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CEPAL REVIEW No. 48

In search of
another form
of development

Pedro Sdinz
Alfredo Calcagno*

The prime importance given in the 1980s to analysis of
the economic depression, external imbalances and
inflation in Latin America has left in the background the
profound economic, institutional and social changes
which took place in this period. Under the inspiration of
neoliberal ideas, the institutional and macroeconomic
reforms served both to dismanile the previous form of
development and to try to establish a new one. There
were transfers of wealth and alterations in the struciure of
production, income distribution, the relation between
capital and labour, public and private functions, and the
place of the region in the international cconomy. Some
of these changes took place in connection with
anti-inflationary or external debt service policies.

In the early 1990s, two countries seem to be coming
close to a new form of development, with political
stability and recovery of capital accumulation. In other
countries, the policies followed have not managed to
restore growth, price stability or previous levels of
investment. The efforts 1o establish a new form of
development confront various challenges: giving
coherence to the reform process, whose scope and
sequence are problems that have not yet been solved;
securing a steady expansion in exporis and accumulation;
and preventing the further consolidation of the present
cconomic  and  social  hefterogeneity. In  these
circumstances, the countries which have not gone so far
in this process ask themselves whether the accumulated
experience, the nature of their economies and the
changing international context might not make it
advisable to adopt policies different from those of the
pioneering couniries.

Indeed, the measures which the latter are now
taking suggest that considerations of political stability
and economic potential will make it necessary (o depart
significantly —especially in aspects connected with equity
and poverty— from the neoliberal form of development
and establish instead another [orm closer to the proposals
for changing production patterns with equity made by the
ECLAC Secretarial.

*Pedro Sainz is Divector of the ECLAC Statistics and Pro-
jections Division, while Alfredo Calcagno is an Economic Affairs
Officer in the same Division. The authors wish to express their
gratitude for the collaboration of the staff members of the Divi-
sion and the valuable comments made by Adolfo Gurtieri, Renato
Baumann and Ricardo Bielschowsky on a preliminary version of
this article.

Introduction

For Latin America, the 1980s were more than just a
lost decade from the point of view of development.
The figures graphically show the abrupt interruption
in growth of the product and capital accumulation
after nearly 30 years of economic expansion and
changes in production patterns (table 1). However,
economic depression is not a synonym for immobi-
lity, and in recent years important qualitative changes
have taken place in the Latin American economies
and societies. This article will try to identify and in-
terpret some of these changes, seeking to determine
how far they represented a break in the form of de-
velopment that prevailed since the war and how far
they represented a new form of development capable
of gaining stability and permanence.

This effort calls for the situation to be viewed
from a certain time perspective, which is outlined in
section I. Section II indicates the most significant
changes which were hastened by the crisis of the
1980s and looks into the significance of these devel-
opments; were they the reversible result of short-term
economic adjustments, or were they rather the char-
acteristic sign of a new emerging form of develop-
ment? This leads to the analysis of some similarities
and differences between countries, with special atten-
tion to the situation of those which seem to have
gone furthest towards a new form of development.
Finally, section III indicates some challenges facing
the various groups of countries in this process of
change.

I

From the post-war form of
development to the
debt crisis

1. The post-war form of development

Political and economic factors combined after the
war to give rise to a stable form of development that
replaced the form which ran into a situation of crisis
between 1914 and 1945. In that period, conditions
had already arisen in a number of countries which
were favourable for spontaneous industrialization, in
a process which furthered urbanization, development
of the domestic market, the expansion of business
groups and the middle-class strata, as well as the ex-
pansion of lower-class worker and urban groups; it
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Table 1

LATIN AMERICA: GROSS DOMESTIC PRODUCT, BY TYPE.
OF EXPENDITURE, AT CONSTANT 1980 PRICES

(Annual growth rates)”

1950-1965 1965-1974 1974-1980 1980-1985  1985-1990 1950-1990

Gross domestic product 53 6.2 51 03 1.8 4.8
Private consumption 4.7 6.5 5.5 -0.4 1.8 4.7
General government

consumption 4.7 7.0 52 19 1.7 4.9
Gross domestic - ) .
investment 5.0 8,9 4.7 -8.7 -0.2 4.7
Exports 63 37 4.7 5.5 5.8 4.5
Imports 31 8.7 57 9.5 - 6.0 4.3

Source: ECLAC, on the basis of official data,
# Calculated by regression.

was these social groups which were to provide sup-
port for the project of change. Between the end of the
war and the early 1960s, in a group of Latin Ameri-
can countries which accounted for a high percentage
of the region’s population, it proved possible to im-
part stability to a form of development whose fea-
tures have-béen described at length by ECLAC in other
documents (ECLAC, 1985). Towards the mid-1960s,
however, this form ran into serious difficulties, both
domestically and in respect of external economic re-
lations, -and in the second half of the 1960s and the
early 1970s, many efforts were made to overcome
these difficulties (ECLAC, 1985).

In the early 1970s, a new form of economic
change appeared to be taking shape in which greater
expansion and diversification of exports was com-
bined with domestic markets based on higher income
concentration. In most cases, economic growth had
speeded up. However, the new forms of social incor-
poration and exclusion implicit in this form of devel-
opment needed more authoritarian governments and
gave rise to acute political conflicts which in some
cases even deteriorated into armed conflict.

These tendencies were affected by the 1973 oil
crisis and its many sequels. In some cases, the rise in
oil prices led to a trade deficit and the speeding up
of inflation, both because of higher energy costs
and because of the depreciation of the exchange rate.
In others, however, it represented a windfall source
of external and fiscal revenue. For the region as a
whole, particularly important features were the

recycling of the so-called petrodollars and the period
of external indebtedness covering the second half of
the 1970s (BCLAC, 1990a). '

2. The entry onto the scene of the
transnational banks

The entry onto the scene of the private transnational
banks gave rise to substantial changes in various
fields. In the economic field, it seemed to provide a
way out from the classical external constraint on
growth. In the area of ideas, it represented strong
pressure to liberalize markets and establish much
greater trade and financial openness to the exterior,
while in the institutional sphere it furthered the at-
tempt to expand the field of action of the private
sector and reduce that of the public sector.

In practice, the initial abundance of resources
gave rise to very varied economic policies. In some
countries, it served to give a fresh boost to the pro-
cess of industrialization with heavy State interven-
tion. In others, it served to put off the effects of
stagnating production and the drop in investment, by
keeping up the level of consumption through indeb-
tedness and imports. Finally, in a third group of coun-
trics, the plentiful external credits obtained were
reflected mainly in the capital account itself, in the
form of capital flight. :

Special mention should be made, in this respect,
of the experiences of the countries of the Southern
Cone of Latin America, where the abundance of
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external resources was deliberately used to dismantle
the previous development scheme. In these countries,
in the mid-1970s, certain social and political groups
and the armed forces considered that there were “so-
cializing tendencies” at the very heart of the econ-
omic system which adversely affected their rights
and freedoms by increasing the relative weight of the
wage-earning sectors and the State. According to this
diagnosis, the mere repressive actions of authorita-
rian governments would not be sufficient in the long
run unless there were a radical change in the form of
development and, thereby, in the relative weight of
the various economic and social actors. In the South-
ern Cone countries, the action of the foreign banks
and external financing made it possible to maintain
an artificially low exchange rate, increase imports
that took the place of domestic manufacturing pro-
duction, develop a system of private financial capital
that was largely speculative, change the structure of
wealth in the countries, and promote the accumula-
tion of financial resources abroad. This policy, com-
bined with regressive income redistribution, gave rise
to a reversal of trends in industrialization (table 2),
especially in the sectors connected with the domestic
market and accumulation.

In other countries, however, the entry on the
scene of the foreign banks in the late 1970s had a
different impact. In these countries, changes in pro-
duction patterns continued to be vigorous and exter-
nal credits served to further the industrialization
process, with the State often retaining a guiding role
in accumulation. The most notable case of this was in
Brazil, where a large part of the external funds were
channelled through the local development banking
system. The process there contrasted in many re-
spects with that which took place in the Southern
Cone: the role of the State and its enterprises was
heightened, the real value of the exchange rate was
maintained, progress was made in the further en-
hancement of industrialization and in the integration
of the industrial system, with a marked reduction in
the need for imports, and substantial trade union
forces arose, especially in the industrial area of Sio
Paulo. In Mexico, Colombia, Paraguay and Ecuador
too, the flows of external resources were associated
with significant efforts to develop the infrastructure
and production capacity.

It was only afterwards, with the debt crisis, that
there was a tendency towards the generalization of
tensions and of economic policy measures aimed

more or less explicitly at dismantling the previous
development model. These measures were applied,
however, in national situations which differed from
¢ach other in terms of the degree of operation of this
form of development, and their effects were also
therefore different. '

3. The debt crisis

In 1982, as a result of the high level of accumulated
indebtedness and the rise in international interest
rates, interest commitments represented 41% of the
total exports of goods and services of the region as a
whole, In this situation, the abrupt cessation of fresh
credits from the transnational banking system to the
countries of the region led to a severe recessive ad-
justment which was to give rise to a complete tumn-
around in their external accounts. Thus, the region
turned a trade deficit equivalent to 1.4% of its gross
domestic product in 1980/1981 into a trade surplus,
at constant 1980 values, equivalent to 7.5% of the re-
gion’s GDP in 1983/1984. This reversal, which
amounted to US$45 billion at current values, safe-
guarded the interests of the international financial
system, but not those of the debtor countries, whose
imports fell from 16.6% of the product in 1980/1981
to only 11% in 1983/1984, while —possibly an even
more serious feature— their gross domestic invest-
ment went down from 24.3% of the product to only
15.9% between these two periods (figure 1).

Giving the lie to the diagnoses holding that the
debt crisis was merely a short-term phenomenon, so
that the extremely severe adjustment processes were
justified by the expected rapid return of external cre-
dits, the negative net resource transfer has been an
ongoing burden for the region, with the possible par-
tial exception of the Central American and Caribbean
countries (table 3). The impact of this transfer of
resources abroad must not be underestimated: !
it represented heavy pressure on the public and pri-
vate finances, from which it was transmitted, by vari-
ous means and with different degrees of intensity, to
the rest of society.

1By way of comparison, it may be recalled that the
German reparations after the First World War represented
gross transfers (that is to say, parily financed from abroad) of
2.4 percentage points of the product between 1924 and 1932:
a proportion which was substantially exceeded by a number of
Latin American countries during the 1980s (tabie 3). See Reisen
and von Trotsenburg, 1988,
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Table 2

ARGENTINA AND CHILE: MANUFACTURING SECTOR INDICATORS

Argentina Chile

Indicators

1974 1982 1990 1972 1982 1990
Per capita manufacturing GDP,
at constant values (indices) 100 66 57 100 69 93
Manufacturing GDP, as a
percentage of total GDP 283 222 20.7 26.6 19.0 20.6
Share of metal products and
machinery industries in total
industrial production (%) 28.3 20.8 17.8° 21.2 13.2 12.4°
Employment in industry, as a
percentage of the economically
active population (Greater .
Buenos Aires and Greater Santiago) 36.2 24.5 27.3 159 222

Source: ECLAC, on the basis of official data, and Central Bank of Chile, Boletin Mensual, various issues.

* On the basis of figures at current prices.
® 1989.

Figure 1
LATIN AMERICA: PRODUCT,
INVESTMENT, EXPORTS
AND IMPORTS, 1977-1984

(Billions of 1980 dollars)

Gross domestic product
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Source: ECLAC, on the basis of official data,
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The impact of the external crisis on the public
accounts took a number of forms. The most obvious
effect was due to the public sector’s status of a net
debtor, especially after the virtual nationalization of
the private debt demanded for almost all the refinanc-
ing operations granted by the foreign banks. Like-
wise, the economic contraction and the reduction in
imports adversely affected the tax base. Some coun-
tries had other fiscal costs in addition, due to the need
to give greater fiscal incentives to exports or to col-
lect lower duties on them. The devaluations to which
a number of countries also resorted aggravated the
fiscal burden in all those cases where the public sec-
tor had an external deficit. In general, efforts were
made to offset the tendency towards the reduction of
the tax base by levying new taxes or increasing the
rates of existing ones, with ease and rapidity of tax
collection being given priority over all other econ-
omic considerations or questions of equity, but even
these “emergency” approaches often gave disap-
pointing results because of shortcomings int the sys-
tems of collection. At the same time, in order to make
up for the increase in financial outlays, cuts were
made both in current expenditure (with depression of
the real wages of public employees) and in invest-
ments, without distinguishing much between the
sectors affected (education, health, housing, etc.).
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Table 3

LATIN AMERICA AND THE CARIBBEAN (SELECTED COUNTRIES):
NET RESOURCE TRANSFERS, 1970-1991 °

(Annual averages, as percentages of the gross domestic product)

Countries 1970/1974 1975/1981 1982/1986 1987/1991
South America and Mexico

Argentina -0.7 0.1 5.2 -4.1
Bolivia -2.0 2.8 -1.0 4.0
Brazil 3.8 2.1 -3.0 2.5
Colombia 1.8 1.3 0.1 4.2
Chile 0.5 55 -3.6 -1.1
Ecuador 2.4 33 -4.7 -2.6
Mexico 1.4 1.6 -6.7 -1.3
Paraguay 2.5 7.8 34 0.3
Peru 1.5 1.2 -0.8 1.1
Uruguay 0.2 4.3 -33 -2.9
Venezuela -4.1 4.8 -83 -4.9
Central America and the Caribbean

Costa Rica 83 7.5 03 51
El Salvador 1.4 1.0 2.5 4.1
Guatemala 0.6 3.0 2.1 44
Haiti 1.7 10.6 11.5 89
Honduras 3.0 6.4 2.6 34
Nicaragua 4.7 4.7 187 15.4°
Dominican Republic 4.0 2.7 0.9 -1.2

Source: ECLAC, on the basis of official data,

* Corresponds to net capital movements, less net payments of profits and interest, at current values.

*1987-1990.

In a number of countries, these changes in the
structures of income and expenditure were still not
sufficient to permit normal servicing of the public
external debt. Nor was it possible to attain this
through laborious renegotiations and efforts to se-
cure “fresh money” from the transnational banks
and the multilateral financing agencies. In view of
this, the countries then resorted to the issue of do-
mestic debt paper ~which, in the precarious genetal
economic situation, had to yield high interest
rates and be of a short-term nature— and money
issue. Ultimately, the external imbalance helped
to speed up inflation and further financial insta-
bility, with all its negative implications for the vol-
ume of investment, income distribution and the
public finances themselves. Thus, in a number of
countries the effort to service an appreciable part
of the external debt during the 1980s gave rise to
such serious macroeconomic imbalances that they

led, inter alia, to a de facto moratorium in respect
of a large part of the country’s external financial
commitments,

The situation of countries whose exports were
largely in the hands of the State was very different. In
these countries, the increase in exports and the de-
valuation in real terms did not mean a worsening of
the macroeconomic imbalances and monetary and
financial tensions, but rather the contrary. Here, the
direct receipt by the State of a large part of the
foreign exchange earned from exports provided an
important instrument for controlling the exchange
market and monetary policy.

Naturally, the crisis in the region was not due
solely to balance of payments disequilibria connected
with the external debt, nor to the associated fiscal
deficit, no matter how serious these aspects may have
been: as already noted, the form of development had
been encountering serious difficulties ever since the



12

. CEPAL REVIEW No. 48 / December 1992.

1960s. However, the external debt problem did have
a decisive influence not only in sparking off the
crisis, but also with regard to its subsequent evolition
and the type of responses sought for it: it brought
new issues and new actors into the countries’ pro-
cesses of taking strategic decisions. '

As is usual in situations of overindebtedness,
once it becomes clear that what is involved is not

merely a problem of liquidity, this means that the

need for a drastic adjustment is accompanied by

pressures for structural reforms and transfers of
wealth. Thus, the measures adopted to deal with the

crisis soon went beyond the macroeconomic field

and took on an institutional character which led to
the questioning and modification of the role of the
public sector, as well as of the trade and financial
aspects of the countries’ form of incorporation in the
international economy. In short, there was a move-
ment towards changes in the basic elements of the
form of development. o

Towards a new form of development?

1. Dismantling one form of development
to build up another: the
political factor

The nature of the crisis, and the policies adopted to
deal with it, heightened the economic and political
difficulties that the previous form of development
had been experiencing and were a decisive influence
in its breakdown. Thus, the measures adopted re-
duced the vigour of the domestic market, lowering
demand for consumer goods and especially for in-

vestment goods and thus taking away the impulse for -

industrialization. At the same time, the efforts to in-
crease public outlays on external debt servicing took
away resources from State activities which had pre-
viously provided decisive support -for capital accu-
mulation. Likewise, with the sharp reduction in
public sector wages, the body of technocrats which
had been in the process of formation and which was
behind the most effective aspects of the economic
and social activities of the State gradually left the
public sector, which, although now partially disman-
tled and deprived of the necessary capacity for ac-
tion, had to cope with ever greater problems, so that
there was an increase in imbalances of every type. In
this way, and to an ever increasing extent as the
1980s elapsed, a very serious situation arose in many
countries because one form . of development had
ceased to function but it had not yet been possible to
set in motion another one in its place.

The early years of the 1990s have been charac-
terized, in terms of economic policy, by an appreci-
able degree of consensus among governments on

aspects which are of great importance for defining a
form of development. Moreover, some countries
seem to be resuming a process of accumulation with-
in a political framework which is displaying growing
stability. It therefore seems appropriate to see how far
a new form of development is beginning to be
shaped. -
In order for the new style of development-to b
viable, it must be based on the restoration of a stablé
political pact and the recovery of the process of accu-
mulation. Where this seems to. be beginning to work,
the political definitions (regarding the distribution of
the fruits of the new model, the rules for its function-
ing, the new institutional framework and the compo-
sition of .its political base) have preceded the
achievement of even partial recovery of the accumu-
lation process. These definitions will be largely deter-
mined by the power structure of the various social
actors, which underwent considerable changes in the
period of crisis and adjustment. v
The external and internal circumstances de-
scribed ¢arlier increased the capacity of action of cer-
tain agents but reduced that of others. The weakness
of industry and of the publi¢ sector affected the social
groups which had given support and political sta-
bility to the previous form of development, especially
the middle-level and trade union groups. At the other
extreme, there were sectors which managed to side-
step the effects of the imbalances and sometimes
were even able to take advantage of them because of
their capacity for speculation. Generally speaking,
these were the most transnationalized agents, with
the greatest liquidity or access to credit, and those
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which managed to secure significant transfers from
the State (through nationalization of the private ex-
ternal debt, the measures to rescue the financial sys-
tem, the liquidation of business debts, systems of
subsidies or exemption from taxes, etc.). It was prob-
ably the external creditors, however, which gained
most in power and importance in this period.

In the dismantling of the previous form of devel-
opment and the definition of reforms designed to
build a new one, the “creditors’ club” has played a
central role. The international private banking sys-
tem, the central actor in the debt problem; the United
States Department of the Treasury; the governments
of the developed countries, and the multilateral fin-
ancial agencies —with their relatively high degree of
coordination— laid down severe conditions for the
Latin American countries in successive negotiations
connected with the balance of payments. Table 4 lists
the negotiations carried on by the IMF and the World

Bank (ECLAC, 1990a, p. 40 et seq).

Some of the conditions were dlrectly related
with the most immediate 'interests of the creditor
banks, which were extremely keen to reduce the risk
of their loan portfoho, increase their profits, and im-
prove their capital/assets ratio in the highly indebted
developing countries. Among the conditions imposed
were the assumption of the private debt by the State,
the_ de-dollarization, of the debt with non- Umted
States banks, the participation of the creditor banks
in financial operations (such as arrangements for re-
lending and capitalization of the external debt), and
the generation of big trade surpluses, thanks to which
(and to the ever-increasing indebtedness with interna-
tional financial agencies) the banks collected a signi-
ficant part of their inierest, while at the same time
reducing gross lending. There were also other condi-
tions which can hardly be considcred a direct re-
sponse to the external payments crisis, however.
They corresponde rather to strategic options by the
creditor bloc, which took advantage of its strong po-
sition in the debt negotiations in order to force cer-
tain structural reforms in the debtor countries.

A typical example of the set of reforms de-
manded was the formulation made by James Baker in
1985: the countries which wanted to form part of the
Baker Plan (thereby theoretically gaining access o a
fresh flow of external credits) must “apply sound
monetary and fiscal policies designedi to reduce do-
mestic imbalances and inflation and free resources
for the private sector”; establish general freedom of

. prices, with market values for the exchange rate, in-

terest rates and wages; introduce reforms aimed at

* giving a leading role'to private enterprise and the free

funct1on1ng of the market —including reforms in re-
spect ‘of taxes, the labour market and the financial
markets—, and carry out a process of greater econ-
omic openness which would favour both direct in-
vestment and the entry of capital and lead to freer
trade (IMF, 1985). These proposals, which were fully
in keeping with the ideas and interests of powerful
social and political sectors in the region which saw-in
them the basis for a new style of development, came
to form part of the agenda of many Latin American
governments. _

Naturally, the countries have followed different
paths, and the crisis and the policies associated with
it have not caused the same degree of breakdown of
the previous form of development in all cases. Ulti-
mately, however, in almost all of them the new power
structure has opened up the way for a rearrangement
of the distribution of wealth based on the transfer of
State assets to the private sector, the application of
measures which completely reformulate labour legis-
lation, and the consolidation of a new distribution of
wealth and income. These lines of action were also in
keeping with a new international context which de-
manded greater freedom of action for operations con-
cerning trade, finance and cxternal wealth.

2. Stabilization and ransfer of wealth

Control of inflationary processes is usually . con-
sidered a prior condition for the restoration of any
development process, whatever its form. This se-
quential view of the maiter, however, tends to separ-
ate the question of stabilization from the qualitative
development options and determinants, thus giving
rise to somewhat mechanical conceptions of stabili-
zation policies. This leads to the risk of leaving in a
kind of limbo the relationship between stabilization
and the formation of a new power scheme. Such a re-
lationship, however, is neither simple nor unidirec-
tional. Processes of very high inflation 2 generally
reflect an unresolved social, economic or political
conflict. Consequently, the sustained control of these
high rates of inflation calls for the stabilization of a

2Quali1atively different from the more moderate types of
inflation which in past decades were functional to a form of
regulation of growing economies.
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Table 4

LATIN AMERICA AND THE CARIBBEAN: STABILIZATION AND/OR
ADJUSTMENT LOANS FROM THE WORLD BANK AND THE
INTERNATIONAL MONETARY FUND, 1980-1989

(Years in which loans were granted)

Countries ‘World Bank IMF

Argentina 1986, 87, 89 1983, 84, 85, 86, 87
Barbados 1982, 83

Bolivia 1980, 86, 87, 88 1980, 86, 87

Brazil 1984, 86, 88 1983, 84, 88

Chile 1985, 86, 87, 88 1983, 84, 85, 86

Colombia 1985, 86, 88

Costa Rica 1983, 85, 89 1980, 81, 82, 85, 87, 88, 89
Ecuador 1986, 88 1983, 85, 86, 88

El Salvador 1982

Guatemala 1983, 88

Guyana 1980, 81 1980, 81

Haiti 1987 1982, 83

Honduras 1989 1980, 81

Jamaica 1980, 81, 82, 83, 85, 87 1981, 82, 83, 84, 85, 86, 87, 88
Mexico 1983, 86, 87, 88, 89 1982, 83, 84, 85, 86, 89
Panama 1984, 87 1980, 81, 82, 83, 84, 85, 86
Peru 1980, 82, 83, 84

Uruguay 1984, 87, 89 1983, 85, 86

Venezuela 1989

Source: Taken from Frances Stewart, Protecting the poor during adfustment in Latin America and the Caribbean in the 1980s: How adequ-
ate was the World Bank response?, Development Studies Working Papers, No. 44, Turin, Itaty/Oxford, United Kingdom,
Centro Studi Luca d’Agliano/Queen Elizabeth House, June 1992,

new power scheme. At the same time, high inflation
also has an impact on the social, political and econ-
omic structure: indeed, in some cases a spell of
hyperinflation served to break down resistance to a
particular political and economic order, both because
its redistributive effect took away power from the
sectors opposing this and also because it mobilized
social consensus in respect of a political option hold-
ing out the possibility of rescuing the economy from
the problem of hyperinflation, whatever its cost for
broad sectors of society and its long-term effects. In
these cases, hyperinflation represented a step towards
shaking the very foundations of the previous form of
development.

In a number of cases, however, transfers of
wealth have been a key element in the relationship
between economic stabilization and the formation of
an economic and political power structure. Both the
severe economic imbalances which characterized the
region from the mid-1970s onwards and the efforts at

stabilization formed a favourable context for intens-
ive movements of wealth.

This process went through various phases. It
began with the entry on the scene of the foreign
banks and the deregulation of various national bank-
ing systems. As from the second half of the 1970s,
there was parallel growth in the indebtedness of busi-
nesses and private sector holdings of financial assets,
in both foreign and national currency (table 5). The
overall growth in financial assets and liabilities con-
cealed contrasting situations: not all the agents had
the same access to credit or to the different types of
credit; table 6 provides evidence of this in respect of
a country which was a pioneer in financial liberaliza-
tion. The privileged access to credit enjoyed by some
entrepreneurs or €conomic groups (the biggest ones,
and above all those with most links with the domestic
or foreign banking sysiem) gave them the possibility
of building up important economic conglom-
erates; in contrast, companies which only had access
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Table 5

LATIN AMERICA (SELECTED COUNTRIES): PRIVATE FINANCIAL ASSETS

(As percentages of the gross domestic product)

Term, savings and Bank Other Total

Countries At end of foreign currency deposits financial financial
deposits abroad assets assets
Argentina 1976 3.1 4.5 4.8 12.5
1980 15.3 4.7 29 23.0
1990 8.1 25.3 8.6 42.0
Costa Rica ® 1976 12.9 4.5 0.0° 17.3
1980 22.5 5.0 0.8° 28.3
1990 25.9 19.1 5.7° 50.7
Chile 1976 4.9 46 6.9 16.4
1980 929 4.1 15 21.5
1990 23.6 15.3 30.0 68.8
Mexico 1976 17.1 3.2 10.0 303
1980 17.0 3.7 103 31.0
1990 19.7 8.6 18.7 46.9
Venezuela 1976 18.8 54 6.7° 30.5
1980 24.3 20.2 7.8% 52.3
1990 25.5 349 3.2b 63.6

Sowrce: Central Banks of the respective couatries, International Monetary Fund (IMF), and Bank for International Settlements (BIS).

* Estimates based on IMF and BIS data.
® Does not include public-sector securities.

to expensive short-term credit were adversely af-
fected in their competitiveness and sometimes even
their very survival was threatened. Likewise, the
freeing of interest rates and of financial activity in
general gave rise to new sources of profit for the
agents with the greatest liquidity and access to a
broad range of financial investments. In proportion as
their financial assets increased, their portfolio deci-
sions took on extraordinary importance for economic
stability (such as the decision to take capital out of a
country or repatriate it).

The debt crisis represented a second stage in
the transfer of wealth. In this stage, the redistribution
of assets among private agents was accompanied by
a massive transfer from the public to the private sec-
tor. Through various expedients (exchange insur-
ance, refinancing; guarantees, etc.) States assigned
Jarge amounts of resources to private enterprises and
banks. In some cases, there was even nationaliza-
tion (or virtual nationalization) of companies and
banks that were in difficulties or were actually
bankrupt. At the same time, the private sector
continued to be the scene of intensive restructuring
of wealth, encouraged by the crisis situation,

bankruptcies, financial and exchange market insta-
bility, and high and sharply changing rates of infla-
tion.

Finally, policies aimed at generating trade sur-
pluses or reducing inflation also influenced the dis-
tribution of wealth and income. These policies sought
to restrict liquidity, to tie down some nominal vari-
ables, and to reduce the public sector’s financing
needs. All of these measures had a substantial re-
distributive aspect: stabilization was by no means
“neutral” in terms of the structure of property, in-
come and power.

The control of liquidity is of course never com-
pletely uniform. For example, the Central Bank can
cut down financing to banks (or to certain banks or
certain banking operations) and to the Government,
while keeping up money issue through the purchase
of foreign exchange; in this way, it will be concen-
trating the creation of liquidity in certain export
groups or groups that have access to external capital.
Another measure to reduce liquidity taken in
1990 in Argentina and Brazil has even more ob-
vious distributive effects: it involves the compulsory
exchange of public debt paper or bank deposits, both
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Table 6

ARGENTINA: FINANCING PROVIDED BY THE FINANCIAL SYSTEM TO THE
MAIN PRIVATE.SECTOR DEBTORS, JUNE 1986

(Millions of Australes, and percentages)

" Total
In foreign At regu- Read_]us.table financing At free rate Total
currency lated rate credits on favour-
able terms
Millions of Australes
80 largest private debtors 2 400 400 300 3 100 220 3320
Rest of debtors 1100 3150 590 4 840 3880 8 720
Total 3 500 3 550 890 7 940 4100 12 040
Percentages
80 largest private debtors . 72.3 12,0 9.0 93.4 6.6 100.0
Rest of debtors 12.6 36.1 6.8 55.5 44.5 100.0
Total 29.1 29.5 7.4 659 34.1 © 100.0
Total value of Employment Total debt
production (thousands (millions of
(millions of of jobs) Australes)
1984 Australes)
Total manufacturing sector : 3989, 13735 4 389
51 private industrial firms® L 520 772 .. 1939
Percentage of total 13.0 5.6 442

Source: Prepared on the basis of data from the Central Bank of the Argentine Republic and the 1985 National Ecanomic Census by the

National Institute of Statistics and Censuses (INDEC).

® Foreign-currency financing was long-term, at prevailing international interest rates, and was generally covered by advantageous exchange
insurance facilities; regulated rates were usnally negative in real terms, while readjustable credits offered substantially more attmctlve

terms and costs than those prevailing on the market.

® Included among the 80 biggest private debtors of the financial system.

of which were of a very short- term nature and had
free interest rates, for other: financial assets with
longer terms and lower yields. This measure affected
‘numerous savers and creditors of the State, although
some of them were able to at least partlally avoid the
effects of this measure.

Generally speaking, when efforts have been
made to control inflation this has involved fixing
some key prices such as the exchange rate, public
service tariffs, or nominal wages. If the rest of the
prices continue to rise for some time, however, the
“anchor” variables will gradually fall further and
further behind, and it is possible that there will be a
big change in relative prices, with its consequem
effects on the various agents.

With regard to the public accounts, the stabiliza-
tion programmes sought to reduce the operating
deficit and even attain a surplus with which to help
cope with the public debt burden and possibly also
other outlays connected with structural reforms (such
as the transition from a pension system based on the
even-handed allotment of benefits to another system
based on individual capitalization). Here, too, there
were substantial distributive effects, as we shall sece
in section 4 below. In this sense, public expenditure
was not reduced in a homogeneous manner: basi-
cally social expenditure contracted, whereas financial
expenditure increased. With regard to revenue, in-
come from direct taxes tended to fall, while that
from indirect taxes tended to rise. Once again, the
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privatization process was important. The effects of
the decision to privatize on the distribution of wealth
were obvious, not only in terms of the relation be-

tween the public and private sectors, but also with-
regard to the ownership structure within the private

sector itself. Foreign capital and local enterprises or
economic groups which were able to weather the
crisis on better terms and with greater liquidity or
access to credit were able to consolidate their posi-
tion within the country through the purchase —often
at prices below their real economic value— of import-
ant natural resources and public enterprises.

In the final analysis, the stabilization processes
in which a number of countries have made substan-
tial progress have not been limited to the mere resto-
ration of some “basic macroeconomic balances” in
the fiscal and extemnal accounts. The actual measures
taken have meant heavy transfers of income and
wealth and have tended to crystallize (or stabilize) a
new economic power structure.

Likewise, the stabilization of the political
scheme and the economic power structure seem to
have been essential elements in processes of price
stabilization. On this basis, with the prospect of high
profits, the most important private agents have in a
number of cases modified some forms of behaviour
which are of great importance in inflationary pro-
cesses, such as their decisions on levels of prices and
production, their activities in the exchange market,
and their conduct in respect of tax payments. 3

3. The relationship between
capital and labour

A clear indicator of changes in the relationship be-
tween capital and labour is the evolution of the func-
tional distribution of income. Although figures are
not available for all the countries, and some of those
which are available may be rather inaccurate, the
general tendency points clearly towards a very
marked deterioration for wage-earners.

? In other words, these agents do not appear to have used
their virtual power of veto in respect of political and economic
decisions: “in order to maintain their status quo {the economic
elites] resort to various forms of pressure on the decision-
making centres of the public authorities, ranging from the
occupation of key posts in public regulation of the economy fo
the use of destabilization of the currency and of domestic pro-
duction as ways of pressuring in favour of their interests”
(ECLAC, 1991a).

Tables 7, 8 and 9 show the evolution of the
shares of the different forms of primary income in the
gross domestic product. Between 1960 and 1989
there was a general increase in the part correspond-
ing to factor payments to the exterior, because of the
interest commitments on the external debt (table 7).
This element, which was frequently only marginal
during the 1960s, began to gain importance in most
of the countries towards the end of the 1970s, and in
the 1980s it increased considerably, due both to the
magnitude of the interest due and the real devalu-
ation in many countries.

The share of wage-eamers in the gross domestic
product, which had improved in general terms up to
the early 1970s, suffered a marked deterioration in
the 1980s (table 8), to such a point that in the South-
ern Cone countries and Mexico it went down by
more than 10 percentage points. In the Southern
Cone countries, this deterioration dates from the mid-
1970s, when the military governments adopted lines
of action which were liberal in the economic field
and sharply repressive (especially with regard to
wage-earners) in the political sphere, There were no

- significant changes in this tendency in the following

decade, in spite of the process of democratization;
thus, in the mid-1980s wage-earners received only a
little over 30% of the product (a figure which sub-
sequently went down still further in Argentina), com-
pared with over 40% in 1970. The severe
compression of the share of wage-earners was a cen-
tral element in the breakdown of the previous form of
development in those countries, which had been
pioneers in industrialization strategies based on the
domestic market and had reached a relatively high
degree of social homogeneity. Although it was not
always as marked as in those countries, the drop in
the share of wage-earners was generatized in Latin
America, especially during the 1980s. Among the
countries for which information is available, it
retained its previous level only in Costa Rica and
Honduras, In all the other countries, the share of
wage-earners in the GDP at the end of the 1980s was
less than its 1970 value. 4

* Some studies are underway on the situation in this respect
in mini-enterprises, which are not always reflected in the na-
tional accounts and in which there is both entrepreneurial in-
come and wage payments.
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Table 7
LATIN AMERICA: FACTOR PAYMENTS TO THE EXTERIOR
(Percentages of the gross domestic product, at market prices)
Countries 1960 1970 1980 1985 1989
Argentina 0.5 1.0 18 8.5 8.4
‘Bolivia -0.2 24 55 6.0
Brazil 1.0 38 6.0
Colombia 1.2 2.8 2.1 4.2 4.7%
Costa Rica 0.9 1.2 51 8.0 74
Chile 1.9 2.7 4.0 12.1
Guatemala 28 2.4 4.1 32
Honduras 2.0 3.2 6.3 5.1 5.0
Jamaica 17 5.5 7.6 13.2 12.5
Mexico 0.9 1.8 33 54 55°
Paraguay 1.1 1.2 3.0 23 1.2
Uruguay 0.5° 11 1.7 8.2 51°
Venezuela 8.2 53 28 6.4 8.4
Source: ECLAC, on the basis of official data.
21988,
b 1065.
Table 8
LATIN AMERICA: REMUNERATION OF WAGE-EARNERS
(Percentages of gross domestic product, at market prices)

Countries 1960 1970 1980 1985 1989
Argentina 347 409 315 319 249
Bolivia 36.3 340 34.1 323
Brazil 342 351 36.3
Colombia 34.4 39.1 41.6 40.6 37.9?
Costa Rica , 45.5 46.9 495 46.7 483
Chile 40.5 427 38.1 330
Guatemala 29.7 30.8 28.7 284
Honduras 42.1 41.4 43.8 454 433
Jamaica 48.5 50.1 509 43.7 44.0
Mexico 312 357 36.0 28.7 2592
Paraguay 35.8° 34.4 34.8 31.0 27.4
Uruguay 39.5 458 30.8 31.5 3347
Venezuela 45.4 40.6 41.4 35.2 335
Source: ECLAC, on the basis of official data.
s 1988,
b 1965,

The increase in factor payments to the exterior
was not the only element behind the drop in the share
of wage-camers, and in a number of countries it was
not even the main element. Thus, in spite of those
payments, the share of the gross operating surplus
received by citizens of the country increased in most

of the countries in question, in some cases to a very
substantial extent (table 9). Outstanding in this re-
spect are the cases of Argentina, Uruguay and Vene-
zuela (especially compared with the values of the
early 1970s) and those of Mexico and Paraguay in
the 1980s.
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Table 9

LATIN AMERICA: DOMESTIC OPERATING SURPLUS

(Percentages of gross domestic product, at market prices)

Countries 1960 1970

1980 1985 1989
Argentina 56.2 47.3 583 52.4 60.2
Bolivia - 584 559 51.0 52.6 :

Brazil 488 - 515 48.6
Colombia 58.1 50.7 46.3 448 46.3°
Costa Rica 422 40.8 33.7 31.8 31.6
Chile 48.4 44.0 458 42.1
Guatemala : 59.3 58.4 60.6 61.3
Honduras 50.6 45.4 393 37.8 40.5
Jamaica 35.4 36.0 334 33.9 284
Mexico 63.7 §7.7 53.0 56.5 596°
Paraguay 57.5° 55.8 56.0 61.9 64.4
Uruguay 524 39.7 538 47.0 4572
Venezuela 39.5 48.7 527 51.9 54.9
Source: ECLAC, on the basis of official data. '
*1988.

b 1965

Were these phenomena short-term developments
resulting from the recessive adjustment and the high
level of unemployment which it caused, or are they
rather the lasting result of a new relationship of
forces and a new manner of functioning of the econ-
omy? It would seem that the latter is the case, not
only because of the generalized nature, duration and
magnitude of the phenomena, but also because they
were particularly marked in countries (such as Chile
and Mexico) which seem to have advanced furthest
in the establishment of a new and stable form of
development. It was not just a question of a decline
in the share of wage-earners in income: there was
also a change in the whole structure of employment,
in which the occupations of highest productivity,
with the greatest trade union presence, such as em-
ployment in industry, suffered a decline, while there
was an increase in employment —often of an informal
nature— in lower-productivity sectors such as agricul-
ture and services (table 10). Furthermore, in addition
to this evolution of primary income, there were other
changes which tended to have a structural effect on
the capital-labour relationship, such as changes in
legislation aimed at securing greater “labour flexi-
bility”, doing away with the indexing of wages in
respect of inflation, and weakening the power of the
trade unions. Finally, mass consumption does not

seem destined to be an important force of dynamism
in the new form of development. This topic will be
taken up again later when we deal with the challenge
of equity in the new development scheme.

4. The public sector

The role which the State and public enterprises
played in the previous form of development has been
severely questioned. At the level of ideas, it has
come under attack from neoliberalism, while in the
field of economic management, the fiscal difficulties
associated with the debt crisis have limited the
State’s capacity for action. Nevertheless, the public
sector cannot cease to have a decisive influence in
the task of establishing and regulating a stable form
of development, especially through its capacity for
applying regulations, its fiscal and macroeconomic
policy, and its capacity for generating transfers of
wealth and income.

The fiscal emergency and the way it has been
tackled have seriously affected the role of the State in
the countries of the region, especially with regard to
the pursuit of equity and of some degree of social
homogeneity. With regard to the tax structure, as al-
ready noted, the incidence of direct taxes has gone
down, while that of indirect taxes has increased
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Table 10

LATIN AMERICA: STRUCTURE AND EVOLUTION OF EMPLOYMENT
AND PRODUCT PER PERSON EMPLOYED, BY SECTORS
OF ACTIVITY, 1960-1985 :

o -Annual average growth rates (%)
Sector of activity _

Percentage structure

1985

1960-1970  1970-1980  1980-1985 1960 1970 1980
A. Employment
Total 2.0 2.6 2.8 100.0 100.0 100.0 100.0
Agriculture * 0.2 1.1 2.7 50.2 42.1 36.2 36.0
Industry ® 3.4 2.7 0.7 18.2 20.8 20.9 17.5
Services ° 36 4.1 4.5 31.6 371 429 46.5
B. Product per person employed
Total 33 2.9 -1.8 54 75 100 91
Agricultare * 31 2.4 0.4 18 25 31 32
Industry® 24 2.9 0.5 109 138 183 188
Services © 1.9 1.9 -3.8 80 97 117 96

Source: Estimates prepared by the ECLAC Statistics and Projections Division on the basis of census data, household surveys, and offi-

cial national accounts data of the countries.
® Includes agriculture, hunting, forestry and fishing.

