLAC’s
pioneering research closely and published my first
studies. One of these, relating to real wages and
income distribution, was produced in collaboration
with the Mexican economist Horacio Flores de la
Pefia, member of Kalecki’s team. The most important
ECLAC economists often visited the Secretariat, and
on those occasions I established my first friendships
and intellectual ties with Celso Furtado and other
eminent Latin American economists,
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In early 1953 I resigned my post at the United
Nations and returned to Buenos Aires. I became
involved in politics as a member of the Unién Civica
Radical, whose National Committee had as its
Chairman a rising and talented young politician
named Arturo Frondizi. Those were the last days of
the . first Peronist Government. The regime was
collapsing, exhausted by the conflicts generated by its
own policies and by the divisions existing in
Argentine society. ,

Within the party, 1 served as economic advisor to
the National Committee and the group of national
representatives led by Oscar Alende. Some other
members of our advisory team were Norberto
Gonzélez, Federico Herschell and Samuel Itzcovich.
We prepared various papers in support of the critical
positions taken by the Radicals. From the standpoint
of the theoretical model emerging in Latin America at
that time, we criticized the irrationality of the Peronist
income policy, the lags in investment, the inadequate
development of infrastructure and basic industries,
the actions taken against export activities and the
Government’s promotion of foreign-capital participa-
tion in the petroleum industry and other sectors. In
other words, we were criticizing Peronism for being
inconsistent with a number of its initial proposals for
change. That criticism was made within the context of
a rejection of Peronism’s violations of democratic
legality. Our approach represented the “national and
popular” positions embodied by Radicalism in the
Avellaneda Declaration of 1947, One of the main
exponents of that line of thought was Frondizi
himself, whose book Petréleo y Polftica was part of
the anti-imperialist and progressive current.

These references are relevant to my second
recollection of my relationship with Prebisch. In
September 1955 Per6n was overthrown, and shortly
thereafter the new Government, known as the
Government of the Liberating Revolution, summoned
Ratl Prebisch, who was Executive Secretary of
ECLAC at that time. Prebisch agreed to serve as
economic advisor without assuming any executive
responsibilities. During the final months of 1955 he
prepared a number of reports which he submitted to
the authoritics and which became the subject of
vigorous public debate. The first was Informe
preliminar acerca de la situacién econdémica
[“Preliminary report on the economic situation).
Later, he submitted two other papers: Moneda sana o
inflacién  incontrolable [“Sound money or
uncontrolled inflation™] and Plan de restablecimiento

econdmico [“Plan of economic restoration”]. That set
of ideas and proposals was referred to at the time as
the Prebisch Plan.

- Prebisch’s return to the field of Argentine
economic policy occurred in circumstances very
different from those he had faced previously as the
principal participant -in the country’s economic
management during the 1930s and up to the military
coup of 1943, The situation was very different for
various reasons, In the first place, the problem of
development was more complex than at the time-of
the collapse of the primary export model. The
balance-of-payments crisis was primarily due not to a
reduced capacity to cover foreign debts as a result of
a shrinking world market but to the structural deficit
atising from industry’s orientation towards the
domestic market and its dependence on traditional
farm-export earnings. By 1955 industrialization,
growth and foreign balances were considered in terms
very different from those that Prebisch had known up
to 1943 as administrator of economic policy. In the
second place, the country’s social and political
realities had changed radically. The social forces
unleashed by Peronism since the mid-1940s defined
the struggle over distribution and short-term policy
management in terms that were more complex and
more difficult to deal with administratively than in the
past. Political instability had brought a radicalization
of positions. The traditional Right tied to farm
production intended for export, exerted powerful
pressures for the modification of relative prices in its
favour, mainly through devaluations of the currency.
At the same time, workers and other urban sectors
sought to increase their share of overall income
through an increase in wages and in the margins of
industry and services profit. By 1955, the price-
wage-devaluation spiral had generated conditions that
later came to be known as inertial inflation. Lastly,
the State which Prebisch found in 1955 was not the
one he had left in 1943. It was much larger,
intervened powerfully in income distribution and
resource allocation and suffered from a chronic
tendency towards imbalance.

In those circumstances, Prebisch’s first concern
was to re-establish macroeconomic balance or, in a
well-known phrase, to put the house in order. That
was indeed a necessary condition for the realistic
renewal of development strategy after the overthrow
of Per6n in 1955. It is understandable that his
proposals encountered resistance from popular
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sectors, which felt aggricved by the adjustment
strategy, and from the Right, which rejected the ideas
for transformation and industrialization that Prebisch
had popularized in his leadership position at ECLAC.

The Uni6én Civica Radical adopted a critical
position with respect to Prebisch’s programme. We,
the young economic advisors to the National
Committee and to the party’s representatives in the
Junta Consultiva, whose chief delegate was Oscar
Alende, prepared various studies which provided data
and arguments for the party’s spokesmen. Prebisch’s
approach seemed to us to be very conservative, with
excessive emphasis on foreign adjustments, price
stability, the virtues of foreign capital and the freer
play of market forces. We also criticized the gaps we
detected in structural and social questions and in
others that would strengthen Argentina’s position in
the face of foreign interests.

Don Ral was perplexed by the criticism coming
from those who had been his disciples and the
followers of his main ideas in theoretical matters. We
dared to suppose that, when he returned to Argentina
to concern himself with the concrete and urgent
problems of the nations’s economy, he became once
again the old conservative-regime functionary of the
1930s, with his old friends and his predominant
interests in monetary and balance-of-payments
questions. At the same time, it was true that
traditional conservatives also rejected the ideas he
had developed and promoted in Argentina and
throughout Latin America. Prebisch’s positions on the
short-term management of the Argentine economy, a
question to which he returned several times during
the years following 1955, reawakened the doubts of
both his disciples and other economists who
recognized in him a pioneer of new ideas about
development. While in the rest of Latin America and
in the third world Prebisch is viewed as the main
exponent of reform thought, in Argentina his image
retains more complex and contradictory nuances.

Shortly thereafter, I was assigned to the
Argentine Embassy in London as an economic
advisor, and in mid-1956, I was a member of the

Argentine delegation to the United Nations Economic
and Social Council in Geneva. Prebisch was there,
having returned to ECLAC after leaving his post as
economic advisor to the revolutionary Government.
We spoke at length about the events of the past year
and the critical position taken by the Radicals.
Prebisch was particularly concerned about the
criticism from the “progressive” camp. [ tried to
explain that Radicalism was seeking a new synthesis
for integration with the popular forces of a defeated
Peronism and an economic policy model far removed
from orthodox recipes and based on “national and
popular” proposals. This naturally implied short-term
unorthodox management which, even if one
recognized the need for fiscal balance and monetary
prudence, was far removed from the emphasis
Prebisch had placed on the adjustment process and
the reincorporation of Argentina into international
financial circles. Of course, 1 did not convintce him.
When his mission in Geneva ended, I went to the
airport to see him off. I found him eating an excellent
luncheon. When he had finished with good wine and
a variety of cheeses, he asked for coffee and ~of all
things~ saccharine! When he saw my smile, he said,
“Don’t laugh., Saccharine, like confession for
Catholics, wipes away sin”.

In 1959, while I was serving as Minister of
Economy and Finance in the Alende government of
the Province of Buenos Aires, I met Prebisch again.
Towards the end of the preceding year the Frondizi
Government had signed an agreement with the
International Monetary Fund and was pursuing an
orthodox fiscal and monetary policy. There was great
displeasure in the ranks of intransigent Radicalism.
When we met in Buenos Aires, Don Radl chided me:
“Tell me, my friend, can you explain to me now why
you criticized my proposals?” At that time, I found it
difficult to answer. From a historical perspective it
could be said that those decisions taken by Frondizi
and Rogelio Frigerio were part of what would be
described today as a “capitalist shock” for
accumulation and growth, but that is a different
question altogether.
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Introduction

When the problem of the external debt arose in 1982,
with Mexico’s moratorium and the consequent abrupt
cut-off of the flow of external capital, an economic
and financial crisis of huge proportions was
unleashed in -most underdeveloped countries,
especially in Latin America. This crisis, owing to.its
magnitude and its dramatic effects, has been called by
most ecohomic analysts the worst crisis since the
depression of the 1930s.

Faced with the impossibility of financing the
heavy external deficit in a context of severe
deterioration of the terms of trade, high international
interest rates and no access to voluntary external
credit, all the Latin American countries have
negotiated periodically with the multilateral credit
agencies, especially the International Monetary Fund
and the World Bank. The purpose of these
negotiations is to reprogramme the debt service and
ease the restricted access to new financial resources,
in order to soften the destabilizing domestic impact
of these deficits on the external accounts.

As is well known, these agencies have granted
new credits on the condition that the debtor countries
initiate a series of economic, political and institu-
tional reforms along marked neo-liberal lines.
Because of their extensive short-term and long-term
effects, these reforms are known as “structural
adjustment” programmes. Their explicit objective is
to recover the macroeconomic balance and the
potential growth rate, in order to ensure the balance of
payments over the middle term (Michalopoulos,
1987).

However, whatever strategy has been followed
until now, the negative effects of the external-debt
crisis have not been overcome. Moreover, most of the
countries of the region have not recovered sustained
growth; on the contrary, the basic disequilibria have
become noticeably worse. Latin America’s per capita
income stagnated throughout the 1980s and remained
much below the levels attained at the end of the
1970s. This trend continues in most of the countries,
producing regressive social effects and severe
political conflicts, with unpredictable consequences
for the recently restored democracies. Faced with this
gloomy picture, economists have described the 1980s
as a lost decade for Latin American development.
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The situation has prompted a serious effort to
grasp the real nature of the economic problems in atl
their complexity, in order to elaborate alternative
solutions for the twofold challenge facing the
Governments of the region. They must overcome the
crisis and return to the path of solid and sustained
growth, in a democtatic spirit and with equity. This
effort has taken shape, for example, in the recent

proposals on “changing production patterns with
social equity” (ECLAC, 1990) and “development
from within” (O. Sunkel, in press). Such proposals
are especially but not exclusively inspired by the
Latin American school of structuralist thought,
renewed and reformulated by the neo-structuralist
contribution of the last decade.

Structural adjuétment and growth: the neo-liberal response to the

crisis of economic growth in Latin America

Neo-liberal analysts agree that one of the immediate
causes of the economic crisis in Latin America is the
international recession of the 1980s, especially the
sharp declines in export prices and the severe rises in
real international interest rates, causing a huge deficit
in the region’s external accounts. The situation
worsened when the flow of private external inancing,
at one time abundant, was abruptly and severely
reduced. However, the neo-liberalists feel that the
debt problem only revealed and intensified much
deeper problems which were already present in the
Latin American economies and indeed which had
been identified before the crisis (Balassa et al., 1986).

Some of the reasons that led these authors to such
a conclusion were the rapid recovery of other
developing countries at least as seriously affected as
those of the region, and the deterioration of the
relative long-term economic sitvation of Latin
America. This deterioration was apparent in the
capital flight from some countries caused by loss of
confidence in their development possibilities; in high
rates of unemployment and underemployment; in
periodic outbreaks and surges of inflation; and in the
appalling income distribution characteristic of most
countries.

For Balassa and his collaborators, these problems
arose especially from mistaken and - unsustainable
domestic policies and institutions. Important among
these are the notable tendency of the Latin American
economies towards inward-looking growth, and
especially their readiness to allow their currencies to
be overvalued and to continue with highly
protectionist policies. They failed to provide
incentives to save, both domestically and externally,
and allocated inefficiently the savings that did exist.

1

Completing this bleak panorama were the excessive
importance and suffocating role of the State in the
economy and the subsequent weakness of the private
sector. '

Even though these authors do not explicitly call
for structural adjustment of the same magnitude as we
know today, their pioneering efforts to design a new
development strategy, which they define as “urgently
necessary and of proven feasibility” for recovering
growth, aptly represent the current direction of the
new orthodox proposals on adjustment and growth,
From this standpoint, the economic challenge that the
countries of the region must confront is to find some
efficient way of recovering seif-sustained growth
which would guarantee productive employment to a
growing population and re-establish the confidence of
the external financial markets by serving the debt
“without fail and on time”. In the same way, the new
policies should have an immediate positive social
impact, in order to recover previous living standards,
strengthen the incipient and widespread return to
democracy, and favour private initiative. In addition,
and in a spirit of global economic interdependence,
the developed countries should complement the new
development strategies with their own efforts to have
sustained and sustaining policies.

In more specific terms, the proposal of Balassa
and his collaborators presents four strategic action
areas for the Latin American countries:

! This section is essentially based on three works that are
representative of the recent literature on structural adjustment:
Balassa et al. (1986), Michalopoulos (1987) and Selowsky (1989).
Within this same perspective, see also the works of Barandiaran
(1988), Rodriguez (1989) and Williamson (1990).
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a) They must orient their economic policy
toward the exterior, giving particular attention to
expotts and to the efficient substitution of imports by
maintaining competitive exchange rates, avoiding
excessive protection on imports and providing
incentives for internationally accepted exports.

b} They must increase and allocate domestic
savings efficiently to investment projects, on the basis
of positive (but not excessive) real interest rates; a
fiscal policy that encourages saving instead of
consumption; the reduction of budgetary deficits
because of their effects on inflation and their
displacement of productive investment; and
incentives for the entry of foreign private capital,
particularly in ways that do not create debt, such as
direct foreign investment and efforts to reverse capital
flight;

¢) They must reform the role of the State in the
economy, by a considerable degree of market
deregulation as an impetus for entrepreneurial
dynamism; a reduction of the State’s function as a
producer of goods and services (privatization), and
the concentration of its action on the provision of
social services and the establishment of a stable
overall framework for growth with supportive macro
and micro-economic policies;

d) They must obtain international support for
this strategy, especially from the United States and
the industrialized countries, through a commitment on
their part to maintain world economic growth rates of
at least 3% a year, by adopting measures to liberalize
world trade that avoid new restrictions on imports and
subsidies for exports; by supporting the reduction of
the United States budget deficit and lower margins for
the creditor banks in order to ensure lower real
interest rates for debtor countries; and, finally,
through a substantial contribution of new funds for
Latin America of around US$20 billion a year, from
the private sector, the Inter-American Development
Bank and the World Bank.

The changes these authors suggest would make
for greater international competitiveness, encourage
growth and the creation of sources of productive
employment, and would increase export revenues for
servicing the debt. The stimulation of private
initiative would more than compensate for the job
losses caused by reducing public enterprises and
lifting government regulations. At the same time, a
successful move towards the exterior would generate
economic benefits that would offset the losses arising

from the gradual elimination of non-productive
activities. Existing resources and the recovery of
investment would move towards the more productive
sectors, with higher wages and a more intensive use
of labour. -

Finally, Balassa and his collaborators state that a
key element for guaranteeing the success of this
strategy is continuity of policy, in order to generate a
reasonably stable economic scenario for long-term
plans and the confidence of private investors. The
necessary adjustments, to the extent that they change
external conditions and those derived from national
development, should not affect the coherence nor the
continuity of the purpose and direction of the new
strategy.

Domestic challenges aside, e¢xternal support is
vital for the success of the strategy for adjustment
with growth. However, since foreign creditor banks
are unwilling to renew the voluntary flow of credit,
our countries have become overly dependent on
negotiations with the multilateral financial agencies,
the International Monetary Fund and the World Bank.
These agencies conditioned access to new financing
on the application of a new programme of reforms in
the indebted economies, which because of their
wide-ranging scope have been called “structural
adjustments”.2

The proposals contained in a structural adjust-
ment programme are generally similar to those of the
strategy outlined by Balassa and others (1986). Even
so, the structural adjustment programmes include
new, more sophisticated elements that adapt them to a
changing reality, especially with respect to the
depth, speed and sequence of the economic reforms
that have to be introduced, as well as the
macroeconomic policies appropriate for the transition
towards a less distorted economy (Michalopoulos,
1987)3

% The financial assistance programmes of the International
Monetary Fund and the structural adjustment programmes of the
World Bank are the most representative practical examples of the
new face of neo-liberal orthodoxy. Moreover, both agencies are
expected to develop even closer relations and coordination of their
stabilization and adjustment policles (Meller, 1988).

SMichalopoulos’ article is especially representative of the
current line of thinking of the international financial agencies,
particularly the World Bank. Consequently, and as stated in the
introduction, our presentation of these issues closely follows the
devetopment of Michalopoulos’ own study.
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The World Bank’s view, as presented by
Michalopoulos, gives high priority to the task of
confronting significant and prolonged domestic
aggregate disequilibria (inflation and balance-of-
payments deficit), because of their inevitable negative
effects on long-term growth. Otherwise, the delay in
re-establishing minimum macro-economic stability
will worsen the impact of the subsequent adjustment
on the short-term product. As part of the stabilization
efforts, it is recommended that domestic consumption
be reduced to levels compatible with the potential
growth of the product and the sustainable deficit on
current account. The World Bank also points out in
passing that declines in activity over the short term
are practically a prerequisite for the success of a
stabilization programme, since that success depends
on the application of comfractive measures to the
economy as a whole.

The key to adjustment with growth, according to
the World Bank, lies in the right combination and
balanced handling of the insiruments of monetary,
fiscal and exchange policies, which, for a given level
of external financing, fulfil objectives of stabilization,
promote structural change and cost less in terms of
growth over the short run. On the other hand, if the
general macroeconomic imbalance has one particular
cause (the “fiscal deficit” in Latin America), all the
actions of the policy package should be directed to
solving that problem, but without concentrating on
public investments in physical and social
- infrastructure that compromise the possibilities of
future growth. Also, every stabilization programme

should avoid introducing distortions that could ruin

the success of the adjustment. Specifically, if a
country needs to eliminate a bias against exports and
allocate resources to the production of tradeable
goods, the real exchange rate should not be raised nor
should taxes be levied on exports as instruments for
stabilization.

Since stabilization alone does not guarantee
growth, the specific components of a policy package
for promoting structural change and growth need to
be considered. Although the starting points are
different in each country, the policies that require
priority attention are as follows:

a) To increase public saving by reducing
expenditures and increasing revenues to broaden the
tax base, and by improving tax collection. This can be
done by privatizing public enterprises or improving
their management by drastically reducing subsidies
for prices or public utility services for the middle

class, and consequently by directing the distributive
action of the State towards groups in extreme poverty
or highly vulnerable groups. ,

b) To increase private savings, which requires
strengthening domestic financial institutions and
maintaining a stable and predictable economic policy.

c¢) To achieve greater economic efficiency and
improve private investment by eliminating micro-
economic distortions such as price controls, highly
differentiated incentives in the area of external trade,
subsidized interest rates, credit rationing, and
impediments to labour mobility and adjustments of
real wages. In a highly regulated economy, the alloca-
tion of resources and productivity can be improved by
climinating price controls and simultaneously
deregulating the domestic labour market. In addition,
the déregulation of financial markets (subject to
appropriate regulations for bank supervision)
improves the allocation of credit and distributes
investment more efficiently.

d) To allocate public investment more efficiently
by redistributing public resources towards activities
that merit greater positive externalities, such as the
development of human resources and physical
infrastructure.

¢) To increase the supply of tradeable goods,
which calls for two important policy measures: the
maintenance of an appropriate real exchange rate and
a correct incentive structure, giving equal treatment to
production for the domestic market and production
for export. This last point demands, as a minimum,
the elimination of the bias against exports prevalent in
many countries by liberalizing and rationalizing the
system of external trade, which includes removing
quantitative  restrictions, reducing tariffs and
eventually making them uniform, and diminishing or
eliminating as far as possible taxes on exports.
Obviously, liberglization will cause a contraction in
inefficient sectors, which will eventually be replaced
by the corresponding expansion of efficient sectors,
giving shape to a new productive structure better
adapted to the demands of intemational competition
and better prepared to face external shocks.

Michalopoulos, in another part of his article,
emphasizes that, despite the broad consensus about
the nature of the reform package in question,
disagreements abound once implementation begins,
since less is known about how the reform actually
works; that depends partially on the conditions in
place at the beginning of implementation and partially
on the political situation of each country. As



NEO-STRUCTURALISM VERSUS NEO-LIBERALISM IN THE 19905 / O. Sunkel and G. Zuleta 39

mentioned above, three important elements must be
introduced at this point in the discussion: the
sequence of the reforms, their speed and the
appropriate macroeconomic policy package.

The debate about the sequence of economic
reforms involves two questions. First, what is the
correct sequence between measures for achieving
stabilization and those for structural adjustment?
Second, how can we establish the appropriate order
for eliminating distortions in regulated markets? As
regards the first question, there are only minor
disagreements about whether structural adjustment is
casier if it takes place in a stable macroeconomic
context, especially when inflation is undet control.
The basic reason is that, when both programmes are
applied simultaneously, the net contractive pressure
on the productive apparatus can be too strong and
lead to bankruptcies, transitory unemployment and
other costs, such as a growing political opposition,
that would seriously compromise the viability of the
reforms.*

As regards the question of the order of measures
for eliminating domestic market distortions related to
the liberalization of international economic relations,
the experience of different countries gathered by the
World Bank shows that the deregulation of the
domestic labour market should precede other reforms,
in order to guarantee the necessary mobility of labour
and thus achieve the benefits of the reforms in the
goods market. In the same way, it is considered
important to undertake at an early stage the reform of
the domestic financial markets that operate in a
context of credit rationing; interest rates on loans
should be liberalized first and then those on deposits.
As regards external accounts proper, it is considered
better to first liberalize the current account of the
balance of payments, leaving the opening of the
capital account for later. The argument for this
position is. that it prevents capital from flowing
towards inefficient sectors that enjoy an artificially

4Accordlng to the author, this is because of the links between
stabilization and liberalization of the trade system. On the one
hand, successful stabilization depends on the application of
contractive measures in the aggregate, and on the other, the
rationalization of trade policies aims to reduce the activity of highly
protected import-substitution indusiries. This does not mean that
other aspects of structural adjustment, such as the rationalization of
public expenditures, for example, cannot be approached at the same
time as stabilization, especially when recognizing that the success
of stabilization can depend on such action being undértaken early
in the process.

high profit margin due to protectionist measures.
More important, it prevents the more rapid
adjustment of the capital market from starting a huge
movement of capital with undesitable effects on the
real exchange rate.

As to the speed of the reforms, the debate centres
on whether the trade opening should be achieved in a
short period or take from five to 10 years, and
whether price controls should be eliminated im-
mediately or gradually. It is important to consider
here the crucial role played by price expectations, and
therefore, the importance of credibility for any reform
package. Reform initiatives, for these reasons, should
be programmed with a realistic time frame which
allows them to achieve their objectives. These will
differ from one kind of policy to another and from
one country to another. Thus, the greater the initial
imbalance, the faster the pace for implementing the
reforms, and the more conditions of political
feasibility are ignored, the greater will be the costs of
the transition provoked by the structural adjustment
programme, causing a serious risk of failure and a
loss of credibility for future adjustment efforts. In any
case, a delay in applying the policies will retard the
development of export activities and interest groups
that support them. Needed reforms in the allocation
of resources will not take place unless the signals
given are sufficiently strong and clear to make the
changes credible.

Finally, in the area of macroeconomic policies
that accompany the adjustment process, numerous
and complex tasks are suggested for the moment
when external accounts are liberalized. These are to
achieve simultaneously an appropriate and stable
level of the exchange rate, a lower rate of inflation
and a sustainable position in the balance of payments.
At the same time, other macroeconomic instruments
should be designed to support liberalization. These
include a monetary policy compatible with current
exchange regulations and with inflationary expecta-
tions, thus avoiding a crisis of confidence that could
ruin the success of the whole package. Fiscal policy
should be conducted in such a way that budget
deficits are kept at levels consistent with the levels of
expansion of domestic credit and with the availability
of external financing.

Selowsky presenis a very innovative and
representative vision of this new apptoach by the
World Bank (Selowsky, 1989).5 In this study, the

SAlso see Rosales (1990).
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author identifies alogical sequence of three stages in
the adjustment process through which the Latin
American countries must pass in order to recover
growth and reduce their levels of external indebt-
edness. An important point in Selowsky’s analysis,
which deserves to be highlighted, is the strong
complementarity  ‘that - he . postulates between
improvements in domestic policies and support from
external financing. Even though he states that the
precise way in which that complementarity functions
is different in each stage of the adjustment, the author
recognizes that domestic economic reforms without
additional external financing are risky for the whole
process, making the adjustment socially and
politically rather costly. Nor would it be helpful to
hav.ic external support and fail to undertake the
necessary reforms, since the funds would ultimately
become part of capital flight or finance unproductive
government consumption or mvestment prOJccts with
little social benefit.

The main objective - of each stage of the
adjustment is to create the preconditions, or the
atmosphere, which stimulate a high level of socially
productive investments by the private sector, both
local and international, which is identified as the
motor of growth. For the author, the solution of the
over-indebtedness of the Latin American countries
will also contribute to this climate. In many cases this
involves a significant reduction of the debt rather than
a continuous reprogramming of payments on the
principal and interest. '

The basic goal of the first stage is to achieve a
solid foundation for macroeconomic. stability by
reducing inflation and the real interest rate. This
demands action on two fronts: to generate a-sustained
growth of the primary fiscal surplus (revenues minus
expenditures, except for interest payments), and to
achieve a critical level of extemal financing or lower
net transfers of resources, which will mitigate the
recessive effects of such a fiscal adjustment, A
particularly new element in the policy
recommendations made by Selowsky for this stage of
the adjustment is his recognition of the less recessive
character of some measures contained in the
heterodox plans for stabilization. These are related to
transitory agreements governing wages and prices in
a way that guarantees the rapid convergence of the

inflation rate at a level compatible with the new rate
of monetary expansion, :

Once a minimum level of macroeconomic
stability is achieved, the second stage begins with the
implementation of profound structural reforms aimed
at increasing both external and domestic competi-
tiveness in- goods, inputs and financial markets,
together with the rationalization of the overall system
of regulations and institutional reforms that promote a
sustained increase of public saving. The policies seek
an efficient reallocation of resources and the recovery
of import levels and full productive capac1ty They
include trade reforms that give the same incentives
to exports as to import substitution; deregulation
of interest rates and the decompression of ‘the
fmanc1al system; and open-door policics for forclgn
investment. In sum, the incentives should be based on
transparent rules of the game and on market signals
instead of the discretional allocation of resources by.
way of public policy. Finally, it is hoped, that at this
stage additional. external financing will be used to
import intermediate inputs, making posmble a better
use of installed capacity.

The third stage consolidates the reforms. The
main * objective * is the sustained recovery of
investment levels. Here the. preconditions for
sustained growth are in place and they can be seen in
the desire of private local investors to invest within
the country because of its high levels of social and
private productivity. The only constraint to growth is
the rationing of external financing despite high
interest rates and a strong demand for investment
funds. Consequently, at this stage external financing
is not only crucial for increasing domestic private
investment; it is also essential to reduce the level of
external overindebtedness of the Latin American
economies, in order to mitigate the climate of
uncertainty, increase the confidence of local investors
and ensure that external shocks or prolonged
negotiations of the debt do not threaten the structural
reforms already achieved.

In this brief summary we have tried to present as
objectively as possible the main lines of the proposal
for structural adjustment and growth, put forward by
the international financial agencies. At the end of this
article we will deal with the central aspects of this
proposal which merit criticism.
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II

Development from within: a neo-structuralist response to the problems of
Latin American development®

From a specifically Latin American perspective, the
present advocates of neo-structuralism affirm that the
main economic problems and the underdevelopment
still prevalent in our countries are due not so much to
distortions induced by economic policies as to
historical causes of an endogenous and structural
nature. In the opinion of Rosales (1988), the truth of
this theory is revealed in three crucial characteristics
of the Latin American economy at the end of the
1980s: a) a continuing pattern of external insertion
which, given the trends in international trade and the
international financial system, leads to an
impoverishing specialization; b) the predominance of
an uncoordinated production apparatus, -which is
vulnerable and highly heterogeneous, concentrates
technical progress, and is incapable of absorbing
productively the growth of the labour force; c) the
persistence of a very concentrated and exclusive
income distribution, which reveals the system’s
incapacity to reduce poverty.7

Consequently, our countries must do more than
carry out marginal adjustments to the change curve —a
reflection of their exclusive preoccupation with the
efficient aflocation of productive factors. They must
generate a dynamic process that gradually moves the
economy towards the curve of production
possibilities and continuously and accumulatively
pushes this curve towards new productive frontiers. In
particular, this movement must be capable of
generating a dynamic insertion into the international
economy and of responding to the need to increase
the production of the pooret sectors. Hence growth
demands mote than a policy of liberalization designed
to promote correct prices for an optimum allocation
of productive factors in a static situation and in
conditions of an extremely unequal distribution of
income. On the contrary, the interplay of the market
should be significantly complemented by dynamic
action on the part of the State. Apart from its classical
funciions (public propetty, macroeconomic equilibria,
equity), the State should include within the range of

% This section is based on Ramos and Sunkel (1990),

’A more profound analysis and background documents
which support this kind of analysis are found in the works of
Ocampo (1990), Tokman (1990) and Lustig (1990).

its administrative capacity: a) the promotion or
simulation of markets that are lacking (long-term
capital markets, currency futures markets); b) the
strengthening of incomplete markets (technology
market); ¢) the elimination or reduction of structural
distortions (the asymmetrical character of external
insertion, heterogeneity of the productive structure,
the concentration of property, the fragmentation of
the capital and labour markets); d) the elimination of,
or compensation for, the more important defects in
the market arising from output at different scales;
¢€) externalities and the leaming process (in the
industrial or external sector), among others.

" These are the basic policy guidelines behind
recent efforts to present a renewed strategic proposal
for the recovery and consolidation of development in
Latin America (ECLAC, 1990 and Sunkel, ed., 1990).
In line with the initial neo-structuralist analysis, both
alternatives provide concrete propositions for shaping
a productive structure that allows for dynamic
growth, ensures an efficient insertion of our countries
in the world economy, increases the generation of
productive employment and reduces structural
heterogeneity. In this way, income distribution will be
enhanced and the extreme poverty of most Latin
Americans will be alleviated.

As regards the general guidelines outlined by
Sunkel, the strategy of development “from within”
seeks to take up once again and go beyond Prebisch’s
original challenge to industrialize. The aim is to
generate an endogenous accumulation process that
absorbs and generates technical advances —including
the use of foreign private investment. This process
will give a country its own decision-making capacity
for dynamic growth. Such a strategic concept is not
biased a priori in favour of import substitution,
which would ultimately lead it into a blind alley. On
the contraty, this proposal leaves open the options to
otient industrialization from within to the priority
domestic and external markets which are more
promising for the long-term development strategy. In
these markets our countries already have or can
acquire levels of relative excellence which would
guarantee them a solid insertion into the world
economy. ‘
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In other words, it is not so much a question of
demand. What is vital is a dynamic effort on the
supply side: accumulation, quality, flexibility; the
combination and efficient use of productive
resources; the deliberate incorporation of technical
progress, innovation and creativity; organizational
capacity, social harmony and discipline; frugal
private and public consumption and emphasis on
national savings, and the acquisition of the capacity to
insert the national economy dynamically into the
world economy. In short, our countries must make a
deliberate effort “from within”, with the active
participation of the State and private economic
agents, to achieve self-sustained development. _
~ Some elements of ECLAC’s proposal for
changing production patterns with social equity
(1990) come very close to this conception. Devel-
opment “from within” is clearly identified with the
criterion of genuine competitiveness which seeks to
progress from the “perishable income” derived from
natural resources to the “dynamic income” derived
from the incorporation of technical progress into
productive activity. Likewise, both proposals stress
the systematic character of this competitivéness, and
therefore, the integral effort demanded by a dynamic
insertion into world markets. They recognize that in
the economies that compete in those markets the
individual firm is integrated into a broad network of
linkages with the educational system, with the
technological, energy and transport infrastructure,
with employer-worker telations, with public and
private institutions and with the financial system.

Another important element in both proposals is
the commitment to re-establish and maintain basic
macroeconomic equilibria as a necessary condition
for achieving the sustainability of the development
process. One of the ways of doing this is to reduce
external transfers as debt service. However, such a
reduction will be insufficient if it is not accompanied
by domestic stabilization policies which regain
control of fiscal accounts (including increased public
revenues and not just reduced expenditures) and
which serve as a guide for expectations through a
suitable management of prices and income in order to
minimize the recessive impact of greater fiscal
discipline. Adjusiment policies should stimulate the
reallocation of resources towards the production of
tradeable goods with particularly strong incentives
during the first few years, especially for exports. In
the interests of social efficiency, the adjustment
should be gradual; in the case of high inflation, shock

policies are more appropriate and inevitable. In
practice this approach differs from the traditional
recommendations of the International Monetary
Fund, which are usually too drastic as regards
adjustment and too gradualist as regards inflation
(Ramos, 1990). -

An essential objective which affects every aspect
of the neo-structuralist agenda for development is to
achieve equity and social justice and to strengthen
democratic institutions. In the context of the
constraints imposed by the economic crisis, top
priority must be given to problems of extreme poverty
and to policies designed to alleviate and eradicate it
once and for all. Once back on the road to stable
growth, basic medium- and long-term changes to
achieve greater equity can be introduced to overcome
the high degree of heterogeneity prevalent in the
productive structure.

For this purpose, the State must concentrate on
three priority aims: a) to minimize the impact of
external shocks on the poorer and more vulnerable
groups by supporting their production and
productivity as well as their income levels and social
services; b) to lower the costs of relocating manpower
associated with the structural reforms inherent in the
adjustment; <) to facilitate the eradication of poverty
and the excessive concentration of income and
wealth, once growth has been recovered (Lustig,
1990). Also, in order to improve the functioning of
the labour markets and the absorption of manpower, it
is imperative to adopt a new strategy that takes
serious account of the informal sector. As a result of
the recent crisis, this sector has expanded and
contains a high concentration of poor people. There is
increasing evidence that only a small amount of
resources is needed to promote their activity. There
are two schools of thought on this point, which are
not necessarily contradictory, but have a different
emphasis and involve different proposals. The first
attempts to solve the structural problems affecting the
existence, duration and operation of the informal
sector; the second deals with the institutional aspects
and centres its analysis primarily on the current -
juridical order, transferring the cause of the problem,
in a certain sense, from the structural to the juridical
level (Tokman, 1990).

ECLAC’s proposal (1990), accentuating this
tendency to emphasize production more than social
assistance, suggests that the changes in production
patterns should be accompanied by complementary
measures  for redistribution. These include
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programmes of technical, financial and marketing
services that support microenterprises, own-account
workers and small farmers. The proposal also
emphasizes the urgency of reforming different
regulatory mechanisms that prevent the formation of
microenterprises with the capacity to change.
Notwithstanding the importance of defining this
general strategic framework, any attempt to formulate
a modern and influential neo-structuralist proposal
also acquires a realistic approach in order to pinpoint
the most important problems and work out practical
proposals to solve them. In order to observe the
neo-structuralist confribution to economic policy, we
examine below how the advocates of that school of
thought would tackle certain basic economic
problems at this time, and what proposals they would
suggest to deal with the structural and institutional
problems, as well as the problem of prices.

1. Changing and modernizing production patterns

Already in the 1960s there were warnings that
import-substitution policy was creating a lopsided
structure of incentives, favouring production for the
domestic market, and that it neceded to be
reformulated (ECLAC, 1961). It is logical to suppose
that, if the incentives for generating foreign exchange
through export expansion were equal to the incentives
for saving foreign exchange through import
substitution, exports would respond more. And if
another special incentive were needed, it would be for
insertion into the external market —the real “infant
industry” of the future. In this way, instead of import
tariffs, it would be more important to subsidize the
exports of pioneer enterprises that introduce new
products and open up new external markets, Owing to
the process of import substitution in the past, imports
today consist almost entirely of capital inputs and
goods; tariffs should therefore be reduced and
rationalized to facilitate exports and competitive
substitution. The output of the multinational
corporations established in the region should also be
exported; advantage should be taken of their
international marketing network; and export
commitments should be negotiated in exchange for
the purchase of inputs at current international prices.
Basically, what is proposed is a selective intervention
that seeks to establish dynamic comparative
advantages in international markets, since exporting
is the natural next step to take in order to benefit from
the industrial base already in existence.

Within this logic of restructuring and reforms
aimed at modernizing production patterns, it is
important to consider the changing international
context and the strategic conditions it imposes on
Latin America’s external economic policy options.
There is an interaction between structural factors
(associated with technological and organizational
innovations in the countries of the centre and their
recent acceleration and the expectations of institu-
tional changes in economic blocs and of an unstable
evolution in the short-term world macroeconomic
situation. This interaction has been decisively
changing the determinants of the strategic decisions
of governments and transnational corporations.
Undoubtedly, such transformations in the interna-
tional environment have an important influence —both
positive and negative— on the ability of the Latin
American countries to find their place in the new
international division of labour now emerging, and to
reformulate effectively their long-term development
policies. Moreover, the many theoretical and
empirical studies on the evolution of the terms of
trade for the region indicate that the pronounced
deterioration has spread from the characteristics of
exported products to the characteristics of the
exporting country, thus including the export of
manufactures (Fritsch, 1990; Ocampo, 1990).

These points, if confirmed, would require us to
ponder the specific modalities of international
insertion and the patterns of productive specialization,
and consequently, the importance of industrial and
trade policies in promoting levels of competitiveness
which are acceptable in the more dynamic branches
of international trade. A neo-structuralist frame of
reference for industrial policy implies the more
efficient utilization of market signals, of entre-
preneurial perception, information, coordination and
initiative, and of international competition. Here, the
State’s responsibility is to ‘create an institutional
environment which stimulates the creativity and
dynamism of the productive agents (employers and
workers) and their capacity for agreement and
coordination among themselves. In turn, specific
sectoral options should. not be " imposed by
government technocrats but should be a flexible resuit
of those initiatives and of that coordination. It is
basically a question of options that make maximum
use of the information offered by domestic and
external markets and technological, institutional and
organizational trends (Muiioz, 1990).
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By following this new path of industrialization
our countries should also overcome the false dilemma
about postponing agricultural development. It is
recognized that the structural nature of the
agricultural problems to be solved demands the action
of the State on two levels. On the macroeconomic
level, emphasis is given to the State’s role in
providing incentives aimed at taking advantage of
potential domestic demand, but recognition is also
given to the importance of safeguarding the stability
of the economy. In the sectoral area, as a means of
dealing with the risks and uncertainties characteristic
of agriculture, the neo-structuralists advocate policies
which guarantee prices and price ranges; techno-
logical innovations which promote the development
of high-yield varieties resistant to pests and weather
variations; institutional innovations aimed at creating
and strengthening post-harvest services, futures
markets and agricultural insurance markets; and the
introduction into rural areas of activities to
industrialize agricultural products (Figueroa, 1990).

Finally, in this whole series of proposals for
productive restructuring to fight against the scarcity
of foreign exchange, the environmental challenges
involved in these reforms cannot be ignored. Our
countries must recognize, on the one hand, the
structural origin of environmental problems, and on
this basis elaborate alternatives and policies aimed at
environmental sustainability. On the other hand, they
must admit that natural resources will constitute an
exceptional asset for the future development of Latin
America to the extent that there is constant public
concern and action to ensure that rational exploitation
preserves, replaces and even expands the potential of
this rich patrimony. :

Such objectives demand the attention of the
highest levels of government. The question of the
environment is highly controversial and requires a
profound adaptation of ¢conomy policy in general
and by sector. For example, on the general level,
priority must be given to policies dealing with science
and technology, with institutional organization and
with education, which encourage the incorporation of
an environmental component into development
strategy. In this way, our countries should create a
model for generating, adopting and disseminating
technology which is environment-friendly and
reduces the ecological cost of transformations
generated in the development process. They should
set in motion agencies which coordinate environ-
mental actions by sector and location and which

encourage forms of sustainable and profitable
environmental development through permanent
economic activities (re-training, treatment of residues,
forests for energy, etc.). And they should elaborate on
all levels policies for environmental education. In the
sectoral sphere, they should promote the development
of the forestry and agricultural sector with a proper
regard for the behaviour and attributes of the living
ecosystem and the extent of its transformation by
man. On that level, particular attention should be paid
to solving the problems of rural poverty which
frequently lead to overexploitation of the environ-
ment (Gligo, 1990),

2. Technology and innovation

In retrospect and considering the historical realities of
the time, we may criticize the Keynesian strategy for
growth followed in the region in the past. It consisted
mainly in ensuring the demand and integration of the
domestic market, but it ignored productive efficiency.
In fact, the security of the market deadened
innovation, giving rise to a business attitude
concerned only with profits. Our countries should
have adopted a Schumpeterian approach in which
incentives for production stimulate technological
learning and innovation and mobilize an increasing
number of entrepreneurs.

Such a change requires a new conception “from
within” of technological progress in suppott of
institutions that promote scientific and technological
activity for development, since one of the reasons for
the innovation gap in the countries of the periphery
appeats to lie in the institutional diversity of their
agents of technologicat change. Consequently, and as
an example, systematic and organized research and
development should be promoted and public policies
should be established that spread among society some
of the risks of that process. Likewise, an important
factor for closing the technological gap is the creation
of a highly developed scientific and technological
infrastructure coordinated with productive sectors in
the context of decisions regarding long-term
specialization. The successful completion of this
operation will provide access to original research and
will thus make it possible to obtain comparative
advantages in sirategic and vanguard sectors in
external markets.

The reconquest of international markets with
products of higher technological content constitutes a
series of challenges for public policy. For example,
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the government should encourage the participation of
small and medium-sized enterprises in this mod-
ernization process. It should establish subcontracting
agencies and organizations to supervise quality
control; it should promote the innovative capacity of
different sectors of the economy by means of
technological management programmes and the
dissemination of innovations; and it should provide
financing to projects of technological innovation in
priority areas.

Finally, the consequences of the third
technological revolution require profound changes in
the social organization of production with the explicit
objective of obtaining maximum benefit from the new
technology. The road to development demands a
consensus between the public and private sector,
between worker and employer organizations, and
between enterprises of the same sector, to guarantee
flexibility and the capacity to adapt to the speed of
technological change (Rodriguez, 1990).

3. Capital formation and the use of productive
capacity .

As a consequence of the debt crisis, one of the
distinctive features of the Latin American economies
during the 1980s was the low rate of capital
formation, together with a low rate of utilization of
productive capital. There was a corresponding decline
in ex-post productivity because both factors and their
obvious interrelations play a decisive role in
incorporating technological innovations and in
entrepreneurial operations.

. It is well known that both the volume and the
quality of investment are affected by the prevailing
mactoeconomic climate. In Latin America, emphasis

on trade balances and stabilization ignored capital

formation and the regulation of the level of economic
activity. This seems to be a serious deficiency which
—together with the crisis- helps explain the marked
reduction in the formation of new capital and in the
utilization of installed capacity recorded during this
decade.

The neo-structuralists seck to regulate capital
movements, the exchange rate, trade policy and the
interest rate, in order to build a stable macro-
economic framework which, as a source of
confidence in future economic policy, promotes
capital formation and the acquisition of comparative
advantages as a means of taking advantage of and
increasing investment and innovation opportunities.

On the other hand, they also recommend direct public
actions that affect the development of comparative
advantages and complement private investment
initiatives (Ffrench-Davis, 1990).

4. The renovation of the State®

Today the State is clearly overwhelmed by demands
and its financial position is weak, especially after the
debt crisis. Governments have had serious difficulties
in fulfilling their basic economic functions of

_supervising macroeconomic equilibria, promoting

equity and avoiding stagnation with regard to foreign
exchange, savings and investment. The neo-
structuralists recognize many of these problems and,
following a pragmatic approach and using the lessons
of experience, are seeking to build a consensus as
regards the new role of the State.

According to this consensus, where the question
is not so much the size of the State as its capacity for
management and concerted action, its main economic
function can be defined as follows: it must formulate
a sirategic vision of the development process; it must
reorder and maintain economic incentives and
relative prices in a manner coherent with this
strategy; and through constructive dialogue and
concerted action, it must ensure that all social and
political sectors are committed to this strategy. A
State efficiently organized in this way around a
central function, ie., a State based on concerted
action, would represent a new stage in Latin
American development, characterized by an emerging
democracy and the need to adjust the development
strategy.

Considering these necessary adaptations and
redefinitions, the neo-structuralists maintain that the
tole of the State needs to be strengthened in its
classical functions (providing public goods,
maintaining macroeconomic equilibria and equity,
etc)); in its basic functions (minimum transport and
communications infrastructure, health care, housing,
education, etc.); and in its auxiliary functions (support
for structural competitiveness of the economy by
promoting or simulating markets not yet in existence,
development of the scientific and technological
infrastructure, elimination of or compensation for the
defects of the market, etc.). These functions are more
important than its entreprencurial and productive
functions which were critical'in the past but today are

8See Salazar (1950).
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less necessary. The State should reorganize its
finances, especially by consolidating its sources of
revenues through tax reform. As for expenditures, it
must establish investment priorities and rational the
public investment programme, it must also reduce
subsidies, except for those that are truly
redistributive. Actions to increase the efficiency of
public enterprises are also important. For example,
the State must limit their objectives to those that are
productive. It must make them more competitive by
granting them greater financial and managerial
autonomy, by allowing them to charge prices similar
to those of a private enterprise, by fixing “social”
prices only in a limited and exceptional fashion, by
subcontracting and inviting bids for auxiliary services
and- by privatizing “non-strategic”. productive
enterprises. . :

Given the need for development “from within”
for the support of an efficient State, it is essential that
an optimal strategy for intervention should be
designed. Neo-structuralism emphasizes the follow-
ing elements for such a strategy.

First, since the administrative resources of the
public sector are limited, its action cannot attempt to
attack the innumerable distortions of the economy,
but only the most important ones. Therefore,
priorities must be established for State intervention.

A second and urgent requisite is to decentralize
and depoliticize public administration, since the more
conflicts are resolved by the political system (as
opposed to the market), or on a central level (as
opposed to regional.or local governments), the greater
the burden of social demands on the central
government, all of which creates problems for and

11X

overwhelms its capacity for action. Thus, if it can
decentralize and depoliticize conflicts, this will help
in an inditect but real way to reduce the overload and
improve its efficiency. This rule is obviously not
valid in the case of those defects and conflicts which
would be poorly resolved on decentralized levels or
by the market. , :

Finally, another important issue is that of
providing institutional counterweights to asym-
metrical pressure in favour of intervention. -Since
those who benefit from an increase of intervention are
few (those who exert pressure) and those who benefit
from reducing it are many (and therefore exert less
pressure), intervention has a unidirectional character:
it tends to increase rather than diminish. Therefore,
automatic. mechanisms should be created which
anticipate this situation and which serve as counter
weights. For example, a policy of differentiated tariffs
will produce growing and rising disparities between
sectors; tariffs not only become different but they also
have a higher average value. Thus, when a
differentiated policy is established, an average tariff
can be established: every time one tariff rises, another
one has to be lowered in compensation. This provides
a kind of institutional counterweight against a natural
rising trend.

We ~ end here the synthesis of the more
important"aSpects of the neo-structuralist agenda for
Latin American development. In the following and
final section, we will analyse to 'what extent
neo-structuralism comes close to or departs from its
neo-liberal counterpart, which was' summarized, at
least in its main lines, in the previous section.

Neo-liberalism versus neo-structuralism: a critical balance

As already mentioned, this final section presents a
critical examination of the proposals we have
analysed, in order to draw positive lessons for
economic policy and development in Latin America.
It would appear that on the basis of pragmatic
considerations and the lessons of experience correctly
interpreted, our countries are moving towards a
compromise between the .less extreme neo-liberal
positions and the traditional economic conceptions of
Latin American development, duly reformulated.

This compromise between the two proposals. is
derived perhaps from frustrating experiences in one
camp or the other, from the crisis conditions which
continue painfully and interminably, and from the less
ideological and more pragmatic attitudes that are
beginning to dominate in these first years after the
cold war, However, this does not modify the basic
difference in the axiomatic. and. - philosophical
premises underlying both proposals. This is not the
place to delve into this question, since it belongs to
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another level of abstraction. Nevertheless, it should
be recalled, however briefly, that liberalism and
structuralism and their corresponding “neo” versions
conceive of and explain in very different ways the
behaviour of the individual in society.

The Liberals, as the heirs of individualism and
utilitarianism, presuppose the existence of the abstract
categoties of freedom of choice and the rational
calculations of the individual economic agent in the
market, bé he producer or consumer. This assumption
gives shape to the most efficient forms of action. On
the basis of this generic concept of individual
conduct, they postulate the -elimination of any
interference that limits the people’s freedom of choice
and flexibility, especially from the State, which they
consider to be the originator and ultimate guarantor of
any kind of interference.

The Structuralists, in turn, at least in Latin
America, interpret the economic behaviour of
individual agents according to .historical contexts,
especially of a socio-economic and institutional
character, in which such agents formulate their
options and develop their conduct. They consider that
individuals form themselves into organized social
groups in a multitude of public and private
institutions, which develop over time a series of
values and rules of behaviour. These forms of social
organization constitute, in turn, veritable cultures
which limit and orient individual conduct. Thus,
because of their different national historical
experience and international relations, Latin
American societies and economies have their own
distinctive structural and institutional characteristics,
which proposed development policies have to take
into account. Hence, even though the general lines of
development policy may be very similar, considerable
differences can persist in the sphere of action and.in
policy instruments, especially, of course, with respect
to the role of the State.

Against this background we can now discuss
development proposals themselves. However, first we
must clarify some points concerning the real roots of
the current economic crisis in Latin America. We

should recall again that already in the 1960s ECLAC

was warning about the deep structural problems of
Latin American development: excessive protec-
tionism, narrowing of the reducible margin of
imports, huge external and fiscal imbalances together
with a Joss of economic dynamism and growing
unemployment. Many countrics of the region
accepted the structuralist recommendations and

elaborated economic policies aimed at correcting the
excessive distortions by gradually and constantly
adjusting the exchange rate, reducing and
rationalizing tariffs and promoting exports. However,
the overabundance of cheap external financing during
the 1970s, the concomitant financial permissiveness
and the mistaken signals from a deregulated financial
market obviated the need for adjustment policies and
exacerbated the disequilibria by covering them over
with the veil of external indebtedness,

In this regard, the real lost decade, from the
perspective of opportunities and possibilities, was the
1970s. Resources were available then for gradually
improving the productive and financial apparatus on
the basis of an explicit policy of restructuring and
development. The present situation is exactly the
opposite. External indebtedness and liberalization
policies have made the disequilibria worse: un-
manageable external debt, critical levels of domestic
indebtedness, severe fiscal imbalance, runaway
inflation, vertical fall in the investment rate, etc. None
of these problems was 80 acute in the early 1970s.

Having made these clarifications, we can now
begin the actual debate on structural adjustment in’
Latin America. A perusal of the proposals outlined in
the preceding sections shows that both the neo-
liberals and the. neo-structuralists agree on the im-
mediate need for profound changes in the economic
structure of our countries. Nevertheless, there is
considerable disagreement about the policies needed
to introduce those changes, and about the size of the
role played by the State and the market in the strategy
of recovering and consolidating development.

Originally, the neo-structuralists wanted to
provide an alternative to the orthodox neco-liberal
view of adjustment. They sought less recessive and
less regressive solutions to the problems of inflation
and trade imbalance through the stabilization and
heterodox adjustment programmes of the 1980s
(Lustig, 1988). Like that of the neo-liberalists, theirs
was an essentially short-term approach. But, to the
extent that many of the adjustment plans of either side
failed and the crisis persisted, the neo-structuralists
returned for inspiration to the positive legacy of a
specifically Latin American doctrine: the struc-
turalism of the post-war decades. Despite this close
identification with the original structuralist arguments
and as a consequence of the change of historical
circomstances in which they were formulated, the
neo-structuralists revised some of their assumptions
and tried to remedy their deficiencies, These included
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an excessive confidence in the value of State
intervention, an exaggerated and overly prolonged
pessimism about external markets, and an incautious
management of short-term economic policy which
failed to provide timely and practical answers to
conjunctural problems, particularly by under-
estimating the monetary and financial position
(Rosales, 1988). Thus, they recognized explicitly that
recommendations cannot be made for the long term
without a clear picture of the possible repercussions
of structural change and without devising methods of
handling problems arising from the transition (Lustig,
1988). ' '

From this new standpoint, which shows an
undeniable concem for development in its broadest
sense, -the nco-structuralists have criticized neo-
liberalism mainly because of the extreme nature of its
policy agenda. They consider it to be closer to the old
sayings about the moral superiority of the market than
to economic rationality and empirical cotroboration
of its practical successes in the real world. This
impression is clearest in the discussion about the
State’s role in the economy. In particular, the
neo-liberalists avoid any discussion of the effective
capacity of State administration and its ability to
change economic incentives and the mechanisms and
institutional processes for decision-making. What
they want in practice is the automatic reduction of the
size of the public sector with no clear theoretical
backing for its relation to economic growth.

This attitude is clearly reflected in proposals like
that of Selowsky (1989) which seek to achieve a
fiscal surplus by reducing expenditures in a context of
reforms designed to reduce taxes, all of which
constantly undermine the financial capacity of the
public sector. Besides the indispensable moderniza-
tion of the system for collecting taxes and controlling
tax evasion, the tax structure would have to be
reorganized so as to give greater relative weight to
income and property taxes. To some extent, this
would be a return to the progressive taxation which
the crisis and neo-liberal policies have been reducing
(Rosales, 1990). Similarly, the justification for
privatization is based especially on criticisms which
emphasize the poor performance of public
enterprises, the negative fiscal effects of unprofitable
enterprises and the defects and inefficiencies
supposedly inherent in public administration.
However, the structure of the markets is just as
important —or even more so- in explaining the
comparative performance of enterprises, not to

mention management objectives in themselves which
escape conventional norms for evaluating a private
enterprise.  Moreover, the fiscal impact can be
negative when profitable public enterprises are
privatized (Salazar, 1990).

Consequently, because of this ideological
assumption that the origin of every imbalance lies in
the public sector, neo-liberal policy-makers are very
sensitive to any imbalance in this sector, while almost
completely ignoring the possibility that the private
sector might have a destabilizing influence.” The
neo-liberal experience in the Southern Cone during
the mid-1970s revealed that private interests could
seriously destabilize the economy, either because they
made mistakes in their inflationary expectations or
because they created financial bubbles out of
collective euphoria and monetary permissiveness.
They forgot that these private interests could follow
anti-social ot even counterproductive policies in a
context of a serious and widespread lack of competi-
tion and of broad disequilibria (Ramos, 1984).

Nevertheless, we must heed the neo-liberal
warning of the dangerts of the limitless expansion of
State management, which results when the
government tries to satisfy the interests of the more
organized groups in society rather than the common
good. For this reason, the neo-structuralists stress that
the public sector must be modernized, depolitized and
decentralized; that an optimum intervention strategy
must be designed for deliberately promoting devel-
opment; and that selectivity, competitiveness and
professionalism must be the main guidelines for the
social efficiency of public action (Ffrench-Davis,
1988).