® Includes mining, manufacturing, electricity, gas, water and construction,
¢ Includes transport and communications, commerce, and personal, social and community services.

(table 11). This tendency may be interpreted as the
result of emergency policies designed to tackle ur-
gent fiscal needs through a deficient system of tax
collection in a context of high inflation: it would ap-
pear that preference has been given to the taxes
which are easiest to collect, regardless of whether
they are progressive or regressive. However, this
tendency may also be due to an option less affected
by the pressure of circumstances, since it has also
been observed in countries which did not suffer from
such urgent needs (such as Chile), and in a number of
countries it seems to have persisted even after
relative relief of their fiscal situation.

In the area of current expenditure, in almost all
the countries there was a marked reduction in those
outlays connected with social welfare (education,
health and housing), thus further heightening the ef-
fects of the adverse primary distribution of income
for the poorest groups. This drop has not been due to
a generalized reduction in public expenditure, but
rather to the restructuring of the latter to cope with
the higher external and domestic interest payments
and the subsidies given by governments in various

ways to private enterprises and banks affected by the
crisis (table 12). The same reason is behind the con-
siderable drop in public investment, which has natu-
rally had repercussions on the maintenance and
development of the infrastructure and the quality of
public services. There has thus been a tendency to-
wards the disappearance of an instrument of social
incorporation and economic dynamism which had
been of major importance in the former development
model.

The countries considered to have been most suc-
cessful in establishing the new form of development
clearly display some of the features in question, but
they also display some important special features.
With regard to the tax structure, there has been a
notable reduction in direct taxes and in the income of
the public social security system (especially in
Chile); however, these reductions have been offset by
the evolution of indirect taxes and non-tax income 3

51t should be noted that the direct taxes paid by public en-
terprises which exploit natural resources are considered to come
within this category.
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Table 11
LATIN AMERICA: EVOLUTION OF THE TAX STRUCTURE, 1980-1989

(Percentages of gross domestic product)

. Direct Indirect Social Non-tax Total current
Countries Year . : .

. ) . taxes . taxes security income income .
Argentina ® 1980 4.5 ' 12.1 o 52 34 25.2
(general government) 1985 T35 12.4 5.7 - 33 24.9

o - 1988 33 : 10.6 5.7 2.5 22.1
Bolivia S 1980 1.7 © 83 31 o L5 14.6
(general government) 1985 0.3 113 18 0.9 143

o : 1987 08 15.0 2.5 15 19.8
Brazil * <1980 3.4 14.5 6.3 B 04.2°
(general government) 1985 S 48 1.2 - 55 S, 21.5° .

: 1988 4.0 10.3 4.8 19.1°
Colombia® 1980 . 28 53 15 05 10.1
(central government) 1985 32 54 Ls 0.5 10.6
1988 3.5 6.0 1.6 1.8 12.9
Costa Rica® 1980 3.0 10.7 6.6 4.5 24.8
(general government) 1985 3.2 13.0 6.8 23 253
. . 1987 30 - 13.2 7.1 2.1 254
Chile - 1980 5.4 134 5.6 854 329
(general government) 1985 31 17.1 24 6.0° 28.6
. 1988 25 15.2 17 123 ¢ 317
Ecuador © 1980 18 7.5 2.8 _ 8o 20.1
(genetal government) 1985 . . 1.6 11 23 . 1371 24.7
_ v 1987 . 1.9 8.0 23 66" 18.8
El Salvador * 1980 3.4 71 ' 0.5
(central government) 1985 24 . 9.5 1.4
1989 2.4 53 0.3
Guatemala * 1980 1.5 8.6 1.3
(central government) 1985 1.4 6.1 1.9
1989 23 7.2 2.0
Haiti * ' 1980 1.5 7.8
(central government) 1985. 1.9 ‘8.7
o . -.1987 1.7 83. -
Mexico ® 1980 58 5.5 2.8 4.7 188
(central government) 1985 42 59 2.4 741 C 199
1988 4.9 6.4 2.4 52t 18.9
Nicaragua * 1980 31 15.1 21 KX 233
(central government) 1985 5.7 214 4.5 5.2 36.8
1986 6.4 20.9 3.9 5.6 36.8
Paraguay * 1980 2.0 6.7 L4 10 11.1
(central government) 1985 1.6 55 1.0 1.5 9.6
1988 1.6 5.6 1.3 1.2 9.7
Peru * 1980 5.0 10.9 1.8 2.3 20.0
(central government) 1985 17 11.2 1.6 23 16.8
1987 2.2 6.8 2.0 0.4 114
Dominican Republic * 1980 28 7.7 0.5 3.2 14.2
(central government) 1985 24 8.5 0.4 Lo 123
1988 2.9 10.6 0.6 22 16.4
Uruguay * 1980 32 12.6 5.2 1.2 223
(central government) 1985 2.5 12.0 53 0.9 20.6
1988 3.0 12.6 6.2 L4 234
Venezuela * 1980 2.9 55 1.7 20.1 % 30.2
(central government) 1985 38 6.2 0.8 16.7¢8 21.5
1988 2.7 29 0.8 1278 19.1
* Source: International Monetary Fund (IMF), Government Finance Statistics Yearbook, Washington, D.C.
b Source: ECLAC/UNDP Regional Fiscal Policy Project, Santiago, Chile.  ©‘Tax income only. 4 Includes direct taxes on copper.
°Source: Central Bank of Ecuador, National Accounts of Ecuador, and IMF. Includes direct and indirect taxes on

petroleum. & Includes direct taxes on petroleum.
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Table 12
LATIN AMERICA: EVOLUTION OF PER CAPITA CENTRAL
GOVERNMENT EXPENDITURE IN SELECTED AREAS
(Indexes: 1980-1981=100)

Social  Total social Current Total Capital

Country Year Education  Health security expen- financial expen- . expen-
and housing  diture payments & diture diture
Argentina b 1987 96.8 938 88.0 91.0 1534 106.8 84.8
Bolivia 1989 572 48.9 4253 792 58.3 724 162.0
Brazil 1988 174.5 131.7 91.6 104.5 8278° 1483 67.8
Costa Rica 1989 771 101.9 168.4 103.8 207.7 109.3 93.7
Chile 1988 71.8 87.9 89.6 85.1 1 359.0 122.2 143.5
Ecuador 1987 71.8 1271 210.6 86.9 216.9 96.8
El Salvador 1989 47.7 434 48.8 46.8 98.0 51.0 19.6
Guatemala 1989 120.9 83.3 104.1 104.8 184.3 753 250
Mexico 1988 66.5 85.0 579 63.4 576.2 129.6 41.6
Paraguay 1987 73.4 57.6 100.2 86.8 3124 81.7 98.2
Peru 1987 57.6 578 134.2 74.3 42.1
Uruguay 1987 87.1 92.1 94.4 933 1104.5 101.4 80.0
Venezuela 1986 89.7 100.3 60.4 84.4 278.7 923.1 79.7

Source: International Monetary Fund (IMF) and ECLAC/UNDP Regional Fiscai Policy Project, Santiago, Chile.
* Interest paid by the government, plus the quasi-fiscal Central Bank deficit. The latter element is not included in the cases of Ei

Salvador and Guatemala.
b Refers to general government,
¢ Includes monetary readjustment.

(table 11). The most noteworthy cases are those of
the countries which export petroleum or copper
through public enterprises. The income derived from
such enterprises varies (depending on the countries
and years in question) between 25% and 65% of
total current public income and partly explains the
relatively high share of such income in the gross
domestic product of those countries. The higher le-
vels of current public income naturally gave those
countries greater leeway in the crisis, and the
pressure to generate high trade surpluses had less dis-
ruptive effects in them than in the majority of the
countries. _

With regard to public expenditure, the countries
considered as having been most successful sharply
reduced their real per capita social expenditure (table
12), but the increased payments of interest (domestic
and external) and the financial transfers contained in
the quasi-fiscal deficit meant that total per capita
public expenditure increased in real terms in the
1980s. Another important element, especially in the

case of Chile in the mid-1980s, was the recovery of

public expenditure on investment: a circumstance

which coincided with the general recovery in the pro-
duct and investment. 6

Privatization processes have come to be a phe-
nomenon of great importance in most of the Latin
American countries, especially those seeking to es-
tablish a new form of development in which entre-
preneurial activities are to be concentrated in private
hands. This wave of privatization has been propelled
by the debt crisis and the fiscal problems already
referred to: in a number of countries the resources
obtained through the sale of public enterprises have
greatly helped in coping with interest paymenis, and
when many of them were forced to resort to morato-
ria, there was a tendency to compensate the creditor
banks by selling off public enterprises through the
debt conversion system.

®In the case of Chile, public sector investment (govern-
ment and State enterprises) rose from 4.7 percentage points of
GDP in 1982 to 8.0% in 1987, in achieving this, the country en-
joyed strong support from the multilateral financial agencies.
See ECLAC, 1990b.
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However, the privatization of public enterprises
has not had as its only objectives those of providing
resources for the State or reducing the external debt,
in spite of the importance which these aspects have
assumed in a number of countries. It has also been
seen as a suitable way of attracting foreign capital,
increasing investment, and improving efficiency in
the production of goods or the provision of ser-
vices. It has also been put forward as the only way of
improving the often unsatisfactory functioning of
such enterprises, considered to be an inherent feature
of them when they belong to the State. This latter
argument is sometimes unfair, however, since public
enterprises have often been “sacrificed” by macro-
economic policies or policies aimed at the indirect
distribution of subsidies: thus, charges for public ser-
vices were reduced in real terms as part of an anti-
inflationary policy or one aimed at providing trans-
fers (or else serious lags in payment were tolerated in
respect of both public and private usets); they were
obliged to enter into external indebtedness when in-
ternational reserves were required, but subsequently
excluded from the exchange rate insurance granted to
the private sector; and resources were taken away
from them for the purpose of making investments in
connection with the fiscal and external adjustments.
In these circumstances, it is hardly sutprising that
public enterprises register deficits (the really surpris-
ing thing is that this has not always occurred in all
cases), or that a privatization process which frees
them of all these burdens and establishes high scales
of charges rapidly causes them to produce substantial
profits,

Thus, the discussion concerning privatization
processes has been obscured by the fact that it has
been focussed on the question of the deficit of public
enterprises, considered to be undeniable proof of
their inefficiency. Not only has the problem of these
deficits not been considered in all its aspects, but the
concept of efficiency also only makes sense in rela-
tion to a particular objective, which privatization
may change. Indeed, either because of privatization
processes or because the activities of private enter-
prises are progressively displacing the public sector
in such areas as education, health, social security,
housing or communications, we are witnessing in
some cases the abandonment of the idea of public
service and its replacement by that of commercial
operations aimed primarily at the middle and high
income sectors.

However, in the countries which have gone fur-
thest in this new form of development —which, as we
have seen, depend for the soundness of their public
and external accounts on the activities of big State-
owned export enterprises— such enterprises have so
far been excluded from the privatization plans.

Finally ~and this is rather paradoxical for a form
of development which ardently supports “privatiza-
tion” against “Statism”—, the countries which have
progressed furthest with this new form do not display
a reduction in the “size” of the State, as measured by
its income 7 or by its expenditure, as a proportion of
the gross domestic product. Moreover, although they
have carried out major processes of privatization of
service companies, they have retained within the
public sectot the main companies producing export-
able goods, and these continue to form one of the
main bases of public income. 8

5. The form of incorporation in the
international economy

Changing the form of incorporation in the interna-
tional economy is a key element in building a new
form of development. Trade openness is seen as the
acid test of the efficiency of economies and the main
means of improving their competitiveness. The ¢x-
pansion of exports needed in order to cope with ex-
ternal payments must also serve as the motor for
growth in an economy where the domestic market is
losing its vigour, except in the high-income seg-
ments. With regard to imports, it is claimed that ex-
ternal competition must keep inflationary pressures
in check and give a new climate of efficiency to local
production. The need to compete in order to win ex-
ternal markets and maintain the position in the do-
mestic market is claimed to be the necessary
incentive for the modernization and restructuring of
local production. There will be companies which will
go bankrupt and sectors of production which will
have to be abandoned, but this is seen as part of an
indispensable process of “creative destruction”
(Pérez, 1991).

"On the contrary, it is these countries which display the
biggest “fiscal pressure” in the region, if this is taken to include
the fiscal income deriving from State enterprises.

& This confirms the inappropriateness of discussing the
economic function of the State merely in terms of “much” or
“little” State, as if the State were a homogeneous and divisible
substance which, if injected in large quantities, would give rise
to a “Statist” economy, and in modest doses to a “private”
economy.
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With regard to capital movements, special im-
portance is assigned fo foreign direct investment, as a
means of increasing overall investment, introducing
technology, and opening up new markets. As well as
the need for a context of political and economic sta-
bility, it is held that there must be a legal framework
which favours the entry of capital, which means in
particular providing guarantees in respect of sending
profits abroad and repatriating capital. In a number of
countries, new opportunities have alse been opened
up for this capital through capitalization of the exter-
nal debt, privatization of public assets, and access to
natural resources. : -

Latterly, the region has received significant
amounts of foreign capital which, together with a de-
cline in external interest rates, gave rise to a positive
net transfer of resources in 1991, measured in current
dollars, for the first time since 1982. The nature of
these resources is no longer the same as in the 1970s,
since voluntary bank credits continue to be few and
far between. The two main sources are involuntary
bank lending due to arrears in debt servicing (which
are of substantial magnitude in the cases of Argentina
and Brazil) and. foreign investment, which has
reached. considerable levels in Chile and, more . re-
cently, in Mexico and Argentina. It should be noted
that these new capital flows are concentrated in only
a few countries: in 1990 and 1991, just three coun-
tries (Mexico, Argentina and Chile) received almost
three-quarters of the net capital flow. Consequently,
although these capital inflows reduced or reversed
the negative outward transfer of resources in some
countries, in others this still continues.

The reduction in outward transfers has permitted
a number of countries to reduce the stringency of
their efforts to adjust their external and public ac-

counts, although this may be only a temporary situ-

ation in this respect (privatization processes, for
example, only have effects for a short period of
ti'me). At all events, however, in these cases this re-
duction has played an appreciable part in reducing
inflationary tensions and favouring a recovery in the
level of activity. ‘

In countries which currently lead the way in
adopting a new form of development, such as Chile
and Mexico, the flow of external capital has played
a prime role. During the 1980s, Chile received sub-
stantial official credits which supported its econ-
omic recovery after the severe crisis of 1982-1983.

Subsequently, growing importance was assumed by
private capital: up to the end of the 1980s, capital
entering the country in response to the advantages
provided by the external debt capitalization systems
played the dominant role in this respect, while in
the early 1990s short-term capital and new foreign
direct investments began to be significant. In Mexi-
co, the new inflow of capital came somewhat later,
but it was on a very substantial scale. A change in
the economic and political prospects at the end of
the 1980s favoured the return of flight capital, and
this was followed by a wave of direct and portfolio
investments connected, inter alia, with the privatiz-
ation of the banking system and other public enter-
prises.

In this way, there has been a change in the
composition of foreign capital in a number of
countries of the region, especially the two just
mentioned. The contraction of the net flows of
bank credit in the 1980s and the various mechan-
isms adopted in order to reduce bank debt, includ-
ing conversion of the debt into capital and global
agreements such as the Brady Plan, reduced the
weight of external indebtedness from private sour-
ces compared with debt owed to official sources
and the growing foreign direct investment. The ef-
fect that these changes will have on the balance of
payments is not immediately clear. Bank debt re-
duction agreements under the Brady Plan are
usually accompanied by an increase in official in-
debtedness and cash disbursements, and even though
the final result is normally smaller indebtedness
and/or lower interest rates on the outstanding bal-
ance, the maturities of the remaining debt are more
difficult to restructure and it is less feasible to resort
to arrears in interest payments. Reduction of the in-
terest due does not necessarily mean lower debt ser-
vicing. Moreover, foreign direct investment will
probably generate a flow of profits, and a numerical
exercise effected for the Chilean case suggests that
this flow may reach significant levels (table 13).

In Chile-and Mexico, the inflow of foreign capi-
tal seems to be in line with the long-term prospects
associated with the options for their insertion in ex-
ternal trade adopted by these two countries. In the
case of Chile, there has been a steady expansion in
the volume exported. Thus, at constant 1980 values,
exports represented 12.6% of GDP in 1970, 23.1% in
1980, and 33.2% in 1990. In Mexico, the respective
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Table 13

CH[LE. FOREIGN DIRECT INVESTMENT (FDI). ESTIMATED LEVELS
1983.1991 AND PROJECTION FOR 1992.2000°

(Annual averages, in millions of dollars)

Hypothesis of sustained profits Hypothesis of decreasing profits

1983-1990 1991-1995 1996-2000 1983-1990 1991-1995 1996-2000

Flow of Fp1° 963 1537 1583 963 1226 803
Capital entry under DL 600 » 34 5 5 34 5 S
Capital entry under Chapter XIX 406 8 19 406 8 19
Other 180 661 1139 180 491 536
Reinvestment of profits

under Chapter XIX 343 863 420 343 721 242
Total cumulative FDI A

at end of period ° o 91382 17 067 24 983 9 382 15 510 19 523
Chapter XIX - 5992 10 347 12 542 5992 9 637 10 944
Other : 3390 6719 12 441 3390 5873 8 579
Profits obtained 774 2793 4 340 774 2020 2215
Profits drawn ‘ 239 1376 2538 239 988 1 367
Profits obtained on

cumulative FDI (%) 21.8 218 218 21.8 16.6 13.0
Profits drawn on

cumulative FDI (%) 8.6 10.1 128 8.6 1.6 8.0
Profits drawn on FDI :

under Chapter XIX 2 873 1588 2 627 920
Profits drawn on other FDI : 239 504 949 239 362 447
Profits drawn on accrued profits (%) 308 493 585 30.8 489 61.7
Profits drawn on flow of FDI (%) 24.8 89.6 160.3 248 80.6 1703

Source: Prepared on the basis of data from the Central Bank and the Foreign Investments Committee of Chile and the US Department

of Commerce.

* The limitations of the available statistics on foreign direct investment in Chile make it necessary to formulate hypotheses on the profits
made and those reinvested. For the period 1983-1990, the reinvestment of profits obtained on FDI other than that effected under Chapter
XIX was estimated from data for United States companies (US Depariment of Commerce, Survey of Current Business, Washinglon,
D.C., various issues). The profits generated were inferred from the remittances of profits effected and the reinvestment hypotheses.
For subsequent years, two hypotheses were used: one assumed the continvation of the average rate of profits estimated for 1983-1990,
while the other assumed a gradual decline to lower rates of profitability. In all cases it was assumed that the same rate of profitability
also applied for FDI effected under Chapter XIX. For the period 1991-1999, it was assumed that 20% of the profits accruing on FDI
under Chapter XIX and 50% of those accruing under other forms of FDI were reinvested.

® Figures based on balance of payments data, which register net FDI and do nof include credits associated with FDI. Conversions under
Chapter XIX were registered in this exercise (unlike the official figures) at a discount of between 15% and 5%.

¢ The starting point was the cumulative FDI up to the end of 1973, according to the figures of the Foreign Investments Committee of
Chile; devaluation of foreign capital was not taken into account.
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Figure 2 Figure 3
MEXICO: EVOLUTION OF EXPORTS, CHILE: EVOLUTION OF EXPORTS,
1970, 1980 AND 1989 1970, 1980 AND 1989
(Billions of dollars) (Billions of dollars)
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Seurce: Estimates on the basis of primary data from the Latin
American and Caribbean External Trade Data Bank
{BADECEL). Statistics and Projections Division, ECLAC.

Note: The classification was effected on the basis of the Standard
International Trade Classification (SITC) at the three-digit
level, in line with the criteria used by ECLAC in El comercio
de manufacturas de América Latina: Evolucidn y estruc-
tura 1962-1989 (LC/R.1056, Santiago, Chile, September
1991) and in Intraindustry Trade: a Comparison between
Latin America and some Industrial Countries (LCR.1101,
Santiago, Chile, Statistics and Projections Division,
November 1991).

values were 10%, 11.8% and 22.6%. ? In the case of
Mexico, oil exports assumed notable importance as
from 1980, but subsequently there was also a signi-
ficant increase in exports of manufactures, espe-
cially those of medium and high technological
content. The growth in Chile’s exports, in contrast,

® These increases, although noteworthy, are by no means
an isolated phenomenon in Latin America: even if Chile and
Mexico are excluded, the region exported the equivalent of
15.3% of its gross domestic product in 1980 and 20,6% in 1990
(at constant 1980 values).

1970 1980 1988

Source: Estimates on the basis of primary data from the Latin
American and Caribbean External Trade Data Bank
(BADECEL). Statistics and Projections Division, ECLAC,

Note: The classification was effected on the basis of the Standarc
International Trade Classification (SITC) at the three-digi
level, in line with the criteria used by ECLAC in £/ comercic
de manufacturas de América Latina: Evolucidn y estructu
ra 1962-1989 (LC/R.1056, Santiago, Chile, Septembe
1991) and in Intraindustry Trade: a Comparison betweer
Latin America and some Industrial Countries (LC/R.1101
Santiago, Chile, Statistics and Projections Division
November 1991).

has been based mainly on the country’s natural re
sources (figures 2 and 3). In both cases, special im
portance is assigned to the trade integratio
agreements with the United States, For Chile, th
corresponding agreement is a reassertion of its aim ¢
exporting to the developed countrigs, even though tk
United States is not currently its main market (pu
chases by Japan or the European Community ai
more important). For Mexico, whose trade with tt
United States already accounts for two-thirds of i
total external trade, the North American Free Trac
Agreement is seen as a decisive step forward in <
outward-looking development strategy.
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The challenges of the new form of development

The Latin American and Caribbean countries are
seeking to shape a new form of development in these
early years of the 1990s. Their efforts in this respect
are at very different stages of progress. At one ex-
treme, a few countries have managed to exceed the
levels of per capita production of the early 1980s,
have inflation under control and possess high levels
of reserves, have significantly increased the percent-
age of their gross domestic product which they use
for investment (although these percentages are still
not very high), while their democratic processes
show an appreciable degree of consensus and sta-
bility. At the other extreme, some couniries are still
struggling to stabilize their economies, still register
low levels of capital accumulation, are only at the be-
ginning of the process of reform of their institutions,
and their democratic processes are subject to greater
tensions. ,

The first-named countries seem to be on the
threshold of consolidating a new form of develop-
ment. As a result of the processes of institutional and
macroeconomic reform of the 1970s and 1980s, they
have inherited high percentages of the population in
a situation of poverty, heavy concentration of income
distribution and distribution of property, and econ-
omic dynamism closely linked to export growth.
They must therefore consolidate their advances in
democracy with greater equity, raise investment, and
maintain their export growth and the macroeconomic
balances obtained, within an international context
which simultaneously offets relief and difficulties in
connection with their economic policy.

The rest of the countries face the prospect of
having to repeat the reform process of the first-
named countries and having to solve major queries.
On the one hand, since their economies generally
display substantial differences from those of the first-
named countries, and since changes have taken place
in the meantime in the international context, the
question arises of whether the policies required
should not now be different. On the other hand, the
question arises of whether the lessons of the 1980s
can show them how to avoid the high costs in terms of
equity and growth paid by the first-named countries.

In examining this set of challenges we shall
first of all analyse the sequence of the reform process

in both the macroeconomic field and in the struc-
tural and institutional area. We shall then analyse
the export process. In this respect, at least two
different export structures may be distinguished in
the first group of countries, We must ask ourselves
what their medium and long-term prospects are,
and how far these processes can be repeated in
other countries. At the same time, in the short term
the greater financial openness and the new in-
ternational context are raising difficulties in re-
spect of the export effort and the macroeconomy,
and these must be explored. Next, we shall analyse
the process of capital accumulation, which should
be led by the private sector in the new context,
although it is nevertheless essential to examine the
scope and specific features of public action in this
field. Finally, a review will be made of the conse-
quences these reforms may have for equity, analys-
ing both the experience of the countries which
were pioneers in this field and also the possible
repetition or modification of such experience in
other countries.

1. The consistency of the reform process

There is a high degree of consensus among govern-
ments regarding the need to make reforms at the
macroeconomic and institutional levels. In general
terms, there is consensus on the need to maintain the
macroeconomic balances and deregulate markets.
The picture is not so clear, however, with regard to
the timetable and scope that those reforms should
have. The changing international scene raises con-
tinual challenges even for the countries which have
progressed furthest in this process. Deciding on a
timetable for reforms, clarifying their scope, and pro-
viding mechanisms to facilitate adaptation are cur-
rently major challenges in the establishment of a new
form of development. In this respect, there is back-
ground information from recent years, together with
theoretical proposals, which it seems worth compil-
ing. For analytical reasons, we shall first present a .
sequence of reforms for the macroeconomic area, -
and then another sequence for the institutional -
area, followed by an analysis of the interrelations
between them. :
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The macroeconomic sequence would begin with
a recessionary adjustment and stabilization, followed
by a recovery in the level of activity which would
subsequently be transformed into true growth, culmi-
nating in the distribution of the latter’s benefits. The
adjustment involves the classic measures already
referred to for controlling domestic demand. It
should make it possible both to cope with external
payments and at the same time reduce inflationary
pressures. Once this has been achieved, progress
could be made in recovery, on the basis of the factors
of production which were not destroyed but remained
unused during the depression in the previous stage. In
order for this recovery to be viable, however, it must
be led by export growth or, in the absence of this,
promoted through the inflow of capital; otherwise, a
situation of strangulation could arise at the level of
the balance of payments due to payments for external
financial services or to the foreseeable recovery of
imports, once the lowest point in the depression has
been overcome.

When a situation of almost full employment of
the existing resources is reached, the next step is
growth based on the extension of production capacity
through capital accumulation and the incorporation
of technological progress. In order for the necessary
increase in investment to take place, this stage would
require a high rate of (external or internal) saving and
the prospect of high profitability for capital, so that it
would be advisable to postpone significant improve-
ments in wage-earners’ income. This latter element
would be in keeping with a scheme in which exports
form the dynamic nucleus: it would provide a “spuri-
ous” but nevertheless initially very useful form of
competitiveness, avoid pressures on trade in basic
consumer goods (by maintaining exportable sur-
pluses or avoiding higher imports) and, in view of the
subordinate place occupied in the growth strategy by
the domestic market for such goods, it would not
affect overall growth,

Finally, the growing prosperity would extend to
ever-wider social groups, both through the progress
that private enterprise would make towards true
competitiveness which would enable it to improve
wages, and through the action of the State, which
would have more resources for tackling poverty and
expanding social expenditure, as well as for the
necessary incorporation of new technologies (expen-
diture on education, in particular). There will natu-
rally be some overlapping of the various phases in

this sequence, which all form part of an overall
strategy. In particular, many of the measures of a
structural or institutional nature will begin to be ap-
plied from the start and will aim to plot courses for
long-term development; they are often carried out
gradually and extend over various stages of the mac-
roeconomic sequence. This does not do away with
the distinction between successive stages, emphas-
ized by the reluctance of economic policy designers
and the political authorities to “anticipate” reactiva-
tion before they consider that the stabilization pro-
cess has been consolidated or to permit recovery of
wage levels before achieving sustained growth.

In the area of structural and institutional reforms,
some measures seem to be the subject of clear con-
sensus, at least among the governments of the region.
These measures are greater trade openness, deregula-
tion of markets for goods, greater labour flexibility,
and redimensioning of the State, especially through
the privatization of public enterprises. Deregulation
of financial systems and liberalization of capital
flows from abroad could also be added to this list,
albeit perhaps with a somewhat lower degree of con-
sensus.

The most appropriate sequence for these reforms
is a question which does not yet seem to have been
settled. Studies carried out or sponsored by the World
Bank in the 1980s (Choksi and Papagiorgiou (eds.,
1986) propose the following sequence: i) achieve fis-
cal discipline; ii) deregulate the labour market;
iii) liberalize trade in goods, including international
trade; iv) liberalize the domestic financial market,
and v) liberalize capital flows to and from the exte-
rior. This sequence would reduce the risk that liberal
reform processes might result in unsustainable imbal-
ances, as occurred in the Southern Cone of Latin
America in the early 1980s.

However, the structural reform processes as they
have actually been taking place in reality seem to
take advantage of available circumstances which are
favourable for certain reforms, regardless of their
place in a hypothetical planned sequence. Indeed, the
action of the multilateral agencies themselves, which
have furthered these reforms through their condi-
tioned financial aid, has been directed towards pro-
moting general liberalization at all levels without
trying to establish any particular sequence. More-
over, sometimes these agencies have approved
measures which are in contradiction to the first-
named point, such as assumption by the State of
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private external indebtedness and maxi-devaluations,
which have considerably affected the fiscal situation
in most of the countries. ‘

Consequently, in the area of structural reforms
there does not appear to be any clear desirable se-
quence, although the application of the ceniral
measures is easier or- more advisable during some of
the stages in the macroeconomic sequence. Thus,
greater flexibility in the labour field is facilitated dur-
ing the recessionary adjustment, when it may be
presented as a solution to unemployment and the
trade unions are in a weakened state. Trade and fin-
ancial openness, for their part, may act in support of
the stabilizing efforts in the same stage, in the first
case by discouraging price tises and in the second
one by favouring freezing of the exchange rate. How-
ever, this combination (delay in adjusting the ex-
change rate, external competition, economic
depression) may be too severe for broad sectors of
production, in which case it would be less costly and
more sustainable to progress with trade openness in a
context of economic reactivation. Another basic re-
form for this form of development, namely, privatiz-
ation processes, will play different roles in different
stage of the process: during stabilization, they will
provide fiscal resources at a time of low economic
activity and hence low fiscal revenues, though these
resources will be substantially smaller than those that
would be received in a context of recovery or
growth,

The question of the sequence to be followed
raises a number of other queries in addition to those
already noted, In the countries which have advanced
furthest in the reform process there are still some
doubts regarding the final achievement of changing
production patterns with equity. What has been ob-
served so far in these countries is a worsening of the
situations of inequity, and there is a risk that a form
of development which has not been aimed at social
integration right from the start will consolidate a pro-
foundly heterogeneous economy and society, instead
of leading to the progressive uniformity of conditions
of production and living.

In the other countries, this doubt is further com-
pounded by other unknown quantities, because of the
different economic structures and changes in the in-
ternational situation. In particular, it is by no means
clear that in these countries the sequence followed by
the nations which have advanced furthest in the pro-
cess will give the same fruits as regards the external

and fiscal balances. Since, in the countries which are
least advanced in the reform process (unlike the cases
of Chile and Mexico), expansion of exports and of
fiscal revenue are generally not linked, the stabiliza-
tion stage presents greater difficulties: if there is re-
cession, it is very difficult to increase fiscal income,
yet without such recession it is not possible to gener-
ate a trade surplus to overcome the current account
deficit of the balance of payments. When priority has
been given to the achievement of trade surpluses in
such- countries through a recessionary adjustment,
this has given rise to an expansion of the money
supply which it has not been possible to absorb with
a fiscal surplus, thus aggravating inflationary press-
ures. The sale of domestic public debt instruments
has represented a short-term palliative, but it has
given rise to growing financial costs. Thus, in these
countries not only were the conditions for an external
surplus opposed to those for a fiscal surplus, but the
effects of the former made the prospects of the latter
ever more distant. The greater availability of foreign
capital which exists in the 1990s (including increased
recourse to involuntary financing) !¢ opens up the
possibility of changing the sequence in question: to
some extent, it would make it possible to combine
reactivation with the adjustment by balancing the fis-
cal accounts with greater tax revenues and absorbing
the trade surplus in advance. It is equally true, how-
ever, that an excessive inflow of capital may worsen
monetary tensions and depress the real exchange
rate.

1 prudence is called for, however, in appraising the likely
persistence of these capital flows. They have been due both to
domestic and external factors, some of which may only be of a
temporary nature. Among the domestic factors are certain op-
portunities for windfall gains opened up by the privatization
processes, the recovery of the stock exchanges and the relatively
high interest rates, in dollar terms, in a context of widespread
“exchange lag”. Among the external factors are the United
States recession and the efforts made to relieve it by the reduc-
tion of short-term interest rates. The domestic factors referred to
may be exhausted quite naturally: at some time the most interes-
ting public assets will have been sold, the recovery on pre-
viously depressed stock exchanges will have been completed,
and there may be an exchange risk which will make domestic in-
terest rates less attractive. With regard to the low United States
interest rates, the likelihood of their persistence is an unknown
quantity, in view of the disparities between short and long-term
rates in fthat country and between the United States and
European short-term rates, together with the persistence of
imbalances in the federal budget of the United States.
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Ultimately, the great challenges which must be
faced in this reform process consist of the estab-
lishment of links between the timetable and scope of
the reforms, on the one hand, and the international
situation and the features of the national economies
on the other. :

2. The export process

As already noted, the expansion of exports will be
called upon to play the role of the motor of growth,
by filling the vacuum left by the contraction in mass
domestic consumption. In addition to increasing im-
ports, greater domestic competitiveness should be
promoted. The challenges faced by this strategy are
different from one country to another, depending on
the type of specialization, the degree of progress
made in introducing the new form of development,
and the situation of each country vis-g-vis the
changes in the international context.

In the countries which have advanced furthest in
the new form of development, the inflow of capital
has meant a good deal of relief for their external and
fiscal accounts but has at the same time introduced
tensions into their economic policies which affect the
export strategy.

In these first years of the 1990s, Mexico has re-
ceived over half the total net inflow of capital into
the region (US$28.5 billion in 1990-1991, of the
total of US$54.5 billion received by Latin America).
Thanks to this inflow, it has been able to cover a
growing current deficit and at the same time build up
its international reserves. An outstanding feature of
this evolution is the growth of the trade imbalance:
between 1987 (the year in which there was marked
opening-up of trade) and 1991, imports of goods
grew by 207% in value terms, while exports only
increased by 31%, and over this period of time the
country went from a merchandise trade surplus of
US$8.4 billion to a deficit of US$10.4 billion. An
element which is by no means alien to this evolution
is the persistent lag in the real exchange rate since
1987 (table 14). This evolution, made possible by the
inflow of capital, has been associated with an active
“crawling peg” policy designed to control inflation.
Although the prospects for Mexican exports are fa-
vourable in view of the growth of investments and
the free trade agreement with the United States and
Canada, it will be necessary to evaluate the com-
patibility of this exchange policy and thcse capital

movements with the role of the motor of growth as-
signed to exports.

In the case of Chile, also, since 1988 there has
been a progressive lag in the rate of devaluation with
respect to the difference between domestic and inter-
national inflation (table 14); here, too, the inflow of
capital has played a major role in this evolution, In
Chile, however, the relative lag is much smaller than
that registered in Mexico, there has been no interrup-
tion in the expansion of exports, and the trade bal-
ance continues to be positive, all of which might lead
to doubts whether there really is an “exchange lag”.
Nevertheless, however, it still raises a dilemma for
economic policy. If the interest rate is reduced in
order to discourage the inflow of capital, the econ-
omy may overheat; if this is not done, this will tend
to depress the real exchange rate unless the govern-
ment takes measures to support it -as it has indeed
done to a certain extent— through the accumulation of
reserves, which leads to expansion of the money sup-
ply or domestic public indebtedness greater than
were desired. Ultimately, either inflationary pressures
are generated, or the State ends up by simultaneously
accumulating external assets and domestic liabilities
~through which it absorbs the money issue— paying
much higher interest rates on the latter than the rates
it receives in respect of the former.

Another question which is probably more de-
cisive for the development strategy is the composi-
tion of Chilean exports. At the present time, the
government shows some interest in gradually mod-
ifying the specialization in primary commodities by
incorporating products making more intensive use of
skilled labour and with higher technological content,
which give rise to more positive effects on the pro-
ductive system, preserve the environment more effec-
tively, and are less vulnerable to the deterioration of
the terms of trade. The question here is to what extent
the current macroeconomic circumstances —espe-
cially the tendency towards a progressive lag in the
level of the exchange rate— are favourable to this
diversification, especially in the absence of a selec-
tive export promotion policy.

For the other countries of the region, the export
strategy raises even more fundamental queries.
Above all, it may be asked whether the motive force
presented by exports is not too small or too partial to
propel certain countries along the path of sustainable
and harmonious development, or, in other terms, to
what extent the cases of new forms of incorporation
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Table 14

LATIN AMERICA (FIVE COUNTRIES): TRENDS IN
REAL EFFECTIVE EXCHANGE RATES *

(Indexes: 1987=100)

Countries 1987 1988 1989 1990 1991°
Argentina (WPI) 100 93 102 96 88
(CPD) 100 108 134 96 65
Brazil (WPI) 100 90 75 64 78
(CPD) 100 91 74 62 70
Chile (WPT) 100 116 108 114 107
(CPD) 100 105 99 102 96
Mexico (WPI) 100 83 80 80 72
(CPI) 100 81 75 73 65
Peru (CPI) 100 114 76 56 46

Source: ECLAC.

® These are averages of the effective exchange rates for'expnrts and imports, calculated on the basis of the wholesale (WPI) or consumer
(CPI) price indexes. For Mexico, the free exchange rate was used.

b Provisional figures. ‘

in the external economy referred to earlier (Mexico
and Chile) are models that can or should be imitated
by other Latin American countries.

Economic integration with the United States and
Canada, after the style of Mexico, may seem a natu-
ral form of evolution for Central American and Ca-
ribbean countries which already have a large part of
their trade concentrated on the United States. In some
of them, substantial outward-looking assembly indus-
trialization is being developed. Although this gives
rise to profound changes due to the boost it gives to
the formation of local businessmen and a lrained la-
bour force, however, it has only limited effects on the
productive system as a whole and can hardly develop
structural or systemic competitiveness on its own. In-
deed, one of the main “exports” of these countries to
the United States consists of their own citizens who
enter that country legally or illegally, giving rise to
financial movements and demographic, cultural and
political phenomena of considerable proportions.

Other countries, such as the members of
MERCOSUR and Chile, do not have such close links
with the United States, since their trade is much more
diversified. For these countries, the most important
trade development potential may not be with the

United States, which in many lines of production is a
competitor rather than a potential purchaser, whereas,
in contrast, there are interesting prospects for develo-
ping trade among themselves. On the other hand,
neither can an export approach based on the Chilean
model —that is to say, an effort to base economic
growth on rapid expansion of natural resource-based
exports— be viewed as a model applicable to all situ-
ations. Even in the light of the substantial qualitative
effects that expansion of exports may have, it is
doubtful that exports can make up for sluggish do-
mestic demand, especially in the larger countries. of
the region. Moreover, for a number of countries this
specialization would represent a reversal of the diver-
sity and complexity of the products exported (figures
4 and 5 show the cases of Brazil and Argentina).

A second query concerns the linking up of
policies of greater openness and stabilization, which
is a particularly delicate matter for countries which
are passing through the first stages of the sequence
examined earlier. In some countries, stabilization
policies have resorted to deliberate lags in the real
exchange rate, while in others (or the same countries
also), the inflow of foreign capital has worked in the
same direction. Thus, trade openness may give fewer
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Figure 4

BRAZIL: EVOLUTION OF EXPORTS,
1970, 1980 AND 1989

(Billions of doliars)

35

30 i Medium- and high-technology
manufactures

Low-technology manufactures

Natural-resource-intensive
manufactures

Foodstuffs and raw materials

1870 1880 1989

Source: Estimates on the basis of primary data from the Latin
American and Caribbean External Trade Data Bank
{BADECEL). Statistics and Projections Division, ECLAC.

Note: The classification was effected on the basis of the Standard
International Trade Classification (SITC) at the three-digit
level, in line with the criteria used by ECLAC in El comercio
de manufacturas de América Latina: Evolucién y estructu-
ra 1962-1989 (LC/R.1056, Santiago, Chile, September
1991) and in Intraindustry Trade: a Comparison between
Latin America and some Industrial Countries (LC/R.1101,

Santiago, Chile, Statistics and Projections Division,
November 1991).

fruits than expected, or they may be different from
what was hoped for. At least initially (except under
truly even-handed integration agreements), for the
Latin American countries greater openness means
reducing their own tariff and para-tariff barriers to
imports, without expecting the same thing to occur in
their main markets, which on the contrary often
apply protectionist policies. The effects of unilateral
openness on exports are not clear. In order for ex-
pansion of exports to be of a sustained nature and to
have a favourable effect on the organization and
technological level of the economy as a whole, it
must be based on growing “systemic” competitive-
ness. This, for its part, calls for a considerable invest-
ment effort, not only in specific export-oriented areas

Figure 5
ARGENTINA: EVOLUTION OF EXPORTS,
* 1970, 1980 AND 1989
(Billions of dollars)
10000:
9000 . Medium- and high-technology
manufactures
8000

Low-technology manufactures

Natural-resource-intensive
manufactures

s N Fuels

Foodstuffs and raw materials

1970 = 1980 = 1989

Source: Estimates on the basis of primary data from the Latin
American and Caribbean External Trade Data Bank
(BADECEL). Statistics and Projections Division, ECLAC.

Note: The classification was effected on the basis of the Standard
International Trade Classification (SITC) at the three-digit
level, in line with the criteria used by ECLAC in Ef comercio
de manufacturas de América Latina: Evolucién y estructu-
ra 1962-1989 (LC/R.1056, Santiago, Chile, September
1991) and in Intraindustry Trade: a Comparison between
Latin America and some Industrial Countries (LC/R.1101,
Santiago, Chile, Statistics and Projections Division,
November 1991).

of production, but also in the infrastructure, training
and research, all of which requires deliberate and
persistent public policies, which cannot be guaran-
teed to continue (especially in the stage of adjustment
and stabilization), as well as time to bear fruit.

With regard to imports, their effects on the do-
mestic production with which they compete may
be excessively abrupt and intense. It must not be
forgotten that most of the countries have passed or
are still passing through a prolonged period of low
investments in both physical capital and human capi-
tal. It must not be forgotten either that domestic en-
terprises —particularly small and medium-sized ones~
usually have difficulty in gaining access to credit (es-
pecially long-term credit at moderate rates); that they
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generally cannot rely on dynamic domestic demand
which will allow them to operate on a more profit-
able scale; that they frequently do not enjoy the sup-
port of public industrial policies and protection
against dumping, and that in some cases a depressed
exchange rate deprives them of external markets and
makes them even more vulnerable at the domestic
level. Such conditions, which are rendered even more
acute by recessionary adjustment policies, mean that
opening up to imports may have the opposite effect
to that desired, which is to raise the average produc-
tivity of the economy. Thus, it may cause the closure
of industries which would have been viable in less
adverse conditions, long before its possible positive
effects on systemic competitiveness begin to show
themselves. This would mean the loss of physical and
human capital which it had taken decades to form,
the disorganization of inter-industry relations, and the
forced transfer of labour to informal services where
workers will have a level of productivity much lower
than the previous one, even if the latter was itself not
totally satisfactory.

Finally, the exchange lag caused by the stabiliza-
tion policy could affect the international insertion
strategy by making the impact of imports more ab-
rupt and immediate and causing the improvements in
competitiveness on the export side to be slower and
more hypothetical. Such improvements in any case
require a substantial length of time to show them-
selves, at least if systemic competitiveness is sought.
At the same time, the deterioration that would be
caused in the trade balance could complicate stabili-
zation efforts: dependence on a possibly unstable
capital inflow would be heightened, and pressures
could reappear in the exchange market. There would
then be a danger of a resurgence of inflation due to
the recovery in the real exchange rate, and/or the
need for a new recession in order to restore the trade
balance. The whole process of recovery and growth
would be affected, and the redistributive stage would
be put off once again.

3. The accumulation process

A central challenge in connection with economic
growth is the recovery of capital accumulation after a
number of years of low investment and even net
disinvestment in productive, social and infrastructu-
ral sectors. Such recovery is indispensable, whatever
the form of development chosen, and in many areas

the type of investment needed is not even speci-
fically linked to a particular type of development.
Thus, the steps needed in order to achieve structural
competitiveness are no different from those needed
for integrated development; the specific investments
needed for creating export capacity in a given area
are quite small compared with the total investments
that a country must make under any development
scheme (regardless of whether it is more outward-
looking or more directed towards the domestic
market): i, investments in the areas of cnergy,
transport infrastructure, telecommunications, educa-
tion, health, housing, research, basic industries, etc.
The challenge is to find a way of restoring this in-
vestment within the selected form of development,
although the latter has largely taken away the pre-
vious accumulation mechanisms, reducing in particu-
lar the function of the State and the public banking
system (or a private banking system which followed
public guidelines) in this field.

A situation like the present one offers new
opportunities for private activity and profit: the
transfer to the private sector of activities which are
no longer considered public services; new forms
of access to natural resources, through abandonment
of the principle of State ownership of the subsoil and
water resources; and indeed the long-standing
postponement of public investments itself, which
may mean that there are now big profits to be
made through investment in some areas. Natu-
rally, however, the attractiveness of these oppor-
tunities will be influenced by the perceived likely
success ot failure of a sufficiently dynamic extet-
nal insertion process.

However, these opportunities do not always in-
crease the accumulated capital in the country. In con-
trast, some of them may cause the strategies adopted
by the main enterprises to be based more on expan-
sion by taking advantage of transfers of wealth rather
than on the establishment of new production capac-
ity; this would be so, for example, in the case of the
privatization of enterprises or resources cutrently in

_the hands of the State. On the other hand, the oppor-

tunity for private profit may be offset by other fac-
tors. One of them is deterioration of the physical
infrastructure as well as of the educational and health
systems. Such shortcomings adversely affect the de-
velopment prospects of the country and undermine
its competitiveness, so that there would appear to be
a complementary relationship between recovery in
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public investment (not based on calculations of short-
term profitability) and private investment.

This would make it necessary to review the re-
strictions on non-financial public expenditure which
have characterized the recent evolution of most of the
countries of the region. In order to achieve this with-
out generating or increasing a fiscal deficit which it
will be very difficult to finance, it will be necessary
to increase fiscal income, and this may be strongly
resisted, especially in situations of recession. Another
obstacle to recovery of previous levels of investment
is the virtual disappearance of development credit in
a number of countries: it is by no means casy for
long-term financing to arise spontaneously out of
banking activities which are currently aimed at short-
term operations. Here, there would be an obvious
role for the public banking system, but this would not
only run counter to the monetary programmes ap-
plied in countries which are still seeking to achieve
or consolidate relative price stability, but would also
be out of keeping with the central options of the form
of development. In some countries, efforts are being
made to revitalize the financial markets as a means of
financing enterprises, but the instruments available
on such markets are only accessible to the biggest
and most important economic agents, and even these
are sometimes reluctant to resort to forms of financ-
ing which mean opening up their share capital.

An important aspect is that of the cumulative
effects that could be caused by a gradual recovery in
accumulation or, alternatively, the slowing-down or
halting of the decline in investment. One of the fac-
tors which can have most influence in possibly slow-
ing or halting this decline is the “wait and see”
behaviour of businessmen: until they see a sustained
growth trend which will bring them close to their
installed production capacity, they will be reluctant to
immobilize capital in the area of production (except
perhaps in exploiting natural resources for export),
preferring financial investments inside or outside
the country. Thus, economic activity will continue to
be depressed, and this will have a negative impact
on fiscal income, thereby in turn making it more
difficult to secure a recovery in public investment.
Conversely, the resumption of the accumulation pro-
cess may have positive effects on activity in general,
on public income and investment, and on the beha-
viour of a business sector which to some extent lacks
the will to invest although it has the necessary
resources for this (table 5).

With regard to the resumption of the accumula-
tion process, it may perhaps be insufficient —or at all
events inefficient— to expect a spontaneous change in
private sector behaviour, even in a relatively stabi-
lized situation. Nor does it seem either sufficient or
desirable to seek the recovery of investment through
policies aimed at increasing private saving by raising
real interest rates or making income distribution even
more regressive, The Latin American experience
suggests that such measures would not only not be
effective in increasing saving, 11 but would also ag-
gravate what appears to be the main problem: i.e., the
materialization of private investment which, in a
number of countries, is generally speaking not
currently constrained by a shortage of domestic
saving or accumulated financial resources.

In short, the recovery of investment in the new
form of development is by no means a relatively
spontancous phenomenon but will requite an active
yet different approach on the part of the public sector.

4. The chalienge of equity

Elsewhere in this article, emphasis has been placed
on the importance of political factors both for dis-
mantling the previous form of development and for
making possible the installation of a new one. Such a
new form of development will necessarily have to re-
produce the political conditions for its functioning.
From this point of view, special importance is as-
sumed by the results it generates in terms of equity
and the magnitude of poverty. .

The features which have so far characterized the
new form of development have aggravated inequity
and poverty, which were already serious in the re-
gion, despite the dynamic growth and the efforts at
social incorporation registered in the post-war de-
cades. Inrecent years, there has been further ac-
centuation of the concentration of income, wealth,
consumption and economic power. Not only has
there been unequal distribution of the costs of the
crisis: if this were the only problem involved, the
phenomenon would be limited to the duration of the
latter. At a more fundamental level, however, the

' Seec Massad, 1991. Studies which analyse the experience
of other regions, both developed and developing, also highlight
the feeble (or even negative) effects of higher interest rates on
global saving. See Bouillot (1988) and Lee (1991).
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redefinition of the relations between capital and la-
bour, between the private and public sectors, between
the logic of the market and that of public service,
between the financial and the real sectors, and be-
tween the outward-oriented sectors and those aimed
at the domestic market have weakened the previous
mechanisms of social incorporation and increased the
heterogeneity of Latin American societies.

The challenge raised by inequity does not occur
in the same terms in all countries. In the case of those
which have advanced furthest in the new form of
development, it is a question of seeing whether the
deterioration in equity is reversible, and if so, by
what means and in what spaces of time. For those
which are in the first stages of the process, it is a
question of seeing whether the aggravation of ineg-
uity can be avoided in the selected scheme of devel-
opment, and if not, whether it can be tolerated within
a democratic political framework.

In the first group of countries, the problem of
inequity is severe. In Chile and Mexico, the func-
tional distribution of income displays a marked de-
cline in the share of wage-earners (table 8),
consistent with the prolonged depression of real
wages (figures 6 and 7). Likewise, examination of
the distribution of consumption in Greater Santiago
between 1968 and 1988 shows marked and growing
concentration in the richest households, which are
the only ones that improved their position over these
20 years. Moreover, an analysis by quintiles shows
that in 80% of households, the poorer the family
groups in question, the more serious the deterioration
in their consumption in both relative and absolute
terms (table 15). The seriousness of the situation may
also be noted from the large proportion of the popu-
lation of these countries living under the poverty line
and the increase which this proportion is estimated to
have registered in the 1980s, although comparable
estimates for the end of the decade are not yet avail-
able for Mexico (table 16).

In a context of recovery and growth of the pro-
duct, there will be forces that will tend more or less
spontaneously to improve the situation of sectors ad-
versely affected during the previous stages of the
process of stabilization and reform. Among these
“re-balancing” forces, mention may be made of the
effects of stabilization on recipients of wages and
pensions, who are generally left behind in periods of
high inflation. An influence in the same direction is
exerted by the reduction of unemployment, which

has favoured partial recovery of real wages in Chile
(although not yet in Mexico). The scope of these

. tendencies may be limited, however, and in particular

they may not reach the most underprivileged sectors
which are excluded from the formal economy. At the
same time, other forces may act in an opposite direc-
tion, and the dynamics of inequality itself may gener-
ate still more. inequality. In particular, with the
contraction in the social action of the State there is
increasingly clear evidence of the existence of one
type of education and health services for the poor and
another for the middle and high income groups, with
radically different quality and coverage; such evol-
ution tends to aggravate and perpetvate conditions of
social inequity. Likewise, the growth of informal em-
ployment compared with jobs in the public service
and in industry tends to establish a new and predomi-
nantly vrban form of marginality. Family groups
which sink into this situation for prolonged periods
tend to lose the background of training and socializa-
tion gained in the post-war decades. :

When all is said and done, it does not seem that
improvement in equity can be left to the spontaneous
evolution of the form of development. This would
appear to be the purpose of many social programmes
which are being put into effect in Chile and Mexico.
In Mexico, for example, a National Solidarity Pro-
gramme is now in operation, while in Chile the
democratic government has introduced tax reforms to
finance greater social expenditure and has raised the
minimum wage. The first results, in the case of Chile,
show a slight reduction in the inequality of household
income distribution (table 15). Here, a small reduc-
tion in the share of the richest quintile has made
possible a by no-means insignificant improvement in
the income of the other sectors, especially the poorest
households, although in fact this only means that the
bottom quintile is now receiving 4.9% of total in-
come instead of 4.6%. These amounts suggest that
there is ample room for improving the situation of
the undetprivileged majority of the population at
only modest cost to the wealthy classes, but it also
indicates that at the present rate it will take many

. years to rescue a substantial part of the population

from poverty. In order to avoid the crystallization of
a dual society, progress in income distribution should
be accompanied by an effort to improve the quality,
coverage and homogeneity of public education,
health, housing and social security services, thereby
reversing to some extent the trends of recent years.
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Table 15

CHILE: DISTRIBUTION OF CONSUMPTION AND HOUSEHOLD INCOME
(Percentages)

Consumption

Distribution in Greater Santiago Variation at constant values

Quintiles 1968 1978 1988 1978/1968 1988/1978 1988/1968
I (poorest) 7.6 52 44 -37.6 -7.4 423
Il 11.8 93 82 -28.1 -3.6 -30.7
m 15.6 13.6 12.7 -20.5 21 -18.8
v 20.5 20.9 20.1 -7.0 52 22
v 4.5 51.0 54.6 45 171 224
Total 100.0 100.9 100.0 -8.8 94 0.3

I (poorest)
I
)11
v
v

Total

Household income

Distribution at national level

Sep.-Nov. 1989

4.6
8.0
11.3
16.6
59.5

100.0

Sep.-Nov. 1990

4.9
83
11.5
17.1
58.2

100.0

Variation in real income.

Sep.-Nov, 1990/Sep.-Nov. 1989

6.7
39
2.0
32
-2.0

0.2

Source: National Statistical Institute (INE), Santiago, Chile, and ECLAC.

Figure 6

CHILE: EVOLUTION OF REAL WAGES
1970-1991 (1970 = 100) 1982-1991 (1982 = 100)

A B
140 140
1304 1304
1201 Average wages and salaries 120+
1104 110
1004 100+

Average remuneration

80- 80-
704 704
607 Wages in the 601
construction sector "

70 71 72 74 74 76 76 77 78 75 BO 81 82 83 B4 65 86 87 69 89 80 ! 92 83 B4 85 885 8 88 89 H0 91

Source: ECLAC and PREALC; on the basis of official data and figures suppliéd by the Chilean Chamber of the Construction Industry.
Note: The index of average wages and salaries (base April 1959) in figure 6-A is not comparable with the index of average remunerations
(base December 1982) in figure 6-B.
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Figure 7

MEXICO: EVOLUTION OF REAL WAGES,
1978-1991

(Indexes: 1978=100)

100
a0 Average wage in manufacturing
w.
Minimum wage
‘o-.
201

a——

78 70 8 61 62 63 64 85 66 67 83 B 90 9

In the light of these experiences and in a some-
what different international context, the question that
arises for the countries which are in the first stages of
this process of reforms is whether it is possible to
avoid or reduce the costs paid by the pioneering
countries in terms of greater inequity. The fact is that
in many of them income distribution is markedly
more inequitable than one or two decades ago; reduc-
ing equity still further or even putting off an im-
provement in this respect until the last (and in any
case hypothetical) stage of the process of economic
change may endanger social stability and even long-
term economic success, for the exclusion of a sub-
stantial part of the population from modern forms of
life and suitable education and training not only
undermines social cohesion but also reduces the
possibilities of authentic competitiveness (or, if
preferred, integrated development) of the countries in
question.

In this connection the lower pressure for the
transfer of resources abroad (because of the decline
in international interest rates, debt reduction agree-
ments, the inflow of private capital, and unilateral
failure to keep up the external debt service) would
appear to increase the leeway for economic policy
management, As already noted, this would make it
possible to put into effect an “adjustment with
growth”: that is to say, an economic policy which
takes advantage of the positive effects of economic

Table 16
CHILE AND MEXICO: MAGNITUDE
OF POVERTY
(Percentages)
Households  Households
Year in a state of  in a state of
poverty indigence

Chile 1970 17 3
1987 38 13
1990 35 11
Mexico 1970 34 12
1984 32 10

Source: ECLAC, on the basis of household surveys of the coun-
tries.

* Percentage of households whose income is less than twice the

cost of a basic food shopping basket (includes the households in a

state of indigence).

b Percentage of households whose ificome is less than the cost of a

basic food shopping basket.

recovery on fiscal revenue and the overall productiv-
ity of the economy by bringing the various sectors of
production closer to full use of their installed capac-
ity and putting them in a better position to progress
with their modernization. Natutally, the otientation of
reactivation and subsequent growth will depend on
whether the present form of income distribution is
maintained or changed and on the (progressive or
regressive) means by which it is sought to improve
government income, '

Is it possible, as well as desirable, to apply an
economic policy aimed at improving equity with-
out further delay? On the one hand, when the share
of wage-camers  in the gross domestic product is
only around (and sometimes even below) 30%, this
reflects a basic macroeconomic and social imbal-
ance which depresses and distorts domestic markets
and discourages the pursuit of genuine competitive-
ness; such values not only correspond to levels far
below the past figures for the region, but are also
only about half those corresponding to the developed
countries. Cortecting this imbalance would appear to
be both socially and economically necessary, al-
though probably not always simple in political terms.
On the other hand, the tax burden in Latin American
and Caribbean countries is relatively low in com-
parative terms, especially with regard to the more
progressive taxes. Here, too, governments can follow
the Chilean and Mexican example and seek the,
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“nationalization” of natural rents, which have played
such an important part in stabilization and macro-
economic management in those countries. It may be
considered, then, that there is ample room for balanc-
ing the fiscal accounts without reducing —ot even
while in¢reasing— public social expenditure and ex-
penditure on the infrastructure. Such approaches
would certainly give renewed vigor to domestic
markets, especially for mass consumption goods,
more rapidly than could be expected from the
“model” sequence of economic reforms, for in this
case, recovery, modernization and economic growth
would not be propelled only by exports,

Naturally, in so far as governments tackie the
challenges before them (especially that of equity) by
making substantial changes in the process underway,
this could lead to the establishment of a form of de-
velopment different from the proposal examined in
this article. Indeed, this is the central concern of the
ECLAC Secretariat, which, especially in its documents
entitled Changing production patterns with social
equity and Equity and changing production patterns:
an integrated approach, proposes a different form of
development in which the process of modernization
of production is widely extended and a central role is
assigned to equity (ECLAC, 1990c and 1992).
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A new |
international
industrial order

Michael Mortimore*

There can be little doubt that the present international
order, especially in the field of industry, is markedly
different from that which existed at the beginning of the
century, and even from the order existing after the last
war, This new order is distinguished above all by the
extraordinary intensity that international competition has
assumed in it; by the fact that primarily it only involves a
few thousand world-scale tramsnational corporations
operating in half a dozen technologically advanced
industries and another half dozen which are in full
process of restructuring; by the fact that its interest is
centered on three markets (the United States, the
Evropean Economic Community and Japan), which
together make up what is called “the Triad”; and by the
fact that the power relations between the countries and
the transnational corporations are im a process of
continuous and ever more fapid change.

The most important changes are to be seen in the
tendencies towards globalization and specialization
which are clearly evident in international trade, and the
trends towards globalization and regionalism which mark
foreign direct investment. The reordering which has taken
place within the Triad has placed the transnational
corporations of Japan at its head, mainly at the expense of
the United States transnationals.

*Specialist in transnational corporations in the Joint
ECLAC/DESD Unit on Transnational Corporations.

Introduction

The twentieth century has witnessed some of the
most dramatic and traumatic upheavals in world his-
tory, yet toward the end of that century a broad con-
sensus is taking shape with regard to the central
features of the contemporary political economy. On
the economic plane, it has become apparent that ‘the
market’ is seen as the appropriate instrument for
brokering competing interests. On the political plane,
representative democracy is seen as the appropriate
means for choosing between different political orien-
tations. On the social plane, things are not as clear,
however, it is evident that self-help is displacing gov-
ernmental social welfare schemes. Common to all
these elements of the growing consensus is the cen-
tral fact that competition, in general, is being both
heightened in intensity and channelled through
mechanisms designed to reduce violent outcomes.

This new consensus is partly the result of the
new power relations which have been taking form. In
terms of international relations, the East-West and
North-South dimensions of conflict have been re-
solved through abandonment due to the implosion of
the Soviet bloc and the apparent dissolution of the
Southern one. The new key issues in international
relations are now those involving the new Triad of
power, that is, the United States, the European Econ-
omic Community and Japan, which account for two-
thirds of world Gpp, four-fifths of outward stocks of
foreign direct investment, and over two-thirds of
world trade (CTC, 1991b, pp. 12 and 19). At the na-
tional level, the new power relations affect both the
private and public sectors, leaving a clear sensation
that business has increased its share of power and
that the public sector’s influence has declined. The
nature of the business/government relation is central,
in distinct ways, to the dynamic of each Triad mem-
ber (Ostry, 1990a).

A central part of this new consensus has been
transmitted to the rest of the world in the form of
the “Washington consensus” or the “Bank/Fund or-
thodoxy”, named after the constantly evolving in-
fluence of the World Bank and the International
Monetary Fund.! The principal aspects of that

Y The Economist, 1991b. A US official publication speaks
of “a ‘market-friendly’ approach to development” in referring to
the World Bank (Business America, 1991, p. 11).
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orthodoxy concern non-inflationary macroeconomic
policy based on modest budget deficits and prudent
monetary policy; greater openness to trade and
foreign investment; and greater reliance on market
forces as allocators of resources, especially in indus-
try and agriculture.

An important phenomenon which has made it-
self evident towards the end of the twentieth century
is the transnational corporation (TNC)-centric nature
of the changes taking place. The transnationalization
process (CTC, 1989) is manifest in the growing role
of “global” TNCs (Ostry, 1990a) in most aspects of
the contemporary international political economy. In
1985, just 600 TNCs, each with sales in that year
greater than US$1 billion, were responsible for one-
fifth of total (non-socialist bloc) industrial and agti-
cultural value added. Their primary lines of business
(as measured by sales) were concenirated in the pe-
troleum (24.6%), machinery and equipment (24.5%),
chemical (13.5%) and motor vehicle (12.6%) indus-
tries. Mote to the point, in 1986 ten of these TNCs
controlled 66.2% of the world semiconductor market,
nine others accounted for 89% of the world telecom-
munications market, and ten had an unspecified but
majority share of the wotld computer market (CTC,
1989, chaps. II and III).

TNCs increasingly dominate intemational trade
and investment flows, and an increasing proportion
of such flows are becoming essentially internal oper-
ations of expanding global networks. Effectively, the
“most recent decade was marked by increa’sing econ-
omic interdependence and globalization of markets
through a rapid acceleration of trade and investment
flows, the creation and diffusion of new technologies,
the explosive growth of capital markets and financial
market integration, and the conduct of business oper-
ations on a world-wide basis ... The prime actors in
this globalization process obviously are multinational
firms, through their waves of investment and corpot-
ate linkages, which allow them to operate on a world-
wide basis” (Smeets, 1991, p. 57). As well as
provoking greater inter-TNC rivalry, the high ex-
penditure necessary to keep a TNC on the leading
edge of technology paradoxically is fomenting the
formation of akind of strategic alliance referred to
as “technoglobalism”, that is, new forms of interna-
tional networking among TNCs in respect of research
and development and technological matters (Osiry,
1991, p. 3).

The common denominator of all these changes
has been heightened competition and increased
concern for the rules of the game. The new compe-
tition has not affected all countries, industries or
firms equally. In somewhat oversimplified terms, a
handful of innovating Japanese-based firms opera-
ting in the automotive, semiconductor/computer,
consumer electronics, office equipment, machine
tools and other sectors have shocked their US- and
European-based counterparts by overwhelming
their world market positions and/or savagely pene-
trating their home markets. The European-based
TNCs have seemed less reticent about attempting
to stifle import competition by way of blatant trade
restrictions, but the US-based ones have had a

~more difficult time reacting, since they were

shaken out of their comfortable post-war oligopoly
positions without being able to have recourse to
the same level of government assistance as the Eu-
ropean TNCs. Once the TNCs under attack under-
stood that their situation was not to be remedied
through permanent governmental assistance or by
throwing capital resources into possible new scien-
tific or technological breakthroughs, they began to
face up to the task of improving their capacity to
compete internationally. In this sense, the new era
of international competition is based, initially, on a
few thousand large and innovative TNCs in head-on
competition over a dozen high-technology and/or
trade-intensive industries serving three huge mar-
kets: the US, Europe and Japan. That laid the basis
for what has become known as “industrial restruc-
turing”, which is central to the new international
industrial order.

As Kaplinsky (1989) has shown, industrial re-
structuring as a concept has at least four distinct
interpretations. According to the French Regula-
tionist school, industrial restructuring is the means
of arriving at a sustainable path of accumulation
based on a regime of accumulation which balances
consumption, savings and investment and on a
mode of regulation (institutional forms and social
patterns of behaviour) which underwrites the accu-
mulation regime (Aglietta, 1979, and Liepitz,
1987). The neo-Schumpeterian structuralists view
it in terms of 50-year long-wave cycles of fun-
damental (or “heartland™) technological break-
throughs that sustain growth. Previous industrial
growth cycles were based on textiles, steel, railroads
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and the internal combustion engine, while the cur-
rent one is based on microelectronics (Freeman,
Clark and Soete, 1982). Another interpretation sees
the current transition in terms of the exhaustion of
the mass production paradigm -that is to say, the
production of standardized commodities through
the use of special- purpose machinery and a rigid
division of labour- and its replacement by a new
flexible specialization paradigm-based on smaller
batches of differentiated products made with
general-purpose flexible machinery and new forms
of work organization (Piore and Sabel, 1984). Fi-
nally, another vision interprets the present situation
in terms of a transition from “machinofacture” to
“systemofacture”, that is to say, a new organiza-
tional practice in which the integration of the pro-

ductive units via automation technology, new inter-
firm relations -and integral work practices super-
sedes individualist orientations (Hoffman and
Kaplinsky, 1988). Each of these interpretations cap-
tures some element of the essence of the new inter-
national industrial order taking form towards the
end of the twentieth century.

In the rest of this article the topic of increased
international competitiveness in the form of globaliz-
ation, specialization and regionalism will be exam-
ined. The préponderant role of transnational
corporations in the field of industrial 'reslructuring is
highlighted, especially with regard to the two princi-
pal areas where the increased international competi-

tion has been most evident, namely, trade and foreign

direct investment.

Trends towards increased international competition:
globalization, specialization and regionalism

In order to better comprehend the significance of
the increased international competitiveness it is
necessary initially to refer to the intrinsic nature of
‘the evolution of capitalism and the modern indus-
trial entérprise (Chandler Jr., 1990). The birth of
the capitalist system of production coincided with
the Industrial Revolution in Europe, particularly in
England. As a result, personal capitalism in Bri-
tain, .or the personal management of the family en-
terprise, became the epitome of the first phase of
capitalist development based primarily on acti-
vities in the brewing, textiles, publishing and print-
ing, shipbuilding, chemical and light machinery
industries. : ; S

In the latter half of the nineteenth century a
new form of:capitalism made its appearance, prin-
cipally in the United States and the rest of Europe:
managerial capitalism. This was based on the re-
cruitment of professional managers who undertook
longer-term investments and implemented new or-
ganizational practices to gain bigger market shares.
As Chandler explains, this model took two primary
forms, competitive managerial capitalism, most
evident in the United States, and cooperative man-
agerial capitalism in Germany. In the United

States managerial capitalism was considered compe-
titive because, after'a convoluted struggle between
government and business in which trust-busting was
implemented in order to break up expanding private
industrial empires, unabashed competition among
mainly independent industrial entities became the
norm for the expansion of manufacturing activities
and carried this form of economy to world-class stat-
ure. At its core, the competitive advantage of Ameri-
can-style managerial capitalism lay in innovation and
a productive process based on exploiting economies
of scale by way of heavy capital investment in long
lines of production for standardized products,
coupled with complementary investment in market-
ing and the development of strategies of global ex-
pansion. [ts success during the twentieth century was
symbolized by the mass production of the automobile
as well as by the concern of others with “the Ameri-
canchallenge” (Servan-Schreiber, 1967). Managerial
capitalism eventually gave birth to the transnational
corporation.

In general, the system of managerial capitalism
which blossomed in Germany was similar to that
in the United States; however, there were three
very important differences (Chandler Jr., 1990,
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pp. 393-592). One was that the German variant was
more centered on intermediate and capital goods (to
the exclusion of consumer goods), most notably in
the chemical and heavy machinery industries. Sec-
ondly, and related to the first difference, Germany’s
competitive advantage as often as not related to
economies of scope as to those of scale. Thirdly, and
by far the most important, German capitalism was
grounded on a cooperative approach to inter-firm
(with suppliers and competitors) and intra-firm (with
labour) relationships. Central to this cooperative ap-
proach was the concentration of capital or coordi-
nated business operations by groups. It is said that
the huge Deutsche Bank alone controls one-third of
German manufacturing industry. These charac-
teristics were particularly suited to the European
situation, and helped Germany both fo develop into
the strongest industrial economy of Europe and also
to face up to the American challenge at home and
abroad.

However, cooperative managerial capitalism
reached its fullest expression in Japan later in the
twentieth century, and this Japanese version has
been steamrolling international competitors in
many strategic industries over the last decade or
so. The Japanese “system”, as well as dominating
limited-variety, large-batch mass production manu-
facturing, is achieving what was considered the im-
possible in the sense that it combines multi-variety,
small-batch and more flexible lines of production
with both lower costs and improved quality
(Ozawa, 1991). Japanese industrial success seems
to rest on a host of factors, of which two can be
highlighted here, Fitst, they have demonstrated a
long-term strategic commitment to industrial inno-
vation and upgrading, something Harvard Business
School’s Professor Michael Porter considers the es-
sence of competitive advantage (Porter, 1990a).
Secondly, they have taken cooperation to new
lengths. In terms of labour relations, this is re-
flected in salaries which to a certain extent corre-
spond not so much to the productive task that the
labourer is performing as to the ones that he is
capable of performing. Most important of all, how-
ever, in terms of relations with other firms it is
reflected in the formation of keiretsu, or strategic
business alliances among the principal enterprises,
so that most internationally competitive companies
are organized in just six or so central business
groupings, (as shown in table 1), which operate

with a good deal of governmental assistance in tar-
geting their next prey.? Instead of producing stag-
nant cartels, as the free-market entrepreneurship
argument claims, this produces global winners (Fer-
guson, 1988). The burgeoning literature of the type
of “Why Japan Keeps On Winning” (Fortune, 1991b,
pp. 76-85) and “The Battle for Europe: Japan mus-
cles in on the West and a shakeout begins” (Business
Week, 1991, pp. 44-52) clearly suggests as much.

While it has been maintained that the fountain-
head of international competitiveness is the capi-
talist mode of production as manifest in specific
national variants, the argument can also be reduced
to certain “market model” considerations (Ostry,
1991, pp. 4-5). Ostry distinguishes the US pluralist
market economy from the continental European so-
cial market economies and the Japanese managerial
market economy, highlighting differences in terms of
the role of government, market failure, time horizons,
the government/business interface, etc. The truth of
the matter is that the Japanese managerial model has
been savagely penetrating the US pluralist market
economy and apparently is beginning to do the
same with the continental European social market
economy.

Porter’s “stages theory of competitive develop-
ment”, as refined by Ozawa (Porter, 1990b; Ozawa,
1992), is quite relevant here. Porter defines the
competitive development of national economies in
terms of four stages, which he summarizes according
to their central and sequential competitive features:
i) factor-driven, ii) investment-driven, iii) innovation-
driven and iv) wealth-driven. According to him, the
first three stages involve successive upgrading of a
nation’s competitive advantages and will normally be
associated with progressively rising economic pros-
perity, whereas the fourth stage is usually charac-
terized as one of drift and ultimately decline.

Natural resource-based activities and/or labour-
intensive manufacturing are central to competitive
advantages in the first stage, whereas the investment-
driven stage is based on the manufacture of inter-
mediate and capital goods (heavy industry and

21t should be noted that not all the most internationally
competitive Japanese firms are linked to these six groups, Not-
able exceptions include, for example, Honda, Matsushita and
Sony.



Table 1

JAPAN: MAIN COMPONENTS OF THE SIX BIGGEST BUSINESS GROUPS *

{Includes only companies represented at monthly council meetings)

A.INDUSTRY Mitsabishi Mitsui Sumitomo Fuyo DKB Sanwa
Cars Mitsubishi Motors (69) Toyola Motors® ©) Nissan Motors (20) Isuzu Motors (127) Daihatsu Motors (262)
Computers.electronics  Mitsubishi Electric (49)  Toshiba (29) NEC (40} Oki Electric Industry Fujitsu (63) Iwatsu Electric
and electrical Yokogawa Electric Fuji Electric (259} Sharp (134)
equipment Hitachi * (12) Yaskawa Electric Mfg.  Nitio Denko
Nippon Columbia Kyocera (434)
Hitachi® Hitachi b (12)
Metals Mitsubishi Steel Japan Steel Works Sumitomo Metal NKK (130) Kawasaki Steel (152) Kobe Steel ® (143)
Mfg (250) Mitsui Mining and Industries (98) Kobe Steel® (143) Nakayama Steel Works
‘Mitsubishi Materials Smelting (457) Sumitomo Metal Japan Metals & Hitachi Metals
Mitsubishi Cable Mining (327) Chemicals (340) Nisshin Steel (409)
Industries Sumitomo Electric Nippon Light Metal Hitachi Cable
Industries (190) Furukawa
Sumitomo Light Furekawa Electric (256)
Metal industries
Industrial equipment Mitsubishi Heavy Mitsui Engineering Sumitomo Heavy Kubota (237) Niigata Engineering NTN
Industries (70) and Shipbuilding Indusiries (432) Nippon Seiko (485) Iseki Hitachi Zosen
Mitsubishi Kakoki Ebara Shin Meiwa Industry
Kawasaki Heavy Industries
Ishiwawajima-Harima
Heavy Industries (241)
Rubber and glass AsahiGlass (151) Nippon Sheet Glass Yokohama Rubber (449) Toyo Tire & Rubber
Chemicals Mitsubishi Kase (161) Mitsui Toatsu Sumitomo Chemicals Showa Denko (314) Kyowa Hakko Kogyo  Ube Industries (317)
Mitsubishi Chemicals (386) (182) Nippon Oit & Fats Denki Kagakn Kogyo Tokuyoma Soda
Petrochemical (412) Mitsui Petrochemical Sumitomo Bakelite Kureha Chenmical Nippon Zeon Hitachi Chemical
Mitsubishi Gas Chemical  Industries Industry Asahi Denka Kogyo Sekisui Chemical (276)
Mitsubishi Plastics Sankyo (438) Kansai Paint
Industries Shiseido (410) Tanaba Seiyaku
Mitsubishi Kase Polytec Lion Fujisawa Pharmaceuticals
Fibres and textiles Mitsubishi Rayon Toray Industries (231) Nisshinbo Industries Asahi Chemical Unitika
Toho Rayon Industry (158) Teijin (336)
Pulp and paper Mitsubishi Paper Mills Qji Paper (306) Sanyo-Kokusaku Pulp Honshu Paper (422)

(405)
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Table 1 (concluded)
A.INDUSTRY Mitsabishi Mitsui Sumitomo Fuyo DKB Sanwa
Cameras and optics Nikon Canon (104) Asahi Optical Hoya
Cement Onoda Cement (446) Sumitomo Cement Nihon Cement Chichibu Cement Osaka Cement
Qil and coal Mitsubishi Oil (325) Tonen (246) Showa Shell Sekiyn (139) Cosmo Oil (155)
Food and beverages Kiron Brewery (239) Kippon Flour Mills Nisshin Flour Milling Ttocham Foods (421)
: Sapporo Breweries Suntory
Nichirei (399) '
B. SERVICES
Financial services Mitsubishi Bank Mitsui Taiye Kobe Sumitomo Bank Fuji Bank Dai-Ichi Kangyo Bank  Sanwa Bank
Mitsubishi Trust & Bank Sumitomo Trust & Yasuda Trust & Banking  Asahi Mutual Life Toyo Trust & Banking
Banking Mitsui Trust & Banking  Banking Yasuda Mutoal Life Taisei Fire & Marine Nippon Life
Meiji Mutuat Life Mitsui Mutual Life Sumitomo Life Yasuda Fire & Marine Fukoku Mutual Life Orix
Tokio Marine & Fire Taisho Marine & Fire Sumitomo Marine & Nissan Fire & Marine
Fire Kankaku Securities
. Orient
Trading and retailing Mitsubishi Mitsui Sumitomo Marubeni C. Ioh Nissho Iwai®
Nissho Iwai ” Nichimen
Kanematsa Iwatani International
Mitsukoshi Kawasho Takashimaya
Seibe Department Stores
Construction Mitsubishi Construction  Mitsui Construction Sumitomo Construction  Taisei Shimizu - - Toyo Construction
Sanki Engineering : Obayashi
Sekisui House
Zenitaka
Real estate Mitsubishi Estate Mitsui Real Estate Sumitomo Realty & Tokyo Taternono Tokyo Dome
Development Development. R
Mining and forestry Mitsui Mining Sumitomo Forestry
Hokkaido Colliery & Sumitomo Coal Mining
Steamship
Shipping and Nippoa Yusen Mitsui OSK Lines Sumitomo Warchouse ~ Showa Line Kawasaki Kisen Naivix Line
transportation Mitsubishi Warehouse &  Mitsui Warehouse Keihin Electric Shibusawa Warechouse  Hankyu
Transportation Express Railway Nippon Express b Nippon Express b
Tobu Railway

Source Fortune, New York, The Time Inc. Magazine Company, 15 July 1991.
* The numbers in parentheses after certain firms indicate their ranking, accordmg to their sales, among the G(I) b:ggcst industrial oompamm in rhe word in 1991
® Companies affiliated with more than one group.
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chemicals) and the construction of infrastructure

(housing, transportation, communications and pub-
lic works). The innovation-driven stage rests on re-

search and development successes deriving from:

the abundant use of increasingly highly-qualified
human capital. It would appeat that while most de-
veloping countries are to be found in the factor-
driven and, less evidently, in the investment-driven
stages, most so-called developed countries are to

be found in the more advanced phases of the in-

vestment-driven stage or in the earlier phases of
the innovation-driven stage of competitive devel-

opment. One might speculate that the United States -

has entered the wealth-driven stage characterized
by drift and ultimately decline.

Ozawa has given life to this scheme by show-

ing how the Japanese experience demonstrates the
close inter-relatedness between structural .upgrad-
ing, dynamic comparative advantage and foreign

direct investment in a country where there is in-
tensive use of the endowment of physical/human
capital and technological progress. In this way, he =

makes it clear how a particular stage of competi-
tive development is ‘associated with a particular
pattern of export competitiveness: the first stage is
characterized. by. factor-based trade advantages in
either primary commodities or labour-intensive
goods; the investment-driven stage produces scale-
based advantages in large-scale, capital-intensive
goods; and the innovation-driven stage results
in R & D-based advantages manifest in exports of
more technologically sophisticated products. In
this sense, economic growth and transformation
are accompanied by the changing patterns of dy-

namic comparative advantage. It should be men-

tioned that these changes are not simply one-shot
transformations, but result rather from progressive
transitions characterized by the simultaneous rise
and fall of particular economic activities, and they
can be conceptualized as the shift in the centre of
gravity of the economy as a whole. '
Ozawa has also indicated how the nature and
direction (inward or outward) of foreign direct in-
vestment changes in step with the structural transfor-
mation of the economy. The factor-driven stage
results in inward FDI characterized as resource- or
iabour- seeking. The second (investment-driven)
stage produces inward FDI in the capital and inter-
mediate goods industries, while simultaneously

generating outward FDI in labour-intensive manu-
facturing in lower-wage countries and in resource

. extraction ‘abroad for natural resource-scarce coun-
" tries. Likewise, the transition to the innovation-

driven stage brings about simultaneous inward FDI
in technology-intensive industrics and outward
FDI in the intermediate goods industries. Based
on this scheme, and utilizing the examplé of the
explosive transformation of the Japanese economy
during the twentieth century, Ozawa relates trade

- and foreign direct investment developments to Por-
. ter’s stages theory of competitive development,

and such an approach can also be thought of as
providing the framework for some of the major al-
terations taking place in global trade and invest-
ment flows.

Some indication of the magnitude of the
changes taking place is given in figures 1 through

"3, which deal with the import penetration, export

performance and foreign trade balance of eight
major US manufacturing industriés, most of them
considered “strategic” (OECD, 1991), between 1970
ahd 1986, The message is clear: imports by

~ the US grew appreciably over this period, US ex-

ports to.the OECD countries suffered a notable de-
cline, and the United States trade balance
worsened significantly. Even a casual glance at the
1991 sales and profit figures of the Fortune 500

largest US industrial corporations is enough to

show that 30 of the largest 60 corporations suf-
fered a decline in sales compared to 1990, and 31
registered a decline in profits compared with the
same year. The largest of the 500 companies in
such important industries as motor vehicles and
parts, computers/ office equipment, and industrial
and farm equipment suffered severe losses of
US$7.5 billion, US$2.8 billion and US$661 mil-
lion, respectively (Fortune, 1992a).