On the other hand, the neo-liberals argue quite
logically that markets should be liberalized and price
mechanisms rationalized. But they have become
unilaterally obsessed with exogenous or government-
imposed distortions and fail to observe how the
economic system behaves when a market plagued
with endogenous or intrinsic distortions is liberated, a
basic concern of the neo-structuralists. Clearly, there
is no basis in economic theory for a policy that tries

9’1‘hey also ignore the complementary character or the
crowding-in of public and private investment, especially as regards
infrastructure, technological promotion and the level of public
soclal expenditure, all of which leads us to question their desire to
cut off resources to the public sector and limit its capacity for
action in areas as relevant as the development of our economies and
public investment.
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to limit all the distortions imposed by the
government, whether in the trading system or on the
home front, while ignoring endogenous distortions
and the specific structures of the markets.?

The neo-structuralists feel that structural
distortions are the main cause of economic problems
and largely explain the persistence of the region’s
underdevelopment. But they also recognize that
these distortions give rise to defects and errors in
economic policy. Hence, they want to complement
the action of the market with vigorous and selective
State action in order to remedy the serious structural
imperfections which are still prevalent in our
economies. However, owing to the asymmeirical
nature of the pressures for State intervention —in
favour of more and not less intervention— the
neo-structyralist suggestion about defining automatic
institutional counterweights is particularly relevant
for preventing this situation,

In addition, in the formulation of a commercial
strategy, the neo-liberalists tend to establish a strict
equivalence between expott-promotion policies and
free-trade policies based on the principles of static
comparative advantages, the absence of State
intervention in the price system, and in some cases,
laissez faire, and the marked absence of an active and
promotional role for the State, Therefore, even though
the neo-liberal critics of development sitategy are
right to insist on the importance of utilizing external
markets as dynamic sources of demand, we may
question their tendency to assign equal importance to
outward-looking policies, free trade and the absence
of State intervention (Salazar, 1990).

The neo-structuralists have a substantial interest
in devising the best means of promoting external
competitiveness, The reduction of trade barriets can
be considered an indispensable initial step, but even
s0, it is clearly insufficient. Indeed, if they are to
improve their trade insertion over the medium term,
our countries must achieve a competitiveness
reinforced by technological innovations and pro-
ductivity increases going far beyond the short-term
earnings which can motivate the rationalization of
price incentives. Such a challenge involves the more

10 As Anne Krueger recognizes, the analysis of the effects on
well-being of alternative trade policies (and of others) becomes
excessively complex when it is assumed that it is impossible to
eliminate all distortions. When attention is centred on the effects of
changing 2 policy instrument, while keeping in place the distortions
in other paris of the system, the general theory of the second-best
indicates that anything can happen (Salazar, 1990).

structural elements of the economy which are related
to technological policy, industrial policy and the
educational system and which are systematized in the
norms of international competitiveness now in effect.
In this regard, the concern with trade liberalization is
only part of a broader problem: how to coordinate and
modernize the productive apparatus and make it more
competitive (Rosales, 1990),

In another area it is interesting to note the extent
of the agreement between the two proposals that there
can be no definitive solution to the crisis without
reversing the net transfer of resources from Latin
America to the exterior. The difference lies in the
degree of confidence which the advocates of
structural adjustment have in a solution proposed by
the international banks, the multinational credit
agencies and the governments of the industrialized
nations —a solution which the debtor countries
would have to support with an open-door policy for
foreign investment.”™ The neo-structuralists want
the Latin American countries to adopt a more
decisive attitude and recommend a negotiated total or
partial suspension of external transfers, provided that
they undertake to channel the resources thus released
into a national fund for productive restructuring and
social development to finance projects mainly
designed to increase the efficient production of
tradeable goods and to tackle the most serious social
problems (Sunkel, 1990).

Finally, we should ponder the dramatic recessive
and regressive effects of the neo-liberal experiments
in structural adjustment. The emphasis on reducing
aggregate expenditure in order to achieve minimum
macroeconomic stability and manageable external
imbalances has led to a sharp decline of the product,
high unemployment and sharp cuts in real wages.
Moreover, in the fiscal counterpart of this recessive
adjustment, the reduction of public expenditure was
concentrated in social services and investment. As a
result, the poorer sectors have become much worse
off and the possibilities of future growth have been
seriously threatened.

1 1n Rosales’ opinion (1990), it remains to be seen whether
or not the debtor countries can count on ex-ante external support
which would facilitate stabilization and structural reforms. For the
author, external financing has not functioned in this way for many
of the Latin American ¢conomies, and the failure of the Baker
initiative and Mexico’s difficult negotiations to begin to reduce the
debt under the Brady initiative are good examples of this. In faet,
the conditionality arising from the debt crisis is considered 1o be the
main instrument for exerting pressure in favour of structural
adjustment, which would ultimately open the doors to capiial and
private external financing.
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It is no surprise, then, that the neo-structuralists
share the concern for policies which re-establish basic
macroeconomic equilibria, but at the smallest
possible recessive cost. Theoretical considerations
and well-grounded empirical obsetvations provide
evidence that heterodox adjustment programmes may
prevent a recession or at least minimize its effects.
Such programmes —whose less recessive character
has already been recognized in studies representative
of a more orthodox line (Selowsky, 1989)- call for
policies that not only. control aggregate demand but
also, as regards adjustment, provide a sharp initial
stimulus to the reallocation of resources towards the
production of treadable goods, and as regards
stabilization, influence expectations through price and
income policies. The consideration that equity is a
prerequisite for, rather than the result of the

sustainability of every development process explains
the greater emphasis given to productivity instead of
aid in the social efforts of governments. Undoubtedly,
if they follow these criteria, they will have a better
chance of achieving an adjustment with growth and
more equity.

There must also be a permanent concern for the
political and social implications of each economic
change. This special aspect of structuralist policy
makes it impossible to treat these issues with the idea
of joining forces to counteract opposition to the
reforms. Rather, the State must call for concerted
action to promote cooperation instead of conflict
between the social partners so that they decisively
commit themselves to a more equitable and
democratic vision of national development.
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Evolution and
present situation
of styles of
development

Eric Calcagno*

The subject of styles of development represents a
systematization, carried out largely in ECLAC during the
periods following those of Prebisch. However, it is based on
the fundamental themes of two works on peripheral
capitalism: the evolution of the periphery, its social
structure, income distribution, the appropriation of surplus,
the opposition between centre and periphery, the criticism
of economic liberalism, crisis and transformation.

Section I of this article offers a general overview of

studies on styles of development and their linkage with -

mathematical simulation as an instrument for hypothesis
testing. Section II analyses the interrelationships between
systems (capitalism and socialism), structures (developed
and underdeveloped) and styles of development. [t seems
useful to distinguish between these categories of analysis,
given the confusion that exists between them and, above all,
given the present opposition between the arguments
favouring homogenization (only one model is possible,
namely, the neoliberal one) and the pluralistic position,
which recognizes the heterogeneity existing in various
countries and which will probably prevail in the future, in
accordance with the relations established in each society.
Section Il states some conclusions on various aspects of the
conceptualization of development.

*Former Director of the International Trade and
Development Division of ECLAC and Director of the
ECLAC Office in Buenos Aires. He is currently engaged in
various types of consulting work.

I
Styles of development

1. Definitions

One of the concerns of ECLAC and its leading
theoreticians was the study of the qualitative features
of development, independently or as a complement to
the extent of growth. This broadens the definition of
development to imply much more than growth, since
it refers not only to the dynamism of the main
economic aggregates but also to their structure and
their political and social projection. Development
“consists of systematically interrelated processes of
growth and change” and “expresses an aspiration
to a better sox:iety”‘1 In this way the concept of
development comes to include elements of political
and economic power and social, technological,
sectoral and regional elements that shape the kind of
society one wishes to arrive at.

Within this overall exposition, Anfbal Pinto has
described the “style of development” as a category
of analysis, linking it with systems (capitalism and
socialism) and with structures (developed and
underdeveloped). Style would then mean the political,
social and economic option adopted within a given
system and structure.

The term “social style” is applied to the way in
which a society lives, works and evolves. It includes a
style of consumption, work, technology, science, art
and political action. If the desired society is different
from the present one, essentially in terms of
productive forces and property, it is logical that the
word “style” should be very similar to the expression
“mode of production”. If there is influence from
anthropologists, historians or philosophers, the word
will coincide with some of the meanings of

- “culture”® In the economic sphere, style of

development is defined as “the way in which human

YSec Marshall Wolfe, E! desarrollo esquivo: exploraciones
en la politica social y la realidad sociopolitica, Mexico City,
Fondo de Cultura Econémica, 1976, pp. 23 et seq.

2See Anfbal Pinto, “Styles of development in Latin
America®, CEPAL Review, No. 1, Saatiago, Chile, flrst semester
of 1976. United Nations publication, Sales No. E.76.ILG.2,
pp. 99 et seq.

3See Oscar Varsavsky, Obras escogidas, Buenos Aires,
Centro Editor de América Latina, 1982, p. 12.
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and material resources are organized and assigned
within a particular system with the object of solving
such questions as what goods and services to produce,
how and for whom”.*

The utopias that are part of human history were
the historic equivalents of styles of development.
Basically, what is involved is an attempt to guide
development according to certain values. In recent
years these values have .been justice, social
homogeneity, national self-determination, ecological
balance and the like.

2. Brief history of studies on styles

In the matter of styles, Latin American studies not
only were outstanding but predated those of
developed countries. In the early 1960s attention
began to be given in the developed countries of the
North to the question how the growth rate they had
reached, for which Keynesian policies were being
applied, could be maintained. At that time the liberal
orthodoxy that International Monetary Fund policies
sought to implement was being questioned in
underdeveloped countries. The structure and opera-
tion of “peripheral capitalism” was being judged on
the basis of a global criterion: “the phenomena of
development cannot be explained by economic theory
alone; one must arrive at a global theory that will
integrate ‘all the elements of the world system of
capitalism. Peripheral capitalism is part of this world
system, but it has its own spcmﬁcny “Styles of
development” thus appear a8 a productive and
autonomous line of analysis of our own problems and
crises. In what follows, I shall outline the beginning
of these studies in Latin America, carried out by the
Centre for Development Studies [Centro de Bstudios
del Desarrollo - CENDES] of the Central University
of Venezuela, Caracas, and by ECLAC during the
1960s and up to the mid- 1970s.°

* See. Anfbal Pinto, op. cit., p. 105.

5 See Ratl Prebisch, op. cit., p. 30.

A collection of the main works may be found in Oscar
Varsavsky and Alfredo Eric Calcagno (comps.), América Latina:
maodelos dticos. Ensayos de aplicacién de modelos de
experimentacion numérica a la politica econdmica y las ciencias
sociales, Santiago, Chile, Editorial Universitaria, 1971,

The CENDES studies were guided by Oscar
Varsavsky. Their originality lies not only in their
having been pioneering attempts —the first works date
from 1962- but in having provided the theoretical
concept with an instrument for the testing of
hypotheses. The preparation and application of the
method of mathematical simulation (defined in
section 3b of this chapter) produced a suitable tool for
evaluating the feasibility and the consequences of
alternative styles of development. The CENDES
group has rightly maintained that “the possibilities
of making theoretical comparisons between
hypothetical alternative styles of development were
rare and questionable before the appearance of
detailed mathematical models and simulation” and
that “It is- time for the qualitative aspects of
development to be brought to the forefront, and it is
interesting that people are starting to do this with
numerical methods”. '

The CENDES studies are predominantly
methodological. Initially they were based on Edward
P. Holland’s doctoral thesis, which contained an
outline of mathematmal simulation - applied -to the
economy of India® In 1961, Holland settled in
Caracas to work at CENDES, with the support of
Jorge Ahumada, its founder, and of Héctor Hurtado,
Director of CORDIPLAN. After three years of work,
he presented the V-2 model, which reproduced
Venezuelan economic history between 1950 and
1962.

Oscar Varsavsky, who analysed these studies,
formed a group of “modelists” in 1962 at the Institute
of Computing [Instituto de Célculo] of the School of
Exact Sciences [Facultad de Ciencias Exactas] of the
National University of Buenos Aires (MEIC- 0) In
late 1964, Oscar Varsavsky and Carlos Domingo
decided to carry out a sociological application of the
method. They formalized Sir Thomas More’s Utopia,.
which was programmed and experimented upon

7 See CENDES (Centre for Development Studies), Grupo de:
modelos matemdticos, “Estilos de desarrollo”, EI Trimestre

. Econdmico, vol. 36, No. 144, Mexico City, October-December:

1969, pp 517 and 518.

8 See Edward P. Holland, Smmlaaon of an_economy with
development problems, Cambridge, MIT (Massachusetts Institute of
Technology), 1961, doctoral thesis,

The team consisted of Arturo O’Connell, Helios Paulem,
Jorge F. S4bato, Victor Yohai, Nélida Lugo and Maric Malajovich.
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simultaneously in Caracas and in Buenos Aires, with
the collaboration of Jorge F. Sébato. At the same
time, mathematical simulation techniques were used
to formalize economic models -—with the
incorporation of soc1a1 variables— for Chile (1965)
and Bolivia (1968) In mid-1966 a new group of
mathematical models was set up at CENDES,
Caracas, directed by Oscar Varsavsky, who
constructed a series of models that were uscd by
CORDIPLAN (Prod-ingre, Dem and Educ) L Atits
fourteenth session (Santiago, Chile, 1971), ECLAC
submitted the study prepared by the Economic
Projections Centre for Latin America [Centro
Latinoamericano de Proyecciones Econ6micas] on “a
model for comparing styles of development or
optional economic poljcies”.12 In 1975, also under
Varsavsky’s guidance, the ECLAC Office in Buenos
Aires began to prepare a model of the Argentine
economy, with major social and economic
implications. This had to be interrupted in mid-1976.

In 1966, at the Massachusetts Institute of
Technology, Jos€¢ Agustin Silva Michelena applied
the Utopm model to a real society (that of
Venezuela) The study on Utopia encouraged
Oscar Cornblit, Torcuato Di Tella and Ezequiel Gallo
to prepare and apply a model of political change in

105ee Juan de Barbieri et al., Modelos para estudios de
inflacién en Chile, Santiago, Chile, Latin American and Caribbean
Institute of Economic and Social Planning (ILPES), 1965; Mario La
Fuente and Arturo Nifiez del Prado, Modelo de experimentacidn
numérica para la formulacidn de polfticas de corto plazo en
Bolivia, La Paz, Ministry of Finance, 1968. ’

1 See CENDES (Centre for Development Studies), Grupo
de Modelos Matemé4ticos, Modelo para planificacién a mediano
y largo plazo, “PROD-INGRE”, Documentos de trabajo series,
No. 4, Caracas, 1968, The team led by Varsavsky was made up of
specialists with a high turnover rate; among those who made a
significant contribution are José Bianciotto, Roberto Frenkel, Luis
Leal, Lnis Marzulli, Arturo O’Connell, Juan P. Pérez Castillo,
Mario Testa and Lourdes Yero; and for CORDIPLAN (Central
Office for Planning and Coordination), Héctor Hurtado, Jorge
Trebino, Mauricio Valery and Lincoln Garefa,

2 pcLAC (Economic Commission for Latin America and
the Caribbean), Modelo para comparar estilos de desarrollo o
politicas econémicas optativas (B/CN.12/0907), Santiago, Chile,
April 1971.

13 See José Agustin Silva Michelena, “Venutopia I: modelo
experimental de un sistema polftico nacional”, Cambio politico en
Venezuela, Caracas, Centre for Development Studies (CENDES),
1967.

Latin America.'* In 1972, Alfredo Eric Calcagno,
Pedro Séinz and Juan De Barbieri published Estilos
politicos latinoamericanos, based on lectures given
by the authors at FLACSO-between 1966 and 1969,
In this study a mathematical model was formulated
and applied to concrete cases of Latin American
potlitical experience.

At the Santiago, Chile, branch of the Pan
American Samtary Bureau Mario Testa prepared a
health model.'S Similarly, a joint ECLAC/ILPES
project developed a demographic model, under the
guidance of Angel Fucaraccio, for studying problems
of integration.

Conceptual development was begun at CENDES
and was later concretized in ECLAC, particularly in
the works of Oscar Varsavsky. The central elements
are put forward in Oscar Varsavsky’s book Proyectos
Nacionales and Marshall Wolfe’s book El desarrollo
esquivo ‘and in articles by Anfbal Pinto, Marshall
Wolfe and Jorge Graciarena.!” Subsequently, in the
1970s, this theoretical approach converges with
studies on the United Nations Secretariat’s unified
approach to development and with works on the
International Development Strategy. It was then that
the preparation of studies on “other development”
was begun in developed countries. However, this
research concentrated on conceptual aspects and
lacked the mathematical tools for projecting towards
the future and for testing hypotheses.

M See Oscar Cornblit, Torcuato Di Tella and Ezequiel Gallo,
“Un modelo de cambio politico para América Latina”, Desarrollo
Econdmico, vol. 7, No. 28, Buenos Aires, Instituto de Desarrollo
Econémico y Social (IDES), January-March 1968.

15 See Alfredo Eric Calcagno, Pedro Séinz and Juan De
Barbieri, Estilos politicos latinoamericanos: un método de andlisis
¥ nueve casos, Santiago, Chile, Latin American Faculty of Social
Sciences (FLACSO), 1972,

16 See Mario Testa, “Formulacién de politicas de salud”,
Centro Panamericano de Planificacién de Salud, Santiago, Chile,
1975, mimeo; Saude em debate, No. 1, Rio de Janeiro, 1976;
and M. Bernacchi ef al., “Modelos numéricos: su aplicacién para
el andlisis de una politica de financiamieanto de la atencién
médica”, Atencidn Médica, vol. 1, No. 3/4, Buenos Aires,
December 1972-March 1973, pp. 70-136.

Usee Oscar Varsavsky, Proyectos nacionales: planteo y
estudio de viabilidad, Buenos Aires, Ediciones Periferia, 1971;
Marshall Wolfe, El desarrollo esquivo. .., op. cit.; Anfbal Pinto,
“Notas sobre estilos de desarrollo en América Latina”
(ECLA/IDE/DRAFT/103), Santiago, Chile, ECLAC, December
1973, and the revised and expanded edition, 1975, op. cit;
Marshall Wolfe, Styles of development, Santiago, Chile, Social
Development Division, ECLAC, January 1974; Jorge Graciarena,
A propésito de los estilos de desarrollo: una nota heterodoxa,
Santiago, Chile, Social Development Division, ECLAC, 1975,
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3. Convergence of theoretical analysis and method:
Styles and mathematical simulation

a) Styles of development

A characteristic feature of Latin American
studies on styles of development is that the analysis
of the degree of satisfaction of the needs of various
sectors of the population, which makes up the style of
development, is combined with the mathematical
instruments to reproduce reality and test hypotheses.
In this aspect I shall follow the analysis of Oscar
Varsavsky.'® v

One begins by defining the needs that society
must take into account in order to satisfy them to
some extent, or not to satisfy them; these
included: i) physical needs: food and clothing;
housing, home furnishings and services; other
durable goods; health care; transport and other
personal services; ii) social needs: social security,
including solidarity and integration; access to global
information and communications; the basic social
nucleus (family and/or  other); form  of
urbanization; equality in the distribution of products
and prestige; guaranteed individual liberties and the
organization of individual life; limits and distribution
of working time for each age; iii) cultural needs:
education and training; recreational leisure and
sports; creative and innovative leisure, (scientific,
artistic, handicrafts); world view; satisfaction at work
(physical conditions, stimuli, alienation); iv) political
needs: participation in various types and levels of
decisions; various types of national autonomy and
the country’s role in the world; private property
(guarantees and limits); regional development policy
for the country; freedom to change national projects
and the ultimate legacy of resources; methods for
resolving social conflict; policy for population size
and structure; institutional structure (organization and
type of institutions).?

Once needs have been determined, major
population groups are classified according to the
extent to which these needs are met. This gives rise to
a first classification of styles according to “whether
production is aimed at the population’s needs or at the

18See Pedro Sfinz and Alfredo Eric Calcagno, preface
to Obras escogidas, Oscar Varsavsky, op. cit., pp. 12 et seq,

Y0scar Varsavsky, Proyectos nacionales . .., op. cit., pp. 34
and 35,

needs of the companies themselves and of those who
control them. Thus there appear two classes of styles,
which we inclegantly refer to as ‘people-centric’
and ‘company-centric””, 0

Next, an attempt is made to determine the
feasibility of given strategies for satisfying the listed
needs to the extent desired. First, one tries to ascertain
whether they are physically feasible. i.e., whether the
available resources -natural, human, technological
and capital— are sufficient to produce the goods and
services required. The second question is whether
they are socially feasible, i.e., whether they are
compatible with the attitudes and traditions of social
groups and with institutional organization. Lastly, one
determines whether they are potitically feasible
(including. ideological and military aspects), which
involves knowing whether the strategies have the
support of political forces that possess the power
necessary to implement them. !

b) Mathematical simulation

Mathematical simulation models are realistic
models of major social systems applicable to subjects
such as economic development, social conflicts,
political strategies, the evolution of civilizations or
economic imbalances. They are used as criteria for
qualitative decisions: choosing between a few
alternative courses of action, whose effects the model
helps to compare.22

The model used in experiments carried out in
ECLAC “is based on a computable scheme that is
calculated year by year with the aid of the usual
coefficients, trends, elasticities and rates, on which
there is copious information, obtained directly or
through international comparisons, and which permit
some reasonable suppositions to be formulated with
little risk. In essence, an attempt is made only to
reproduce the usval calculations and lines of
reasoning, but -and this is the raison d’étre of the
model- to do so in an integrated fashion, in a
coherent and easily manageable scheme”. “The model
makes it possible to calculate the effects of complex
policies, formed by various simultaneous measures
whose consequences are not always convergent, so

2 Oscar Varsavsky, Obras escogidas, op. cit., p. 25.
M Ibid., p. 23.
2 1bid,, pp. 352-355.
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that their ultimate effects cannot be intuitively
foreseen. For example, it would not be a simple
matter to use a mental or intuitive scheme to foresee
the feasibility and consequences of a policy that
attempts to combine labour-intensive technology with
an improvement in income distribution, which in turn
would change the sectoral structure of demand and
would reverse trends in import needs. It must be
stressed that the degree of reliability of quantitative
results will depend on the accuracy of available data
and hypotheses on technical coefficients (e.g., the
productivity of labour and capital, average useful life,
input coefficients and import substitution, each of
which is broken down according to sector and
technology).” 2

The model makes it possible to carry out
comparative policy studies, analyses of parameter
sensitivity, analyses of reasonableness (search for
reasonable parameter values that would render a
desirable policy feasible) and to make the results
constantly better. Moreover, the short and long terms
can be coherently taken into account. Basic
characteristics, methods, results and costs are
simultancously analysed. Studies conducted by
CENDES referred to three styles of development:
creative, consumerist and authoritarian, The
following description is that outlined by the CENDES
group of mathematical models. u

The creative style places priority on the
development of creative capacity, and therefore on
education. Its goal is an autonomous culture that is
not isolated but is critical and creative. Imitation of
~developed countries is discouraged. Employment
increases greatly, and since real wages do not
. decrease, enterprises are adversely affected in terms
of wage costs, though not in market terms. The State
becomes more involved in production. Wages do not
increase either, but one must add to them the income
attributable to governmental services and the reduced
cost of marketing. Private services and agriculture
have a smaller share in output. There is an increase in
public services, construction and all branches of
industry. Taxation policy is sevete and progressive,
so as to finance the cost of education, health care and
other free services. Foreign investment is
discouraged.

B See ECLAC, Modelo para comparar ..., op. cit., pp. 4
et seq,

24 See CENDES, Grupo de modelos mateméticos, op. cif.,
“Estilos de . ..", op. cit., p. 519.

The consumerist style attempts to catch up with
developed countries; in other words, the aim is to
achieve a welfare society in which the diversification
of consumer goods is encouraged and efforts are
made to create a market for them. Its culture is
“imitative™: copying the major countries in habits of
consumption, fashion, arts, science and technology.
Its organization is liberal-monopolistic, with copied
but very state-of-the-art technology, and it encourages
foreign investment. There is little State intervention in
production. Education is seen as an instrument for
training the human resources indispensable for the
country’s technology. Wage policy is dual: on the one
hand, wages must increase in order to create a
domestic market, and on the other, they must
decrease in order to ensure competitive export prices.
This leads to low wages in dynamic activities and
high wages in all others. Fiscal policy tends to be
more “progressive”, but it must encourage foreign
investment.

In the authoritarian style, the predominant values
are authority and order for maintaining the traditional
society (with a certain measure of modernization). A
strong nation is desired, but realism requires
accepting the leadership and patronage of one or
another of the major world blocs. Its culture is a blend
of traditional values and imitation. It will create a
strategic infrastructure (communications) and heavy
industry, even if it must use foreign capital. Labour
productivity increases slowly, and wages at a
somewhat lower rate. There is a large bureaucratic
and security apparatus (domestic and external)
facilitated by the pressure of unemployment, There is
little participation by the State in production, except
in heavy and military industry. Government is the
most dynamic factor in product growth, followed by
construction. Industry and services maintain their
patticipation, and that of agriculture is lowered
somewhat.

In the mathematical simulation carried out both
at CENDES and at ECLAC the feasibility and
consequences of each style were analysed in detail.
The conclusion reached was that every development
plan requires the prior selection of a style of
development as a frame of reference and that this
style must be concretely expressed in terms of
economic variables, giving them the most explicit
qualitative content possible.

2 Ibid,, p. 538.
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Systems, structures and styles

1. General approach

At a time when the possibility of economic and social
solutions offering an alternative to present ones tends
to be denied, it seems appropriate to use styles of
development as instruments for observing reality. In
the study below, I shall use the categories of dnalysis
established by Anfbal Pinto, which distinguish
different systems, structures and styles. 2

The systems —capltahsm and socialism— differ
particularly in their institutional organization and
socio-political structure. In the economic sphere, the
basic contrast between them is said to lie in the
“relative importance of public and private
expenditure, in terms of both consumption and
investment. In the capitalist system, the composition
and dynamics of demand are primarily linked with
market forces in the area of private consumption and
investment, and with the rate of return on the
allocation of resources. In the socialist system, the
main elements are decisions by the State (or the Plan)
regarding . investment and public community
consumption”, » 21 '

A second category arises from the classification
into developed and underdeveloped countries. “The
essential -difference here is° in structure and
consequently, in manner of operation and in
place and relationslgp (dominant or subordinate) in
the world scheme.”

‘.« [T]n these contexts of system and structure,
owing to a variety of significant factors, widely
differing specific styles manifest at all levels of social
life may bc discerned within each of these broad
groups.” ? Table 1 shows a variety of styles within
the capitalist and socialist systems and of developed
and underdeveloped structures. It is intended to
indicate the fundamental traits of coherent global
models, and consequently a fundamental logic within
a system-structure complex. The alternatives cited are
not intended to set up questxonable antinomies but

26 See Anfbal Pinto, “Styles of development ...”, op. cit.,
pp- 99 ei‘seq
7 Ibid., p- 102
zslbtd. p. 103.
2 Ibid., pp. 103-104.

rather aim at pointing out the predominant ingredients
in the solution of given problems.

The interrclationships between  systems,
structures and styles may contribute to systematizing
and clarifying some current situations and conflicts,
e.g., the extent to which the liberal style hinders
getting out of a structure (underdevelopment), or how
the authoritarian style is an offence against a system
(socialism). ' '

In this work I shall deal only with the
relationship of styles to the capitalist system, within
the underdeveloped structure. I exclude the developed
structure for lack of space, and ‘an analysis of the
situation within the socialist area would require recent
information which I do not possess.

2. Styles in underdeveloped capitalism

I shall refer only to the general situation in Latin
America, since the analysis of other regions or of
particular couniries would require a much more
exhaustive analysis.

a) Some characteristics
i) Economic and social

The socio-economic situation of Latin America is
dominated by two contradictory features: on the one
hand, by the enormous progress made over the last 30
years, both in overall results and in the emergence of
new economic and social structures; and on the other
hand, by structural heterogeneity, which leads to the
persistence - of enormous differences between
countries, sectors and social classes.”

. As is pointed out in an ECLAC document that
outlines what has occurred between 1950 and 1984,
“there is a tendency towards the reproduction of
incorporation and- exclusion, integration and
disjointedness, modernization and heterogeneity,
almost as an operating condition of the modality”,

3See Alfredo Eric Calcagno, El p iento econdmico
latinoamericano: estructuralistas, liberales y socialistas, Madrid,
Ediciones de Cultura Hispénica, 1989, pp. 19 et seq.
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Table 1

STYLES OF DEVELOPMENT WITHIN SYSTEMS AND STRUCTURES

Structure
System

Developed

Underdeveloped

Dependent oligarchy.

Popular nationalism.

Liberalism. Mixed economy.

Marginal population. Integrated population
Imitation. Creativity.

Authoritarianism. Participation.
Agriculture. Industrialization.

Unsatisfied higher-quality consumption.
Satisfaction of primary needs.

Capitalist Political: Conservatives.
Social democracy.
Economic: Liberalism. Mixed economy,
Social: Unemployment. Employment.
Cultural: “American way of life” Originality.
Socialist Political: Authoritarianism. Participation
Economic: Centralized planning.
Market mechanisms.
Social: Satisfaction of consumption
i with privileges.
Mass primary consumption.
Cultural: Openness. Closure.

Imitation. Creativity.

i, of the current style of development. Inequitable
societies were thus formed, with very different levels
of productivity and with a marked concentration of
power and-income. External relations were governed
by asymmetry -and vulnerability, and the age-old
subordination —based on unequal trade— became more
acute with financial and technological dependence.al

- Within this underdeveloped capitalism —to follow
the framework of system and structure— various styles
of development are generated (table 1).

1i) Political

By definition, the countries considered are
externally dependent and domestically under-
developed. As a result, the articulating role of the
State is determined by what is being articulated:
an international context that uses coercion to bring
about subordination to hegemonic Powers, and a
national society with enormous inequalities and
with a great concentration of power and income. In

terms of power, it would be logical for the
“articulating” instrument and its policies to be the

3 ECLAC, “Change and crisis: Latin America and the
Caribbean 1950-1984”", Crisis and Development: The Present
Situation and Future Praspects of Latin America and the Caribbean
(LC/L.332(SEM.22/3)), vol. 1, Santiago, Chile, 1985

result of this scheme of forces, and consequently
it would respond to the interests of developed
countries and local oligarchies. But this system is
incompatible with democracy. Thus, if one seeks to
obtain a minimum of legitimacy —i.c., to enjoy some
measure of popular consensus— there arises a
contradiction in which supranational powers and
dominant local groups are pitted against the majority
of the people. '

- These idiosyncrasies - of underdeveloped coun-
tries give a different -meaning to the role of the State
and another sense to the attributes of sovereignty
and legitimacy. The enormous imbalances between
potential and real sovereignty and between full

legitimacy and the legitimacy that exists in practice

are manifest in the lack of social consensus on the
role of the State and in the ruthless struggle for
control of it. Since the range of possibilities is very
broad, the State could be either the direct executor of
an economic policy favouring the popular classes or
the manager. of a policy guaranteeing the order
necessary for the traditional politics of the oligarchy
and for multinational corporations and banks.
Moreover, this role of the State is irreplaceable:
there is no other instrument accessible to the popular
forces for imposing their policies; and conversely,
the oligarchic and multinational forces need the
State, as an instrument not only for imposing social
discipline but also for financing and subsidizing their
activities.
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Table 2

INFLUENCE OF POLITICAL AND SOCIAL FORCES IN EACH POLITICAL STYLE

Neoliberal Mtlltary.- Popular Moderate Advanced
o oligarchic L L L
capitalism dictatorship nationalism socialism socialism
Political forces
Executive power X XXX XXX XX XXX
Political parties XX - X -
Social forces
Agricultural entrepreneurs XX XX X -
Industrial entrepreneuts XX X XXX XXX -
Financial oligarchy XXX XXX X X -
Exporters and importers XXX XXX X X -
Foreign capital - XXX XXX X X -
Industrial workers o X - XXX XXX XX
Farmworkers X - X XX XX
Marginal population - X XX - -
Armed forces X XXX XXX X XX
State bureaucracy X X XXX XXX XXX
Note:  The degree of influence ranges from - (minimum influence) to XXX (maximum influence).

b) Political styles

Political styles which are currently predominant
in Latin America or which could eventually be
established are: i) neoliberal capitalism; ii) military-
oligarchic dictatorship; iii) popular nationalism;
iv) moderate socialism; and v) advanced socialism.
Each of these regimes has its own internal power
structures and combines with the international context
(table 2).*2

i) Neoliberal capitalism

Regimes of  this nature presuppose the
prevalence of a constellation of forces made up of
financial capital, of multinational and large national
corporations and of importers and exporters, with a
notable weakening of entrepreneurs and workers
of the remaining majority, at least in the domain

of the economic and social constellation. At the
formal political level, democracy remains in force.

200 this point I shall summarize part of the work we
prepared In  collaboration with Benjamfn Hopenhayn,
“Especulaciones sobre la estructura politica de América Latina
hacia el afio 2000”, América en el aio. 2000. Situacidn social de
América Latina en el afio 2000, Lima, Instituto Peruano de Estudios

The economic role of the State is not the one
theoretically assigned to it in néolibcralism, since, far
from being neutral, it dictates the norms that suit
the hegemonic group. The productive structure
becomes subordinate to the country’s international
position, and the most dynamic sector of the
economy is linked to foreign trade. Moreover, there is
a regressive redistribution of income, and as a
result, several possibilities can arise: either the
government maintains the democratic forms and
loses the elections; or the regime shifts towards more
spurious political forms, in which it maintains the
democratic forms but betrays the governmental
programme which it was elected to carry out; or it
manipulates the mass communications media; or a
military-oligatchic dictatorship is established. At the
same time, it pursues a policy of assistance to those
living in conditions of abject poverty in order to
prevent mass protests or violent outbursts from the
marginal population, while the large number of
‘unemployed persons makes it impossible for those
who do have work to offer any resistance.

ii) Military-oligarchic dictatorship

In this case the economic situation that arises is
similar to the preceding one, but it includes an
authoritarian regime which does not respect the right
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to life and suppresses or sevetely curtails individual
liberties, in particular those of association for political
or trade-union purposes and the expression of ideas.
The main social suppott groups are the same as in the
preceding case, but there is an increase in political
control and a disappearance of political parties and
trade unions. The two regimes would tend to establish
the same “style of development” by different means.
There could also be a differentiation which depends
on whether the traditional or the modernizing
character of the regime is accentuated; in the former

situation the landowning and commercial sectors will

prevail, particularly those linked to expotts, and in the
latter, foreign capital and the financial oligarchy
will do so. In both cases, social disassociation may
occur, with the majority of the population being
excluded.

iii) Popular nationalism

The basis of support here would be the workers,
national entrepreneurs and part of the middle class.
The economic scheme would be based on the
domestic market and the Latin American regional
market but not necessarily limited to it, to the extent
that non-spurious - competitiveness is gradually
achieved in the various branches of activity. The State
would play an essential role, both as manager of the
economic process and as entrepreneur. At the cultural
level, technological development and inherent
cultural values would be encouraged.

iv) Moderate socialism

Presupposes the practice of domestic democracy
based on a party system, combined with vigorous
State action at the economic level, It would involve a
socialism which would tend to limit external conflicts
. and whose base of support would be a democratic
State that would respond to workers’ organizations
and to small and medium-sized entrepreneurs. There
would be progress in the nationalization of industrial
conglomerates —particularly the multinational ones—
of the banking and financial system and of foreign
trade.

v) Advanced socialism

In the present case of Latin America,
presupposes a system that overcomes the old class
hierarchy through a change in the external
framework. At all levels of economic activity the

main enterprises would be nationalized, and the
regime would change to one of self-managing or
centralized administration.

<) Economic styles

Economic styles, outlined above when we
considered global strategies, can be grouped into two
archetypes: the neoliberal and the popular nationalist.
Each of these models has a “genetic code” that is
manifest not only in the general concept but also in
the country’s international position, in the dominant
economic agents, in the industrial and agricultural
profiles, in income policy and in the accumulation of
capital. These distinctive traits are summarized in
table 3. Recently, the most outstanding distinctive
features of these styles have involved the financial
sector and the role of the State.

In the neoliberal style, reliance is placed on the
benevolence of the automatic operation of the market,
which is looked upon as becoming a source of reason
and justice. However, the unrestrained boom of the
financial sector and its lack of linkage with
production, together with the negation of the ethical
aims of politics and economics, has led to the
emergence of a new kind of capitalism: predatory
capitalism, in which the only matter of interest is
obtaining the maximum profit possible.

In the popular nationalist style, an attempt is
made to strengthen the State and substantially
increase its efficiency in terms of national objectives
(not on the basis of an exclusively mercantile
criterion), as the defender of national sovereignty, the
executor of public expenditure and the promoter of
genuine private investment.

d) Social styles

Social styles correspond to a comprehensive
strategy’ of segregation or exclusion on the one hand
and integration on the other.

The strategy of segregation is based on the view
that current problems cannot be resolved for the
entire population within the current scheme, As Pedro
Vuskovic states, “issues such as the external
imbalance, the satisfaction of social aspirations and
demands, the overcoming of shortages within the
vatious aspects of general living conditions, the
contradictions between technical progress and the
magnitude of unemployment and underemployment
of the work force would be impossible to resolve for
the entire economic system or the population as a
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whole in the light of the current crisis and the heritage
of the past. In fact, the constraints on mobilizable
resources, external conditioning and restrictions of
every kind would make a policy of concentration and
selectiveness mandatory. Hence, the strategic key to
setting the process in motion would be to concentrate

Table 3

all possible resources and apply them to one segment
of society, accepting, as the supposedly unavoidable
counterpart, some form of marginalization of the
rest”.

3 See Pedro Vaskovic, “La situacién actual y las perspectivas
de América Latina”, Mexico City, 1989, mimeo.

PROBABLE ECONOMIC POLICIESIN ALTERNAT’iVE ECONOMIC STYLES

Popular nationalist style

Neoliberal style

Global modet of
development |

Position on the

international scene

Economic agents

Industrial model

Farming model

Income policy

Accumulation of
capital

Economic thought

“developed countries. Controf

Industrializing model! that favours the domestic
and Latin American market. New exporting
branches based on skilled labour. Driving social
forces: workers and national industrial
entreprencurs; support from a large proportion
of middle-class wage-earners. Significant State
action. Full employment. :

Greater autonomy with respect to the major
developed capitalist countries. Latin American
integration. Cooperation with other under-
on rate of
exchange. Restrictions on imports.

Preponderant State action. Incentives 10 national
entrepreneurs, particularly medium-sized and
small ones. Worker participation.

Strong and integrated indusirial sector in pursuit
of international competitiveness in some
branches, based on technological development,
and therefore on the added value of products
and on highly skilled labout,

Improve control of foreign trade. Tax structure
that prevents deficient land use. Support for
technological improvements.

Redistribution in favour of wage-earners.
Increase in fiscal revenues through progressive
taxation. Increase in “indirect wages”. Increase
in employment.

Maximum utilization of domestic savings and
export income. Prevention of offences and

~ abuses against the State in this area and

earmarking of such funds for investment.

Economic planning. Preservation of national
independence. Policy with a strong social and
regional content. Favouring of work and
production as against speculation.

Primary exporting model; industrial =exports,
based primarily on low wages. Driving social
forces: the financial sector, large national farming
and industrial interests and the multinational
sector; support from the non-wage-earning middle
class. Less patticipation by the State. Boosting of
extractive mining activity for export.

Close relations with developed capitalist
countries.  Production policy and foreign-
exchange policy geared to promoting exports.
Denationalization of public enterprises.

Preponderance of muitinational corporations and
banks and large national entrepreneurs. State
action in support of these groups. Subordination
of workers.

Boosting of export industries based on public
incentives, low wages and natural resources.
Creation of export enclaves.

Full operation of the market. Appropriation
and allocation of surplus by ~producers and
exporting companies. Boosting of technological
improvement. o

Redistribution in favour of non-wage-carners.

Incentives to exporters. Increase in fiscal revenue,
maintaining the preporiderance of indirect
taxation. Significant drain of resources to other

. countries.

Appropriation of surplus by predominant
entrepreneurs. Incentives to the entry of foreign
capital.

Laying ‘the groundwork for prevalence of the
market. The State must guarantee order. Social
aspects are not governed by economics and are
manageable through a policy of assistance.
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The strategy of integration implies the pursuit of
social homogeneity and political participation, as well
as the satisfaction of the basic needs of all inhabitants,
with solidarity as the basis of social relations.

The present situation tends towards segregation.
Its seriousness is reflected in the ECLAC study on
changing production patterns with social equity: “the
lack of economic dynamism, the modifications of the
employment situation” (growth of the informal labour
market and the deterioration of real wages), “and the

cutbacks on public spending all contributed, in one -

way or another, to the increase of extreme poverty,
particularly in urban areas. In very general terms, it is
estimated that in 1980 some 112 million Latin
Americans and West Indians (35% of households)
lived below the poverty line; this number rose in 1986
to 164 million, which accounted for approximately
38% of households. Similarly, in the vast majority of
countries there arose pockets of = productive
modernity, generally associated with the export of
non-traditional goods, which contrast w1th the
panorama of backwardness”. 34

e) Cultural styles

- Cultural styles may be described as imitative or
creative. The advance of “the American way of life”
as a world paradigm and of its cultural consequences
is discussed. Likewise, a “culture of speculation” is
being established, originating in the economic domain
and spreading to the 'political (the “wagerers” are
replacing the militants) and to the cultural. In the
latter, more importance is being given to. the
formation of competitive and success-oriented élites,
without . any commitment to ethics or to social
solidarity. :

In Latin America there .is perhaps a greater
margin for local creativity, and one would have to
distinguish between pressure from the media
--particularly television— and pressure from cultural
expressions with some originality, some of which
have important historical roots.

3gee  ECLAC, Changing Production  Patterns with
Social Equity. The Prime Task of Latin American and Caribbean
Development in the 1990s (LC/G.1601(SES.23/4)), Santiago,
Chile, March 1990. United Nations publication, Sales No.
E.90.IL.G.6, p. 33.

f) Interrelationships between systems, structures and
styles

In the reality of underdeveloped countries,
political, economic, social and cultural styles are
homogeneous. For example, in the cases shown in
table 1, the first styles cited (dependent oligarchy,
liberalism, marginalization and imitation) are
coherent, as are also those mentioned second (popular
nationalism, mixed economy, integration and
creativity). This means not that styles are
interchangeable like clothes but rather that the
processes involved are gradual ones, centred in
certain areas, Each style has a different degree of
feasibility and tends to be anchored in or to emerge
from the system or structure in force.

In the political domain, the neoliberal capitalist
style and the military-oligarchic dictatorship style
are typical of an underdeveloped structure and
more or less openly constitute an authoritarian
modality of the capitalist system. Instead of the
trade-off between political legitimacy and economic
accumulation (i.e., social = expenditure versus
productive investment), which is more typical of
developed countries, we now find a cruder and more
¢lemental trade-off between political legitimacy and
the oligarchic appropriation of surplus by local or
foreign groups. The popular nationalist style
introduces some modalities of the socialist system
and attempts to escape from underdevelopment. It
would be legitimate, since it would have popular
support, but it would clash with the policies of
international financing centres and of local oligarchic
groups, which tend to predominate.

In the economic domain, if “predatory”
capitalism . were consolidated and productive
capitalism continued to decline, an important variable
would be introduced into the system. One could no
longer talk of “cap1tahsm?’ without a qualifier: it
would be necessary to characterize it. With regard to
structure, “predatory” capitalism would leave the
country anchored to underdevelopment. A popular
nationalist style would practise productive capitalism
with social ingredients —primarily equity— and
headway would be made towards a mixed-economy
regime.

In the social domain, a choice must be made
between excluding and integrating the majority of the
population. If economic and social policies lead to a
dual socjety, the country will remain with an



64

CEPAL REVIEW No. 42 / December 1990

underdeveloped structure. Social integration, on the
other hand, would mean an enormous step towards
development. '

In the cultural domain, the underdeveloped
structure offers greater resistance to the effective
material dissemination (through cultural apparatus,
television, and the aspirations it generates) of “the
American way of life” which, amgng other “details”,

IIX

would require a per capita income 10 times as high as
the Latin American average. Generally speaking,
these paiterns have been deeply absorbed by local
social groups which do in fact have such an income.,
For the others, cultural development will mean an
intelligent assimilation of the best international
culture and technology and an appreciation of Latin
American creativity.

Conclusions

This overview of the background and methodology of
styles of development and of their interrelationships
with systems and structures leads to a reassessment of
this approach. Its categories of analysis, the pluralist
and qualitative approach, technical rigour, the
relevance of the structural examination and of the
medium and long term make it an excellent
instrument for analysing reality. Its dynamic quality
reflects the changing reality of today. The opposite
analysis, with another ideology, i.c., the neoliberal
ideology, which is now in the ascendant, claims to be
the only valid one, whereas the pluralistic approach to
“styles” considers it to be merely one more among
many. Hence, in this work it is assigned a double role:
as the main contradictor of “styles” and as one more
among the styles considered.

1. The categories of analysis

The distinction between systems, structures and styles
(put forward by Anfbal Pinto) makes it possible. to
differentiate and to pinpoint accurately the basic
problems of development. At a time when there was
confusion regarding the categories of analysis, he
came up with a clear and dynamic scheme. Within
each system and structure, the styles not only
constitute “the way a society lives and works” but
also “the way it evolves”, ie, goes from one
modality to another within the system or structure, or
even more, changes one or the other or both.

2. The pluralistic approach

The existence of a plurality of styles is recognized as
being real and appropriate, and the qualitative aspects
of growth are thus reassessed. The prevailing
neoliberal theory makes it appear that growth is the

natural outcome of the implementation of given
macroeconomic policies and structural reforms
(processes of privatization, deregulation, etc.) which
spontaneously generate it, energized by the
international economy. It is asserted that this scheme
is inevitable —that there is no other alternative— and
moreover, that it is desirable: no matter how socially
unjust it may be, the prosperity it generates will
eventually be disseminated to other strata of the
population. In contrast, “styles of development” teach
us, above all else, that there is a plurality of possible
political and economic solutions, that they benefit and
harm different groups and that have very different
social and cultural implications. Furthermore, these
styles do not develop spontancously through the
release of market forces ot the lifting of cultural or
informational censorship. Rather, they are achieved
and consolidated through public policies and political
processes. Opposed to the rigidity of the neoliberal
model, which is presented as the only feasible one,
there appears the entire gamut of possible styles,
which, moreover, include the possibility of changing
the system and structure.

3. Technical rigour in analysis

The Latin American application of styles of
development is characterized by the technical rigour
with which its mathematical simulation technique
endows it. At a time when many political and
economic theses in vogue are based on specious
reasoning and petitio principlii (as 1 believe I have
shown, with regard to neoliberalism, in my book
“Versos” para no pensar),35 “styles of development”

% See Alfredo Eric Calcagno and Alfredo Fernando Caleagno,
“Versos” para no pensar. Fébulas contempordneas sobre politica'y
economia, Buenos Aires, Editorial El Despertador, 1989.
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are an example of technical rigour. In the
mathematical methodology employed, economic
operation and the operation of certain social variables
in the past are reproduced in a set of equations. On
this basis, alternative policies are projected, and their
feasibility and consequences are shown by the model.
All of this is done with complete transparency,
making assumptions explicit and permitting the
testing of any other alternative. In this way,
qualitative hypotheses can be subjected to
“experimentation” and testing,

4, Reassessment of the structural approach and of
the medium and long terms

In “styles of development” we adopt a structural
outlook that is inserted into the overall social reality,
which in turn responds to a historic reality. As Anibal
Pinto states, “this definition, seemingly so ‘neutral’
and basic, conceals a separation from, and even a
repudiation of, what could, in contrast, be called the
‘atomistic> view which is still so much in voguf:”.36
The liberal scheme, besides fragmenting reality,
focuses on the here and now, since everything
pertaining to the medium and long terms will be taken
care of by the “market” in the best possible way.

5. The social and political consequences of
implementing different styles

In the liberal model there is an incongruity between
the economic and the political aspects. As has been

36See Anfbal Piato, preface to Introduccidn a la economia,
Antonio Barros de Castro and Carlos Francisco Lessa, Mexico City,
Siglo XXI Editores, 1971, pp. 4 and 5.

shown repeatedly and for many years now, there is a
fundamental contradiction between political and
economic  liberalism  (political legitimacy is
contradicted by the exclusion or economic misery of
the majority of the population); and liberalism
excludes the social aspect, which, in addition to
everything else, will —or will not— improve when the
market forces operate. In contrast, the “styles of
development” approach forms the basis for raising the
political and social objectives of legitimacy,
participation and solidarity, which determine the
economic scheme,

6. Economics as the handmaiden of politics

The liberal theses championed by the International
Monetary Fund view economic policy as if it were a
mixture of exact science with punishment
administered as medicine, First, they contend, there is
a technical probiem whose consideration leads to a
sole prescription that is applied and brings sound
policies which will foster growth. Next comes the
punishment —i.¢., the adjustment— which the majority
of the population suffers, as a result of policies alien
to them. The inevitable nature of the solutions
precludes political debate and reduces economics to
the best administration of what is fatal and inevitable.
This process disguises the identity of those who are
helped and those who are hurt and the decline of
national soveteignty, which consists in political
decisions, On the other hand, the scheme of “styles of
development” returns to “political economics” —the
opposite of the technocratic view- and starts off with
the classical affirmation that the art of economics is
the handmaiden of politics, and decisions on
fundamental issues are shifted to that domain.
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The models that dominated economic scieace and policy in
the first three decades of the post-war period have broken
down and there are no consummate replacemenis. The
outlook seems to be conservative. The late 1970s turned
back the clock which was moving for two centuries in the
direction of morally justifying State intervention intended to
moderate or correct the social inequalities produced by
market operations. Part [ of this article explores these
trends.

Today exceptional importance is given to economic
efficiency and to liberalizing competition as a disciplinary
incentive for producers and even for countries acquiring
worldwide markets. Part 1 deals with these issues and part
III examines, from the experience of the first world, how
_ the Keynesian model is in decline.

Since the third-world nations do not usually produce

universally accepted theses, changes in the models and
ideologies of the North have to be assimilated a fortiori
sooner or later. This normally generates discord of great
importance between the dominant foreign doctrines and the
reality of third-world countries. Part IV takes up this
subject.

The clearest expressions of contemporary solations
for age-old tensions between the market and the State are
found in the processes of opening to the exterior and
privatization or deregulation. Parts V and VI study these
questions.

The final part seeks to identify the justified demands
for change in the styles of State intervention, with special
reference to Latin America, Finally, some general
conclusions are drawn.
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I

The upward trend of State
intervention

Explaining the ebb and flow of the theory, practice
and ideology underlying the models of economic
policy calls for a reference to history.

Modern ' institutions of production began by
establishing liberalism as a form of economic
organization. The British industrial revolution and
Adam Smith created, explained and upgraded the
market to the rank of supreme coordinator of the
actions of the myriad of producers, intermediaries and
consumers.

This gave rise to a sharp divide between the
domain of politics and the domain of economics. For
the first time economic power was privatized and a
dichotomy arose between the State and the market,
between private law and public law, between
efficiency and equality. Hitherto, the social standing
of each individual determined his position in
production and economic power and political power
were thus always united. For that reason, the State as
a social institution was quite older than the market.
~ The ideological justification for this first and
enormous truncation of the State’s traditional power
was the need to counterbalance despotism and the
arbitrary passions of rulers (Hirschman, 1981). The
political justification was the need to incorporate
peacefully within the €lite the nascent entrepreneurial
groups; and the economic justification was the need
to reorganize production and its institutions on
foundations more consistent with the technological
and institutional progress of the time.

From then on the pendulum began to swing in
the opposite direction. Economic models, ideologies
and especially social pressures led the State to
recover some of its lost ground as a governing power.
The unrestricted functioning of the market, although
it facilitated capital formation and efficient
production, rewarded only the winners of the
competition. By so doing, it created social
inequalities that were unsustainable over the long
term and later proliferated . monopolistic or
oligopolistic forms of production which nullified
many of the virtues of the classical model of
competition, It gradually became clear that the
market, with its unequal relations in the division of
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labour and its formal equality among trading partners,
was intrinsically unable to provide distributive equity
(Bobbio, 1978). The idea of economic justice arose
precisely at that time, advocating that ethical
principles and the norms of social coexistence should

prevail and regulate the market operations
(Macpherson, 1987).!
With all its advantages, the economic

organization of the market conceals the issues of the
distribution of income and wealth and relegates them
to a secondary level, giving primary emphasis to
growth and accumulation. Thus, one of the key issues
of any society does not receive due attention: the
establishment of a community with goals not only for
production, but also and inevitably, for distribution.

A free market leads to a concentration of
economic power which becomes political power. For
that reason, economic freedom ends up opposing the
political equality and freedom increasingly demanded
by social movements throughout the world. The
dichotomy between private interest and public
interest becomes obvious, especially during the
phases of depression in the economic cycle, with their
burden of social sacrifices which the market is
incapable of correcting.

The market and democracy are disparate
institutions; inspired by different values, they tug
society in directions at times complementary, at other
times the opposite, but always different.? Thus when
dynamic tension threatens to tear the social fabric
apart, political accommodations are usually made
which bring into harmony —not logically but by
consensus or imposition— goals as dissimilar as those
of awarding the efficiency of the few while pursuing
the equality of all (Ibarra, 1987),

1Su'iclly speaking, however, limits have always been placed
on the legitimate action of the market, preventing i from' being
the only way for allocating resources, rewards or puaishment.
Transactions exist which are precluded from the changing sphere of
commerce. Bribery, selling votes or government jobs, and simony
violate the social rule that puts them outside the jurisdiction of the
market.

2 There are even important conceptual differences in the
content they give to the term “freedom”. Democracy understands
freedom fo be the capacity of a sociely’s members to set norms
for themselves with full autonomy. For the market, on the contrary,
freedom means enjoying a sphere of action without State control.
Consequently, the “liberal State” Is where government interference
is limited to a bare minimum. And the “democratic State” is
where the organs of self-government are numerous (Bobbio, 1985,
p- 197).

From the time of the British industrial revolution
until slightly more than a decade ago, those
axiological oppositions gave rise to a succession of
reforms, all having as the common denominator an
increase in State intervention and in legal norms so as
to correct or compensate for the socially polarizing
effects of the market.

Likewise, democracy, in its modern sense of
granting equal rights to the whole population, is the
result and the guarantee of the social struggle for
equality, by attenuating the disparities resulting from
the inevitable Darwinism of the economic
organization of the market. The advanced Western
countries were first organized as liberal societies and
only very much later as democratic societies. Indeed,
universal suffrage and civil rights for the whole
population is a recent phenomenon. Previously the
electorate consisted of privileged exclusive groups, to
whom Governments had to answer for their
administration.