Even if one considers the post-war years to be
abnormal, and hence not a suitable basis for compati-
son (The Economist, 1991c), there is no hiding the
pain for a humbled America. American concern to
promote domestically-made products (the “Made in
USA” campaign) is clearly justified (Dertouzos and
others, 1989; Fortune, 1990). American industry,
even in the high-technology sectot, has lost ground in
world markets and is suffering increased competition
at home. Moreover, an increasing share of US do-
mestic' production is foreign-owned (United States
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Figure 1

UNITED STATES: IMPORTS OF SELECTED PRODUCTS,
1972 AND 1986

(As percentages of the US market for each product)
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Source: Based on information supplied by the US Department of Commerce, Bureau of International Commerce, Office of Trade Informa-
tion and Analysis, supplemented with data given in its publication US Industrial Outlook, Washington, D.C., US Government
Printing Office, 1988; and on information from the COMTAP data base of the Organization for Economic Cooperation and Devel-

‘opment (OECD), cited in Dertouzos et al, 1989.

Department of Commerce, 1991). The negative trade
situation is caused primarily by Japanese TNCs,
which in 1990 were running surpluses in their trade
with the US amounting to US$22.3 billion in compu-
ters and telecommunications equipment, US$20.5
billion in cars and trucks, and US$9 billion in indus-
trial equipment, i.e., in three principal high-technol-
ogy and/or trade-intensive industries. The increase in
foreign investment in US production had to do more
with European than Japanese TNCs, although in fact
both were very active. It was Japan which made the

US feel most uncomfortable, however, and a serious
rift was opened in this respect between the two
countries (Fortune, 1991a, pp. 38-48).

It makes sense to place the US-Japan rift in the
broader context of changes in international trade
and its “neglected twin”, foreign direct investment
(Julius, 1991). The globalization and specializa-
tion tendencies of international trade will be dealt
with first, followed by the globalization and re-
gionalization tendencies in the field of foreign direct
investment.



A NEW INTERNATIONAL INDUSTRIAL ORDER / M. Mortimore

47

80

60

40

20

Figure 2

UNITED STATES: EXPORTS OF SELECTED PRODUCTS,

1970 AND 1986

(As percentages of the total OECD market for each product)
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Source: Based on information supplied by the US Department of Commerce, Bureau of International Commerce, Office of Trade Informa-
tion and Analysis, supplemented with data given in its publication US Industrial Outlook, Washington, D.C., US Government
Printing Office, 1988; and on information from the COMTAP data base of the Organization for Economic Cooperation and Devel-

opment (OECD), cited in Dertouzos ef af, 1989.
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Figure 3
UNITED STATES: TRADE BALANCE FOR SELECTED PRODUCTS

(Billions of current dollars)
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II

" Trends in international trade:
globalization and specialization

The principal changes in the international trading
system over. the last few decades have been its not-
able expansion; the upsurge of major new exporters
(Japan and the Asian NiCs); the opening-up of the
United States market and, to a much lesser extent, the
European Economic Community to increased import
flows; and the increase in system tension or conflict
associated with these changes.

An interesting industrial taxonomy has been
developed for succinctly capturing the global
changes in terms of country trade specialization
(Pavitt, 1984 and 1988; Guerrieri, 1991). As well
as confirming the principal winners (Asian NICs,
Japan) and losers (European Economic Com-
munity, USA) in world trade over the 1970-1989
period, this analysis offers an insight into the trade
specialization taking place on the part of the EEC,
Japan and the United States.

In general, as table 2 indicates, Japan and the
United States undetwent significant trade specializa-
tion during the period in question, whereas the EEC
did not. Of the major countries, Japan has had the
best trade performance over the last two decades and,
as table 3 demonstrates, that success was manifest:
i) in the doubling of its market shares in science-
based sectors (fine chemicals, electronic components
and telecommunications), that is to say, areas charac-
terized by innovative activities which are directly
linked to high research and development expendi-
tures, which generate broad spillover effects on the
wholé économic system, and which serve as inter-
mediate and capital inputs to a large number of other
sectors, and ii) in considerable gains in specialized
suppliers industries producing investment goods
based on mechanical and instrument engineering,
such as machine tools: that is to say, in activities
characterized by the highly diversified supply of
goods serving mainly as inputs for scale-intensive
and supplier-dominated sectors, whete there are sig-
nificant economies of scope. Japanese trade special-
ization was particularly strong in the research and
development-intensive electronic sectors (such as
data processing systems, electronic components and

telecommunications), while Japanese firms moved
decisively out of traditional sectors. 3

The flip side of the Japanese advance in terms
of its share of world trade in manufactures was
represented by the US decline. It was precisely
where the Japanese TNCs made the greatest inroads
—¢lectronics, and specialized suppliers industries—
that the most negative results for US firms were
registered. Table 2 shows that while US enterprises
have succeeded in greatly furthering their special-

“ization in the science-based sectors (except elec-

tronics), they have experienced increasing
difficulties in transforming high-level scientific
and research capability into innovative activities
and products with significant commercial value in
the other manufacturing sectors (table 2). * Table 3,
for its part, shows how US firms’ market shares in
dynamic sectors crumbled. They suffered a kind of
de-specialization in specialized suppliers and
scale-intensive sectors (automobiles, consumer

- ¢lectronics and consumer durables, as well as the

rubber and steel industries), the latter being areas
characterized by oligopolistic industries with high
capital intensity, wide economies of scale, high
technical and managerial complexity and signifi-
cant in-house engineering activities. Furthermore,
US firms were not very successful in moving out
of traditional sectors.

3”I_‘his paragraph and the following one are based largely
on Guerrieri, 1991,

It should be reiterated 1hat these changes are all relative.
There is little doubt that the US as a whole is losing competi-
tiveness, yet even the Economic Planning Agency of Japan
has admitted that the US remains ahead in many leading high--
technology industries. That Agency’s survey of 110 critical
technologies in 1991 revealed that US firms led in 43, Japanese
companies in 33, and European and other firms in the remaining
34 (The Econontist, 1992¢, p. 69).
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Table 2

JAPAN, UNITED STATES AND EEC: SECTORAL DISTRIBUTION
OF THEIR TOTAL EXPORTS OF MANUFACTURES, AS A
PERCENTAGE OF TOTAL OECD EXPORTS,

1970-1973 AND 1986-1989

Japan United States Europeari Community”

1970- 1986- 1970- " 1986- 1970- 1986-

1973 1989 1973 1989 1973 1989

Science-based 113 273 19.0 30.5 1.0 166

Specialized suppliers 10.4 15.3 15.9 10.5 15.2 12.9

Scale-intensive 53.8 46.4 234 214 31.2 307

Resource-intensive 2.0 2.0 5.5 5.6 6.8 6.4

Traditional . 17.6 : 6.8 7.8 73 18.6 17.0

Food industries . 0.5 4.7 4.6 17 7.8
Food items and S

agricultural raw materials 1.0 03 16.0 9.7 _ 4.6 a9

All other 22 14 17 - 104 49 ’ 4.7

Total 100.0 100.0 100.0 - 1000 100.0 100.0

Source: P. Guerrieri, Technological and trade competition: a comparative analysis of the United States, Japan and the European Com-
munity, University of Rome, mimeo, July 1991. ) ’
8 Nine members. '

Table 3

JAPAN, UNITED STATES AND EEC: SHARES IN WORLD EXPORTS OF
MANUFACTURES, BY SECTOR, 1970-1973 AND 19861989

(Percentages) *

Japan United States European Community *

1970- 1986- Varia- 1970- 1986- Varia- 1970- 1986- Varia-

1973 1989 tion 1973 1989 tion 1973 1989 tion

Science-based 8.5 16.4 7.9 27.1 20.1 710 464 378 -8.6
(R&D-intensive o ,
electronics)® . (99 (21.5) 12.1 (28.5) (19.5) (-9.0) (45.0) (29.0) (-16.0)
Specialized : :
suppliers 7.0 15.7 8.7 20.3 127 - 7.6 57.2 49.9 13
Scale-intensive 15.4 16.7 1.3 12.8 9.6 -31 ~51.7 47.4 -4.3
Traditional 8.2 3.9 -43 69 ' 54 -1.5 50.4 425 -7.9
Tota] 9.0 11.6 2.6 13.5 11.3 2.2 48.6 440 -4.7

Source: P, Guerrieri, Technological and trade competition: a comparative analysis of the United States, Japan and the European
Community, University of Rome, mimeo, July 1991.

%12 member countries. :

b Subsector of “science-based” which includes data processing equipment, electronic components and telecommunications equipment.
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Another way of defining winners and losers
with regard to foreign trade over the last decade or
so is that used by Mandeng (1991). Considering
that economic growth has become more trade-
intensive and that the dynamic elements are cen-
tered on large firms producing technologically
complex manufactures for imperfectly competitive
global markets, and that certain new players (Japan
and the Asian NICs) are rapidly improving their
trade performance.(Ostry, 1990b), it makes sense
to focus on the changes takmg place in OECD over-
all imports.

Fajnzylber, based on Mandeng, defines not only
the “winners” who increased their market share be-
tween 1979 and 1988, but also analyses gains accord-
ing to the principal products involved, in the sense
that he distinguishes products enjoying increased glo-
bal market shares from those that do not (Fajnzylber,
1991). In other words, “winner” countries can in-
crease their market shares with “dynamic” products
(the optimal situation of “rising stars”) or “declining”
ones (a situation of vulnerability ascribed to “waning
stars”). Conversely, “loser” countries might lose
market shares with either “dynamic” products (a situ-
ation defined as “missed opportunities™) or “declin-
ing” ones (a situation called “retreat”). Naturally, the
mix of products for virtually all countries contains
examples of both kinds. The overall situation is, none
the Iess, revealing, as is suggested by table 4.

Among the principal OECD countries, Japan
has clearly enjoyed the most important market
gains and, more importantly, 80% of its exports are
in the optimal situation, while virtually all are non-
natural resource-based manufactures. With few ex-
ceptions (Netherlands and the UK), the European
Community members generally made minor mar-
ket gains, but except for Portugal the “winners”
faced many missed opportunities in their export
performance, even though they exported mostly
non-natural resource-based manufactures. Even
more badly off were Australia and New Zealand,
whose exports of natural resources or natural re-
source-based manufactures were characterized by
situations of vulnerability or retreat. The United
States, for its part, lost part of its markét share
because even fewer of its products were in an opti-
mal situation and even more were in the category
of “missed opportunities” than in the case of the
Europeans, while a similar proportion of its export
products were in retreat, in the face of the Japanese
onslaught.

This dramatic shift in foreign trade performance
by OECD countries naturally provoked discontent on
the part of the losers. The Europeans reacted positiv-
ely, through accelerated integration in the form of the

- Burope 1992 initiative, and negatively through a pol-

icy of applying anti-dumping duties to the avalanche
of finished products landing on their doorstep, sup-
plementing this measure with fixed quantitative im-
port restrictions . in certain sectors, such as
automobiles. New initiatives in the field of merger
and takeover policy are also worth noting (Julius,
1991, p. 12). Some of the principal effects were, first,
to promote local assembly facilities by way of
foreign direct-investment and, second, to slowly raise
the levels of local content in those facilities. > Overall
and in general, through bureaucratic procedures and
trade restrictions the EEC members were made less
penetrable and given more time to adjust.

The US economy was more penetrable, but the
reaction of the United States was rather more com-
bative, as it increasingly relied on unilateral strong-
arm tactics, as manifest in the US Omnibus Trade
and Competitiveness Act (the “Trade Act”) of 23
August 1988. This legislation allows the US Govern-
ment to determine unilaterally what it defines as un-
fair trade practices and thereby bring to bear heavy
pressures on trade partners. Although it was formally
stated to be unrelated to the Trade Act, it was shortly
after Japan was identified under Section 301 of that
Act that US-Japanese conversations were begun
under the Structural Impediments Initiative in order
to overcome conflictive aspects of trade relations be-
tween the two countries. Thus, these unilateral tactics
have resulted in a quid pro quo approach to bilateral
negotiations which undermines the multilateral pro-
cess, as well as an increase in product-specific pro-
tection in the US market. The Trade Act also
reconfirmed an active private sector role in multilat-
eral trade negotiations as well as specific trade reme-
dy laws deriving from the “bottom-up” manner of
dealing with anti-dumping concerns.

S With regard to this point and the following paragraph, see
Ostry (1990b, pp. 18-52) and Smeets (1991, pp. 66-69).
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Table 4

SELECTED OECD COUNTRIES: EXPORT MARKET DYNAMICS,

1979 AND 1988
Share of OECD imports Classification of exports (%) Structure of exports (%)
Manufactures
Per- Missed :
Exporting Country cen- Op- Vulner- op- Re-  Natural Natural Non
1979 1988 tage timal® able b portu-  treat re-  Energy  re- natural
change nities® sources source  resource
based  based

1. “Winners” ‘
Japan 4.63 8.15 76 80 4 1 5 - - 4 96
Portugal 0.27 0.52 93 75 12 10 3 5 2 23 7
Canada 448 4.91 10 43 15 27 15 9 9 29 52
Italy 4.35 5.01 15 35 13 46 6 4 2 13 81
Greece 0.29 033 14 29 26 27 17 22 7 19 52
F. R. Germany 10.66 1254 18 29 8 55 7 2 1 15 81
France 593 6.41 8 23 11 54 12 9 1 21 68
II. “Losers”
New Zealand 0.32 0.31 -3 31 25 10 34 45 2 34 18
Netherlands 4.54 4.49 -1 24 14 41 19 14 11 27 49
United Kingdom 525 524 20 17 51 12 7 11 16 66
Australia 115 106 -8 18 57 6 18 38 19 2 14
United States 1023 10.07 -2 1 8 66 15 12 3 13 71

Source; Based on F. Fajnzylber, “International insertion and institutional renewal”, CEPAL Review, No. 44, August 1991, Table 2,

pp. 142-143,

® Favourable competitive position of products and high relative efficiency of country.
b Unfavourable competitive position of products and high relative efficiency of country.
¢ Favourable competitive position of products and low relative efficiency of country.
¢ Unfavourable competitive position of products and low relative efficiency of country.

The example of the adjustment of the consumer
electronics industry, which took place prior to the
1988 Trade Act, demonstrated that the US battery of
trade management instruments, which included bi-
lateral orderly marketing agreements and simple ex-
port quotas, was not then sufficient to save the
industry (Jenkins, Sawchuk and Webster, 1989). The
Trade Act captured the new perspective that was
growing up among US TNCs facing import com-
petition, that is to say, the need for “strategic” trade
policy involving not simply protection but also
“contingent” trade barriers for the home market in
cases where foreign markets are protected (Milner
and Yoffie, 1989). It represents a new kind of rear-
guard action on the trade front by US TNCs in

respect of the US-Japan rift and the urgent need for
industrial restructuring. The US is no longer the
world’s most enthusiastic champion of free trade, and
it readily implements regional trade deals, bilateral
arrangements, antidumping and countervailing duties
and Section 301 actions in its trade relations (The
Economist, 1992¢, p. 72). Nonetheless, it has become
clear that if US and European TNCS are to become or
remain competitive, it will be by conscious indus-
trial restructuring to improve international competi-
tiveness, and not by home country trade restrictions
or more managed trade in the motor vehicle and
parts, semiconductor and machine tools industries or
other strategic industries (Fortune, 1992b, pp. 96-97;
Thurow, 1992).
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Tendencies in foreign direct investment

III

globalization and regionalism

It is clear that important changes have also been
taking place in terms of foreign direct investment.
Global integration via trade flows was heavily rein-
forced in the 1980s by .foreign direct investment
flows, whose dynamism was superior to that of
international trade  and became a new engine of
growth, As already mentioned, trade restrictions on
imports often led to foreign direct investments on the
part of the “aggressor”. The process of transna-
tionalization has produced simultaneous tendencies
in terms of globalization and regionalism. It should
also be kept in mind that over half of the trade flows
of the US and Japan are related to foreign direct
investment, that is, they are intra-firm TNC oper-
ations.® One can conceptualize these tendencies in
terms of global strategies on the part of the TNCS, on
the one hand, and regional supply or sales networks,
on the other. System tension or conflict has also
arisen due to the changes takmg place in terms of
global FDI flows.

During the 1980s, the principal developments in
terms of foreign direct investments included the fol-
lowing (CTC, 19914, p. 2):

—

The stock of world foreign direct investment
trebled to US$1 500 billion, compared with
US$500 billion in 1980.

The European Economic Community became
the most important source of foreign investment
flows: US$39 billion annually during 1985-
1989. :

The US became the most important host
country for foreign investment: US$329 bil-
lion in 1988.

The foreign investment of Japan increased six-
fold to US$111 billion.

About 80% of world foreign investment is con-
centrated in the US, the EEC and Japan.

Dennis Encarnation argues that Japanese companies
dominate bilateral trade. both ways between the US and Japan.
The high level of Japanese TNC intra-firm trade and the relative-
ly low level of US FDI in Japan are the principal causes of the
persistent trade surplus in Japan’s favour (Encarnation, 1992).

These characteristics of the foreign investment
situation gave rise to the concept of the Triad,
which was first used to convey the sense of con-

“centration (67%) of world trade in the US, EEC and

Japan (Ohmae, 1985) and is now found to be even
more applicable to the concentration (80%) of the
outward stocks of world foreign investment in
those countries.

According to the United Nations Centre on
Transnational Corporations (CTC, 1991b), there is a
movement toward parity within the Triad. In the
early 1980s, it would have been difficult to charac-
terize the United States, the EEC and Japan as for-
ming a Triad which dominated global foreign direct
investment stocks and flows; the role of Japan was
then relatively small, and the EEC was too frag-
mented, more a collection of 12 countries than an
integrated regional economy. At that time, the United
States was alone the single most important source
and host country for foreign direct investment in the
world economy. By the end of the 1980s, however, a
Triad had indeed emerged, at least in terms of flow
data. Behind this emergence of a tri-polar structure
were the rapid growth of outward investment from
Japan and the integration of the EEC, so that the latter
now may properly be considered a single Triad mem-
ber.. While in 1990 the United States and the EEC
were still jointly the most important Triad members,
if current trends continue the EEC could eventually
surpass the importance of the United States as the
most important source and host region and Japan
could, within the next decade, surpass the importance
of the United States as a source country, likewise in
terms of stock.

From a strategy point of view, the convergence
of intra-Triad foreign direct investment relationships
points to the growing importance attached to the
Triad by TNcs. This strategy, often referred to as
“globalization”, means that TNCs are increasingly
considering their non-domestic Triad activities to be
as important as their home-country operations. The
recent strategy of Japanese TNCs to become “regional
insiders” in -each leg of the Triad is motivated by
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reasons of both efficiency (country specialization and

regional economies of scale) and policy (extra-re-
gional tariff and non-tariff bartiers). If this strategy,
which can be summarized as an obsession with mat-
kets rather than profits, 7 proves successful, then the
question arises as to whether EEC and US TNCs, in
order to ensure competitive survival, will not also
have to adopt a three-legged strategy, to cover each
member of the Triad. The incentive to do so will be
all the greater if regional trade blocs are strengthened
in Europe, North America and Asia so that achieving
“insider” status would be an important competitive
advantage for gaining access to those markets.

In the context of such a scenario, the low level of
investment by other countries in Japan stands out as
a siriking imbalance. This situation might eventually
lead to increased pressures on Japan to open its econ-
omy to more foreign investment from the other two
Triad members. It would also be likely that the EEC
and, in particular, the United States, would respond
to this potential competitive threat to their TNCs by
utilizing strategic trade and foreign-direct-investment
policy tools, in an attempt to attain a “level playing
field” for their bilateral foreign-direct-investment
relationships with- Japan (crtc, 1991a, pp. 43-44).

" The regional tendencies which have accompa-
nied the global trend refer to two distinct phenomena.
Firstly, there is the perspective within the globalizing
“one world” view that its principal components are
three in number —the US, Europe and Japan- and that
they require regional considerations. Secondly, there
is the nature of the various supplier and marketing
networks that have grown up around each Triad
member.

The importance of the regional tendency, in the
first sense, is threefold. In the first place, globalizing

7Accordlng to The Economist (1992d), Japanese pricing
reverses Western practice. It is usual in the West to specify a
product, then add up the cost of its components, including over-
heads and profit, to arrive at a selling price. Most Japanese com-
panies, however, start with 'a targel market share; they then
estimate what price will enable them fo reach that share, after
which they work backwards to push down the cost of everything
that goes into the product, until the price is met. This tends not
only to drive down costs but also (because it makes everyone
re-think his bit of the product) to speed up innovation.

TNCs must develop and implement specific strategies'
for each major Triad market with regard to product
design, marketing, distribution, supply networks, fin-
ance, trade, and foreign investment. Aside from deal-
ing with market considerations concerning distinct
consumer tastes and with differing Triad regulations
on essentially technical topics such as product safety,
entry-level or expanding non-resident TNCs must deal
with potentially conflictive relations with host gov-
ernment rules on finance, trade and foreign invest-
ment.8 As Agosin and Tussie have noted, hitherto
unnoticed differences in institutional practices and
relatively small shifts in relative competitiveness can
have significant effects on international trade and in-
vestment flows. In an era of man-made comparative
advantages, locational competition between couniries
or regions has emerged as a new and increasingly
more contentious form of competition (Agosin and

- Tussie, 1992, p. 11). -

In the second place, the high technology indus-
tries which have become the focus of international
competition are not evenly distributed across the
Triad or the globe, This means that, in an interna-
tional context of increased competition within the
private sector, governments- inevitably attempt 1o
“boost” their national or regional champions and
make life difficult for their competitors.® These
measures can range from wholesale government-
assisted “targeting” of other Triad markets (as the
Japanese Ministry of International Trade and Industry
has done) to simpler government-assisted research
and development programmes in specific areas (such
as the European Strategic Programme for Research in
Information Technology —ESPRIT, or the US initiative
for semiconductor technology— SEMATECH). Thus, at
the indusiry level the business/government interface
is an important element in intra-Triad relations.

BSee, for example, CTC/UNCTAD, 1991. For an innovative
treatment of investment-related trade measures, see CTC, 1992,
Part 111, chapter XI.

9ﬁu:cording to an OECD publication “there has in some
cases been a noticeable convergence between the interests of
multinational enterprises and those of national governments.
The convergence is reflected in the fact that the struggle for
market shares, especially in leading-edge sectors, now tran-
scends competition between corporations, to embrace rivalry
between the different national socio-economic environments
in which enterprises operate- environments which largely
determine the economy’s competitiveness and which are
shaped to an important degree by government policies” (see
OECD, 1991, p. 8).
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In the third place, the three Triad members have
the strongest voices in defining the rules of the game
with respect to the multilateral system, whether by
way of the General Agreement on Tariffs and Trade
(GarT), the Organization for Economic Cooperation
and Development (OECD), the Bank for International
Settlements (BIS) or the United Nations system, In-
creasingly, national or‘regional policies on exchange
rates, interest rates, import protection, competition,
external financing, etc. have tended to converge to a
certain degree and have been the subject of periodic
discussions by the Group of Seven industrialized
ocountries (US, Canada, Germany, France, UK, Italy
and Japan). Policy changes by Triad members in
these areas could be very distuptive for the existing
international macroeconomic situation, as witness

the decline of the dollar versus the Deutschmark
and the Yen since 1985.

-The relevance of the regional tendency within
the Triad is that it highlights the importance and
differential nature of the TNC/government interface
at different levels: the corporation, the industry
and the country or bloc. That assists in identifying
the areas of possible system conflict within the
Triad. One major source of possible conflict would
be differing US and Japanese sensibilities regard-
ing FDI. For example, the Japanese keiretsu system
essentially keeps outside TNCs from operating suc-
cessfully in the Japanese market, while Japanese
TNCs are seen to be gobbling up US competitors in
the United States through takeovers and mergers
(Julius, 1991, p. 13). '

Final considerations

It is worth briefly analysing at this point the new na-
ture of international competitiveness. A good begin-
ning would be to rely less on classical trade-centered
theories on comparative advantages of nations ac-
cording to simple factor endowments and give more
weight to the analysis of the new situation from the
point of view of the competitive advantage of firms,
emphasizing the importance of research and develop-
ment, innovation and technology (Agosin and Tussie,
1992; Teece (ed.), 1987). 1°

The new situation is most clearly manifest in
two separate and distinct areas. First, in strategic and
technologically-sophisticated “leading edge” indus-
tries, such as microelectronics, biotechnology, new
materials, robots/machine tools, computers/software,
telecommunications, etc., competitive advantage is
for the most part created by way of huge research and
development investments and strategic alliances
among advanced-technology TNCs. Siemens is a
good example here, as figure 4 suggests.

Second, for the mature scale-based mass-produc-
tion industries presently undergoing restructuring,
such as automobiles, consumer electronics, textiles,

1% See The Economist, 1992a, pp. 17-20.

iron and steel, etc., competitive advantage is in large
part acquired, through a mixture of technological ad-
vance and organizational innovation. A UNCTC publi-
cation on this subject maintains that the new
best-practice manufacturing system has three broad
dimensions. The first is technological and relates to
the use of flexible, integrated automation techno-
logies in all aspects of a firm’s activities. The second
dimension is the incorporation of new management
forms and production organization within firms, to
permit the attainment of the standards of quality and
flexibility now demanded by the marketplace. The
third dimension encompasses a new set of relations
between firms and their suppliers, based on cooper-
ation and trust and reflecting a sharp break with the
adversarial relations of the past. As the broad outlines
and principal features of the new system are now
becoming clear, it is likely that they will fundamen-
tally influence international competition and econ-
omic development in the coming decades (CTC, 1990,
pp. 2 and 9)..

This new international competitiveness is also
manifest in the increasingly footloose nature of
international production by “global” Tncs ! and

i See, for example, _Formnc,»wglc‘, ot Business Week,
1990.
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Figure 4

SIEMENS A.G. AND ITS MAIN INTERNATIONAL COOPERATION
AGREEMENTS IN THE PERIOD 1984-1987

- TELECOMMUNICATIONS

Ericsson (Sweden)
Toshiba (Japan)
Philips (Netherlands)
Intel (USA)

Corning Glass (USA)
GTE (USA)

Xerox (USA)
Cit-Alcatel (Franee)

KTM (UK)

*® & & * & & 5 5 @

SEMICONDUCTORS

¢ ¢ & & & o s @

Western Digital (USA)
Philips (Netherlands)
Fuji (Japan) -

General Electric (USA)
Toshiba (Japan) _
Thompson (France) .
General Electric (UK)
Philips/Plessey (UK)

ROBOTICS

* ' Fujitsu (Japan)

NEW MATERIALS

* Corning Glass

(USA)

COMPUTERS AND SOFTWARE

* e & @

Microsoft (USA)
Fujitsu (Japan)

World Logic Systems (USA)
Philips/Bull (UK)

Source: United Nations Centre on Transnational Corporations (CTC), on the basis of annual reports of the firms
and other publicly available information. The information includes joint ventures in the area of research
and development and granting of licenses and subcontracting in the area of production (quoted in CTC,

1989),




A NEW INTERNATIONAL INDUSTRIAL ORDER / M. Mortimore

57

the growing role of foreign direct investiment -

(Cantwell and Dunning, 1991). A Group of Thirty
report suggests that foreign direct investment now
possesses the same potential for increasing growth

andefficiency asthat displayed by internationial trade

in the 1950s and 1960s (Julius, 1991, p. 22). The
increase in outsourcing by TNCS also reflects the
global streamhmng and/or specialization under-
taken by internationally-competitive transnationals
(The Economist, 1988, pp. 81-82, and 1991a,
pp. 57-58).

In terms of the compctltlve advantage of na-
tions, Porter points out that it is necessary to con-
centrate on specific competitive industries and
industrial segments, that the only meaningful
measure is productivity and that, when all is said
and done, a nation’s competitiveness depends on the
capacity of its industry to innovate and upgrade
(Porter, 1990a, pp. 73 and 84-85). Ergas, for his part,.
identifies three principal sets of factors which help
explain the differing pace of innovation among
countries: i) those that affect the inputs into inno-
vation, such as the quality of a couniry’s scientific
base, the presence of resedrch institutions and,
above all, its educational . level; ii) those that in-
fluence demand, such as receptive and sophisticated
customers calling for constant innovation; and
iii) an industrial structure that combines oppor-

tunities for intense competition w1th some mechan- |

ism to enable firms to share the financing and
diffusion’ of scientific research (The Economist,
1992b, p. 21). Fajnzylber suggested that seven rele-
vant indicators of international competitiveness,
dealing mainly with exports of manufactures,
growth of productiyity and research and develop-
ment expenditures, demonstrated that a comparison
of Japan, Germany and the US left Japan in first
place, Germany second, and the US in third place
(Fajnzylber, 1988, pp. 11-12). That seems to adequ-
ately reflect most opinions on the subject. It also
indicates the central source of system friction.

In summary, available statistics and other infor-
mation on foreign trade and investment suggest that

discernible trends in terms of globalization, specializ-
ation and regionalism are creating a new intema-
tional context for competition. A one world/three
poles perspective has helped promote convergence in
respect of certain fundamental principles of interna-
tional relations; however, that tendency has also been
accompanied by one of increased system tension or
friction, due to the fact that international competition
for the first time is increasingly charactetized by a
head-on struggle by firms in the same industries for
the same main markets, rather than a search for mar-
ket niches. In essence, a thousand or so dominant
TNCs are disputing half a dozen technologically-
sophisticated industries, together with another half
dozen which are undergoing active restructuring, and
are focussed on the US, European and Japanese mar-
kets. The situation of the principal actors is not the
same, however. The Japanese and German examples

~ of cooperative managerial capitalism seem to be

gaining the upper hand in the international competi-
tion-with US competitive managerial capitalism, and
the competitive edge of Japanese and German indus--
trialization is obliging US industry to react, that is, to
restructure, in order to remain competitive. This is a
situation qualifatively distinct from the industrial re-
structuring that took place in Western Europe in the
1950s and apparently is likely to take place.in East-
ern Europe during the 1990s. The situation is compli-
cated, and the result has been system friction among
the dominant countries.

This is the outline of the new international in-
dustrial order. In the context of a broad consensus on
the central features of the contemporary political
economy, increased competition among the domi-
nant . transnational - corporations operating in the
more dynamic industries is generating friction and
conflict among the governments of the principal in-
dustrial countries. It is not at all clear whether these
governments possess the capacity, the will or the
foresight to deal actively with the sitvation, or
whether it will be left to the market and “business”
to settle the matter.
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The macroeconomic policies implemented during the
second half of the 1980s and early 1990s to promote
economic stabilization and foster changes in the region’s
production patterns have, in combination with the
external debt renegotiation process, helped create
favourable conditions for foreign investment from ail
sources —including Europe— in a growing number of Latin
American countries. However, although the liberalization
and deregulation initiatives that have accompanied these
policies have opened up opportunities for foreign
investment, European firms —whether already established
in the region or planning to enter it~ will have to make
some adjustments if they are to make a genuine
contribution to the enhancement of Latin America’s
international competitiveness. These microeconomic
adjustments, which have already been accomplished in
some cases but are only beginning in others, will help
focus national and entrepreneurial strategies on forging a
diversified position —in terms of both trade and
investment— for the Latin American countries in the
world economy.

The above factors constitute the backdrop for this
essay, which starts out with an anaIysis of some
important traits of foreign investment in Latin America in
general. It then goes on to assess the trends observed in
European ‘investment, in particular. In so doing, the
author examines the effects of macroeconomic equilibria
and debt-equity swaps, European firms’ contribution to
exports of manufactures, the function of sectoral policies,
the role of European investment in services, and its

- presence in privatized companies within that sector.

* The author is an Economic Affairs Officer aftached to the
Office of the Executive Secretary of ECLAC,

I

Adjustment and foreign
“investment in
Latin America'

An examination of foreign investment as a compo-
nent of total investment in each Latin American
country brings to light the difficulties which these
countries have in attaining satisfactory levels of
investment within the framework of their structural
adjustment programmes (Corbo and Rojas, 1991;
Fuentes, 1991b). The familiar problem of uncer-
tain expectations (Keynes, 1936, chapter 12;
Asimakopulos, 1991, pp. 73-76) has had. a major
impact in this respect (Dornbusch, 1990). Against
this backdrop, debt-equity swaps and privatiza-
tions may be regarded as subsidization mechan-
isms which help to trigger a flow of foreign
investment in the face of what has been referred
to as the “benevolent dictatorship of the status
quo” (Dixit, 1992) -a status quo engendered by the
postponement of investment decisions in situ-
ations where the level of risk (volatile yields) and
discount rates are such that returns have to be
above “normal” in order for investments to be
undertaken at all. '

In view of the investment opportunities cre-
ated by the investment process itself (Scott, 1992),
an increase in foreign investment may lead to an
increase in total (domestic and foreign) invest-
ment. However, given the close ties which often
exist among transnational corporations and be-
tween them and transnational banks, it may be sup-
posed that foreign firms are better able to make use
of swaps and privatization mechanisms, as well as
of other investment opportunities, in cases where

" This essay could not have been completed without
the valuable assistance of staff members of the Joint
ECLAC/CTC Unit on Transnational Corporations. The author
is especially grateful for having been given access to the in-
formation and analyses contained in research papers currently
being prepared by Michael Mortimore, Alvaro Calderdn
and Ricardo Bielschowsky. Most of the information
presented here on European investment stock and flows, in
patticular, has been drawn from the study being conducted
by A. Calderén.
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access to financing (in addition to technology) con-
stitutes a major entry barrier. 2

In any event, as in the case of total investment
(ECLAC, 1990a, page 36), Latin America’s “lost
decade” was a time when it lost ground in respect
of foreign investment as well. Whereas between
1980 and 1984 the region received 12% of the
foreign direct investment (hereafter referred to as
FDI) made by the world economy as a whole, the
figure dropped to 7% between 1985 and 1987 and to
6% between 1988 and 1989 (cTC, 1991, page 4). As
shown in figure 1, direct investment in the region as
a whole was stagnant between 1983 and 1986 in
nominal terms, which means that it declined in real
terms. Portfolio investment not only diminished but
actually turned into a negative flow.

It was not until 1986 that foreign (both direct
and portfolio) investment began to recover, with
debt-equity swaps and the success of the stabilization
and adjustment process in some countries serving as
the engines for this recovery. Thus, in countries
where macroeconomic imbalances were less severe
during the first half of the 1980s (e.g., Brazil and
Colombia), the amount of incoming direct invest-
ment during those years was greater, while in coun-
tries suffering from more severe imbalances (such as
Mexico, Chile and Argentina), it was less (see figure
2, based on table 1).

During the second half of the 1980s first Chile
and then Mexico managed to consolidate their sta-
bilization processes. These countries, along with
Argentina and Brazil, also engaged in a large number
of debt-equity swaps while at the same time making
an effort, in most cases, to liberalize the conditions
pertaining to incoming foreign investment. However,
whereas Chile’s and Mexico’s intensive use of debt
swaps triggered a heavy inward flow of direct

2 This underscores the need to give more favourable treat-
ment to national firms and to undertake public investments that
will strengthen the systemic foundations for their competitive-
ness in order to promote domestic investment (ECLAC, 1990a).
Such treatment should be given, above all, to medium-scale
and small firms through the establishment of institutional mech-
anisms to increase their access to financing (ECLAC, 1992a,
chapter VII).

Figure 1

LATIN AMERICA: FOREIGN INVESTMENT,
1983-1990

(Billions of dollars)

| | ) | 1
1983 1984 1985 1986 1987 1988 1989 1990

Source: International Monetary Fund (IMF), Balance of Payments
Statistics (several issues), New York,

investment which —thanks to the consolidation of the
stabilization process in these countries and their
determined adjustment efforts— then held its own and
actually increased substantially during the ensuing
years, the absence of a solidly-based stabilization
process in Brazil prevented the sustained growth of
foreign investment.3 In contrast, although Mexico
and Chile stopped participating in debt swaps to-
wards the close of the 1980s, foreign investment has
continued to rise anyway. 4

Argentina 5 and Venezuela, 6 on the other hand,
continued to engage in swaps and started to privatize
State enterprises as well, which served as another
vehicle for foreign investment. Smaller countries
made less use of debt-swap mechanisms, and the
growth of FDI and of exports in these countries
therefore depended more on the advaniages which

*In Brazil, debt swaps were carried out during the 1980s.
Whereas such operations represented 27% of total FDI in 1982-
1985, they accounted for 61% in 1986-1989. In Mexico this
stage was shorter; most swap activity was concentrated between
1986 and 1990, and new applications were not processed after
1988. In 1987 and 1988, swaps accounted for 71% of FDI, but in
1989 and 1990, the figure was only 8% (Source: IMF, Balance of
Payments Statistics (various Issues)).

* This suggests that some of the swap-related foreign in-
vestment seen in these couniries might have taken place even
without this subsidy.



EUROPEAN INVESTMENT IN LATIN AMERICA: AN OVERVIEW / J. A. Fuentes K. 63

Figure 2
LATIN AMERICA: FOREIGN DIRECT
INVESTMENT, 1981-199)

(Percentage of cumulative investment
in each period)
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Source: International Monetary Fund (IMF), Balance of Payments
Statistics (several issues), New York.

normally attract foreign investment to any given
country, such as the supply of natural resources, inex-
pensive manpower, and preferential access to the
United States market (Buitelaar and Fuentes, 1991),
although it was usually contingent upon the prior im-
plementation of a stabilization programme.

The significant increase in net capital inflows (to
around US$36 billion) observed in 1991 (ECLAC,
1991b) probably marked the end of the downward
trend in Latin America’s share of the world’s total
foreign investment. There are a number of reasons

%In 1986 the mechanism set up by the Central Bank in its
Directive A-532 of September 1984, which paved the way for an
exchange subsidy and covered US$219.5 million of FDI during
that year, probably had a major impact in this regard. In 1988 and
1989, a decisive factor seems to have been the mechanism set in
motict by Directive A-1109 of 27 October 1987 (a discount on the
public external debt along with a commitment to contribute 30%
in the form of own resources) covering US$1.039 billion in di-
rect investment, at least one fourth of which was domestic in-
vestment. In addition, directive A-1194 of May 1988 (for Central
Bank loans and rediscounts) permitted the conversion of US$488
million of debt, at an average discount of 66%, into direct in-
vestment, and another US$40 million in FDI was generated
through the programme established by Directive A-1056 of July
1987, which was implemented during the second half of 1988.
(Source: Joint ECLAC/CTC Unit on Transnational Corporations.)

6Swaps accounted for 86% of inward FDI in 1989; in
1990, the figure was 67%. (Source: Central Bank of Venezuela.)

Table 1

LATIN AMERICA: * FOREIGN DIRECT
INVESTMENT FLOWS, 1981-19%0

(Millions of dollars)
Countries 1981-1985 1986-1990
Argentina 12397 4 766.0
Bolivia 97.6 58.6
Brazil® 8 720.1 6255.0°
Colombia 2716.5 2273.0°
Costa Rica 260.3 475.8
Chile ¢ 881.4 1154.0
Ecuador 238.0 387.0
El Salvador? 47.9 73.8¢
Guatemala 299.1 624.9¢
Honduras * 7.7 153.0¢
Mexico 4 518.2 13 033.0
Dominican Republic 209.0 487.9
Panama 144.7 -59.4
Paraguay 63.9 106.1
Pern 80.5 173.0
Venezuela 515.3 790.0
Total 20 109.9 30751.7°

Source: International Monetary Fund (IMF), Balance of Payments
Statistics (several issues), New York.
* Uruguay is not included owing to lack of data for a number of the
relevant years.
® The figure shown for the period 1986-1990 includes oaly an esti-
mate of FpI for 1990,
“Does not include debt-equity swaps valued at US$3.161 billion
during the period 1985-1989.
4Does not include data for 1990; the figures for these three
countries and the total for the period 1986-1990 are therefore
underestimates.
for this, including short-term or cyclical factors, such
as portfolio investment’s response to the prevailing
interest rate spreads and the attractiveness of the
undervalued shares being traded on Latin American
stock exchanges. Above and beyond these cyclical
reasons, howevert, it is feared that, in the absence of
economic stabilization, countries have found it
necessary to provide large subsidies via debt swaps
or low-priced privatizations in otder to attract foreign
investment that they would otherwise not receive.
There are other factors, however, unrelated to
subsidies or short-term considerations, such as well-
established stabilization processes, external debt re-
negotiations and the institution of a clearly-defined
development strategy, that undoubtedly help to
foster more lasting expectations of a sort that will
encourage economic agents to invest in the region.
The resumption of growth and of a net positive flow
of resources, in particular, could well have a decisive
influence on European direct investment in the
region (Pio, 1990).
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I1

European direct investment and how the crisis
has influenced it’

In view of the gradual emergence and increasing
importance of a triad composed of the United States,
Western Europe (or the European Community) and
Japan -which was the source of around 80% of the
world’s total stock of FDI in the late 1980s— it is
worth undertaking a fairly detailed analysis of the
geographic origins of these capital flows (CTC, 1991).
In 1990, Europe provided 10% less direct investment
in Latin America than the United States did, but six
times as much as Japan, and the situation had been
much the same throughout the preceding decade
(sce table 2).