For almost two centuries the evolution of labour
legislation and controls over private activity or public
expenditures faithfully reflected the results of the
confrontation between the logic of the market and the
logic of democracy. The public sectors of the
different countries grew pari passu with the increase
of the State’s responsibilities in economic life, i.e.,
with repoliticization of the economy. Controls and
protective labour laws, progressive taxes, antitrust
provisions and the - welfare State’s complex of
institutions were all established in response to the
inequalities of distribution arising from free markets.
Later, maintaining external equilibrium, the fight
against inflation, anti-cyclicat stabilization and the
goal of full employment led the State to assume the
function of administering the economy within stable
paths of prosperity.

Reflecting the cultural and ideological climate
dominant in the world during a good part of the
present century, the developing nations followed
interventionist trends. They added, however, a new
dimension ~this time taken from the planning
experience of the socialist countries and the countries
who rebuilt after the Second World War II-
deliberate government involvement in production in
order to overcome backwardness and poverty. That
made an important difference: instead of placing
controls on private activity or creating social-welfare
institutions, public intervention in Latin America was
guided, in almost all cases, into statrting up directly
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productive enterprises. More than a welfare State,
there was a State concerned with encouraging, but
also replacing normally weak private entrepreneurs.
It is not surprising, then, that public expenditure
during the present century rose from 10% to 40-60%
of the domestic product of the industrialized nations
and reached the range of 30-50% in the Latin
American countries. Long gone were the days when
Governments accepted no responsibility whatsoever
for the lot of the poor, for compensating for the
economic cycle, for generating growth, when material
wealth was socially admired rather than resented
(Delasay, 1985). The State became the locus where

the demands frequently found in different interest
groups were not only settled but also met, and where
the balance between the values of democracy and the
market had to be determined.

The interventionist cycle —or the cycle of market
regression— did not come to an end until the last
decade, when formulations that had been brewing for
a long time in some countries of the first world sprang
to the fore and when many Latin American countries,
having reached intermediate levels of industrial
progress, were witnessing increasingly more serious
struggles between stronger entrepreneurial classes
and the traditional instigator State.

Economic models

On the level of ideas, economic liberalism, soon after
it became the dominant model, had to face criticism,
resist dissident doctrines and assimilate reforms
dictated by the change of events or the evolution of
theoretical thought.

Economists cannot claim to be innocent of
participation in the turmoil of concepts concerning
the roles of the State and the market. Leaving out
schismatics and backsliders, the dominant ideological
currents greatly influenced tremendous changes in
public opinion. Analysis of the market’s defects,
monopoly, unfair competition and later, non-
essentials, technically justified a broad range of
government regulations. In the macroeconomic
sector, the elimination of chronic unemployment,
compounded fluctuations, or price and exchange-rate
volatility removed any scruples about State
management of the economy. In some cases the
contribution of economic thought was a critique of
market functioning —with proposed remedies; in other
cases, ideological currents that had already become
strong in political theses and practices were simply
incorporated.

Today the critique is at the other extreme.
Economists have stopped pointing out the faults of
the market in order to dedicate themselves to
identifying the faults of State intervention. They have
been equally successful in this new terrain.
Bureaucratism and bureaucratic power, excessive
regulation, the lack of initiative, waste, welfare-State
paternalism, abusive tax burdens, and the
proliferation of parastatal enterprises are some of the

issues that have awakened the interest of economic
scientists.

Once more the third world is following those
trends in their dual aspect of economic doctrine and
political ideology. The reason is simple: those nations
do not, on their own, usually generate formulations
with an appreciable degree of universality. The
phenomenon of dependence is more patent in
cultural, scientific and technical subordination than in
economic relations, and a state of development is not
always congruent with sociopolitical models, which
usually unite or “harmonize”, without vast gaps, the
reality and culture of advanced countries.

For all the correspondence existing between
world ideological movements and the specific
circumstances of the third world, there is always
some historical inconsistency. It is true that the ideas
of political and economic liberalism gave enormous
impetus to the modernization of Latin American
societies in the last century. But it is also certain that
they helped to accentuate or leave aside some very
important socio-economic problems, such as the
concentration of land or genuine democratization of
governmental systems,

There was no flagrant inconsistency between the
conditions in Latin America and the Keynesian
model; actually they were rather complementary.
Without fully reintegrating the economy into the
domain of politics, the idea of placing the
management of large economic compiexes under
public tutelage made it possible to form a social
consensus that brought widespread benefits with it.



70

CEPAL REVIEW No. 42 [ December 1990

The State took over part of the role of the “invisible
hand” in trying to resolve the cycles of prosperity and
depression which escaped the powers of the market.
Workers and the middle class benefited from
guaranteed full employment in the present and greater
future participation in the benefits of material
progress. The stability of demand supported the
generation of profits and multiplied the investment
opportunities of private enterprise (Ibarra, 1987).

More than 30 years of world prosperity after the
Second World War bear testimony to the efficacy of
the Keynesian political consensus. Under its aegis the
goal of full employment in the advanced countries
could become, with no ideological contradiction, the
growth objective of the third world, initiated and
given impetus by State intervention. Thus Latin
America undertook changes of tremendous
magnitude, promoting industrialization, encouraging
urbanization or forming middle-class strata.
Moreover, the sustained expansion of world markets
benefited Latin American foreign trade with unusual
intensity, in spite of the import-substitution strategies.

Prosperity, however, had its costs and gave rise
to new problems. Note how the banner of
employment and growth, precisely because of theit
efficiency in harmonizing interests and concentrating
social energies into a small group of issues,
eliminated the reformist nucleus of democratic
thought from public debate and the action of political
parties. Indeed, by making economic development the
central objective of the State’s action and by
becoming its main source -of legitimation, the
modernization of political systems was ignored. Thus,
with very few exceptions, during the period of the
greatest economic boom the three decades following
the Second World War authorilarianism, coups d’état,
the violation of human and civil rights were all
frequent symptoms of a prolonged political crisis still
in search of a stable solution in Latin America.

The Keynesian arrangement began to fall apart in
the 1970s, owing to a complex combination of causes
~which we can only briefly outline here— in the
industrial countries, Fiscal equilibria broke down
under the triple onslaught of the demands of the
welfare State, support for private capital formation,
and military expenditures. The rise of new industrial
centres exacerbated worldwide market competition,
transnationalized  production and  intensified
technological change. Resources for meeting
commitments to social justice began to thin out,
owing to the community’s resistance to tax increases,

and the fact that they had to compete with demands of
higher political priority: military expenditures and
those related to remaining in the vanguard of
international economic competition, Moreover, where
it was still in effect, the out-of-date post-war model
made the inflationary and payment imbalances even
worse, as happened in the United States when it tried
to finance simultaneously the war in Vietnam and
President Johnson’s Great Society project.

Anglo-Saxon political analysis of those same
phenomena emphasizes the presence of inflationary
expectations, fed by the mass media, political parties
and the proliferation of interest groups. Social
demands mounting at an explosive rate outstripped
the economic and administrative capacity of the State.
That, along with the influence of intellectuals
—creators of an adversary culture—- weakened the
popular will to obey or made societies more and more
ungovernable (Steinfels, 1979; Crozier er al., 1975;
Bell, 1976).

Faced with these changed circumstances and
attitudes, a new model gradually took shape, with
values shared by neo-liberals and neo-conservatives,
based on many of the following theses.

a) Strengthening the market as the proper
mechanism for allocating resources efficiently and for
absorbing the activities that overwhelm State
administration. To the extent that it ceases to
participate or intervene in the economy, the State will
be able to elude more easily the demands of different
interest groups which jeopardize the political
legitimacy of the State when their demands are heard
less and less. Whete excessive demands doom many
government programmes to failure, the public
authorities should protect themselves by dispersing
the responsibility for deficiencies as much as possible
(Steinfels, 1974, p. 64).

b) Defending the traditional principle of equal
opportunities, but rejecting the equalization of social
or economic conditions (of income or results) as
dangerous for freedom. The welfare State is not
repudiated entirely, but it is restricted to providing
services and security with a minimum of interference
in private affairs, and to not ruining the incentives for
investment and work. The past expansion of public
activity is proof not of 8 Government’s strength but
rather of its and the political leaders’ weakness in not
rejecting irrelevant demands from different social
groups (Crozier, 1975, p. 164, Kristol, 1981).

¢) The rescheduling of social priorities in the
agenda of government action: in the economic sector,
employment or growth loses ground as dominant
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policy objectives. Prior to them, price stability has to
be ensured, incentives for investment and
international competitive efficiency have to be
re-established, and other so-called structural
adjustments have to be made.

Unlike the Keynesian model (wh:ch sought to
make the widespread distribution of benefits the basis
of consensual agreement), the new approach secks to
underpin the working of the economy, by revitalizing
profits and private capital formation, ie., by
submitting to the discipline of the market —without
cushioning by the State- the rest of the productive
agents and, of course, workers and consumers. In the
long run, more investment and the absorption of
technological improvements will raise productivity
and facilitate growth, while simplifying the
jurisdictional purview of the State will prevent the
teappearance of excessive demands.

From a political viewpoint, it is a question of
increasing the power and influence of entrepreneurial
groups vis-a-vis other segments of society, in order to
ensure international survival and reopen the road to ot
the hope for sustained prosperity.

Without a doubt, the new models reflect not only
the state of economic sciences but also the
circumstances and political climate of the leading
countries of the industrialized world, secking how to
steer their changing societies or soive their problems.
The proliferation of interest groups may complicate
government action, making it necessary to erect
barriers to “excessive participation” and to the
pressure these groups exert on the budget and
work-load of the public sector. It is also possible that
the increase in the trade unions’ negotiating power
may have obstructed the mechanics of the market,
Furthermore, the subsequent advance of the welfare
State would probably have required tax increases or
- profits lowered beyond limits acceptable, in one case,
to taxpayers and, in the other, to the business
community. In its tumn, the internationalization of
economies limits the benefits that can be redistributed
in favour of workers or the population at large, and
even forces these benefits to be reduced so as to avoid
losing the struggie for competitiveness, except where
those costs are offset by improved productivity.
Hence the pressures of the world-wide race for
technological change.

Whatever the reasons may be for the shifting of
models in the first world, the reality thereof obliges
the developing nations to adjust to a new kind of

historical discord between their reality and the
dominant economic doctrines. Assimilating that
discord will require in many cases enormous efforts
and sacrifices, in the political sphere as well as in
economic relations. In Latin America, more power
has to be given to private entrepreneurs, despite the
fact that democratization would rather call for
increasing the participation of groups now only
pactially incorporated into modern life. The
satisfaction of social demands has to be delayed even
further, when the welfare State is still in an
embryonic stage of development. Linkages to the
exterior have to be strengthened when, in'many cases,
national identities are not yet consolidated. State
intervention in production has to stop, when the
enormous task of fully changing the direction and
style of development is still under way. Political
legitimation has to be sought in fields other than
employment and growth. And furthermore, all the
foregoing has to be achieved while protecting and
coordinating in some way present trends,
paradoxically inclined towards democracy and the
modernization of political regimes.

Reforms and readaptations in the strictly
economic sector are not any less demanding. First, a
higher priority is given to achieving price stability
and the balance of payments than to expanding
production. Second, protectionism has to be fought
against; the structure of relative prices has to be
changed in favour of exporters; wage hikes have to be
held below inflation rates; legal systems favouring
foreign investment have to be established, to the point
of making external demand the driving force of
economic growth. Third, the severest fiscal discipline
must be applicd and sustained at all costs ~mainly by
reducing expenditures and investments, although also
by raising the prices of public goods and services and
increasing indirect taxation~ while progressive taxes
are lowered; State intervention must be reduced and
public enterprises privatized or closed, until the
market provides the impetus for development through
private investment.

It is essentially a question of rapidly and
radically changing the previous pattem of economic
development. Private enterprise would exercise
leadership instead of governance. The domestic
market, which hitherto gave impetus and guidance to
the development process, would have to be replaced
by demand from international markets. At the same
time, the rapid pace of change in the international
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economy multiplies the discrepancies to be overcome
and the adjustments to be made in Latin American
export structures, making productive reconversion
and incorporation into the world-wide technological
revolution requisites for survival in external
competition. '

In short, an extraordinary number of demands for
reform is accumulating from both inside and outside
the social systems of Latin America. Tensions
overload government decision-making processes,
obstruct the functioning of the economies and test the
very resilience of political systems, Transferring
responsibility for development to the market and the
private sector demands major cultural changes. One
such change consists of accepting trends in income
distribution which would go against the sense of
justice and equality as democratic values. Another
change implies instilling in the business community a
spirit of solidarity in the exercise of national
responsibility, to the extent that economic power,
unprecedented in this century, is placed in their
hands.

III

“Not all the general goals of a nation are
intrinsically compatible with any prevalent social
order whatsoever. Whenever a conflict arises, we are
obliged to choose between abandoning either the goal
or the present order; if we choose the latter, we run
the risk of using means which could defeat the end
being pursued” (Lowe, 1987, p. 19). Such is the basic
dilemma, the historical inconsistency of inserting
oneself a fortiori into an international community
where the standard view of the world is different in
important aspects from the reality of the state of
development, history and institutions of the Latin
American nations. Certainly, if a disposition exists to
impose the changes regardless of social costs, or if
there is an overwhelming avalanche of world
geopolitical forces, then any development. pattern
becomes possible, even if it is abhorrent to political
democracy. That is what happened with the colonial
model imposed by the conquest of Latin America,
which destroyed the native economic systems and
caused the downfall of the indigenous population in
the sixteenth century.

Changes in economic policy

The circumstances described above are reflected
directly in the radical change of approaches to
economic policy. Not only are social objectives
changed and narrowed, but other means are also
chosen to meet them, while goals and instruments
interchange positions.

Real growth of production and employment are
no longer the basic and direct purpose of policies in
the industrialized countries. The new economic
models consider growth to be a by-product of the
functioning of markets. Consequently, what is now
essential is to eliminate obstacles, guarantee
economic freedom and give productive agents the
freedom to develop their activities.

If the welfare State is to be limited domestically,
the objectives of aid to third-world development are
likewise changed. The industrialized nations become
more protectionist, while financing on soft terms
granted to the periphery stagnates or is reduced.
Moreover, the problem of the Latin American debt,
which drains resources essential for development,
continues unabated. Long gone are the days of

Truman’s Point IV programme or Kennedy’s Alliance
for Progress.

In this context, more emphasis is given to
controlling inflation than to fighting against
unemployment. The desire to gain credibility on the
anti-inflationary front leads Governments to remain
unmoved in the face of increased unemployment,
which reach figures of 7% to 11% during the past
decade in most of the industrialized economies. Thus
in some cases, fiscal policy no longer makes up for
fluctuations of supply and employment in order to set
ceilings to the expansion of nominal demand, for the
purpose of counteracting expansionary impulses that
feed inflation. And, in other cases, recognition of the
inconveniences and limitations of manipulating
aggregate demand by fiscal policy puts an end to
old-style government activism.” To a latge extent,
the high degree of economic interdependence and

3 Even in the United States, where little has been done to
eliminate fiscal deficits, the Gramm-Rudman-Hollings Act
establishes objectives formally necessary for correcting those
imbalances over time (Cloud, 1989).
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particularly the very rapid integration of financial
markets have been diminishing the autonomy of
national policies, especially those that potentially
claim to adhete to fiscal activism typical of the 1960s
(Sachs, Warwick and Mckibbin, 1988; Volker et al.,
1987; Polak, 1988; Fisher, 1987).

By eclipsing the Keynesian model, monetarism
comes to occupy a pre-eminent place among
government policies. On the one hand, although
temporarily, it substitutes for fiscal policy as the
principal means for maintaining the channel and flow
of the economy’s nominal demand, abandoning its
traditional function of regulating exchange rates
(Williamson and Miller, 1987). On the other hand, the
expansion of a monetary aggregate becomes the
supreme goal of economic policy by taking it to be
determinant, or at least univocally linked to the rate
of expansion of nominal aggregate demand,

Economistic reduction of social goals reaches its
most complete expression when the regujation of the
money in circulation either alone or together with
financial time-deposits becomes the social goal par
excellence. The nineteenth century values of
spreading and enhancing political freedoms and
individual rights and the twentieth century values of
full employment, growth and social rights are thus
laid to rest. Is it any wonder that economic policy is
losing its popular legitimating force in our time?

In relation to managing the balance of payments
immediately after the Bretton Woods system (1972)
was abandoned, exchange-rate stability ceased to be
an objective of economic policy and became an
instrument to adjust the effects of monetary policy.
Indeed, when the expansion of a monetary aggregate
was raised to ‘the category of a goal, floating
exchange rates had to be adopted as a means to
eliminate the balance-of-payments deficit.

However, in the face of the resulting violent
fluctuations in parities and interest rates, monetarist
absolutism soon had to pull in its reins. Today,
monetarist policy, according to some, should recover
the function of limiting the swings in the exchange
rate and help to control aggregate demand. In that
way exchange-rate movements would cease (o
validate the domestic inflation of countries, forcing
-them to use other economic-policy instruments to
control inflation instead of simply adapting to it.
There are also those who reject the idea of using
nominal anchors for stabilizing exchange rates as a
guideline for monetary policy, in so far as they think
that international trade is determined by the real
magnitude of transactions.

The controversy remains unresolved. In practice,
however, the industrialized countries’ central banks
have taken an intermediate road: without setting
precise goals for stabilizing exchange rates, they have
tried to bring exchange markets and interest rates to
order through ad hoc intervention, with ample
coordination between countries, which should also
produce stability in the international financial
system. ,

On the other hand, the centres unanimously agree
that income policies -the consensual or forced
management of the wages of certain productive
agents— should be eliminated as an instrument for
fighting inflation. The perception is that the use of
income policies could create a lack of flexibility in
the medium and long term by politicizing the
economy and reducing the free market’s area of
influence. '

Important changes are also taking place at the
micro-economic level. The most significant structural
change is designed to intensify competition in the
market-place and reduce the State’s share in value
added. The deregulation of economic activity,
including the financial sectot, the privatization of
State enterprises, the benign fiscal treatment of profits
and reinvestment, and the reduction of the trade
unions’ power are all part of a set of measures that
seek to increase efficiency, lower costs and reinforce
incentives for private-capital formation.

These are the main elements of the structural
reform put into effect in the early 1980s with different
ranges and results in the industrialized countries, as
the way to encourage production and producers,
without recurring to the fiscal stimuli of demand that
were so important in the Keynesian model.

In general, the main doctrinal trends in vogue
downgrade govemment action to guide devel-
opment, raise growth rates or provide employment for

~ the work-force. Monetarists hold that Governments

cannot effectively fight the ups and downs of the
economic cycle. Increasing either expenditures or the
money supply can perhaps cause the economy to
grow momentarily, but that effect passes and a
longer-lasting inflation is left behind.! The school of
rational expectations is even more pessimistic.
Indeed, it holds that economic actors, when they have

4 Hence the recommendation that central banks should abide
by a rule of steady expansion of the money supply in order to
achieve price stability and thereby ensure a favourable investment
climate on which long-term development depends (Friedman,
1968).
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complete economic information, anticipate changes
of government policies, thus cancelling their effects.
Therefore Governments cannot change the course
of the economy, except when they enact unexpected
measures, but that can hardly be repeated without
the productive agents foreseeing it. Fiscal and
monetary policies, then, are barely strong enough to
determine some short-term fluctuations in a long-term
trend difficult to alter by deliberate government
action (Lucas, 1972; Sargent and Wallace, 1983).
Only the supply-side current, already on the wane,
attributes a certain efficiency to economic policy for
promoting capital formation, thereby making higher
rates of development feasible. But those resulis
depend on fiscal policy cutting welfare-State
expenditures and increasing fiscal incentives for
investment and saving, along with eliminating
regulations and privatizing public activities (Gilder,
1968; Raboy, 1982).

In a nutshell, the dominant views are that
government action is of little relevance as regards
shaping economic phenomena and meeting the
objectives of employment, growth and equity. And
when they do admit more influence, they make it
depend on the possibility of more generous
compensation for the contribution of investors and
savers vis-a-vis the rest of the population.

Economic policy is no longer actively promoting
employment and growth or pursuing the correlative
goal of an increasingly more equalizing distribution
of income. To a large extent, employment, real
growth and national income distribution are
adjustment variables, i.e., they adjust ex professo
when the higher objectives of price stability or
competition in international markets are attained.

Therefore the elimination of income policies
(price and wage controls) is relevant to the new
model concerned with lowering costs and moving
relative prices in favour of capital and exports, as well
as reducing the negotiating power of trade unions.
Also relevant is a fiscal policy less inclined to correct
cyclical fluctuations and more interested in changing
relative prices and the allocation of resources over the
long term.

The metamorphosis of economic policies, with
their objectives and instruments, is also the cause and
effect of highly important cultural changes. Economic
well-being, i.e., development as the social goal par
excellence, is beginning to be less important than
improvement of the quality of life of the populations

in the advanced nations.”> That is a result of the
interaction of many social phenomena. High indices
of material security and well-being enjoyed by
first-world countries from the beginning of the
post-war period, the ageing of their populations and
recognition of the ecological limits of the planet are
some of the many factors that explain the change over
the long term in the value systems of the
industrialized West, not to refer again to other factors
of an economic nature (Inglehart, 1977).

Even so, the doctrinal pendulum would seem to
be about to swing timidly back towards theses that
allow the State a more active role in economic affairs.
At least some areas of possible agreement are
beginning to take shape, where disparities between
facts and theory are examined in a fresh and eclectic
way, over-restrictive presuppositions are abandoned,
and a more rigorous basis for some economic
conclusions is sought.

Of course the Keynesian belief in fine-tuning the
economy or creating full employment through the
easy expedient of a massive injection of public
expenditures is disappearing. Also on the wane are
monetarist approaches which claimed to solve
problems of stability and even growth with
fundamental and automatic rules for expanding the
money supply. In contrast, there is agreement about
the importance of the formation of expectations in
determining the behaviour of economies, the presence
of markets in structural disequilibrium or where open
competition is not dominant, as well as the imperative
need to provide much sounder micro-economic bases
for macroeconomic designs. Even though a consensus
is still lacking, some venture the opinion that the
ingredients of a new neo-classical synthesis are
beginning to take shape. State administration of the
economy6 is combined with economic freedom at
the micro-economic level, with incentives for
employment and production and the removal of
labour-market rigidities. The restriction placed on the

SIn the United States, Japan and Burope, investment and
saving have been declining in relation to the product since the
1970s. Those highly significant behavioural changes in the
economic agents and families probably explain a good part of the
drop in development rates in the first world over the last 20 years
(Agheveli et. al., 1990, and Bosworth, 1990).

¢ Macroeconomic management implies guiding not only the
levels of aggregate demand through fiscal and monetary
instruments, but also the relative price structure of important
variables, such as wages, exchange rates and interest rates.
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autonomy of national policies by international
interdependence is supposed to be solved by the
industrialized countries coordinating their actions as a
way of administering the world economy (Malinvaud,
1977; Friedman, 1985; Fisher, 1988; Dornbusch,
1990).7 With regard to development, the superiority
of competition is maintained, but import-substitution
practices or deliberate policies for the promotion of
industry and trade are no longer completely
condemned, nor are they condemned with the same
unanimity.

IV

The new paths opened up by contemporary
economic thought and empirical analysis lead to more
considered and cautious, less ambitious and assertive
positions about the contribution of economic theory
to achieving goals and formulating government
strategies. Of course, the doctrinal crisis of economic
science is hardly over and a new model is a long way
off. Nevertheless, partial advances and the will to
revise dogmas and admit different policy-setting
viewpoints are beginning to provide interesting and
practical theoretical contributions.

The models as seen from Latin America

In Latin America, the new macroeconomics’ lack
of confidence in non-matket solutions and the
pressures of the economic crisis expressed in severe
disequilibria in budgets, prices and payments have
led to pre-eminence being given to short-term
stabilization policies, The preferred instruments are
fiscal adjustment and monetary restrictions, except in
some countries where hyper-inflation made it
necessary to use income policies. Moreover, the new
models have become even stronger by being
promoted simultancously by the international
financial institutions, bilateral aid agencies of the
industrialized countties, and commercial banks. The
resuiting overlapping conditionality was beyond the
resistance of Governments weakened by a severe lack
of foreign exchange and resources.

s casy to infer from the above that the retum to
Keynesianism is not only more cautious but also follows more
conservative concepts regarding the welfare State. The
liberalization of labour markets is seen as a necessary condition for
reducing unemployment —beyond the natural rate— and achieving
macroeconomic stability; the distributive effects of this
liberalization are either ignored or considered a lesser evil.

8 The prudence of recent theoretical approaches leads to the
statement that protection should not exceed comparatively low
limits or that the more complex the systems of State intervention,
the greater the risks of falling into accumulative errors and inviting
the frequently distortional action of pressure groups (Krugman,
1987). Bul, at the same time, they admit that when the uarealistic
supposition of perfect competition in many international markets is
no longer accepted, government intervention in favour of national
enterprises may lead to better results (Heipman and Krugman,
1989; Levy and Nolan, 1989; Pompret, 1988).

Exchange policy, ever since the use of floating
rates became widespread, has been used mainly as a
valve for adjusting everything from the export sector
to inflation. Efforts to stabilize exchange rates have
generally been frustrated because of the extraordinary
size of the disequilibria in payments and prices. The
interruption of credit flows from international banks
and the net transfer of saving to other countries either
as debt service or capital flight directly destabilize
exchange markets and public finance. Other factors
are the immediate effects of opening economies to
other countries, which will be discussed below.

Consequently, balance-of-payments adjustments
have been mostly recessive, by having to be based on
cutting down impotts, given the longer period needed
to increase exportable supply and the unusual size of
the deficit on current account. Paradoxically, despite
all the efforts to open economies, they are in fact
closing? '

Fiscal policy has had to concentrate on
eliminating budget deficits and seeking domestic
sources to finance them, owing to the lack of external
resources. The biggest spending cuts are in State
investment and social services. Except for
public-service rates or prices for goods produced by
parastatal agencies, reform efforts on the side of
government revenues have generally been minor or
their effects have been largely counteracted by the
drop in growth rates of production.

%In relation to the product, Latin America’s imports have
fallen from 15.6% in the peried 1976-1980 to 11.6% from
1985 to 1988.



76

CEPAL REVIEW No. 42 / December 1990

Thus fiscal adjustment has also had strongly
recessive results, in so far as it blocks public-capital
formation to a large extent, and also by demanding
that national bank resources be preferably channelied
to financing budget deficits, making credit for private
enterprise less available and more expensive. Many
social demands have been eliminated, as witnessed by
the cuts in social expenditures, investments and real
salaries of civil servants. Despite this, other social
demands have arisen and perpetuate the fiscal deficit.
The conversion of private external debt into sovereign
risk,10 the large-scale transfer of Latin American
savings to other countries and the high interest rates
paid to citizens who bought government securities
constitute  expenditure items which normally
represent 30% to 60% of central governments’
budgets.

With very few exceptions, the inertia of external
and domestic debt service, the decline in growth, as
well as other restrictive factors in each country,
have postponed or rendered impossible the goal of
full fiscal adjustment. The same is true for the
balance of payments, owing to the fact that the
reconstruction of export sectors has been slow
because of the natural inflexibility in transferring
resources from one sector to another, especially when
the process of physical and human capital formation
is weak.

There seems to be more consolidation with
respect to distribution, since the weight of the
adjustment fell asymmetrically on certain social
sectors. In almost all the countries there has been a
decline in real wages -and their percentage of the
product—, employment, and public outlays for social
well-being, while rates for public services have risen
and subsidies for mass consumption declined. Wage
sacrifices have been relevant for raising interest rates
and for changing relative prices in favour of
so-called “marketable products”. They have also
been relevant for allocating the real income losses
related to the deterioration of the terms of trade and
the transfer abroad of savings.

01 1982, the external public debt was half of Latin
America’s foreign debt. By 1985, it had reached 70% (ECLAC,
1990b).

Lower wages, apart from having social and
political repercussions, have in some countries
generated successive waves of impoverishment. The
lower buying power of most of the population
weakens market demand, Idle installed capacity raises
unit costs, while the structure of demand is separated
from the less flexible structure of supply. In these
circumstances, either because of inflation in the costs
of mass-consumption industries or because of
excessive demand in industries that serve upper-cliass
consumers, price and payment imbalances are
worsened. This creates a need to reinforce measures
for restricting demand which lead to repetitive cycles
of depression.

The same sequence of events and policies
weakens the capital formation process, i.e., it
postpones indispensable structural adjustment on the
supply side. The activities most affected are precisely
those that are not consolidated. Indeed, new activities
are usually the easiest to remove -no created interests
are hurt— and they run greater risks despite having
higher priority in long-term economic change. For
example, solving the payments bottleneck mainly
means increasing export capacity, and that implies
investing in increasing or diversifying production, in
improving the physical infrastructure -transport,
communications, ports, storage facilities— and in
creating support services -marketing, financing,
insurance, computer services, technology and
training,.

The theses in vogue concerning structural change
ook to the market for solutions. A low, uniform and
gradually descending import tariff and exchange
policy as an instrument for balancing external
accounts are two of the main procedures for changing
relative prices in favour of marketable goods.

Without denying the suitability of the goals of
the approach described above, it has often been too
general actually to increase exports; in other cases, it
has proved insufficient for breaking supply
bottlenecks, and perhaps in still others —the successful
cases— high social costs had to be paid.

Without a doubt, changing the relative price
structure is the - prerequisite for attracting
entrepreneurial activity towards the export sector.
Even so, given the congenital limitation of
third-world resources, it is difficult to undertake the
immediate manufacture of a broad range of new
products for international markets with a good
chance of succeeding. Likewise, the -effective
competitiveness of the developing countries is
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determined not only by production costs but also by a
series of deficiencies in infrastructure, managerial
capacity and support services. In order to remove
these obstacles, public investment programmes must
effectively promote export trade, and ad hoc
industrial policy measures must be taken to allow for
the manufacture and marketing of specific goods that
can enhance dynamic compatative advantages.

Changing Latin America’s external trade
basically implies replacing the decisive role of
exports that make intensive use of natural resources
or labour with exports less vulnerable to decreasing
yields and the inelasticities of world demand. It
should be noted that vanguard activities in external
trade -pharmaceutical, petrochemical, synthetic
fibres, ceramics, computer and communications
equipment, software, transport equipment- make
intensive use of know-how and usually enjoy
increasing yields.

These two characteristics, together with the fact
that many markets are oligopolistic, invatidate the full
applicability of the analytical model of the free-
competition market. Different policy models have to
be used, where State promotion and intervention can
be appropriate (Helpman and Krugman, 1989; Brian,
1989; Gilroy, 1989; Levy and Nolan, 1989; ECLAC,
1990a). Efforts should be concentrated, therefore, on
selectively identifying the nuclei of specialization in
dynamic activities, and then do the same with respect
to government support for technology, financing and
insertion into external markets.

In other words, in addition to general policies for
creating a macroeconomic framework conducive to
structural change, micro-economic policies must be
implemented to meet specific objectives where
greater development potential is thought to be found
and where public and private efforts can work
together. Limited resources, imperfect or non-existent
markets, and restrictions attaching to stabilization
programmes render utopian the simultaneous attempt
to achieve productive excellence in a multitude of
activities and products.

Without question, the more rapidly and radically
protectionist measures are dismantled, the more the
change in relative prices will benefit producers of
marketable goods. But that in itself does not shorten
the turnaround time of investments nor the delays in
transferring resources between sectors. On the other
hand, the faster the process of opening the economy,
the more severe the loss of jobs and production, and
the greater the immediate disequilibria in payments,

When it is a matter of expanding, changing or
diversifying production, demand can adjust much
more rapidly than supply. There are also demands
which macroeconomic policies cannot meet, when it
is a question of specifically promoting particular
activities, creating new comparative advantages or
attaining productive excellence in specific areas of
specialization. And there are conflicts or trade-offs
between the objectives of stabilization, structural
change and distributive equity, which oblige choosing
combinations of them, knowing that they will have to
be reflected in the costs of one or the other.

If the goal is to reduce social sacrifices and the
time needed to consolidate complex processes of
stabilization and adjustment, the macroeconomic
strategies will have to be accompanied by specific
industrial policies; to lower the sights on stabilization
efforts at times in order to facilitate an orderly change
in supply capacity; and to accept the need to
complement purely market solutions with State
intervention, be it to give incentives to priority
activities or to ensure minimums of distributive
equity, compatible with social and political stability,

The roots of price instability in Latin America
are usually more complex than those of inflationary
processes in the industtialized countries. In these
latter countries, excessive public or private
expenditures, external shocks or cost increases
explain t0 a very large extent the emergence of
pressures to raise prices. In Latin America, in addition
to these factors that are often present, another series
of inflationary factors comes into play: export trade
poorly adapted to the structure of world demand !*
—which creates chronic exchange-rate tensions; the
abrupt interruption of the flows of external savings
~which raises interest rates tremendously; the rise in
unit costs due to the increase of idle capacity —a
product of the downward slope of demand and the
enormous distributive adjustments that have been
taking place; and unresolved distributive struggles,
exacerbated by the unequal distribution of the
adjustment costs.

u According to data from ECLAC, Latin America’s share in
the value of world exports fell by 50% between 1950 and 1980;
a trend which has not been corrected despite recent efforts, as can
be seen by the fact that it was further reduced from 5.5% in 1980
to 3.8% in 1989,
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Fiscal policy has been incapabie of fulfilling its
normal functions and serving at the same time the
external and domestic debt. Thus Governments have
been forced to loosen the reins on expenditures or
cease to invest in physical or human capital
formation. Disequilibria in payments, in turn, exert
pressure on the exchange market and distort
expectations, feeding primary price rises which then
make exchange adjustments necessary. That process,
barely outlined here, obstructs private and public
investments that could solve the lack of exports,
efficiently substitute for purchases abroad or improve
the competitive capacity of countries; and what
happens with physical investments also takes place
with human capital formation, as shown by the
downward impact of the adjustment on social
expenditures, wages and umamployment.12

For that reason, inflation in Latin America is far
from controlled, as witness the fact that it reached
record figures of 1 000% in 1989. Orthodox stabiliza-
tion programmes can to a certain extent attenuate
inflationary spirals, but at the cost of stagnation. And
when discipline is relaxed or production expands,
they return with more virulence. That explains why
instruments are used which have been discarded in
the industrial centres, such as income policies. That
particular instrument, together with the conclusion of
corporativist pacts, has been used to hold down
inertial inflation and potentially could put distributive
effects of adjustment and stabilization programmes in
ordet. ‘

12 In Latin America from 1980 to 1987, overt unemployment
increased by 16%, modern-sector employment practically
stagnated, average wage earnings plummeted by 27.9%; real
minimum wages deteriorated by more than 10%; social
expenditures, except in Honduras and Trinldad and Tobago,
dropped in relation to government expenditures and the product
(ECLAC, 1989a and PREALC/LO, 1988), while the population
with incomes below the poverty line grew from a third to around
40% of the total during the first half of the 1980s (Garcfa et al.,
1988).

In cssence, the combination of orthodox
stabilization policies and open-trade policies, even
though it incorporates objectives of unquestionable
priority, appears after a decade of experimentation to
be insufficient for ending inflation or promoting
rapid structural change in Latin America’s external
trade and production. That very same combination of
policies has had markedly adverse effects on income
distribution by not including explicit goals to protect
distributive equity (Bourquinon et al., 1989).

The other structura) ingredient of the economic
strategies of many Latin American countries has led
fiscal adjustment to incorporate the transfer of many
public functions to the market. Equalizing public
expenditures with actual revenues is undoubtedly a
sine qua non ingredient in the fight against
inflationary tensions. Likewise, many countries in the
region have clearly excessive economic regulations,
and over-extension of the public sector into areas of
direct production is also commeon, hardly consistent
with present and future priorities for changing
productive facilities.

The critique of State intervention has its merits.
But there are also ideological excesses that lead to
condemning any government interference as misled,
as if market shortcomings, distributive disparities and
underdevelopment gaps had suddenly disappeared.
Privatizing State enterprises and detregulation are
usually considered the procedures for depoliticizing
economic processes. Nothing is more misieading, in
so far as it involves changing social objectives and
because political interaction with civil society
—except in dictatorships— is an obligatoty ingredient
for administering economies (Singh, 1989). For this
reason, the combination of fiscal crisis with
ideologized processes of transferring the functions of
the State to the market at all costs, can erode
government capacity to guide development and
protect fundamental social rights.
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Regulation and privatization

Economic regulation and State participation in
production are phenomena characteristic of modern
societies. Although there are differences of degrees,
both imply the organization of government action to
influence, direct or control the conduct of productive
agents and citizens. The very existence of market
institutions depends on the force of regulation and the
adoption of specific organizational forms guaranteed
by the State. Once the market system is established,
regulatory measures originate from the need to
correct the undesirable effects of its functioning and
to complement it where it functions inadequately.

The fashionable model has reinforced the thesis
that State intervention should be evaluated basically
by market criteria. The criterion of economic
efficiency alone —in part for being relatively new in
steering public policy— explains, however, little of the
history of government intervention. In reality, the
presence of the State in the economic sector has been
up till now more for social reasons than for
calculations of productivity., The establishment or
defence of individual and social rights, protection of
human life, the correction of distributive biases, the
supply of public goods, or simply the healing of
divisions within civil society have been so many other
objectives of State intervention, In the third world, the
urgency of closing the underdevelopment gap has
made it important to create other areas of government
action. The most frequent cases are those protecting
nascent industries or State investment in the
production of goods considered to be strategic, when
private enterprise, either because of weakness or
because of high risks involved, does not have the

capacity to give them impetus with appropriate speed

or direction.

State intervention or the suppression thereof
always has a regulatory character, in so far as it seeks
to meet needs of the community. Limiting the abuses
of monopoly or promoting economic efficiency are
other goals, which, when opted for, involve an
inevitable hierarchy of values. Therefore, it is a
typically political —not technical- process, where the
choice of objectives depends, in the last instance, on
the array of social forces, the more influential
ideologies, and the history and particular needs of
each country.

Hence the characteristic features of State
intervention and the boundaries between the public
and private sectors vary enormously from nation to
nation, resisting purely technical explanations. Today,
however, in the face of the twofold onslaught of new
models and bitter international competition —plus the
economic crisis in the case of Latin America— a
certain convergence is taking shape in the styles of
State intervention. Even so, significant differences
subsist and will subsist, arising from the different
problems and institutional political environments
existing between countries.

Historically, State intervention in advanced
economies has had characteristics unlike those in
developing economies. In the advanced economies,
direct State participation in production is less frequent
~there are no left-over gaps to fill- and the needs
related to welfare-State institutions and military
defence are much greater. The contrary is true of the
developing economies, in so far as the promotion of
new production and wealth has had primacy over any
other objective, at least in the last half century,
although excesses have certainly taken place in
military expenditures.

Distinctions in meaning can also be made in the
case of regulation. In the industrialized nations,
regulation up to the end of the 1950s was
predominantly concerned with questions of tax
reform and redistribution, the system of competition,
free entry into different industries, or price control.
Beginning with the 1960s, regulatory efforts changed
course in pursuit of objectives of public interest, such
as environmental protection, the quality of consumer
goods, the end of discrimination in the work-place,
highway safety, or rules of conduct to be followed by
the participants in some markets. Hence the intense
proliferation of social regulation institutions over the
last two decades have generated costs for productive
activities and responded more to general interests of
the population than to the demands of produccrs.13
This explains the rise of resistance, especially when
intense international competition is reducing the room

3 The number of regulatory agencies in the United States
doubled between 1960 and 1980, and the federal budget for
those agencies irebled during the 1970s, with regulatory costs
estimated to be a maximum —probably exaggerated— of US$200
billion a year (Penoyer, 1981; Breyer, 1982).
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for manoeuvre and profits in a growing number of
activities.!* The basic question begins to reflect
tensions between opposite social goals. A better
quality of life -more Ileisure, environmental
protection, economic security— which the populations
of the first world demand with different degrees of
intensity, generates costs and limits the capacty for
international competition —another main objective—
with newly industrialized countries, whose social
aspirations are more modest.

In the developing couniries, regulation has
lagged behind in many aspects and taken on some
trends of its own. Both phenomena are partially
rooted in the different circumstances in which these
nations move. Their frequently small markets and
meagre industrial diversification have limited the
scope of antimonopolistic regulation. Environmental
protection and quality control of consumer goods
have had to be modified owing to budget limitations,

the need to meet other basic needs, and the
insufficient supply of products with better
specifications.

In contrast, import-substitution strategies and the
defence of national entrepreneurs greatly increased
the body of regulations relating to external trade and
foreign investment in Latin America, as well as the
investment of development banks and financial
institutions responsible for administratively allocating
credit to the benefit of national priorities. In the same
way, the hope of making macroeconomic stability
compatible with the structural change of supply led at
different times to the proliferation of exchange and
price controls, and more recently, to the
implementation of income policies. Finally, the
protection of e ssential consumer items and the need
to ditect private investment along the lines of
industrial policy explain why many regulatory
subsidies were granted.ls

The doctrinal debate and reality

1. Privatization

The welfare State’s long period of growth in the first
world, plus the explosion of regulations for
public-interest purposes that began in the 1960s,
created fiscal tensions and tensions among interest
groups, which led to major changes in the policies
and ideologies that support them. There were at issue
here not only a natural resistance to paying taxes and
the consequent disincentives to invest, save and work,
or the proliferation of contradictory social demands,
but also the generation of higher costs, which placed
the enterprises of several industrialized countries in a
situation of inferiority in intemational markets.
Those ideological trends have found fertile
ground in the third world. Fiscal deficits had reached
the level of 6% to 15% of the product since the 1970s,
as a result of governments’ attempts to compensate
for the depressive effects of the decline of external
demand and the deterioration of the terms of trade, oil
shocks, the rise in interest rates and the interruption of

Y previous economic regulation was not always resisted; it
favoured different entreprencurial segments, At times, it protects
producers from the excesses of competition; at other times, it aims
to eliminate market defects and at still other times, to Improve
the information available to productive agents.

credit flows from commercial banks. At first,
attempts were made to postpone the adjustment on
the premise that the international markets would soon
“normalize”. Later, the implementation of restrictive
adjustment and stabilization policies became
indispensable, a trend reinforced by the doctrinal
leanings of the international financial bodies and the
development agencies of the industrialized nations.
The main purpose of stabilization programmes is
to correct fiscal deficits; the liberalization of external
trade and foreign investment form part of the nucleus
of structural reform. Consequently, privatization is
seen as a hopeful means not only to hold down
expenditures but also to gather additional resources

13 Precisely these regulations and the institutions created to
apply them are the ones that have to be dismantled because of the
widespread change of strategies towards external openness, the
broadening of market functions, and the State’s decision no longer
to satisfy with the same historical abundance the demands of many
interest groups. Financial liberalization implies introducing organic
changes much deeper than the simple admission of actors from
abroad. Strictly speaking, financial liberalization would lead to
eliminating a good part of the systems of administered allocation of
credit, that is, to renouncing or greatly simplifying national
priosities, granting a lesser role to development banks, government
financial institutions, cash holdings or preferential lending
institutlons, as well as creating market institutions for freely
channelling savings (Zysman, 1983).
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through the sale of assets, in order to balance public
accounts. Deregulation, in turn, is seen as the way to
remove obstacles to the functioning of the market, as
well as to end overt or covert subsidies and avoid
excessive demands from interest groups which
overburden government budgets. Both privatization
and deregulation are seen as a political and economic
way of giving entrepreneurs better incentives for
investment and growth. Thus fiscal pressures are
combined with doctrinal formulations to. provoke a
dramatic change in the perceptions of the State’s role
in economic affairs in Latin America.

Even so, the principal justification of
privatization has been not so much financial pressures
but rather economic efficiency. It is commonly
pointed out that private enterprise raises productivity
in the use of resources, to the extent that ideal
conditions of competition generate Pareto optimality.
Even though a more or less widespread opinion on
the inferior economic efficiency of public enterprises
continues to exist, there is little empirical evidence to
back it up and the explanations given differ greatly.

According to the exponents of the propetty-rights
school, govemnment enterprises are inefficient
because their managers do not seck to maximize the
income or wealth of the owners (the citizens), pursue
their own ends, and are comparatively less well paid;
these enterprises also face excessive controls which
reduce their scope for action and initiative (Alchian,
1965). Others - emphasize the lack of market
competition -particularly in the case. of public
monopolies— or the poor financial discipline when
there is antomatic access to credit and it is impossible
to go bankrupt (De Alessi, 1980; Echert, 1979). Still
others underline the alliances between. government
bureaucracy and the directors of public enterprises to
strengthen  political  influence . and  expand
expenditures and investments beyond what would be
optimum from the viewpoint of the correct allocation
of resources (Niskanen, 1975).

In general, critical conclusions point out that
public enterprises tend to pursue multiple goals,
innovate more slowly, follow price policies more
loosely adjusted to the evolution of costs, have lower
levels of and greater variability in profits, and invest
at higher levels than do private enterprise.

It is reasonable to accept that more intense
competition tends to improve efficiency in allocating
resources, but it is also reasonable to recognize that
reality does not correspond entirely to the model of
perfect competition. Monopolies, non-essentials,

higher returns to scale, indivisibilities, and the
production of public goods explain in practice why
many State enterprises were created. And even
though technological and institutional changes may
correct the faults of the market, many of the same
conditions persist that once justified State
intervention in strictly economic terms.

In a certain sense, the ideological dimension of
the debate leads to confusing the question of private
or government property with the problem of
competition. Transferring a public enterprise to
entrepreneurial hands can be simply transforming a
public monopoly into a private one, or. substituting
complex and costly regulatory systems for controls
inherent in direct State production. Likewise,
competition can be increased without changing the
property regime, especially when a policy of
openness to other countries is in place and the
directives and goals of public enterprises are modified
(Thompson, 1986). Strictly speaking, more important
than the size of the public sector is the efficacy with
which parastatal enterprises use the resources at their
disposition or fulfil the different objectives they are
given (Cook, 1988).

Resolving the debate on efficiency by
empirically examining the behaviour of public versus
privaie- enterprises also does not lead to a definitive
conclusion. The first difficulty is the fact that
government ‘enterprises rarely have economic
efficiency as their only objective. Few analytical
efforts are dedicated to determining how efficiently
they meet their objectives. Despite  that, private
results do not always appear to be superior to public

‘results either in the industrialized countries or the

third world (Millward, 1988; Yarrow, 1986; Hanke,
1987; Borcherding ¢t al., 1982; Pier W. et al., 1974).
Moreover, when public production is compared to
private, no attention is uswvally given to the alternate
costs of regulating, monitoring and controiling private
production when there is a monopoly or other market

‘defects, as well as costs for meeting redistributive

goals without using State enterprises (Borcherding
etal., 1982). -

In any case, the old consensus on the impact of
public enterprises on development is clearly gone.
Only slightly more than a decade ago it was thought
that direct government investment not only
contributed to fulfilling economic plans but also made
it possible to enter strategic sectors, create external
economies and make up for the deficiencies among
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entrepreneurs or in capital markets (Nurkse, 1959;
Prebisch, 1952; Rosenstein-Rodan, 1943). That
explained actions from the creation of development
banks to the formation of enterprises in the basic
sectors of the economy (energy, steel, capital goods,
transport).

Today, the validity of development theory and
the very need of an industrial policy to close the gap,
and of course, the wisdom of the welfare State'® are
all questioned. The task of industrial policy in the
neo-classical framework is to change the allocation of
resources between industries so as to make them more
efficient and attract positive non-essentials. Put that
way, the State would appear to have no particular
advantage for accomplishing that task over the market
and private agents. Even so, the circumscriptive
criterion of efficiency in the use of resources does not
adequately explain the designs of industrial policy
that most countries have been putting into practice.

In fact, industrial development has sought not
static efficiency but the creation and consolidation of
activities that generate employment, exports, high
value-added products or the manufacture of widely
used inputs. Thus industrial policies reflect the
political need to correct the market and cater to values
or attain different social objectives. The presumed
inefficiency in the resulting allocation of resources is
proved by the failures of some countries and refuted
by the experience of others. The history of East Asia
would seem to validate the thesis of the compatibility
between State intervention and rapid E)rocesscs of
productive modernization and growth. 7 Also, in
most Latin American countries, gross domestic
product enjoyed its highest growth during the period
when government activism was strongest,

16 Richard Caves refers to industrial policy as a category
of measures in search of an analytical frame of reference oras
a political slogan in search of respectability (Caves, 1986).
Hirschman thinks that development economics, after the important
advances of the 1950s and 1960s, has entered a phase of decline.
He attributes this to the fact that it is a discipline born of distinct
ideological currents with internal tensions that have turned out to
be destructive. And also to the fact that it creates exaggerated
expectations, which, when they are not met, cause disillusionment
and frustration (Hirschman, 1981).

17 Japan and then Korea, together with other Asian countries,
raised and still maintain protectionist barriers and schemes to
promote select industries, which has not led to inefficiencies or a
weakening of the spirit of entrepreneurial innovation (Zysman,
1983; Helpman, 1989; Levy, 1989).

The virtues of privatization have been
exaggerated in more than one regard. Frequently
corporate change is difficult to achieve, budgetary
benefits are meagre and the political costs are high. In
particular, social and distributive objectives are
customarily assigned to public enterprises; these
would have to be sacrificed as incompatible with
private entrepreneurial behaviour.

Even so, it cannot be denied that at the present

time numerous cases exist in which the deficits of
public enterprises excessively drain the fiscal coffers,
especially when these enterprises have to respond to
new demands for expenditures related to servicing the
external and domestic debt, as well as the change in
relative prices in favour of exporters. However, these
cases would have to be rigorously examined to see if
it is a question of inefficiencies properly speaking —a
comparatively greater use of physical inpuis- or
forms of subsidizing and meeting other government
objectives.
- It is highly probable that the fiscal crisis and the
intensification of external competition make
economic efficiency more important as an objective,
There is a risk, however, in reducing social
objectives, in the sense of subjecting everything to the
achievement of an economic goal that is in itself
narrow. '

It is also risky to base privatization policies on
the needs of short-term public finances. If the State
sells enterprises which have a strategic function for
development or social equity, owing to shortages of
liquidity, it would be sacrificing an important element
for meeting urgent needs. Moreover, if the sources of
financing are domestic, instruments of monetary
policy will enable any government to obtain the same
resources through credit. Indeed, if the sales are to be
equitable, the present value of the future flow of net
revenues of the enterprise should be approximately
equal to its selling price and correspond to the market
interest rate. In terms of monetary flows, the effects
of a sale or a loan would be analogous, although the
distribution of the funds from the transactions among
the saving population would vary (Vernon, 1988, a
and b).

Stated plainly, if profitable enterprises are sold,
fiscal imbalance will increase in time. Naturally, if
revenues obtained in that way are used to reduce
government indebtedness, the fiscal imbalance would
not be adversely affected; but then little or nothing
would have been gained or lost, given the normal



ADJUSTING POWER BETWEEN THE STATE AND THE MARKET /D. Ibarra 83

differential between the rate of profit and the rate of
interest. And if enterprises in the red are sold, the
rational buyer would have to obtain the compensation
of receiving deliberately undervalued assets and the
right to raise prices in the future to maich
expenditures with revenues, apart from the advances
he might make in raising productivity. That is
precisely what explains why, when entetprises are
privatized, prices rise or the covert or overt subsidies
given by the public enterprises are revoked.'
Obtaining other results would presuppose that the
State sells above or below the market value of the
enterprises to be privatized.

It has to be admitted that the presence of defects
in the market could justify reservations about what is
said in the previous paragraph. In industrialized
countries with large capital markets, privatization can
take - place simply by selling shares on stock
exchanges. However, in many developing economies,
the privatization of enterprises involves slower and
more complex processes in order to sell them as
complete productive units (Cook, 1988).

Even so, privatization can be financed by
repatriating capital or attracting foreign investments,
where foreign credit sources are non-existent or very
restricted. In that case, the sale of public enterprises
could well mean a temporary relief in fiscal
maladjustments and those of payments, depending on
how the resources thus obtained are used.

Except for special cases, privatization usually has
less of a macroeconomic scope. Few enterprises are
large enough to affect overall economic behaviour or
completely solve  budgetary imbalances (ECLAC,
1989b). Morcover, the fact that State enterprises are
only sold once and in naturally slow processes lessens
the macroeconomic effects even mote.

The transfer of enterprises to the private sector
may increase economic efficiency in the static sense.
The entreprencur is undoubtedly less inclined to
subsidize or meet social objectives and is rarely
disposed to absorb losses year after year. Tt is also
true that the sales would lighten the administrative
burden of the State. Even so, there are costs that
affect or can affect the development momentum,
especially in third-world couniries. Managerial or
administrative talent is generally scarce. This affects
the private sector as well as the State. Likewise,
private financial resources are¢ limited and there are

181¢ the aim was to revoke those subsidies in order to lessen
fiscal pressures, more direct means would exist for doing so.

inevitable- trade-offs between investing them in
purchases of State enterprises or undertaking new
productions which would support the transformation
of productive structures. Consequently, the massive
sale of public enterprises —when that takes place—
even though it has immediate fiscal effects, can in the
medium ferm tie down financial resources and
entrepreneurial capacity in predominantly obsolete
activities which are by definition no longer, or in the
process of ceasing to be, strategic for building the
economy of the future.

Perhaps the restrictions mentioned can be
avoided in some cases by means of direct foreign
investment. As a general solution, however, foreign
investment would produce well-known unfortunate
effects in the economic order, if not also in the
institutional and political order. _

In any .case, the most notable effect of
privatization and deregulation is to encourage the
consolidation of social agreements, through which the
role and power of entrepreneurs in the economy are
increased. For this reason, and to coincide. with the
dominant doctrinal theses in the Western world, those
processes usvally reinforce the business community’s
confidence in government policies, with direct effects
~hopefully~- on the stability of the exchange markets
and, together with other factors, on the private
propeunsity for capital formation. '

2. Deregulation

The ideological debate on deregulation occurs again
between those who want to broaden the domain of the
market and those who are concerned about preserving
intact the realm of public action or, what amounts to
the same thing, the tension between economic
freedoms for private production and the social need to
limit those freedoms in order to meet goals of a
different kind.

Other doctrines have arisen in opposition to the
traditional thesis that regulation is the answer for the
defects of the market and protects public interests
(Wilson, 1980). According to some of these doctrines,
regulatory agencies are born as enterprises,
legislatures, political parties or factions, or come to
be dominated by the groups to be regulated or
interest groups (Stigler, 1971; Mazmanian, 1980).
This gives rise to rents, i.e., highly concentrated
benefits which are the incentive for covering the costs
of lobbying and the political struggles involved in
obtaining ad hoc regulatory statutes.
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The criticisms of regulation move on two distinct
levels. First, they are part of the thesis that any State
intervention creates more problems than it solves.
Second, it is argued that sooner or later regulatory
agencies and regulatory procedures are taken over by
those to be regulated (Stigler, 1971). To think,
however, that regulations end up by being at the
disposition of those to be regulated is equivalent to
denying that Governments can represent or fight for
general interests, or that the public or consumers can
organize themselves effectively to pursue certain
ends.

On another level, the critics casuistically point
to instances of distortions or deficiencies or where
the original objectives of regulation were subverted.
And from there, without examining cases to the
contrary or explicitly denying the need for State
intervention, they proceed (o generalize the
anti-regulation theses.

The real world is less extreme. Government
agencies do not have absolute discretion in imposing
criteria, nor are they entirely captive or passive actors
in the face of interests that intervene in the definition
of regulations. It is true that corporate agreements are
concluded and could harm general interests. There are
also excesses and errors in regulation and serious
shortcomings in some institutions or agencies that
apply them, Also, economic and technological
changes™ can eliminate the defects of the market,
making regulations unnecessary; adopting new
objectives and social strategies can have the same
effect. Finally, recognition should be given to the
effects of the changes on the context of political
forces —~movements of the relative power of interest
groups— which lead to formal or substantial changes
in regulatory structures. s

19 Interest-group behaviour with respect to regulation is
asymmetrical: while producers are few and can easily organize to
obtain important benefits, consumers are many, the costs of
organiziag them is high, and the benefits they obtain are scarce
(Olson, 1971). Therefore the interests of the non-regulated tend to
be underrepresented in the political process of defining the rules of
regulation. Even so, important exceptions exist, as shown by the
ecological movement which is spreading to many countries.

2 An example would be the cellular telephone which ends
some of the usual defects of markets for telephone services,
by allowing for open competition.

HA specific case is the nationalization of the banks in
Mexico in 1982 and then the reverse movement of reprivatization
in 1990.

In any case, it must be admitted that economic
regulation regimes are determined more and more by
the interaction between Governments, public
enterprises, large private corporations and, in some
cases, the trade unions —that is to say, by the tensions
and the arrangements, cooperative or otherwise,
between the more important and larger economic
organizations of a country. These are the main players
in an eminently political and corporative game, where
the individual citizen or the small enterprise is lost in
the crowd. Not only are the form and content of
regulations defined in this way, but also the decision
as to what to include or exclude from the regulatory
regime itself. Therefore, eliminating those regimes or
reducing them to a minimum means, ultimately,
yielding the stage to only one actor: private
enterprise.

State participation in production, economic
regulation, and industrial-policy formulation does not
lend itself to universal concepts, nor are there simple
rules which render it immune from the errors of the
past or lead it infallibly to close the underdevel-
opment gap. The State does not exetcise its economic
functions in a vacuum. They have a historical
character, namely, a link with the prior evolution of
the economy and the degree of development reached.
It would make little sense to organize a State
enterprise to produce textiles in Germany, but it
might make a good deal of sense to do so in a small
country in Africa or the Caribbean.

On the other hand, those State functions also
have an institutional and political dimension, in so far
as they are inscribed within specific formulae for
organizing the relations between civil society and the
Government. The French bureaucratic tradition,
expressed in hierarchical administrative forms,
implies much more regulation of economic life than
would be allowed, for example, in the institutional
structure of the United States.

Historical facts and institutional frameworks
specific to each nation contradict the a lleged
scientific objectivity that some people seek to claim
for the debate on State intervention in economic
affairs. Furthermore, the basic. issue is strictly
axiological, in so far as it is a question of choosing
between social goals. Economistic approaches try to
make economic freedom the fundamental social
value. The autonomy of the individual is to be
maximized, expressed in the free play of the market;
correlatively, State interference in private affairs is to
be reduced. For this reason, economic efficiency
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(static efficiency in allocating investments) is taken as
the guiding criterion for directing the behaviour of
enterprises. Moreover, apart from the theory, private
enterprise is considered superior to State enterprise.
Thus, the more the privatization and the less the
regulation, the more the “Pareto” gain, and the same
amount of that gain can be obtained from removing
any objective other than managerial efficiency in the
enterprises that have to remain within the purview of
the State.

The presupposition here is that there is an
intrinsic harmony among economic goals and
between economic and social goals, such as freedom,
justice or democratic moderization. But if one
admits, as happens in reality, that goals can be¢ in
opposition or conflict with one another, to single out
one of them —freedom of the market—- means reducing
social phenomena to predominantly economic
categories. In addition, the choice between objectives

does not lend itself —despite claims to the contrary— to
purely technical solutions. Admittedly, the citizens of
one country might prefer economic freedom to
collective equality or autonomy. But that does not
scientifically validate the option. That option is
legitimated by another logic, based on consensual or
democratic decision-making processes.

In summary, the massive transfer of the State’s
functions to the market involves transposing the most
important objectives of society. So long as that fact
remains hidden in ideological labyrinths and
technocratic messages, decisions will be adopted
without indispensable public consultation and
scrutiny regarding key issues of social life.
Discussion of these issues constitutes the very proof
of democratic modernization. Even so, on less general
levels, there are clear needs, at times urgent, {o adapt
and modernize the ways the State intervenes or
regulates the economy.

VII
Legitimate changes in State intervention

The role of the State in the economy necessarily has a
series of historical and institutional bonds which give
it consistency and efficiency, but which are also a
source of tension when that role has to be changed
according to economic policies for the future. On the
one hand, the State assumes powers that vary a
fortiori with the degree of development attained. On
the other, on a less general level, coherence has to be
achieved between government intervention and the
strategies that are implemented in a given period. A
third dimension that has arisen or arisen again more
forcefully in recent years is the internationally shared
responsibility for a global economic and financial
stability that cannot be left entirely to market forces,
and for protecting a planet in ecological risk due to
the very advances of industrial civilization.

Thus the State’s intervention in_economic life
cannot be seen as a fixture, rigid, without a temporal
dimension. To the contrary, each historical stage has
its specific attributions, which need to be periodically
adapted to the changing needs of each society.

In the light of the circumstances in Latin
America, the styles of State intervention urgently
need to be changed so as to assume new functions
and fill vacuums, as well as renew, put in order, or
abandon areas that are no longer priorities. Strictly

speaking, the possible frontiers of change are
sufficiently broad to leave room for a variety of ways
of integrating the public and private domains, if the
extremes of placing everything or nothing under State
conirol are excluded. No precise formulae exist,
however. Each country has to test, with success or
failure, the process of establishing the new boundary
between the functions of the market and those of the
State.

A bird’s eye view of current problems presents a
complex panorama, precisely because of the
enormous accumulation of demands for change in the
economy and societies of Latin America. A series of

~ new fields exists which should be covered by State

intervention. There are other new fields which should
be left to the private sector. Some conspicuous cases
illustrate this.

In the future, Latin American countries will have
to give more emphasis to the extension and exercise
of social rights to education, health care, housing,
nutrition and employment, in order to attenuate the
systemic trends towards concentrating wealth and
economic power. Here the strengthening of
democracy, the previous concentration of wealth, the
burdens of the adjustment in the 1980s, and the
detnonstration effect of the welfare State in the
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industrialized countries will be driving forces for
State intervention. And the same will be true for the
protection of the environment where common needs
and universal concerns combine.

The State’s traditional function is to structure and
restructure relations with the exterior. A good number
of the changes in the style of government intervention
will have to centre on this subject.

In general terms, while the interdependence
between nations is growing, organization of the
international economy is in a stage of transition
where the adjustments to the new multipolar world in
the North have not been completely made, nor is the
new division of labour between North and South
clearly established. So long as these questions remain,
policies to renew the insertion of Latin America into
the world markets, together with the transmission of
major economic shocks from abroad, will make it
necessary to implement activist policies with respect
to international economic relations. International
policies are more and more coordinated, especially in
the first world. For example, in the well-known cases
of management of the external debt or administration
of exchange markets, where government interven-
tion and coordination among Governments, central
banks and international credit institutions are already
a virtually permanent characteristic of the collective
efforts of the indusirialized nations to reduce
international financial instability. It should also be
noted that the world economy is far from reproducing
the model of free competition. Oligopolistic practices
are  proliferating?*  Governments  frequently
manipulate markets to favour national interests, and
enormous trade imbalances subsist among the
industrialized powers themselves.

In the opposite direction, i.e.,, the reduction of
State intervention, an important fact is that Latin
American development has created entrepreneurs and
technicians capable of undertaking their own
adventures, where the State was the only actor barely
a few decades ago. In that regard, public enterprises
in already consolidated sectors —and where there are
no defects in the market— could be privatized or enter
into agreements with private interests in order to
facilitate direct State concentration on activities
where the structure of supply needs to be

2 Ror example, trade within transnational corporations
(between parent companies and their subsidiaries and between the
subsidiaries themselves) constitutes a third of world trade (Gilroy
B., 1989). *

transformed. In some cases, of course, State
enterprises could simply be privatized, Others will
call for successive regulatory formulae where there
are risks connected with deficient market
functioning.%» It should be emphasized that
substituting regulations for a public enterprise is not
always an easy task; it requires scarce resources and
organizational forms little known in the third world.

Along these same lines, it should be observed
that institutions and regulations usually survive longer
than the problems they were designed to solve. Many
public enterprises began historically as failed private
projects —50% in the case of Mexico (Casar, 1988)-
which the State took over for reasons of employment,
sectoral and regional development or other considera-
tions. Thus Governments passively allowed the
number of public enterprises to swell. And then, once
placed on a sound footing or supported by subsidies,
they remained within the public sector, even though
they did not produce strategic goods or services.

There are also State enterprises which, after
playing an outstanding role in development, have
become unimportant for future-oriented strategies.
Also here, as in the previous case, bureaucratic inertia
can continue to invest or increase productive
capacity, to the detriment of an optimum allocation of
resources.

These observations lead directly to the
correspondence between the pattern of development
and the styles of government intervention in
economic life. Take the case of the transition from an
import-substitution strategy to one of open export to
the international economy of a broader range of
products. That implies totailly removing many
previous forms of State intervention, as well as
amending the roles of productive agents and social
actors. External demand has to become the driving
force which the domestic market was in the prior
phase. Local and foreign entreprencurs have to
replace the State to a large extent in promoting
investments and production. The previous goals of
increasing the quantity of production to meet
already-created demands and protected markets have
to cede to goals of improving the quality of supply in
those areas of production having actual or potential
comparative advantages for international trade or
deliberately promoted integration schemes.

23 In the United Kingdom, a country where privatization has
been strong, complex regulatory systems had to be established,
made up of commissions, courts and codes of conduct for activities
transferred to the entrepreneurial sector.
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In that functional context, protectionist
intervention and regulation make no sense and should
be dismantled as quickly as adaptations of supply
and the reaction of the social actors who will have
to exercise future economic leadership permit. The
logic of opening up to other couniries implies
dismantling the bureaucratic framework as regards
tariffs, controls, licenses and other restrictions to
international trade and capital movements.

On the other hand, promoting exports will
demand other kinds of policies and interventions:
changing the structure of relative prices, providing
specific incentives, from financing and modernizing
infrastructure for international trade to promoting
productivity and retrofitting in activitics chosen
according to priorities, In other words, export policies
call for creating a favourable macroeconomic
framework, but also micro-economic policies that
remove the bottlenecks hindering the development of
specific activities. 2 Here the typical backwardness
of developing countries and their chronic scarcity of
resources oblige them to specialize and decide what
products, branches or sectors they should modernize
for international trade. Of course, mistakes can be
made, but this is one of the few ways to create
dynamic comparative advantages deliberately.

Making the external sector the pivot of future
development ~perhaps the only realistic solution for
the problems of Latin America— presupposes firm
commitments between Governments and  entre-
preneurial sectors with regard to the content of
economic policies, agreements usually backed by the
international financial organizations and bilateral-aid
agencies. Consequently, external liberalization
implies, together with privatization and deregulation,
that the State will cede some autonomy to the national
or international business community, that is, the
market. And here the price has to be paid in advance,
For this reason, it is important to support the success
of strategies for export-led growth, i.c., ensure that
they are not based on lowering labour costs but rather
on increasing competitiveness by modernizing
productive capacity.

2 These ideas are rejected by several economic schools of
thought; they believe that market mechanisms are effective on a
migro-economic scale,

As seen from the experience of small and newly
industrialized oountries, to endure and prosper in
highly competitive international markets demands
ad hoc State support, to compensate for the
advantages of huge transnational conglomerates and
the abundance of resources and technology of the first
world and other already consolidated competitors
(Grossman and Richardson, 1985). ,

Unless Latin America decides to remain passive
in the face of the changes in the international context,
Governments will be forced to act very actively in the
immediate future. Apart from the direct implications
of an opening to other countries, numerous
adaptations have to be made which can only be done
with  reasonable time-frames and costs if
Governments exercise an appropriate interventionist
leadership.

~ One early action is to promote the adaptation,
absorption and development of technologies which
will gradually free Latin America from having to base
its external-trade position on low labour costs. Here
government activism will have to be directed towards
improving centres for human capital formation,
institutions of applied research, on-the-job training
systems, and incentives for firms interested in
retrofiiting or in creating technological centres or
nuclei.

Another important area is the way in which
nations respond to the formation of large economic
blocs in the international economy. It is a question of
analysing an issue complicated by the numerous
options available and the trade-offs between the
economic advantages to be obtained and the
inevitable loss of sovereignty, For example, Mexico
could pursue a union with Central America, a deeper
integration with the countries of the Latin American
Integration Association (ALADI), or free trade or
integration with the economies of the United States
and Canada. Each of these options involves major
changes in the economic, social and cultural life of
the oouniries, which call for active government
leadership both in the negotiating phase and later to
soften the effects of and facilitate the indispensable
adjustments.

Opening national markets is a measure not only
for improving the insertion of countries into
international markets, but also for bringing in
competition to force innovation atid more efficiency
among local producers, to the benefit of intermediate
or final consumers. Paradoxically, then, the State
should back measures for maximizing domestic
competition. It is known, however, that market size
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and the need to compete with large transnational
conglomerates place limits on the fragmentation of
domestic production. Promoting the development of
large enterprises usually creates defects in the
domestic market —lessened by the opening to the
exterior- but that is perhaps the only way of
participating in international competition with some
probability of success. ‘

An analogous dilemma is presented when private
activity is deregulated while bureaucratic controls on

public enterprises are increased (especially in order
to use their revenues and expenditures as an
instrument of macroeconomic control), creating false
competition and damaging the flexibility and
administrative efficiency of the productive sector of
the State. In the cases mentioned, the solution Les in
perfecting the systems for evalvating the effects of
regulations and forms of State intervention, especially
during the transition period and change of the pattern
of economic development.

VIII
Conclusions

From what has been said up till now, it is easy to
deduce the many and complex tasks which the Latin
American State has to perform in order to steer the
more indispensable economic and social changes and
safeguard a transition that is difficult in itself and
difficult because it is taking place in the midst of a
development crisis already one decade old.

The State’s role in economic life has to change,
but it cannot be abolished. It is dangerous to open the
doors to ideological theses that condemn urbi et orbi
all State intervention, simply to justify changes in the
functions of the State without the necessary public
scrutiny of their scopes and implications and the
consequent distribution of their costs among the
population. .

Whether willingly or not, bestowing more
powers on the market, “depoliticizing the economy”,
involves a real transfer of power to the international
or. local entrepreneurial sector. The need for such a
change might be legitimate, but the use of ideological
expedients denotes a lack of confidence in democratic
procedures as a road to social agreement and order.

No doubt a series of elements are involved, such
as the need to promote domestic reforms in
development patterns —which a fortiori affects
unequally the population and productive agents;
geopolitical trends and tensions, perhaps irresistible,
which explain the decline of national sovereignty,
especially in the third world; an increase of world
economic interdependence or the formation of large
blocs in competition with one another, or simply the
illogical copying of foreign models and ideologies.
But while admitting the real challenges and leaving
aside the false ones, it should be equally clear that,
with such enormous changes needed, success depends

on the highest degree of social cohesion. That
presupposes formulating and debating technically,
and especially democratically, the problems and
options, till the needed political agreements are
achieved, and then consensually deciding which roads
to take.

Fortunately for everyone, old-style dictatorships
and militarism, although still latent, have ceased to be
an immediate threat for the political systems of Latin
America. Even so, there are other risks. Perhaps the
most serious one is turning the succession of power
and elections into an empty ritual. Strictly speaking,
the essence of democracy is patticipating in the key
issues of society, such as identifying goals and opting
for the roads to the future, recognizing the limits -of
the possible, determining - ex ante the ways to
distribute responsibilities and benefits among the
population, and revalidating or modifying the terms
of the social pact. Here is where the scant progtess of

- Latin American democracies and the sources of civil

society’s discontent with Governments are visible.
The lack of meaningful dialogue precludes the
political consensuses indispensable for the cohesion
of societies immersed in processes of major changes
and adaptations. The losers in liberalization processes
have essentially been excluded from participating in
the formulation -of economic policy instead of being
reincorporated  into  production or into = the
decision-making process. The risk exists, then, of
increasing social domination instead of freedom, in so
far as the economic means of control can be highly
concentrated.

These tasks are intrinsically important in every
society that hopes to be modern. They are even more
important today because of the ideological vacuum
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created by the crisis of the left and the onslaught of
neo-conservative doctrine (Paramio, 1988). There is a
real risk, then, of subverting the State’s capacity to
maintain balance and of widening even further the
huge gaps in the economic situation of countries and
of their distinct social components. Social values
have a historical character. The notion of what is fair
and unfair in the distribution of power or wealth
changes with time. That economic stagnation and the
gradual or rapid concentration of income, or its
reverse, the dissemination of poverty, become
acceptable facts in Latin America is a terrifying
perspective, but one that is certainly possible, to judge
from the experience of the last decade. That,

however, would almost inevitably lead to making
formally democratic societies increasingly ungovern-
able. The reason why is clear. So long as widespread
demands for justice and economic improvement,
security and freedoms are not met or accepted
consensually, Governments will inevitably be cut off
from those they govern. Recent electoral results are
good proof of the backwardness of the political
systems of Latin America. Their undemocratic
isolation in decision-making, added to the real
difficulties in meeting popular demands in the fields
mentioned, have led and will continue to lead
Governments of every pohnul persuasion to
electoral defeat.
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This article analyses the importance of the public sector in
Latin. America and the Caribbean for the development of
the region, although, due to its preliminary nature, it does
not explore the differences to be observed between the
various national economies.

In the first section, considerations relating to the role
of economic agents in the development process are
formulated. It is argued that the focus which results from
examining the economic participation of the public sector in
purely “quantitative” terms should be changed for ome
which would take into account the characteristics of the
‘economic system as a whole.

The analysis and description of the Latin American
and Caribbean public sector that is presented.in the second
section highlight important differences with respect to the
industrialized nations and some developing countries of
East Asia, as well as the existence of a considerable degree
of heterogeneity within the region. In the same section, it is

conciuded that there are different patterns of relationship .

between the public and private sectors, varying according to
periods and countries. It is demonstrated that the principal
public sector characteristic that is common to the countries
- -of the region is the depth of the fiscal-budget crisis, with its
sequel of macroeconomic effects; on the other hand, it
becomes apparent that the type of adjustment used tends to
weaken the recovery capacity of this sector,

The third section deals with the subject of the State
~ and development in the 1990s. After a description of the
present logic of public intervention, there is an analysis of
the macroeconomy of changing production patterns, the
redefinition of the direct and regulated participation of the
State in the economy, social and egalitarian pollcies, special
measutes favouring structural chamge, and public
institutions and their performance.
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Introduction

Latin America is submerged in a crisis the gravity of
which is comparable only to that unleashed by the
Great Depression. Just as occurred then, the internal
order of the countries, as well as their insertion in the
international economy have been questioned. Perhaps
the principal difference lies in the fact that there has
been a reversal of the changes considered to be
indispensable: whereas in the 1930s and 1940s
greater public intervention in the economy became
necessary and participation in the wotld economy
underwent an abrupt decline, at present the alternative
sought is characterized by amplification of the scope
of private activities and a deepening of the financial,
commercial and productive insertion of the region in
the world economy.

The transition under way shows both creative
and destructive components, which can ensure that
the resultant institutional structure will be shaped by
contradictory forces and tendencies, making it
difficult to forecast its design. The State will be, at
once, the object and the subject of the economic and
social reorganization, given its indisputable
importance in both respects. The State must preside
over its own reorientation, in spite of the difficulties it
faces and in the absence of a consensus and of criteria
that are sufficiently well-defined for such a process,
The public sector forms part of the problem and,
likewise, of the solution: hence the inconsistency of
the policies that are frequently proposed. We are
witnessing a crisis of the State, which is passing
through various dimensions of reality and which
manifests itself in social, economic, political and
ideological spheres.

From the viewpoint of positive economy, the

- State is of great significance, both direct and indirect,

In fact, some present problems derive from this
condition or from some of its properties. From the
viewpoint of a regulated economy, the application of
a strategy for changing production patterns with
social equity involves a vast agenda for the State. If
the matter were not so evident for the region, it would
be even paradoxical: the State is an essential actor
even if there is an effort to diminish the productive
participation of the public sector or to alter the level
of economic regulation. A public sector role is
necessary, not only for the determination, in each
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country, of the specific objectives of changing
production patterns with social equity, but likewise
for the specification, application and evaluation of
functional policies. From a different standpoint, it is
in the State where the political options required. for
such a -strategy can - crystallize and where the

macroeconomic objectives of the foreign debt
conditionality are negotiated.

1t is probable that the State oonstltutcs the most
relevant theme in the Latin American economy. For

- this reason, it is essential to approach the subject with
‘a pragmatic attitude, that is to say, without ideologies.

A general view

1 The public sector and the private sector in
regional developmem

Unlike what occurred in other situations considered to
be typical, in which a relatively strong and
homogeneous civil society: organized ‘itself into a
national State, in various countries of the region the
State has played or’is playing the role of keeping the
civil society together, The relatively precarious social
and -political ‘structure of various Latin- American
countries required the support of the State, which thus
became the arbitre and participant in a vast range of
econoniic, political and social transactions, as well as
the touchstone of ideologies, political positions and
development strategics. The same reasons which led
it to assume such important roles eroded, however, its
strength: a technocratic vision of the common good
had to coexist with strong tensions and sectoral
clashes initiated by groups that were fighting to
receive privileged attention for their -individual
problems. This aggregate of relations, in turn, was
‘strongly influenced by ideclogical views, frequently

originating in attitudes that had little to do with local

needs. -
‘The discussion of the role of the public sector in

Latin' American and Caribbean development is an old -

one; however its elements have been changing and, in
recent - years, have undergone  substantial
maodification. '

The controversy over the virtues and defects of
the economic performance of the public and private
sectors has traditionally been carried on in ideological
and exclusive terms, frequently removed from
regional realities. Whereas the public sector appeals
to the general interest, the private sector seeks greater
‘efficiency, feeling suffocated by excessive extension
of the public sector. Both exiremes have ingredients

- co-determination;

of objective validity, as well as elements of
- representation. They share a standard appraisal of the
.agent for which they plead, while their policy

prescriptions are essentially quantitative: more private
sector-or more public sector, :

In practice, however, it hias been proved that the
public sector does not always serve the general
interest most efficiently and that often the private
sector does not operate under conditions of petfect
competition. It is not customary, in the region, to

“encounter price wars, the seizure of technological
-income and firms with high rates of capitalization.

Many subsidies lack technical 3ust1flcat10n certain

“incentives originally established as temporary often
;turn out to be permanent, and internal and external

protection goes beyond what is advisable, lasting for
excessively long periods; capital markets are small
and not very transparent; credit is severely rationed,

.which, - moreover, discriminates against risk or

long-term operations; and in sevéral countries capital

-flight is of considerable magnitude. .. -

‘The relation between the public and private
sectors in Latin America and the Caribbean is far

‘from being unanimous and constant. In some cases

and periods it has been one of complementarity and
in others, “of distance and
confrontation. Frequently, the public sector has
opened up paths for the development of the private
sector, through large-scale investments in
infrastructure; the granting of subsidies for various
cost components, such as financing and labour; or

‘regulations for the pi'otcction or encouragement of

national industry. Disagreements have been numerous
but there has frequently been  a mutually-
advantageous symbiosis. Thus there has been
experience with utilization of the public sector for the
benefit of exclusively private interests, as well as
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examples of suffocation of private activity by the
State; likewise, nationalization of the economy and
privatization of the State have often occurred as part
of a single process.

The development of the public sector in the
region”has been, moreover, heterogeneous. In some
countries it has promoted the development of private
activities; in others it has favoured its own
socio-political role. In some countrics the State is
strong and technocratized; in others, weak, seeing
itself periodically flooded by new political waves.

In general, public intervention in the economy
has had a favourable effect on several aspects of the
region’s development, thanks particularly to large
investments in areas crucial to growth, in which the
private sector did not enter, owing to weakness ot
aversion to risk, or for both reasons. The broadening
and improvement of the physical infrastructure and
communications, energy, education, and the solution
of vadous industrial bottlenecks are among the
achievements of the public sector. This likewise had a
positive, although quite heterogeneous, effect on
social welfare (Mesa-Lago, 1985).

Public intervention had, however, a number of
shortcomings. In the area of goods and services,
projects were often poorly evaluated, had low
investment returns, and were subject to non-economic
goals, without subsequent evaluation. With respect to
incentives and regulations, - excessive protection
frequently generated revenue problems. Actions
oriented towards social development favoured, in a
preferential way, sectors with some degree of
economic insertion, reaching the poor to a lesser
extent. In public administration itself, there was a
tendency for inefficiency, bureaucracy and
overemployment to prevail. On the other hand, the
intervention of the public sector was losing
effectivéness as a result-of various related processes:
while the tax base was eroding, the social and
economic functions assigned to the State continued to
expand, along with the magnitude of transfers to the
different social groups. Although preconditions for
transferring State responsibilities to the private sector
were reached in an aggregate of areas, the decision to
proceed to take such action was lacking. Inadequate
regulatory  standards restricted the potential
contribution of direct foreign investments to regional
development,  limiting their operations to the
respective national markets and granting them an
unjustified level of protection,

The private sector, in tum, frequently
demonstrated aversion: to. productive risk:- and a
tendency to transfer capital abroad, to arrange tax
havens, and to establish vested-interest relationships
with the public sector. On the other hand, it
frequently failed to respect its tax obligations, despite
the high concentration of income prevailing in the
region.

All in ali, the public sector and the private sector
are, simultaneously, the cause and the effect of
the characteristics of the development process in each
society, to the extent that in several cases they share
virtues and weaknesses. The resultant economic
system has, on' the whole, been characterized by low
levels of productivity, profiteering, price distortions
and slow technological progress (Fajnzylber, 1989).
The evasion of taxes and of controls, the
payment of bribes, and illegal foreign trade activities
are illustrative of a strong tendency to seek easy
profit.

This summary analysis leads to the conclusion
that the cause of the present crisis in the
public-private sector relationship is more complex
than the mere presence of an inefficient and
semi-paralytic State, which has an erosionary effect
on its surroundings. The public sector is one of the
endogenous variables whose interaction make up the
pattern of regional development: to isolate it
analytically can take us farther away from an
understanding of reality instead of bringing us
loser to it.

2. The main analytical problem: smaller or better
public sector?

The basis for the insertion of the public sector in the
economy is the proof that the market reveals several
“flaws”. Among these are imperfections that make
competition difficult, the existence of public goods,
the presence of externalitiecs and insufficient
information (Stiglitz, 1986). The markets of the
countrics of the region are characterized by the
existence of entry barriers, the lack of apprenticeship
opportunities in practice, and the absence of
technological income.

Since the beginning of studies on “development
economics”, there has been agreement that the role
of the public sector is naturally greater in the poor
countries, given the generalized existence of
externalities and distortions, in both financial and
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product markets, and the lesser availability, in
quantitative and qualitative terms, of information for
private economic agents. It is clear that differences
between countries of different development levels
are related not only to factor endowment but
also to. basic aspects of economic organization,
including the functioning of markets. The aggregate
of economic organization is what limits the action
possibilities of firms. The “market flaw” is definitely
more generalized in developing countries, where
imbalances are more extensive and deeper, with
frequent cases of high levels of inflation and
underutilization of the work force (Stiglitz, 1989). .
The above-mentioned deficiencies often
correspond to true market flaws, voids, or semi-voids,
that the public sector has tried to fill. In the literature,
this type of problem is considered to be a “dynamic”
flaw (Rees, 1984). By definition, public sector
activity in these cases should be purely temporary.
Thus it is apparent that there have been, and are,
theoretical bases for “cotrect” public intervention;
consequently, there is no point in seeking the
automatic optimum of non-public intervention (Toye,
1987). In some cases, the possibility of making
“market” cotrections for “market flaws” has been,
during long periods, either scarce or non-existent.
There is no doubt that there also exists what
could be called “State flaws”, since government has
various deficiencies, some of which, such as those
observed in the matter of information, are shared with
the private sector. Occasionally, State intervention
can effectively block the development or
improvement of various markets. Likewise, it can
make important strategic mistakes in the management

of the main macroeconomic variables, as occurred
with the management of the foreign debt. It is clear
that the public sector can intervene inadequately (Lal,
1985) or for too long, thus impeding or preventing
private relief activity. From another standpoint, there
is the risk that State regulation may be promoted by
private interests, for the purpose of obtaining undue
profits (Buchanan and Tullock, 1962; Stigler, 1971;
Pelizman, 1976), with the possible result of
socially-negative effects (Pera, 1989).

In short, it is a matter of trying to reduce, and at
length coirect, the adverse effects of market
imperfections. For this purpose, we must recognize
the potentialities and the limitations of government
intervention for correcting market flaws or faults.
Since two imperfect entities are involved, each must
specialize, although not necessarily exclusively, in
those functions which it performs better and for
which it is more indispensable. The production
function belongs primarily to the market and the
private sector; the State should be concerned with
promoting macroeconomic equilibria and increasing
degrees of equity, as well as with eliminating
bottlenecks  critically  affecting  development
—availability of foreign exchange and savings and
investment processes (Ramos, 1989).

The quality of State intervention is an important
subject and therefore the analysis cannot be limited to
merely quantitative aspects. Less State, in the
abstract, is not always advisable: on the other hand, it
is always possible to think in terms of better State
intervention. ‘

The public sector in Latin America and the Caribbean

1. An overall view

Whether as direct agent or regulatory body, the public
sector has influenced, and is influencing, in varying
degrees, basic aspects of regional development:
financing and . investment; income distribution and
social development; and foreign trade. In the first of
these it has operated through public firms in a variety
of sectors, with different agencies serving as financial

intermediaries, through the provision of public
services and the transfer of subsidies to the poorer
sectors and, occasionally, with domestic and/or
international trade institutions. A considerable part of
the region’s technological research and development
efforts has been realized in the public sphere.

On the other hand, the public sector regulates,
with different coverage and purpose, various prices
that are strategic for the functioning of the economy
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and for such micro-economic decisions as those
relating to exchange rates, interest rates, tariffs and
other foreign trade restrictions, minimum salaries and,
at least partially, the readjustability of wages and
salaries, among others. '

The public sector includes activities of different
origin and aim. They correspond grosso modo to the
State as developer, the welfare State and the State as
saviour of private firms with problems: the public
sector includes assets transfetred, for varying reasons
and -in different ways, from the national and
transnational private sectors.

1t is difficult to quantify adequately a role which
is so multifaceted and whose characteristics vary
significantly between countries and periods. In
general the indicator used is the size of public
expenditure with respect to the GNP, which
fluctuated around 30% between 1982 and 1984 (IMF,
1989). This average disguises an important degree
of heterogeneity of the sector in the region, since
the range of participation is between 11 and 55%
(table 1). While recognizing problems of an
accounting and institutional nature, which erode the

reliability of statistics, it is unquestionable that the

differences between countries are substantial. The
heterogeneity of the public sector is a basic datum of
the regional situation.

Table 1
EXPENDITURES OF THE GENERAL
GOVERNMENT AS A PERCENTAGE OF GNP

Country Percentage Year
Brazil 549 1987
Suriname 52.7 1986
Nicaragua 47.7 1988
Barbados 446 1987
Panama 33.7 1987
Argentina 334 1987
Chile 30.1 1987
Mexico 26.9 1984
Uruguay - 26.0 1984
Venezuela 227 1979
Costa Rica 225 1985
Colombia 182 1983
Peru 17.8 1987
Dominican Republic. 143 1983
Guatemaia 138 1983
Paraguay ‘ 118 1984
Bolivia 113 1986

Source: International Monetary Fund, Government Finance
Statistical Yearbook 1989, vol. 13, Washington, D.C.,
1989, p. 113,

The World Bank has estimated price distortion
indices for different countries which may indicate

“the relative scope of the regulations imposed by

the State (World Bank, 1983). However, this
approach is debatable, in its methodology as well as
in its substance. Even so, it provides evidence of
the dispersion prevailing in the degree of incentives
and restrictions of the different countries of the
region.

In- addition, public participation in financial
affairs =~ shows  considerable = heterogeneity.
Undoubtedly, the public sector has played a decisive
role in capital accumulation, going beyond the
problems of financing, destination and the results of
such investment.! The participation of the public
sector in regional investment is 41%, with important
fluctuations according to country and period
(ECLACG, several numbers).

The public sector’s role in foreign trade varies
greatly from one country to another. In some cases it
is the main exporter while in others it has no direct
participation at all in sales abroad. The same
dissimilarity prevails for the public sector’s role in
administering national imports. '

A similar situation is found for the participation
of the public sector in various economic activities.
At the beginning of the decade, the largest public
firms were concentrated in the energy sector (38 to

‘ 78%), whereas communications represented 3 to

13%; transport, from 1 to 8%, trade, 1 to 7%, mining,
1 to 4%; and manufacturing industries, 1 to 14%
(table 2). In the industrial area proper, its presence
has, in general, been less, -given that the
transnational firms predominate here, this being one
of the discrepancies between experience in the region
and that of the recently industrialized Asian countries
(Gereffi, 1989). The share of the public sector in
sales of th e 50 largest firms of the industrial
sector reached an average of 15% in 1983
(ECLAC/UNIDO, 1985).

1On the other hand, it has been observed that the
classification of government expenditures is frequently
debatable or inconsistent. For the case of Colombia, see
L6pez, 1989,
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Tabie 2

SIX LATIN AMERICAN COUNTRIES: CLASSIFICATION BY ECONOMIC ACTIVITY OF THE 50 PUBLIC
ENTERPRISES WITH THE HIGHEST SALES VOLUME, 1983

(Percentages)
Branch of economic activity Argentina®  Brazil Colombia  Chile Mexico Venezuela
Agriculmre - - - - - -
Mining - 4.7 - 48.8 1.6 23
Manufacturing industries (13.1) (14.2) - (78 (12.0) ©4
Non-durable consumer goods 48 28 - 73 -
Intermediate goods 8.3 11.3 - 6.5 4.7 9.4
Automotive industry - - - - -
Capital goods - - 13 - -
Household appliances - - - - - -
Energy 48.6 70.3 727 38.1 775 63.9
Petroleum 327 62.6 65.7 26.5 715 58.9
Blectricity 15.9 17 7.0 11.6 - 5.0
Coal v - - - - - -
Other fuels .92 - - - - -
Construction - - - - - -
Trade ' - 29 6.9 - 0.8 1.7
Transport - - - - - -
Railway (or land) 3.0 2.6 - - 1.8 -
Air 7.0 . . 2.0 19 1.1
Maritime 3.7 - N - 0.8 0.6
Communications 13.0 53 127 3.2 36 2.5
Finances - - - - - -
Health - - - - - -
Education . - - - - .
Others 24 - - - - 184
Total: 50 firms 100.0 100.0 100.0 100.0 100.0 100.0

Source: Joiat ECLAC/UNIDO Indusiry and Technology Division, “Empresas estatales y privadas, nacionales y extranjeras, en la estructura
industrial de América Latina”, Industrializacién y desarrollo tecnoldgico, Informe No. 1, Santiago, Chile, September 1985, table 6.

*1982.

~ As noted elsewhere, in Latin America and the
Caribbean the public sector is handicapped by fiscal
fragility of a structural nature. The considerable
investment activity of the State and the constant
expansion of social services, public employment and
subsidies have had their counterpart in considerable
increases of the tax burden. However, this tended to
grow less than the share of public expenditures in the
product, owing to the insufficient broadening of
the tax bases and, in many cases, to the erosion of
tax payments. In some countries and periods, fiscal
deficits allowed the State to carry out iis
development-promotion and redistributive functions
without major macroeconomic  disturbances,
receiving resources from abroad ot from the domestic
private sector. In most cases, however, it was
necessary to have recourse to inflationary financing.
The accelerated indebtedness of the 1970s and the

internal financial crisis added an intolerable burden to
fiscal expenditures, with the result that in most of the
countries the undetlying fiscal fragility was
converted, at the beginning of the 1980s, into an
outright fiscal crisis (Altimir, 1990).

The establishment of public enterprises resulted
from different motivations: the provision of certain
public goods and services based on a natural
monopoly or corresponding to services it was desired -
to subsidize; the correction or patching up of the
market flaw in sectors or activities where the private
sector showed no interest or no capacity for investing;
the nationalization of firms for strategic reasons or to
save them from imminent bankruptcy that would have
serious social repercussions.

The heterogencous universe of these public
enterprises shares diverse problems, mainly financial
and administrative. The first of these can originate in
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price-subsidy policies, the absence of adequate
control over operative and investment costs,
overlapping economic and social goals of difficult
joint evaluation, or in the practice of systematic
transfers to the government, including credit
resources secured through borrowing abroad. With
respect to administrative problems, the executive
function is commonly unstable and subject to an
aggregate of restrictions that hamper or distort the
development of the main activities. In other
cases, the enterprises operate with  great
independence and follow their own bureaucratic
goals, showing very little coordination with the rest
of the public sector. - R

Table 3

STATE-OWNED ENTERPRISES: VALUE ADDED
AS A PERCENTAGE OF NON.-AGRICULTURAL
GNP AND FIXED INVESTMENT AS A
PERCENTAGE OF GROSS INVESTMENT,

1981-1985
(Current prices)

Country 1981 1982 1983 1984 1985
Brazil

Value added 47 35 34 37 35
Fixed investment 258 300 269 244 175
Costa Rica . ,

Value added 01 02 65 79 53
Fixed investment 313 232 179 171 13.2
Chile

Value added 103 13.0 16.1
Fixed investment 139 175 228 293 275
Jamaica :

Value added w 233
Fixed invesiment o 11.0
Mexico

Value added 69 116 148 144 127
Fixed investment 253 243 218 191
Dominican Republic

Vatue added 21 27 30 33 06
Fixed investment 61 74 53 70
Venezuela

Value added 310 268 264 321

Fixed investment 419 522 513 522

Source; Govindan Nair and Anastasios Filippides, How much
Do State-Owned Enterprises Contribute to Public Sector
Deficits in Developing Countries - and Why?, Policy,
Planning, and Research Working Papers series, No. 45,
World Bank, 1988, table 2.1 (background paper for
World Development Report 1985).

Apart from the recurrence of some of the
characteristics already mentioned, until the beginning
of the 1980s, the public enterprises of the region
made up a very heterogeneous group. Some operate
very efficiently in competitive markets, whereas only
the massive transfer of public resources allows the
survival of others, which are highly inefficient and
have little or no ability to capitalize. There are public
enterprises with satisfactory standards of technical
and financial administration, repressed by restrictive
sectoral policies; enterprises that maintain a
vested-interest relationship with private suppliers; and
enterprises that have been nationalized in order to

~prevent their bankruptcy, although they are not

economically viable. As is apparent, the impact of
public' enterprises :on global efficiency can differ
substantially from one case to another.

In some countries State-owned firms have a large
share of gross investment and, in general, quite a
smaller one in total value added (table 3). In this
subsector, as in the public sector as a whole,
investment displays special characteristics and there
are problems of overinvestment and bad
administration. .

The incidence of public enterprises in the
financial situation of the sector varies from one
country to another and, likewise, within each one. In
some cases relatively important transfers from the
ceniral government {0 the enterprises may be
observed, while in others it is the enterprises that are
coniributing to the financial balance of the public
sector as a whole (table 4). In general, in those
couniries where there was a deferment of tariff
adjustment, public enterprises tended to contribute to
raising the public sector’s deficit.

In the period prior to the crisis, quite dissimilar
policies were suggested for public enterprises: in
some cases they were rationalized, bringing their
tariffs up to date and improving their administration;
in others they were used to obtain foreign loans
(Werneck, 1989; Larrafiaga, 1989).

The public sector is an important employer in
most countries of the region; on average one out of
each five urban employees is public, a share that
fluctuates between 6 and 36% (table 5). From another
point of view, public sector personnel are distributed
in an unequal way between the central government,
the decentralized administrations, the public
enterprises, and State and municipal administrations.
In most countrics the first category is the most
significant (Sulbrant, 1989).
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Table 4

NET FINANCIAL FLOW FROM THE
GOVERNMENT TO PUBLIC ENTERPRISES

(Percentages of GNP)
Averages
Country
1977-1982 1983-1985

Bolivia -3.9 23
Brazil 33 2.0
Colombia 1.0
Costa Rica 0.2
Chile -6.5 52
Ecuador 1.0 0.7
E{ Salvador 0.5 -0.2
Guatemala 2.3 0.8
Honduras 19 33
Jamaica
Mexico 1.5 21
Peru 0.5 0.3
Dominican Republic 0.8 1.1
Uruguay -1.7 -21
Venezuela -0.2 02

Source: Govindan Nair and Anastasios Filippides, How much Do
- State-Owned  Enterprises  Contribute in  Devel-

oping Countries - and Why?, Policy, Planning and
Research Working Papers series, No. 45, World Bank
(background paper for World Development Report 1988).

Table 5

IMPORTANCE OF PUBLIC EMPLOYMENT
TOWARD THE END OF THE 1980s

(Percentages)
Total PSP
popula-  Total PSP PSB

Countey ton popula- EAP EAP Utban

PSP tion
Venezuela 16.8 6.0 17.0 21.0
Argentina 16.0 6.3 17.7 203
Mexico 21.6 4.6 147 20.7.
Uruguay 10.8 92 21.7 247
Costa Rica 16.2 6.1 16.4 36.1
Chile 58.9 1.7 50 59
Panama 14.2 7.0 204 34.7
Peru 24.0 4.1 123 17.8
Guatemala 478 2.1 6.8 159
Honduras 60.4 1.7 50 11.7
Bolivia 31.7 3.2 10.0 20.2

Source: José Sulbrant, “El tamaiio del sector piblico en América
Latina. Un estudio de once pafses”, Draft Report,
Caracas, Latin Amercan Centre for Development
Administration (CLAD), November 1989.

PSP: Public sector personnel.

EAP: Economically active population.

From still another angle, there are in Latin
America about 12 650 local governments, whose joint
share in the public expenditures of their respective
countries is less than 10%, except in the case of
Ecuador. The shares of other levels of public
administration in such expenditures shows enormous
dispersion, fluctuating between 2.4 and 73.3% of the
total (IMF, 1987).

2. Some international comparisons

The role of the public sector in Latin America
differs quantitatively and qualitatively from that
observed in the industrialized economies. In the
region, the State intervenes more directly in the
production of goods and services and is an investor
or great importance; it serves as a balance between
a multiplicity of global and sectoral policies and
fulfills the important role of political and social
structuring.

The share of the public sector in the region’s
GNP is much lower than the corresponding figure
for the main industrialized countries, where the
average was close to 45% between 1982 and 1985,
On the other hand, it is higher than that of the
Asian developing countries. As will be seen later,
these differences are explained in part by the
different breakdown of public expenditures by
region. ’

In general terms, the region’s public sector places
greater emphasis on development through public
social expenditure than do some of the Asian
countries, and it pays less attention to defence. Its
regulation is more generalized, frequently not very
selective and incoherent; but its presence in the
technology-led industrial sectors (In-Joung, 1987) and
in investment is less than that observed in- Asja
(Kagami, 1989).

On the other hand, in 1986 and 1987 the public
sector of the majority of the region’s countries
allocated for interest payments a percentage much
higher than that of the industrialized countries (table
6), in circumstances where, at the beginning of the
1980s, the difference was insignificant. The
allocations likewise increased in ~the Asian
developing countries over the same period, but with
less intensity.
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Table 6

COMPARISON OF SOME ITEMS OF CENTRAL GOVERNMENT EXPENDITURE IN LATIN AMERICA AN D
THE CARIBBEAN AND ASIA WITH THOSE OF DEVELOPED COUNTRIES

(Percentages in relation to total expenditures)

Subsidies and .
Type of expenditure other current Interest Cap 1'ta! Wages. and
transfers payments expenditures salaries

1982

Latin Ametica and the Caribbean 354 12.8 154 16.6

Developed countries 49.0 9.7 56 13.5

Asia® 23.6 85 19.6 14.2
1983

Latin America and the Caribbean 325 17.0 12.2 16.3

Developed countries 49.0 10.2 5.0 133

Asia® 232 10.0 188 14.9
1984

Latin America and the Caribbean 329 205 11.0 16.0

Developed countries 485 112 47 129

Asia® 239 113 177 15.1
1985

Latin America and the Caribbean 289 23.6 10.7 158

Developed countries 471 124 5.0 12.6

Asia® 243 113 17.6 14.6
1986

Latin America and the Caribbean 29.5 28.0 11.0 14.7

Developed countries 478 12.4 52 12.7

Asia’ 23.1 121 183 14.8
1987

Latin America and the Caribbean 243 253 9.6 125

Developed countries 48.0 12.2 43 13.2

Asia® 259 145 16.6 15.5

Source: International Monetary Fund, Government Finance Statistics Yearbook 1989, vol. 13, Washington, D.C., 1989, pp. 70-77.
? Includes Bangladesh, Burma, India, Indonesia, South Korea, Malaysia, Pakistan, Singapore, Sri Lanka and Thailand.

Public sector capital expenditures in both Latin
America and Asia had a higher incidence than those
of the industrialized countries, despite their decline
since the beginning of the crisis. The sharpest decline,
however, occurred in Latin America and the
Caribbean, owing to the type of adjustment applied.

The share of wages and salaries in the region’s
public expenditures declined steadily, so that the area
dropped from being the highest to the lowest of the
three groups of couniries considered in 1987,
Subsidies and other current transfers have less
incidence than in the industrialized countries and in
1987 fell below that corresponding to Asia. Behind
these averages, of course, are hidden significant
national differences.

The breakdown of public income in the three
groups of countries also reveals marked

discrepancies. The share of taxes on capital is lower
in Latin America and the Caribbean, but in this region
social security is much more important than in Asia,
while at the same time being low in comparison with
the industrialized countries. (Moreover, some Asian
countries do not include the social security account in
the central government.) The share of taxes on
foreign trade transactions is substantially less in the
region than in Asia, but much higher than in the
industrialized countries (table 7).

For Latin America and the Caribbean the ratio of
tax revenue to GNP-is significantly lower than that
prevailing for the industrialized countries, although it
is higher than that for the Asian countries. The burden
of taxes on profits and capital is noticeably lower in
the region, which means that the weight of public
expenditure there is distributed less fairly.
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Table 7
BREAKDOWN OF CENTRAL GOVERNMENT INCOME IN LATIN AMERICA AND THE CARIBBEAN, ASIA
AND THE DEVELOPED COUNTRIES, 1982-1987
(Percentages with respect to total income)

1982

1984

1983 1985 1986 1987

Income and profits

Latin America and the Caribbean 220 193 210 215 219 . 18.3

Developed countries 412 39.7 39.6 40.0 402

Asia® 286 274 259 26.2 222 229
Social security

Latin America and the Canbbean 182 163 17.0 164 18.9 135

Developed countries 314 323 328 327 33.6

Asia® 02 0.2 03 0.3 0.3 03
National goods and services

Latin America and the Caribbean 27.6 1353 353 340 3306 316

Developed countries 151 15.1 153 14.8 14.6

Asia® 33.1 34.9 334 333 34.2 32,7
Trade and international transactions

Latin America and the Caribbean © 14,0 9.8 85 82 9.4 9.1

Developed countries 14 13 1.5 14 14

Asia” 19.1 19.3 19.8 20.1 20.1 21.0
Non-tax income

Latin America and the Caribbean 178 18.6 19.5 209 16.6 282

Developed countries 9.2 100 9.5 9.7 9.1 83

Asia® 16.1 15.1 178 16.6 19.9 19.3

Source: International Monetary Fund, Government Finance Statistics Yearbook 1988, vol. 13, Washington, D.C,, pp. 52.57.
* Includes Bangladesh, Burma, India, Indonesia, South Korea, Malaysia, Pakistan, Singapore, Sri Lanka and Thailand.

The magnitude of the public deficit had been
more or less similar in the three regions until the
recent crisis; from then on, that of the region
increased more rapidly (IMF, 1989).

3. The crisis of the economy and the crisis of the
public sector

The immediate origin of the fiscal crisis is to be found
in the collapse of the financial pattern of the regional
economy which had prevailed during the second half

of the 1970s and until 1981. The phenomenon

affected the public sector disptoportionately, since, in
degrees varying from one country to another, it had to
take over responsibility for a fraction of the private
debt. Two thirds of the swing in the transfer of
resources abroad, equivalent to about 4% of GNP,
correspond to the public sector.

Both exogenous and endogenous factors were
involved in the external financing crisis. Among the
first, those that stand out are the change in the sign of
interest rates from negative to positive; the
deterioration of the terms of trade; and the excessive
amount of risk loans (overlending) granted by

international banks (Mortimore, 1989). Among the
endogenous factors, the most important- are
inadequate project evaluation and indebtedness in
excess of the capacity to repay generated by external
savings.

The public sector assumes a role of protagonist in
adjustment efforts, given its diversified economic and
social - participation and its natural condition as
regulator of the national economy. Almost all the
components of the adjustment programmes,
especially exchange and foreign trade policies, as
well as financial and price liberalization, have
repercussions in the fiscal sphere. The management of
public sector adjustment efforts is a subject of the
utmost importance. Often the role assigned to this
sector in the adjustment has consisted, exclusively, in
its own reduction (IDB, 1984, Marshall and
Schmidt-Hebbel, 1989).

The crisis had a generally adverse effect on the
public budget, but the intensity varied from one
country to another. The interruption of capital flow
limited the public sector’s capacity to borrow abroad,
while the tise in international interest rates increased
the burden of foreign public debt service. In many
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Table 8
LATIN AMERICA AND THE CARIBBEAN: EXPENDITURES FOR CENTRAL GOVERNMENT
FUNCTIONS, 1982-1987
(Percentages of total expenditures)
1982 1983 1984 1985 1986 1987
Defence 56 55 55 45 4.6 5.0
Social security and welfare 234 235 22.7 190 18.5 182
Education 9.9 9.4 9.8 9.2 8.8 9.3
Health 4.9 5.0 52 48 4.8 6.7
Housing 12 22 1.7 14 1.5 1.7
Economic affairs and services 208 221 18.9 17.3 157 131
Mining, manufacturing and
construction 37 39 24 23 1.7 10
Agriculture and others 5.0 6.0 40 36 39 29
Fuel and energy 21 31 2.5 2.5 26 2.0
Roads 22 27 24 23 22 28
Other transport and
communications 2.6 31 31 2.8 22 24
Others 51 3.6 4.7 38 33 25
Other functions 327 30.7 327 427 46.1 46.0

Source: International Monetary Fund, Govcmmcﬁt Finance Statistics Yearbook 1989, vol. 13, Washington, D.C., pp. 56-69.

countries of the region the Governments guaranteed a
fraction of the commitments undertaken abroad by
individuals, thus reaching high levels of public-debt
responsibility. Frequently the cost of the difference
between the interest rate paid and the rate of return
received (especially in foreign exchange) was
covered in the end by the public sector, even though it
had not generated it. On some occasions the
corresponding internal debt of the private sector with
the public sector was watered down, on others, and
with consequent pressure on public finances, the State
subsidized private debtors and the domestic financial
system, in order to avoid breakdown of the latter
(Bresser, 1988; Eyzaguitre, 1989; Lerda, 1989).

Following the interruption of net external
financing, countries had to use domestic capital,
which led, among other measures, to the creation of
money in circulation; the introduction of changes in
reserve requirements, the requirement for banks to
maintain public bonds at controlled rates; the
imposition of government controls over interest rates,
accompanied by credit rationing; the concession of
bank loans at market rates, and the direct sale of
public bonds to the non-financial public sector, at
market rates (Chhiber and Khalilzadeh-Shirazi, 1988;
Easterly, 1989).

Definitely, the fiscal crisis of the public sector is
not the result of an increase in economic development
expenditures; rather, the severe cutback of public
investment has provided an easy expedient for

contracting the absorption.2 Attention to traditional
functions of the public sector has been altered by the
increase in interest payments charged to the State.
This effect is particularly disquieting with respect to
social expenditure (table 8).

In different countries and through different
mechanisms (including privatization and reprivatiza-
tion, partial sale, the closing down and the merger of
firms) efforts have been made to modify the asset
endowment under State control.

From another viewpoint, in recent years there
have been profound changes in the region’s incentive
regime. Outstanding among these are changes in
foreign exchange and trade policies, which have been
aimed at the generation of trade surpluses, and in
fiscal policy. Likewise, there have been important
variations in price, credit, and financial policies.
Similar developments occorred at the sectoral level
with agricultural and industrial policies. The debate
over subsidies and transfers has become heated,
although frequently there is a lack of adequate
information for delving more deeply into the subject.
The incentives regime of the public sector has
undergone several changes in different countries; in
some it has substantially improved the ability of the
sector to evaluate projects. Deregulation and the
granting of concessions have been infrequent and

21a the opinion of Basterly, an investment-led contraction of
absorption was attempted (Easterly, 1989).
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their results negligible. On the other hand, some
unsuccessful  liberalizations,
financial sphere, have provided useful lessons
(Dornbusch and Reynoso, 1989). :

In short, the diversity of initial situations has
been followed by the diversity of the adjustment
schemes which have been utilized. The results have
also been different, as proved by the trends in interest
rates and inflation, in the primary and fiscal deficit, in-
the balance on current account, as well as in the levels
of the product, expotts and imports.

4. A provisional evaluation: subadjustment and
recessive adjustment

Conventional wisdom has insisted on a difficult
agenda for achieving the region’s recovery from the
crisis: recessive adjustment with changing production
patterns and simultaneous and high transfers abroad.
The public sector appearsas the “financier of last
resort” for all accounts, which, in the light of the
characteristics it was displaying even before the
crisis, is not realistic. The aggregate of tasks that have
- been- imposed on it in most of the countries is very
much in excess of its financial, productive, regulatory

I11

especially in the .

and economic-administrative capacity. The public
sector now has fewer resources and its capacity to
handle them properly has deteriorated, while at the
same time its responsibilities and the problems it
must deal with are increasing. It is requested,
simultaneously, to service the debt, reduce
expenditures, invest less, pay lower wages and be
more efficient, all this in the context of reduction of
its aggregate participation in the economy and of a
greater contribution to regional changes in productive
patterns. It is clear that the “quantitative” and
short-term approach entails destructive components.
The private sector, for its part, has had to take refuge
in the public sector, diminish its investment and hold
large amounts of capital outside the national
economy.

The pursuance of these contradictory, and
sometimes incompatible, goals has resulted in the
detetioration of public sector performance. In
practice, the public type of adjustment has become
perverse; in some cases through partial and limited
measures, comparable to an underadjustment; in
others, through policies that have exceeded the needs
of a positive adjustment. The results tend to resemble
each other but the causes differ in each case.