During the 1980s Germany generally maintained
its position as the largest European source of invest-
ment in Latin America, accounting for about a quar-
ter of total European investment in the region (see
figure 3). While the smaller countries and those with
a shorter history of foreign investment —particularly
Switzerland and, to a lesser extent, Sweden— adopted
what might be described as a more “reserved” atti-
tude towards crisis-shaken Latin America (see table 3
and figure 3), both the United Kingdom and France
increased their share of total European investment. A
major reason for this, in both cases; was these coun-
tries’ intensive use of mechanisms for converting ex-
ternal debt paper into direct investments. These swap
mechanisms enabled them to transform a high-risk
asset whose returns were uncertain into a lower-risk,
higher-yield asset (Ffrench-Davis, 1989).

As a result of the above factors, during the latter
half of the 1980s the level of European direct invest-
ment came to depend upon the extent of European
banks’ exposure in the region and reflected the avai-
lability of debt paper in the countries where Euro-
pean firms were located. Thus, the United Kingdom,
whose creditor banks were most heavily involved in
Chile and Mexico, became the largest European in-
vestor in these countries during the penod in question
(see table 4).

) 7 The figures cited in this section should be regarded as no
more than very rough estimates, since they are based on country
sources which use differing definitions of FDI.

Table 2

LATIN AME:RICA: BREAKDOWN OF FDI
STOCK, BY GEOGRAPHIC ORIGIN,

1980-1996°

(Percentages)
Origin © 1980 1985 1989/1990
Western Europe 387 355 636.4
United States 43.5 46.1 45.9
Japan 6.3 6.4 6.0
Other 11.5 12.0 117
Total 100.0 1000 °  100.0

Source: Joint ECLAC/CTC Unit on Transnational Corporations.

® The data shown are estimates based on information for Argentina
(figures for 1989 are used in the place of data for 1990), Bolivia,
Brazil, Colombia, Chile (1979 figures take the place of 1980 data),
El Salvador, Guatemala (does not include 1990), Honduras (does
not include 1980 or 1985), Mexico (1989 is used instead of 19%0),
Paraguay (does not include 1980), Peru, Dominican Republic
{does notinclude 1980 or 1985y and Venezuela.

Figure 3

LATIN AMERICA: EUROPEAN DIRECT
INVESTMENT, BY SOURCE,
1980 AND 1989/1990

(As percentages of stock of European FDI)
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Source: Joint ECLAC/CTC Unit on Transnational Corporations.
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Table 3
LATIN AMERICA: EUROPEAN INVESTMENT, BY SOURCE, 1930 AND 1989/1990

(Percentages)
Countries Germany Italy Switzerland France United Kingdom Other”
Argentina
1980 12.4 16.6 16.6 13.2 10.3 30.9
1989 14.6 17.6 17.3 14.5 8.7 27.3
Bolivia
1980 48.1 2.9 1.5 28.2 2.2 17.1
1990 50.9 2.2 5.0 19.6 1.9 20.4
Brazil v
1980 29.6 58 214 8.5 13.5 21.2
1990 304 71 175 10.5 14.7 19.8
Colombia e
1980 11.8 1.5 38.0 10.4 14.2 241
1990 11.6 0.5 289 8.7 22.0 28.3
Chile
1980 7.9 6.4 22.5 10.9 28.9 234
1990 5.1 0.6 6.2 9.6 29.1 494
Mezxico '
1980 34.6 13 242 52 13.0 -
1989 24.7 0.7 17.7 11.3 26.6 -
Peru
1980 6.6 3.4 30.5 9.8 153 41.0
1990 8.5 7.0 30.5 6.4 14.8 3238
Venezuela
1980 2.5 35 324 9.0 213 313
1990 7.2 7.9 235 142 20.7 26.5

Source: Estimates based on information derived from national statistics by the Joint ECLAC/CTC Unit on Transnational Corporations.
#Includes the rest of the European countries (Netherlands, Sweden, Spain, Finland, etc.).

Brazil provides an especially good example of
this phenomenon during the second half of the 1980s.
France was the chief European user of swap mechan-
isms in Brazil because that was the country in which
its banks’ exposure was the greatest. The second hea-
viest user was the United Kingdom —Brazil’s main
European creditor. The fact that Germany, on the
other hand, made only limited use of such mechan-
isms —despite its position as the largest European in-
vestor in Brazil and in the region— was in keeping
with its banks’ more limited exposure in Latin
America. It is true that German law imposed some
restrictions in this regard, but there also seems to
have been less pressure to change those laws than
there was in other creditor countries (CTC, 1992a).
Figure 4 shows how the trend of British investment
in Brazil, which was largely based on the use of swap
mechanisms, compares with that of Germany, whose
dependence upon these mechanisms was much less
pronounced.

Figure 4

BRAZIL: EUROPEAN DIRECT
INVESTMENT, 1982-1990°

(Millions of dollars)

Gemany "\
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Source: Joint ECLAC/CTC Unit on Transnational Corpora-

tions.
* Annual flows,



66

CEPAL REVIEW No. 48 / December 1992

Table 4

LATIN AMERICA (FOUR COUNTRIES): SHARE OF EUROPEAN FDI
IN TOTAL DEBT-FDI SWAPS

(Cumulative data for 1985-1989 and percentages)

Argentina Brazil Chile Mexico
Source
% % %

Eurape 44 40 34 32

United Kingdom 2 (16) 6 (17 14 (15) 14 an
Germany 2 )] 2 @) 1 3 6 )
France 5 (6) 11 (12) 4 (B)] 3 (6)
Spain 7 1 7 3

Switzerland 8 4 6 3) 5 2) 2 2
Italy 1 4 2 ¢} 2 ¢y 0 )
Benelux 6 4 0 2

Other 3 8 1 2

Rest of world 56 60 66 68

Total 100 (100) 100 (100) 100 (100) 100 (100)

Source: Estimates based on figures supplied by the Joint ECLAC/CTC Unit on Transnational Corporations.

Note: The bracketed figures refer to the percentage of each Latin American country’s total commercial bank debt with the banks of
each European country. The data (for 1987) correspond to commercial bank debt in the United Kingdom, Germany and France, and
to Swiss and Italian commercial banks. (Source: World Debt Tables 1989-90, vol. 2, Washington, D.C., 1989; and World Bank, Fin-
ancial Flows to Developing Countries. Current Developments, Quarterly Review, Washington, D.C., December 1991.)

In line with various European couniries’ pre-
existing patterns of direct investment, European FDI
was more heavily concentrated in the manufacturing
sector than was FDI from other regions during the
period in question (1980-1991), In fact, a negative
correlation has been observed between German
investment in developing countries and its natural-
resource imports (Juhl, 1979). Furthermore, the
United Kingdom’s oldest investments in Latin
America tend to be concentraied in public services
and to be associated with a subsequent disinvestment,
although in some countries (including Brazil), it
has retained its interest in the British-Netherlands
oil company, Shell (Abreu, 1988). Even Swedish
firms, which hail from a heavily natural resource-
based manufacturing sector, have invested in Latin
American electronics, metal products and machinery,
and chemicals rather than in its mining sector
(Blomstrom, Giorgi, Tansini and Zejan, 1987; Garcia,
1989).

Thus, during the 1980s Luropean direct invest-
ment’s share of total investment, when measured
on a couniry-by-country basis, either held steady

(Argentina and Brazil) or increased (Mexico and
Venezuela) in those countries where the lion’s share
of FDI had been concentrated in the manufacturing
sector in the past (see tables 5 and 9). In countries
where there was a larger and growing percentage of
total FDI in the mining sector (¢.g,, Chile, Colombia
and Bolivia), European direct investment was con-
cenirated in the secondary sector and —increasingly—
in the services sector; & it did not, however, attain the
same degree of dynamism as displayed by the rest of
FDI in these countries’ primary sectors, and therefore
lost ground in these cases. This is why European di-
rect investment continues to be concentrated in the
countries that have the largest manufacturing sectors,

1tis significant that the percentage of total European di-
rect investment in the primary sectors of Chile and Peru (about
10% in both countries at the start of the 1990s) is much smaller
than the percentage of total foreign direct investment in this sec-
tor (35% in Peru and 51% in Chile). (Source: Joint ECLAC/CTC
Unit on Transnational Corporations.)
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The distribution of European direct investment Table 5
among the countries of the region has also changed
according to the speed of each country’s growth,
thereby corroborating the positive correlation be-

SHARE OF EUROPEAN FDI IN TOTAL
STOCK OF FDI IN EACH

tween growth and European investment or, in other COUNTRY

words, the latter’s procyclical character. While Brazil (Percentages)

remained the main destination for European direct

investment, receiving over half the total stock of FDI, Countries® 1980 1985 1989/90
Mexico nudged Argentina out of second place as Ar- -

i . Argentina 52.8 48.9 48.0
gentina’s share shrank from 20% in 1980 to around Bolivia 137 116 103
10% in 1989-1990 while Mexico’s climbed from Brazil 473 42.0 49.6
about 14% to neatly 23%. Venezuela and Chile also Chile 40.6 32.1 17.8
increased their shares of inward European direct in- Colombia 23.7 21.6 17.1
vestment, although not as dramatically (see figure 5). El Salvador 14.2 17.8 17.5

In keeping with Europe’s tendency to channel its f)‘;‘iw ig (1} gg'ﬁ igg
FDI towards the more industrially developed coun- Venezuela 74 24.3 28.5

tries rather than towards countries that rely more
heavily on the extraction of their natural resources
(note, in table 5, the steep drop in the percentage of
Chile’s total FDI corresponding to European direct
investment), only a very slight decline was observed
in the percentage of European direct investment in
Argentina, Brazil and Mexico (the three most highly
industrialized countries in the region), which were
receiving around 90% of the total stock of European
direct investment by the close of the 1980s.? The
fact that this percentage has remained more or less Figure 5

constant can also be taken as an indication that there

have been no major changes in European investment LATIN AMERICA: TOTAL EUROPEAN
in the region, which, once established, has favoured DI;;%EK;%"&%;TEET’

the maintenance or modernization of existing plants

over the implementation of new projects. Some
studies on FDI in general appear to show that invest-

Source: Joint ECLAC/CTC Unit on Transnational Corporations.
# See footnote a of table 2.

(Percentage breakdown of stock)

ment in the manufacturing sector —especially when
directed towards a large market— tends to generate
inertial forces that perpetuate the established pattern 50 |
(Langhammer, 1991). Thus, just as the presence of

risk may lead to the postponement of investment OF,
decisions (entry), in this case it would seem that the 30
prospect of future returns on an existing investment

60| 3 1980
W 1989790

o . . 20}~
discourages disinvestment (exit) even when there is a °
possibility of present losses (Dixit, 1992). tof-
fil

gAlthough investment from other counntries also continued
to exhibit this type of concentration, it changed more than Euro-
pean investment did. The concentration of direct investment
from the (dnited States in these same three countries was re-
duced by six percentage points (from 81% to 75%) and the con-
centration of Japanese investment was five points lower

(dropping from 97% to 92%). (Source: Joint ECLAC/CTC Unit Source: Joint ECLAC/ACTC Unit on Transnational Corporations.
on Transnational Corporations.)

Mexico

Argentina
Brazil
Chile
Colombia

Peru
Venezuela
Other
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The relative lack of growth in European di-
rect investment in the region, as well as its in-
crease in the United States and within the
European Community itself, was also reflected
in a steady decrease in the percentage of the total
stock of such investment that was directed to
Latin America during the period starting in the
second half of the 1970s and ending at the close
of the 1980s (see table 6). This points up.a
relative decline in the Latin American econ-
omies’ importance to Europe, in contrast to their
growing importance for the United States, and
suggests that this situation could foreshadow a
process of inter-American integration involving
an expansion of United States investment and a
decrease in European investment. Europe’s trade
profile has also weakened, with Latin America’s
percentage of the European Community’s total
trade dropping from 6.7% in 1980 to 5.7% in
1990 (EcLAC, 1992b).

Table 6

LATIN AMERICA: SHARE OF TOTAL FDI
FROM EUROPE AND UNITED STATES,

1974-1989 :
(Percentages) ‘

Source 1974-1979  1980-1985 1986-1989
European :

Community ) 9.4 5.2 22
Germany 13.8 7.5 4.0
Spain 50.8 30.0 13.5
France 14.0 1.5 2.1
laly 17 9.9 © 68
Netherlands 85 4.1 2.1
United Kingdom 56 2.7 . 08
United States 16 196 102

Source: Ministry of Economic Affairs and Finance of Spain and
Spanish Agency for International Cooperation (AECI),
El vinculo Iberoamérica-Comunidad Eurepea, Planes,
pollticas y estrategias de desarrollo, Madrid, March 1992
(table 6, p. 14).

The adjustment of European investment in Latin America

1. Global factors

Just as in the case of exports, FDI, too, ¢an be ex-
pected to exhibit a certain degree of specificity based
on each source-country’s competitive strengths (Porter,
1990). Aside from the specific types of charac-
teristics attributable to differences in the quality and
availability of natural, human and financial resour-
ces, there is some evidence to suggest that three
“models” of entrepreneurial development are emerg-
ing {one for each of the three members of the invest-
ment triad mentioned earlier) which may be
influencing corporate processes of adjustment and in-
novation in each of the corresponding countries or re-
gions (Ostry, 1990). According to this view, when
the European model, in particular, found that com-
petition from the United States and, especially,
Japan was threatening it with possible stagnation
and recession at the start of the 1980s, its response
took the form of an aggressive technological policy
and the 1992 Single European Market (Ostry,
1990, pp. 70-72). The climate created by this un-
certain transition in Europe and the crisis in Latin

America affected the performance of European firms
having investments in the region during the 1980s.
The following analysis of the position of the main
goods-producing European companies in Latin
America will use these firms’ export performance as
an indicator of their degree of adjustment and of their
contribution to Latin America’s efforts to carve out a
place for itself within the world economy. 10

This analysis is based on information concerning
the 500 largest firms in terms of sales and the re-
gion’s 100 largest exporters, and has been sup-
plemented with data on major Argentine, Brazilian
and Mexican companies (América Economia, 1990a
and 1991b). This information provides further evi-
dence of the oligopolistic nature of European invest-
ment in the region, its concentration in Brazil, and

1A more exhaustive analysis -which would go beyond
the bounds of this article- would call for an assessment of their
contribution in terms of scarce inputs such as technology, man-
agement expertise, marketing know-how and capital, as well as
their costs (Helleiner, 1989). Within this framework, such firms’
export performance would serve as a rough indicator —within
certain limits— of their contribution to any increase in the com-
petitiveness of each host country.
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Germany’s position as the leading European source -

country. In 1989, more than half (34) of the 60 Euro-
pean firms with the largest sales were concentrated in
Brazil, and a significant number of them (18) were to
be found in Argentina, whereas only five were lo-
cated in Mexico and just three were in Chile. More-
over, one-third (21) of these companies were
German, 10 were from the United Kingdom, 8 from
Italy, 5 from Switzerland, 5 from France, 4 from
Sweden and the remainder from Spain, Finland and
the Netherlands (América Economia, 1990a).
However, although 16 of the 100 national and
foreign firms with the largest sales in Latin America
in 1989 were European affiliates and these firms ac-
counted. for nearly 14% of the total value of this
group’s sales, in 1990 there were only seven Euro-
pean affiliates among the 100 largest exporters and
those seven accounted for less than 4% of the group’s
total exports in terms of value (see table 7). In con-
trast, 22 of the 100 largest exporters were United

States subsidiaries, and these companies contributed

over 12.5% of the total value of the group’s exports
(América Economfa, 1991b).

There are three possible reasons for the Euro-
pean firms’ poorer showing in terms of exports. First
of all, as became clear when the information on FDI
was analysed at a more aggregated level, Europe’s
lack of a competitive edge in natural resources and
staple foods has been reflected in the limited nature
of its foreign investment in these sectors, which have
traditionally been export-oriented. Of the 60 main af-
filiates founded by Buropean transnationals in the re-
gion, in 1989 only one was engaged in mining and
two in drilling for oil (see table 8), while the produ-
cers of processed foods (including Nestlé) and
tobacco were primarily oriented towards supplying
the local market.

The European companies’ more limited invol-
vement in natural resource-based activities may also
be reducing their chances of forming strategic allian-
ces with large Latin American export and foreign in-
vestment firms, most of which tend to be based in
the mining and petroleum industries. Nevertheless,
the presence of at least some room for cooperation is
demonstrated by the fact that CEMEX (Cementos
Mexicanos) and CODELcO (Corporacién Nacional del
Cobre de Chile) have investments in Europe and by
the existence of what could be regarded as a
strategic alliance between PetrGleos de Venezuela
S.A. (PDVSA) and British Petroleum in connection

with the development and marketing of fluidized
coal (América Economia, 1990b and 1991a).

The second possible reason for European firms’
poorer export performance is that Mexico, where the
scale and percentage of United States investment
is greater, made more rapid progress in terms of sta-
bilization, trade liberalization and export growth
during the period 1988-1991 than did countries such
as Argentina and Brazil, where there are relatively
more European companies. Given the geographic
make-up of FDI in Mexico, more United States than
European firms would have been both stimulated and
pressured into competing and boosting their exports.

Specifically, the trade liberalization programme
launched in Mexico during the second half of the
1980s was accompanied by a drive to liberalize the
terms and conditions pertaining to incoming FDI. FDI
in the maguila, or in-bond assembly, industry had
been encouraged since 1973; in fact, at first this was
the only sectot in which 100% foreign ownership
was permitted. Then, in 1985, the authorities began
to take a more flexible attitude towards the applica-
tion of laws relating to FDI in general, and in the
following years investment was given a particularly
strong stimulus in the form of debt-equity swaps. In
1989 and 1990 authorization for 100% foreign
ownership was broadened to include a wide range of
sectors within the Mexican economy. Similar steps
were taken in other countries as well, such as Argen-
tina and Venezuela, which, along with Chile, were
the first countries to eliminate major restrictions on
the repatriation of profits and capital. _

A third possible reason for the export perfor-
mance of European companies is that they have
generally been slower than other transnational cor-
porations to set up in-bond assembly activities in
other countries or to incorporate new technologies as
a means of adapting to today’s more competitive
world —a world in which Japanese and South-East
Asian corporations increasingly hold sway (Morti-
more, 1992). Latin America’s remoteness, the ready
supply of cheap labour to be found in North Africa
and large-scale immigration probably account for the
absence of European maguila operations in the re-
gion. This sitvation stands out in sharp contrast to the
active involvement of United States and Japanese
firms in northern Mexico and to the Republic of
Korea’s recent concentration of investments in the
maquila industry in Central America, particularly
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Table 7

LATIN AMERICA: SALES AND EXPORTS OF THE LARGEST UNITED STATES
AND EUROPEAN FIRMS LOCATED IN THE REGION *

(Percentage share in sales and exports of 100 largest companies)

1989

1990

Major companies

Number of firms Sales Number of firms Exports
(%) (%)
European firms 16 7 4
United States firms 11 22 13

Source: “Ranking 500,” América Economia, N* 44, Santiago, Chile, October 1990; “Ranking 100 exportadores”. América Econo-

mia, N* 54, Santiago, Chile, September 1991,

2 Includes only those companies that were among the top 500 firms in terms of sales in 1989. The weighting of companies in each country

may vary due to exchange rale variations.

Table 8

LATIN AMERICA: SECTORAL DISTRIBUTION OF AFFILIATES OF
LARGEST COMPANIES WITH EUROPEAN CAPITAL, 1989

United Nether- Switzer- . .
Sector Germany ‘Ita]y Kingdom France lands land Sweden Spain  Finland  Total
Mining 1 1
Tobacco and food 2 1 3 6
Textiles 1 1
Construction 2 2
Petrolevm 2 2
Chemicals 8 1 4 1 2 16
Iron and steel 1 2 3
Heavy equipment 3 1 4
Motor vehicles 6 2 2 2 1 13
Tyres 1 1 2
Electronics 2 1 2 2 7
Telecommunications 1 1 2
Airlines 1 1
Total 21 3 10 4 2 7 4 1 3 60

Source: Calculated on the basis of “Ranking 5007, Amén'cq Economia, N 44, Santiago, Chile, October 1990.

Guatemala (Choi, 1992). As for the idea that Euro-
pean companies are slower to incorporate new tech-
nologies, if this is true, then in view of each
European country’s differing comparative advant-
ages, the impact of this characteristic can be expected
to vary from one sector to another. For example, a
technological lag would tend to be more noticeable in
the automobile and computer industrics than in the
chemical industry.

In short, the combined effect of lower European
investment in natural resources; certain Latin Ameri-
can countries’ more rapid progress in terms of stabili-
zation, liberalization and export promotion; and,
possibly, slower technological rationalization and ad-
justment on the part of European firms has been re-
flected in a smaller percentage of large companies (in
terms of sales) which have at the same time figured
among the largest exporters, in the cases of Brazil
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and Argentina, and, inversely, a larger percentage of
firms among the major exporters in countries such as
Mexico, Colombia and Chile. Thus, whereas only
seven of the 500 largest corporations of Latin Ameri-
ca (in terms of sales) in 1989 were in Mexico, this
country had 13 of the region’s 100 largest exporters
in 1990. The corresponding figures for Colombia are
2 and 8, respectively, and for Chile, 2 and 5. And of
Mexico’s 13 major exporters, only two were Euro-
pean (Volkswagen and Renault), while Colombia and
Chile had only one each (Shell and Rfo Tinto Zinc)
(América Economia, 1991b and 1990a).

2. The impact of sectoral policies

The sectoral policies adopted by some Latin Ameri-
can countries in the 1980s illustrate the inierrelation-
ship which, as the region’s integration into the world
economy increases, arises between the behaviour of
foreign investment and various policy tools, includ-
ing foreign-exchange requirements, public-sector
hiring, restrictions on the percentage of foreign
ownership, rules of origin and regulations concerning
promotion activities. These policies have been of par-
ticular importance in the chief sectoral destinations
of European direct investment, such as the auto-
mobile, chemical and electronics industries.

Brazil’s automobile industry was the first to
begin to export on-a significant scale, thanks at least
in part to a government incentive programme (Fritsch
and Franco, 1991, p. 115), but its export growth flat-
tened out in 1990 and 1991, precisely at the time that
just the opposite was occurring in Mexico. Ever since
1983 the Mexican Government had been pursuing a
programme designed to strengthen the automobile in-
dustry by ensuring its self-sufficiency in terms of
foreign exchange and reducing the number of models
produced (Peres, 1990, pp. 116-117). This reinforced
an ongoing process of investment in and rationaliza-
tion of existing factories in Mexico; at the same time,
new plants were being built which, at first, were run
by United States subsidiaries (Chrysler, Ford and
General Motors). These enterprises benefited from
their special ties to the United States market and, in
particular, from the potential for intra-firm trade,
while European (Volkswagen and Renault) and
Japanese (Nissan) corporations lagged somewhat
behind or encountered other difficulties.

By 1987, the Mexican subsidiaries of Chrysler,
Ford and General Motors were already exporting
between 44% and 61% of the motor vehicles they

produced, whereas Nissan was exporting only 18.7%
and Volkswagen only 0.1% (Peres, 1990, pp. 5-6).
Consequently, the sector’s promotion policy tended
to favour investment from the United States, which
was in a better position to meet the challenges facing
it. It is likely that the trade liberalization policy,
which was made more comprehensive in 1987-1988,
had a similar effect. The European firms’ rationaliza-
tion process did make headway, however, as was
evidenced later on by the increased exports of Volk-
swagen, which became one of the region’s 20 largest
exporters and was selling 34.3% of its output to
buyers outside Mexico by 1990 (Expansion, 1991a).
Meanwhile Renault, which had given up producing
automobiles in Mexico in 1986, concentrated on ex-
porting 100% of the motor vehicle parts it produced
there.

Thus, European firms had to adapt to a set of
rapidly changing circumstances which included
heavy investment by their main competitors, macro-
economic stabilization and trade liberalization
policies, and sectoral requirements. This suggests
that the trends observed in the automobile industry in
Mexico are probably a reflection of a process of inte-
gration with the United States; it is also quite
possible that United States investment may have
played a predominant role in promoting that integra-
tion process (CTC, 1992b, p. 42).

In Brazil, on the other hand, European subsi-
diaries were the automobile industry’s top-ranked ex-
porters in the mid-1980s. Nevertheless, United States
firms do seem to have made some inroads during the
decade, since they expanded their share of the major
companies’ exports from 25.6% in 1980 to 34% ten
years later. ! However, this all took place in the
presence of severe macroeconomic imbalances (in-
cluding an overvalued currency) which prompted a
steep drop in exports of both trucks and automobiles
despite their guaranteed access (o some e€xternal mar-
kets. For example, notwithstanding their preferential
access to a captive market (Italy), the Fiats produced
in Brazil in 1990-1991 were less competitive and the
firm’s ability to export those vehicles was therefore
reduced. In this case, it is clear that, despite
pre-existing investments, the absence of a stable
economy ultimately cancelled out any stimulus
which a sectoral policy could have generated,

" The corporations taken into consideration here are the
United States Big Three and Volkswagen, Fiat, Mercedes-Benz,
Scania and Volvo. (Calculated on the basis of data supplied by
the Joint ECLAC/CTC Unit on Transnational Corporations.)
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* Macroeconomic disequilibria and differing long-
term perspectives have also hindered the utilization
of sectoral -complementarity agreements between
Argentina and Brazil. The significant level of direct
investment from European sources in both countries
—about half of the total stock of FDI in each case—
could pave the way for both policy-led and
investment-led economic integration (CTC, 1992b,
pp. 35-36). In particular, Volkswagen’s and Ford’s
joint venture in AUTOLATINA and the subregional per-
spective adopted by Nestl€ (CtC, 1992b, p. 26) could
serve as examples of convergent sectoral policies (in
this case, involving the automobile and agribusiness
sectors) and of investment-led integration, provided
that trade and investment flows between the two
countries are truly liberalized. In addition to the
existing macroeconomic imbalances, differences
among the governments of MERCOSUR member coun-
tries with regard to regulations on and protection
from competition from non-members (especially in
relation to the automobile industry) have hampered
efforts to arrive at common solutions (Worcel, 1992).

The chemical and electronics industries, for their
part, illustrate the effects of policies that place va-
rying degrees of restrictions on FDI access. In 1989,
European enterprises played a leading role among the
major corporations in the chemicals and petrochemi-
cals sectors, particularly in Brazil and Argentina, but
not in Mexico, where FDI -especially in petrochemicals—
was restricted for strategic reasons. Even so, there
were a considerable number of Mexican firms among
the country’s main exporters, and they had a high
export coefficient (an unweighted average of 50.4%)
(Expansién, 1991a). Unlike the computer industry in
Brazil, the technology required by the petrochemicals
sector was neither overly complex nor captive, and
firms’ competitive positions depended primarily on
the supply of one natural resource: petroleum.

" In Brazil’s electronics industry, European cor-
porations turned in a better export performance than
United States or Japanese firms did, even though the
latter lead the field at the international level
{Cantwell and Dunning, 1991). This is probably due
to the fact that most of the European electronics firms
were in the telecommunications subsector (Ericsson,
Siemens and Pirelli), where, by mounting joint ven-
tures which increased their percentage of Brazilian
capital enough to meet the Brazilian Government’s
standards regarding national ownership, they were
able to win large contracts from TELEBRAS (Fritsch
and Franco, 1991, p. 93). These contracts enabled

them to generate economies of scale and, thus, to
export. 12 Faced with a partial restriction on Fp1, Eu-
ropean cotporations were rewarded for their flexi-
bility with attractive public-sector contracts. In the
computer industry, on the other hand, strict require-
ments which staked out the entire domestic market
for wholly Brazilian-owned firms limited the oper-
ational possibilities of such corporations as IBM
while, at the same time, exacting technological re-
quirements and protectionist policies limited Brazil-
ian companies” export opportunities.

Mexico’s electronics industry illustrates the
potential importance of assembly (maquila) acti-
vities, where the prospects for greater integration and
for endogenous technological development are un-
certain when foreign firms holding an absolute tech-
nological advantage team- up with weak national
companies  (Cantwell and Dunning, 1991). In this
case, European corporations have lagged somewhat
behind in terms of both their exports and their pro-
gress in making a maquila-based adjustment, where-
as the three United States corporations have had a
noticeably higher exports/sales coefficient (between
65.9% and 31.5%), as well as figuring among the 500
largest companies of Latin America and among
Mexico’s principal exporters. In contrast, the only
European corporation that has been ranked in both of
these groups has had a much lower coefficient
(4.5%). Furthermore, three Japanese exporters of
television sets and other home electronics were also
among Mexico’s five largest maquiladoras in 1990
(Expansion, 1991c).

3. New sectoral policy directions

As the process of deregulating and promoting foreign
investment that was begun in Latin America in the
latter part of the 1980s has proceeded, the traditional
sorts of policies for regulating this type of investment
at the sectoral level have begun to decline in signi-
ficance. Two trends relating to European invest-
ment in the region are to be observed, however,
that could take on increasing importance in respect
of sectoral policy: the application of standards that
discriminate against capital from specified geo-
graphical sources -as, in fact, rules of origin may
well do- and sectoral FDI promotion.

2 The Philips corporation, for its part, was involved in the
production of home electronics and had greater flexibility and
access to imported inputs through its operations in the Manaus
customs-free zone.
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In spite of the possibility of having to make a
difficult choice between exportation and national in-

tegration (Peres, 1990, chapter 3), in the case of

Mexico’s participation in NAFTA (North American
Free Trade Agreement), 13 it is ironic that the rules of
origin are having much the same effect on Japanese
and European firms as yesteryear’s national-content
regulations did, with the difference that in this case
they are discriminatory in nature. Generally speak-
ing, they may have conflicting effects, and may give
rise to any one of three different scenarios. First,
given the need to export, the imposition of such
standards could, within certain limits, contribute to
the development of greater competitiveness, which
would be reflected both in more exports and in more
integrated and more efficient industrial sectors; 14
this would tend to occur in the more industrialized
countries. Second, they may promote the formation
of enclaves of sectors that become integrated via
intra-firm trade among foreign subsidiaries in the
relevant countries; this would tend to occur in sectors
where the technological lag separating national enter-
prises from foreign enterprises is considerable.
Third, the fact that such rules present obstacles

or entail added costs may discourage export-oriented -

FDI and thereby promote its concentration in the
larger markets. This may be of importance in the
light of the Enterprise for the Americas initiative,
under which national origin rules, when applied to
capital, would in effect discriminate against countries
where there is more non-United States FDI. Thus,
there is a risk that national origin rules could become
an increasingly restrictive and discriminatory sectoral
policy tool, when what is wanted is just the opposite
(Fuentes, 1991a). Furthermore, the growing use of

rules of origin for protectionist purposes provides a
valid argument for setting common external tariffs as
a way of reducing their impact. A danger also exists
that other investment rules may be applied in a dis-
criminatory manner, as in the case of mergers and
acquisitions (Inside US Trade, 1992); given the ab-
sence of a multilateral framework in this area, how-
ever, regional agreements may serve as the
foundation for subsequent multilateral accords (CTC,
19920, pp. 44-45).

Even the largest corporations do not really
examine the entire array of investment situations or
opportunities that exist worldwide, however, but in-
stead tend to follow in the steps of their competitors
(Bélot and Weigel, 1991, p. 53). This constitutes an
argument for the types of programmes which various
developed countries (including a number of Euro-
pean countries and the European Community) have
for promoting foreign investment. The European
Community’s programme, in particular, provides as-
sistance in the identification of sectors, countries and
firms which may be suitable sites for projects and
financing for research, investment and training
(Commission of the European Communities, 1991).
Nevertheless, the desirability of targeting promotion
efforts, the existence of economies of scale in these
activities, and the successful experiences of some
countries (e.g., Costa Rica and the Dominican
Republic) in attracting FDI to such sectors as textiles
and clectronics all point to the advisability of having
sectoral promotion programmes for specific coun-
tries while, at the same time, linking and coordinat-
ing the promotion programmes of international
agencies, developed nations and developing coun-
tries (Bélot and Weigel, 1991, pp. 56-57 and 64-65).

Services, privatization and European investment

When the manufacturing sector’s growth began to
slow to a standstill or even go into reverse in the
1980s, its relative share of FDI diminished in the vast

13 Signed by Canada, Mexico and the United States.

14This was the thrust of the investment decisions taken in
Mexico by Nissan, when it expanded its local production of
automobile parts, and by Volkswagen, when it boosted its na-
tional content from 60% to 80% (Expansién, 1991b).

majority of the region’s countries (see table 9). This
was coupled with an increase in the share of invest-
ment going to services.in the larger countries (Argen-
tina, Brazil, Peru and, especially, Mexico). In
addition to a larger amount of foreign investment in
its tourism industry, Mexico —along with Argentina,
Chile and Venezuela— received a considerable flow
of foreign investment in telecommunications as a
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Table 9

LATIN AMERICA: SECTORAL DISTRIBUTION OF TOTAL STOCK OF F DI, 1980 AND 1990

{Percentages)
Countries Primary Secondary Tertiary Total
Argentina
1980 14.9 62.8 223 100.0
1989 14.0 60.4 25.6 100.0
Bolivia ‘
1980 67.2 14.8 18.0 100.0
1990 71.4 13.2 154 100.0
Brazil
1980 3.7 74.4 21.9 100.0
19%0 29 69.3 278 100.0
Chile
1983 412 253 335 100.0
1990 50.6 19.8 29.6 100.0
Colombia
1980 6.1 70.7 229 100.0
1990 459 424 11.6 100.0
Costa Rica ’
1980 458 432 11.0 100.0
1990 518 36.4 11.8 100.0
El Salvador
1980 1.7 52.8 455 100.0
1990 1.3 54.2 44.5 100.0
Mexico
1980 5.1 775 17.4 100.0
1990 1.9 62.3 358 100.0
Panama
1980 143 503 354 100.0
1990 9.0 251 65.9 100.0
Peru
1980 438 343 219 100.0
1990 347 342 311 100.0
Venezuela
1980 1.8 61.7 293 100.0
1990 5.0 70.7 16.3 100.0

Source: Joint ECLAC/CTC Unit on Transnational Corporations.

result of the privatization of enterprises in this sector.
The expansion of FDI in these countries’ services sec-
tors is in keeping with trends worldwide, particularly
in the case of European FDI (CTC, 1991, pp. 18-20).
In the remaining countries —including Bolivia, Chile,
Colombia and Costa Rica- the concentration of FDI
in the primary sector became more pronounced, in
line with the nature of their position in the interna-
tional economy (i.e., a position based on the utiliza-
tion of the region’s natural comparative advantages).

Investors’ interest in the services sector has been
heightened in recent years by the region’s movement
in the direction of deregulation and privatization,

which has major implications in terms of competi-
tion, technological performance and discrimination.
Within services, the subsector of telecommunications
has been a favourite destination for foreign invest-
ment because the privatization process in this indus-
try has been coupled with large-scale investments in
which the level of risk is lower and the returns higher
thanks to regulatory frameworks that ensure some
degree of monopoly control (exclusive or restricted
licenses) along with high, predictable rates, while
penalties are confined to withdrawal of the license
(ECLAC, 1991a). In addition, there is the possibility of
making a profit by obtaining part of the discount at
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which external debt paper is swapped, in cases
where such instruments are involved. Yet another at-
traction is the strong possibility that the shares of
privatized companies will rise in value on both na-
tional and international stock exchanges. According-
ly, European investment in the privatization of
telecommunications enterprises has been significant
(see table 10).

These privatization processes have a number of
noteworthy characteristics, First, with the exception
of Techint, all the European firms that appear in table
10 are government-owned, which creates somewhat
of a paradox in cases of privatization. Second, as-
suming that ownership of around 20% of a com-
pany’s stock can be taken as a meaningful indicator
of controlling interest when dealing with consortia
involving a number of participants, 15 the presence of
European firms would appear to be decisive in five
of the seven cases of privatization considered. Third,
Telef6nica de Espafia’s role in these processes has
been considerable, since it has been involved in five

of the seven cases, although with no more than a.

clearly minority interest in CANTV of Venezuela.
Fourth, the segmentation of these markets has not
always stimulated competition, at least not via the
opportunity it would give to the Government to com-
pare the performances of companies in the same
sector, Argentina did manage to do this by dividing
up the market geographically, but Chile’s vettical
division of the market between local and long-
distance calls failed to ward off the danger of some
degree of monopolistic control by Telefonica de
Espafia.

Finally, the privatization of telecommunications
companies has altered their relationship with their

Ya Argentina, Telef6nica de Espaifia and Techint are part
of the Cointel group (in which Citicorp also has an interest),
which controls 60% of the stock of Telefdnica de Argentina.
Meanwhile, a local group, J. P. Morgan, France Telecom and
STET of Italy own 60% of the shares in Telecom Argentina.

In Mexico, France Telecom, together with a United States
company (Southwestern Bell), forms part of a consortium which
includes a local group and which, as a result of the privatization
process, now owns 20% of the stock.

In Venezuela, Telefénica de Espaiia is part of a consortium
which also includes two United States firms (GTE and AT&T)
and local companies and which, thanks to the privatization pro-
cess, now owns 40% of the stock.

traditional —usually European— equipment suppliers,
and increased competition in this sector is antici-
pated. In Brazil, the end of the State monopoly on
such services as data transmission, cellular tele-
phones and the instaflation of telecommunications in-
frastructure has sparked competition among a wide
array of Japanese, United States and European firms.
In Mexico, too, the possibility exists that Telmex
will discontinue the practice of purchasing most of its
equipment from Swedish and French companies and
will give more business to Japanese or United States
enterprises in the future (Business Latin America,
1991).

In view of the fact that access to financing can
constitute a significant entry barrier, there is a danger
that this factor will overshadow a company’s techno-
logical advantages in the minds of corporate deci-
sion-makers when they are weighing the pros and
cons of entering new markets. In the case of Argenti-
na (and of ENTEL in Chile), for example, the privatiz-
ation process has been associated with debt-equity
swaps. This has limited the number of offers, since
bidders have to be able to acquire a considerable
amount of debt paper; indeed, the entrepreneurial
groups whose offers were accepted had to join forces
with two banks (Morgan and Citibank) in order to
accomplish this.

Another services industry which has been in-
fluenced by deregulation and privatization is the
airlines. Apart from sas, the Scandinavian airline,
the only other European line with direct investments
in Latin American airlines as of the beginning of 1992
was the Spanish airline, Iberia. As part of a deter-
mined strategy for consolidating its presence in the
region, where it was serving 18 destinations in early
1992, Iberia acquired shares through regular com-
mercial transactions in privately-owned companies
that were not the leading airline in their respective
home countries (Austral and Ladeco) while it became
the major shareholder in others (Aerolineas Argenti-
nas and VIASA) through its participation in the privat-
ization of these concerns (see table 11). The role of
access to financing as an entry barrier was illustrated
in the Argentine case, where the privatization oper-
ation involved cash payments, installment payments
and the purchase of external debt paper; a number of
subsequent delays and complications were indeed en-
countered owing to the consortia members’ difficul-
ties in obtaining the necessary financial resources.
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Table 10

LATIN AMERICA: PARTICIPATION BY EUROPEAN CORPORATIONS IN THE
PRIVATIZATION OF TELECOMMUNICATIONS ENTERPRISES IN

FIVE COUNTRIES

Telecommunications company B .

and year of privatization uropean corporations Percentage of shares

1. Telefonica de Argentina Telefénica de Espaiia : 20
(1990) _ Techint (Italy) 6

2. Telecom Argentina France Telecom 18
(1990) STET (Italy) 18

3. Cia. de Teléfonos de Chile Telef6nica de Espaiia 43
(1986-1988)

4. ENTEL, Chile Telefénica de Espaiia 20
(1986-1988)

5. Teléfonos de México (Telmex) - France Telecom ) 5
(1990)

6. CANTV, Venezuela Telefénica de Espana 6
(1991)

7. PRTC, Puerto Rico Telef6nica de Espaiia 100

{1991: long distance service)

Source: Latin Finance, N* 36, Miami, Florida, April 1992; América Economia, N* 59, Santiago, Chile, March 1992.

Table 11

LATIN AMERICA: EUROPEAN AIRLINE INTERESTS IN

LATIN AMERICAN AIRLINES
Latin American European Percentage Sum paid *
airline airline share in capital (millions of dollars)
1. Ladeco (Chile) - Iberia 35 10.5
2. Austral (Argentina) ' Iberia 100 20
3. Lan Chile SAS 37
4. Aerolineas Argentinas Iberia 49 600
5. VIASA (Venezuela) Iberia 45 145

Source: América Economfa, N* 57, Santiago, Chile, December 1991/Janvary 1992; Joint ECLAC/CTC Unit on Transnational Corporations;
Latin Finance, N* 26, Miami, Florida, May 1991; Salomon Brothers, Private Capital Flows to Latin America, 12 February 1992,

* Estimates. Inclhude conversion of discounted debt in the case of Argentina and the total value of the operation in the cases of Aerolineas

Argentinas and of VIASA, which, in addition to Iberia, involved Crédit Suisse and First Boston in Venezuela as well as other participants

in the consortium headed by Iberia in Argentina.

Iberia’s expansion has made it one of the two
highest-profile airlines in what appears to be the be-
ginning of a concentrated regional oligopoly whose
formation raises the spectre of possible bankruptcies,
alliances or mergers among Latin American airlines

in the future. Judging from the United States’
experience with the deregulation of its airlines, this is
a sector subject to significant economies of scale and
entry barriers; these factors constitute valid grounds
for the application of a policy on competition aimed
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at regulating horizontal agreements concerning
routes and vertical links between aitlines and travel
agencies (Bradburd and Ross, 1991). Moreover, in
view of the transborder nature of the concentration
process in this case, considetation should be given to
the possibility of harmonizing or coordinating
policies on- deregulation and competition at the re-
gional level. Events such as Japan’s investment in
Costa Rica’s tourism industry and in its airline, Luf-
thansa’s conclusion of a cooperation agreement with
Aerovias de México and its investment in a major
tourism consottium in that country, and Iberia’s es-
tablishment of a regional office in the Dominican
Republic could mark the beginnings of a gradual ver-
tical integration of the airline and tourism industries
(hotels, automobile rentals, domestic transportation)
in the region, although this trend has noi yet taken
definite form.

In the case of fourism, two situations warrant
discussion. First, Mexico and Cuba appear to have
been the preferred destinations of tourism investment
in recent years; part of the reason for this in the case
of Mexico is the effect of debt-equity swaps in which
British and Spanish investors have been deeply in-
volved; Cuba, meanwhile, has seen an increase in
Spanish investment in its hotel industry. Second, the
growth of FDI in Cuba illustrates the extent to which
Latin America (including Cuba) has relaxed the laws
on foreign investment.

Foreign banking in the region has probably been
the sector of foreign investment most severely af-
fected by the external debt crisis (ECLAC, 1989), as
well as by a wave of bank nationalizations that began
in Nicaragua in 1979, continued on to Mexico in
1982 and culminated in Peru in 1989. These pro-
cesses were later reversed, but they none the less
account for the absence of large-scale foreign bank-
ing operations on a regular basis in these three coun-
tries in the early 1990s. Meanwhile, the renegotiation
of debt commitmenis with the commercial banking
system and the relaxation of certain restrictions 6
have opened up opportunities for some degree of ex-
pansion by foreign commercial banks in the rest of
the countries. ‘

1670 the case of Brazil, for example, ah increase in the
number of branch offices was authorized (see Bodin de Moraes,
1990).

At the start of the 1990s, the largest European
banks in Latin America were from France and
the United Kingdom, which were the most active
European participants in the debt-equity swaps of the
latter half of the 1980s. Table 12 ranks the largest
foreign banks in the region according to the total
amount of loans granted by their affiliates in each
Latin American country. It will be noted that the list
includes many European banks, in particular banks
from: the United Kingdom (Lloyds Bank), France
(Crédit Lyonnais), Spain (Santander), France and
Italy (Sudameris) and Germany (Deutsche Bank). As
of the early 1990s, these five banks all had large
branches in Argentina and Brazil, In addition to the
above banks, mention should be made of the
presence maintained by banks from the Netherlands
{Algemen Bank Nederland (ABN) and Nederlandsche
Middenstands Bank (NMB)) in various countries of
the region and the importance of Italian banks (Banca
N. del Lavoro, Banco di Napoli) in Argentina.

Spanish banks have also been playing a dynamic

-role in the region in the early years of this decade,

In the aftermath of the debt crisis, these banks
adopted a position which places greater emphasis on
secondary-market debt conversions than on resche-
duling, and as a result have reduced their exposure in
the region to one- sixth of its former level (América
Economia, 1989). The Spanish banking system also
increased its investments in financial services in
Mexico and turned Spain into the second-largest
source (after the United Kingdom) of investment in
financial services in Chile since 1974.17 The privat-
ization of the banking system in Mexico did not
spark an influx of foreign banks, although a Spanish
bank does hold a minority interest in one of its newly
privatized banks. Generally speaking, an intrare-
gional liberalization of financial services in Latin
America would find European banks in a particularly
good position to take advantage of their presence in
the region, although their degree of concentration
would, on the other hand, justify considering the
possibility of implementing a regionwide supervisory
policy.

~ The importance of European banks in the region
notwithstanding, United States banks have remained

" The United Kingdom was the source of 39% of the in-
vestment made in financial services between 1974 and 1991
while Spain accounted for 28% (Source: Foreign Investment
Commilttee (CIE) of Chile.,)
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Table 12
LATIN AMERICA: MAIN FOREIGN COMMERCIAL BANKS, 1989 AND 1990
1989 1990
Rank® Name Home country Rank® Name Home country
1 Citibank United States 1 Citibank United States
2 Sudameris France/Italy 2 Sudameris France/Italy
3 Lloyds® United Kingdom 3 Boston United States
4 Boston United States 4 Crédit Lyonnais France
5 Santander Spain 5 Santander Spain
6 Deutsche Bank Germany 6 Lloyds b United Kingdom
7 Chase Manhattan United States 7 Deutsche Bank Germany

Source: América Fconomia, Santiago, Chile, October 1990 and October 1991,
2The ranking shown here is a tentative one inasmuch as it is based on estimates and incomplete information for Argentina, Brazil,

Chile, Colombia, Ecuador, Mexico, Pere, Uruguay and Venezuela.

®The information for 1989 covers Lloyds’ operations in both Argentina and Brazil, whereas the mformanon for 1990 includes its
Brazilian operations only; hence its descent from third place to sixth place in the ranking.

in the lead (ECLAC, 1989), with first-ranked Citi-
bank’s exposure being double that of Sudameris, the
next largest lender. Moreover, if foreign banking
operations in each country are considered separately,
Citibank of Brazil and Citibank of Argentina turn
out to be the largest foreign banks, followed by Su-
dameris and Lloyds in Brazil and Santander in Chile

(América Economia, 1991b). Three of the five largest
foreign financial institutions in Mexico in 1988 were
European, but the overwhelming predominance of
one United States enterprise in this group was at-
tested to by the fact that the European institutions
accounted for only 15% of the total value of the five
enterprises’ operations for that year (ECLAC, 1990b).

Conclusions

There is some concern in Latin America about the
possibility of European investment being diverted to
other destinations. The causes for this concern are the
creation of the Single European Market, the reunifi-
cation of Germany, the support being provided to
Central and Eastern Europe, and the move made by
member countries of the European Fre¢ Trade Asso-
ciation (EFTA) to join the European Community.
Nevertheless, an analysis of FDI trends overall and
particularly in countries such as Mexico and Chile up
to 1991 actually points to a possible upturn and the
gradual emergence of an increasingly favourable out-
look for investment from Europe and the rest of the
world in Latin America.

From a schematic viewpoint, this trend’s point of
departure is a stage marked by the subsidization of

FDI via debt-equity swaps. In this case, the subsidy
incorporated into such swaps tends to offset the per-
ception of crisis-generated risk and can help to trig-
ger a flow of FDI, especially from countries whose
commercial banks are heavily exposed in the Latin
American nation participating in the swap. Such DI
source-countries are atfracted by the prospect of
converting a low-yield, high-risk asset (debt paper)
into a lower-risk and potentially higher-yield one
(direct investment).

There will, of course, be less of a need to resort
to such a subsidy in order to attract foreign invest-
ment as the region stabilizes its economies and
consolidates its advances through fiscal reforms
and successful external debt renegotiations, since
this will make other investment opportunities more
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attractive. For example, if share prices climb on the
stock exchange in response to expectations of future
growth, this will encourage inflows of foreign port-
folio investment. Privatizations also help to attract
portfolio investment and additional direct invest-
ment, not only because of the returns they themselves
offer but also because of the signals which they send
out regarding the relevant country’s development
strategy.

It is possible that special treatment for domestic
investment could also help to spur this type of invest-
ment, and both domestic and foreign investment
could help open up other new investment oppor-
tunities. In any event, if a new, clearly-defined devel-
opment strategy is seen to have taken hold,
longer-term expectations of a sort conducive to
foreign investment (particularly in new, longer lead-
time direct investment projects) could be generated.
As expectations continue to brighten, the region’s
economic integration —whether at the hemispheric,
subregional or bilateral level- could further reinforce
movement in this positive direction.

As part of this process —which is either only just
beginning or still incomplete in the great majority of
Latin American countries— the nature of European
investment in the region has been changing. First of
all, European corporations (particularly British firms
in Mexico and Chile, and French companies in
Brazil) made considerable use of debt-equity conver-
sion mechanisms during the second half of the 1980s.
This fact, when considered in conjunction with
German enterprises’ limited use of these mechan-
isms, indicates that the level of European commercial
banks’ exposure in Latin America, rather than the
returns to be had on direct investment per se, has
been the chief determinant of the extent to which
each European country has engaged in swaps and,
hence, of the investments each has made in the
region in the past.

Based on this dynamic, and with the aid of their
pool of technological resources, European investors
have followed a policy of holding their investment in
Latin America’s rather sluggish manufacturing sec-
tors at more or less constant levels. The status of
these sectors, the predominance of European invest-
ment in countries (e.g., Argentina and Brazil) which
made relatively less headway than others in carrying
forward their stabilization and adjustment pro-
grammes during the second half of the 1980s, and the

implementation of what have in some cases been dis-
criminatory sectoral policies compounded the situ-
ation created by the slower pace of modernization
and export promotion programmes in European firms
as compared to other foreign enterprises in the
region. These firms’ export performance has begun to
improve as policies designed to stabilize the econ-
omy and to change production patterns have pro-
moted a more rapid rationalization of business
enterprises in general, as in Mexico, or as a result of
expectations that a progressive integration of all the
Latin American countries into the world economy is
inevitable. ,

In addition, European investment largely stayed
away from natural resources —a major destination
for foreign investment in many countries of the
region— and its share of total FDI in these countries,
and particularly in Chile, therefore declined,
However, European capital subsequently increased
its involvement in the services sector through debt
swaps and, especially, privatizations. Noteworthy as-
pects in this last regard include the participation of
government-owned European corporations and the
expansion of Spanish investment in telecommunica-
tions, air transport and financial services. In view of
the inflow of foreign investment which generally
accompanies deregulation and liberalization drives in
Latin America, the need arises to examine the ques-
tions of supervision and of regionwide policies on
competition,

The Latin American countries are laying the
groundwork for changes in their production patterns
and for the entry of foreign investment by modifying
their sectoral policies as well as their macroeconomic
and trade policies. This process may be hampered,
however, if restrictive investment regulations are
put into effect which discriminate against certain
geographic sources of capital, as may be the case
with rules of origin; under such circumstances, the
conclusion of free irade agreements or the forma-
tion of regional trade blocs may discourage Euro-
pean investment. It is hoped that transnational
corporations’ progressive globalization of their acti-
vities will facilitate the harmonization of regulations
on foreign investment. so that they will serve as a
foundation, rather than constituting a stumbling
block, for a transparent economic order in which
multilateral arrangements are the predominant force
(cTc, 1992b, p. 45).
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Renato Baumann*

Available evidence shows that intra-industry trade has
reached quite significant levels for Latin American
countries in recent years. Complementarity of productive
structures with regional pariners and elsewhere is
indicative of specific competitiveness and of capacity to
gain access to particular markets. More intra-industry
trade should, however, bring about gains in terms of
specific sectoral specialization, while at the same time
requiring constant technical updating of production,
which is likely to affect factor income more intensely
than if trade were less specialized.

High degrees of intra-industry trade might also
affect trade policies and have considerable repercussions
on related variables such as domestic relative prices, the
public budget, sectoral policies and others, directly or
indirectly linked to the growth of the national product.

Last but not least, increasing shares of intra-industry
trade with regional partners and/or with non-Latin
American countries are likely to have consequences for
the process of regional integration.

This paper presents some recent estimates on the
pattern of intra-industry trade in Latin America in the
1980s. Section 1 compares the rising trends registered in
the region with the more stable OECD pattern, in the
following section a number of sectoral indexes for
selected Latin American countries are discussed, while
section III presents some final remarks.

*Bconomic Affairs Officer in the ECLAC Statistics and
Projections Division.

Introduction

An increasing number of empirical students of inter-
national trade have realized that conventional trade
theories fail to explain many aspects of recent trade
relations. The most obvious shortcomings of the
existing theoretical formulations stem from the facts
that much of world trade is between (industrial)
countries with similar factor endowments, that the
expansion of trade in the post-war period has taken
ptace without significant reallocation of resources or
income-distribution effects, and that a large part of
trade is of the intra-industry type, consisting of two-
way trade in similar products.

The importance of taking these new features of
trade into account goes beyond the purely academic
perspective. Changes in the sectoral composition of
trade may also bring about changes in the domestic
effects of trade. Sectorally different elasticities, the
possibility that agents in various sectors may have
different propensities to save, the different intensities
of second-round effects on aggregate output due to
sectoral linkages, as well as other relevant aspects
such as capital-ownership, market concentration, ef-
fectiveness of labour unions, etc., all help to alter the
consequences that might follow from trade differen-
tiatjon, affecting the rate of growth of the economy.

|
Background evidence

Intra-industry trade ! is a result of the unprecedented
boom in international trade flows in the 1960s, when
trade relations among industrialized economies grew

! We shall not deal in this article with the discussion about
the most appropriate way of measuring intra-industry trade. In
what follows, the indexes of intra-industry trade refer to Grubel-
Lloyd indexes, as proposed in Grubei and Lloyd (1975). This
type of index, in its total trade-weighted average version, is
described as:

?iz [(Xyje + M) - | Xy - M | ]
if
IT = x 100
EEZ: (X + Myl
L)

where X;; = exports of product i by country j to country k and
My = imports of product i by country j from country k. This
index is equal to one (i.¢., trade is tolally of the intra-industry
type) in the limit case where Xy = My forevery i, jand k, or
to zero (no intra-indusiry trade} at the opposite situation of
no similarity between exports and imports of each product
Kijie = Mio).
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at very high rates. Competition in wider markets,
product differentiation, economies of scale stemming
from regional integration —among other factors— have
contributed to the new feature of two-way tradmg in
industrial products.

There is a good deal of empmcal evidence
showing that intra-industry trade gained importance
in the 1960s and 1970s, but more recent indicators
point to relatively more stable patterns in the last
decades. Table 1 shows that 7 of the 11 OECD coun-
tries in the table had higher intra-industry trade (11T)
indexes in 1975 than in 1970, 9 countries had higher
indexes in 1980 than in 1975, but only ‘5 registered
higher levels in 1985 than in 1980, and even so for
most countries the difference between the 1985 and
the 1980 indexes was very small.

This suggests that for OECD the HT indexes for a
number of industries in several countries have halted
their growth trend-and in some cases may even have
started to fall.

Significantly enough, the corresponding indica-
tors for Latin America show a rather different perfor-
mance, with increasing indexes of intra-industry
trade in the last two decades. An overview of these
trends is provided by the aggregate figures presented
in table 2 for trade flows between Latin America and
its two main partner regions, North America and
Western Europe, 2 which acoounted in 1987, respec-
tively, for 64% and 21% of total (exports plus im-
ports) Latin American trade in manufactures. Unlike
the indicators in table 1, the figures in table 2 show
rising trends of  intra-industry trade even after the
1982 crisis, which had so many drastic conscqucnces
for the region.

A number of reasons may be invoked to explain
this situation of simultaneous stabilization of LT in-
dexes in OECD countries and rising indexes for Latin
American trade. The increasing share of manufac-
tures in the latter region’s exports is only the most

% Henceforth in this. article, Latin America comprises the
eleven member countries of ALADI (Latin American Integration
Association) —Argentina, Bolivia, Brazil, Chile, Colombia,
Ecuador, Mexico, Paraguay, Peru, Uruguay and Venezuela.
Western Europe means the countries making up the European
Economic Community (EEC) and the European Free Trade
Association (EFTA) —Austria, Belgivm~ Luxembourg, Denmark,
Finland, France, Greece, Ireland, Iceland, Italy, Netherlands,
Norway, Portugal, Spain, United Kingdom, Sweden, Switzer-
land and West Germany. North America naturally means:the
aggregale figures for the USA and Canada, and Southeast
Asia  comprises Japan, South Korea, Taiwan, Philippines,
Hong Kong, Malaysia, Singapore, Thailand and Indonesia.

‘the difference in

obvious one, but limiting the analysis to this reason
would mean an excessive emphasis on purely statisti-
cal effects. ‘
Theory would suggest instead that the ratio of
intra-industry trade to total trade between two coun-

tries (regions) should (caeteris paribus) be higher:
‘a) the smaller the difference in per capiia income

between the two couniries or regions; b) the smaller
factor endowment . between
them; c) the lower the trade barriers and transport-
ation costs; d) the greater the product differentiation

.in each industry; €) the greater the economies of

scale in the tradeables sector; and f) the greater the
potential for technological or vertical differentiation,
among other determining factors,

This is not the place to embark on the testmg of
these hypotheses, 1t is, however, worth emphasizing
that the increasing indicators of intra-industry trade
do suggest that at least some Latin American coun-
tries have achieved sectoral-specific competitiveness.
This may be a result of the diversification of the
structure of production of these economies, of the
type of economic agents in each sector (foreign-
owned firms might have contributed significantly to
it), of specific bilateral trade agreements, or other
reasons.

Be that as it may, the available evidence of dif-
ferent trade performance by different Latin American
countries suggests that aggregate figures may be mis-
leading and that it would be worthwhile considering
country-specific indicators. '

This is precisely what is done in table 3, which

‘covers all SiTC 3-digit industrialized products 3 ‘and

hence includes a number of semimanufactures which
are not comprised in the strict (SITC sections 5-8)
definition of manufactures. Estimates in accordance
with this strict definition would be even higher than
those presented here.

It is worth noting, from the last two columns of
table 3, that some of the trade flows have a strong
(20% or more) component of trade of the intra-
industry type. When only trade in sectors where
transactions of industrialized products account for
more than half of sectoral trade is considered, these

¥ These comprised a total of 96 industrial products accord-
ing to SITC Rev. 1, which was used for the 1980 (and 1987 for
Mexico) estimates, and a total of 138 products according to SITC
Rev. 2, used for the 1988 (1987 for Brazil) estimates.
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Table 1

SELECTED OECD' COUNTRIES: INDEXES * OF INTRA-INDUSTRY TRADE

1970 1975 1980 1985
United States 0,65 0.67 . 0.67 0.63
Japan 0.40 0.29 0.31 0.30
West Germany 0.62 0.62 0.69 0.70
United Kingdom 0.66 0.74 0.83 0.81
Canada . 0.69 0.65 0.67 0.75
Italy 0.63 0.66 0.71 0.68
Belgium 0.81 0.86 0.87 0.90
Netherlands 0.73 0.73 0.77 0.76
Norway 0.62 0.69 0.61 0.63
Finland 0.40 0.48 0.59 0.60
Australia 0.33 0.37 0.41 0.39

Source: S. Globerman and J. W. Dean (1990), Receat trends in intra-industry trade and their implications for further trade {iberalization,
. Weltwirtschaftliches Archiv, Band 126, Heft 1, Kiel, Institut fiir Weltwirischaft an der Universitit Kiel, 1990, table 2, p. 29.
®Unadjusted Grubel-Lloyd indexes for SITC section 3 plus SITC sections 5 to 9 (see Grubel and Lloyd, 1975).

Table 2

LATIN AMERICA: INTRA-INDUSTRY TRADE RATIOS" IN RESPECT
OF TOTAL TRADE (%) BY PRODUCTS WITH NORTH AMERICA
AND WESTERN EUROPE IN 1970, 1983 AND 1987

USA/Canada Western Europe
1970 1983 1987 1970 1983 1987
Total manufactures
Chemicals ' 26 9.4 12.8 2.0 6.5 8.6
Machinery ' 36 6.5 10.1 38 7.1 8.8
Transportation equipment 22 154 174 23 8.6 8.6
Other manufactures 2.6 53 9.0 1.3 42 9.5

Source: Estimates on the basis of the ECLAC database.

* Grubel-Lloyd’s Total Trade-Weighted Average Indéx of Intra-Industry Trade

shares may come close to 40% (as in Mexican trade
with North America), and in a number of other cases
(regional trade by Argentina, Brazil and Chile, Bra-
zilian trade with North America, Colombian and Chi-
lean trade with Southeast Asia) they account for
more than one-fifth of bilateral trade flows.

The other interesting feature that emerges
from table 3 is that the number (and hence the
relative importance) of sectors where trade is

mainly of the intra-industry type has, in several -

cases, increased quite markedly between 1980 and
1988, thus confirming the previous indications of

increasing importance of two-way trade for Latin
American countries.

‘The figures presented in table 3 are high enough
to justify taking them into consideration in the ana-
lyses for the region as a whole, for these six countries
account for most of Latin America’s external trade.
The basic reason for considering them separately is
the very fact that their individual experiences in
trade performance are quite different for each
country. In the remainder of this article, we shall
present the indexes of intra-industry trade for each
of these countries separately.
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Table 3

LATIN AMERICA (SIX COUNTRIES): RELATIVE IMPORTANCE
OF SECTORS* WITH AN IIT INDEX® OF OVER 0.5

Number of sectors Relative weight (%) of
with IIT > 0.5 sectors with liT > 0.5
in bilateral trade in bilateral trade
Countries
Industrialized products Total trade
1980 1988
1980 1988 1980 1988

Argentina

North America 14 24 20.5 12.6 17.8 1.7

Western Europe 6 14 1.9 4.9 13 2.1

Southeast Asia 6 10 16.5 0.4 12.8 03

Latin America 11 32 20.2 23.2 152 14.0
Brazil ©

North America 27 40 302 223 20.0 15.6

Western Europe 10 8 12.0 2.6 8.2 1.6

Southeast Asia 8 8 13.3 3.2 11.0 22

Latin America 16 30 16.8 31.3 11.2 14.7
Mexico ¢

North America 21 41 7.2 376 . a5 21.6

Western Europe 5 4 0.4 0.6 0.4 0.5

Southeast Asia 6 9 1.0 15.7 0.9 134

Latin Ametica 10 6 24.0 16.5 18.7 15.0
Colombia

North America 16 12 6.2 13.3 3.7 2.7

Western Europe 3 3 1.8 0.8 1.6 0.2

Southeast Asia -2 1 37 23.9 37 20.2

Latin America 16 6 11.5 7.7 10.1 1.5
Chile

North America 8 14 3.0 28.1 1.9 32

Western Europe 4 2 2.7 1.5 0.7 0.1

Southeast Asia 1 3 0.0 21.3 0.0 1.1

Latin America 6 6 7.1 28.2 3.1 5.7
Uruguay

North America 3 9 0.7 11.7 0.6 39

Western Europe 4 4 2.0 13 1.4 0.5

Southeast Asia 2 - - - - -

Latin America 19 : 17 18.3 18.4 12.7 59

Source: Estimates based on the United Nations International Commodity Trade Data Base (COMTRADE).
SITC (3 digits).

®ITT = Grubel-Lioyd Total Trade-Weighted Average Index of Intra-Industry Trade,

©1987: SITC Rev. 2.

9 1987: SITC Rev. 1.
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Sectoral indexes

The following presentation of recent estimates of IIT

indexes for some Latin American countries takes into’

account the already mentioned diversity of experien-
ces (which is why individual country indexes are
presented in respect of each bilateral trade flow with
the regions considered here) as well as the weight of
two-way (rade in each of these trade flows, so that
the analysis is limited to those sectors where a signi-
ficant share of each bilateral trade flow is of the
intra-industry type. We have arbitrarily set the level
of significance at 50% of total bilateral trade.

The main objective of the present exercise is to
try to identify, from the indexes of intra-industry
trade, some indications of a structure of specializa-
tion in bilateral trade, for each of the trade flows
considered.

Avajlable theory is not much help for the apprai-
sal of HT indexes in a multi-indusiry framework.
Furthermore, as our sample comprises only sectors
where intra-industry trade corresponds to more than
half of the value of trade in each bilateral trade flow,
it turns out that all the sectors presented here are
considered to have significant two-way frade, so it
does not make much sense to try to rank them by,
say, the magnitude of the estimated indexes.

Instead, the methodological approach adopted
here to identify a structure of specialization stresses
the double perspective of stability and frequency of
the indexes as indicative of such structure. It is as-
sumed that in those industries where IIT indexes re-
main high over time in bilateral trade one would
expect either a relatively stable complementarity
between the producers in the two countries, and/or,
from the demand side, specific conditions of product
differentiation and consumer behaviour that are
maintained through different periods of time. Fur-
thermore, it is also considered that —whatever the
relative sectoral importance as defined by the value
of trade— the incidence of high IIT indexes per sector
should of itself indicate those sectors where intra-
industry trade is more intense.

The outcome of this reasoning is that the ana-
lysis puts emphasis on those product groups with
high 1T indexes at the beginning and end of the last
decade, as well as on the sectoral distribution of these
indexcs in 1988, the last year for which the data
required for this calculation were available.

Table 4 summarizes the basic statistics with re-
gard to the number of sectors with 1T > 0.5 in 1980
and in 1988, at a 3-digit SITC product group classifi-
cation. The previously mentioned OECD pattern of
stable sectoral indexes would perhaps suggest that it
reflects a rather well-defined sectoral structure of pro-
duction and trade, so that the margins for benefitting
from additional economies of scale become narrow.

On the basis of the figures in table 4, a similar

reasoning could perhaps be adopted for those product
groups that present high IIT indexes at the beginning
and the end of the 1980s. The last column of table 4
shows that the number of industries that meet such
requirements is small, in comparison with the num-
ber of industries with high IIT indexes in either 1980
or 1988.
If it is expected that such an indicator may show
a pattem of sectoral specialization, it comes as no
surprise to find that it is in intraregional trade and
(even more) in the trade flows between each of these
countries and North America that the incidence of
high IIT in both years is most significant, The most
striking figures refer to trade between Brazil, Mexico
and Argentina with North America, and to trade be-
tween Brazil and Argentina and other Latin American
countries.

The increasing sectoral and geographical diver-
sification of the Latin American trade structure in

_recent years —compare, for instance, the figures given

in table 3 for the number of sectors with IIT > 0.5 and
their relative weight in 1980 and 1988- certainly
lies behind the relatively low figures of table 4. Be
that as it may, it remains to identify those sectors for
which there actually are indications of systematic
significant two-way trade,

In order to make it easier to identify those
sectors, the figures are presented grouped in 2-digit
SITC classification. Table 5 shows the product divi-
sions for which at least one (3-digit) product group

_registered IIT > 0.5 in those two years.

One generic observation that may be made on
the basis of table 5 is that by and large the product
groups with systematically high OT indexes are
manufactures (i.e., products classified in SiTC sec-
tions 5-8), with the sole exceptions of tobacco manu-
factures and beverages in Argentina, preserved
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LATIN AMERICA (SIX COUNTRIES): SITC 3-DIGIT
PRODUCT GROUPS WITH AN 1IT INDEX OF MORE

Table 4

THAN 0.5 IN TOTAL BILATERAL SECTORAL
TRADE, 1980 AND 1988

Number of product groups with IIT > 0.5

Trade between: apd: ‘ 1980 1988 ‘. Bqth
» years
Argentina . |
Latin America, 11 32 5
North America. 14 24 6
- Western Europe 6 14 1
Southeast Asia 6 10 -
Brazil *
’ Latin America 16 30 A
North America 27 40 12
Western Europe 10 8 1
- Southeast Asia 8 8 1
Mexico ? ,
Latin America . 10 6 1.
North America 2 41 8
Western Europe 5 4 .
Southeast Asia 6 9 1
Chile , )
Latin America 6 6 -
North America - 8 14 1
Western Europe 4 2 -
Southeast Asia 1 3 -
Coliombia : : _
: Latin America 16 16 1
North America 16 12 5
- Western Europe - 3 3 -
Southeast Asia 2 1 -
Uruguay ‘
Latin America 19 17 4
Notth America 3 9 2
Western Europe 4 4 -
Southeast Asia 2 - -

Source: Estimates based on the United Nations International Commodity Trade Data Base (COMTRADE).

21980 and 1987
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Table §

LATIN AMERICA (SIX COUNTRIES): SITC 2-DIGIT DIVISIONS WITH
AN IIT INDEX OF OVER 0.5 IN BOTH 1980 AND 1988 IN
TOTAL BILATERAL SECTORAL TRADE

Trade between: and: SITC code Division
Argentina Latin America 12 Tobacco and tobacco manufactures
59 Chemical materials and products
83 Photographic apparatus, equipment and optical goods
North America 11 Beverages
51 Organic chemicals
52 Inorganic chemicals
69 Manufactures of metal, n.c.s.
Western Europe 55 Essential oils and perfume materials
Brazil * Latin America 05 Vegetables and fruit (preserved)
51 Organic chemicals
66 Non-metallic mineral manufactures
77 Etectrical machinery
85 Footwear )
87 Professional and scientific instruments
83 Photographic apparatus
North America 63 Cork & wood manufactures
65 Textile yarn, fabrics
66 Non-metallic mineral manufactures
7L Power generating machinery
76 Telecommunications equipment
ki Electrical machinery )
78 Road vehicles
79 Other transport equipment
89 Miscellaneous manufactures
Western Europe 55 Essential oils and perfume materials
Southeast Asia 77 Electrical machinery
Mexico * Latin America 72 Machinery for specialized industries
North America 3 Petroleum (products)
53 Dyeing, tanning materials
55 Essential oils and perfume materials
65 Textile yarn, fabrics
72 Machinery for specialized industries
82 Furniture
84 Apparel and clothing
89 Miscellaneous manufactures
Southeast Asia 59 Chemical materials, n.e.s.
Chile North America 64 Paper, paperboard
Colombia Latin America 67 Iron and steel
North America 66 Non-metallic mineral manufactures
84 Apparel and clothing
89 Miscellaneous manufactures
Uruguay Latin America 1 Beverages
12 Tobacco and tobacco manufactures
69 Manufactures of metal, n.ess.
North America 65 Textile yarn, fabrics
82 Furniture

Source: Estimates based on the United Nations International Commodity Trade Data Base (COMTRADE).

* 1980 and 1987

b 1980 and 1987: SITC Rev.1
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vegetables and fruits in Brazil, and beverages and
tobacco manufactures in Uruguay, which are often
considered as semimanufactures.

A second broad observation is that most of the
industries listed in table 5 are in sections 6 and 8 of
the sITC, which means that they are producers of
manufactured goods classified chiefly by material or
producers of miscellaneous manufactured articles.
Furthermore, it is worth noting that only in Brazil did
the producers of machinery and transport equipment
(SITC section 7) register high 1t indexes in the two
years. Indeed, this is the section with the highest
number of references for that country. This is par-
ticularly surprising, because as is well known
(ECLAC, 1991), Mexico was in 1987 not only the sec-
ond biggest exporter of capital goods in Latin Ameri-
ca, but also had the most intense trade (imports and
exports) in those products with one single partner, the
United States. This indicates that the intensification
of two-way trade in capital goods between Mexico
and North America is a relatively recent phenome-
_ non, although an important one.

This suggests a well-defined structure of sectoral
specialization, and the number of high IIT indexes in
bilateral trade with North America in comparison
with the corresponding number of indexes for trade
with Latin America gives rise to reservations regard-
ing the hypotheses that put emphasis on geographical
proximity as a major explanatory variable of intra-
industry trade. The conclusion is that other factors
matter, too.

It remains to evaluate the sectoral concentration
of intra-industry trade in the recent period. In the
3-digit SITC product groups for which there-are indi-
cations that throughout the decade more than half of
each bilateral trade flow was of the intra-industry
type, the indexes reported are overwhelmingly much
higher than this limit. This reinforces the importance
of the analysis, since it shows that two-way trade is
quite predominant in several industries.

In order to get a broad view of the degree of
sectoral concentration of intra-industry trade between
each of the six countries and the four areas con-
sidered here towards the end of the decade, we have
prepared statistics on the frequency of indexes over
0.5 for each trade flow at the 1-digit SITC classifica-
tion level. This distribution is presented in table 6.

The first point to be noted with regard to the
figures in table 6 is that —as already mentioned- the
biggest incidence of intra-industry trade takes place
in SITC sections 5 to 8. It is noticeable that in every

trade flow reported in that table there is indication of
high IT in section 6, which comprises manufactures
classified chiefly by material, the most significant for
the present purposes being textile products, paper
products and manufactures of metal.

High indexes of intra-industty trade may reflect
complementarity of productive structures ot (mainly
for final consumption goods) substitutability in con-
sumption patterns. The precise interpretation of the
figures presented here calls for more detailed ana-
lysis at the product level. In broad terms, however,
the incidence of high indexes of intra-industry trade
in section 6 could in principle be interpreted as a
reaffirmation of the region’s comparative advantage
in natural resource-based products, which would ex-
plain most of the trade in paper products and manu-
factures of metal (as well as some textiles).

The second most frequent SITC section in table 6
is that comprising miscellaneous manufactured ar-
ticles, mainly apparel and shoes, toys, and photo-
graphic articles. The reasons behind the high indexes
in these sectors might —if one accepts the previous
arguments— be linked to specific demand patterns and
differentiation of final products. It is hard to say any-
thing at this aggregate level: once again, there is a
clear need for sector-specific analysis,

A third set of industries worth noting are those
grouped in section 7 - machinery and transport equip-
ment, mainly electrical and non-electrical machinery
and road vehicles. This is where the highest in-
cidence of two-way trade is found (between Brazil
and North America), and there is also quite a high
incidence in other trade flows, such as those between
Brazil and Latin America, Argentina and Latin
America, Argentina and North America, and Mexico
and North America.* Given the typical pattern of
trade barriers adopted by these countries and the type
of products included in this classification, one would
expect that these high figures might refer to com-
plementarity of production, more than anything else.

Finally, the figures in table 6 also show the in-
cidence of intra-industry trade in SITC section 5,
chemicals and related products, mainly essential oils
and perfumes and organic and inorganic chemicals.
There is a significant number of industries with
intense IIT in this section in trade flows between

“In these first two cases, the Brazil-Argentlna trade
agreement certainly plays a major role.
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Table 6
LATIN AMERICA (SIX COUNTRIES): SITC REV. 2 SECTIONS (1 DIGIT)
WITHIIT > 0.5 IN TOTAL BILATERAL
SECTORAL TRADE, 1988
Number of
Trade between: and: SITC code Section product groups
with IIT > 0.5
Argentina Latin America 0 Food and live animals chiefly for food 3)
1 Beverages and tobacco 3
5 Chemicals and related products (4)
6 Manufactured goods classified chiefly by
material 4
7 Machinery and transport equipment (8)
8 Miscellaneous manufactured articles (10)
North America 1 Beverages and tobacco (1)
4 Animal and vegetable oils (1)
5 Chemicals and related products Q)
6 Manufactured goods classified chiefly by
material (10)
7 Machinery and transport equipment &)
8 Miscetlaneous manufactured articles 2)
Western Europe 4] Food and live animals chiefly for food )
5 Chemicals and retated products 3
6 Manufactured goods classified chiefly by
material 3)
7 Machinery and transport equipment &)
8 Miscellaneous manufactured articles 3)
Southeast Asia 3 Mineral fuels, lubricants (63
S. Chemicals and related products 1)
6 Manufactured goods classified chiefly by
material (3)
7 Machinery and transport equipment 3)
8 Miscellaneous manufactured articles 2)
Brazil Latin America 0 Food and live animals chiefly for food 2
5 Chemicals and related products (C))
6 Manufactured goods classified chiefly by
material 8)
7 Machinery and transport equipment (%)
8 Miscellaneous manufactured articles @)
North America 1 Beverages and tobacco (1)
5 Chemicals and related products 3)
6 Manufactured goods classified chiefly by
matetial (11)
7 Machinery and transport equipment ¢Y))]
8 Miscellaneous manufactured articles (8)
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Table 6 (continued)
Number of
Trade between: and: SITC code Section product groups
with IT > 0.5
Western Europe 5 Chemicals and related products €}
6 Manufactured goods classified chiefly by
Matetial 2
7 Machinery and transport equipment (¢h)
8 Miscellaneous manufactured articles 4
Southeast Asia 6 Manufactured goods classified chieflyby
material 4
7 Machinery and transport equipment 3)
8 Miscellaneous manufactured articles D
Mexico Latin America 5 Chemicals and related products (1)
6 Manufactured goods classified chiefly by
material (8}
7 Machinery and transport equipment 2)
8 Miscellaneous manufactured articles 2
Notth America 0 Food and live animals chiefly for food 1)
2 Crude materials, inedible, except fuels 1)
3 Mineral fuels, lubricants 2)
5 Chemicals and related products @)
6 Manufactured goods classified chiefly by
material 13)
7 Machinery and transport equipment (©)
8 Miscellaneous manufactured articles (11}
Western Europe 0 Food and live animals chiefly for food [6))
6 Manufactured goods classified chiefly by
material 2)
8 Miscellaneous manufactured articles (¢}
Southeast Asia 5 Chemicals and related products [¢))]
6 Manufactured goods classified chiefly by
material (€)]
7 Machinery and transport equipment 3
8 Miscellaneous manufactured articles (2)
Chile Latin America 2 Crude materials, inedible, except fuels (1)
6 Manufactured goods classified chiefly by
material 3
7 Machinery and transport equipment 1)
8 Miscellaneous manufactured articles 1)
North America 4 Animal and vegetable oils [¢))]
5 Chemicals and related products (§)]
6 Manufactured goods classified chiefly by
material &)
8 Miscellaneous manufactured articles 3)
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Table 6 (conclusion)
. Number of
Trade between: and: SITC code Section product groups
‘ with 1T > 0.5
Western Europe . 6 Manufactured goods classified chiefly by
material : (1)
8 Miscellaneous manufactured articles (¢))]
Southeast Asia 6 Manufactured goods classified chiefly by
- material 3)
Colombia Latin America 6 Manufactared goods classified chiefly by
material 3)
7 Machinéry and transport equipment 2)
8 Miscellaneous manufactured articles 0]
North America 0 Food and live animals chiefly for food M
1 Beverages and tobacco (¢)]
5 Chemicals and related products 1)
6 Manufactured goods classified chiefly by
' material ' (4)
8 Miscellaneous manufactured articles )
Western Europé 6 Manufactured goods classified chiefly by
' _ material 2
8 Miscellaneous manufactured articles (1)
Southeast Asia 6 Manufactured goods classified chiefly by
: material (@
Uruguay Latin America 1 Beverages and tobacco )
. 4 Animal and vegetable oils 1)
6 Manufactured goods classified chiefly by
material - )
8 Miscellaneous manufactured articles 6 -
North America 5 Chemicals and related products 1)
6 Manuofactured goods classified chiefly by
material (6)
8 Miscellaneous manufactured articles 2)
‘Western Eutope - 4 Animal and vegetable oils ¢y
' 6 Manufactured goods classified chiefly by
material . (1)
8 Miscellaneous manufactured articles 2)

Source: Estimates based on United Nations International Commodity Trade Data Base (COMTRADE).
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Mexico and North America, as well as between

Argentina and North and Latin America and between -

Brazil and other Latin American countries. A broad
appraisal of the figures would indicate that not only
is it hard to make generic conclusions in respect of
this section, but there also appear to be different pat-
terns in different countries and in their trade with

different areas, as illustrated, for instance, by
Argentine trade with other Latin American countries
(with significant incidence of high OT in inorganic
chemicals and chemical materials) as compared with
Mexican trade with North America (which comprises
perfumery as well as medicines, colouring materials,
plastics and others).

Final remarks

The main purpose of this paper is to present some re-
cently estimated indexes of intra-industry trade for
the major Latin American trading economies and to
stress the importance of taking these new features
into account both for the analysis of the domestic ef-
fects of foreign trade and for the planning of future
trade relations.

It was shown, first of all, that for several Latin
American countries intra-industry trade is an impoit-
ant and growing feature of bilateral trade with other
regions and with other countries within the region.
This is, of itself, a matter calling for further research,
the more so because it is occurring at a time when
corresponding indicators for OECD countries show
relatively stable patterns.