The State and development in the 1990s

1. Present logic of public intervention

Conditions favouring private development already
exist in various countries of ‘the region and
consequently the degree of public intervention that
was customary in the past is no longer required. There
ar¢ instances where it is feasible to increase the
relative importance of the private sector in the
provision of public goods and services, whether
through the deregulation of activities, the granting of
concessions or the privatization of firms.

On the other hand, aithough in the present
regional dilemma the public sector forms part of the
problem, it should likewise form patt of the solution.
It cannot be expected that market signals alone will
solve the crisis. The public sector is the negotiator of
first instance with the multilateral financial
organizations and the lending banks, The relevant
negotiations will have strong repercussions on
external financing and global domestic policies.

Going beyond the debate over the role of the
State, it seems evident that in coming years the
degree of public intervention in the regional economy
will continue to.be important, although it will
undergo qualitative and quantitative changes. "The
five main aspects of such intervention may be
grouped, for analytical purposes, as follows: i) the
achievement of an agreement on the governability of
the society; ii) the maintenance of a macroeconomic
framework that is relatively stable and has fiscal
equilibrium and transparency; iii) the redefinition of
direct participation and the regulatory role of the
public sector in the economy; iv) the execution of
sectoral development policies aimed at creating or
developing dynamic comparative advantages.

The dual concurrence of the public sector —in the
problem and, at the same time, in the solution-
complicates the debate on its future role and the
adaptations that this will require. The answers have
been diverse and are still in the process of
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preparation, which leads to the assumption that the
debate will still be open in the medium term. The
main options for changes proposed until now are
privatization, deregulation, bids for concessions and
the closing down of firms.

Less progress has been realized in proposals for
new roles for the State, or for “expansive”
modifications of existing ones. With respect to the
possibility of achieving a positive adjustment of the
State’s role, i.., contracting some functions and
expanding others, this has’ been uniil now a
carefully-kept secret. However, it is an unavoidable
task, to the extent that the dual concurrence of the
public sector is a reality. A sequential movement
—first shrinking and later expanding the public sector
selectively— entails various dangers. The public sector
requires reform and reconversion simultaneously.

“To sum up, it seems necessary to substitute a
purely quantitative approach to the public sector’s
participation in the economy for another which
analyses - the public sector in the light of the
characteristics of the economic system as a whole. In
this way, the debate is transferred from the
ideological or philosophical plane to a more practical
one, which takes into account such aspects as
organization, human resources, political interaction,
public administration, etc. In- the final “analysis,
decisions relating to public/private ~ delimitation
belong, by their nature, to the political sphere.-

2. Governability and coordination

The State is the area where diverse national
programmes and options crystallize. It is likewise the
entity that is able initially to foster the social
coordination required for political stability (Cortézar,
1990). The coordination itself can be based on
long-term objectives refetring to changing production
patterns.
~ State reform assumes the existence of the social
will to achieve it, which must be expressed in the
political system. The diverse aspects of the reform
can meet with varying degrees of political suppott,
but it is also probable that certain groups will be in
favour of some changes and opposed to others. The
engineering capacity required for achieving a
successful reformist coalition is to be found not in the
technical area but inevitably in the political area.
Governability, which is a result and not an
independent variable whose evolution can be
controlled directly, has both economic and political

antecedents. Among the first is the necessary
coincidence between the type and. the level of
activities that are entrusted to the State and the
adequate financing of such activities by society.
Among the second is the need to- achieve ‘agreement
among the different political and social groups, at
least in matters concerning the rules for the political
functioning of society, including alternation in power
and respect for both majorities and minorities.

* These antecedents, in turn, involve assumptions
which are not realistic or, at best, are difficult to
apply. In some cases, the high income strata have
achieved ‘a privileged position in the international
economy, which isolates them from the rest of the
country; these groups are concerned with. exports,
legal or illegal, whose financial flows circulate
through the national economy only as speculative
capital and whose consumption pattemns differ
radically from those of the average sectors of society.
In other cases, an oligarchical political system or very
traditional systems of land-holding gencrate
conditions of endemic violence that assume their own
logic of division and extermination. Moreover, it is
probable that thete are no politicians capable of
achieving agreement on a pact of governability that
would overcome firaditional rivalries or atavistic
prejudices. :

The degree of - governability constitutes an
essential characteristic of any political system. It can
be defined as the changing  relationship between
political and institutional control and the evolution of
the principal political, economic and social variables
(Tula, 1990). A State that is impotent, overwhelmed
by internal conflicts, is typical of a society with
problems of govemability. On the contrary, a
well-run  State, which concentrates on the
administration of a discreet aggregate of strategic
variables, is a:precondition of governability.

3. The macroeconomics of changing production
‘ patterns :

Macroeconomic management must be clear and
stable and seek the preservation of the economy’s
basic equilibria. :
Changing production patterns requires that the
deterforation of regional investment be reversed and
that financial resources be concentrated in the
tradeable goods sector. Both- processes cover
numerous requisites and suppositions, many of which
involve the public sector. :
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It is indispensable that the fiscal deficit be
reduced drastically, since it increases inflationary
pressures and erodes investment potential. To this
end, the net transfer of resources abroad to service the
foreign debt must be halted, current public
expenditures must be reduced, and fiscal revenue
increased. The latter, in turn, requires tax reform that
would broaden the tax base, simplify the system and
improve the collection process.

- In spite of the fact that regional defence
expenditures are lower than those of other developing
regions, there is room for some compression, since
they are already equivalent to 54% of the amount
spent on education. (table 8). With some exceptions,
Latin America’s expenditures on military equipment
have a smaller multiplier effect, which makes the
region suitable as a recipient of the “dividends of
peace”.

- An improvement of fiscal sincerity is likewise
requited.. Society must assume the integral financing
of the initiatives it is prepared to approve; otherwise
accounts will not balance (Schumpeter, 1954). The
“Tax State” implies a contractuality in which means
and ends are democratically clarified and decided.
Under present conditions, an improvement in the tax
yield is indispensable, since, as a general rule, this is
low. Tax reform should contemplate the abolition of
low-yield taxes, the unification of charges on
identical taxable materials, the rationalization of
exemptions and, in particulat, the modernization of
the collection system (IMF, 1989).

Public and private investment must be increased
and its yield should be improved. Several roads are
open for achieving this result, including concentration
of effort and control, and evaluation of the different
programmes. Public investment will have to be
diversified and recognition given fo the decisive role
of various intangible assets. It is absolutely essential,
likewise, to maintain and improve capital flow,
avoiding exclusive concentration in new investments.

A determining factor of present disequilibrium is
the foreign debt service; this requires a concerted and
adequately-financed solution, However, in all cases
there will be an imperative need to carry out internal
economic reforms simultaneously with efforts to
improve the external financing structure (Selowsky,
1989). Where private foreign exchange income is
concerned, it is particularly urgent that the subject of
internal transfers receive adequate attention.

Regarding private investment, it is of
fundamental importance that economic uncertainty be

reduced and that assurance be given that the policies
instituted will be maintained, thus avoiding the
capital flight that would severely restrict the financing
of economic reform programmcs.3 "The repatriation
of this capital, which is an important objective, is
sometimes impeded by legal rather than economic
considerations. It has to be encouraged wherever its
net result will be positive: if a real devaluation is
insufficient, the resultant income transfers can
increase. the flight that it is sought to reverse
(Dornbusch, 1989). Several alternatives may . be
suggested: exchange amnesty, tax advantages,
investment in stocks or bonds without justification of
origin, and non-reimbursable import licenses for
capital goods, among others.

The orientation of investment toward. the
production of tradeable goods will be conditioned by
exchange and foreign trade policies, which must be
realistic and stable.

4, Direct participation and State regulation of the
economy

a) Public firms

The excessive emphasis placed lately on the
reduction of the size of the State sector has made
people forget that public enterprises will continue, in
general, to play an important role, since privatization
will not be able to reach the aggregate of the public
sector. To concentrate on changing the ownership of
assets without modifying the operating conditions of
State enterprises would mean leaving them at a dead
end. The most serious cases involve enterprises that
cannot be privatized; on the other hand, many of the
reprivatized firms do not form an important part of
the problem or do not alleviate it to any great extent.
Obviously, in the case of enterprises for which
privatization is not practicable another type of
solution is required.

The restoration to good health of the nucleus of
enterprises with problems -a few tend to be
responsible for the major part of the fiscal deficit—
requires the adoption of approaches and specific
solutions which include their reorganization, the
underwriting of agreements with national and foreign
investors and the subcontracting of operations.

® At the end of 1988 the stock of such capital was 166% of
Venezuela’s foreign debt; almost 90% of Uruguay’s; close to 80%
of Mexico’s and Argentina’s; 64% of Ecuador’s; 41% of
Colombia’s; 35% of Bolivia’s and 26% of Brazil’s. (The Journal of
Commerce, 1980.) It is probable that the value of this capital
exceeds the value of the region’s debt in the secondary market.
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The large productive public enterprises of the
region constitute an asset of the greatest importance
in cases where their economic base is solid and their
administration efficient. There are cases where the
resource endowment exceeds the requitements of
immediate  objectives and  generates ovet-
capitalization or excessive - employment or
engineering capacity or even underutilization of
installations and equipment. In such circumstances,
changes must be made cither in goals or resource
endowment, or both at the same time.

It is desirable to put greater emphasis on
transforming the large governmental enterprises into
pivots of technological change, applied research and
the development of activities which would integrate
the interindustrial chain and pave the way for reg1ona1
complementarity agreements,

Regarding the fixing of tariffs, it is necessary to
satisfy the economic efficiency principle, according
to which the price of the additional physical unit must
equal the cost of resources to provide it. On the other
hand, the tariffs. charged must generate sufficient
income to cover -at least the operating and
maintenance costs. In order to favour the added
efficiency of the economic system, the tariff
structures must be intelligible, so that they provide
unequivocal signs for the adoption of investment
decisions. In order to apply the criteria of economic
efficiency to the case of public resources in natural
monopolies, it must be established whether the
relevant marginal cost is a short or a long-term one, in
order to optimize efficiency and, simultaneously,
consider an adequate level of financing for the
respective enterprise. As already mentioned, it
definitely will be necessary to set the rates at
marginal cost, introducing the necessary adjustments
to allow the self-financing of an efficient enterprise,
as a way of simulating its operation in a competitive
market (Alé, 1990).

The distortions in the costs for labour, materials
and financing should be eliminated, as well as the
price subsidies for various categories of final
consumers. Where social goals proper are concerned,
it will be necessary to specify and explain them,
quantifying their magnitude and evaluating efficiency
in achieving the aggregate of the enterprise’s
obiectives. Various criteria may be employed for this
purpose, apart from profitability. In addition, it is
recommended that the transparency of the various
flows between the enterprises and the public sector be
increased, which could lead to substantial changes in

salary and working conditions in the public sector.
Where economies of scale are not a determining
condition of their size, it probably will be found
desirable to divide public enterpnses into smaller
units. .

To the extent that it is viable, public enterprises
should compete not only among themselves but also
with the private sector. Greater financial autonomy
and transparency should be promoted; advances
should be made in the elimination of subsidies; or,
when they are necessary, quantitative deadlines and
ceilings should be applied. The accounts of public
administrations should be audited externally and the
results published promptly.

Personnel policies of public enterprises must
correspond to their importance: a reasonable degrec
of stability and autonomy, as well -as a competitive
level of -remuneration,  would seem to be
indispensable requisites.

- Transparency in the relations of public
enterprises with their suppliers, whatever their origin,
will contribute to the promotion of healthy
competition among the latter, thus avoiding the
consolidation of vested interests.

The practice of “saviour nationalizations™ should
be restricted to truly exceptional situations. For public
enterprises in this situation, various -alternatives
should be analysed: rationalization and sale, final
closure or transfer.

The situation of public enterprises conceived in
order to overcome a market flaw or void has to be
evaluated in a realistic way. In those cases where
preconditions for  market development exist, the
activity ¢an be transferred to the private sector; in
cases where these preconditions have not been
achieved probably the effort will lead either to the
reorganization or elimination of the enterprises. .

To sum up, the reconversion of the. sector is
absolutely essential, if public enterprises are to
optimize their contribution to the achievement of
development with changing production patterns and
social equity. This requires applying policies that
grant greater financial capacity and autonomy in a
context of gradual elimination of subsidies and
specific treatment, accotding to the individual
situation of each enterprise.

b) Privatization
There are various situations where the alternative

of privatization appears to be advisable. This may
actually form part of an aggregate of measures taken
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with respect to public enterprises affected by chronic
deficits; or it could be suggested for those that operate
in markets where it is possible to replace them with
private firms; or privatizationcould be the logical
solution for firms that were originally private and the
rationalization of which has made them viable
(Lahera, 1989; Vernon, 1989).

" Privatization, understood as the mere transfer of
public assets to the private sector, appears to be a
solution which is simplistic in conception and
difficult to carry out. This is because it is based on an
approach which emphasizes unilaterally the view of
the agents concerned, without giving adequate
consideration to the incentives and regulations
regime, or to the structure of the respective market.

In some approaches it is assumed, openly or
implicitly, that the mere change of ownership of the
assets will automatically bring with it a change in the
mode of operation and the results of the privatized
enterprise. However, privatization in itself does not
modify the economic incentives and regulations
regime. If this action, when advisable, is to be
successful, it is first essential to correct various
imbalances; this will likewise permit more accurate
judgement concerning the advisability of privatizing.
The debate concerning the differential effects of asset
ownership by various types of agents becomes more
specific and relevant in a context in which other
operating conditions have already- been discerned.
The confusion in these matiers favours. the
introduction- of a strong ideological component in the
discussions. : :

Privatization and increasing competitiveness are
not necessarily synonymous. The impact of the
former on efficiency of resource assignment will
depend, in part at least, on the structure of the market,
more than on the type of ownership. If, originally,
competition did not exist in the sector in-question,
privatization will have a positive impact on efficiency
only if it is accompanied by liberalizing policies
which remove market restrictions and- intensify
external competition. In a context of competition or
of correction of the incentives regime, privatization
can effectively promote greater competition and
productive and economic efficiency. On the other
hand, the extreme case of conversion of a public
monopoly to a private one, with the same lack of
regulation, proves that the transfer to the private
sector does not offer, in itself alone, any guarantees in
this respect. Thus it is evident that privatization is not
an end in itself, but rather an instrument of public

sector reconversion in accordance with the new needs
of each country. :

The way in which privatization is carried out will
be a determinant of its results. In fact, the diversity of
situations that can arise from its initiation and even
after its conclusion —with respect to regulation, for
example~ makes very different formulas foreseeable.
It is of special importance that, in the sequence of
operations, the change of agents should not precede,
but rather follow, the deregulation, stabilization and
liberalization efforts.

Undoubtedly there are objective limits for the
depth and speed of privatization programmes; if the
advance is too forced, it can cause excessive pressure
on local financing and the interest-rate level, On the
other hand, it is indispensable that clear rules of
procedure be established; that the relevant assessment
be entrusted to an autonomous entity; that some
degree of competition be introduced; and that
excessive concentration of ownership be avoided.
Finally, the transfers resulting from the privatization
process must not involve undue privileges or
subsidies that could weaken the overall effect or
simply alter the cost-benefit ratio. Likewise to be
avoided is the constitution or - reinforcement of
inadequate ties between the financial and industrial
sectors, In monopoly situations that are difficult to
deregulate, privatization does. not constitute the best
alternative, and the competitive granting of
operational contracts might be explored.

<) Regulation of the economy

A clearer dividing line is required for the
activities assigned to the public sector, as well as for
progress in dismantling unjustified obstacles to
private-sector activity. The regime of incentives and
regulations must be as transparent as possible, since
this is the starting point from which public and
private agents formulate their expectations.

The private sector has the right to demand, as a
counterpart of entrepreneurial risk, some stability in
the rules of the game relating to ownership and the
macroeconomic framework. In turn, the concession of
subsidies for private operations, on the part of the
State, should be governed by the most rigorously
objective criteria and should prevail for
clearly-defined periods of time.

Excessive controls, redundancies, and delays in
procedures may be the subject of drastic,
well-focused reform, the results of which may be
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perceptible in the short run. In some cases, the very
existence of regulations is a. source of income for
agents located outside the public sector while in close
contact with it, i.e., contractors for the State. The
standardization of procedures, publicity given to
operations and the competitive nature of acquisitions
are steps in the direction of modifying these vested
interests.

It has been stressed that it is-not enough to have
“correct prices” in order to establish firm bases for
development. Undoubtedly, this condition is not
sufficient but it should not be forgotten that it is
absolutely essential that there should be a relation
between the different prices of the economy and the
marginal costs of the respective production. _

Various financial liberalization episodes have
ended abruptly, in the face of reversals in
international financial- and -trade circumstances, or
because of serious errors in the way the
corresponding processes have been carried out.
Nevertheless, the aims of ensuring that the market
determines the rates of interest and of allowing a
sensible balance. between savings and investment
remain valid. Important lessons must be learned from
the errors of the past (Villanueva and Mirakahor,
1990). | |

The regulation of the labour market should not
prejudice the free enterprise of the firm, avoiding
excessive rigidity in labour relations. At the same
time, it is advisable to promote the establishment of
an unemployment jnsurance system or some similar
formula and to strengthen training activities which
can permit displaced workers to find other jobs.

Auctioning of concessions and provision of
private services is infrequent in the region. However,
this represents an important potential for increasing
productivity. The fruits of such an increase should
also benefit the user of the service auctioned, not only
in price but also in quality of the service.

The concession is the act by virtue of which the
State grants to a private firm the right to provide a
public service, in exchange for the rigorous fulfilment
of clear and stable requirements. The concessionary
firms are obliged to deliver the service to anyone who
solicits it, in accordance with established requisites
(Al§, 1990). In the case of non-fulfilment of some of
the conditions requited, the State can fine the firm
and even put an end to the concession. »

Incentives must be proportionate and efficient
with respect to the specific ends sought, avoiding
excesses and remaining in effect for prudent and

precise periods. The implementation requisites should
be few and susceptible to objective evaluation.

5. Social equity policies

The State has an irreplaceable role in the satisfaction
of the population’s basic needs, which is, in tumn, a
requisite of structural change. The existence of
increasing degrees of social equity constitutes
likewise a moral imperative and responds to the right
of the citizens of a country to participate in the fruits
of progress. The viability and the dynamism of a
development strategy is founded on full employment
of existing resources, especially human resources, on
the attainment of basic welfare standards which
confer meaning on belonging to a political system,
and on growing access to goods the added value of
which is steadily increasing.

On the subject of income distribution we must
distinguish between aspects  which are actually
distributive and those which are redistributive.
Whereas the former depend mainly on income
generation and have important institutional
connotations, the latter are related to income already
generated. The traditional problems in social relations
impede the advance of modernity, often making it
spasmodic. From another viewpoint, the exireme
inequality of income distribution severely limits
changes in production patterns, since it impedes
symmetry between the costs and the benefits of such
changes (Sarmiento, 1990).

The institutional reforms pave the way for
greater participation through the opening up of
opportunities for social negotiation and coordination.
Outstanding in this sense are labour reforms aimed at
promoting  the organization and  authentic
representation of the workers. The institutional sphere
includes reforms designed to combat such outdated
social customs as the latifundio and servile work
relationships.

In the short term, we must devise a social policy
which -responds to the population’s most critical
needs. In this respect, we must adopt a concentrated
approach, which attempts to reduce action in favour
of groups that do not require the specific assistance
being offered. There has frequently been a tendency
to counterbalance the use of the concentration
technique with the principle of universality of
benefits, which is indispensable with regard to the
most pressing needs, those which do not manage to
generate economic demand. The truth is that such
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criteria correspond to different planes: concentration
is, in fact, a way of making social expenditure more
efficient, not one of diminishing its positive impact.
General policies in the fields of education, social
security, housing, nutrition and health are
irreplaceable. What is more, most countries of the
region are in dire need not only of restructuring but
also of an increase in expenditures on basic social
services.

6. Special policies favouring structural change

The public sector has no advantage over the private
sector in terms of ability to predict the degree:of
success of different projects. However, it is better
prepared to identify those projects that are more
likely to generate beneficial externalities (Fritsch and
Franco, 1989). Other things being equal, what should
be subsidized is the potential for generating these
externalitics. Obviously, the public sector is
irreplaceable in the creation of general conditions for
the development of these capacities.

State action should give way to market
orientations where this exist; and where this is not the
case, it must help to develop them through an
aggregate of measures that range from the
establishment of basic conditions for advancing in the
direction desired, to selective programmes in which
the public sector assumes a catalytic role in economic
activity. :

As indicated eatrlier, strategic . designs
traditionally started with a sharp differentiation
between the various productive sectors, with most of
the credits going to industry. Now, however, the

" drastic separation between branches and sectors has
lost a good part of its significance. Technological
development has confused frontiers, to the extent that
increasing overlapping is observed; this is a basic
element to be taken into account in policy
formulation. Productive activities tend. to form a
chain through the multiplication of links between
agricultural, mining, industrial or service activities. It
is imperative, particularly in the smalier countries, to
apply a large dose of selectivity in identifying the link
which it is desired to favour, The key criterion in this
sense is the possession of comparative advantages
susceptible of being dynamized (0m1nam1 and
Madrid, 1988).

The success of this policy assumes action in
different areas: entrepreneurial development and
worker training, which includes stimulating

medium-sized firms and supporting the small ones;
the formation of service networks for producers and
support of foreign trade; tax, credit and insurance
incentives for exports; measures for counteracting
the effects of unfair competition (anti-dumping),
financial aid and intemational cooperation; regula-
tions- on national engineering; technological transfer
programmes for public and private development
institutes; special tax treatment of advisory services,
training and reorganization of firms (Castillo, 1989).
Policy instruments are also varied: publication of
information on markets and technology; creation of
subcontracting exchanges and regional markets; tax
exemptions, soft loans, direct subsidies, technical
assistance; guarantee funds, commercial endorse-
ments, risk capital and joint ventures; industrial
promotion; economic regulation; protection of the
consumer and anti-monopoly legislation; intellectual
property and industrial security (Castillo, 1989).

The public sector can promote technological
change by various means. Apart from trying to
strengthen its own ability in this field, it could
appropriately take the following action with respect to
the private sectors: i) stimulate the creation of risk-
sharing mechanisms, private, public or mixed, that
would be both transparent and impartial; ii) protect
innovations with adequate legislation and compensate
innovating entrepreneurs who cannot otherwise profit
from their efforts; iif) complement research and
development activities of the private sector that may
be necessary for advancing technology where it is
either stagnating or close to stagnation; iv) request the
opinion of the entrepreneurial sector concerning the
allocation of public resources to activities leading to
the creation of technological innovation; and v)
prepare and provide to the public sector information
of general usefulness which is trustworthy, clear and
timely (Wylie, 1990).

When a vigorous effort to improve human
resources is lacking, the dissemination of technology
is slower or more difficult. Education and the levels
of skill in the labour force are factors determining the
competitivity and productivity of an  economic
system. Technical education is a variable of the utmt
importance (UNIDO, 1989).

It is recommended that, in the case of the small
and medium-sized firms, cooperation and
coordination strategies be initiated so that they can
compensate for the resirictions imposed by their size
(table 9).
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Table 9

ASSOCIATIVE SCHEMES FOR SMALL AND MEDIUM-SIZED FIRMS

Marketing:

Purchasing centres:

Subcontracting exchanges:

Guarantee and endorsement
associations:

Savings and credit
cooperatives:

Microfirm incubators:

Industrial parks:

Design centres:

They centralize the technical and financial resources of a certain number of small and
medium-sized industries for the purpose of joint marketing, whether for the internal
or external market.

A group of entrepreneurs purchase their inputs jointly, thus obtaining better prices,

They articulate supply with demand. A large industry subcontracts various small
ones for the manufacture of parts, components or semi-assermbled products that wiil
be subsequently integrated in a final product.

Entrepreneuts form an association in order to provide loan endorsements and
guarantees before the banks.

A group of entrepreneurs saves and extends credit with its own funds.

A group of new or growing firms is concentrated in one place, which permits them to
share services and equipment and receive technical assistance, administrative support
for accounting, training, etc. The aim is to strengthen new firms.

Firms are installed in the same area and share common services, which facxhtate

. t
technologicat transfer, training and integration among them.

Firms form an association in order to share the design function, a formula that is
particularly useful for exporters not competing in the same market.

Source: Lyseuc Henriquez, manager of Technical Cooperation Service (SERCOTEC) in Ef Diario Financiero, Santiago, Chile, 9 July

1990, p. 18,

7. Institutions and public administration

In almost all couniries of the region the public
administration has undergone a long process of
deterioration, accentuated by adjustment efforts. This
retrocession illustrates one of the main contradictions
affecting the State today: while its present situation is
deplorable, it is not possible to ignore it, if the next
stage of regional development is to be a success.
Tasks as important as the design, supervision and the
application of a consistent - combination of
macroeconomic and sectoral policies depend
critically on an aggregate of institutional and
technical factors and a relatively small group of
persons (Israel, 1989). The public sector must be
technically and politically capacitated to carry on a
fruitful dialogue with economic and social personnel,
in such a way that it may be possible to reach
agreements which clarify, or establish, the rules of the
game.

Personnel selection, the ability to retain good
public administrators, and to cast aside the inefficient
ones, as well as the training of existing personnel, are

all timely and important subjects, even in a period of
adjustment (United Nations, 1983; Grossman, 1983).
Experience has demonstrated, however, that it is not
very realistic to add administrative reform to the
already multiple tasks demanded by the adjustment
and the restructuring of production, although this
need not be an obstacle to studies of such reform that
could be carried out by high-level commissions and
that would lead to proposals for organic
administrative changes, including transition plans.

At some levels of management, reform of
administrative practices cannot be delayed. Adequate
understanding and effective management of these
situations depends critically on the focus with which
they are analysed. Without prejudice to the
importance of bureaucratic aspects proper, which in
addition to hampering public administration, affect
the economy’s productivity, priority should be given
to the consideration of institutional dimensions and
the examination of public policies, viewing these as a
flow of specific content.

The public administration is facing endogenous
problems which, in some countries are causing iis
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paralysis. The manager, then is rather like a doctor for
his own illness, which is not functional for achieving
other objectives and becomes a problem in itself.

Public management takes place almost always at
the periphery. What can be changed is never much,
owing to restrictions of a financial, legal,
administrative, or political nature, or a combination of
these. : : S
The central organization has to follow closely the
flow of information and decisions, avoiding the
temptation to create hypothetical situations.
Intraministerial or interministerial coordination in
megaministries is of great utility, which justifies
considering it as a substantive function in itself.

The concept .of public  policies is sufficiently
generic. It can be assimilated into those courses of
action that the authority adopts in relation to a certain
goal and which contribute to creating or transforming
conditions, ends, or means in which economic agents
carry out their activities. The existence of public
policies may derive from written provisions or from
bureaucratic practice, whether these are general or
specific, direct or indirect, universal or individual.

In addition to public policies with “a specific-

object, there are those of “second degree”. The latter
are characterized by their complexity and result from
the simultaneous application of a combination of
specific policies. In practice, it can be observed that

the more general the object of public policies the
greater the number of these that will be affected.
Inversely, the more general the public policies, the
larger the number of sectors, in reality, that will be
affected by the object (Lahera, 1980).

The various public policies affect the sitvation
constituting their object in very diverse ways, in some
cases neither obvious nor direct. Hence the
imperative of making an effort to determine the
relations between policies and reality, rather than

_describing in an exhaustive and formally explicit

manner the different categories of policies. It is
necessary to explore the fields of force created by
public policies that are superimposed on pre-existing
reality and to discern the intensity of each one.

The management and evaluation of specific
public policies makes it possible to diagnose their
efficiency with accuracy and facilitates their marginal
correction, starting from the detection of deficiencies.
The consequent search for alternative solutions is
designed to generate and present information on
results and on the most efficient manner of realizing
the objectives.

Finally, it should be pointed out that the

coordination and evaluation of policies constitutes a

prerequisite for their efficacy. In " the public
administration field, the successes are accumulated
marginally; the errors, on the contrary, are amplified.
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Runaway
inflation:
experiences
and options

Felipe Pazos*

TInflation was a major concern for Prebisch from his time in
central banking up to the end of his career, when he stressed
the need for new thinking by Latin American economists
about stabilization policy. The topic is of vital importance,
not only for Latin America, but also for the world in
general, for specialists in industrialized countries have also
been unable to elaborate policy recommendations for their
governments that will resolve the dilemma between
inflation and monetary restriction.

Economists have searched arduously for a theory of
inflation that corresponds with the facts, but have not
achieved a consensus. On the contrary, strong disagreement
persists as to why inflation behaves in ways so different
from those described in established theory. Consequently,
there are also differences in policies designed to halt or
slow the process,

Given this lack of a policy that can stop it, inflation
presents serious obstacles to economic growth throughout
the world and causes very serious social problems in many
countries. For fear of accelerating inflation, industrial
nations are limiting economic activity to levels below
productive capacity and, due to the lack of politically
feasible stabilization programmes, a number of developing
countries (especially in Latin America) are undergoing
inflationary processes that cause severe damage to their
economic, social and political structures. Therefore, today,
the control of inflation constitutes the highest priority for
economic science.

*Economic Adviser to the Central Bank of Venezuela.

“We have not offered governments a set of coherent
and attainable principles that will allow them to
escape the dilemma between inflation and monetary
orthodoxy. We Latin American economists are in debt
to the politicians of our countries.”

“RauL PreBiscit
El falso dilema entre desarrollo econémico y
estabilidad monetaria, March 1961,

“.. I am convinced that we must renew our thinking
about stabilization and capital accumulation policy.”

RauL Presiscs
Statement at the twenty-first session of ECLAC, 24
April 1986.

I

Price trends in Latin America:
1961-1990

Table 1 presents average retail price increases in 19
Latin Ametican countries during the 1960s and 1970s
and the annual figures for the 1980s. During these
thtee decades, inflation was constant and generalized.
The only exceptions were Guatemala in 1982 and
Panama in 1986, 1988 and 1989, years in which real
economic activity experienced strong contractidns in
those countries. It is also possible that there are errors
in the figures because, during the years in question,
prices rose in the United States, the main supplier of
both countries. Examination of the table reveals, first
of all, that inflation was a persistent phenomenon in
all Latin American countries during the last three
decades, This is an entirely expected conclusion and
cannot surprise either economists or lay petsons in the
era of global inflation. However, its causes must be
investigated in depth,

Further analysis of the table leads to the second
observation that inflation has accelerated during the
period, at a moderate rate during the 1970s and
explosively in the 1980s. In the 1960s, four countries
experienced annual inflation rates of 20% to 50%,
another four, from 5% to 20%, while the rest
registered rates the same or lower than that of the
United States, yielding an average of 21% for the
region, as a whole. In the 1970s, inflation rose more
rapidly: two countries registered annual rates of more
than 100%, 13 registered increases of between 10%
and 50%, while the remaining figures are above 5%,
yielding an annual average of 39% for all of Latin
America. In the 1980s, inflation went out of control:
five countries had annual rates of more than 1 000%,
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Table 1
RETAIL PRICES: 1961-1989

(For 1961-1970 and 1971-1980: annual average change; for 1981-1989: percentage increases over previous year)

. 1961- 1971-
Countries 1970 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989
Latin America 21 39 57 8 130 185 274 64 198 758 994
Argentina 21 136 104 165 344 627 672 9% 131 343 3731
Bolivia 6 20 32 127 276 1281 11743 276 15 16 16
Brazil 45 37 106 98 142 197 227 146 230 497 1476
Colombia 12 21 27 24 20 16 24 19 23 28 27
Costa Rica 2 11 37 90 33 12 15 15 16 25 14
Chile 27 174 20 10 27 20 31 19 20 15 21
Ecuador 5 12 13 16 48 31 28 31 29 86 59
El Salvador 1. 1 15 12 13 11 22 22 13 4 21
Guatemala 1 10 11 - 15 10 25 38 13 10 14
Haiti 3 11 11 7 10 6 7 11 17 4 6
Honduras 2 9 10 10 9 5 3 4 3 4 11
Mexico 3 15 28 59 102 65 58 86 132 114 18
Nicaragua - 18 24 25 31 36 219 681 912 10205 3452
Panama 2 7 7 4 2 2 1 - 1 - -
Paraguay 3 13 14 7 13 20 26 32 22 23 29
Peru 10 32 75 64 111 110 163 78 86 150 2949
Dominican Republic 2 10 7 8 5 27 42 10 16 34 43
Uruguay 48 62 34 19 49 55 72 76 63 62 82
Venezuela 1 8 16 10 6 12 12 11 40 35 90

Source: International Monetary Fund, Yearbook of International Financial Statistics, 1985 and ECLAC, Preliminary overview of the

Latin American and Caribbean economy.

and three reached or, at times, surpassed monthly
rates of 50% (13 000% annually), which Phili

Cagan considers to be definitive of hyperinflation,

To complete the scene, it must be noted that two of
the five countries with annual rates higher than
1 000% managed to lower those rates to below 20%.
Inflation in Bolivia fefl abruptly from an annual rate
‘of 21 000% in August 1985 to -25% the following
month. It fluctuated erratically until January 1986
and, since then, has remained below 20%. Mexico,
for its part, managed to lower inflation from an
annual rate of 214% in January 1988 to 16% in July, a
level it has maintained since then. In Argentina,
inflation registered very marked fluctuations in the
1980s: in the first half of the decade, it rose rapidly to
an annual rate of 2 500% in July 1985 and fell to an
average annual rate of 30% in the second half of that
year, although it began to rise again the following

1Pililip Cagan, “The monetary dynamics of hyperinflation”,
Studies in the Quantity Theory of Money, Milton Freidman (ed.),
Chicago, University of Chicago Press, 1956

year, rising oconstanily and rapidly for four
consecutive years to reach an annual rate of
400 000% towards the end of July 1989. Then, it fell
during several months but again shot up to its current
hyperinflationary levels (March 1990).

The third fact to be observed from the table is
that, in spite of a clear tendency to rise, the tempo of
price increases fell on occasion, at times
considerably. There are few examples of successful
stabilization policies, but the table shows pronounced
declines in Chile from 1974 to 1982, in Bolivia from
1985 to 1987 and in Mexico from 1987 to 1989; and
less spectacular declines in Argentina and Brazil from
1985 to 1986; and in Ecuador and Nicaragua between
1988 and 1989, In periods prior to those reported in
the table or hidden in the 10-year averages there were
considerable reductions in inflation in Paraguay in
1953-1954; Bolivia 1956-1958; Argentina 1959-1960
and 1967-1969; Chile 1960-1961; Brazil 1964-1969;
and Uruguay 1968-1970. Reducing inflation is a very
difficult task but it has been achieved on many
occasions, For that reason, we should analyse how it
was achieved in each case. We must study the
successes of the past and learn from them,
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A further finding, as important as those cited
above, as becomes clear in the analysis of table 2, is
that in each of the last four decades inflation in Latin
America has been considerably higher than that of
other developing countries and very much higher than
in industrial countries. Equally serious is the fact that
this greater inflationary intensity has become
gradually more pronounced: in the 1950s, it was a
little more than double that of other developing
countries and nearly four times higher than in
industrial nations; in the 1980s it was seven times
higher than in the Middle East, 20 times higher than
in Asia and nearly 30 times higher than in the
industrial countries.

‘ Table 2
RETAIL PRICES IN FOUR GROUPS OF
COUNTRIES: 1951-1989
(Percentage increases over previous year)

Regions 1951-60 1961-70 1971-80 1981-89
Industrial ‘

countries 2.1 33 87 49
Asia 33 58 9.1 74
Middle East 3.6 38 19.6 19.0
Latin America 7.9 212 394 1490
World .24 44 11.0 127

Sowrce: International Monetary Fund, Yearbook of International
Financial Statistics,

The persistence of inflation

1. The great enigma of contemporary economics

In order to analyse the problem of prices in recent
years, we first must ask why inflation has continued,
since accelerated price hikes have occurred within a
pre-existent process. And, more importantly, in order
to elaborate and implement an effective anti-
inflationary policy, we must understand the
mechanism that sustains the phenomenon. The
persistence of inflation is the great enigma of
contemporary economics.

Economic theory clearly identifies the pressures
which give rise to inflation but not the factors or
mechanisms that maintain it. Economic literature
contains extensive and intensive analyses of the
origins and nature of increases in aggregate demand
beyond available supply, of cost increases and of the
partial supply deficiencies that disorganize the
economy, all of which cause prices to rise; but the
reasons for the persistence of inflation have not
been studied in depth. Unfortunately, economists
of industrial countries have resigned themselves to
a constant annual inflation rate of from 3% to 4%.
They consider it to be a consequence of the
power of labour organizations, of imperfect
competition in the goods and services market, and of
expectations,

We specialists in developing countries, especially
Latin Americans, have accepted much higher
inflation with the same passivity, as long as it did not

surpass 40% or 50% annually. We considered it to be
the nearly inevitable result of the instability of
our foreign trade. This resignation has meant a tacit
renunciation of in-depth investigation into the
causes of the persistence of the phenomenon. It has
had the severely negative effect of inducing
industrial nations to apply very restrictive policies
and to impede the design of effective anti-inflationary
programmes in Latin America. Therefore, we must
study in depth, the causes of the persistence of
inflation both of the slow rates of inflation in
industrial nations and of the intermediate rates of
inflation in Latin America.

Current imperfections in the markets for labour,
goods and services are a necessary condition for the
persistence of inflation because the power of labour
organizations together with unemployment insurance
allow workers to obtain pay hikes even in times of
unemployment; nevertheless, these factors are not
its cause. This lies rather in the deterioration of real
wages arising from the use of annual or multi-year
labour contracts, which freeze wages while general
price levels rise. Monopolistic price-fixing among
producers is alsc a necessaty condition for the
persistence of inflation because it allows companies
to reduce production while continuing to raise prices
when the Government applies restrictive fiscal and
monetary policies; but this is not a cause of price
increases either, These result from wage hikes that
occur in the renewal of work contracts.
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Expectations tend more to intensify short-term
price rises, than long-term increases. In the short
term, they exacerbate inflation, encouraging
hoarding, with the consequent drop in supply; but this
accumulation produces a deflationary - effect over
time. As long as they last, inflationary expectations
lead to hoarding; nevertheless, this cannot continue
indefinitely due to limits on storage space and the
costs involved. When the process ends, inflationary
expectations take on a deflationary role.

Expectations of persistent price hikes raise the
costs of longer-term projects and affect labour and

rent contract negotiations. Nevertheless, the main:

objective of the workers in contract renewal has more
to do with recovering their real wage losses derived
from past price hikes than with protecting themselves
in advance from those they expect to occur in the
future; and the same can be said ‘with respect to
landlords and the rent they charge. In practice,
contract adjustments serve both to replace losses
occasioned by past inflation and to cover losses
expected from future inflation; but the first objective
is the most important, since these wage and rent hikes
would have to take place even if there existed
absolute security that inflation would stop. Failure to
make these adjustments would undercut wages and
rents in real terms.

- 2. Temporary lag and periodic over-adjustment
of wages, rent, exchange rates and
public service charges

The imperfect nature of competition in the markets
for labour, goods and services creates conditions for
the persistence of inflation. Inflationary expectations
help maintain it, but the fundamental cause of its
persistence is the temporary lag and periodic
overadjustment of those prices subject to fixed-term
contracts, such as wages and rent or subject to official
regulation, such as exchange rates and public service
charges.

Work and rent contracts are usually signed for
periods of one year, or, at times, for two years or
more, which means that wages and rent are kept
stable for those periods and gradually lose value with
respect to general price levels, which means that the
incomes of workers and landlords lose buying power
during that time. When it is time to renew contracts,
workers and landlords demand increases that will

restore their real incomes and, in the case of workers,
take into account increased productivity arising from
technological progress and, in the case of landlords,
changes in the property market. These increases occur
in stages that intercross the annual price curve
(figure 1). The data used in the figure are 35 years old
but they are used here because labour contract
structures have not changed. Consequently, the search
for recent information would have entailed
unnecessary effort.

. Wage hikes periodically surpass price index
increases, pushing these into new increases (figure 2).
The increases are, therefore, overadjustments and not
simply the re-establishment of equilibrium. This
seems to surpass the goal of the workers to recover
their real wages, together with the companies’ policy
of maintaining real wages, without paying very much
greater amounts. Therefore, it is necessary to
investigate the causes of these overadjustments in
circumstances in which the increases could be limited
to the amount necessary to bring wages into
equilibrium that would not put pressure on prices. In
order to clarify this problem, it will be convenient to
divide the question into two: i) Why are equilibrium
wages not re-established in the first adjustments
that occur during the early phases of inflation? and
if) Once inflation is wunder way, why do
overadjustments occur?

In the first rounds of contract renewal that occur
in the early phases of inflation, the workers demand
and obtain increases necessary to restore their wages
to pre-inflationary levels, probably apart from small
additional  percentages due to  productivity
increments. However, the prior real level is no longer
a real equilibrium wage because it has been reduced
by inflation. The recovery of the prior real level
involves an overadjustment that puts upward pressure
on prices. In subsequent renewals, efforts to recover
real income prior to inflation and incorporate
productivity increases will continue to raise wages
above equilibrium levels, Once inflation is under
way, the mechanism that will maintain it is installed,
i.e., the temporal lag and periodic overadjustment of
wages and other prices subject to fixed term contracts
or official regulation.

The mechanism for the transmission of
inflationary pressures expounded here is not a theory
accepted in academic circles but is rather an
explanation put forward in a conference sponsored by
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Figure 1
CHILE: WAGES AND SALARIES IN TWO INDUSTRIES: 1955-1965
(1958 = 100)
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the Central Bank of Chile in August 1965% and
developed in a book published in Spanish in 1969°
and translated into English in 1972.% This explanation
was not refuted but neither was it accepted until
Dornbusch endorsed it in 1984, in a conference of the
Institute of International Economics,5 and repeating it
subsequently in a number of papers.®

2 Central Bank of Chile, Holetin Mensual, No. 451, Santiago,
Chile, September 1965.

? Centre for Latin American Monetary Studies (CEMLA),
Medidas para detener la inflacién cronica en América Latina,
Mexico City, 1969.

4 Chronic Inflation in Latin America, New York, Praeger
Publishers, 1972.

Institute for International
Indexation, Washington, D.C., 1965.
6Rudiger Dombusch, Inflation, Exchange Rates and
Stabilization, Essays in International Finance, No. 165, Princeton,
N.I., 1986; Rudiger Dorabusch and Juaa Carlos de Pablo, Deuda
externa e inestabilidad macroecondmica en Argentina, Buenos
Aires, Editorial Sudamericana, 1988.

Economics, Inflation and
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Figure 2
CHILE: ANNUAL SALARY ADJUSTMENTS IN-ONE COMPANY *
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3. Diversity in productivity rate increases

Another cause of the persistence of inflation lies in
the fact that industries that increase productivity
more rapidly do not lower the prices they charge
consumers but, rather, raise wages, thus establishing
the norm for wage levels to be based on economic
activities with lower productivity increases. In those
areas less favoured by technological progress, the fact
that wages rise more than productivity forces
increases in their prices, with the consequent impact
on the general cost of living index. In the United
States, since the end of the Second World War,
average merchandise prices have risen at an annual
rate of 3.8%, while those of services have risen
at an annual rate of 5.3%, giving an annual average
increase of 4.4% in the general consumer price index
(table 3).

The persistence of inflation due to cost increases
in activities of lower productivity accounts for only
1% or 2% annually. This is not important in annual

11

inflation rates of 30% or 40% but is significant in
annual inflation rates of 3% or 4%, as is commonly
the case in industrial nations.

Table 3
UNITED STATES: PRICE INCREASES OF
DIFFERENT TYPES OF PRODUCTS
(1982-1984 = 100.0)

Annual
1946 1988 rate of
exchange
Merchandise 229 111.1 38
Food 19.8 117.8 43
Durable goods 292 110.2 32
Non-durable goods 236 1055 36
Services 141 - 125.5 53
Medical service 104 137.9 64
Other services 131 124.1 55
General index 195 118.0 44
Source: Economic Report of the President, Washington, D.C.,

1989,

Inflationary acceleration in the last two decades

1. The causes of acceleration

The acceleration of price increases in Latin America
in the last two decades was caused by a number of
factors, some general in character and others specific
to certain countries. In the 1970s, the sharp rise in oil
prices, the much lower, yet substantial, increases in
the prices of other primary products, and the
considerable rise in prices of exports from industrial
nations accelerated inflation which, howewver, was
moderate in comparison with that of the 1980s. Then,
the surge in prices was caused mainly by: a) the
efforts of Latin American Governments to soften the
domestic effecis of the sharp decline in the
acquisition of foreign resources resulting from the
debt crisis and b) the drop in primary product prices.
To these factors, a) and b), others must be added
which affected only certain countries; ¢) monetary
expansion not geared to absorb a decrease in foreign
resources; d) the increase in the exchange rate
resulting from the liberalization of previous controls

or arising from expectations of international payment
disequilibria; €) guerrilla wars; and f) the automatic
acceleration of inflation when the process surpasses
certain levels,

As we will see, factor ¢) has been the cause of
acceleration, at one time or another, in nearly all the
countries of the region but especially in Argentina,
Bolivia, Brazil, Chile, Mexico, Peru and Uruguay;
factor d) has accelerated inflation in Chile, Mexico
and Venezuela; factor €) in El Salvador and
Nicaragua; and factor f) in Argentina, Bolivia, Brazil,
Nicaragua and Peru.

Two of the six factors mentioned, a) and b}, are
of foreign origin and are not, therefore, attributable to
domestic policies, although these could have been
more effective. For their part, guerrilla wars
constitute a serious non-economic national problem.
The other three factors are directly and immediately
related to economic and financial policy and,
therefore, must be studied with care in order to avoid
them in the future,
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2. Increases in the prices of oil, other primary
products and imported manufactured goods

Oil prices rose sharply in 1973-1974 and again in
1979 and 1980, with the result that average fuel prices
in the 1970s were eight times higher than in the 1960s
(table 4). Also in 1973-1974, the prices of other
primary products began a trend of increases that
continued until 1980, raising their average value to
" double that of the 1960s; a similar trend occurred in
the prices of exports from industrialized nations or in
the prices of imported manufactured goods, which is
the same thing. Given this increase in oil and other
primary product prices, which led to considerable
income and cost increases in producer countries,
raising prices from the demand side and pushing them
up from the cost side; and, given, moreover, the
higher value of imported manufactured goods, it is no
wonder that Latin American inflation rose from an
average annual rate of 21% in the 1960s to 39% in the
1970s and to around 50% by the end of that decade.
- Table 4
LATIN AMERICA: IN BASIC PRODUCT PRICES
AND RATES OF INFLATION: 1961-1980
(1961-1970 = 100)

Index Increase

1971-1980 (%)
Price of oil 8285 7285
Price of basic products 212.1 112.1
Price of industrial country
exports 211.6 111.6
Average industrial country
rate of inflation® 263.0 163.0
Average rate of infl ation” 185.7 85.7

Source: International Monetary Fund, Yearbooks of International
Financial Statistics.

*3.3% in the period 1961-1970 and 8.7% in 1971-1980.

®21.2% in the period 1961-1970 and 39.1% in 1971-1980.

3. Policy to offset the decline in assets
and foreign loans

As can be seen in table 5, during the 1960s, net
financial transfers (new loans and direct investment
less amortization, dividend and interest payments) left
a negative average annual balance of US$700 million.

Positive annual averages of US$12.6 billion were
achieved in 1971-1975 and US$23.4 billion in
1976-1981 in the following six years, 1982-1987,
they became negative again, with an average annual

loss of US$22 billion, i.e., a decline of US$45.4
billion in the annual average of net financial transfers
between one period and another (computed, as all the
other figures in constant 1986 buying-power dollars).

Table 5
NET FINANCIAL TRANSFERS: 1961-1987
{Annual averages in billions of 1986 dollars)

1961- 1971- 1976~ 1982-
1970 1975 1981 1987
Direct investment 2.6 39 55 33
Loans 4.1 17.3 41.9 9.7
Acquisition of
capital 6.7 21.2 474 13.0
Interest and
dividend payments  -7.4 -86 240  -350
Net financial transfers -0.7 126 23.4 -22.0

Source: International Monetary Fund, International Financial
Statistics; International Bank for Reconstruction and
Development, World Debt Tables; and Economic
Commission for Latin America and the -Caribbean,
Preliminary overview of the economy of Latin America
and the Caribbean.

Latin American exports attained their maximum
value of US$108.2 billion in 1981, fluctuating below
that amount during the following years and averaging
US$94.8 billion during the 1982-1987 period. That
average was higher than that of the preceding five
years, even if computed in terms of 1986 prices;
however, as table 6 shows, total acquisition of foreign
resources (exports plus net financial transfers) fell
from an annual average of US$103.2 billion in
1976-1981 to US$72.8 billion in 1982-1987, ie., a
decline of US$30.4 billion. This figure is equivalent
to 3.6% of regional GDP, 22.7% of exports and
17.3% of fiscal income,

Table 6
NET FOREIGN RESOURCE ACQUISITION:
1961-1987
(Annual averages in billions of 1986 dollars)
1961- 1971-  1976-  1982-
1970 1975 1981 1987
Exports 288 524 79.8 94.8
Net financial
transfers -0.7 12.6 234 -22.0
Net foreign resource
acquisitions 28.1 650 1032 72.8

Source: International Monetary Fund, International Financial
Statistics and table 3.
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The drastic decline in foreign income presented
governmenis with the dilemma either of allowing this
phenomenon to provoke a violent contraction of
economic activity and employment or of applying
compensatory policies which would inevitably
accelerate inflation. Governments chose the second
alternative but, even so, could not avoid GDP
contractions of 1.4% in 1982 and 2.9% in 1983, with
a very slow rate of growth in the following years,
which was less than population growth. For its part,
the average Latin American inflation rate rose from
57% in 1981 to 85%, 130%, 185% and 274% in
the following years (table 1).

In the process described, inflationary acceleration
was caused by economic policy aimed at absotbing a
sharp drop in the acquisition of foreign resources.
This outlines the situation which gave rise to the
structuralist theory of inflation, first articulated by
Juan F, Noyola and later reformulated in more
systematic form by Osvaldo Sunkel, Anfbal Pinto and
Ratl Prebisch. This theory argued that Latin
American inflation was not due to lack of foresight or
extravagance but to imperfections in the productive
apparatus and instability in foreign trade. These
factors forced governments to implement com-
pensatory policies which generated inflationary
trends.

"Juan F. Noyola Vizquez, “El desarrollo econémico y la
inflacién en México y otros pafses latinoamericanos”, Investigacion
econdmica, vol. 16, No. 4, Mexico City, National School of
Economy, 1956; Osvaldo Sunkel, “La inflacién chilena: un enfoque
heterodoxo”, El trimestre econdmico, vol. 25, No, 4, Fondo de
Cultura Econémica, October-December, 1958; Anfbal Pinto, Ni
estabilidad ni desarrollo: la politica del Fondo Monetario,
Santiago, Chile, Centre for Research and Social Action, 1960; Rail
Prebisch, “Economic development or monefary stability: The false
dilemma”, Economic Bulletin for Latin America, vol. 6, No. 1,
Santiago, Chile, Economic Commission for Latin America and the
Caribbean (ECLAC), March 1961, Dudley Seers, “A theory of
inflation and growth in underdeveloped countries”, Oxford
Economic Papers, vol. 14, London, Oxford University Press, 1962,
Aldo Ferrer, “Reflexiones acerca de la polftica de estabilizacién en
la Argentina”, Ef trimestre econémico, vol. 30, No. 4, Mexico City,
Fondo de Cultura Econémica, October-December, 1963; Eduardo
Garcla, “Inflation in Chlle, a quantitative analysis”, 1964, mimeo;
Héctor Malavé Mata, “Metodologia del andlisis estructural de la
inflacién”, El trimestre econdmico, vol. 35, No. 3, Mexico City,
Fondo de Cultura Econdmica, July-September 1968; and Camito
Dagum, “Un modelo econométrico sobre la inflacién estructural”,
El trimestre econdmico, vol. 37, No. 1, Mexico City, Fondo de
Cultura Econémica, Jaauary-March 1970,

4. Monetary expansion not aimed at absorbing the
drop in foreign assets

The direct and immediate cause of inflation is
obviously monetary expansion. As explained above,
such expansion can be vsed to finance compensatory
policies, or can originate from the idea that monetary
expansion does not rajse prices in situations of
unemployment and unused productive capacity, or
can result from irresponsible financial policies. The
first cause has been analysed in the previous section
and the third cannot be justified, but the second is
little understood and, therefore, merits explanation.

. The belief that, in situations of unemployment
and unused productive capacity, monetary expansion
does not generate inflation is based on an erroneous
application of Keynesian theory which forgets that
this will be ttue in closed but not in open economies
and in countries with low gold reserves and affected
by a lack of funds. When a country with an open
economy and unused productive capacity possesses
international reserves, the expansion of demand can,
for' a time, increase production without provoking
inflation, because accumulated funds will finance the
increased imports resulting from greater domestic
activity. However, when the reserves are spent,
inflation takes off, the economy becomes
disorganized, production contracts and unem-
ployment increases.

Expansion of demand as an instrument of
development policy has been applied, at one time or
another, in many of our countries. To illustrate its
effects, it is sufficient to study the figures (table 7) for
the main macroeconomic variables of Chile in
1970-1973 and Peru in 1985-1988, when this policy
was applied. In Chile, the deliberate expansion of
demand was successful during the first two years,
when the real product rose and the inflation rate was
stable, but it began to have negative effects during the
third year and became critical during the fourth year,
in" which inflation took off, economic -activity
contracted sharply and real salaries plummeted. In
Peru, the favourable effects lasted three years but the
crisis that began in the fourth year was even more
serious than that suffered by Chile.

In spite of these arguments and the facts
themselves, we economists have frequently
maintained the illusion that, when labour and
infrastructure are available, monetary expansion will
increase production and not prices. On the basis of
this illusion, we have had recourse to monetary
expansion, although it is difficult to discern when
this has been motivated by the hope of increasing
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Table 7 :
CHILE AND PERU: EFFECTS OF DELIBERATE EXPANSION OF DEMAND AS DEVELOPMENT POLICY

Chile Peru

1970 1971 1972 1973 1985 1986 1987 1988
Rate of increase in »
public spending (%) 47 76 88 378 158 80 87 395
Inflation rate (%) 35 35 217 606 158 63 115 1722
Rate of real growth (%) 21 9.0 -1.2 -5.6 25 9.5 6.9 -8.4
Commercial balance (millions of
dollars) , 246 73 -161 -13 1173 -67 -463 - 84
International reserves (millions , ,
of dollars) 320 129 95 36 1842 1407 646 518
Real wages (first year = 100) C 100 112 108 89 100 114 124 95

Source: Rudiger Dombusch and Sebastian Edwards, “Economic crises and the macroeconomics of populism in Latin America: lesson from

Chile and Peru”, mimeo, March 1989,

production or when it was merely irresponsibility. Be
that as it may, inflationary acceleration, in many
cases, has been the consequence of monetary
expansion that should not have occurred.