Furthermore, the very fact that in 1988 the num-
ber of Latin American industries tegistering predomi-
nantly two-way trade with important partners was
much higher than in 1980 suggests both that import-
ant changes have occurred in the external sector of
several Latin American economies yet remain largely
unexplored, and also that these changes —since they
have taken place in such a critical period— help to
heighten the perception that the region still presents

an undefined structure of trade specialization, at least
as far as manufactures are concerned.

It is not possible to feel so sure about the deter-
mining factors that lie behind the indicators shown
here. Nevertheless, the sectoral indexes presented in
this work are undoubtedly a good guide for more
detailed investigation.

It might be misleading to minimize the importance
of this theme on the grounds of the overall importance
of intra-industry trade in total external relations ~which
may lead to sterile discussions like the “how big is big”
type of argument— and it might likewise be myopic to
derive conclusions exclusively on the basis of intra-
industry indexes, without further consideration of the
relative importance of trade for total domestic produc-
tion in those industries where these indexes are most
expressive, as well as of the peculiarities of the interna-
tional markets for each industry (two-way trade might
be an overall tendency for several products).

It is hoped rather that the figures discussed in
this paper may convince readers that the levels al-
ready reached in two-way trade and its rising trend in
recent years might have significant consequences
for the design of trade policies, regional integration
processes and several other issues.
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The Central American countries have a 40-year tradition
of cooperation based on bilateral and multilateral treaties,
the most important of which is the General Treaty on
Central American Economic Integration, under whose
terms the Central American Common Market (CACM) was
established in 1960. Nevertheless, the industrial policies
pursued by these couniries since that time are notable for
their lack of uniformity.

This article provides a concise description of the
policies in effect as of mid-1992 in five countries —Costa
Rica, El Salvador, Guatemala, Honduras and Nicaragua—
regarding foreign investment, the registration of new
investments, tariff protection and extra-zonal export
incentives, all of which influence the relative
competitiveness of the subregion’s industrial enterprises.
Other factors affecting these countries’ competitive
positions, such as labour, power and water costs, are also
discussed.

“The author is an Economic Affairs Officer wotking i
the fields of industry and fourism at the ECLAC
Subregional Headquarters for the Caribbean. This article
is based on a report prepared by him for Project
caM/91/009, executed by the United Nations Industrial
Development Organization (UNIDG), with funding from
the Special Cooperation Programme for Central America
(scP) of the United Nations Development Programme
(UNDP).

Introduction

The Central American governments have tradition-
ally maintained an open-door policy on foreign in-
vestment and, in fact, have com[iaetcd against one
another to attract such investment. ° Today, however,
there are important differences in the ways they treat
foreign capital, Of the five countries studied, Guate-
mala is the only one that draws no distinction be-
tween domestic and foreign investment. In El
Salvador and Honduras, small-scale foreign invest-
ment is prohibited. Nicaragua places some restric-
tions on all types of foreign investment, while Costa
Rica, El Salvador and Honduras encourage it by pro-
viding preferential access to foreign exchange at the
official exchange rate.

Bureaucratic red tape can be a stumbling block
for both foreign and domestic investment. In Central
America, it takes between 2-3 months (Costa Rica)
and 12 months (Honduras) to register a new com-
pany. In New York, the same process takes four
hours.

In small economies such as those of Central
America, external tariffs often play a more influential
role than market structure does in determining the
type of competition’ that takes place because the
prices of imports -whether real or potential- are
what dictate the prices of local manufactures. No
matter how concentrated production may be in a
given industry, the possibility of importing serves as
a regulatory mechanism by curbing the exercise of
producers’ market power.

In the 1960s, these five countries maintained a
joint external tariff to protect the industries of the
Central American Common Market (CACM). In the
late 1970s, Honduras withdrew from CACM, nego-
tiated bilateral treaties in its stead, and established its
own ¢xternal tariff. In the mid-1980s, the other four
countries jettisoned their common external tariff and
embarked on a unilateral tariff-reduction effort. Re-
cently, howevey, all five countries have agreed 1o re-
establish a common external tariff starting in early

! Two decades ago, Gert Rosenthal said that *a kind of
competition has arisen among the countries as they vie to attract
such capital in an effort 1o enlarge their share of intraregional
exports of manufactures. Hence, at the national Jevel an open-
door policy on foreign direct investment is pursued, and cases
in which such investment is regulated or controlled are extreme-
ly rare”. (Rosenthal, 1975, p. 273; the original article was pub-
lished in 1972.) See aiso Willmore, 1976.
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1995. The new tariff will be of a less protectionist
cast than its predecessor, with a 5% ad valorem floor
and a 20% ad valorem ceiling.

Import restrictions and taxes generate an anti-
export bias, since the incentives to produce for the
domestic (or subregional) market then outweigh the
attractions of exporting to other countries. All the
couniries in the subregion have tried to offset this
bias, at least in part, by promoting non-traditional
exports, especially manufactures.

The form of export promotion varies a great deal
from-one country to another within the subregion, but
four of the five have temporary importation systems
and all have customs-free manufacturing zones as
well as incentives for exporters. producing primarily
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for protected local markets. Both the differences and
similarities of the five countries’ policies in this field
will be discussed in greater detail later on in this
article.

Not only do the Central American countries have
differing policies on foreign investment, company
registration, tariff protection and export incentives;
their labour, energy and water costs vary as well,
Costa Rica has the highest wages —in fact, they are
nearly twice as high as they are in the other
countries; the price of electricity is fairly uniform,
but gasoline is considerably more expensive in
Nicaragua and Guatemala, diesel fuel is higher in
Honduras and Guatemala, and drinking water costs
more in Costa Rica and Honduras.

Foreign investment

Guatemala has no laws dealing specifically with
foreign investment in the manufacturing sector, and
Guatemalan-owned and - foreign-owned companies
therefore receive the same treatment before the law.
There is, however, a voluntary register of United
States-owned firms which wish to avail themselves
of the guarantees provided under an agreement
concluded between the Governments of Guatemala
and the United States.

Costa Rica’s laws do not distinguish between
domestic and foreign enterprises in the manufac-
turing sector either, but the Central Bank does main-
tain a roster of foreign investors. Companies which
voluntarily register their foreign capital are given ac-
cess to foreign exchange at the official rate for the
following purposes: (i) loan payments (on both inter-
est and principal), provided the loan’s term is not less
than five years; (ii) repatriation of capital (usually
after four years, although itcan be done earlier);
(iii) repatriation of profits, upon submission of an
income tax statement; (iv) payments of royalties,
subject to a 20% tax; and (v) payments for technical
assistance, subject to a 30% tax and a 10% com-
mission. Access to foreign exchange at the official
rate is an important factor = when there is a wide
spread between the bank rate and the “black market”
or parallel rate. In such instances, registered foreign
enterprises have an advantage over unregistered

panies”. There is as yet no

foreign firms —as well as over Costa Rican com-
panies, since the latter do not have the option of reg-
istering their investments. Consequently, Costa Rican
policy in this area —which is applied by the Central
Bank via internal regulations rather than by
the Executive through laws and executive orders—
is biased in favour of foreign investment and
is therefore discriminatory.

In Honduras, a new investment law passed by
Congress in June 1992 holds that “foreign in-
vestment complements the effect of national invest-
ment in promoting economic development and merits
non-discriminatory treatment™. Two articles of the
relevant statute are, however, discriminatory. First,
article 20 stipulates that “small-scale industry and
commerce are the exclusive domain of Hondurans
and wholly Honduran-owned commercial com-
regulation which
defines what is meant by “small-scale”, but the
limitation of foreign investment to large and me-
dium-scale industry is potentially significant. Sec-
ond, article 4 guarantees that investors will be able to
purchase foreign exchange for the following pur-
poses: the “importation of goods and services
necessary for the operation of the company, in-
cluding the payment of royalties, rents and technical
assistance”; the “payment of debts contracted abroad
to defray corporate operational expenses and of
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the interest thereon”; and the “payment of dividends
and the repatriation of capital on foreign investments
registered under this Act”.

Although this article is biased in favour of
foreign investment, inasmuch as only foreign inves-
tors are-guaranteed access to foreign exchange for
the repatriation (ot expatriation) of their capital and
profits, the advantage is minimal because the same
article also authorizes the  “...opening of foreign-
cutrency accounts in banks within the national
system” and provides that “national and foreign in-
vestors shall be able to withdraw their deposits,
either in part ot in their entirety, in the same currcncy
in which they were made”.

Like the new legislation in Honduras, Salvado-
rian law contains a mix of foreign-investment re-
strictions -and incentives. The 1950 Constitution
states that “small-scale commerce and industry are
the preserve of native Salvadorians and Central
American natural persons”. Executive Order 505 of
15 December 1961 (Small-Scale Commerce and In-
dustry Protection Act) defines “small” as any com-
pany with less than US$ 10.000 in capital and
prohibits investment by foreigners except in “those
industrial activities ... in which native-born Salvado-
rians or Central Americans are not engaged”; under
such circumstances, a 10-year permit may be issued
which may then be renewed upon its expiration pro-
vided that no Salvadorian companies are engaged in
the same activity.

El Salvador’s Foreign Investment Promotion
and Guarantees Act requires that all foreign invest-
ment be registered with the Ministry of Economic
Affairs. Registered foreign investment is provided
with the following benefits, which are not granted
to Salvadorian companies: (i) the right to have
foreign-currency bank accounts which may not be
converted into the local currency without the authori-
zation of the account holder; (ii) income tax credits,
covered by the company in which the investment has
been made; and (iii) access to foreign exchange at
the official exchange rate for the repatriation of
profits, the repayment of external loans, as well as
royalties and technical assistance up to a ceiling of
10% of net sales, and the repatriation of capital.
These benefits are clearly more generous than those

provided in Costa Rica and similar to those granted
by Honduras; be that as it may, their actual value to
investors depends on there being a difference be-
tween the official and parallel exchange rates. No
such difference currently exists in El Salvador, but
one could arise in the future; if and when it does,
then foreign entrepreneurs would have an advantage
over Salvadorians.

At the present time foreigners may not 1egan’y
invest in Nicaragua. A bill has been drafted, however,
which would provide for the creation of a foreign
investment commission whose job would be to ap-
prove or reject investors’ applications and to oversee
their conduct thereafter. The National Assembly
passed a version of this bill on 12 April 1991, but it
was then vetoed by the Executive, primarily because
it would have given the foreign investment com-
mission nine members rather than the five members
desired by the Executive. In the latter’s opinion, a
commission whose members would include the
Minister of Labour, the Director of the Nicaraguan
Institute for Natural Resources and the Environment,
a member of the Chamber of Industry and the mayor
of the municipality in which the prospective in-

_ vestment would be located would make it quite diffi-

cult for any investment application to be approved.
Under this law, the main benefits for investors, once

* their investment plan had been approved, would be:

(i) “swift, adequate and effective compensation in the
event of expropriation” and (ii) access to foreign ex-
change at the official exchange rate for the repatria-
tion of profits and, after three years, capital. In
addition, the foreign investment commission would
be empowered to “grant exemptions, either in whole
or in part, from the payment of taxes and customs
duties”. Foreign investors would also, however, be
required to convert their foreign-exchange export
carnings into the local currency at the official ex-
change rate.

In summary, then, Costa Rica, El Salvador and
Honduras encourage foreign investment by granting
preferential access to foreign exchange at the official
exchange rate, but El Salvador and Honduras exclude
foreign investors from small-scale industry. Guate-
mala accords foreign investors the same treatment as
Guatemalan investors are given, while Nicaragua
places some restrictions on them.
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II

The establishment of new companies

New investments result in the creation of new
companies, or the expansion of existing ones. The
State bureaucracy may obstruct this process by
making the registration of new companies costly
and time-consuming. In a recent work, Hernando
De Soto, author of the now famous book E! otro
sendero, cites the fact that “in Peru, it takes 289
days to register a new company, as compared to
four hours in New York” as one of the causes of
his country’s underdevelopment (De Soto, 1992).
In this sense, Cenitral America is quite close to
Peru and very far indeed from New York. In Hondu-
ras, the minimum amount of time needed to register
a new company is 12 months, while in Guatemala it
takes from 10 to 12 months. In both of these coun-
tries, the steps that a company must take if it wishes
to increase its capital take almost as long and are

almost as costly as the procedures for founding a
new company. The hurdles facing investors in El
Salvador and Costa Rica are somewhat less formi-
dable, since these countries permit the registration of
open-end companies. The administrative procedures
involved in their establishment take “only” four
or five months in El Salvador and from two to three
months in Costa Rica. Information could not be ob-
tained on the procedures for registering companies
or investments in Nicaragua,

Some Central American governments are
aware that bureaucratic red tape is discouraging in-
vestment and are trying to streamline the system.
The Guatemalan Congress has just passed a law
which creates a “single window” for investors.
Honduras’s Investment Act seeks to do the same
thing.

Protection against imports

For more than three decades the Central American
countries pursued an inward-looking development
strategy. In line with this strategy, they levied
high tariffs on final consumer goods and exempted
imports of machinery, raw materials and inter-
mediate goods for use in their manufacturing
industries.

Today, the Central American countries have
eliminated all tariff exemptions and specific duties
(assessed by weight or unit) and are gradvally
lowering their ad valorem tariffs on imported
goods that compete with local industry. These tariff
reform efforts began in 1986 in Costa Rica, El
Salvador and Guatemala, in 1987 in Nicaragua and
in 1990 in Honduras. All five countries have taken
numerous unilateral steps, but they have pledged
to return to a common external tariff within two
and one-half years.? The new Central American
tariff will be less protectionist in nature than its
predecessor. It will have only four rates: 5% for

machinery, raw materials and intermediate goods not
produced in the subregion; 10% for machinery, raw
materials and intermediate goods produced in the
subregion; 15% for final consumer goods not pro-
duced in the subregion; and 20% for final goods pro-
duced in the subregion.

Current tariff protection in the five countries and
the levels planned for 1993, 1994 and 1995 are
shown in table 1. The top rate, which would be 20%
in 1995, does not preclude the application of higher
excise taxes for fiscal or health reasons. Cigarettes
and perfumes, for example, could be subject to a

%1n section 28 of the San Salvador Declaration of 17 July
1991, the Central American presidents pledged to implement a
uniform Central American tariff with a *20% ceiling and a floor
of no less than 5%” on 31 December 1992; the countries may,
however, formulate “a short list of products to which the agreed
levels will be applied no later than 31 December 1994, for
which purpose a tariff-reduction programme shall be estab-
lished”.
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CENTRAL AMERICA (FIVE COUNTRIES): IMPORT DUTIES

Table

1

(Percentages)
1992 1993 1994 1995
Costa Rica 5-46° 5-40 5-31 5-20
El Salvador 5- 305 5-25 5-20 5-20
Guatemala 5.30 5-20 5-20 5-20
Honduras 5- 35: 5-20 5-20 _ 5-20
Nicaragua 5-60 5-20 5-20 5-20

Source: Permanent Secretariat of the General Treaty on Central American Economic Integration (SIECA), Politicas econdmicas vigen-
tes en los pafses centroamericanos a enero de 1992, Guatemala City, February 1992, and information supplied by the Ministry

of Economic Affairs of each country.

® A temporary 2% surcharge on imports from outside the subregion was discontinued in March 1992, The Central Bank of Costa

Rica required advance deposits until the end of 1991.

b Includes a 3% surcharge on imports from outside the subregion.

®Includes a 5% across-the-board surcharge (except for machinery and equipment) and an additional 10% surcharge on final goods.
9 Includes excise taxes at rates of up to 40% which function much like import duties.

100% tariff rate, but if these items are produced lo-
cally for the domestic market, they will be subject to
an 80% tax on their factory gate value. This measure
will ensure that high customs tariffs do not become
highly protective tariffs. 3

Costa Rica currently has tariffs ranging from a
5% rate on machinery and patts to a 46% duty on
“sensitive items” (textiles and footwear). For fiscal
reasons, the Government maintains a tariff floor of
10% on imports of raw materials and intermediate
goods. This puts Costa Rican industry at a disad-
vantage in competing with other Central American
producers, but at least it is better off than it was
in 1991, when the 10% floor also applied to
machinery and parts and a 10-percentage-point
surcharge was levied on all imports from outside
the subregion. By the end of 1994 the country
hopes to have its target tariff structure in place,
which would be composed of ad valorem rates
of between 5% and 20%.

El Salvador’s present import duties range from
5% to 25%, with the exception of textiles and

3 Section 28(2) of the San Salvador Declaration permits the
preparation of “a limited list of exceptions comprised of pro-
ducts of a fiscal nature on which a tariff above 20% may be fe-
vied”. If such goods’ locally-produced (whether actual or
potential) counterparts are exempted from the payment of these
special tariffs, this provision could end up promoting the pro-
duction of these “products of a fiscal nature”, which would en-
tail a loss of tax revenue.

leather footwear, which are subject to rates of up to
30%. In mid-1993 the tariff ceiling is to be lowered
to 20% (25% for textiles and footwear), and by June
1994 all tariff rates are to be between 5% and 20%.
The Salvadorian Government does not impose quo-
tas, surcharges or advance deposit requirements on
imports and maintains a single, free-floating ex-
change rate,

Guatemala’s tariff structure is very similar to
El Saivador’s. At the present time its rates go from
5% to. 30% (including a three-percentage-point
surcharge), but the Minister of Economic Affairs
has slated a reduction of the top rate to 20% for
early 1993.

Under Honduran law, tariff rates have already
been brought down to a range of 5%-20%. However,
five-percentage-point surcharges are applied to im-
ports of all goods (except capital goods) and an an-
other 10 percentage points- are added to final
consumer goods. Thus, in effect, Honduran producers
are in the same position as Costa Rican producers in
that they pay a minimum tariff of 10% on imports of
raw materials and intermediate goods. It is not yet
certain when these import surcharges will be discon-
tinued, but it is supposed that they will be eliminated
some time in 1993,

A number of past Honduran administrations, like
some of their counterparts in other countries of the
subregion, have on occasion made use of import
licenses and export permits to protect certain pro-
ducers or to help out consumers. It is therefore of
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interest to note that, under article 4 of the Investment
Act, the current administration guarantees entrepre-
neurs “freedom to import and export goods and
services without being required to obtain prior auth-
orization or administrative permits” and pledges to
uphold “the principle of free determination as it ap-
plies to the prices of the products or services they
offer”.

Nicaragua lowered its tariff ceiling to 20% in
1990. At the same time, it introduced a number of
selective consumption taxes (excise taxes). Many of
these taxes, such as those levied on liquor, cigarettes,

soft drinks and beer, really are consumption taxes,
because they apply to both locally-produced and im-
ported products. Others, however, are actually selec-
tive tariff surcharges, since locally-produced goods
are exempted. These “hidden” tariffs are charged
on imports from any source (even within Central
America) and can add up to 40 percentage points (as
in the case of fancy biscuits and crackers) to-the

+ legally-established tariff. In any event, this is only a

temporary measure, since these excise faxes are
being lowered every six months and will have been
phased out entirely by January 1993. '

Export incentives

The protection of the countries’ or the subregion’s
markets creates two types of anti-export biases. The
first stems from the fact that machinery, equipment,
raw materials and intermediate goods are purchased
at prices higher than the going rate on the interna-
tional market; the higher the tariff floor is, the higher
the cost of such inputs to the actual or potential ex-
porter. The second bias arises out of the fact that a
given product brings a higher price on the protected
local market than it does on competitive export mar-
kets, thereby making import substitution more attrac-
tive than exporting. For these two reasons, the
volume of exports is less than it would be under a
free trade system.

1. Customs-free zones

The creation of customs-free zones for manufactur-
ing activities is a way of eliminating much of this
anti-export bias, at least for the industrial concemns
located within them. Such zones exist in each of the
five countries, although Honduras calls them by a
different name (“export processing zones” (EPZs)).
Nicaragua has passed no new legislation on this
mechanism not has it seen any recent investment of
this type, but a customs-free zone which pre-dates
the Sandinista Revolution does exist and is now
run by a government agency called the People’s
Industrial Corporation (COIP).

The companies in these special enclaves gener-
ally operate under a free trade system whereby they

have the right to buy inputs anywhere in the world,
manage their accounts in whatever currencies they
wish, and export their products to other countries.
They also enjoy other privileges, such as lower taxes
and freedom from the regulations applying to indus-
try in the rest of the country. The key to success for a
customs-free zone is authorization of duty-free im-
portation of inputs on condition that they will sub-
sequently be re-exported or used in manufacturing
products for export. As one specialist in such cus-
toms-free zones has explained (Warr, 1989, p. 34),
“Although the details of these provisions vary, a
universal feature is the almost complete absence of
either taxation or regulation of imports of intermedi-
ate goods into the zones”.

Costa Rican law does not fit in with this “univer-
sal feature” because the government protects the pro-
ducers of inputs by permitting them to register
complaints with the Bureau of Industry. If the Bureau
finds that Costa Rican producers can match such im-
ports in terms of price, quality and delivery times,
then companies in the customs-free zones must “give
priotity” to locally-produced inputs.

These restrictions set Costa Rica apart from the
rest of the world insofar as legal provisions pertain-
ing to customs-free zones are concerned. Entrepre-
neurs who choose to set up shop in a zone of this sort
do so primarily because of the possibility of becom-
ing more competitive by remaining outside the
country’s customs jurisdiction and being able to buy
raw materials and intermediate goods of the desired
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quality at the best possible price by seeking them out
in any part of the world whatsoever. If Costa Rica
were to enforce its laws strictly, these firms’ compe-
titive positions would suffer. And if the intention is
not to apply the law, then it would be better to amend
it so as not to discourage investors. What is more, the
above-mentioned provision is entirely superfluous,
since no firm is going to import inputs if it can ac-
quire them locally on the same terms.

All the governments of the subregion grant
100% exemption from profits taxes to enterprises in
the customs-free zones (see table 2). Many of them
place a 10- to 12-year limit on these exemptions, but
this is usually not enforced. The. firms that set up
operations in such customs-free zones are interna-
tionally mobile, or “footloose”. Firms that shut down
their operations in one country generally migrate to
another country’s customs-free zone where condi-
tions are better. Thus, the profits tax exemption is
almost always renewed when its initial term expires.
These footloose firms are also given at least partial
exemption from other lesset taxes, such as land taxes
and taxes on installed capacity. : .

Companies in the customs-free zones are given
such privileges on condition that they export what
they produce, that their output is used within the zone
itself or that all imported products are re-exported.
The laws of the Central America countries do, how-
ever, permit such companies to sell a portion of their
output to buyers within their territories provided,
of course, that all the corresponding duties are paid.
In Guatemala up to 20% of such firms’ output may
be sold on the local market, and in Costa Rica the
figure is 40%. In El Salvador and Honduras the law

sets no limit in this respect, but all prospective

sales on the domestic market must first be ap-
proved by the Government (see table 2).

One condition which makes customs-free zones
less attractive to footloose companies is the require-
ment that they be physically located within a certain
area. The countries have shown themselves to be
flexible on this point, however. At present, two-thirds
of the nearly 100 fitms operating in Costa Rica’s
customs-free zones have built “satellite plants”
outside the physical boundaries of the zones as a way
of dealing with labour-recruitment difficulties or, in
some cases, with problems of environmental pollu-
tion that make it advisable for them to move away
from other industrial plants. In El Salvador, Execu-
tive Order No. 461 of 15 March 1990, which in
effect constitutes a law on the country’s customs-free

zones and fiscal precincts, is more explicit in this
regard, it states that “firms which export the whole of
their output ... and which for technical reasons are
not located within a customs-free zone may request
that their premises bé declared a fiscal precinct ...”
(article 20) and specifies that exporters operating
within fiscal precincts shall enjoy the same tax incen-
tives as those operating within customs-free -zones
(article 22).

2. Temporary importation

Temporary importation systems have some advant-
ages over customs-free zones in that they permit
plants which assemble imported inputs for sub-
sequent exportation (“maquiladoras™) to locate their
facilities anywhere in the country. This allows them
to make use of existing infrastructure and thus' to

‘avoid costly investments in new industrial com-

plexes. This system is similar to El Salvador’s “fiscal
precincts”, but is much more flexible. The entrepre-
neur must guarantee that these temporarily imported
inputs will be exported within a specified time span,
usually one year. No other restrictions are placed on
such imports in the subregion. With the exception of
El Salvador, the countries also permit duty-free im-
portation of machinery and equipment. As in the case
of firms within customs-free zones, each country
exempts these assembly plants from profits taxes (sce
table 3).

Plants operating under the temporary import-
ation system are prohibited from selling their pro-
ducts on the local market in Costa Rica and
Honduras. El Salvador and Guatemala permit un-
limited sales on the sole condition that the. corre-
sponding duties on the final product are paid.
Magquila activities in El Salvador also receive a draw-
back equivalent to 8% of the value added, but only
once the products have been exported to markets out-
side the subregion. For the time being Nicaragua has
no specific laws on the subject, nor has any bill re-
garding such activities been drafted.

. As a rule, temporary importation mechanisms
have been devised as a way of assisting exporters
who use many imported inputs and add little value to
them within the national territory, but the laws of the
Central American countries do not clearly set out the
system’s eligibility requirements. One way of decid-
ing whether a given concern is or is not a magquilado-
ra is to determine how much value the activity adds
to the product in question. In Guatemala, Executive
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Table 2

CENTRAL AMERICA (FOUR COUNTRIES): CUSTOMS-FREE INDUSTRIAL ZONES

Costa Rica El Salvador Guatemala Honduras

Tax exemptions

Imports of machinery

and inputs 100%" 100% 100% 100%

Profits 100%, 8 yrs 100%, 10 yrs 100%, 12 yrs 100%
50%, 4 yrs renewable

Sales on local market Up to 40%, Unlimited, Up to 20%, Unlimited “when the
subject to subject to subject to same sort of product
approval approval approval is not produced in

the country”, subject
to approval

Source: The relevant legal provisions of each country.

2 No restrictions are usually placed on imports going into the zone, but imports of raw materials or inpuls can be restricted if the Bureau
of Industry finds that Costa Rican producers can meet the importing companies’ requirements in terms of price, quality and delivery

times.

Table 3

CENTRAL AMERICA (FOUR COUNTRIES): TEMPORARY IMPORTATION
SYSTEMS (MAQUILA ACTIVITIES, DRAWBACKS)

Costa Rica E! Salvador Guatemala Honduras
Téx exemptions
Imports of machinery 100% - 100% 100%
Imports of inputs 100% 100% 100% 100%
Profits 100%" 100%, 10 yrs, 100%, 10 yrs 100%, 10 yrs
' renewable

Sales to Iaéa! market No Unlimited, with Unlimited, with - No

payment of corres- payment of cotres-

ponding taxes ponding taxes
Export incentives - No Drawback of 8% No ’ No

of value added

Source: The relevant legal provisions of each country.

*In the case of registered foreign investments, a 15% tax is levied when profits are repatriated.

Order No. 29-89 defines maquila activities “as those
devoted to the production and/or assembly of
goods ... containing at least fifty-one per cent (51%)
foreign merchandise”, or, in other words, a maxi-
mum of 49% nationa. value added. The distinction
between magquila and non-maquila activities is ir-
relevant in Guatemala, however, since any company
can make use of the temporary customs-clearance
system.

3. General incentives

Companies operating in customs-free zones or
under temporary importation systems export almost
all of their output. Even in cases where they are
allowed to sell their goods on the local market, they
must pay the same tariffs as those levied on firms lo-
cated abroad. The vast majority of Central Ameri-
can manufacturing firms produce goods for the
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Table 4

CENTRAL AMERICA (FIVE COUNTRIES): INCENTIVES FOR
EXPORTS OF NON-TRADITIONAL MANUFACTURES

Costa Rica El Salvador Guatemala Honduras Nicaragua
Tax exemptions
Imports of machinery :
and inputs 100% - 100% 100% 100%
Profits 100%" . 100%, 10 yrs  100%, 10 yrs ~ 80%
Taxes on exports - - 1.5% 1% -
Tax credit
certificates (CATs) Up to 12% - - - 15% of FOB
of FOB value® value ©

Cash drawbacks -

Minimum 35% -
national value
added

Requirements

8% of FOB value

- Provide at Export at least
least 25 jobs  25% of output
directly

Source: The relevant legal provisions of each country.

*In the case of registered foreign investments, a 15% tax is levied when profits are repatriated.

P Annual decreases will have phased out the CATs entirely by 1997.

“To be lowered to 10% in 1993, to 5% in 1995 and to zero in 1997.

protected local market, but some of them are in a po-
sition to export at least a portion of what they pro-
duce. All the countries in the subregion have more
flexible legislation regarding these “part-time” ex-
porters.

Table 4 provides an overview of the incentives
for exports of non-traditional manufactures in each
of the five countries. These incentives do not
apply to exports going to other countries within the
subregion, but they do apply to sales to companies
in customs-free zones, Salvadorian law in this area is
surely the most straightforward; it simply directs
that a cash payment equivalent to “8% of FOB value
[is to be granted] to offset import duties and other
indirect taxes on export activity” (article 3 of Execu-
tive Order No. 460 of 15 March 1990). The law’s
simplicity is its main virtue, since it thus streamlines
the corresponding administrative procedures. Further-
more, this system enables El Salvador to provide
incentives to exporters without exempting them
from import duties, thereby encouraging the use of
locally-produced inputs. The system does have a

disadvantage, however: since not all inputs are sub-
ject to the same tariff rate and not all products face
the same anti-export bias, the across-the-board draw-
back may be too much for some activities and too
little for others.

The rest of the countries offer various sorts of
incentives to exporters. All permit duty-free import-
ation of machinery, equipment and inputs used in the
production of goods for export. All the countries also
provide these firms with exemptions (although to dif-
fering extents) from taxes on the profits they realize
from their export activities. Nicaragua provides them
with exemptions from 80% of such taxes only, while
Guatemala and Honduras place a 10-year limit on
such allowances.

Since 1972 Costa Rica has issued tax credit cer-
tificates, or CATs, which originally were worth 15%
of non-traditional exports’ FOB value (the value of the
merchandise once on board the ship or airplane, not
including freight or insurance charges). As this incen-
tive has proven to be very costly to the government,
however, it has decided to phase out CATs over the
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next few years.4 Costa Rica currently offers CATs
equivalent to 8% of the FOB value of exports contain-
ing 35%-40% national value added, and an additional
1% for each five additional poirts of value added up
to a maximum of 12% for exports incorporating 55%
or more national value added. In Nicaragua, CATs
equal to 15% of exports’ FOB value are provided re-
gardless of the amount of national value added. This
may be an over-generous incentive for assembly or
magquila activities, but it will be a short-lived one,
since the rate is to be lowered to 10% in 1993, to 5%
in 1995 and to zero in 1997.

Guatemala and Honduras are the only coun-
tries in the subregion which do not give either cash
drawbacks or tax credit certificates to exporters of
manufactures. They are also the only ones that tax
such exports. The tax is a small one (1.5% and 1%
of their value, respectively), but the fact that it
exists at all does nothing to help eliminate the

anti-export bias, since it leaves open the possibility of
arate hike at some future date.

Two of the countries -El Salvador and
Guatemala- offer incentives to all exporters of non-
traditional manufactures, no matter how small their
export volumes or percentage of national value
added. El Salvador’s Export Reactivation Act even
offers incentives to exporters of traditional products
(defined as coffee, sugar and cotton), provided that
they process the goods enough to generate at least
30% added value. Costa Rica requires that expotts
have at least 35% national value added in order to be
eligible for CAT incentives. Honduras limits these
benefits to relatively large companies by requiring
that the exports directly create at least 25 jobs. In
Nicaragua, some potential exporters do not receive
any encouragement whatsoever because existing
incentives are only for firms that export at least
25% of their output.

Labour, energy and water costs

The minimum wages and workers’ benefits in effect
in each Central American country are shown in table
5. It should be noted that the minimum wages cited
in the table refer to the manufacturing sector as a
whole rather than to specific companies. : Many
firms, especially the larger ones and those that ex-
port most of their output, pay higher wages, but they
also hire people who are more highly skilled or who
have greater training potential.

The range of wages and benefits in Central
America is very wide. Wages are highest in Costa
Rica; in fact, they are about double what they are in
the other four countries. Legally-mandated annual
vacation leave is fairly generous in Nicaragua (30
days), as is the number of public holidays (17 days).
Total benefits, measured as a percentage of the base
wage, are greater in Nicaragua (64%) than in any of

#Hoftmaister (1992) estimates that between 1984 and 1989
each dollar’s worth of CATs generated US$ 1.34 in gross exports
and US$ 0.80 in imperted inputs which were then incorporated
into the goods to be exported. Thus, on average, each dollar's
worth of subsidy generated only US$ 0.54 in net exports. During
this period most non-traditional exports received 15% CATs,
subject to the requirement that the products contain at least 35%
national value added.

the other countries, partly because of the custom of
giving workers a basket of staple foods for their
families each month; the lowest levels are found in
Honduras and El Salvador (27%). :
The additional costs incurred by a company when
it dismisses a person for reasons other than miscon-
duct are not included in table 5. This legally-guaran-
teed severance payment is equivalent to one month’s
wages per year of employment in all five countries.

- Energy and water costs affect the competitive-
ness of the manufacturing sector in Central America,
in addition to labour costs. Electricity rates do not
vary a great deal from one couniry to another, but are
highest in Guatemala, followed by Costa Rica and
Nicaragua. Firms which are heavy consumers of
electricity pay less per kWh, while those who use
very little pay much more than the average amounts
shown in table 5. It is also important to note that
these prices do not include the cost of blackouts,
which occur frequently -in” El Salvador and Nica-
ragua, Gasoline prices are substantiaily higher in
Nicaragua and Guatemala, diesel fuel is costlier in
Honduras and Guatemala, and drinking water is
more expensive in Costa Rica and Honduras.
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Table 5
CENTRAL AMERICA (FIVE COUNTRIES): COSTS OF LABOUR, ENERGY AND WATER*
Costa Rica El Salvador ~ Guatemala Honduras Nicaragua

Minimum monthly wage (dollars) 153.31 83.00 68.00 85.00" 76.00
Social security (%) 14.0 13.25 10.0 7.0 12.0
Other taxes (%) 8.0 - 1.3 10 2.0
Paid public holidays (days/year) 6 11 12 11 17°
Paid vacations (days/year) 15 15¢ 15 10° 30
Year-end bonus (days) 30 10f 30 30 30
Food basket (%) - . - - 263
Total benefits (%) 36.7 26.6 28.5 27.3 64.2
Total cost per month (dollars) 209.57 105,08 87.38 108.20 124.79
Work week (houts) 48 44 44 44 48
Total cost per hour (dollars) 1.02 0.56 0.46 0.57 0.60
Exchange rate for the dollar 138.30 8.10 5.09 5.40 5.60
Electricity (dollar/kWh)# 0.06 0.05 0.07 0.05 0.06
Regular gasoline (dollar/gailon) 1.29 1.45 1.76 1.32 1.90
Digsel fuel (dollar/gallon) 1.09 0.87 1.17 119 L.10
Drinking water (dollar/m>)" 0.60 0.08 0.1% 0.31 0.10

Source: Permanent Secretariat of the General Treaty on Central American Economic Integration (SIECA), Precios que inciden en los
costos de produccidn del sector industrial de los paises del istmo centroamericano a enero de 1992, Guatemala City, February

1992, and research by the author.
®The figures shown in this table correspond to early 1992.

® Legal minimum wage for firms having over 15 employees; the minimum wage is 14% lower for firms having 6-15 employees and

30% lower for those with 5 or fewer employees.

©Managua only; workers in the rest of Nicaragua are legally entitled to 15 paid holidays per year.

4 For annual vacation leave an additional payment equal to 30% of the worker’s wage is required.

®For persons who have been employed for less than two years; workers who have been employed for two years receive 12 days of
paid vacation; those with three years receive 15 days; those with four years or more receive 20 days.

fFor workers who have been employed for less than three years; workers employed for 3-10 years receive a bonus equivalent to 15
days’ wages; persons who have been employed for 10 years or more are legally entitled to a bonus equivalent to 18 days’ wages.

& Approximate average for industrial use.
b Cost in the capital city of each country.
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The petroleum-based production pattern has ultimately
proved to be a dead end as the deteriorating quality of
natural resources —owing to the way they have been vsed
and appropriated— has begun to cast doubt upon the
pattern’s viability. Repeated soundings of alarm on this
score have increasingly sensitized the population, thus
creating a level of ecological awareness that has moved
society to voice its ever more vehement rejection of
a system which bases itself on the destruction or
degradation of natural resources and, in so doing,
jeopardizes the sustainability of the development
process.

At the same time, a variety of factors —including
such diverse elements as financial constraints and
demands for the consclidation of democracy- have
prompted a restructuring of the institutional system. One
of the most immediate effects of this has been a
downscaling of the State’s sphere of activity relative to
the presence and action of civil society; one of its
delayed effects has been the deconcentration of
political power.

These two factors make it necessary to forge a link
between the issues of environmental sustainability and
societal participation in order to devise an approach
capable of generating operative responses to ihe
development challenge facing the countries of the region.

The author analyses a possible approach to
environmental issues, puts forward a number of
hypotheses regarding the social and institutional
dynamic, gives his interpretation of the origin of political
power and the forms it takes, and presents a number of
action proposals. The article focuses on these issues
within a rural setting, and for that reason the suggestions
it contains are also made from a rural perspective; none
the less, they can be extrapolated to other areas. The
proposals made here deal with the steps that need to be
taken before a sound, comprehensive effort can be
mounted to halt the degradation of ecosystems and the
deterioration of the region’s natural resources: something
which simply cannot be accomplished without the active
participation of the social sectors linked to these
resources.

“The author is a consultant to the Food and Agriculture -

Organization of the United Nations (FAO).-

Introduction

The relationship between participation, the environ-
ment and sustainable development has extremely
important implications for our future. As stated in the
Rio Declaration on Environment and Development,
“Environmental issues are best handled with the par-
ticipation of all concerned citizens, at the relevant
level. At the national level, each individual shall
have appropriate access to information concerning
the environment that is held by public authorities, in-
cluding information on hazardous materials and acti-
vities in their communities, and the opportunity to
participate in decision-making processes. States shall
facilitate and encourage public awareness and par-
ticipation by making information widely available.
Effective access to judicial and administrative pro-
ceedings, including redress and remedy, shall be pro-
vided.” ! Clearly, however, a great deal remains to
be done before these types of precepts can be put into
practice. Indeed, working definitions of such con-
cepts as “environment”, “participation” and “sustain-
able development” have yet to be agreed upon, and
the lack of such definitions further obscures the ways
in which these elements interact and the operational
means that could be used to put them into practical
effect. Nevertheless, demands for genuine, swift
and effective incorporation of these dimensions into
our daily lives are growing, as is the necessity of
doing so in order to put a stop to processes of envi-
ronmental degradation which may prove to be irre-
versible if the current situation is allowed to remain
unchanged; an awareness of this fact is implicit in the
Rio Declaration,

One major impediment to more comprehensive,
precise conceptual and methodological work in this
field is the lack of information, in a wide range of
areas, on ecosystems and on the status of the environ-
ment and how it is changing. For example, many of
the plants in the Amazon region have not yet been
catalogued; consequently, the behaviour of these eco-
systems is not fully understood and the potential
pharmaceutical value of these unknown species can-
not be assessed. This lack of information is a prob-
lem in respect of both baseline evaluations and
environmental monitoring; in other words, we have

lPrim:iple 10 of the Rio Declaration on Environment and
Development, which was signed by the Presidents of the na-
tions represented at the recent United Nations Conference on
Environment and Development (Brazil, June 1992).
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neither a full picture of the present status of the re-
gion’s agro-ecosystems nor institutionally tested sys-
tems or methodologies for collecting the information
that would allow us to monitor qualitative and quan-
titative changes in these ecosystems and to evaluate
the effects of different measures and policies.

The theoretical analysis of this subject requires
an ability to work at very high levels of complexity
and abstraction due to the specificity of many aspects
of the processes involved, the vast number of vari-
ables to be dealt with, and the nature of their interac-
tion, all of which is, in addition, skewed by their
particular context. Otherwise, we run the risk of fall-
ing back on simplistic, overly linear definitions of the
parts which the various social actors should play in
forging a way of life and a system of production
conducive to the sustainable development of forestry,
agricultural and fishery resources.

The discussion contained in the following pages
is intended to foster a debate-based on a careful
examination, -within a specified context, of certain
elements that will have to be taken into consideration
when society, through the relevant agents, arrives at
the point where it begins to undertake participatory
action in respect of the sustainable development of
the agricultural, forestry and fishery sectors.

Generally speaking, in regard to the link be-
tween participation and the environment, it will be
argued that both the conventional political sysiem
and civil society can serve as platforms for social
participation and that, given the constitutional char-

acteristics of Latin American societies, both of these
spheres need to be taken into account. It is important
to bear in mind that these societies are overly so-
cialized and marginalized 2 and, as a result, individ-
vality 3 is only just beginning to emerge as a
fundamental element of civil society.