- 5. Increases in exchange rates due to liberalization
of controls or unfavourable expectations

During 1971-1973, while a policy involving the
deliberate expansion of demand was being applied in
Chile, inflation was partially contained through the
overvaluation of the exchange rate. Table 8 shows
that, between 1969 and the third trimester of 1973,
the exchange rate rose nearly 250%, more than three
times retail prices (860%). The liberalization of the
exchange rate decreed by the new authorities caused
it to rise more than 2 300% in the following
15 months, a period in which retail prices rose little
more than 1 000%. In 1975, the exchange rate rose
490% and prices 375%. This inflationary acceleration
was basically a consequence of the liberation of
pressures restrained by the overvalued exchange rate
of the previous three years but it also had its own
momentum. In fact, a devaluation to equilibrium
would have meant an increase of from 25 to 90 pesos
per dollar in December 1973, and not to 360 pesos
per dollar, which is what happened in the free market.
Such a devaluation would perhaps have been able to
contain the increase of the dollar from 90 to only 200
pesos, or less, in the following 12 months, in contrast
to the 1 870 pesos of December 1974.% The extremely

& This figures does not coincide with that of table 8 because
the latter reports annual averages and not end-of-year values.

high rate of inflation in Chile in 1974, 1975 and 1976
was a consequence not only of the liberation of pre-
viously contained pressures but of the multiplication
of these pressures in the exchange rate-prices-wages
spiral.

Table 8

CHILE: EXCHANGE RATE AND RETAIL PRICE
INCREASES: 1970-1976
(Percentages)
Year Excl;an ge rate Rtlztail price
increase increase
1970 203 33.0
1971 83 350
1972 8.5 773
19737 38.5 1703
1974 23280 10144
1975 490.3 374.7
1976 165.8 211.8
Source: International Monetary Fund, International Financial

Statistics.
® First three quarters.
® Last quarter of 1973 and all of 1974,

Inflationary acceleration stimulated by auto-
nomous rises of the exchange rate took place in
Mexico in 1982-1988 and in Venezuela in 1989. The
strong increase in the rate of inflation in Mexico,
from 28% in 1981 to 59% in 1982 and to figures that
fluctuated around 100% for six years, was basically,
though not exclusively, due to capital flight provoked
by the debt crisis. The effects of inflation themselves
“aused the exchange rate to rise rapidly, which, in
turn, accelerated price hikes. In Venezuela, inflation
increases, from an average rate of 35% in 1988 to
90% the following year, were due to the exchange
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unification decreed in February 1989, which caused
the average import exchange rate to rise from 18.1
bolivars per dollar that month to a free and unified
rate which fluctuated between 36.9 and 34.7 bolivars
between March and December, a 120% real exchange
rate increase. Table 10 presents variations in the real
exchange rate and the monthly and annual inflation
rates for 1989 and the first three months of 1990.

Table 9
MEXICO: EXCHANGE RATE AND RETAIL PRICE
INCREASES: 1982-1989 '
(Percentages)
Exchange rate Retail price

increase increase
1982 130 59
1983 114 102
1984 40 65
1985 53 58
1986 138 86
1987 125 o132
1988 65 114
1989 8 18

Source: International Monetary Fund, International Financial
Statistics.

Table 10
VENEZUELA: EXCHANGE RATE AND RETAIL
PRICE INCREASES: 1989-1990

Exchange Retail prices
rate variation

Year and (%) (with Monthy 12-month
month respef:t to _vanatlon change

previous in annual

month) terms (%) #)
1989 '
Janvary 0.2 14.0 36.4
February 117.1 459 435
March -59 884.9 743
April 27 357.0 93.8
May 21 110.5 - 1033
June -1.9 459 99.8
July 0.21 34.5 949
August 3.2 298 94.5
September 0.8 42.9 97.6
October 8.6 42.6 95.0
November 4.5 168 90.0
December -1.7 224 809
1990 :
January 0.9 329 83.2
February -0.7 25.3 91.1
March 21 239 519
Source: International Monetary Fund, International Financial

Statistics.

6. Guerrilla movements

In Latin America, guetrilla movements have become
strong enough to increase inflation in El Salvador and
Nicaragua. El Salvador went from an average rate of
1% in the 1960s to 11% in the 1970s and to rates
slightly higher than 20% in 1985, 1986 and 1989. In
Nicaragua, the tempo of price hikes rose from 1% in
the 1960s to 18% in the 1970s and to rapidly rising
annual rates in the 1980s, reaching levels of
hyperinflation. Probably in Peru, the guetrilla
movement has contributed to inflation, although the
determinant factor clearly was the policy of deliberate
expansion of demand.

Given the great difference between the intensity
of inflation in El Salvador and Nicaragua, it would be
worth while to investigate the cause. This would
require obtaining information on the damage caused
by the guerrilla movement in each country. Without
such information, it can be assumed that the lower
inflation observed in El Salvador was due to the much
greater foreign aid received by that country, which
allowed it to maintain a much more stable exchange
rate and fo apply more conservative fiscal and
monetary policies.

7. Automatic acceleration of inflation when certain
levels are surpassed

When the rate of inflation rises above tolerance
levels, more and more worker organizations demand
and obtain wage increases before their contracts
expire. These increases further stimulate inflation and
provoke a further reduction of the adjustment interval,
which is initially cut to six months and, then, to three
months, one month, one week, one day. At first, the
adjustment is based on the cost of living index but,
since today it is published after one or two months
have passed, it is replaced by another price hike
indicator: the best known and most up-to-date is the
current price of some foreign currency, generally the
dollar. As adjustment periods become shorter, the
persistence mechanism grows progressively weaker,
until it disappears completely.  This is why there
comes a time when hyperinflation loses its
momentum and suddenly stops, with the cessation of
exogenous pressures of demand and costs, or of the
partial deficiency of supply which affected the
economy.
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This mechanism has been the cause of the
acceleration of price hikes to hyperinflationary levels
in Argentina, Bolivia, Brazil, Nicaragua and Peru and

has conferred specific characteristics on the processes
of those countries, which must be taken into account
in the design of policies designed to stop them.

Table 11
HYPERINFLATION
(Monthly percentage price increases for the last five months of hyperinflation and the following five months

Months Germany” Austria” Hungary® Poland® Greece®
1 205 41 6 38 305
2 1276 33 8 275 349
3 4126 92 25 148 1909
4 3773 134 29 109 8894
5 35875 82 79 70 85 507 000
6 -10 -8 13 6 63
7 <7 -6 3 -1 -8
8 -3 -2 6 - 5
9 1 1 -3 -1 7

10 2 2 4 -1 2

Source: Felipe Pazos, Chronic inflation in Latin Anierica, Praeger Publishers, New York, 1972.

* July 1923-April 1924,

b May 1923-February 1924,
€ October 1923-July 1924.

d September 1923-June 1924.
¢ July 1944-April 1945,

Measures for stopping inflation

1. Successful policies in the past

The information in table 12 demonstrates that, in the
last decades, some Latin American countries have
managed to reduce their inflation rates substantially,
for shorter or longer periods of time. Since the author
of this article is not fully familiar with the policies
applied in Paraguay in 1953-1954 and in Bolivia in
1956-1958, they will not be considered in the
following analysis. In the other cases, eight countties
took measures especially designed to disconnect the
mechanism of overadjustment; two began a drastic
deceleration of the depreciation of the exchange rate;
and the last country adopted an orthodox programme
which brought about a sharp drop in its
hyperinflation, in a way similar to that which ended
hyperinflation in Central Europe after the World
Wars.

Policies for ending the overadjustment process
have assumed three different modalities over the
years. Il the 1950s and the first half of the 1960s, the
procedure consisted in limiting the wage hikes

established in contract renewals to the equivalent of
half the inflation rate of the adjustment period, plus a
small percentage for increased productivity. Towards
the end of the 1960s, a formula of scaled wage
increases tended to prevail, by virtue of which greater
increases benefited those workers who had gone
longer without an adjustment. Finally, in the 1980s,
the choice was made to create a new monetary unit
and to regulate the conversion of work contracts
signed in terms of the previous monetary unit into
coniracts using the new money. ‘

The first procedure allowed for the reduction o
inflation in Chile, from 76% in 1955 to 29% in 1958
and from 39% in 1959 to 8% in 1961; in Argentina,
from 114% in 1959 to 27% in 1960; and in Brazil,
form 91% in 1964 to 22% in 1968, making an
average growth rate of 9.4% possible for the
following eight years.

The second method was applied in Argentina
during the 1967-1969 period and brought about a
decrease in inflation from 29% to 8%; and in
Uruguay from 125% to 17% in 1968-1970. Finally,
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the third formula was used in the Austral and Cruzado
Plans implemented by the Governments of Argentina
and Brazil respectively, both in 1985-1986. The
Austral Plan lowered inflation from an annual rate of
2 554% in July 1985, to an average annual rate of
33% in the following seven months, although prices
were soon to rise sharply again. In Brazil, the
Cruzado Plan caused inflation to fall from an annual
rate of 535% in February, 1986 to an average rate of
14.6% in the following seven months, a period at the
end of which, however, prices rose again
exponentially.

We will now deal with programmes designed not
to disconnect the overadjustment mechanism but to
decelerate the exchange rate depreciation. For
examiple, Chile reduced inflation from slightly more
than 1000% in 1974 to 20% in 1981 through a
stabilization plan whose essential element was the
deceleration of the rise in the dollar exchange rate
from 2 328% in 1974 to zero in 1981, followed by
low incremental increases in the following years.

Mexico reduced inflation from an annual rate of
214% in January 1988 to 18% in the following
September, by applying a policy designed mainly to
freeze the exchange rate for that year, limiting
depreciation to 1.3% monthly (16.8% annually)
beginning in January 1989.

The hait in exchange rate depreciation is an
effective anti-inflationary policy because it slows
price increases for internationally tradeable goods,
whose weight in the cost of living index is less than
30%. By containing increases in that area, this policy
leads to moderation in wage hikes, as the annual
coniracts of different worker groups come up for
rencwal. In the absence of other inflationary
pressures, the deceleration of exchange rate deprecia-
tion can halt the inflation process in one or two years
and in even briefer periods, if the interval between
wage adjustments has been shortened due to the
intensity of price hikes. However, this method
achieves its objective at the cost of overvaluing the
currency and discouraging exports which, after a
short time, provokes an exchange crisis that sparks
inflation once again.

Both in Chile and Mexico, policies of exchange
overvaluation were implemented after a period of
rapid depreciation, which stimulated inflation but
which was, in fact, more rapid (tables 8 and 9). The
exchange ratc was obviously undervalued, which
gave room for revaluating it without letting it go too
high. However, those were exceptional circum-
stances, since exchange revaluation is a highly risky
policy, by no means advisable as a means of detaining
inflation.

Table 12
LATIN AMERICA: CASES IN WHICH INFLATION HAS BEEN REDUCED

Annual inflation rate

Country Period Duration of
Tnitial Atend of “stability”
programme
Paraguay 1953-1954 62 21 - 23 years
Chile 1955-1958 76 29 2 years
Bolivia 1956-1958 115 20 12 years
Argentina 1959-1560 114 27 S years
Chile 1959-1961 39 8 2 years
Brazil 1964-1967 91 22 8 years
Argentina 1967-1969 29 8 2 years
Uruguay 1968-1970 125 17 2 years
Chile 1974-1981 504 20 1o present
Argentina 1985-1986 2554 27 7 months
Brazil 1985-1986 535 17 8 months
Bolivia 1985-1986 11743 16 to present
Mexico 1987-1989 214 18 to present

Source: International Monetary Fund, International Financial Statistics
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The third effective anti-inflationary plan was that
of Bolivia, the first Latin American country to which
levels defined by Cagan as hyperinflation and, until
the recent price explosions in Argentina, Brazil and
Peru, the only country in the world in which this
process had not been caused by war or revolution.
Hyperinflation in Bolivia was the result of systematic
fiscal disequilibria, freely financed by foreign banks
between 1975 and 1980 and by the Central Bank
during the first half of the 1980s. Prices rose from an
annual average rate of 20% in the 1970s to 32% in
1981 and accelerated in the following years, to 127%
in 1982, 276% in 1983 and 1 281% in 1984, reaching
11 743% in 1985. This last figure is the equivalent of
a monthly average of 49%, which rose to 56% in the
last week of August, before falling sharply to a
negative rate of 2.9% in the first week of September.
Hyperinflation ended in the same sudden fashion in
Central Europe at the end of the World Wars and, as
in those cases, its end can be attributed to the loss of
inertial persistence, more than to the measures taken
to stop it, which had been implemented only days
before.

The stabilization plan of Bolivia consisted in an
orthodox programme of public expense reductions,
tax and public service tariff hikes, privatization of
State companies and general economic liberalization.
Credit cannot be given to the programme for the end
of hyperinflation, since it did not have time to achieve
that goal, although it did halt pressures in the
following months and maintained inflation below an
annual rate of 20% in subsequent years.

2. Characteristics and lessons of successful plans

‘The study of Latin American plans which have been
successful in substantially reducing inflation reveals
that all of them ended the process of overadjustment,
applying wage and price controls, or decelerated the
process, slowing exchange rate depreciation.

It is also clear that none of the plans was based
exclusively or mainly on restriction of aggregate
demand.

Controls applied to end the process of
overadjustment have been transitory and have not
affected market operations nor have they distorted the
structure of relative prices. Neither has deceleration
of the exchange rate brought about negative effects,
due to the special circumstances in the countries
which had recourse to that policy.

It is also clear that plans which have not
implemented adequate measures for the restoration of
financial equilibrium have been effective for only
brief periods, after which inflation reappeared with
great force; on the other hand, countries which took
such measures have maintained relative stability for
longer periods.

The substantial reduction in price increases
achieved by these plans shows that inflation is
conirollable. This is a very important conclusion
because one of the obstacles which the struggle
against inflation in Latin America faces is the belief
that it is an unavoidable evil, due to the instability of
foreign trade and imperfections in the economic
structures of our countries, according to some, or to
deficient government administration, according to
others.

3. The need to end the process of
overadjustment and re-establish
basic economic equilibria

Analysis of the causes of inflation and of the plans
which have managed to contain it shows that it is
necessary to end the process of overadjustment. It
also demonstrates that the more advisable of the two
formulae available for this purpose consists in
establishing transitory wage and price controls
because the deceleration of the process through
gradual revaluation of the exchange rate implies the
risk of overvaluation and, therefore, of discouraging
growth of exports.

In their book on Argentina,9 Dombusch and
De Pablo clearly and convincingly explain that
temporary wage and price controls do not seek to
replace the mechanism of the market and consumer
freedom but seek rather to re-establish the normal
functioning of that mechanism and allow economic
agents to obtain undistorted information for their
decisions. Temporary control can be effective when
it is not prolonged beyond a couple of months
because, in that short time, the structure of
relative prices is not distorted by that control.

® Rudiger Dornbusch and J.C. De Pablo, op. cit.
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It is necessary to understand clearly how and
why temporary controls designed to break
inflationary inertia do not replace the mechanism of
the market but rather perfect it. Failure to understand
this phenomenon prejudices many economists against
an indispensable policy for halting inflation or for
reducing its intensity to bearable rates.

The temporary wage and price controls necessary
to break inflationary inertia are not an alternative to
the adoption of financijal policy that would balance
aggregate demand and- total supply. Measures to
rationalize the budget and halt monetary expansion
must be taken simultaneously. If financial equilibrium
is not restored, excessive demand will make prices
rise and reactivate inflation., '

- When formulating policies for fiscal correction,
financial authorities must be aware that, measured in
real terms, government assets fall when inflation
accelerates and rise again when inflation falls. This
can be attributed to the Oliveira-Tanzi effect, i.e., to
the fact that government assets lose real value
between the date when taxes are computed and that
on which they are collected, losses being greater in
conditions of higher inflation. It is foreseeable, then,
that income will increase in real terms when inflation
decreases, - although not to the extent necessary to
balance the budget. Consequently, it is necessary to
raise taxes and public service charges or reduce
expenses to cover the budget deficit which will
probably remain, in spite of increased real income
due to decelerated inflation.

Financial authorities must also be aware that
economic agents reduce their monetary balances to
painfully low levels during periods of rapid inflation
and restore them to normal levels when inflation
slackens. For this reason, it is possible to expand
monetary supply in this phase, without provoking
inflationary effects, up to the amount required to
restore normal liquid balances. Nevertheless, this
does not mean that stabilization can be achieved with
a lax monetary policy: for the positive effects of
breaking inflationary inertia to become firmly
established, fiscal policy and monetary policy must
achieve and maintain strict macroeconomic
equilibrium.

4, Equilibrium in international payments

The fiscal and monetary policies designed to balance
domestic accounts, also balance international
payments onregular accounts, although it does so at
a low level of economic activity. Therefore, strategy
for stabilization must be accompanied by policies

designed to promote a high level of exports,
taking into account the possibility that this high
level of activity may lead to foreign deficits, which
would require financing with intemational reserves
or by postponing foreign debt service. Consequently,
maintaining foreign equilibium and high produc-
tion and employment levels simultaneously requires:
i) application of conservative financial - policy;
if) establishment of an exchange rate that stimulates
exports; iii) implementation of an anticyclic policy
with respect to international reserves and foreign debt
service.

These are the three classic prescriptions in this
matter, except the third recommends anticyclic
policijes, not with respect to acquiring new foreign
loans, but to interest and amortization payments on
previously contracted loans. In the circumstances in
which Latin American countries currently operate,
with a debt many times greater than their capacity to
pay, an increase of that debt cannot be recommended.
Rather, they must try to lower the rate of growth of
that debt as much as possible.

S. The special case of hyperinfiation

When price. hikes have reached hyperinflationary
levels, it is no longer necessary to install temporary
controls to end the process of lags and
overadjusiments, since the shortening of- intervals
between increases has already performed that task.
This explains why hyperinflation ended from one
month to the next in Germany, Austria, Hungary and
Poland after the First World War, and in Greece, after
the Second. And it explains the abrupt end of the
recent hyperinflation in Bolivia.

Given the rapid disappearance of the
phenomenon in the countries of Central Europe after
the World Wars and the more recent experience of
Bolivia, it was reasonable to expect that the same
process would occur in Argentina and Brazil,
overwhelmed by explosive inflation. But this has not
happened. More than half a year after the
implementation of rigorous stabilization programmes
in these two countries, in July 1990, retail prices were
rising at an annual rate of more than 340% in
Argentina and around 430% in Brazil. Why has the
hyperinflation of these two countries not behaved in
ways similar to those observed in other countrics in
the past? This is a question to which we must dedicate
our best efforts.
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Conclusions

In Latin America, as in the rest of the world, inflation
is maintained by lags and subsequent overadjustments
of prices subject to contract or official regulation and
is accelerated or decelerated by deficits or positive
balances in the country’s foreign or domestic
accounts. Consequently, anti-inflationary program-
mes must attack both factors, with measures to reduce
overadjustments to normal levels and policies that
will balance domestic assets and debits and
international payments. The reduction of over-
adjustments to normal levels requires the application
of simple controls for brief periods, which need not
distort the structure of relative prices nor affect the
efficient allocation of resources which will continue
to occur through the mechanism of the market.
Domestic financial balance must be re-established
through higher taxes and public service charges or
reduced public expenses, or through a combination of
both measures; and foreign equilibrium must be
achieved and maintained through the application of
i) a policy of domestic financial balance; ii) an
exchange rate that stimulates exports; iii) an
anticyclic foreign debt service plan which will lower
payments when the country’s export income falls and
raise them when exports rise.

In situations of hyperinflation, wage and price
controls are not necessary to put an end to the process
of lag and overadjustment. With daily adjustments,
wages no longer lose ground with respect to average
prices. However, it is still absolutely necessary to
re-establish domestic and foreign financial
equilibrium and create confidence that it will be
maintained.

The spectacular worsening of inflation in Latin
America in recent years could facilitate the struggle
against this social and economic scourge and reduce
its intensity to the levels found in industrial countries,
because it has obliged us to scrutinize the measures
necessary to achieve this goal and because it ought to
give us the resolve to apply these measures,

It is perhaps justified, then, to repeat that control
of inflation constitutes the most urgent task for
economic science and the central problem that we
Latin American economists must solve in order to
alleviate the suffering of millions of persons, renew
the development of our countries and rescue the
prestige of our profession.
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Structural
elements of
spiralling
inflation

Héctor Assael* |

This paper reviews some of Prebisch’s ideas on Inflation
and comments on the article by Felipe Pazos which appears
in this number of the Review.

It is pointed out that inflation and stabilization policies
were not among the subjects most frequently dealt with by
Prebisch. Nevertheless, in the earliest ECLAC documents,
when Prebisch became the Executive Secretary, a
“structural” interpretation was developed of the
phenomenon of inflation in Latin America.

The paper also reviews the causes put forward by
Pazos of the present period of spiralling inflation. It
emphasizes the significance of “Imported inflation” and of
recessive adjustment policies as causes of inflation. It goes
on to analyse the responsiblility of the fiscal defieit for
inflation and warns that this does not justify conclusions
about adjusting the size of the public sector, given the form
in which the external debt service was transferred to it.

Finally, the paper analyses various anti-inflationary
measures. An [ntegral stabilization policy should make a
joint and coordinated attack on both the structural factors of

inflation and the ways in which it spreads. From another

point of view, orthodox fiscal and monetary measures
should be coordinated with unconventional measures, such
as controlling a set of key prices and wages. In cases where
- inflation is accompanied by significant disequilibria in the
balance of payments, the situation of external strangulation
must be attacked. Finally, an effective and rapid
anti-inflationary programme needs broad public suppott.

*Director of the International Trade and Development
Division (ECLAC).

I

One of the reasons it is particularly important for me
to participate in this seminar is that it gives me the
opportuntity to comment on the spiralling inflation in
Latin America. I shall, therefore, look at some of the
subjects which were given special attention by
distinguished Latin American economists such as
Rail Prebisch, Felipe Pazos, Anibal Pinto, Juan
Noyola, and Osvaldo Sunkel, who have had an
extensive and profound influence on economic and
social thought in the region.

I will then make separate brief comments on
some points, to facilitate a subsequent interchange of
ideas.

11

It can be stated that inflation and stabilization policies
were not among the subjects most frequently dealt
with by Prebisch, especially when its small relative
weight in the enormous intellectual legacy he left us
is taken into account. However, it can also be claimed
that it was present in the earliest ECLAC documents,
dating from the beginning of his work as Executive
Secretary, and that these documents put forward a
“structural”  interpretation of the inflation
phenomenon in Latin America. This was the
beginning of a school of thought which was later
perfected by other economists of the region.

A preliminary stage in Prebisch’s thinking on
inflation appeared at the end of the 1940s when he
wrote the original version of the introduction to the
Economic Survey of Latin America, 1948, in a section
called “Capital formation and the inflationary
procms”.'1 By way of illustration, the following
paragraph from this section is quoted:

“The considerable pressure of those individual

and collective needs on a relatively scarce supply

of resources, is usually accompanied by inflation
phenomena, such as those which so rightly worry

governments at this time. Simultaneously, a

school of thought has been developing not only

among the more privileged, but also among
those, concerned only with the general good,
who consider inflation an unavoidable means of
forced capitalization in situations where
spontaneous saving is notoriously insufficient.”

1See, La obra de Prebisch en la CEPAL. Selection by Adolfo

Gurrieri (1982). Mexico, D.F., Fondo de Cultura Econdmica,
pp. 99-155.
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At this stage which, in my opinion, culminated in
1961 with the publication of his work, “Economic

development or monetary stability: the false
dilemma”,? Prebisch seems to put forward three

essential ideas on the subject of inflation: a) the set of
relationships generated between Latin American
economic and social growth and the corresponding
changes in both the level of prices and the pricing
system in the various countries; b) the role inflation
can play in correcting imbalances in the development
process, ie. its incidental “effect”; and <) the
relationships existing between the external strangula-
tion of the regional economies and their propensity to
inflation.

There was a final stage based on all his work on
“peripheral capitalism™ carried out over most of the
1970s and continuing to his death in 1986. As a
means of recalling this different and novel concept of
structural inflation, it is useful to quote a paragraph of
his article “Socio-economic structure and crisis of
peripheral capitalism”, 3 which originally appeared in
the CEPAL Review, 1978:

III

Dr. Felipe Pazos has presented an excellent paper
which shows clearly that he is an expert on the
subject of inflation and stabilization policies and he
has made valuable contributions to the study of the
numerous aspects of this problem. In this respect, it
should be remembered that as early as 1969 Dr. Pazos
made an in-depth analysis of what he called the
“chronic inflation” of Argentina, Brazil, Chile, and
Uruguay, in his book called Medidas para detener la
inflacion crénica en América Latina, published by
the Centre for Latin American Monetary Studies
(CEMLA).

On this occasion, Dr. Pazos’s paper is aimed
essentially at clarifying the causes of spiralling
inflation in Latin America over the last two decades,
as well as at reviewing appropriate measures to
contain it. He also examines briefly the recent
stabilization plans of four countries in the region
(Argentina, Bolivia, Brazil, and Mexico).

2See, Radl Prebisch, “Economic development or monetary
stability: the false dilemma”, Economic Bulletin for Latin America,
vol. V], No. 1, Santiago, Chile, March 1961. )

3 Ratl Prebisch, “Socio-economic structure and crisis of
peripheral capitalism”, CEPAL Review, Second half of 1978.
United Natioas Publication, sales No. 5.78.11.G.4, Santiago, Chile.

“Thus we approach the system’s critical limit. In
order to understand what happens when this is
reached, it is worthwhile to recall an indis-
pensable requirement of the dynamics of the
system. If the consumer society is to operate
smoothly, it is essential that the growth rate of
the surplus should be at least the same as that
of the global product. Otherwise, if the pressure
of the middle strata through the various forms of
participation which have just been described, and
the incidence of the tax burden on the surplus,
were to prevent the fulfilment of this requisite,
the attenuation of the surplus would reduce the
rate of accumulation, and that would bring down
the growth rate of the product and would
correspondingly reduce the part of the surplus
carmarked for the consumption of the upper
strata. In this case, enterprises would endeavour
to retrieve the surplus by raising prices in order
to-testore the dynamics of the system.”

Prebisch later continued developing and per-

fecting these ideas.

Dr. Pazos puts forward the following as the main
causes of spiralling inflation in the region: a) in the
1960s, the vertical rise in oil prices, the much lesser
but substantial increase in the price of other primary
products, and the considerable increase in the price of
exports from the industrialized countries; b) the
attempts of Latin American Governments in the
1980s to cushion the domestic effects of the steep
decline in foreign exchange returns, complicated by
the foreign debt crisis and the reduction in prices of
primary products. To factors a) and b) which had a
general impact, he adds others which affected only
some of the countries: ) monetary expansion which
was not aimed at cushioning the fall in foreign
exchange returns; d) rises in the exchange rate
resulting from the lifting of earlier controls or from
predictions that there would be an imbalance in
international payments; €) the guerillas; and f) the
automatic spiralting of inflation which occurs when a
specific point is reached.

It is easy to comment on a diagnosis which is
correct; however, 1 would like to make two
comments, : '

In the first place, in the 1960s as in the 1980s,
“imported inflation” was of basic significance as a



STRUCTURAL ELEMENTS OF SPIRALLING INFLATION / Héctor Assael 133

structural factor in destabilizing internal prices in
many Latin American countries,

Later, with the appearance of this structural
phenomenon, various propagating mechanisms began
to operate. Naturally, they became much more active
in the 1980s, particularly in some economies of the
region. The recessive adjustment policies followed in
Latin America contained, themselves, a very signifi-
cant inflationary element, since they were aimed
persistently at bringing about a thorough change in
relative prices, favouring tradeable products over
non-tradeable products. Thus, flexible exchange rate
policies were largely used to achieve a stable and
considerable undervaluation of the domestic
currencies of many of the countries in the region.

In the second place, as I see it, there has not been
sufficient academic study of the spiralling inflation of
the 1980s to support claims that public deficits and
their effect on monetary expansion have exerted a
significant impact on the growth of inflation.

This observation does not directly lead to
conclusions about the enormous size and inefficiency
of the Latin American public sector. This is because it
is always forgotten that before the debt crisis,
Governments in the region often took on respon-

A complete section of Dr. Pazos's paper examines
what measures can be taken to contain inflation. He
tackles the question directly without specifying
whether these measures could be differently defined
and ordered according to the essential characteristics
of specific inflationary processes. For example, in the
case of purely monetary inflation of a primarily
structural nature or with a predominant inertial
element, there could be various alternative stabiliza-
tion strategies each with relatively differentiated
policies and measures with respect to the inclusion or
exclusion of each component and in the various
combinations of anti-inflationary measures that could
be feasibly conceived.

In the final analysis, Dr. Pazos places the
necessary components of a stabilization policy in
three groups: a) measures for ending the over-
adjustment of contracted or officially regulated
prices; b) measures to cushion, as far as possible, the
effects of variations in export prices and capital
movements; and ¢) an economic policy for re-
establishing equilibrium between aggregate demand
and total supply.

sibility for the private sector foreign debt without
having sufficient access to the corresponding funds in
domestic currency required for this service.

In other words, the Governments, in
“guaranteeing™ the private sector foreign debt, made
the situation twice as bad: on the one hand, they
needed access to the foreign exchange indispensable
for servicing the debt and, on the other, they had
some how to obtain, largely through monetary
emissions favouring the public sector, funds in
domestic currency equivalent to these foreign
payments. ' '

For example, in Brazil in recent years, the
Government has received from the private sector,
according to a rough estimate, the equivalent of some
US$5 billion less in domestic currency (5% of the
foreign debt) per year, when it is taken into account
that about 50% of the total debt was “iransferred”
from the private to the public sector and assuming, as
well, an average annual interest rate on the debt of
10%. Because of its magnitude, this sum,
approximately 2% of the gross domestic product and
a very high proportion of the money available in the
country, has undoubtedly great inflationary potential.

This classification of the major components of
anti-inflationary policy might seem, at first glance, to
be somewhat generalized. However, this impression
disappears on further reading since throughout the
paper appropriate descriptions are given of the
different actions to be included in each of the three
groups.

The special case of hyperinflation is dealt with in
the paper and is defined as inflation where the rate of
price increase is higher than 50% per month, or
13'000% per. year.

Curiously, Dr. Pazos has a somewhat optimistic
view of hyperinflation since, in his opinion, when
price increases have reached this level, there is no
need for temporary controls to stop the process of
delays and overadjustments, since the shortening of
the intervals between increases has already done this,
He adds, however, that when the overadjustment
mechanism is discontinued, hyperinflation can only
be contained by establishing financial equilibrium in
the fiscal as well as in the monetary and exchange
rate areas. Confidence is restored when equilibrium
has been reached.
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Although Dr. Pazos quotes some historical cases
of the sudden halt of hyperinflation, particularly in
Europe in the 1920s and .1940s, and more recently
in Bolivia, there remains some doubt about the
implications of his argument.

This doubt is especially valid considering that in
some countries inflation can remain at relatively high
levels (for instance, between 20% and 50% per

To conclude these comments on Dr. Pazos’s paper, |
would like to try to describe what he feels should be
the essential characteristics of a reasonable, integral
anti-inflationary policy with a good chance of success
in achieving a substantial and stable slowdown of
price increases in various specific situations,

The first condition -of this integral stabilization
policy is that it should make a joint and coordinated
attack on both the structural elements of inflation and
those propagating it. The structuralist interpretation of
inflation does not try to ignore the importance of
monetary policy in controlling inflation, but it does
emphasize that monetary imbalances are usually
deeply rooted in the economic system (for instance,
production maladjustments or social problems) and
that these must also be eliminated.

Second, to combat inflation, a combination of
orthodox and unconventional measures are necessary,
particularly in cases of inertial inflation involving
prolonged price increases. In this kind of situation, it
is very costly to eliminate it only by orthodox fiscal
and monetary measures, We must apply unconven-
tional complementary and temporary measures, such
as controlling a set-of key prices and wages and/or
setting price and wage guidelines, in order to break
inflationary inertia without excessive costs to
economic activity,

Third, if this inflationary process is accompanied
by a significant disruption in the balance of payments,

month) over long periods of time, without the process
getting out of control and without the hyper-
inflationary limit being soon reached. In these cases,
the automatic cotrections of overadjusted prices
would not occur, but conversely, could aggravate
serious distortions among the various ¢lements of the
pricing system.

the formulation and management of the necessary
stabilization policy is highly complicated. Here we
must usually combine anti-inflationary policies with
strategies for structural change to combat as quickly
as possible the foreign strangulation which is
affecting the economy. The tactics resulting from this
approach should have a simultaneous effect on the
current and capital accounts of the balance of
payments. ’

Fourth, an effective anti-inflation programme
needs a wide social consensus. As is well known,
when inflation is high, extensive and sharp
fluctuations occur in prices and relative incomes. The
result is social uarest and acute rivalries among the
factors of production. In this situation, the struggle
against inflation reguires wide socjal acceptance or
agreement among the various economic partners
(above all, government, workers, enterprises and
consumers) in order to promote concerted action
without serious and permanent disputes.

Lastly, a reasonable stabilization policy must
quickly bring down prices and re-establish the
necessary conditions for renewing economic growth
and social development. Otherwise, the policy may be
politically unviable and short-lived, since various
social and economic interests will soon combine to
oppose it and finally put an end to it.
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Latin American
integration

and external
openness

Germdnico Salgado*

The economic integration of the region reached a turning
point in early 1984. From that moment on, there has been a
growing aumber of initiatives that have given dynamism to
what was a languishing process. According to the author,
this new surge towards integration is the region’s response
to a world that seems to be restructuring itself into large
economic groupings.

Two stages can be distinguished in this process of
reactivation: a first stage, which could be described as
cautious and rather timid, and a second one which began
with the agreement between Argentina and Brazil in
mid-1986. This latter stage reflects an intention to speed up
and deepen economic integration by resorting to new forms
or to much greater openness at a more rapid pace,

The signs of openness in the region’s economies are
more and more frequent, to the point where economic
integration should be seen rather as a derivative of a wider
attitude that seeks to shift the centre of gravity of
development policy towards the world market. Indeed, in
some cases trade was first liberalized with third countries,
so that what took place with regional integration was only
an extension of what was taking place with foreign trade
systems in general. On the other hand, there has been ro
significant progress in fields that are critically important
for reintegration, such as payments clearing arrangements
and balarce-of-payments support systems.

Can indiscriminate opening-up to the international
economy be reconciled with regional integration? It may be
assumed that as both processes advance, it will be necessary
to decide to give priority to one or the other, unless it is
possible to find levels of openness and selections of
activities which make them compatible. The author
concludes that without a significant margin of preference it
would be uscless to propose the integration of markets, and
still less the integration of production.

Selective integration would be easier to reconcile with
the general trend lowards openness. The aspects of the
integration processes that merit the most attention are the
‘most dynamic currents of intraregional trade and the
development of activities with a high knowledge content
and those that are critical for progress in the transformation
of production.

*Ecuadorian consultant specializing in regional
integration policies.

I
Recollection and homage

Interest in economic integration has sprung back to
life in recent years in Latin America. The short-term
economic situation has continued to be unfavourable,
but apparently uncertainty about the future and
awareness of Latin America’s diminishing part in the
world concert were even stronger motives. At first
sight there is something in common between this
moment and that time long ago when the first steps
towards integration in the region took shape: the
Central American Common Market in 1960 and the
Latin American Free Trade Association (ALALC) in
1961, both of which were decisively influenced by
the signing of the Treaty of Rome (1957) and the
early dynamism of the FEuropean Economic
Community (EEC). Now the impetus is coming from
a multitude of initiatives, among them once again the
EEC, with its Single European Act as perhaps the
most relevant example.

But there are differences. Towards the end of the
1950s, the personality of Dr. Raiil Prebisch and the
ideas of ECLAC inspired a coherent line of
promotional action with clear objectives. Ultimately,
however, neither ALALC nor the Central American
Common Market faithfully followed Prebisch’s
postulates in their articles of association, and this was
later to prove unfortunate.!

But neither these discrepancies not- the uneven
and frustrating experience of these efforts should
make us forget that the birth of Latin American
integration was the result of mature reflection about
the requitements for the sound development of the
region. A strongly vertebrate Latin America, with all
its parts closely articulated thanks to integration, was

the. image that Ranl Prebisch. insisted on. That is

what he meant when he spoke of the “globality” of
regional integration: a term he used to emphasize
the need for the formula chosen to include all
Latin American countries, with different treatment

'See Germénico Salgado, “The Latin American regional
market: the project and the reality”, CEPAL Review, No. 7
(E/CEPAL/1084), Santiago, Chile, April 1979, pp. 85-132. United
Nations publication, Sales No. E.79.1.G.2,
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according to the situation of each one, but with no
exclusions nor segmentations,2 except for Central
America, where he admitted that for the time
being a subregional form of integration was called
for. Never again was the integration of Latin
America to be posed in such global terms, even
though ever since clip-service has been paid to that
old model when people speak of the remote
objective of a “Latin American common market” or a
“regional market”,

Today, in a context of enormous instability and
extreme pressure, Latin America has returned to the
search for unity. As we have already noted, there is
no longer a vision of the whole. There have been a
number of attempts, some bold and imaginative,
others virtual improvisations, but they all clearly
contain an element of a makeshift response to a
difficult and uncertain situation. It is also clear that
now, more than ever, we need to base our efforts on a
tegional project elaborated by all concerned.,

Once again, integration...

When the Latin American Economic Conference was
held in Quito in January 1984, its call for integration
appeared to be just another tip of the hat to the myth
of Latin American unity, Normally the admonition
would very soon have disappeared, leaving no visible
trace. But this time, apparently, something else
happened: the Latin  American Integration
Association soon thereafter initiated the regional
round of negotiations, the Andean Group accelerated
the preparations for its reform of the Cartagena
Agreement, and Brazil and Argentina launched in
record time an Economic Integration and
Co-operation Programme which was unlike any of the
usual agreements of this kind. Even in Central
America, despite the divisions and tensions, a new
spirit was born with the Esquipulas IT Agreement and
the signing in Guatemala of the treaty establishing the
Centtal Ametican Parliament and connected agencies,
while in the Caribbean Community (CARICOM), the
Nassau Consensus of 1984 was a genuine attempt to
overcome the obstacles to intraregional trade. There
were many examples of joint actions in: the political
and economic spheres in Latin America: the
Cartagena Consensus, the Contadora Group, the
Support Group and later, the Permanent Mechanism
for Consultation and Policy Co-ordination, also
known as the Group of Eight. Nor has there been

2 United Nations, The Latin American Common
Market (E/CN.12/531), Mexico City, 1959, United Nations
publication, Sales No. 59.1.G 4.

any lack of decisions designed to make regional
co-operation a major factor in foreign policy, such as

‘Mexico’s programme with Central America, the Oil

Facility of the San Jos¢ Agreement on Energy
Co-operation, and the Group of Eight’s Acapulco
Commitment to Peace, Development and Democracy

-in Central America.

This renewed interest in integration and
co-operation has continued even more intensely since

that time, giving rise to still bolder proposals, as we
‘will see shortly.

The Latin American Economic Conference in
Quito was not, of course, the only cause of this wave
of initiatives: the region was deeply concerned about
the future, and this led to a new reappraisal of the

efforts and initiatives to promote integration and

solidarity. - - :
There are many good reasons for this concern. It
would be hard to imagine a more difficult situation

for Latin America than the present one. The problem

of the debt is everywhere, at all levels and all times,
and other issues in the region which could have much
more serious consequences in the. medium term are
only just beginning to. receive attention. Such issues
could, for éxample, make it much more difficult for
us to eventually overcome our financial straits. This is

‘the case of the scientific and technological gap

displayed by almost all the countries of the region: a

‘gap which is steadily growing and aiready represents
-a tremendous obstacle '
‘international economy on dynamic terms. We have

to our entering the

lost our proper share in the expansion of world trade,
especially in exports of manufactures. In relative
terms, the region is now less important for foreign



LATIN AMERICAN INTEGRATION AND EXTERNAL OPENNESS / G. Salgads 137

investment. The .already visible symptoms of the
progressive deterioration of the importance of Latin
America —and the developing world in general- as a
source of raw materials are so well known that they
scarcely need to be mentioned again here. There is a
clear excess of supply, face to face with a level of
demand which tends to grow only at a snail’s pace
because, inter alia, production increasingly demands
more knowledge and information and less natural
resources. The prospects are. no better for producers
of industrial goods, whether these are barely-
processed raw materials or medium-technology
exports. In both cases the protectionism of the big
markets places prohibitive limits on the poss1bllmes
of expansion.

And this is only one side of the €conomic
constraints that the region has been unable to

overcome. If we add to it the economic instability of '

almost all the countries of the region, the traumatic
alternatives of adjustment policies, and stagnating
production with its consequent high unemployment,
we have a partial explanation for the growing
demoralization of the more educated elements of the
population, especially young people. The lamentable
period of boundless political repression in the 1970s
has left open wounds in many countries. On top of
that, we are now in a period of constant constraints,
bordering on chaos in some countries. Not
surprisingly, their best-trained citizens are once again
beginning to migrate to the tich countties, Before, the
reason was repression or violence; now it is
unemployment, uncertainty and the almost total lack
of horizons:

Naturaily, ' the problems are not thxs extreme
throughout the entire region, and in some countries
the prospects may even be quite encouraging. The
vast . majority -of the. population of the region,
however, is living in a truly difficult situation, and
moreover has been doing so for more than a decade.
For that majority, the brief reference we have made to
their hardships is neither tendentious nor exaggerated.
It is true that there are positive facts to put on the
other side of the scale, such as the spread of
democratic political forms, which are undoubtedly an
asset. But, at the same time, we also cannot forget
that many countries of the region have suffered or
still suffer from scourges like political violence or
drug trafficking.

I have pinted this scene in strong colours because
I believe that we must seek the explanation for much
of what is happening now in Latin America in the

marks these difficulties and problems have left on the
typical Latin American, be he simple citizen or
political leader. When facing the rest of the world,
and especially the industrialized world, Latin
Americans feel like persons in desperate straits, who,
moreover, have lost the solidarity of all the other poor
countries. In spite of some recent signs of attention by
the United States, Latin Americans perceive that the
region’s problems are steadily losing importance for
that country and the other rich countries. The best
symbol of this attitude is the title of a book recently
published in Colombia which sums up the results of a
seminar. The book is entitled América Latina se ha
quedado sola (Latin America has been left on its
own),® and despite its somewhat dramatic tone it
reflects a state of feeling which explains certain
special featurcs of the sxtuatxon, as we shall see
bclow )

One of these features is this rebirth of the
motivation for integration, after this ideal had
vegetated for decades, except in the mind’s of a few
highly motivated people, at a time when the
circumstances . —especially the degree of macro-
economic. imbalance affecting almost all the
countries— make it particularly difficult to embark on
such a difficult enterprise. This interest in integration
has clearly returned not only because of the logical
need for joint action or bigger scales of production,
but also because of the example of the more powerful
countries, which have already organized themselves
into integrated blocs or are in the process of doing so.
A look at the international economy during these
years clearly shows effects of the tension of intense
competition —today, without a doubt, even stronger
than political rivalry, which is diminishing— so it is
natural to unite in order to gain increased power.
Jacques .Delors, one. of those. responsible - for the
impact caused by the Single European Act, openly
expresses this motivation' when he states that the
signatories of the Act are competing in'a worldwide
race where the stakes are economic survival and,
ultimately, the capacity for expression and political
action.

3 Alvaro Tirado Mejia, et al., América Latina se ha
quedado sola, Bogot4, Santillana, 1989.
Paolo Cecchini, foreword to Europa 1992: una
apuesta de futuro, Madrid, Alianza Editorial, 1988, p. 9.
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That is the view of a Buropean who, as we
mentioned, was the driving force behind the Single
European Act. According to this same Act, by the end
of 1992 the internal market of the Europe of the
Twelve will have been established as, “a space with
no internal frontiers, in which the free circulation of
merchandise, persons, services and capital will be
guaranteed ...”.

The concern that the Single European Act signed
in 1986 would lead to a “fortress Europe”, closed and
protected, was probably one of the reasons that led
the United States to sign a Free Trade Agreement
with Canada in 1988,

That concern and the evident preoccupation of
the United States about the hitherto unstoppable
advance of Japan as an expotter of high-technology
products also explain the recent negotiations with
Mexico to constitute some kind of free-trade area.
There was talk that the United States was interested in
incorporating Latin America into a similar
arrangement, but President Bush’s recent proposal to
extend the free-trade area to all of the Americas
—North, Central and South— was a real surprise. His
intention is clear. President Bush was proposing in
effect to initiate a process of creating a free-trade
area for the whole hemisphere, from Anchorage to
Tietra del Fuego.® This goes back, in very different
circumstances, to an invitation already made to Latin
America during the last century by Secretary of State
Blaine.

sSingIe European  Act”, art. 13, Ibero-American
Co-operation Institute (ICI) and Economic Commission for
Latin America and the Caribbean (ECLAC), Pensamiento
Iberoamericano, No. 15, Janvary-June 1989.

¢ Text of the speech given on 27 June in Washington, D.C,

Japan, for its part, has the Pacific Basin as a
space in which to progressively build up a bloc of
countries with itself as nucleus. Without resorting to
any formal integration model, Japan already has close
economic relations with the Association of
South-East Asian Nations (ASEAN), which, though it
too has no formal integration structure, nevertheless
functions for all practical purposes as if it did have
one. Japan also locks beyond to the great
amphitheater which is the vital sphere of its business
activities, congregated today in the Pacific Economic
Co-operation Conference.

The dizzy changes seen in recent months also
raise dramatic questions about the future evolution
of the EEC. The reunification of Germany will
mean the incorporation of the German Democratic
Republic, and the EEC is expected to establish some
kind of relationship with the other Eastern-bloc
countries too, especiaily Hungary, Poland and
Czechoslovakia.

Thus, as it emerges from the turbulent 1980s, the
world is made up of groups of States —blocs is a better
word to express their growing cohesion- gathered
around the United States, Western Europe, the
Soviet Union as it emerges from “perestroika”, and
Japan. China and India are cumrently hovering
discreetly in the background, but no projection into
the future can forget that they will have a decisive
place on the international stage, with their billions
of inhabitants.

Clearly, a fragmented Latin America can only
look forward to a subordinate and passive fate in such
a world. What is happening with this new drive
towards integration is above all a response from Latin
America to a world which is marching inexorably
towards large groupings of States, ejther as common
markets or, as is also probable in some cases,
associations of States of a federal or confederational
character,
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III

The two phases of reactivation

What has happened with regard to the integration of
Latin America in recent years is truly disconcerting.
The process that we have described as a rebirth of
integration consists in reality of two quite different

" phases. The first of these was a lukewarm revival, in
which an attempt was made to save the existing
efforts (basically ALADI, the Andean Group and
CARICOM) from stagnation ot regression. During
this time, the Central American Common Market was
suffering the consequences of its armed conflicts and
little could be done to motivate it. It was kept
formally alive, however, and that in itself was no
small accomplishment. As for the other three
groupings, ALADI initiated in this period the regional
round of negotiations, the reform of the Cartagena
Agreement was gradually defined and negotiated, and
the Nassau Consensus was worked out at a meeting of
the Conference of the Heads of Government of the
Caribbean Community, held in 1984. ALADI began
its regional round of negotiations in 1985 and ended
the preparatory phase in 1987, which was also the
year in which the Quito Protocol reforming the
Cartagena Agreement was signed. Thus, this first
stage of cautious and rather timid reactivation runs
from 1984 to 1987.

The second stage —a radical break from the
previous inertia— is characterized by the will to
accelerate and deepen economic integration by
resorting either to different formulas or simply to
greater mutual openness and more rapid action. The
Programme for Economic Integration and Co-
operation between Argentina and Brazil certainly
belongs to this kind of initjative. It was signed in
mid-1986, chronologically towards the end of what
we termed the first stage, but because of its selective
character, which distinguishes it from the usual
integration formulas, and its patent audacity, it merits
being singled out as part of this more innovative

stage. Uruguay associated itself with the programme,
albeit still in general terms, under the 1988 Alvorada
agrecment.‘7

More typical of this second stage are the recent
initiatives that have modified, at least formally,
the integration efforts previously mentioned.
Chronologically, the first of these initiatives is the
Treaty on Integration, Co-operation and Development
between the Argentine Republic and the Federative
Republic of Brazil (signed in November 1988),
according to which the two countries undertake to
establish a general free-trade area within 10 years.
Next comes the approval of the Strategic Design for
the Orientation of the Andean Group contained in the
Galdpagos Declaration adopted at the Summit
Meeting of the Andean Presidents in December 1989.
In comparison with the stipulations of the Quito
Protocol or the Protocol Modifying the Cartagena
Agreement, signed in 1987, this Strategic Design
speeds up considerably the constitution of a customs
union and also calls for the rapid revision of industrial
programmes and another series of steps which must
also be taken well before the Protocol goes into
effect. This initiative, which signifies a radical
acceleration of Andean integration, was preceded by
the agreements to intensify trade relations between
Venezuela and Colombia, and between these
countries and Mexico, Central America and the
Caribbean. Also, in December 1989, ALADI took
initiatives to widen the scope of certain instruments
and speed up the regional round of negotiations. This
new attitude resulted in the approval in June 1990 of
the regional agreement which substantially reinforces
the Regional Tariff Preference (RTP).

"The forms of association will be progressively
established later. For the time being, three protocols have
been signed in this regard.
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The moment of caution

The contrast between the two phases could not. be
stronger. The first fully- merits Juan Mario Vacchino’s
characterization of the spirit of the action pursued at
that time, namely “...to begin a new phase, more
operative, pragmatic and adapted to the conditions of
an international scenario whose long-term profile is
not easy to establish with any precision”.®” Clearly, it
was not sought to make revolutionary changes in the
integration schemes, and in the best of cases the aim
was to get them working again and thus overcome
their stagnation. '
~ As we already mentioned, the regional round of
negotiations of ALADI corresponded to this kind of
initiative. It took exactly two years to move from the
resolution of the Council of Ministers of Foreign
Affairs in March 1985 to the adoption of the
programme to establish a regional system for trade
and payments (March, 1987), and in reality, the
concrete results of the round are still meager. The
programme put into effect in March 1987 included
several specific actions: reinforcing the Regional
Tariff Preference (RTP), the Regional Agreement for
the Recovery and FExpansion of Trade, the
commitment to dismantle tariff restrictions, and the
creation of a mechanism to offset trade imbalances.
As we can see, the scheduled content of the
regional round of negotiations is symptomatic of a

more open and decisive attitude towards the .

intensification of regional trade than the approach
taken up till then in ALALC and later in ALADI
However, the initial negotiations were entered upon
with reservations, and the results did not come up to
expectations. ” ‘

In the Regional Tariff Preference -the Latin
American preference that received so much attention
when the ALADI treaty was negotiated— a basic
preference of 10% was agreed for countries of the
same class, while the maximum preference reached
22% for the landlocked countries. These are useful
concessions, but not enough to bring about
noticeable changes in trade.

8 See Juan Mario Vacchino, “Esquemas latinoamericanos de
integracién. Problemas y desarrolio”, Pensamiento Iberoamericano,
No. 15, Madrid, ICI/ECLAC, January-June, 1989, p. 69.

In its early decisions, the Regional Agreement
for the Recovery and Expansion of Trade formulated
the ambitious goal of diverting towards the region
30% of imports from third countries, with basic
preferences of around 60%. These initial aspirations
were considerably reduced in the course of the
negotiations, especially in the case of those relating to
the percentages of diversion of trade with third
parties, which finally stood at amounts varying from

2% to 20%, according to the class of country:

certainly far below the 30% originally planned.

The rest of the elements of the agreement were in
serfous danger of becoming a dead letter. The
elimination of non-tariff restrictions did not seem
feasible for some countries that depended on those
instruments to defend themselves from balance-
of-payments problems, and moreover the agreement
included a multitude of exceptions which reduced its
effectiveness. Apart from progressing on some
general definitions, very little has been done to
implement the mechanism for lessening the impact of
imbalances in regional trade, and still less has been
done to put into effect balance-of-payments support
mechanisms or systems for regulating State
purchases: two issues included in the regional round
of negotiations because of their critical importance
for regional integration.

In ALADI], the most dynamic elements have
continued to be the limited-scope agreements, while
the complementation agreements could also become a
dynamic element in the future. By way of example,
we could cite the agreements that link Uruguay with
Argentina, and Brazil with Mexico; those that
incorporate the matters negotiated in the integration
treaty between Argentina and Brazil; the comple-
mentation agreements between Argentina and
Colombia and between Colombia and Peru, and thosc
recently drawn up between Colombia and Venezuela.
Unfortunately, there has been no progress  in
establishing systems which would allow for
converging limited-scope actions into global multi-
lateral action. If multilateral instruments like the
Regional Agreement for the Recovery and Expansion
of Trade and the Regional Tariff Preference have no
decisive effect on trade, then there would be a need
for quantitatively significant preferences applicable to



LATIN-AMERICAN INTEGRATION AND EXTERNAL OPENNESS / G. Salgado 141

a wide sphere of trade, that is to say, not limited by
the mass of current exceptions, and ALADI would
most probably become in the future a system of
integration in which different velocities would
coexist, with all the difficulties one could expect from
such a complex network of bilateral relations.

As we will sce later, the multilateral instruments
could possibly become more important and the
system could work more dynamically than in the past.
That, at least, is the dominant tone today, in clear
contrast with a recent past in which a cautious
stinginess prevallcd particularly in the larger
countries.

In spite of all these limitations, trade within
ALADI grew in 1988 and 1989, the preliminary
figure for total intraregional exports in the latter year
being US$10 238 million: 10.5% more than in 1988,
when the value of intraregional exports had grown by
12.5% in relation to 1987, thus indicating a more or
less steady recovery from the extremely low figure of
US$7 016 million recorded in 1983. Brazil and
Argentina provided more than half of these exports in

1988 (56.3%), and a good part of the growth is
explained by the increased trade between these two
countries. The sources of trade imbalances between
the members continued to be the same, and in 1988
Brazil continued to achieve positive trade balances
(more than US$1.9 billion by the end of the year).

In the present situation, the Protocol Modifying
the Cartagena Agreement, or the Quito Protocol, now
has an almost purely historical value, since it has been
basically replaced by the Strategic Design as
approved at the Galdpagos Meeting. At all events, it
is worth briefly examining the features of the reform
made in 1987, since it offers an interesting contrast
with the attitudes in vogue today.

The reform of the Cartagena Agreement as made
in the Quito Protocol of May 1987, corrected an
economic integration model which incorporated the
technical concepts of integration common in Latin
America after a decade of experience with ALALC
and the Central American Common Market. With its
emphasis on seclective industrial programming, -it
further developed the old formulations of Prebisch
and ECLAC which it had not been able to bring to
fruition in ALALC nor in the Central American
Common Market. The Cartagena Agreement was for
that same reason the prototype of an integration
system designed to support a policy of import
substitution: in no way did it exclude the expansion of

exports to the rest of the world, but that was not an
explicit objective either, since the first goal of the
integration process was precisely to build a larger
domestic market.

The defects that prevented the Cartagena
Agreement from fulfilling its goals have been widely
studied, and this is not the place to recall them.
Suffice it to point out that, formally, the Andean
Group had to reform its statutes once it became clear
that it was impossible to approve a common external
tariff and arrive at a customs union,9 as called for by
the Cartagena Agreement. The reform process that
culminated in the Quito Protocol, that is to say, the
Protocol Modifying the Cartagena Agreement, began
at that time, and the preparation and negotiation of
the reform went on for years. The final product, the
Quito Protocol reformed the Cartagena Agreement in
the following ways: i) it reduced the original demands
regarding deadlines, leaving some open, like the one
for adopting a common external fariff; it also allowed
for restrictive systems, such as managed trade, which
in fact limited the sphere of the liberalization
programme; ii) several of its stipulations (especially
complementation agreements between two or more
countries and lists of trade managed by the countries)
allow for bilateral arrangements which (as occurred in
ALADI) broke the unity of the multilateral system of
the original agreement; iii) industrial programming
lost the central character it had in the Cartagena
Agreement; the Quito Protocol maintained -several
forms of industrial programming, but it was evident
that -its use would be very limited and not very
effective, especially as there was a tendency -soon
becoming a virtual rule— not to as51gn 1ndustnes to
certain countries.

The Quito Protocol did, however, have the merit
of breaking a years-old impasse, which had affected
the credibility of the Agreement and had led to
multiple failures to comply with its stipulations. The
Cartagena Agreement assumed a more clearly
commercial character than before and suffered the
weakening of its basic compensation instrument
~industrial programming- which was supposed to

% The open-economy currents which were beginning at that
time (the second half of the 1970s) in Latin America and within the
Andean Group partially explain the impossibility of reaching
agreements about the level of tarif€s,
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ensure an equitable distribution of the benefits of
integration. But its agencies were able to function
normally and use the Agreement’s renewed juridical
validity to reduce non-compliance with and violations
of its stipulations.

This did indeed happen, but the application of the
managed-trade lists and escape clauses, as was
predictable, were serious obstacles to the recovery of
trade. Intraregional exports increased strongly in 1987
(from US$662 million in 1986 to US$1 054 million
in 1987), but then dropped slightly to remain almost
stationary in 1988 and 1989 (US$974 million and
US$957 million, respectively).

It was clear that unless the managed-trade lists
were suppressed, or at least reformed, it was
impossible to reactivate Andean integration. That
issue, however, like the revision of the industrial
programmes which had been approved in the 1970s,
was conflictive and urgently needed to be reformed
for technical reasons. It was evident towards the end
of the 1980s that the Protocol had put off the solution
to some fundamental problems —among them, the
very definition of the real objectives of the integration
formula- while it had created other problems that
required an urgent solution, such as the case of
managed trade, mentioned above.

Latin America’s way to the cross: the incentive for change

This disconcerting stage of radical change is, in my
view, the result of various circumstances facing the
region today to an extent that, while no longer
surprising, is nevertheless undoubtedly unusual.
Sacrificing nuances and shades of meaning for the
sake of clarity, these circumstances are the following:

iy The perception of a loss of solvency,
influence and prestige in the intemmational sphere,
with its inevitable consequence of a deterioration in
bargaining power. One element in this perception is
the consciousness of the growing lag in the
development of activities involving the technological
innovation characteristic of modern societies, which
are being rapidly transformed by that same
innovation and other forces.

ii) The awareness - that the overwhelming
internationalization of economic life calls for the
rethinking of the economic-policy schemes with
which the region has functioned up till now and for
the adoption of the scheme (or schemes) most suitable
for taking advantage of the most dynamic currents in
the world economy, assimilating the new
technologies, and endogenously generating a capacity
for innovation and management of production. Such
awareness of the outworn nature of the present
structures and of the inevitability of having to take an
active part in the international economy in order to
take advantage of its drive, with all the risks that
might bring, forms the mental background to the
positions of the so-called “openness” which prevails
today in the region, with a whole gamut of critical
and acritical variants,

iii) The influence exercised (or the conditions
imposed) by the centres of the world economy to
obtain that “openness” —as fully and quickly as
possible— as a prerequisite for arriving at solutions to
the pressing financial problems affecting the region
today. It is no secret that the governments of the
United States and the other creditor countries, either
directly or through the World Bank and the
International Monetary Fund (IMF), impose “policy
reforms” or “structural adjustment” as a condition for
initiating negotiations in connection with the Brady
Plan: the possibility of renegotiations that may loosen
the hangman’s knot of the external debt is certainly a
powerfully effective lure.

iv) The consciousness of a common identity
among the people of Latin America, which has
grown stronger with recent events, in which many
analogies and affinities are perceived, especially the
restoration of democratic institutions in the nations

that were under dictatorial governments during the

1960s and 1970s. Painful experiences lived in
common, such as the constraints created by the
external debt, have also contributed to this growing

wclosenws. For these reasons, this seems to be a
circumstance that particularly favours the political

motivation of co-operation and co-ordination among
Latin American States. Unfortunately, however,
the balance-of-payments constraints and instability
typical of this time of hardship in the region
create conditions that militate against the con-
tinuity needed for successful economic integration
policies.
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v) The awareness that an important feature of
the period we are entering is the regrouping of forces
on the international level in order to compete with the
maximum impact and autonomy in the worldwide
race to which Delors referred in the quotation cited
above. This race could be a test of the nations’
capacity to compete and will, in any case, be a
confrontation of economic powers for which the
countries’ need to prepare themselves by joining
forces and capacities through economic and, if
necessary, political integration is increasingly
evident. Something much more important than the
possibility of competing depends on this preparation.
Paraphrasing Delors, we could say that “economic
survival” is at stake, and even “the capacity of
expression and political action”, that is to say,
sovereignty.,

It seems to me that these perceptions and
concerns have a place in the collective consciousness
that spawns new and novel economic and political
ideas, which are rapidly gaining support and even

widespread popularity in the region. The concept of
“openness” has this characteristic, insofar as it is seen
as a way of securing insertion into the international
economy. The liberal concepts that insist on a
reduced and subsidiary State enjoy similar
acceptance. Beyond ideologies, political solidarity
and co-operation (and their concrete expressions in
joint action) have also gained new esteem on the basis
of this background of collective feelings. The
desirability of integration has once again come to
occupy a leading place, and that may explain this
phase of bold, rapid decisions regarding integration
policies, in contrast with the slower and more
cautious approach of the past. We should not,
however, overlook the serious difficulties that these
policies will have to face as long as the financial
crisis continues and unless something is done to
dispel the contradictions to which we could be
exposed if greater openness to the world economy is
not reconciled with integration in the region. This last
point is the basic concern of the rest of this article.

A sudden flash of boldness: the vitality and contradictions
of the reactivation process

Midway between these two phases, and with only a
brief gestation period, came the Argentine-Brazilian
Integration Agreement signed in July 1986: the first
step in one of the most original initiatives for Latin
American integration. At least for those not involved
in its creation, this Agreement ¢ame as a surprise
which aroused sudden interest in the integration of the
region. The novelty and audacity of the formula,
which broke with all the traditional schemes imposed
by the classical integration theory and by the General
Agreement on Tariffs and Trade (GATT), were in
themselves sufficient cause for the expectations to
which it gave rise. But its main effect was the shock it
gave to the structure of political and economic
relations which had immobilized the region, and
especially South America, for many years. The way
ALALC (later ALADI) functioned was one of the
manifestations of this immobility. If the triangle
formed by Argentina, Brazil and Mexico had wanted
to, it could have imparted dynamism to trade and the
integration of production throughout the region. The

Argentine-Brazilian Agreement was a radical change
which could mean a break with ALADI or an
injection of vitality. The action of the two countries
soon proved that the latter would be the case,10 if
other countries took up the challenge. The upheaval
in the old geopolitical concepts was even more patent.
Several of the traditional pillars of the relations
between Latin American countries were swept away.
A powerful Atlantic axis surfaced which called for a
complete rethinking of foreign policy and economic
integration, The Andean Group'! suddenly found

19The Protocol on the Expansion of Trade and the Protocol
on Capital Goods were incorporated into the Latin American
Integration Association (ALADI) as a Partial-Scope Agreement and
as a Complementarity Agreement, respectively. Uruguay has joined
this integration through tripartite decisions.

1 s5ee Edgardo Mercado Jarrin, “El proceso de integracién
argentino-brasileiia y sus repercusiones en ¢l Pacto Andino. Un
esquema general de concertacién”, Lima, 1986 p. 15, mimeo.
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itself corralled in the notthern part of South America,
with Venezuela gravitating - towards Brazil and
Aﬁu'gcntina.12 Mexico itself, - displaced from its
relation with the two other large countries of the
region, must have felt that it was losing its place in
the South and that this was- pushing it perilously
towards its neighbour to the north, which in turn
made no secret of its interest in establishing a special
_trade relationship with Mexico. -

,Howevér, the economic situation of Argentina

and Brazil was not exactly propitious for in-depth

integration, even if it were selective. The
Governments of Alfonsin and Samey -the first
democratic and civilian régimes after long years
of military governments— were going through the
worst moments of tremendously difficult stabilization
and adjustment policies. The circumstances at the
time, and what happened afterwards, indicate that
the motivation was primarily political: one of the
first signs of that mew spirit, born of frustrating
experiences but also of solidarity, which we have
tried to describe in the section above.

The formula or model followed by the Economic

Integration and Co-operation Programme between

Argentina and Brazil has been widely described, so
there is no need for us to do so again here. The main
point is that it is a selective action of integration and
co-operation, concentrating on  specific tasks
considered by the two countries to be of priority
importance. According to the available information,
24 protocols have been signed so far, each one
dealing with' one of those tasks. Protocol No.- 1
concerns capital goods; the last one, Protocol No. 24,
refers to economic and social planning. These two are
good examples of the character of this enterprise: the
objective of the Protocol on Capital Goods is to reach
a kind of common market for this sector, even
involving commitments regarding State purchases.
Protocol No. 24, on economic and social planning,
creates machinery for consultation and co-ordination
of macroeconomic policies between the two
countries. The other protocols contain a series of

12 Helio Jaguaribe, “La integracion Argentina-Brasil”,
Integracién Latinoamericana, No. 129, Buenos Alres, - Institute
for Latin American Integration, November 1987, p. 6.

initiatives for integration or co-operation in fields
as varied as food supply, scientific research
(biotechnology) and cultural integration. _
In its four years of operation, the Programme
has produced positive results, especially if we.
consider the. difficulties of -keeping this kind of
relation alive during such an unstable period in the
two countries. R
Bilateral trade grew substantjally from 1986
onwards, and the increase in Brazilian exports since
1987 has been particularly noteworthy. Argentina
persistently tends to run overall deficits (US$463
million in 1988), but trade in capital goods under
Protocol No. 1 -the one of greatest interest to both .
countries— is in balance. Argentina’s exports of
capital goods to Brazil trebled between 1986 and
1988, rising from US$17.7 million to US$51.4
million, and this increase is entirely attributable to
exports of goods on. the Common List of that
Protocol. Brazilian exports also increased in absolute
terms (from US$45 miltion to US$83 million during
the same period). The deficit in capital-goods trade
thus decreased noticeably, ‘and if we only consider
products on the Common List of capital goods,

Argentina ended 1988 with a slight surplus (US$2.5
million). The Protocol has effectively stimulated

trade in capital goods, even though the figures did not
reach the goals established, which were patently
over-ambitious.!

The same protocol made it possible to take
advantage of part of the potential demand: for capital
goods in both countries, although for the time being
without any significant changes in investments or the-
structure ‘of  supply. Porta and Fontanals conclude
that, .at least -for ' Argentina, there have been no
dynamic effects in the sector,'® with the possible
exoeption of the sub-branches of machine tools and
packaging equipment, The cause of this lack of
dynamism would appear to lie in the aftermath of
Argentina’s recent industrial history, characterized by
declines in production ~and employment, -the
persistence of - recessive  adjustment policies, - and
policies that run counter to the attempts to open up

"3 Fernando Porta and Jorge Fontamals, “La integracién
intraindustrial: el caso del Acuerdo Argentino-Brasilefio en el
sector de bienes de capital”, Integracién Latinoamericana,
No. 152, Buenos Aires, Institute for Latin American Integration
(INTAL), December 1989, p. 19,

Y 1bid, , p. 22.
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the country to capital-goods imports from third
countries.. Other-elements within the framework of
the same formula have not functioned efficiently
either: the product-by-product method of negotiation
impedes strategies for complementarity; barely any
progress has been made in public-sector purchases,
and there have been delays in the execution of the
protocols on the Investment Fund and the Statute on
Binational Enterprises, which could have been
decisive in stimulating the restructuring of productlon
in the capital-goods sector. !

It is not known what stage has been reached by
the Argentine-Brazilian programme at the present
time (July 1990). The harsh adjustment policies
applied in both countries and the brutal contraction
they produced must have provoked a real paralysis of
trade. If these efforts are successful, bilateral trade
could begin to expand again and a dynamic
restructuring process could be gradually put into
effect to allow for complementarity between the two
countries. This would call for an active and coherent
industrial policy, under the leadership of the State.!S
-Without such a policy, the possibilities offered by this
integration will soon be exhausted, with very little
effect for both countries.

Both countries undoubtedly are vitally interested
in continuing their integration efforts, as
demonstrated by recent decisions which will be
discussed later. It is true that the gradual and selective
approach taken by this formula has its limits, and it
might soon be necessary to broaden the- field of
in‘l‘.egration.17 The interesting thing to note, however,
is that this formula, despite the adverse economic
situation, has served and is still serving as a starting
point. It is very doubtful that a comprehensive
across-the-board system would have been viable in
the conditions prevailing at the time. In contrast, with
a formula of selective integration, balanced (by
specific areas and not intrasectorally) and applied

1S Ibid., p. 24.

18 1bid., p. 26.

17 Basically because of the difficultics in harmonizing
comprehensive policies with the attempt to limit them to ome
sector, See D. Chudnovsky and F. Porta, “On Argentine-Brazilian
economic integration”, CEPAL Review, No. 39 (LC/G.1583-P),
Santiago, Chile, December 1989.

in a graduated, flexible and progressiv manner,'8

it has been possible at least to. begin to intensify
integration in the higher-priority sectors. It may be
noted in passing that this description recalls the theses
of ECLAC in the 1950s, when Rail Prebisch
spoke of gradual, balanced (reciprocal) and selective
integration.

As if to bow to the criticisms prcvxously levelled
at limited sectoral integration, in November- 1988
Argentina and Brazil signed a Treaty on Integration,
Co-operation’ and Development which seems a
throwback to the orthodox integration model. The
objective is to first establish a customs union and then
a common market, With a conciseness that is not
usually found in Latin American integration
instruments,'®  this treaty provides for broad tariff
and non-tariff liberalization of trade in -goods and
services over a period of 10 years. The proposal is
ambitious, especially because of it includes services,
but negotiating product-by-product could turn out to
be a slow and cumbersome process. The common
market would come into effect in the second stage,
once the necessary harmonization of policies had
been accomplished. The Treaty is so vague, however,
that its real content remains to be defined. It is an
ihteresting gesture on the part of the two countries,
but not much more than that. In reality, the 24
protocols of what is now the “old” pact will continue
to be the basis of this binational integration process.
The treaty is also extremely laconic about institutions;
it only states that it will be directed and administered
by an intergovernmental body, without mentioning a
secretariat. This is one more manifestation of the
traditional aversion of both countries, and especially
of Brazil, to anything that sounds like
supranationality. '

(gentina ratified the treaty on 23 August
1989, but apparently there has not yet been any
attempt to put it into effect. One can understand the

8 Juan Mario Vacchino, “El programa de integracién
argentino-brasilefia y las relaciones de América Latina y Europa.
Reflexiones complementarias”, Integracién Latinoamericana,
No. 133, Buenos Aires, Institute for Latin' American Integratu)n
(INTAL), April 1988, p. 59.

12 And much more concise than the Treaty of Rome, which in
Latin America would be taken to be overty regulatory, without
being so.

2 By the Government of Menem., It was signed during
the Government of Alfonsfn. It is not yel known whether Brazil has
ratified the treaty or not.
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reasons for both countries trying to introduce a broad

integration programme, but in view of the

complexities of their economic situation, it is hard to
see how it could be implemented any time soon and
contribute to reactivating both economies.

At all events, it marks a trend which quickly
made its appearance elsewhere in the region. Thus,
for example, in the final declaration (known as the Ica
Declaration) of the Third Presidential Meeting of the
Permanent Mechanism for Consultation and Policy
Co-ordination (the Group of Eight), held on 11-12
October 1989 in Ica, Peru, special attention was paid
to the question of integration and the problem of the
external debt. In the Communiqué which ends the
declaration, the Ministers of Foreign Relations,
Economics and Finance, and Planning of the Group
of Eight were instructed to meet soon thereafter, in
December 1989, to examine a series of concrete
issues relating to integration which had been raised
by the Presidents: the replacement of quantitative
restrictions with tariffs, projected complementarity
agreements, etc. ﬂ o

- The group of Ministers met on 4-5 December

1989 in Argentina, where they issued the Buenos

Aires Declaration. This is a relatively brief document,

but replete with initiatives for reactivating integration,

especially within the framework of ALADI. It sets
out four basic lines, namely:

iy the elimination of non-tariff restrictions on
reciprocal trade;

i) the broadening and further development of the
regional tariff preference (PAR) to cover all
products;

iii) the broadening and further development of
bilateral agreements; '

v) the lowering of the tariff levels applied in
reciprocal trade, through successive rounds of
trade negotiations,

The Declaration lays down specific tasks in
respect of each of these points, some with obligatory
deadlines. These decisions were to be presented at the
Fifth Meeting of the Council of Ministers of Foreign
Affairs of ALADI, held in Mexico City at the end of
April 1990. One of the points on the agenda of this
meeting concerned concrete measures for intensifying
the integration process in the areas of trade,
transportation, and economic complementarity. Of
these, trade was the issue that aroused the most
interest. The Buenos Aires Declaration had been
specific on some trade policy measures, particularly
the further development of the regional tariff

preference, both with respect to levels (a 50%
increase) as well as the number of exceptions
allowed (reduction by 10%). Because of last-minute
difficulties in the negotiations, which we will mention
later, the Mexico City meeting was unable to arrive at
decisions on these issues. It did take decisions on
some other points of interest (the inapplicability of
non-tariff restrictions in the list of market openings;
elimination of non-tariff restrictions in limited-scope
agreements, when such elimination had been accepted
in those agreements; a regional programme of
economic complementarity and technological co-

~operation applied to production, etc.), but none of

them had the political importance of the issues
affecting the Regional Tariff Preference. Finally, on
20 June, more than a month and a half later, the
second protocol modifying the regional agreement
(No. 4) establishing the Regional Tariff Preference,
was signed in Montevideo. This Protocol increases
the levels of the preference by far more than the
recommended $50%. Thus, the basic preference went
up from 10% to 20% and the maximum level (in
favour of landlocked - countries) rose from 22% to
48%. It was agreed that non-tariff restrictions would
not be applied to products covered by the Regional
Tariff Preference and the exceptions to this
Preference were significantly reduced (by more than
the 10% recommended by the Buenos Aires
Declaration).

These latier decisions, which far surpass the
terms of the Buenos Aires Declaration, faithfully
represent the new spirit of Latin  American
integration. If the tariff level for third countries
is not very low, even the basic preference of 20% (for
countries in the same class) would be an interesting
stimulus for the expansion of intraregional trade. No
important progress was made on the other issues.
Unfortunately, the status quo was maintained for
some of them (financing of payments and trade), but,
pethaps quite rightly, the Regional Tariff Preference
-a multilateral instrument- was chosen to express
the disposition towards openness and solidarity
which characterizes integration at this time.

Another result, partially due to the influence of
the Group of Eight is the change which seems to have
taken place in the Andean Group.

As was to be expected, the reforms introduced by
the Quito Protocol soon ran up against the problems
created by managed trade, centering especially on the
so-called “sensitive” products, which were precisely
those that had been the most dynamic items in the
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intraregional trade of some of the member countries.
Several other important! issues remained to be
resolved, such as the definitions concerning existing
industrial programmes, but they were being worked
on. It was obvious, however, that some way had to be
found to get round the problems presented by
managed trade and continue to make progress. The
Board of the Agreement had proposed ending that
system, and once again a conflictive situation was
created, thereby slowing down the process.

High-ranking officials of the five countries?! met
in May 1989 in Cartagena de Indias in accordance
with the commitment they had made in Caracas, at
the inauguration ceremony of Carlos Andrés Pérez,
to meet on a regular basis (twice a year). In
Cartagena, the officials set themselves the task of
studying the means of promoting economic integra-
tion, which was clearly going through a difficult
period despite the recent reforms. The document
containing this consensus was named the Manifesto
of Cartagena de Indias. 2 1t is an interesting
document, devoted almost entirely to finding ways to
reactivate integration. Its basic points are:

i) to organize a follow-up system with the
participation of the highest authoritics of the
respective éountries.”? “This task was given to
the periodical meeting of Presidents, with the
support of the Council of Foreign Ministers of
the Andean Group, which became the organ of
the agreement;

ii) to stimulate the reactivation of Andean integra-
tion. Apart from the mention of "concrete
measures,”* the Andean Council of Foreign
Ministers was asked to present to the next
meeting of the Presidents a strategic design for
the orientation of the Group which would have
comprehensive coverage and would include
short-, medium-, and long-term actions for
strengthening subregional integration;

2 Four Presidents and the Minister of Forelgn Relations of
Bolivia,

21t was the 20th anniversary of the Cartagena Agreement,
signed in the same city where this summit meeting was being held.

2 Manifesto of Cartagena de Indias, Board, of the Cartagena
Agreement JUN/ di 1237, 29 May 1989.

Upor example, revise and adjust the current minimum
common external tariff in order to adapt it to the present
needs of the subregion, and other similar actions

111) to give the Andean process a more
comprehensive and less “commercial” character;
several  foreign-policy: initiatives -were
specifically mentioned in this respect.-

It seems likely that these elements of the
Declaration will have a decisive influence in the life
of the process. The strategic design was in fact
presented at the next meeting of Presidents (in the
Galdpagos Islands), with the effects that will be
described below.

The organization for follow-up and co-ordmatlon
did serious work, as demonstrated by what happened
at the following meetings of the Presidents and the
Andean Council, There are signs of an effort to
expand the areas of action and deal with non-
economic activities also of interest for the process,
some of which had been practically abandoned, (for
example, labour issues).

By the time the second Summit Meetmg of
Andean Presidents was held (Galdpagos Islands,
17-18 December 1989), six months after the
Cartagena meeting, the third meeting of Presidents of
the Group of Eight had already taken place (October
1989), and the meeting of Ministers of the group had
issued the Buenos Aires Declaration only a few days
before. The spirit of these two meetings and their
insistence on prompt action no doubt influenced the
Galdpagos meeting, while what happened in Ica must
have also influenced the work done by the Board of
the Cartagena Agreement in preparing the draft
strategic design requested by the Andean Presidents,
which was presented at the Galdpagos meeting. The
result, for anyone familiar with the way of life of the
Cartagena Agreement, was completely surprising and
disconcerting,

Thus, at the Galdpagos meeting, the Andean
Presidents approved a programme of short-, medium-,
and long-term action for the Andean Group,
covering items ranging from trade up- to joint foreign
relations and including all the areas of economic
integration activity covered by the Cartagena
Agreement. They did so almost - without amending
the draft prepared by the Board of the Agreement.
These decisions radically changed the pace of action
called for in the 1987 Quito Protocol, and the Andean
process was now committed to a programme of
substantial acceleration, especially with respect to
trade, which was the area that had received the most

attention and up till then had been the most
conflictive.
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In its “Galépagos Declaration: The Andean
Commitment. to Peace, Security and Co-operation”,
the summit meeting of Andean Presidents, decided,
inter alia: :

i) to achieve customs union by 1995 on the part of

- Colombia, Peru and Venezuela, and by 1999 on
~ the part of Bolivia and Ecuador; these last two

" countries will have to complete the liberalization

programme by 1995 and adopt, the common

external tariff by 1999, beginning this process in

- 1992;

ii) to reduce by 80% in 1990, the reserve list for
industrial programming (already carried out), and
do away with the list of exceptions (except for a
residue) between 1991 and 1992 for the large
countries, and between 1995 and. 1997 for
Bolivia and Ecuador. These two measures mean
a considerable extension of the liberalization
programme;

iii). the above-mentioned radical reduction of the
resetve list means in practice eliminating

. industrial programming as. the mechanism

designed to guarantee the equity of the process,

- thus completing the process of rejection of that

mechanism which had begun with the Quito

Protocol;

iv) to substantially reduce the Common Minimum
External Tariff during the first quarter of 1990.
This reduction has been made, and the highest
nominal level of this tariff is now 50%, whereas
before it was approximately 80%;.

v) to eliminate by 1991 the system of managed trade
created by the Quito Protocol, which was
scheduled to last, with intermediate reductions,
up to 1997.

- The Strategic Design contains many other
measures, including commitments to harmonize
policies, but the above are the most important and
immediate decisions. What they involve is, firstly, to
define the objective precisely, establish a customs
union, and substantially accelerate the process for
putting it into effect. In the Quito Protocol, the
objective was not defined, there was no deadline for
the adoption of the Common External Tariff, and
even - the improvement of the liberalization
programme depended on an evaluation of Bolivia's
and Ecuador’s situation within the agreement.

Secondly, these changes convett the Cartagena
Agreement de jure and de facto into a classical trade
integration scheme. There is virtually no provision for

any mechanism to supplement or correct in certain
sectors the functioning of the market. The industrial
programme of the Agreement could not reach its
goals for several reasons, but now what remains of
that programme is functionally innocuous.

As we can see, there is a profound difference
between this attitude towards integration and the very
concept' of economic policy behind it on the one
hand, and the attitudes that were prevailing when the
Agreement was signed, or even those that still existed
only two years ago, when the Quito Protocol was
adopted. The changes in ALADI and those observed
in the integration between Argentina and Brazil point
in the same direction. The governments involved are
obviously affected by the circumstances and concerns
summed -up in section V of this article, which
characterize what we called the second phase in this
stage of integration in Latin America. If political life
had been more normal in Central America, something
similar probably would have taken place there, in line
of course with the special characteristics of that
sub-region. This is only a conjecture, but it has its
grounds in the concern that Central America too must
be linked to the international economy. 2

The manifestations of this flood-tide of openness
are more and more frequent, so its expression in
economic integration should be seen more as a
derivative -a special case— of a broader attitude
which is attempting at the very least to move the
centre of gravily of development policy towards the
world market. The reforms in their external trade
policies recently adopted by some Latin American
countries have that intention, and it is a fact that
protection against the rest of the world has diminished
substantially. It may be said in those cases that,
chronologically, trade with third parties was
liberalized first, so that what has taken place with
regional integration is only an extension of what was
happening in general with foreign trade. Thus,
Bolivia, Mexico, Argentina and Venezuela drastically
reduced the protection applied in their domestic
markets well before the initiatives for regional
openness described above took shape. We have not
mentioned Chile, whose liberalization process goes
back to the 1970s, but Bolivia, for example, opened

2 See the references to the attitude of the business sectors
in Costa Rica and other Central American countries in Alfredo
Guerra-Borges, Desarroflo e integracién en Centroamérica: del
pasado a las perspectivas, Mexico City, CRIES-IIEC, Ediciones
de Cultura Popular, 1988, p.99.
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its economy in 1985 as part of an anti-inflation
policy, and this policy of openness has remained
practically untouched ‘since that time. In. Central
America, even though the rules of the Common
Market have not changed formally, Costa Rica
recently inavgurated- a policy of comprehensive
liberalization, and the other countries will probably
have to do the same once conditions allow the nego-
tiation of a reform in Central American integration.

At least for the countries mentioned, these facts
bear out the previous affirmation about the apparently
subsidiary - nature of the present emphasis on
accelerating the trade element of economic integra-
tion. This conjecture is strengthened when one thinks
of what has happened with those integration
instruments that are different from the classical forms
of trade integration, i.e. according to the case,
liberalization or preferential tariff programmes and a
common external tariff. In contrast with the decided
support for openness that has been prevalent in recent
initiatives with respect to these instruments, there has
been no significant progress in other fields (some of
them critically important), such as systems for seitling
payments and balance-of-payments support.

This might, at all events, be too hasty a
judgment, since there may be different and equally
intense motivations for comprehensive openness and
for regional openness. In that case, however, there
should be a clear concept of the functions that each
one would have to fulfill in the new development
model, with the corresponding delimitation of spheres
and the consequent discrimination of policies.
Judging from-the decisions made up to the present,
there are no indications that the measures taken
correspond to a strategic concept of the objectives
that regional integration should accomplish within a
model of comprehensive openness. This is a serious
concern that, so far, the facts have not yet put to rest.

The question is important, not only because some
of the countries that have already begun these reforms
are the heavyweights of regional trade, but also
because practically all of the Latin American
countries seem to be heading in the same direction.
Colombia has already substantially changed its
system of foreign trade, including its methods of
protection (tariff and non-tariff), while Ecuador has
begun to reform its tariffs and its foreign-trade
policies. That will also probably be the option of
countries like Brazil, which has in fact already begun
to open up its economy: a process it will very likely
intensify as soon as it finishes its “shock treatment”.
Peru’s new government will most probably follow the

same path. Information on Central America and the
Caribbean is not available, but a similar inclination
is predictable. _ :
Apart from governments’ sincere conviction
~which they undoubtedly hold- that a policy change
along these lines is genuinely needed, a realistic
appreciation of the forces pushing for a policy reform
is important for our view of the future. Decisive
among these forces is the pressure of the multilateral
credit agencies, which have almost arbitrary power in
renegotiations of the external debt and consider
structural adjustment of the economy to be a prior
condition for this. Structural adjustment means
profoundly changing key macroeconomic policies
regarding exchange rates, interest rates, tariffs and
other instruments for regulating foreign trade, as well
as modifications of legislation governing investment,
apart from the ‘policies for different productive
sectors. The theories in vogue with respect to
protection are well known: a low and uniform
national tariff, to ensure a low effective protection
with effects that are as neutral as possible on the
different activities. A single equilibrium exchange
rate is supposed to compensate for the tariff reduction
and be the basic instrument of protection from then
on. Its effectiveness should not be diminished or
distorted by quantitative restrictions on imports, nor
by incentives to invest in productive activities other
than those needed to promote exports in order to
compensate for the bias arising from the existence of
an import tariff, if there is one.
Recommendations on “structural adjustment” are
naturally much more complex and contain elements
that fit in with the conditions of each country. There
is no need to go into detail about them here. We will
only describe what we consider to be the essential
nucleus of the recommended reform, which, as far as
we know, effectively tends to be substantially the
same in all the countries. That nucleus, together with
the suggestion for overall deregulation, constitutes the
basic direction of the changes that out countries are
beginning to make in their foreign-trade systems and
policies. By way of example, we may take the case of
one of them, Venezuela, which has made changes
characteristic of this new trade policy and which
demonstrates better than the other countries the
objectives being pursued, since it is further along the
road to reform.”” The change is directed, for the

26 Decree No., 239 of 24 May 1989, providing for a New
Integral Economic Strategy, Gaceta Oficial,” No. 34230, 30
May 1989.
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moment, at the manufacturing- . sector, and will
consist in the-adjustment of tariffs and the progressive
elimination of non-tariff restrictions (article 2). By
June' 1989 the reduction of the ad valorem tariff
should leave it at a maximum of 80% for
consumer goods and 50% for intermediate and capital
goods and raw materials (article 5), as a measure of
transitory protection, to be reduced in time. That
measure has already been adopted. - With two
intermediate steps, the objective of the tariff reform
is scheduled to be achieved in 1993, when the
maximum tariff will be 20%, with only two tariff
levels (article 9). At the same time, as from 1989, all
non-tariff restrictions on imports and tax exemptions
on imports of manufactured goods will be
progressively dismantled. Atticle 12 even establishes
the commitment to move toward eliminating pubhc
and private import monopolies, in addition to the
deregulation of exports referred to in article 17,
and the creation of an export subsidy linked to the

level of import tariffs, by anticipating the lowering of
this subsidy as tariff reform advances (article 18).

This undoubtedly important . change, it is
worth mentioning, was adopted before the decisions
of the " Ica meeting -of the Group of Eight that
sought to revitalize ALADI; and. before the
Galdpagos summit, which tried to do the same for
the Andean Group. The spirit of openness evident
in Venezuela’s Decree No. 239 preceded considera-
tion of integration issues, so we can say that the latter
derived from the former. This conclusion becomes
evident as soon as we read the text of article 13 of the
Decree in question, where it says that the National
Executive will negotiate Venezuela’s commitments
under the Andean Pact and other international
agreements in line with the provisions of this decree.
It is clear, however, that commitments as'precise as a
maximum tariff level of 20% by 1993 are more a
negotiating position ‘than - material for later
renegotiation. '

VI

Des:rable and feasible levels of reglonal mtegratlon
in the context of openness '

In the present situation, with its inclination —which
seems to be spreading- towards uncompromising
openness to the world economy, at the same time that
a recessive adjustment process persists in almost all
Latin American countries, the future of regional
integration is extremely uncertain, even though it is
true that a series of sudden decisions have been
taken which seek to reactivate that integration, and
that this is undoubtedly the will of the governments
involved. -

It might be asked, however, if such reactivation
or relaunching is really feasible in the context of trade
liberalization with third parties, as already discussed.
That is a prior and unavoidable question, which, if
answered in the affirmative, still leaves intact other
concerns about the kind of integration that would be
best for Latin America in the present circumstances of
the international economy, the region’s need to be
linked to the more dynamic currents of that economy,
and the financial constraints in which the region
would presumably have to develop in the foreseeable
future,

- The nature of this article demands that we
generalize and refer to. Latin America as a whole.
That abstraction conceals the consequences of the
diversity of the national economies and prevents us
from arriving at specific conclusions. We hope, in any
case, that the conclusions of this -article will be
pertinent and will allow whoever so desires to
examine them in the light of national realities.

The first question implies a more general query:
can indiscriminate openness to the international
economy be reconciled with regional integration? In
customs union theory, the question was usually posed
as a dilemma, that is, presented as two mutually
exclusive options. In the eyes of that theory, free
trade was mote beneficial than regional integration,
which was only acceptable as a step towards free
trade, if it served as a net creator of trade. The
consideration of other benefits,” among them the
possibility of increasing exports as a result of regional
liberalization and the dynamic effects of a greater
interest  in development, gave more arguments,
however, for justifying the inherent attraction of
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regional integration. Finally, opting for regional
integration meant giving preference to liberalizing
trade within the integration zone rather than opting
for unilateral, non-reciprocal liberalization with
respect to the whole world. They were clearly
mutually exclusive options, even if integration were
understood as a temportary state which would make it
possible to increase exporis and develop comparative
advantages in order to later compete dynamica]ly in
the intemational economy.

At least apriori, it does not scem that the Latin
American countries have opted for a form of regional
integration that excludes .the comprehensive
liberalization of trade. The two processes have
progressed together, and in reality, the expressions of
openness preceded the most recent decisions to
reactivate integration. We have to suppose, however,
that when it comes to intensifying the processes, an
option for one or the other will have to be made early
on, and logically, we should expect that that option
would be in favour of regional integration, while
continuing to open up trade within pre-established
limits. It could even be accepted that this option
might be of limited duration, lasting up to the time
when a desired level of development (for all or some
activities) was achieved, in order to later open up
more to international competition. In any case, the
immediate effects are interesting for our question,
and in those effects regional integration would have
to predominate over greater openness.

Under these conditions, the two processes would
be reconcilable in either of the following situations:
a) comprehensive openness only up to a level that
allows for discrimination (also comprehensive) in
favour of the countries belonging to the integration
area; and b) selective opening-up to the whole world
for certain activities, which would allow for the
functioning. of a form of regional integration (also
selective) for all those activities not included in the
comprehensive openness.

~ Judging from the character of the liberalizing
reforms adopted up till now, the predominant
- direction would be comprehensive openness, with
minor exceptions for a minimum of activities (for
example, the motor industry in Venezuela, Colombia
and Ecuador). Moreover, the position of the United
States Government, the World Bank and the IMF is
precisely in favour of comprehensive openness, and
this is what characterizes the policy reform
commitments undertaken with them by several
Latin American countries, with certain specific

concessions. We will return to this aspect when we
speak of the kind of regional integration that would
be best for Latin America in the present situation. For
now, it is sufficient to note that the reform is moving
towards comprehensive openness, so that we can see
the possibility that the situation described in
point a) above will take place. It would exist if study
of the characteristics of openness shows that there is
room for discriminating sufficiently in favour of
regional markets. In the usual terms of Latin
American integration, that is the equivalent of posing
the problem of the so-called regional margin of
preference and evaluating its adequacy with respect
to the liberalization policies in vogue.

Obviously, in the current situation it is
impossible to rigorously evaluate the existing or
proposed preference for regional production. The
reform of foreign-trade policies is presumably still
underway in all of the countries, and even if it has
been completed somewhere, the local circumstances
vary 50.much from country to country that we would
need far more information and macroeconomic
evaluations than it would be possible to handle within
the limits of this article. We can only conjecture about
where current trends towards openness could lead,
using our personal experiences as a basis for
venturing an opinion, - which can only . be an
expression. of concern or preoccupation. about the
evolution of policies that, at least superficially, do not
seem to correspond in most cases to well-thought-out
plans for development.

Even with these reservations, a judgment about
the adequacy of a margin of preference requires a
prior comment about the insttument or instruments
which would most probably have to be used to
discriminate in favour of regional production. Our
view i$ that this instrument should be the import
tariff, not only because regional integration has
primarily used tariff concessions or liberalization
(even occasionally common external tariffs) to
promote trade, but also because the very direction of
the reform of foreign-trade policies makes tariffs the
only instrument possible —even though in a very
limited and uniform way or with rather limited
discrimination— for protecting the domestic market
over and above the basic protection given by the
exchange rate. In theory there are several instruments
other than tariffs which could be useful for
discriminating in favour of regional integration, and
they could possibly be developed in the future, but
experience so far in their use is rather negative.
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Regional integration policies have failed in their
handling of direct-allocation instruments, such as
industrial programming, and even in the little-used
complementarity agréements the central mechanism
used has been tariffs. Such policies have been unable
to mobilize State purchases, even in the case of the
selective integration between Argentina and Brazil.
For this same reason, regional trade integration in
Latin America basically uses tariffs to allocate a
margin of preference for regional production. With
respect to the reform of general foreign trade policies,
we should remember that the essential components of
the reform include the elimination of non-tariff
restrictions and the limitation or elimination of other
means that could sidetrack the market signals, such as
State 'purchases (State monopohcs, State-owned
enterprises, etc.).

In practice, and if there are no unfomecn
changes, the tariffs remain the only instrument
capable of giving a margin of preference to regional
or subregional production. If we go by the known
goals of the reforms promoted by the multilateral
agencies, which ~are similar in all countries
—-maximum. tariffs of 20%, with. only .two tariff
levels— the conclusion is that for many activities
(especially those that involve a certain technological
complexity) the possible margin of preference, given
the instruments in use, would not be sufficient. This is
evident almost a priori in the case of ALADI’s
concessions, where the norm is a reduction of
tariffs, not total liberation. And lhat is true both for
limited and reglonal agreacments ® There could be
some doubt in the case of goods that are- totally
liberated in intraregional trade —for example, those
already duty-free in the Andean Group- but even
‘there, in the majority of the countries the list of
products that would be interesting to develop but for
which the margin of preference is insufficient is quite
long. Naturally, those who would suffer the most
from that situation would be the less developed
countries, since this would make trade integration
even more inequitable, with all the consequent
problems for its future stability.

" The formal exception consists of the concessions made in
the list of market openings for the relatively less developed
countries, in which imports are exempted from duty.

28 Recall our previous remarks about the tightness of the
margin in the case of the basic regional preference of 20%;
if the level of the external tariff were 20%, the regional preference
would only be 4%.

Argentina,

Despite the fact that we are at the beginning
of a period of change, experience shows what could
happen: after evaluating the  Protocol on Capital
Goods between Argentina and Brazil, Porta and
Fontanals indicate that the tendency to open up
to third parties has already created a contradictory
scenario, since on the one hand there are attempts to
open up markets, even giving priority to the
indiscriminate liberalization of imports in the capital-
goods sector, while on the other hand the margin
of preference for complementarity becomes uncertain
and tends to be even less,” This has helped, as
the authors point out, to prevent integration from
having had dynamic effects. on that sector in

The same concern exists, and very strongly too,
in the case of the other integration efforts, and
thought is being given (rather unrealistically, in our
judgment) to mechanisms. which could make up for
the lack of a margin of tariff preference: for example,
provision of financing for the buyer has been
mentioned. v

It should be pointed out that most products would
not need high tariffs against third countries in order
to achieve the desired effect. Transportation costs can
in some cases be an effective barrier which hardly
needs to be complemented by a tariff. There are other
circumstances, however, which demand (even though
temporarily) tariffs of a certain level and the support
of other instruments which the countries must learn
how to use: such is the case, for example, for certain
nationally-produced capital goods that meet with
rcsislarioe because their origins or brands are little
known. Here, joint action between producers, major
users and governments is to be recommended. Ih this
and other cases, however, a margin of tariff
preference is still a useful and frequently
indispensable instrument, as shown by the experience
mentioned above.

2 porta and Fontanals, op. cit., p. 24,

¥ See David Moctesuma, “Integracién econdmica, deuda
externa y perspectivas para los aiios noventa”, Report of the
Seminar on Economic and Social Integration: Perspectives for
Latin America and the Caribbean in the 1990s, Mexico City,
Society for International Development (SID), September,
1989, p.81.
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Recent events®! raise the spectre of even more
adverse circumstances: negative margins for
intraregional trade. Trade arrangements with the
United States and other industrial countries, which
ignore the most-favoured-nation clause stipulated by
all the instruments of regional integration, and even
more seriously, the linking of certain Latin American
countries with the United States and other
industrialized countries in free-trade areas -linkages
which imply ignoring the most-favoured-nation
clause of regional agreements— would extend a
situation of negative margins 32 that leaves no other
solution for the countries involved than to openly opt
for one or other system of preferential trade.

The conclusion of this summary reflection would
appear to be that if these trends in economic policy
remain and spread, there¢ will be no room for a
regional economic integration process of any
significance. That does' not exclude the possibility
that political and even economic co-operation in
concrete projects and initiatives could continue and
even grow stronger. But without a margin of
significant preference it would be useless to propose
the integration of markets, and much less of
production. There is no doubt, however, that the Latin
American countries have in recent years once again
shown a real willingness to reactivate and accelerate
regional integration. In spite of the contradictions
brought on by the need to find a different centre of
gravity for their economic policies, that will for union
has been expressed in the series of recent initiatives
described above. We should, therefore, radically
change the direction of our analysis and, instead of
asking what kind of regional integration would be
compatible with openness to the exterior, we should
try to find out directly what are the characteristics of
the openness to the exterior that could be compatible
with the regional integration that Latin America needs
for its development. The answer to this-question
would allow us to spell out the conditions needed in
order for such openness to be compatible with an
authentic and dynamic form of regional integration.
In reality, this is the logical sequence for reconciling
the options facing the region today.

i Basically this refers to the difficulties at the last meeting of
the Council of Ministers for Foreign Affairs of ALADI in
achieving unanimous approval for the Protocol for Deepening the
Regional Tariff Preference.

3 That is to say, a tariff preference even greater for third
parties than that given to countries of the region,

As we mentioned above, there are at least three
elements that must be taken into account in order to
define the form or kind of viable integration that
Latin America needs.

The first element is the present international
economy and its circumstances. We hardly need to
insist that the great force for change behind the
competition prevailing in the world today is the
extraordinarily dynamic process of technological
innovation. As happened in the case of the great
technological changes of the past, but even more
markedly now, the truth is that he who possesses and
exercises the capacity to innovate is in a position to
take control of the most dynamic functions of
international specialization. The gap between rich
countries and developing nations is now basically a
question of knowledge, and this is probably the
hardest to overcome. In the graphic words of David
Landes, capital is not the main problem. Theoretical
knowledge and know-how are increasingly esoteric
and obscure, and hence more difficult to acquirc.”
The potential advantage that latecomers traditionally
had is becoming increasingly problematical, because
the costs of crossing the technological threshold are
now very high, For that reason, it is vital that Latin
America should do everything it can to close the
technology gap without delay and not fall further
behind. '

There are other phenomena in the international
economy which are also important, especially the
internationalization of capital and certain services, but
the technological gap is one of the most crucial and is
also the ultimate justification for opening up to the
exterior.

The second element concerns the wave of
liberalization of foreign trade (and other external
transactions) now prevalent in our economies. We
have already mentioned that this liberalization
responds to- the growing conviction that the
development model needs to be changed to make
exports the motor of economic growth. Gpenness can
stimulate exports and is an incentive for greater
efficiency in existing activities, but if we want to put
our development on a firmer basis we must obviously
modify the structure of exports by gradually
incorporating more products with a high component

3 Richard T. Ely, Lecture, “Why are we so rich and they
so poor”, American Economic Review, Papers and Proceedings,
vol. 80, No.2, May 1990, p.9.



154

CEPAL REVIEW No. 42 / December 1990

of knowledge, be they primary or industrial goods or
services. In other words, our present productive base
is unable to take full advantage of an open economy.
The only export structure that can lay the foundations
for stable progress is one based on the new conditions
of technology. In terms which have now become
common, openness is justified to the extent that it
allows for the development of dynamic comparative
advantages in a world whose forthcoming evolution
will depend on technological innovation.

It is a fact, however, that theoretical knowledge,
technical skills, know-how and innovative capacity
are all manifestations of a social quality —scientific
and technological progress— which is impossible to
assimilate or incorporate through openness alone, As
Landes said, it is obscure and elusive, Openness may
help to foment competition and create a more
propitious atmosphere for knowledge and contact
with the outside world, and even for foreign
investment, but the final results will depend much
more on a complicated set of national policies in the
fields of science and technology, education,
production, etc., to say nothing of social motivations,
which are by their nature even more elusive.

It is precisely in such a decisive area of national
policy, involving high costs of innovation and
difficu.xlties in learning and disseminating technology,
that regional integration could be most useful,
especially if combined with an openness that breaks
with the status quo. ECLAC treats this issuve in its
recent report entitled Changing Production Patterns
with Social Equity, calling it the “symbiosis between
external and regional demand”.

If this is so, then that combination should be
carefully studied, establishing the content of the
regional integration effort and reserving areas that
would not be included in the overall liberalization
process, or at least would not be included on the same
lines as the rest of the activities, That means
discrimination with respect to third parties and
inevitably “protection”, in order to induce an action in
an area where there are obvious disadvantages in
comparison with the outside world.

¥ An attempt should be made to promote the gradual
improvement of comparative advantages in those sectors where
technological development and learning are (facilitated by
regional action”. ECLAC, Changing Production Patterns with
Social Equity (LC/G.1601-P), United Nations publication,
Sales No. E90.11.G.6, Santiago, Chile, March 1990, p. 168.

In this case, the content of integration
programmes is probably much more important than
the efficiency of the instruments of discrimination,
among which, in theory, tariff preferences would not
be the most efficient. Nevertheless, for reasons
already given, these preferences have. been the only
valid instrument so far. If more suvitable instruments
can be found, so much the better, but for the time
being, even for reasons functional to the liberalization
processes, a preference that would give a clear
stimulus has to be maintained.

The third element that has to be taken into
account in order to move towards viable integration is
the climate of persistent financial constraint and
instability caused by the external debt crisis, the
adjustment policies, and our own past and present
errors. A recent analysis 5 examined the effects of
this extreme situation on integration. . The
consequences were devastating in the first years of
the crisis (1983-1986), and in spite of the
accommodation which has taken place with the
passage of time, regional trade is still affected and is
still below its 1980-1981 figures. Unless we solve the
debt problem and recover adequate external
financing, the immediate future looks equally
foreboding.

What kind of regional integration could best
weather the storm and contribute more positively to
the future of Latin America in this period of
constraints and liberalization? There are obvious
prioritics which have not been implemented: for
example, strengthening the systems for settling
payments and for balance-of-payments support. With
regard to intraregional trade, the crisis has meant in
fact that one kind of selective unilateral liberalization
has predominated. This kind of liberalization has now
been moderated, but has still not disappeared. This is
seen by the treatment given to key products.36

Despite that, as we have seen, all the schemes
have included substantial reforms to accelerate and
broaden regional liberalization, and moreover a
process of comprehensive external openness has been
initiated whiclflooks as though it will be profound in
its effects.

3 Victor Urquidi and Javier Villanueva (eds.), “Integracién
latinoamericana: problemas de hoy y nuevos rumbos”, Crisis y
crecimiento en América Latina, Buenos. Aires, Radl Prebisch
Foundation, Editorial Tesis S.A., 1989, pp. 321-370.

It should be noted that the choice of existing activities,
perhaps the least efficient, was purely defensive.
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It would be interesting to know what could
happen with regional integration. If the reforms
substantially expand intraregional trade, at least some
of the stagnation of priority productive sectors will
have been offset and we would be beiter able to take
advantage of the opening to the exterior. We fear,
however, that the serious disequilibria in intraregional
trade will persist and that this will lead once again
to paralysis. This would be much more likely if
libetalization with third parties leads to balance-
of-payments problems, which is probable at least in
the medium term. The danger points would, of
course, be the weaker countries, because the
integration systems have now become more
inequitable than before.

These concemns lead to a question worth
exploring. Would this not be a good time to study
certain programmes on which regional integration
could be selectively concentrated, while continuing as
far as possible with the reactivation now being
initiated? Obviously, the priority issues would be
indicated, at least partially, by the need for changing
production patierns.

With these comments on the three elements, we
can finally give a summary opinion on the thrust that
should be given to regional integration in these
difficult times when it is exposed to so many
contradictions and, at the same time, so essential for
the future. As we have already stated, we must
necessarily speak in general terms and not refer to
any particular effort.

For various reasons, selective integration would
be easier to reconcile with the general trend towards
openness, and more importantly, could better serve
the development needs of the region. Existing
integration schemes need not be formally modified,
but efforts should be made to maintain or establish in
the selected areas a minimum of policies
discriminating against third countries.

In order to define the aspects of the integration
processes which could most usefully be emphasized,
two main objectives should be pointed out:

a) The need to preserve and increase the most
dynamic currents of intraregional trade; it would be
an aberration if premature openness to third countries
led to a contraction in intraregional trade and affected
the lines of production with the most rapidly growing
sales, especially if they involve scale effects and
external economies, which indicate the existence of
unusued potential;

b) The need to stimulate the development of
activities (production of goods and services) with a
high knowledge content, as well as those of critical
importance for furthering the change in production
patterns. We have already stated our case in this
regard; the only thing to add is that all the countries
should be given the opportunity to participate in the
structural change: the more advanced, through
activities on the frontiers of technology;37 the less
developed in this respect, through forms of
production that do most to further the leaming
process and the dissemination of technology.

Tariff preferences are indispensable as incentives
for proper management in these areas. The margin of
preference can be ensured by placing limits on
comprehensive openness or by reducing regional
tariffs, Especially for the areas chosen in function of
point a) above, integration would have to undertake
complex action and develop mechanisms for
promotion which in the terms used some time ago by
Professor Tinbergen, lead to the authentic integration
of positive production, that is to say, not mechanisms
based on merely removing obstacles.

Clearly, the proper linking and co-ordinating of
the processes of comprehensive and regional
openness is not a job that can be improvised. Difficult
strategy definitions need to be studied and political
decisions have to be negotiated. If the countries,
integration agencies, the Latin American Economic
System (SELA) and ECLAC itself do not
immediately take up this task, it will be too late and
an oppottunity will be lost which may not present
itself again for generations to come.

Moreover, a preoccupation still exists which the
facts have not yet been able to pu to rest: at the
moment of truth, will all or most Latin American
countries still have the political will to keep open a
field for significant regional integration? We have
presupposed an affitmative answer in this article,
but only the future will tell if our assumption was
right.

¥ See Chudnovsky and Porta, op. cit., pp. 141-144.

®The relevant action for technology is referred to
in ECLAC, 1990, op. cit., especially chapter VI, section 2,
pp. 164-170.
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Present and
future
integration in
Central America

José Manuel Salazar

Has the idea of integration in Central America been
abandoned for the 1990s, while strategies for economic
“openness” and other forms of entry into world markets are
adopted? Are there any other ways? According to the
author, there are grounds for moderate optimism as regards
reinforcing Central American integration in this decade.

One cycle in the history of integration has come to an
end but the issues debated in the 1950s on ways of
promoting economic integration and on its contribution to
development will continue to be the centre of discussion in
this decade. For this reason, this article staris with a review
of Prebisch’s original ideas on these subjects and their
development by ECLAC.

In section II, it is proposed that regional economic
integration, defined in new terms, is both conducive to and
complementary to a strategy for gaining greater access to
the world economy, based on achieving international
competitiveness, One guideline is to eliminate the
anti-Central American bias and to promote intraregional
trade, for which there are promising prospects thanks to the
plan to reactivate the intraregional trade which is being
implemented, as described in section IIL

The possibility of exploiting the new global economic
conditions to the fullest depends on Central America’s
ability to make the transition from a static, passive trade
policy to an alert and active policy, i.e., to maximize the
strategic advantages of joint action in the areas of trade,
finance and international cooperation. In section IV, various
options are analysed, with special reference to trade
strategy. :

The cost-benefit ratio, arising from integration,
acquires new dimensions in a context of export-oriented
strategies. Sections V and VI, analyse several areas for joint
action aimed at increasing international competitiveness and
stimulating industrial specialization and complementarity at
the regional level, which may give integration a positive
balance both for the region as a whole and for each
individual economy,

*Director of the Consulting Firm Alternativas del
Desarrollo, San José de Costa Rica.

I

Theory and practice in the origins
of integration

The precariousness of the economic and
infrastructural ties of the Central American Isthmus
during the colonial period was a factor that
contributed to the failure of the project to establish a
federal republic, after its independence from Spain in
1821, when the countries opted to form five separate
States, Nevertheless, the idea of integration endured
as a political ideal, giving rise to various partial
projects for regional linkage, one of the latest of
which was the creation of the Organization of Central
American States (ODECA) in 1951, consisting of the
ministers for foreign affairs.

However, it was ECLAC that put forward a
totally novel approach for promoting Central
American unity in contrast to the usual political
approach and the previous inadequate economic
initiatives. In fact, as early as 1951, on the occasion
of the establishment of ODECA, a decision was taken
to move towards tregional economic integration,
although the framework for achieving that goal was
not clear.

From 1951 to 1958, ECLAC spent considerable
energy on assisting and steering the Governments of
Central America. This activity culminated with the
signing of the Multilateral Treaty on Free Trade and
Central American Economic Integration, followed by
the Agreement on the Régime for Central American
Integration Industries and Central American
Agreement on the Equalization of Import Charges.
However, these commitments were later amended by
the Treaty of Economic Association and the General
Treaty on Central American Economic Integration,
signed in 1960.

There were important differences between the
original ECLAC approach and the decisions set forth
in the Treaty of Economic Association and the
General Treaty on Central American Economic
Integration, decisions significantly influenced by the
attitude of the United States and that couniry’s
preference for rapid progress toward a free-trade zone
with a common foreign tariff within which the
free-market forces would prevail, thus eliminating the
elements proposed by ECLAC for the purpose of
providing a rationale for the process, namely,
planning, reciprocity, the “integration industries”
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system and the negotiation procedure for eliminating
tariffs. : ,
The contrast between the original ideas and the
final decisions has been well documented in the
literature on the Central American Common Market
(CACM).1 Less attention has been paid to the
dynamic vision of industrialization, formulated by
Rauil Prebisch: on the sequence of import substitution,
common market, and industrial exports to the rest of

the world; on the role of progressive forms of
integration into the world economy; and on his
recommendations that trade policy should managed
s0 as to implement the sequence in a balanced,

efficient and rational process of industrialization.

Given his current relevance for Central America and
on the occasion of this special issue dedicated to him,
the ideas of Rail Prebisch on this matter are
examined in the following section,

The thought of Ratil Prebisch on industrialization
and economic integration

1. Industrialization, common market
and development

As Prebisch observed: “The urgency of the need for
progressive forms of economic integration began to
claim attention from the time of the secretariat’s very
eatliest studies, subsequently reasserting itself . ..”
(Prebisch, 1959a: 5). Among those early studies, the
Economic - Survey- of Latin America, 1949 is
outstanding. In it the argument is advanced that the
First World War demonstraied the possibilities
inherent in industrial development, a lesson later
corroborated by the Great Depression and the Second
World War, and the “conviction that those pos-
sibilities had to be used in order to offset, by means of
internal development, the manifest failure of the
external incentive which until then had stimulated
Latin American economy” (ECLAC, 1951: 4).2

The effects of the "universal propagation of
technology provide the momentum for the centro-
periphery model which Prebisch used in his analyses.
With this model, Prebisch concluded that the
deliberate stimulation of industrialization, together

! The classic work on the origins of CACM is Cohen (1972).
See also Bodenheimer (1974), Guerra-Borges (1988) and
Bulmer-Thomas {1989). :

2 Osvaldo Sunkel, for the purpose of refocusing on what, for
Prebisch, was a central element in his vision of development (the
internal factors of supply and the endogenous industrial and
technological dynamic based on the creation and spread of
technical progress, overcoming the errors inherent in a definition
that would compare “outward” development with “inward”
development), has retrieved a concept which manages to break
away from traditional confines: a strategy for international access
“from within” (Sunkel, 1990).

with the development of complementary activities
(transport, trade, services), was a policy for the
peripheral countries that was necessary for absorbing
population growth, while raising pro- ductivity and
living standards. '

Nevertheless, in the analysis he emphasized that
the narrowness of regional markets limits efficient
industrialization: “[...] as progress is made in this
direction, increasingly complex activities, in which
the size of the market is a supremely important factor
of productivity, will in fact have to be undertaken.
Thus, the continued development of production in
twenty watertight compartments, as under the present
system, will steadily widen the gap bétween the yield
of the new capital investment [,..] and the results
obtained in the great industrial centres with broader
markets at their disposal” (Prebisch, 1959a: 6). For
Prebisch “the chief weakness of the industrialization
process consists in the fact that it has developed in
watertight compartments, within which each country
attempts 1o do the same as the rest, without special-
ization or reciprocal trade” (Prebisch, 1959a: 18).

From this perspective, he derived the rationale
for a common market: a process of efficient
industrialization will depend on the continuing and
systematic expansion of markets. This, for Prebisch,
is precisely the function to be performed by
progressive stages of economic integration.3

Suln reality, the common market is an expression of the effort
to create a new pattern for an inter-regional trade capable of
meeting two exacting demands, namely, the requirements of
industrialization and the need to lessen the external volnerability of
the Latin American countries” (Prebisch, 1959a: 6),
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2. The importance of planning the economic
integration process

Prebisch and ECLAC conceived the common market
as a broad, negotiated and rational effort to achieve
industrial specialization and reciprocity aimed at
attaining the basic objectives of “improving
traditional trade in primary products” and “ensuring
the rational industrialization of the Latin Ametican
countries” (Prebisch, 1959a: 20). The following
sections present Prebisch’s main recommendations
for promoting the integration proce.ss.4

a) The stages, sequence and speed of the process

A first stage of 10 years is ptoposed, during
which reciprocal trade will be given a strong impetus
by means of the following measures: elimination of
all non-tariff trade barriers; reduction of the average
level of intraregional trade tariffs, maintaining a
"certain level of uniform protection against the rest of
the world; and the development of an effective
system of credit and payments. This first stage is
understood to be experimental and exploratory, The
goal of achieving a common market —the liberaliza-
tion of trade~ is to be dealt with in a second stage of
negotiation among Governments, bearing in mind the
experience of the first stage. This gradual approach is
justified by what we would call today the costs of
adjustment, with respect to which Prebisch empha-
sized as a basic principle that “no solution entailing
persistent unemployment of the factors of production
would be acceptable” (Prebisch, 1959a: 5).

b) The form commitments would take

‘Commitments determining quantitative goals for
reducing the average level of customs tariffs are
recommended, both among common-market member
countries and the rest of the world. With respect to
the world market: “The final aim would be the
establishment of a single extemal tariff, in order
to ensure that all the contracting parties were in a

“In 1959, Prebisch published his work EI Mercado Comin
Latinoamericano. This book brings together, on the one hand, the
ideas developed by ECLAC during the period of intense efforts to
advise and guide the process of Ceniral American integration
beginning in 1951 and, on the other hand, the recommendations of
the Working Group organized by the ECLAC secretariat for the
purpose of offering suggestions to Governments for the establishing
of a Latin American common market.

position to compete on equal terms [...] All such
points would have to be dealt with in a series of
negotiations, until, with the passage of time, the
common market was established in the form of a
customs union” (Prebisch, 195%9a: 15). As for the
liberalization of intraregional trade, the method of
drawing up inclusive lists is recommended, ie.,
liberalizing trade in the products included in the lists,
as opposed to exclusion lists which take free trade as
the norm, except for the products on the exclusion
lists. Moreover, for the purpose of defining the pace
of tariff reduction, ECLAC distinguished diverse
categories of products according to their agricultural
or industrial nature, the income-¢lasticity of demand,
the potential for import substitution, and the
effects of asudden outbreak of competition.

©) Differential treatment for countries in the early
stages of development

In order to reconcile the demands of a common
market —more irade and specialization thanks to the
liberalization of intraregional trade— with the need for
moderately higher levels of protection for less
productive countries in the early stages of devel-
opment, a regime of special concessions is recom-
mended. This would constitute an exception to the
most-favoured-nation principle in the sense that the
reduction or elimination of tariffs, which a more
advanced nation would concede to a country in the
carly stages of development, would not be extended
to the other members of the common market, but only
to those in the early stages of development. This
exception would not only benefit the less developed
economies but would also allow the more advanced
nations to go much further in granting them special
concessions, if they are not also extended to other
advanced countries. This is precisely the principle
adopted in the General Agreement on Tariffs and
Trade (GATT) during the Tokyo Round of
multilateral trade negotiations and it applies to the
Caribbean Basin Initiative,

*Differentiated and most favoured treatment, reciprocity and
greater- developing country participation. See the Decision of 28
November 1979, in GATT (1986).
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d) The principle of reciprocity

The concept of reciprocity refers to the important
fact that member-country imports can be financed by
their own additional industrial exports from the
earning of their primary exports. This concept is
fundamental to the Prebisch and ECLAC positions on
trade policy and can, naturally, be extended, not only
to trade within a Latin American common market, but
also to integration in any larger trade bloc, Without
this principle, trade liberalization policies would not
promote industrialization as such, nor the devel-
opment of associated services.

Prebisch points out that, in practice, the
competitive strength of certain countries, in a context
of liberalized trade, would make their exports
dominant in the market of less competitive countries,
and that it is essential for the trade dynamics of the
common market (or trade bloc) to prevent this type of
situation from provoking restrictive measures. The
principle of reciprocity implies that the more
competitive countries must take complementary
liberalization steps to step up their own industrial
imports from relatively less developed and less
competitive countries.

Another dimension of reciprocity has to do with
the fact that protection has a different meaning in
countries specializing in primary products and in the
industrial centres. Given that the income-elasticity of
demand for industrial imports in the periphery is
greater than the income-elasticity of demand for
primary products in the centres, a moderate level of
protection in the periphery is a way to correct that
bias. On the other hand, protection of industrial
centres against agricultural and primary imports from
the periphery accentuates the bias, tends to retard
periphery development and slows the pace of growth
of world trade.

6 At the present time, the technological revolution, the growth
of intra-industrial trade in services and activities involving
intensive know-how and new patterns in product and
marketing/exportation  chains require a reinterpretation of
reciprocity narrowly defined in terms of industrial product trade
balances. Nevertheless, the concept remains valuable because it
directs attention directly to foreign-trade structures and their effects
on the pattern of deveiopment (Antonelll, 1989; Rowthorn and
Wells, 1987).

Another inference drawn by Prebisch from the
foregoing is that diminished protection in the centres
implies elements of reciprocity, because the resulting
increase in periphery primary exports will lead to a
correlative increase in their imports of industrial
products. This occurs even without tariff reduction in
periphery countries owing to the greater income-
elasticity of their demand for industrial imports. “The
traditional form of reciprocity, under which
peripheral countries are asked to grant duty conces-
sions similar to those introduced by the centers, does
not take into account this implicit element of
reciprocity” (Prebisch, 1959b: 264). As import
capacity increases in the periphery, reciprocal
customs concessions with industrial centres could
impair the industrial development possibilities of
peripheral countries instead of helping them to
achieve higher rates of growth,

Two conclusions must be noted on this issue:
a) Prebisch’s concept of reciprocity is different from
the traditional concept because it explicitly implies a
notion of trade balance in the exchanges of industrial
products and, therefore, an argument in favour of
promoting industrial exports in relatively less devel-
oped countries; and b) it is clear that the planning
suggested by Prebisch to guide the integration process
does not involve nationalization, nor market
substitution, nor obliging the private sector to fulfil
predetermined plans; it does imply, however, the
implementation of a trade policy directed towards
progressive and strategic international trade competi-
tion, based on negotiated and rational efforts to
achieve increasingly broader trade relations. This last
point is amplified below.

3. Forms of progressive integration and promotion
of industrial exports to the rest of the world

According to Prebisch, the path leading to
industrialization which demands permanent and
systematic market expansion, requires progressive
forms of economic integration. Prebisch noted that
this, in turn, required appropriate incentive policies
and, specifically, areview of the protectionist tariffs:
“As progress is made in import substitution,
modifications will have to be gradually introduced
[in customs tariffs] because of the need to give
protection to the new substitution industries, although
this will not affect whatever reductions of duties it
may be possible to establish in respect to industries
already in existence” (Prebisch, 1959a: 8).
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In the dynamic scenario constructed by Prebisch,
efficient import substitution in a broad common
market would serve as a bridge for passing to a stage
of mutually beneficial trade in industrial products
with the centres: “[...] the common market by
helping to lower costs, might boost certain lines of
industrial exports” (Prebisch, 1959a: 8).7 Cost
reductions would, in turn, justify a reduction of
average tariff levels vis @ vis the rest of the world.
This means that the common market offers the
opportunity to negotiate reciprocal tariff reductions
vis a vis the rest of the world as a trade bloc, which
would be beneficial for international trade.

Nevertheless, by 1959, Prebisch observed that
cost reductions for efficient import substitution had
not occurred to a sufficient degree because “since in
many cases protectionist policy, in the shape of very
severe import restrictions, if not bans, has been
carried too far, the atmosphere of competition in the
internal market has become appreciably less intense”.
Therefore, “the return to the customs tariff as an
instrument of protection, the lowering of intra-
regional duties in some case and their abolition in
others would do much to restore the spirit of
competition, greatly to the benefit of industrialization
policy: In this new environment, the gradual
development of a flow of industrial exports to the rest
of the world might be one of the objectives of Latin
American trade policy. [...] It is thus possible to
imagine reciprocally advantageous patterns of
industrial trade which would have a significance very
different from that of the traditional exchange of raw
materials for manufactured products”. Nevertheless,
for that “trade policy would have to be readjusted in
keeping with the new state of affairs. Otherwise, the
Latin American common market would not suffice in
itself to foster trade with the great industrial centres”
(Prebisch, 1959a: 8-9).3

In 1964, Prebisch returned to this issue and
argued the following: “Industrialization based on
import substitution has certainly been of great
assistance in raising income in those developing
countries, but it has done so to a much lesser extent
than could have been the case had there been a
rational policy judiciously combining import substitu-
tion with industrial exports” (Prebisch, 1964: 21).

"This scenario was devised by Paul Krugman in his article on
import substitution as export promotion, in Kierzkowski (1984),

'With respect to the increase in industrial exporis to the rest
of the world, Prebisch noted, in 1959, that “this is precisely what is
happening to the countries of Western Europe in the market of the

United States. What is more, some Asian countries are currently
developing textile exports to European countries” (Prebisch, 1959a: 8).

In conclusion, in Prebisch’s view, the common
market is not an end in itself but rather an instrument
for facilitating industrialization and progress towards
new forms of integration into the world economy
based on intemational competitiveness and reciprocal
trade in industrial products with the centres.

4. Application of the ECLAC model
in Central America

A great number of the criticisms levelled against
import substitution assume that the ECLAC strategy
was tried and failed. However, in the light of the
foregoing paragraphs, it is clear that, except for the
central element of industrial promotion based on the
regional market, the ECLAC model was not followed
in Central America.’

First, early in the process, the principles of
gradual progress and reciprocity proposed by ECLAC
to guide and plan the transition towards the creation
of a free-trade zone were discarded in favour of a
rapid transition based on free trade behind the
common foreign tariff. Therefore, the economic
upswing which occurred and the cost-and-benefit
distribution within the common market were thus
determined by only one of the components envisaged
by ECLAC in the process: the free market and
the private decisions of investors. The other
complementary element, which emphasized regional-
level production and investment planning in order to
face the problem of relatively less developed
countries, was lost with this approach.

Secondly, and perhaps more importantly, the
Central American Common Market foreign-trade
policy in the last three decades also did not follow the
strategy proposed by Prebisch and ECLAC:
protection was exaggerated; incentives were not
reviewed at -the appropriate time; the domestic
competitive environment dwindled; and industrial
exports to the rest of the world were not promoted. In
other words, far from being planned and adapted
dynamically to new conditions, the structure of
incentives remained frozen and relatively static for 25
years.

*Various analysts of the Central American integration process
have arrived at this conclusion. For example, Eduardo Lizano
(1980) notes that there is a domestic policy, followed for years,
that has nothing to do with the ECLAC model. Alfredo
Guerra-Borges (1988: 19) argues that “the final decisions moved
away from the original CEPAL ideas completely”, Bulmer-Thomas
(1989) notes that the CMCA problems arose more from ineffective
policies than from import substitution per se.
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Thirdly, the domestic market too was not
sufficiently enlarged by redistributive, agtarian and
other social reform policies, as had been proposed by
ECLAC, Finally, the objective that integration would
serve as training for competitive participation in
world markets was fulfilled to the extent that the
current industrial estate and acquired technological
skills are precisely the basis for the development of
export capacity in the 1990s. However, the crisis of
the 1980s destroyed part of that training and learning.

It can be argued that a good number of the
problems which marked import substitution in the
Central American Common Market framework were
not due to the ECLAC model, but rather arose from
not following its recommendations. Far from being
supplanted by history, the original ideas of Raiil
Prebisch on ftrade policy, ways of efficiently
combining economic integration with international
competitiveness, the common market and the
industrial exports to the rest of the world, are still
relevant and can setve as a source of inspiration for
reconsidering the development and economic
integration strategy under way in Central America.

There are several reasons for moderate optimism
as regards Central American development and
economic integration in the 1990s,

The first reason is that, in political terms, the
progress achieved by Governments in the areas of
peace and democracy has strengthened faith in the
outcome of dialogue and negotiation and in the
determination of those Governments to continue
efforts along genuinely Central American lines.!?
Overcoming setious obstacles, the efforts of the
1980s culminated in the Esquipulas I and II meetings,
at which, apart from reaffirming their decision to be
masters of their own destiny, the Presidents of Central
America assumed formal commitments with respect
to amnesty, cease-fires, the consolidation of peace,
arms limitations, democratization and free elections,
civil and political rights, care of displaced persons
and refugees, and acceleration of development. Since
carly 1989, there have been free elections in five
countries. There has never been such democratic and
political uniformity nor a greater peaceful situation as
in the last decade, although the situation is certainly
vulnerable in several countries.

YGuido Fernindez (1989) offers an insider’s view of those
efforts, particutarly of the genesis and development of the Peace
Plan of Dr. Oscar Arias, President of Costa Rica, which served as
the basis for the Esquipulas [ and Il agreements.

The second reason for optimism is the decision
of Governments to concentrate on development,
together with the opportunities arising from radical
changes in the intemational economy. At the meeting
held at Montelimar, Nicaragua, on 3 April 1990, the
Presidents of Central America reaffirmed the thesis
that peace, democracy and development are
inseparable and decided that, in view of the progress
due to the success of the first two factors, the time
had come to concentrate attention and energy on the
third, i.e., on development and economic reconstruc-
tion, to which end they met again in Guatemala, in
June, at an economic summit dedicated exclusively to
that issue.!!

As the Sanford Commission report notes, starting
from the Esquipulas II agreement, Central Americans
have made an extraordinary effort to coordinate
measures and proposals. This process, which includes
activities  ranging from  presidential  and
vice-presidential meetings to regional caucuses of
numerous private associations, reflects enthusiasm for
integration and has laid some foundations for
institutionalized coordination among Governments
(INCEP, 1989). The summit adopted the Central
American Plan for Economic Action which includes
the following commitments and guidelines, some of
which are analysed below:

To establish the new regional payments system

and implement the Central American Programme

for the Elimination of Trade Barriers, both of
which have already been formulated and
negotiated and are ready to operate;

To promote a physical infrastructure construction

and reconstruction programme which will

support ftrade integration, with a view to
comprehensive inward-looking and outward-
looking development;

“Togelher with the respectivé Ministries of Economy,
different integration bodies and ECLAC, as Technical Secretariat
to the interinstitutional commission, played active roles in
preparing for the meeting and formulating the Governments’.
approach to the issue. See ECLAC (1990b), the document drafted
by the Interinstitutional Commission for the Fuifilment of the
Decisions of the Central American Isthmus Economic Cooperation
Committee, whose members are: the Permanent Secretariat of the
General Treaty on Central American Economic I[rtegration
(SIECA), the Central American Bank for Economic Integration
(BCIE), the Central American Monetary Council (CMCA), the
Central American Research Institute for Industry (ICAITI), the
Central American Institute of Public Administration (ICAP), the
Institute of Nutrition of Central America and Panama (INCAP) and
ECLAC.
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To tighten regional coordination of external
trade, foreign investment and tourism, including
coordinated action for joining and participating
in GATT;

To promote consensus-building, consultation and
participation processes among Governments and
various social sectors;

To promote a gradual and selective industrial
retrofitting policy at the regional level;

To support the

enterprises, encouraging broad-based
ownership and economic democratization;

transformation of State
stock

To set a three-month deadline for formulating a
coordinated agricultural policy;

To set a six-month deadline for formulating a
regional policy and programme in science and
technology which will support the new joint
strategy vis & vis third markets;

To promote coordination of macroeconomic
adjustment processes; -

To promote social compensation programmes for
economic adjustment;

To establish a consultation and ooordinaﬁon
forum on foreign debt.

A third reason for optimism is the willingness
and interest of the Central American business sector,
increasingly 'more organized and coordinated, to
make progress on the issues included in the Central
American Plan for Economic Action and even to
move beyond it. At the economic summit, the
business sector, regionally participating in the
Federation of Central American and Panamanian
Private Entities, proposed to the Central American
presidents: the creation of a Central American
economic community through -the adoption of a
regional social and economic development strategy;
the development of a joint project among the public
and productive sectors and regional agencies in order
to devise and operate the Central American economic
community; and the integration of Panama into that
community (Federation of Central American and
Panamanian Private Entities, 1990).

The new bases for the integration process
emerging from the technical process and the dialogue
can be summarized as follows:

Integration for entry into world markets.
Integration must be reconsidered so as to make it
functional for, and complementary to, a strategy

based on international competitiveness and on greater
integration of the Central American economies into
world markets, Perhaps the most important
proposition of the Central American governmental
and private sectors, and which was reiterated by them
at the economic summit, iS economic integration,
defined on new bases, that is compatible with and
functional for this new strategy. As mentioned earlier,
for Prebisch the gradual and negotiated incorporation
into increasingly wider commercial relationships is
the key to progress. The Prebisch or ECLAC strategy
did not conceive the common market as an end in
itself but rather as an instrument for facilitating
progress towards new forms of integration into the
world economy based on international competi-
tiveness and reciprocal trade in industrial products
with the centres.

It- can be argued that, owing precisely to the
industrialization achieved by the Central American
Common Market, and in spite of all its limitations and
the ground lost in the 1980s, in the 1990s Central
America may be able to benefit from such greater
integration into the industrial centres anticipated by
Prebisch. This topic is developed in section IV.

Global plans versus consensus-building, All-
embracing approaches and comprehensive pro-
grammes, with their inherent danger of exaggerated
abstraction and grandiosity, must be set aside,
together with the lineal models of classic economic
integration theory, which proposed successive stages
of progress towards increasingly greater integration.
This perspective must be replaced by a more versatile
rationality and a more pragmatic approach which will
take into account the diversity of existing conditions,
respect national strategic policies and seek to achieve
partial advances, through persistent encouragement,
towards consensus-building processes which reveal
areas for joint action.!? Consensus-building, inside
and among countries, encompasses a whole style of
planning and is the basis for making a regional
development programme viable through integration.
As ECLAC has noted:

12 Thig approach has been proposed by various analysts, See
Guerra-Borges (1988), Lizano (1989), ECLAC (1990).
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“There would seem to be a need to further
improve and consolidate what already exists,
move forward where possible [...] and continue
to consolidate a network of integration efforts
rather than trying to respond to the preconceived
notion that commitments must be fulfilled in
linear order until a final goal is reached”
(ECLAC, 1990a: 158).

Realistic expectations. Integration must be seen
as a process of support for national strategic policies
and domestic efforts, and not the opposite. Several
authors have noted that the common-market crisis
was more a crisis of expectations than of achieve-
ments (Rosenthal, 1983; Lizano, 1989; Fuentes,
1989). Too high hopes were vested in the integration
process and it came to be thought of as synonymous
with development, when actually integration could
not solve problems for which it was not conceived.
As a result, the problems of Central American
societies and economies led to disenchantment with
integration which, in its turn, generated a series of
myths and misconceptions about the *“evils” of
integration: unequal income distribution; petsistent
concentration of land ownership; penetration - by
transnational corporations; excessive protectionism;
and other phenomena which, as Fuentes has noted,
would have occurred to a greater or lesser degree with
or without the common market (Fuentes, 1989: 19),
The solution to many devel- opment problems
depends, in the first place, on domestic economic and
social policies, which integration and joint action can
support but never replace.

Defined in these new terms, integration can be
effective for the new development strategy based on
international competitiveness and greater integration
into world markets, for two sets of fundamental
reasons.

First, a symbiosis between regional demand and
the demand of other markets may be generated to the
extent to which trade among common-market
countries is significantly reactivated and certain

aspects of macroeconomic policies ate brought into
harmony. This can occur in various ways: i) for a
series of already established import-substitution
industries, the regional market would allow for
covering a high percentage of fixed production costs
and exporting at marginal costs; ii) the regional
market may serve as a testing ground for innovations
involving products and processes at less cost and risk
so that extraregional markets are penectrated at a
second stage; iii) the regional market offers greater
complementarity and specialization opportunities
than * individual economies for developing and
exploiting comparative advantages; and finally, iv) a
wide field looms ahead for joint action to improve
regional competitiveness, for example, in joint export
schemes, selective - investment acquisition, shared
use of duty-free zones, improvement of common
infrastructure, development and strengthening of
regional science and technological policy, devel-
opment of a regional market for specialized
consulting services, coordination of agricultural
policies, capital and labour mobility, etc.! Some of
these actions in support of competitiveness are
described in section V.

Secondly, joint action gives strategic advantages
in negofiations on frade, finance and international
cooperation with other countries or economic blocs
-advantages that are difficult or impossible to obtain
on a basis of individual negotiation. In section IV, the
advantages of joint strategies for integration into
world markets are analysed.

Beforehand, however, it must be emphasized that
a prior condition for advancing toward regional
development through integration is the reactivation of
intraregional trade in the short term, the prospects for
which are reviewed below.

13 See Rodriguez (ed.) (1990a) and ECLAC (1990a).
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I
Reactivation of intraregional trade

Reactivation of Ceniral American Common Market
trade depends on several basic factors: first, on
success in increasing the inflows of foreign
currencies; second, on restoring the smooth operation
of the system of payments and free convertibility;
third, on dismantling or significantly reducing the
trade barriers which Central American countries
applied in the 1980s. The last two factors form part of
the Plan for the Reactivation of Intra-Central
American Trade, agreed upon by the Central
American and the European Economic Community
countries.

1. Increasing the foreign-currency supply

In spite of the degree of industrialization achieved,
the region is still specializing very largely in primary
products and it is clear that the dynamics of its growth
are still rooted in the pace of its primary-export
growth (Siri, 1980). A drop in cxport earnings soon
puts pressure on the domestic financial systems,
depleting foreign-currency reserves and reducing real
demand, imports and intraregional trade.

For this reason, the acquisition of foreign
currencies through exports of traditional (bananas,
coffee, meat, cotton, sugar) and non-traditional
(melons, ornamental plants, papayas, pineapples, etc.)
primary products is the key to maintaining the level
of intraregional activity and trade within the
integrated market, and is also in line with the
comparative advantages deriving from the natural
resources of the region. In Nicaragua, for example,
one of the quickest ways to acquire foreign currencies
and provide employment is to restore its capacity to
export traditional products. Costa Rica, in spite of the
rapid growth of its non-traditional expotts in response
to the incentives applied for these exports, has
implemented a plan to promote banana production
aimed at increasing foreign sales from 60 million to
90 million cases and is continuing with the
programmes to improve the productivity and quality
of its coffee and other products.

The foreign-currency supply will also be greatly
helped by daring schemes for reducing the debt
burden.’* Costa Rica recently set a precedent by

140n the indebtedness of Ceniral American countries, see
Feinberg (1989) and Caballeros (1987).

buying back a large part of its debt with commercial
banks under the Brady Plan. One component of the
Bush initiative is concerted action in this area. The
Central American Plan for Economic Action provides
for the establishment of a regional-level consultation
and coordination forum to deal with the external debt.

2, New system of payments and settlement
of intraregional debts

The Central American Monetary Council (CMCA)
and Central American economic authorities have
been considering various proposals in this
connection.!® With the technical and financial
assistance of the European Economic Community,
there are now two basic mechanisms: a new Central
American Payment System, beginning operations in
October 1990; and a Special Foreign-Currency Fund
for relatively less developed countries with chronic
intraregional trade deficits (Nicaragua and Honduras).

With the assistance of the United Nations
Development  Programme (UNDP), the Central
American Monetary Council is working on a solution
for the problem of old accumulated debts, which the
Governments agreed to deal with separately from the
new Central American Payment System.

This new system reactivates the Central
American Clearing House, but in a new configuration
acceptable to all member countries. The system is
supplied from two sources of funds: an Intraregional
Export Support Fund of 120 million European
monetary units provided by the European Economic
Community, which will finance part of the foreign-
currency requirements per extraregional imported
component of the regional enterprises which export to
the region; and a network of credit lines among
patticipating central banks. A “quota” is being
established for each bank which sets the maximum
debit or credit allowed to each member bank.
Monthly multilateral clearing balances are financed

15 These include: the Central American Import Law; the
Paralle] Mechanism; and the Special Fund for Intra-regionat Trade.
The description of the Centrat American System is based on a
document of the Central American Monetary Council (1990), the
Framework Agreement for the Reactivation of Intra-Central
American Trade, and conversations with Carlos Luis Solérzano of
the Monetary Council, to whom we are grateful for clarifying this
matter.
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by creditor banks of the system through “automatic
loans”. Each monthly clearing period, debt balances
are limited to an eighth of the respective bank’s
quota,

The limit for automatic loans to any one bank is
equivalent to that bank’s quota. However, before
reaching that limit, the bank may apply for a “special
loan” from the Monetaty Council responsible for
administering the system, which involves a detailed
analysis of the economic situation of the country
concerned, and of its adjustment efforts in relation to
its regional trade partners. The special loans, which
are also limited to the amount of the quota, are to be
used in their entirety to pay off automatic loans so
that the bank concerned can continue to operate in the
system as before.

The foreign-currency resources of the Central
American Payment System are used in exchange
operations for national currencies in the following
manner: 10% of the payments for exports channelled
through this system in each monthly clearing period is
deposited payable to the central bank of the exporting
country to account of the Intraregional Export
Support Fund. Each central bank, on receiving funds
from the Support Fund, will proceed to credit the
equivalent amount in its national currency to the
Central American Payment System. All the holdings
generated in this way constitute the Counterpart
Fund. Automatic loans are financed chargeable to the
network of credit lines, while the special loans are
financed chargeable to the Counterpart Fund.

The new Central American Payment System has
several advantages: i) it separates the problem of old
debts accumulated among countries from the new
payment system. The problem of accumulated debts
is attacked with another instrument; ii) it manages
creditor-debtor relations multilaterally so that each
central bank is a debtor or creditor of the System and
not of other banks, with the result that the bilateral
friction which affected Clearing House operations in
the past is avoided; iii) it is supported by a foreign-

currency fund, the Intraregional Export Support Fund, |

which helps countries to cope with the imported
component associated with their exports; iv) it
programmes the financing of resultant balances and
allows for debt rescheduling under a system that
permits “suggesting” adjustments to the macro-
economic policy for each country in terms of its trade
results; v) it promotes exports to the region via
specific incentives in the form of foreign-currency
availability, to be complemented by the Special
Foreign Currencies Fund.

The Special Foreign Currencies Fund, with an
initial supply of 30 million European monetary units
to assist the relatively less developed countries with
chronic intraregional trade deficits, is equipped with a
mechanism for strengthening the productive sector,
increasing its exports, and thus reinforcing the
soundness of the Central American Payment System
and encouraging the gradual elimination of trade
barriers, It will finance the working capital and the
purchase of extraregional inputs for enterprises and
activities capable of improving the exportable supply.

3. Programme for dismantling trade barriers'®

This programme, the immediate implementation of
which was approved at the economic summit as a
preparatory step towards bringing the Central
American Payment System into force, includes, inter
alia, the following commitments together with a
defined schedule for implementation:

- A realistic and non-discriminatory exchange rate
shall be established between the Central
American peso and the respective national
currencies.

—Costa Rica, El Salvador and Guatemala
undertake to revoke the provision of not selling
foreign currencies for imports coming from
Nicaragua; and Costa Rica, El Salvador and
Honduras undertake to revoke the provision
requiring prepayment for exports to Nicaragua.

—— In all member countries, the central bank permits
of licenses required for imports and exports to
and from Central America paid for through the
Central American Payment System shall be
revoked. Moreover, these transactions shall not
be subject to advances or to prior or guarantee
deposits.

—— The bilateral trade agreements between Honduras
and the other countries shall become multilateral
by the end of 1992 for the purpose of achicving
free trade in accordance with the General Treaty
for Central American Economic Integration.

—Quotas and other quantitative controls on
products originating in Central America and all
import surcharges affecting intrazonal trade shall
abolished and no further controls of this nature
shall be established.

16 See annex 3 of the financing agreement between EEC and
Central America, 30 April 1990,
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- Finally, there is a series of commitments: to
climinate non-tariff trade barriers relating to
transport; to improve physical installations and
communication facilities; to simplify frontier-

IV

post formalities; and to coordinate standards,
regulations and procedures relating to animal and
piant health conttol.

The strategy of economic openness and entry into world markets

The objective of greater Central American economic
entry into world markets calls for reflection and
strategic decisions on the part of the Central
American Governments and private sectors. The
international economy is experiencing the most rapid
and profound political, economic and technological
changes since the Second World War. One aspect of
this process is the formation and strengthening of
worldwide consumer and producer blocs. The
reunification of Germany and the opening up of the
countries of Eastern Europe, plus the European
Economic Community programme for 1992, are
strengthening and expanding the European bloc
enormously, giving it new competitive advantages.
The 1992 plan alone constitutes an integrated
common market of nearly 380 million people. In
Asia, a commercial bloc, with Japan and the “small
tigers” in the lead, has been taking shape, with a
second line of export platforms (China, the
Philippines, Thailand, Indonesia, Malaysia), whose
competitive advantages have been a source of friction
with the United Sates and Europe.!”

The challenges presented at the global level by
the formation of these economic blocs has prompted
the United States to reinforce the economic and
strategic ties on its own continent. On the one hand, a
North American bloc is being formed by the Free
Trade Agreement (Canada-United States), into which
the second largest economy of Latin America,
Mexico, will be incorporated, according to recent
announcements. On the other hand, on 27 June 1990,
the United States Government proposed the
Enterprise for the Americas, supported by three
pillars: trade expansion, increased investment and
reduction of the debt burden. As for frade, the latest
proposal calls for the formation of a continental
free-trade zone, immediately making partial advances
to dismantle trade barriers through bilateral and
subregional agreements and concerted efforis in

7 See Ernst (1989), Gerefti (1989), Hillcoat and Quenan
(1989), “Reshaping Europe”, Business Week, December 1988,

GATT. The text of the Bush initiative states that such
far-reaching changes may require years of preparation
and difficult negotiations, but that the reward, in
terms of mutual prosperity, is well worth the effort
(Bush, 1990).

What are the implications of all these changes for
Central America and how can they be put to the best
advantage? Should every effort be made to
consolidate a single Latin American common market
or is it more to the advantage of Central America and
the Caribbean in the immediate future to redefine the
terms of its integration into the North American bloc,
now enlarged by Mexico, without prejudice to
attractive trade and financial schemes with the rest of
Latin America? What is the role of trade and financial
relations with the European and Asian blocs? These
are some of the most relevant questions today and are
the subject of the following commentary.

1. Adjustments in trade strategy

In the 1980s, Central American integration into world
markets was characterized by individual and uni-
lateral policies of openness and trade liberalization, in
some cases under programmes of structural adjust-
ment individually negotiated with international
agencies, and by a rather passive group movement
towards greater integration into the North American
bloc, based on the Caribbean Basin Initiative, It can
be argued that both elements constitute a relatively
inefficient strategy of integration into the world
economy and, at the same time, that Central America
would benefit from the following adjustments in its
trade strategy: joint negotiation of its economic
openness sirategy vis & vis other trade blocs and
within GATT; greater economic integration with the
United States and the North American bloc, but
within a framework different from that of the
Caribbean Basin Initiative.'®

18 The Caribbean Basin Initiative has been evaluated by Ray

(1987), Tucker (1989), Rodrfgucz and others (1989) and Salazar
and Vargas (1989).
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With respect to the first element, it is to be hoped
that, in the 1[990s, the openness and trade
liberalization processes of all Central American
economies will continue, since they are part of the
new strategy to promote exports adopted by all
countries of the region. However, inasmuch as
openness is achieved unilaterally, the opportunity to
negotiate beneficial trade and financial concessions
with the North American bloc would be lost. Mexico,
for example, unilaterally liberalized its economy and,
by doing so, lost part of the negotiating power it
would have had if, instead of liberalizing, it had
negotiated concessions from the United States within
the framework of the recently announced trade
agreement. A similar argument can be made for
incorporation into GATT and participation in the
Uruguay Round.!”®

Moreover, the diverse evaluations of the
commercial repercussions of the Caribbean Basin
Initiative coincide in noting how limited this scheme
is as an instrument for promoting industrial and
agricultural exports from Central America and the
Caribbean to the United States. Salazar and Vargas
(1988: 219) find that, five years after implementation
of the plan, exports to the United States from the
countries that signed the Caribbean Area Economic
Recovery Act are on the decline. Ray (1987) argues
and demonstrates that the Caribbean Basin Initiative
is not managing to promote imports of consumer
goods and agricultural products of the region, while
systematically discouraging imports of textile
products. Tucker (1989: 361) concludes that it was
hoped that, with the Caribbean Basin Initiative and
the consequent collapse of trade barriers, the full
economic potential of the region would be realized.
He adds that, unfortunately and unsurprisingly, the
“unblocking” of trade has produced minimum results.

Motivated in part by these limited results,
Stephen Lande and Nellis Crigler (1990) recently
presented an innovative proposal consisting in the
transformation of the Caribbean Basin Initiative into a
fair trade agreement with the United States, which
would transform the relation with that country from a
donor/recipient relationship into a strategic economic
alliance. The following are some further reasons
which would justify that strategic decision:

19 See SIECA (1988), De La Ossa (1988) and Lobo (1987).

a) Although the recently announced Bush
initiative calms the fears of a possibly diminished
private and public United States interest in the region,
Lande and Crigler detect tendencies in the
international economy which may make investing in
Central American countries less attractive. The
opening up of Eastern Europe poses a threat, to the
extent that those countries have wage levels which
are competitive with those of Central America, a
skilled labour force, a relatively developed industrial
base and access to the integrated European market, all
of which makes them attractive to investment from
the United States, Europe and Japan, thus limiting
resources which, in other circumstances, could be
invested in Central America. Morecover, as the
Sanford Commission has repeated, there is the
possibility that, once the hostilities are over, external
economic assistance will be suspended and the doors
now open to Central American exports will be closed,
because the region will then no longer constitute a
zone of geopolitical crisis (INCEP, 1989).

b) Secondly, unless the Central American
countries together exercise their negotiating power,
their region’s share in obtaining trade preferences
could be reduced by the extension of similar
preferences to the countries of Eastern FEurope and
Mexico, and by other sweeping concessions made in
the context of the Uruguay Round. Morcover, this
share could be limited by the Bush initiative itself, to
the extent that other Latin American countries
carrying greater economic and political weight make
use of the plan. This shows the importance of
carrying out joint negotiations and of establishing
mechanisms that will increase Northem bloc and
European  Economic Community  preferential
treatment of the Central American region, within the
context of the GATT.

To sum up, joint negotiation of trade openness
within the framework of an agreement, be it a “fair
trade” agreement as Lande and Crigler propose or a
variation thereof the context of the Bush Plan, would
have scveral advantages:

— It would allow for coordinating the economic
openness processes and achieving, in exchange
beneficial concessions for the region, thus
improving the preferential treatment of the
Central American region with the Northern bloc
and, potentially, other economic blocs.

—1It would ensure an orderly transition, with
frequent consultation of the Central American
private sector, which would take increased
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competitiveness into account when gaugmg the
pace of openness.

— It would-avoid the vulnerablhty and asymmetry
of schemes such as the Caribbean Basin Initiative

~ which, while making unilateral concessions, also
allow the “donot™ to eliminate or modify such
preferences unilaterally.

—- The foregoing factors would generate grcater
security in trade and economic relations and a
better climate for investment than would be
achieved by individual and uncoordinated
OpENnEss processes.

—— It would allow for periodic reviews and
renegotiations which would improve the

agreement benefits and include other issues such
as investment, non-tariff bamers and flnancxal

assistance.

2, Technology and patterns of global and
' reg:onal integration

The tendency towards creating consumcr and
producer blocs is the result not only of geopolitical
but also of economic and technological factors. The
current technological revolution, based on informa-
tion, know-how, flexibility and adaptability, demands
‘a revolution in the forms of organization for
extracting the maximum benefit from. the new
technologies. The impact of this revolution is of such
magnitude that it is-argued that we live in a period-of
transition to-a new techno-economic and organiza-
tional pattem with which new managerial and
organizational models are associated and which
demands global social changes. There are several
interpretations and -a -full debate about . the
implications of- this. new . pattern for peripheral
countries, their possibilities of closing the techno-
logical gap and the way in which they can adapt
themselves . successfully to the. opportunities being
created by the rapid comparative and absolute
advantages caused by the new technologies (Ernst
1989; Antonelli, 1989; Pérez, 1988).

The most optimistic outlook 2 suggests,
especially for countries which have already achieved
a certain level of industrial development and are
equipped with a critical mass of skills and knowledge
in their labour force, that the new technologies and
the period of transition between models open
“windows of opportunity” for “skipping over stages”
and joining the current industrial revolution even
though they missed the previous one.

20 Antonettl (1989); Pérez and Soete (1988).

Competitiveness in many products and dynamic
sectors is increasingly more often:based on factors
unrelated to price (design, jnnovation and product
differentiation) and demand (quality). At the same
time, the traditional factors of supply (economies of
scale, mass prodiuction and lines of homogeneous
goods) are ¢completely redefined in the new model.
For example, the scale of factories is, in many cases,
independent of market size. It is possible to achieve
very high levels of efficiency while manufacturing a
wide array of different products, with frequent
changes of model and variable volumes. This
transforms the factors that determine competitiveness
and redefines the barriers to entry, lowering them for
many  products “ and  processes, ‘which makes the

proliferation - of highly competitive small and

medium-sized businesses possible. Activities which
acquire great importance are: “economies of scope”
(optimization of the range of products), “economies
of place, time and motion” (based on proximity,
response ' speed, integration of design-production-
administration phases, “just in time” management of
inventories and of delivery, etc.), and “economies of

- specialization” (based on narrow market segments).

- The current transition toward a new
techno~economicand organizational model raises two
important issues for - the strategy of productive
transformation and - integration of Central America
into the world economy. - : ~

First, optimism with respect to the possibilities
of encouraging the spread of technical progress and
technological development in Central America is
justified. Propagation of the new model throughout
the production system requires the conversion and
restructuring of the well-established industries in the
developed countries as well; established products are
rcdemgned new products and industries emerge,
important parts of the present industrial estate become
technically and organizationally obsolete. In other
words, the requirements of the technological learning
process and industrial retrofitting are felt not only in
developing countries but also in developed countries.
Pérez and Soete argue that, during transition periods
between models, there are two types of conditions
conducive to closing the technology gap. First, there
is time to learn while all the others are learning;
second, given a reasonable level of productive
capacity and an advantageous site, together with an
adequate supply of human resources skilled in the



170

CEPAL REVIEW No. 42/ December 1990

new technologies, a temporary window of
opportunity is opened, with low barriers to entry
where this is most important (Pérez and Soete,
1988: 477).

Second, these technological factors influence the
formation of economic blocs linking centres and
peripheries situated near to each other, and they
determine the international competitiveness of
regions such as Central America and the Caribbean
basin. The main centres of global growth and

innovation will continue to be in the blocs of
developed countries; nevertheless, according to the
technological outlook suggested here, if Central
American internal conditions are sufficient for
coordinated trade negotiation efforts to be made and
for efforts to be focused on development and
integration, greater integration into these blocs
~especially the North American bloc- could boost the
region’s economy and improve its possibilities for
growth and development.

Joint action for the development of international competitiveness and the
conversion of productive sectors

Greater integration into the world economy preseats
not only opportunities but also threats. It is possible to
lessen the impact-of the transition and to make the
most of these opportunities through coordinated
action in the public and private sectors to hasten the
transformation of productive sectors and encourage
international competitiveness and interlinked produc-
tion. Joint Central American fields of action towards
these goals can be grouped into several categories:
action to harmonize motivating systems and other
market policies; action to use economic integration as
a source of competitive advantages through special-
ization and productive complementarity; action to
develop structural competitiveness; and action to
promote efficient import substitution and conversion
of the industrial base.

1. Harmonized incentives and market policies

The liberalization of intraregional trade can find itself
limited or distorted, if active steps are not taken to
harmonize incentives, together with passive measures
such as dismantling tariff barriers. Active steps are
important in the following areas:

a) Non-tariff barriers

As noted above, the Programme for Dismantling
Intra-regional Trade Barriers includes a number of
commitments to dismantle non-tariff barriers con-
nected with obstacles to transport; improvement of
physical installations; communication facilities and
speeding up frontier-post formalities; standardization
of rules, regulations and procedures for animal and

plant health control. Fulfilment of these commitments
is important for the free movement of merchandise in
the region.

b) Export incentives

Lack of harmony in this area can have a number
of negative consequences: countries with fewer
incentives will be less attractive for investment; there
is the risk of wars incentives to attract more
investment; intraregional trade flows may be distorted
toward the exploitation of the benefits accruing from
the use of those countries offering greater incentives
as a base for exporting.

¢) Common external tariff

At the present time, the common external tariff
has two problems: uniformity was broken by
meaSures taken by individual countries (e.g.,
surcharges, duties, excise taxes, duty-free treatments,
etc.) and the tariff level is ineffectual because it has
not been adjusted to the requirements of export
promotion and efficient import substitution. These
objectives make it necessary to bring down the
common external tariff gradually to a low and
uniform level.

2. Mechanisms for exploiting the competitive
advantages of specialization and
complementarity at the regional level

Gereffi (1990) distinguishes four roles, played by
recently industrialized countries in the world
economy, which are useful to bear in mind when
contemplating the Central American export strategy,
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the relations between economic integration and
exports, and possible avenues for joint action in the
area of expoits and the promotion of investment.
These are the roles of exporters of primary products;
export platforms (foreign-owned, labour-intensive
manufactures processed in duty-free zones); interna-
tional subcontractors (consumer goods, finished on
the part of enterprises whose output is distributed and
marketed by the main centre and its agencies, the
principal niche occupied by the recently indus-
trialized Asian countries); suppliers of components
(production of components in the capital-intensive
and technology-intensive peripheral industries for
subsequent export and final assembly in the central
country; a characteristic of this procedure is that it
generates a higher degree of technology tmnsfer).21

a) Combined exports

Combined Central American exports can help to
generate competitive advantages and production-
export-marketing chains in several ways:

i) As regards economies of scale, it could be
possible to have available minimum quantities of
some products for a large volume of trade that is
beyond the reach of a single country; in other cases, a
relatively high output could even allow Central
American enterprises to adopt dynamic trade
strategies, especially in the case of some non-
traditional agricultural products for which the
countries have similar comparative advantages.

i) The differences in information, contacts and
external trade experience among Central American
countries, especially the advantages of those more
advanced in the export process, can be put to good
use (through fairs, conferences and other information
exchanges) for mutual benefit instead of being a
source of competition among entrepreneurs in related
fields. In the case of many products, the size of
overseas markets offers Central American entre-
preneurs oppottunities to leave their competitive
behaviour behind and begin to collaborate.

2 1n the last 15 years, the front-line recently industrialized
Asian countries (the Republic of Korea and Taiwan) have been
yielding their role as export platforms or processing zomes
established on the basis of low wages to China, the Philippines,
Thailand, Indonesia, Malaysia, and have achieved greater success
as international subcontractors and component suppliers.

iif) It is easier to exploit the -advantages and
benefits of specialization at the regional level than in
individual countries. Liberalization of intraregional
trade opens up opportunities for subcontracting export
schemes at the regional level, either through leading
enterprises in each country under new joint export
schemes or in conjunction with foreign capital. These
schemes are more advantageous than export
platforms based in duty free-zones, because they are
less vulnerable to changing costs and open the way to
production of exportable goods that make intensive
use of technology and are very specialized. In other
words, economic integration offers competitive
advantages to countries which opt to serve as
suppliers of components. Separately, those countries
would probably tend more to serve as export
platforms based on in-bond assembly.

b) Studies, information and follow-up

A first step toward achieving the above would be
to carry out in each country a seties of detailed and
comparative diagnoses in each subsector for the
purpose of identifying, on the one hand,
complementarity possibilities and, on the other, the
potential leading enterprises which, in each subsector,
could make the export grade and coordinate regional
subcontracting. Several studies of this kind have
already been carried out by the Permanent Secretariat
of the General Treaty for Central American Economic
Integration (SIECA, 1986). A second step would be
to bring the entrepreneurs in branches having the
greatest identificd potential together in order to
discuss possible specific joint export projects and the
coordinating mechanisms necessary in each case. The
Federation of Central American and Panamanian
Private Entities has plans to proceed in this direction
(Rodriguez, 1990b).

The data bases of such institutions as CINDE, in
Costa Rica, and FUSADES, in El Salvador, are very
useful for identifying enterprise networks which
could participate in sectoral joint export initiatives in
the Central American region. However, the export
effort implies creating and coordinating the capacity
to compile and transmit information, to follow up and
to prepare technical studies in each country.

These information and follow-up systems can
also include exchanges for joint ventures, sectoral
strategies and cases of industrial restructuring.
Availability of the means necessary for exchanging
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experiences and information on competitive and
retrofitting strategies, at the subsectoral and specific
enterpnsc level, would strengthen these proccsscs in
the region. . .

<) Flexible specialization an}d' sdbcohtrdcting:.at the
regional level

The success of the industrial districts in Italy,
formed by networks of small and independent
enterprises organized on the basis of an external
division of labour among them, is a model which
teaches important lessons about production organiza-
tion and the export potential of Central America as a
whole. This model has been very competitive in
international markets, offering distinctive and
innovative products at low prices. A shared
characteristic of these districts is the stability of their
social environment: all are linked to areas with long
traditions of craftsmanship in specific sectors,
together with a solid agricultural base and an array of
trade-related activities. All are near middle-sized
towns, with good study and training centres,
connected by highway networks. Local government

assistance in infrastructure has been substantial in

some cases: several ‘textile districts have opened
centres for design and forecasting fashion trends; in
several cases, export consortia have been- promoted;
in most cases, the leading enterprises detérmine
production standards, control quality and organize the
stratégic aspects of  production, distribution and
marketing.

In fact, the strategies for the industrial
reorganization of large Buropean and United States
enterprises have included the decentralization and
subcontracting of products and processes. Industrial
subcontracting allows an enterprise to acquire parts or
intermediate goods at a lower cost than if it produced
them itself, because it avoids investment in space,
machinery and equipment, raw materials and working
capital. Other benefits include greater quality control
and greater flexibility in the.light of changes in
technology and in the quantities and characteristics of
demand.

Useful mechanisms for promoting tegional
subcontracting in Central America are the sub-
contracting exchanges. Carlos Martin Alcal4 (1990)
has analysed some of their operational characteristics,
defining them as intermediary entities, generally in
the private sector, often linked to an industrialists’
trade association. He adds that the Central American

countries are among those which have most need of
these subcontracting exchanges, precisely because
their industries, for the most part, grew vertically,
“doing a bit of everything”. These exchanges can be
an effective mechanism for retroffiting, contributing
to the modernization of networks of small enterprises
and exploiting to the full the advantages of flexible
specialization at the regional level,

CINDE, in Costa Rica, is - developing
subcontracting  schemes among the leading
enterprises in the textile and metal-transformmg
industries. Rodrigo Ortiz (1990) and Elmer Arias
(1990) have stressed the potential advantages of
developing Central American complementarity
through subcontracting schemes. For example, in the
metal-transforming sector El Salvador has a number
of processes more developed than in the rest of
Central America: basic aluminium and iron
industries, metal-extending processes, casting and
light forging processes. Costa Rica, in its turn, has
advantages in in-bond assembly and ~ precision
engineering. A subcontracting exchange for the
metal-transforming industry would have information
on the types of products and the advantages of each
country and would make that facility available to ali
the other countries of Central America. In this way, as
Rodrigo Ortiz (1990) notes, if an entrepreneur arrives
in Costa Rica wishing to make telephones, it can
import plastic products' from Mexico, buy wire in
Costa Rica, and El Salvador and Honduras can make
their contribution. In those conditions, any telephone
manufacturer will be interested in producing them in
Costa Rica, instead of going to Taiwan.

The subcontracting schemes for exports or the
regional market, to be used by leading enterprises,
whether assisted by private institutions such as
FUSADES in El Salvador or CINDE in Costa Rica,
or developed through subcontracting exchanges, have
intraregional free trade as a prerequisite. In this sense,
economic integration means progressing towards
forms of production, of exportable supply and of
products and processes which make intensive use of
technology and are very specialized. This is to say
that integration offers greater opportunities for
surpassing the in-bond assembly stage and exploiting
the competitive advantages associated with flexible
specialization and the supply of components by
Central American enterprises. To the extent that
important - sectors of small and medium-sized
enterprises are made to participate, progress would be
made towards greater equity in regional development.



PRESENT AND FUTURE INTEGRATION IN CENTRAL AMERICA /J. M. Salazar 173

d). Complementarity. and. s pecialrlwtion,m duty-free
. zones : :

v It was recently suggested that the complementary
export effort in Central America could be begun more
rapidly through duty-free zones. On this point, Ortiz
notes that the advantages are obvious because new
legislation would not be necessary; no talk of treaties
is necessary nor must projects be submitted to the
legislative assembly of any Congress; nor are bilateral
agreements required; nor would balance of payments
arise because payments would not have to pass
through the Central American Clearing House.
Moreover, employment would rise, which is the goal
in these times, foreign investment would increase, as
the countries of the region and the region as a whole
became more attractive, exports would increase and
joint enterprises would emerge (Ortiz, 1990).

¢) Investment promotion

The goals of international competitiveness,
greater coordination of the production apparatus and
regional complementarity, together with clarification
of the economic functions perfomed by recently
industrialized countries in the integration of the world
economy, as described by Gereffi (1989), constitute a
solid basis for defining dynamic and selective criteria
to guide investment-promoting policies. In this way,
it will be possible to arrive at a set of temporarily
selective criteria for guiding the productive trans-
formation of each country and the region as a whole.

Rodriguez (1990b) proposed three major centres
of specialization for Costa Rica and, more recently,
offered them as a working hypothesis at the regional
level (Rodriguez, 1990b). The first centre consists of
the metal-transforming, electronics. and plastics
industries. This includes a wide spectrum of products
and processes which combine products from the three
sectors, contains a high percentage of Jeading
categories in the world market’s expansion and offers
ample opportunities for complementarity and regional
specialization. A second specialization centre consists
of farming, agro-industry.and the production of inputs
and machinery for these two sectors. The third
comprises the service sector, especially information
science and toutism. Selective investment promotion
could encourage coordination of production in these

three areas in a regional context. Among other

advantages, this would generate competitive
advantages within the integrated market more quickly

than could be achieved by any one country alone; it
would also surpass the in-bond assembly stage and
move on to industries and processes which would
make intensive use of know-how, with a greater
regional content and a larger transferred-technology
component in the investments. In other words, it
would mean progress in Central America towards the
role of first-line recently industrialized countries.

. Rodrigo Ortiz, General Manager of the CINDE
Investment Promotion Programme, describes the
programme’s evolution in Costa Rica and its progress
towards this type of criteria, for which they are
initiating processes .of “complex contracting” and
retrofitting (action to transform enterprises into
efficient exporters with technical assistance in diverse
aspects such as ranging from estimating prices to
designing and exporting products), together with
activities designed to encourage joint ventures. Ortiz
comments that the model (based in the past on the
in-bond assembly industry) is fragile because small
wage or exchange-rate adjustments may remove a
country from international competition, adding that,
even though the in-bond assembly ind