Today, there is a tendency to think that participa-
tion emanating from civil society is more “effective”
or more “genuine” than conventional, indirect forms
of participation. The problem with this is that Latin
America’s civil societies are relatively weak ag-
glomerations, whereas its traditional political system
is stronger and more fully consolidated. The region
must therefore channel some of its efforts towards
strengthening its civil societies as a means of
augmenting direct participation, At the same time,
however, traditional forms of participation through
political parties should not simply be discarded, since
they can indirectly help to strengthen the various
spheres of civil society itself. In summary, it is not a
question of substituting one type of participation for
another but rather of striving to integrate the two and
to expand their potential range of action while recog-
nizing the specific features of each of these forms
within the Latin American context.

Within the scope of this analysis, and with a
view to helping to lay the foundations for a sustain-
able form of agricultural and rural development,
three fields are discussed in which steps could be
taken to promote participation: information, techno-
logical progress and environmental monitoring,

Environmental issues and ways of addressing them

The deterioration and degradation of the region’s
agricultural ecosystems pose a problem that could be
described as being a “by-product” in that it is not the
result of some social agent’s deliberate decision to
damage the environment, but is instead an unsought
effect of a certain way of appropriating and using
natural resources. Stated in broader terms, we could
describe the situation as being one in which the deci-
sions taken by economic and political agents have
generated negative externalities* which have gone
undetected by the market-based system of resource
allocation and which, in consequence, this sysiem

2Exaggerating somewhat for the sake of illustration, some
anthropologists have contended that our society’s mechanisms
of social interaction still exhibit some of the traits of tribal
societies,

?The term is used here to denote a particular set of com-
plex traits (desires, aptitudes, creativity) which differeatiate in-
dividuals from one another, rather than as a synonym for
“individualism”,

*Studies commissioned by the World Bank have shown
that some policies, especially on credit and subsidies, have pro-
moted the deforestation of the Amazon region without affording
any major benefits to the countries concerned. See Mahar (1989)
and Binswanger (1989).
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has failed to correct by assigning a value to environ-
mental degradation.

This process has two starting points: one is
structural in nature and is related to the social dis-
tribution of resources, while the other is of a func-
tional character and is associated with resource use,
chiefly in terms of technology.

One of the most contradictory aspects of the de-
struction of the environment is that even though it is
a direct consequence of the environment’s economic
exploitation, the cost of environmental deterioration
is borne by society as a whole, rather than by the
direct beneficiary of that exploitation. In the tradi-
tional approach to project evaluation, a resource’s
value is estimated by calculating the net discounted
income flow that it generates, assuming that the re-
source itself remains unchanged; consequently, this
form of economic appraisal does not incorporate the
resource’s destruction or deterioration as a project
cost. 3 It may therefore be supposed that many natu-
ral-resource investment projects are “profitable” only
because their evaluation has not included the costs
associated with the destruction of the natural resour-
ces they are using.

Part of the problem has to do with the fact that
the pace of technological innovation is outstripping
the region’s capacity for institutional readjustment.
Indeed, the rapid spread of technical progress and
economic expansion seem to have occasioned more
negative externalities than public and private institu-
tions can handle. 6

One of the stumbling-blocks in the search for
solutions to environmental problems is the lack of a
single, clear-cut origin from which a definite train of
events can be traced. Many experts feel that the

51t must be remembered that the taxes paid by the citizens
of a given country represent the sum society is charging them
for the exclusive right to draw the income generated by the re-
source in question and for the use of the relevant infrastructure
(whose cost has been borne by society), without which this in-
come could, in many cases, not be generated at all.

6I(emp and Soete (1990) develop this idea, while Goran-
Maler (1990) contends that, in accordance with the principle of
thermodynamics, as the pace of economic growth speeds up, the
degradation of natural resources will also accelerate. Although
this is true in a general sense, it overlooks the possibility of
opening up new spheres of activity in connection with products
that have no environmental impact (something analogous to the
continuous upgrading and zero-fault processes to be observed in
today’s informatics-based industry).

development style itself is the cause of ecosystem
deterioration. 7 This means that, in many cases, so-
called “environmental problems” cannot be solved
solely by means of environmental measures as such
but instead call for efforts in a number of different
areas, including, perhaps, economic measures or di-
rect political action.

Second, devising a participatory strategy for ad-
dressing environmental problems is difficult because
it is not clear which parties are in conflict with one
anothet; i.e., we do not know exactly which sociopol-
itical agents are involved or which sphere or level is
the most suitable for resolving a given dispute.

Third, the intertemporal character of the prob-
lem, 8 along with uncertainty as to what questions
decision-makers need to ask, hamper policy-making
and participation by the relevant agents. If the choice
is expressed as being between approving or disap-
proving of environmental destruction and deteriora-
tion, the answer is obvious; but it is not so obvious
that, under present real-world conditions, there really
is an environmentally sustainable option which so-
ciety is willing to accept, given the costs and benefits
of the necessary changes and the social distribution
of effort and of rewards. °

If we take the case of the destruction of the
Amazon region as an example, the first questions
that arise relate to deforestation and indiscriminate
clearcutting, which are obviously the direct causes
of the region’s destruction. How are we to continue
developing and utilizing this ecosystem without
destroying it? Are there viable alternatives to
slash-and-burn agriculture? Is it possible to mine’
gold without using mercury? Are companies really
willing to manage the Amazon rain forest in an

7See, in particular, the studies prepared by the Joint
ECLAC/UNEP Development and Environment Unit, especially
those conducted by O. Sunkel, N. Gligo, G. Gallopin,
P. Gutman, A. Herrera, H. Urtubja and 1. Sachs, among
others.

& This concept of intertemporality has arisen out of the
various definitions of sustainability that have been advanced,
patticularly the one framed by the World Commission on Eavi-
ronment and Development (more commonly known as the
Brundtland Commission), which is also the most generally ac-
cepted one. According to that definition, in order for there to be
sustainability, natural resousces must be used in ways that take
into consideration both present needs and the needs of future
generations.

® An intertemporal option is implicit in the concept of
sustainable development,
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environmentally sound manner? How are the costs
(and benefits) of heightening the greenhouse ef-
fect to be distributed, given the role played by this
ecosystem in its generation? These and other ques-
tions are particularly important, because the develop-
ment of the Amazon jungle cannot be halted but only
modified.

When the problem is stated in these terms, it
may be seen that a number of the agents involved
have at least two different roles: they are acting as
citizens, who want the best for their country, and as

economic agents, who need to produce or, depending

on the particular case, at least survive, If the necess-
ary strategy changes are made too swiftly, the conse-
quences could range from lost profits to the
disintegration of a social group.

This is, to some extent, the context of environ-
mental issues in Latin American agriculture.
The interests of some agents conflict with those of
others, as do those of private agents and the State.
Moreover, the amounts of political clout and in-
fluence wielded by the various groups differ sub-
stantially. The complexity of such issues is further
increased by the agents’ dual roles and by the lack of
dispute settlement mechanisms. Consequently, dur-
ing the problem-identification stage it is very im-
portant to determine how the various agents are
aligned so that realistic answers can be found
for the above-mentioned questions and so that the
resulting proposals can be implemented through a
process of negotiation. This rough outline applies to
all the various ecosystems found in the region, but it
takes on special urgency in the case of the most
fragile ones.

If these factors are not taken into consideration
when dealing with environmental issues, attempted
solutions may backfire. In a democratic system, deci-
sions cannot be put into effect or maintained without
the backing of real social agents, whether that sup-
port is channeled through the conventional political
system or through civil society. In fact, if environ-
mental problems are not approached with a sense of
political realism -which is often no more than just
plain common sense— the steps taken may prove to
be counterproductive. For example, if the members
of a community are simply asked whether they wish
* to continue the exploitation of the ecosystem or not,
they will probably say that they want to continue
utilizing it as they have in the past; if traditional

methods of exploitation do continue, however, the
consequence may be the destruction of that ecosys-
tem. Hence the need to use suitable methods for eli-
citing the opinions of the community and to apply
those methods correctly.

The participation of the citizenry plays an es-
sential part both in legitimizing the instruments

~ used by society ~through its democratically elected

public officials— to deal with environmental issues
and in arriving at decisions and taking direct action
within the framework of the measures to be im-
plemented.

At least three spheres of action are involved in
the legitimization of such instruments:

(i) The law. The countries need to fashion a legal
framework for environmental issues that will permit
their institutionalization and, thus, the establishment
of legal guidelines for resolving problems caused by
conflicts of interest among individuals or between
the State and private individuals which lead to the
destruction or deterioration of the environment.

(ii) The economy. Policy incentives and disin-
centives or, when appropriate, regulations will have
to be used in order to actually put into practice the
thesis that the cost of ecosystemic degradation should
be paid by those who benefit from that degradation
or who bring it about.

(iii) Politics. The system’s capabilities for adopt-
ing structural solutions (such as altering the property
structure or broadening and democratizing channels
for political and civil participation) need to be up-
graded. The current situation in the world being what
it is, the latter step, in particular, involves promoting
deconcentration, de-localization and, above all,
decentralization; in other words, it entails strengthen-
ing regional and local forms of participation and so-
cial control.

Thus, it is a question of bringing problems and
solutions closer to each other and of encouraging the
people actually concerned to take part in the effort to
improve their living conditions and their environ-
ment. Apart from any other considerations, it would
simply be ineffective to approach such problems in
any other way since, without the participation of all
relevant actors, hierarchic democratic systems tend to
promote uniformity and to display a disregard for
regional or local characteristics, which must be taken
into. consideration in order o resolve environmental
issues.
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Participation and power

While the connection between participation and
power is obvious, since, when a person participates,
what he or she is actually doing is exercising power,
it is important to remember that participation can be
channeled either through the political system or
through civil society.

A few words of explanation are perhaps called
for here. Power can be defined in simple terms as
“some degree of ability to direct society along a
desired path, i.e., a situation in which one agent’s
will to act prevails over that of other agents in society
who have opposing ideas”. The “social will to act”
—as an organizational phenomenon- resides primarily
in political parties, with such parties being under-
stood as broader expressions of the interests of given
social groups which rise to political prominence
when they reach a point where, besides having at-
tained some awareness of their own identity, they
“tend to see their interests as transcending their own
particular milieu and interpret them as being the in-
terests of other groups, i.e., when those interests are
presented as a proposition for the whole of society”.
“Thus, the panoply of leading players within the pol-
itical realm is composed of political parties which,
independently of their origin and of the set of institu-
tions and individuals concerned, become actors be-
cause they are able to publicly express their social
will. All such parties must confront the force of each
other’s wills. This interaction is what is known as the
alignment of political forces, which is what ultimate-
ly transforms the will to act into the ability to act.
The alignment of political forces as such is therefore
the axis of power; consequently, the attainment of
societal dominance —power— is the shifting of a given
alignment of political forces in one’s own direction”
(Briones, 1990).

Therefore, any proposals to be made should
take conventional political participation into con-
sideration as a legitimate, widespread form
of participation in Latin America’s societies; to
that end, the formation of solid, stable party
structures should be promoted as a way of con-
solidating and improving the region’s infant
democracies and of dealing more effectively and

realistically with problems of ecosystemic de-
structionanddeterioration. 10

This does not ¢liminate the need for political ac-
tion to strengthen regional and local channels for in-
stitutional participation in the discussion and adoption
of decisions leading to the institutional modification
of the structure of the State. Moreover, any attempt to
sidestep political parties would be naive, since in a
sense this would be tantamount to assuming that
neither the State nor the laws that govern it have any
validity.

The other sphere of participation is that of civil
society, which is largely composed of all those
groups having a distinct identity that do not purport
to be societal interpreters of the “majority” —a con-
cept which is becoming increasingly difficult to
define, given the vast array of differing interests and
forms of expression to be found in society. Two fac-
tors warrant particular attention in this connection:
the importance of establishing and strengthening or-
ganizations that will seek to protect the environment
and of promoting sustainable long-term growth, and
the need to find ways for different interest and press-
ure groups to arrive at agreements among themselves
so that a positive-sum process can be initiated at a
more general level.

An increasingly evident fact underlying the dy-
namic of interest-group formation is that apparently
“no social group is capable of thinking for the whole
of society on the basis of its own interests”. 11 There-
fore, the guiding principle for our very necessary ef-
forts to create mechanisms and channels for
participation —at this stage, direct participation in de-
cision-making— should be the need to devise consen-
sus-based formulas, since the collective interest will
necessarily be determined by an agreement that has
been negotiated by the parties concerned once they
have ceased to strive for uniformity and begun to seek
out a synergic linkage among heterogenous elements.

19 There is probably a need for the parties to reform some
of their basic conceptual aspects and to modernize so that they
can adapt fo new conditions and challenges, but they are already
exhibiting some degree of awareness and concern about the de-
gradation of the environment.

1N, Lechner, cited by Koolen (1990).
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Types of societies and forms of participation

Recent history shows us that, following what differ-
ent experts have described as the third, fourth or fifth
industrial revolution, 12 the more successful countries
or groups of countries have been those which have
done a better job of incorporating the civil society
into national affairs. In-other words, countries with
weaker civil societies now appear to be less able to
meet their population’s overall needs. Corroborative
evidence for this statement is supplied by the col-
lapse of socialist regimes in Europe and the demise
of the military dictatorships which had dominated the
political scene-in Latin America for the past 20 years.
Regardless of any specific achievements which these
models may have attained in the past, the fact is that
they are no longer even in the running. Interestingly
enough, both of these models, by definition, were not
based in the civil society; on the contrary, they were
based on its systematic destruction. !

In contrast, the countries of Western Europe and
North America —one of whose political traits is that
they permit a greater degree of participation on the
part of civil society— have been strengthened in vari-
ous ways and means.

This is, in turn, related to what has been called
the new technical/production paradigm 4 —the
paradigm towards which the developed world is now
making a transition on the basis of a revitalized tech-
nological platform. From a political vantage point, in
this new paradigm groups do not appear to be vying
for absolute power; instead, what is emerging is the
idea of a firm resolve to build a consensus within the
realm of political action. In the economic/social do-
main, the paradigm appears to have no model what-
soever, but is instead associated with a number of

12 Regardless of the number chosen, the reference made
here is to the changes that occurred worldwide during the 1970s
and 1980s.

3 This statement is valid in theoretical terms, given the
type of society in which these models were applied. In practical
terms, however, a civil society did indeed exist, even if it had to
go underground; in fact, it was precisely this civil society which,
once it had regained some sort of communications link, exposed
the authorities’ lack of legitimacy and their origin in these dicta-
torial/hierarchical models.

14The studies conducted by Pérez (1989) on this subject
are of particular interest.

central focuses which can be summed up by the pre-
cepts of economic growth, democracy, social equity
and participation, and environmental sustainability.

Latin America, however, has proven to be a pol-
itical hybrid whose heterogeneity is its distinguishing
feature: without being even remotely socialist, it is
comprised of strong States and relatively weak, so-
cially fragmented, poorly articulated civil societies.

None the less, the Latin American countries’ pol-
itical systems and, in particular, their political parties
are now in the throes of a legitimacy crisis. The most
tangible evidence of this phenomenon is the appear-
ance on the electoral scene of an “anti-party” vote
which has made its presence felt in recent elections.
Consequently, political parties are no longer the only
path to the presidency of a country; there are other
sources of legitimacy —such as fame, success, a repu-
tation for honesty— and in some cases it is actually
better to be viewed as having no political party con-
nections. The explanation for this seems to be that
the electorate has reached its saturation point with the
system of political parties itself —for reasons ranging
from ineffectiveness or excessive centralism to cor-
ruption-15 together with a feeling that the electorate
is called to the voting booth to legitimize agreements
and acts decided upon by the party leadership rather
than to take political decisions.

Thus, in addition to socioeconomic marginality
we now have political marginality as well, owing to
the fact that the overly standardized structures and
concepts upon which traditional parties have been
founded have caused them to close ranks around in-
ternal groups, thereby losing their identity and legit-
imacy in the eyes of the party rank and file, even in
the case of grassroots parties.

This has begun to spark a desire for modem-
ization, especially within the framework of centre-
left innovations. The question to be answered is
therefore how to go about integrating all the social

1t should be borne in mind that the State and, hence, pol-
itical parties have seen their spherc of activity reduced while, on
the other hand, the market has been gaining legitimacy as the
main new mechanism of resource allocation. This development
is associated with the process of replacement of paradigms.
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strata; otherwise, the populace’s poor opinion of the
political party system will probably grow even
worse.

This process of change can be expected to con-
tribute, in the medium term, to-the reform and read-
justment of the political system, and it will probably
help strengthen civil society as well; this is, after all,
the direction in which the new “social pact” is car-
rying today’s world. Latin America cannot opt out of
this process, just as it cannot escape the widespread
re-emergence of democracy.

In sum, it has been observed that when a civil
society is relatively solid, community participation
occurs. at the decision-making level and takes a direct

form, usually in regional and local forums. When the
pelitical system is strong, on the other hand, political
parties intervene in such participation by playing a
role in its legitimization, and the institutional frame-
work for community participation tends to become
centralized.

Those countries where the civil society is more
developed and is therefore more fully incorporated
into the country’s day-to-day affairs will be better
equipped to meet the challenges posed by this new
phase of development, and support for the consolida-
tion of a reinvigorated civil society will bring the
country closer to its goals of growth, social equity
and sustainability. ' : ‘

Participation and the environment: some proposals

The foregoing hypotheses suggest that efforts
should chiefly be focused on designing strategies
for stimulating the formation and reinforcement of
civil society and on defining institutional channels
for direct participation. Simply defining such chan-
nels is not enough, however. In the absence of a
civil society in the process of consolidation, efforts
to deal with environmental issues may be thrown
into disarray, and- existing conditions may grow
even worse. Hence the need for ongoing action to
promote the organization of social groups based on
various identificatory criteria (e.g., corporate, terri-
torial, ethnic or other intetests), since only an or-
ganized society is capable of effective participation.
At the same time, an equally determined effort must
be made to build a transparent party system that
will provide society with a vehicle for indirect par-
ticipation.

A number of proposals regarding more specific
spheres of action are presented below.

1. Dissemination and information

In dealing with environmental issues, and specifi-
cally those types of issues that arise in rural areas,
the first step is to disseminate information as
widely as possible throughout the various levels of
society. Without information, decision-making ca-
pacity is sharply reduced, while the possibility of

manipulating public opinion increases. Therefore, it
is extremely important for the populace to be well in-
formed about the institutional system, its charac-
teristics, the way it operates, and exactly what things
users have a right to demand of it. It is also necessary
for there to be a wide distribution of accurate infor-
mation about the specific issues being addressed;
only then can users become proficient in handling the
relevant information, fully understanding the issues,
realizing how those issues affect them, determining
how to address them and with whom, and taking de-

-cisions in real-life situations. For example, peasant

farmers, settlers and indigenous groups living in the
Amazon region or those who obtain their livelihood
from the mangrove swamps should know how the de-
struction of those ecosystems would affect them and
the rest of the human race, what their strategic op-
tions are, which political and social agents are ar-
rayed on each side of the issue, what specific
proposals the State has made, and how any possible
negotiations would be structured.

1t is highly likely that the mere dissemination of
information in a suitable mannet, along with the in-
teraction to which this would naturally lead, would
be enough to spark an intense debate and to engender
a genuine participatory process; unless this is done
first, it might well be somewhat irresponsible to set
in motion what would then be no more than imitative
participatory processes.
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2. Technology

Technology constitutes a second area of action. If
part of the environmental deterioration now taking
place is seen as being the sum of the effects of a vast
number of individual acts, then one of the most effec-
tive ways of participating in the conservation of the
environment is for each agent —in this case, each
farmer- to try to conserve his own farm, i.e., to try to
manage each plot in a more sustainable fashion. And
the way to do this is with technology. It is important
for the user to play an active part in identifying,
adapting and disseminating the technology to be
applied. 16 1t is also essential, however, that techno-
logical research go beyond the bounds of the ex-
perimental station; the importance of such stations
should be recognized, but the mere concept alone is
not enough for this new stage of development. In ad-
dition, ways should be sought to start up an even-
handed dialogue between technical experts and
farmers. Thought could be given, for example, to the
possibility of setting up experimental fields and of
fostering an ongoing dialogue among the agents as-
sociated with specific ecosystems as a means of
generating practical solutions for promoting the pro-
ductive management of these ecosystems. (In fact,
some experiments of this type are already being con-
ducted in the region.)

Another promising approach is to have the users
participate directly in such experiments so that, with
the help of coordination provided by research in-
stitutes, universities and agribusinesses, the farmers
themselves can head up the effort to find, adapt and
select technology. )

These and other forms of interaction among
agents will enable agricultural producers —especially
traditional peasant farmers and indigenous groups— to
contribute their own expertise, which, it should be
remembered, has permitted them to utilize the vari-
ous ecosystems of the region for quite a long time in
what, from an environmental standpoint, has been a
fairly successful manner. Today we have an oppor-
tunity to rework the wealth of knowledge contained

18 This applies to any sort of technology, whether highly
advanced, traditiona} or any combination of the two; the import-
ant thing is for the technology to be geared fo the area in which
it is to be applied.

in the cultures of these social groups, to transform its
empirical basis into a scientific one, and to dissemi-
nate it adequately.

3. Environmental monitoring

A third area of action, which is crucial in providing
the system with feedback, is the design and im-
plementation of an environmental monitoring system.
This system would be supplied with information
from existing databases and from the members of the
community who use the relevant agro-ecosystems.
An institutional mechanism would have to be set
up for this purpose, preferably at the local level,
which would in turn be coordinated by national
bodies (e.g., natural resource institutes). These
bodies would take in this information and design a
set of indicators for use in monitoring changes in
the relevant ecosystems in order to ascertain the
status of these ecosystems and provide input for
decision-making at that level. Indeed, it is simply
not possible to deal with environmental issues in a
consistent manner without an information and stat-
istical monitoring system that will make it possible
to quantify some of the variables concerned and to
keep close track of the impact of the resources
used and the policies applied in the ecosystems in
question.

Finally, it is necessary to continue strengthen-
ing community organizations and forming groups
of people who share a common identity. Special
mention should be made here of the work being
done in the region by non-governmental organiza-
tions and the Church, which have served as the real
engines of community development. Now, with
democracy’s re-emergence, the State can join in
those efforts.

Taking action in the areas outlined in this ar-
ticle will make it possible to address many of the
region’s environmental problems in a responsible,
balanced manner. Such action needs to be taken in
a way that will elicit broad-based participation and
consensus so as to create a genuine willingness to
solve these problems. The basic methodological
approach should be to target activities that will set
in motion participatory processes; this should help
to refine the measures being implemented and to
carry forward the efforts now being made to find
ways of coping with new problems and challenges.
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Financing investments in urban water supply and
sanitation has been a perennial problem in all countries of
Latin America and the Caribbean. The issue has
increased in significance with the need to provide sewage
treatment to reduce the gross pollution of many water
bodies and to lessen the threat from waterborne diseases.
In this paper, ‘the authors explore, through a statistical
analysis, the practicability of financing water supply and
sanitation serviées from income generafed by the tariffs.
Particular emphasis is placed on ‘the possibility of the
whole population paying for sanitation services: an issue
of some importance given the unequal distribution of
income in most cites of the region.

The authors conciude that the available information
on the. costs of providing services, including the capital
investment required to achieve universal coverage by the
year 2000 as well as sewage treatment, rehabilitation of
existing * systems, maintenance, and institutional
development, indicates that financing such needs. from
tariffs is feasible, particularly if subsidies are provided to
the poorest households.

* Staff members of the BECLAC Natural Resources and
Energy Division.

Introduction

The cholera epidemic in. Latin America during the
last year has focussed attention on the deplorable
state of excreta disposal in the majority of the cities
of the region. The proportion of the population
served by sewerage systems has increased in recent
years, but not in the same proportion as the provision
of water supply (ECLAC, 1990a). The lack of sewer-
age is compounded by the absence of sewage treat-
ment. Only 10% of sewerage systems provide even
partial treatment before discharge (PAaHO, 1990a,
p. 8). As a result, there is widespread contamination
of the water bodies into which urban sewage is dis-
charged and the easy transmission of diarrheal dis-
eases through water or food is always a menacing

possibility.

The financing of water supply and sewerage ser-
vices is a perennial problem for most cities in Latin
America. It is not only a question of financing the
initial capital investment, but also of generating
funds for the operation and maintenance of the sys-
tems once built. Moreover, the financial demands of
water supply and sewerage systems are growing as
population increases and water sources grow more
distant and as it becomes increasingly necessary to
dispose of human and industrial wastes safely.

A recent study shows that “the funding of capital
investments in water-related projects is mainly pro-
vided from national sources” (ECLAC, .1990b, p. 53).
Indeed, in the last decade more than 70% of capital
funding for the expansion of water supply and sanita-
tion services has come directly from such sources
(PAHO/WHO, 1987, p. 25). During the International
Water Supply and Sanitation Decade, the share of
external funding, including loans, in capital invest-
ment in water supply and sanitation services has
been lower for the countries of Latin America and
the Caribbean, as a whole, than in the countries of
Africa and Asia (WHO, 1987, p. 13). There is no
reason (o expect that the proportion of capital fund-
ing provided from external sources will increase in
the 1990s.

In most countries of the region, the financing of
water supply and scwérégc systems is inadequate
both to keep up with the needs of capital expansion
for the growing urban population and for the main-
tenance of the existing systems. It is true that the
provision of drinking water and sewerage services to
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the urban population has increased in nominal
terms, but the service provided is often very irregular
and of questionable quality (PAHO, 1990a, p. 6).
Not all countries have even managed to maintain the
nominal levels of service reached in the past. In
Buenos  Aires, the proportion of the population
served by the system operated by Obras Sanitarias
de la Nacién (0SN). has steadily declined over the
last fifty years. In 1947, 94% of the population
lived in a dwelling with a connection to the water

supply system, in 1960 only 76% and by 1980 less
than 60%. In the absence of provision of drinking
water by OSN, the population of Buenos Aires has
had to shift for itself. Sometimes this has led to
the creation of local water supply systems providing
good service, but in many cases the result has
been recourse to sources of dubious quality and
over- reliance on . individual excreta disposal sys-
tems with a high potential for contaminating aqui-
fers (Brunstein, 1988).

Income from the provision of water supply
and sewerage services

Historically, the contribution to the funding of
water supply and sanitation projects derived from
the income of operating companies has usually
been very small: a direct consequence of unrealis-
tically low tariffs on the one hand and inefficient
commercial management on the other (table 1).

Cost recovery policy has seldom been applied
in water supply and sanitation services even in
urban areas. It is not surprising to find, therefore,
that the bulk of capital funding for water supply
and sanitation has come in most countries from
general government revenues either directly or in
the form of government guarantees for loans from
the World Bank or the Inter-American Develop-
ment Bank (ECLAC, 1990b). This source of capital
funding has always fluctuated considerably with
changes in political priorities and suffered from the
effects of macroeconomic mismanagement. The
severe recession between 1982 and 1983, the ef-
fects of which continue to be felt in many coun-
tries of the region, resulted in efforts to reduce the
size of the public deficit which have reduced the
flow of funds from general government revenues.
At the same time, there has been a region-wide
change in the perception of the role of the public
sector in the economy which has led to a general
reduction in the scope of government activities. In
particular, increasing consideration is being given
to the need for potentially revenue-generating pub-
lic services to become either self-financing or to be
transferred to the private sector.

With few exceptions, public sector water sup-
ply and sanitation companies have been incapable
of compensating the reduction in government con-
tributions to capital financing by generating more
funds from revenues. The resulting shortfall in

capital funding has severely affected not only ex-

pansion programmes, but also the operation and
maintenance of existing systems. The poor finan-
cial state of many utilities can, to a considerable
extent, be directly attributed to the failure to adopt
a tariff policy which would generate revenues suf-
ficient to cover the total costs of the provision of

service. In Mexico, for example, the total cost of

providing drinking water through house connec-
tions has been estimated at about 240 pesos/m3,
whereas consumers are billed only some 40
pesos/m3 (Mexico, 1989, p. 183).

In recent years, some countries have managed to
improve the financial situation of water supply and
sanitation companies by following sound tariff

policies. In Chile, 56% of the funds invested in water

supply and sanitation services by the Servicio Nacio-
nal de Obras Sanitarias (SENDOS) over the period
1985-1989 were generated from tariff revenues, and
the contribution of such revenues to capital funds in-
creased from less than 49% in 1985 to almost 68% in
1989 (World Bank, 1989). In Brazil, the sector has
been partially self-financing since the adoption of
the “Plan Nacional de Saneamiento” (PLANASA) in
1971 (World Bank, 1989). Political difficulties in
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Table 1

LATIN AMERICA AND THE CARIBBEAN, WATER SUPPLY: AVERAGE
COST OF PRODUCTION AND AVERAGE TARIFFS, 1985

(1985 US dollars per cubic metre)

Average cost of

Country production Average tariff Progressive tariffs
Argentina 0.08 0.11 n/a
Barbados 0.34 0.68 No
Bahamas 037 110 Yes
Boliviz:l n/a n/a Some areas
Brazil 0.06 0.10 n/a
g:::f g @ 0.12 0.08 Yes
mbia 0.30 024 n/a
Costa Rica 0.17 0.07 Yes
Ecuador 0.09 1.81 Yes
El Salvador 0.30 0.20 No
Guatemala n/a 0.11 No
Guyana 0.08 . 003 Some areas
Haiti 0.18 0.28 - 1.00 Yes
Honduras 0.20 0.26 Yes
Mexico 1.50 0.12 Yes
Nicaragua 0.14 038 Yes
Panama 0.07 0.29 Yes
Paraq)uay 0.52 0.43 Yes
Peru 0.18 0.09 Sote areas
Suriname .60 0.80 Some areas
Uruguay * n/a 0.26 n/a
Venezuela 0.58 0.34 n/a

Source: World Health Organization, Division of Environmental Health, CWS Unit, The International Drinking Water Supply and Sanita-
tion Decade: Review of Mid-Decade Progress (as at December 1985), CWS Series of Cooperative Action for the Decade, Geneva,

September 1987,
2 1980.

b 1980; in 1985 the average cost of water production was US$ 0.12 per cubic metre.

maintaining the tariff policy established under the
Plan led to a serious reduction in self-sufficiency
for a number of years, but in 1990 almost 80% of
the capital needs of the sector were provided from
the rotating funds, replenished from tariff
revenues, established under PLANASA (World Bank,
1989).

It is not, however, the level of tariffs alone that
determines the contribution of revenues to the fund-
ing of water supply and sanitation services. Tariffs
are an essential ingredient in good financial and com-
mercial management, but other factors are also im-
portant. Water pumped, but not accounted for,

reduces revenues and can also inflate the need for
new investments. The experience of most water sup-
ply companies in the region indicates that high
values of unaccounted-for water are the result of
deficiencies in the commercial management, mainly
problems. in billing and the collection of payments
and inadequate policies for dealing with overdue ac-
counts, rather than being due solely to high rates of
leakage in distribution systems (Yepes, 1990, p. 12).
For example, it has been estimated in Mexico that
of each 100 litres pumped in a typical distribution
network, the user receives 60, is billed for 40, and
finally only pays for 30. In addition, collection of the
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payments due has been characterized by delays in
billing of some 6-9 months (Mexico, 1989, p. 183).
Reducing such commercial. losses does not
usually involve high capital expenses, but it may
require changes in management practice which are
difficult to introduce in a bureaucratic environ-
ment. Better commercial management, however,

can replace or postpone the need for new capital .

investments and also reduce production, pumping
and treatment costs. A reduction of unaccounted-
for water from 60% to 30% in a city growing at
3.5% per year would make it possible to postpone
investments in new production facilities by up to
16 years.

Traditionally in Latin America and the Carib-
bean, the income of water supply and sanitation
companies has been both small and variable. Cost
recovery, however, has become an accepted principle
for companies in the urban areas, although in practice
it is seldom fully applied. In 1985, in nine of fifteen
countries surveyed, tariffs in urban areas more than

" covered water production costs, and of the nineteen

countries providing information on tariff structures
some fifteen claimed to apply progressive systems
which penalize higher consumption either nationally
or at least in some areas (table 1).

One of the more serious consequences of inade-
quate tariff structures, and an additional argument for
adopting tariffs that fully reflect costs, is that low
tariffs for drinking water supply and sewerage do not,
as a rule, benefit those who most need them. It is
usually the poor who, through the lack of investmerit,
do not have adequate access to public drinking water
supply and, as a result, are forced to buy water from
private water sellers at prices far exceeding those
charged by water supply companies. It has been esti-
mated that the cost of water bought from water sel-
lers is 17 times higher in Lima, Peru, from 17 to 100
times higher in Port-au-Prince, Haiti, and from 16 to
34 times higher in Tegucigalpa, Honduras than the
price charged by the official water company (World
Bank, 1988a).

Self-financing water supply and sanitation systems

Self-financing water supply and sanitation systems .

can be defined as those in which tariff revenues meet
the total costs of operating and maintaining existing
installations, cover the capital costs of expanding
coverage to remove the existing deficit in services
and to supply a growing population, provide a rea-
sonable rate of return on the capital invested, and
also cover the associated costs of providing adequate
treatment of sewage before discharge into the envi-
ronment. The adoption of such criteria for water sup-
ply and sanitation system management would not
mean that companies could not borrow money from
national banks, the multilateral development banks or
any other lending institutions. It would mean, how-
ever, that the total costs of any loans would have to
be paid from the revenues received from the sale of
water and sewerage services. It would not preclude
subsidies either, but any subsidies would be clearly
explicit transfers for reasons of social policy, and
must not be designed to make up for deficits due to
poor management. Such an approach would also

pave the way for the companies to issue bonds or

shares to the general investing public.

The tariff charged to customers would depend on
a number of factors which affect long-term average
and marginal costs, including the rate of interest for
loans, the amortization period, the rate at which any
existing deficit in the provision of services is made
good, the growth rate of the population to be served,
and the costs of operating and maintaining the
existing works, among others. These factors will vary
considerably from system to system, and consequent-
ly estimates for Latin America and the Caribbean as
a whole or even for individual countries can be of
only very limited usefulniess. Estimates such as those
made in this paper, however, can indicate the practi-
cability of considering- the application of a pohcy of
self-financing from tariff revenue.

In order to explore the self-financing option, es-
timates of the required tariffs have been made on the
basis of the known per capita unit costs of providing
urban drinking water supply and sewerage services
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Table 2

LATIN AMERICA AND THE CARIBBEAN: RANGE OF MONTHLY CHARGES
-REQUIRED TO COVER THE CAPITAL COSTS OF PROVIDING
DRINKING WATER SUPPLY AND SEWERAGE THROUGH
HOUSE CONNECTIONS

(1985 US dollars per person served)

Drinking Water Supply Sewerage
Country
Minimum® = Average® Maximum®  Minimum® Average” Maximum®

Argentina 0.39 1.05 1.64 0.43 1.16 1.82
Bolivia 0.28 0.75 118 0.32 0.87 1.36
Brazil - 0.32 0.87 1.36 0.36 0.99 1.54
Chile 032 0.87 1.36 0.36 0.99 1.54
Colombia 0.28 0.75 1.18 - 032 0.87 1.36
Costa Rica 0.28 0.75 1.18 032 0.87 1.36
Dominican Republic 0.32 0.87 1.36 0.36 0.99 1.54
Ecuvador 0.28 0.75 . 1.18 0.32 0.87 1.36
E! Salvador 0.28 0.75 1.18 032 0.87 1.36
Guatemala 0.28 0.75 1.18 0.32 0.87 1.36
Haiti 0.26 0.70 1.09 0.26 0.70 1.09 .
Honduras 0.28 0.75 1.18. 0.32 0.87 1.36
Mexico 032 087 - 1.36 0.36 0.99 1.54
Nicaragua 0.28 0.75 1:18 0.32 0.87 1.36
Panama 032 0.87 1.36 0.36 0.99 1.54
Paraguay 028 0.75 1.18 0.32 0.87 1.36
Peru 0.28 0.75 1.18 0.32 0.87 1.36
Uruguay 0.28 0.75 1.18 0.32 0.87 1.36
Venezuela 0.43 1.16 1.82 0.43 1.16 1.82
Average 0.32 0.87 1.36 0.36 0.98 1.53

Source: Calculated on the basis of World Bank data.
“Interest rate 2%, amortization period 75 years.

b Average of all rates and periods.

¢ Interest rate 10%, amortization period 25 years.

by house connections (WHO, 1987, p. 22). These
estimates are based on the assumption that every
custorner will pay the full cost of maintaining his
connection to the system in perpetuity, as well as
operating costs. The amortized capital cost has
been calculated using different real rates of interest
(2% and 10%) and different repayment periods
(25, 50 and 75 years). The calculations are
presented individually for each country in terms of
the lowest, highest and average charges to consu-
mers which would be required to meet these costs
(see appendix).

The estimates are presented in US dollars per
month, both on the basis of a per capita monthly
charge (table 2) and as a charge per cubic metre for
those countries for which average water consumption
data are available (table 3). In making these calcula-
tions, it is assumed that the new population to be
served will be connected proportionately in each year
up to the end of the century and that as the new
customers receive a connection they will begin to
pay on the same basis as the population connected at
the beginning of the period. It is also assumed that
everyone already connected will begin paying the
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Table 3

LATIN AMERICA AND THE CARIBBEAN (SELECTED COUNTRIES): MONTHLY
CHARGES NEEDED TO COVER THE CAPITAL COST OF PROVIDING
DRINKING WATER SUPPLY AND SEWERAGE THROUGH
HOUSE CONNECTIONS

(1985 US dollars per cubic metre)

Drinking water supply Sewerage
Country
Minimum® Average® Maximum®  Minimum® Average’ Maximum®

Argentina 0.03 0.08 0.12 0.03 0.08 013
Bolivia 0.09 0.25 0.39 0.11 0.29 0.45
Chile 0.06 0.16 0.25 0.07 0.18 028
Colombia 0.08 0.21 032 0.09 0.24 0.37
Costa Rica 0.05 0.12 0.19 0.05 0.14 0.22
Ecuador 0.05 0.13 0.21 0.06 0.15 0.24
El Salvador 0.05 0.15 0.23 0.06 0.17 0.26
Guatemala 0.05 0.13 0.21 0.06 0.15 0.24
Honduras 0.06 0.17 0.26 0.07 0.19 0.30
Mexico 0.04 0.11 0.17 0.04 0.12 0.19
Panama 0.04 0.10 0.16 0.04 0.12 0.18
Paraguay 0.03 0.07 0.11 0.03 0.08 0.13
Peru 0.04 0.10 0.16 0.04 0.11 0.18

Source: Calculations by the avthors on the basis of levels of water consumption given in World Health Organization, Division of Environ-
mental Health, Community Water Supply Unit, The International Drinking Water Supply and Sanitation Decade, Review of Mid-
Decade Progress (as at December 1985), CWS Series of Cooperative Action for the Decade, Geneva, September 1987,

2 Interest rate 2%, amortization period 75 years.
® Average of all rafes and periods.
©Interest rate 10%, amortization period 25 years.

full capital cost of his connection in 1989, the base
year for the calculations.

The tariff levels which would have to be set
for urban water supply and sanitation systems in
order to cover capital costs do not appear to be
very high. It must be remembered, however, that
the estimated tariffs would only meet the amor-
tized capital costs of existing installations. The
total costs which the tariffs would have to meet
would be higher if the criterion of total financial
self-sufficiency is to be met.

These costs are equivalent to approximately
one- quarter of the total cost (estimated to be
US$94 000 millionn at 1985 prices) of achieving
universal provision of both water supply and sani-
tation services for the urban population by the year
2000. The total cost of providing water supply and
sewerage services includes a number of other items

as well as the replacement costs of the existing con-
nections. These items include the capital investments
needed to provide services to new customers, the re-
habilitation of systems (many of which are in very
bad condition), the costs of training staff and of in-
stitutional development and, finally, the cost of waste
treatment. It is assumed that the cost of water treat-
ment is included in the per capita estimates for pro-
viding drinking water supply. For Latin America
and the Caribbean, on average, these costs would
be equivalent to some. 26% of. the total-cost of
achieving universal provision of water supply and
sanitation for the urban population by the year 2000.

The proportion of new capital investment
which would be required for expansion so as to
achieve complete coverage of the urban population
with water supply and sanitation services varies
considerably among countries. It is estimated to
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Table 4

COST OF CAPITAL INVESTMENT NEEDED IN
DRINKING WATER SUPPLY AND SEWERAGE
SYSTEMS TO ACHIEVE UNIVERSAL
COVERAGE OF THE URBAN
POPULATION BY THE YEAR 2000°

(1985 US dollars per person)

Country Monthly charge
Argentina 313
Bolivia 2.10
Brazil 2.33
Chile 241
Colombia 211
Costa Rica 2.06
Dominican Republic 2.32
Ecuador 2,13
El Salvador 2.10
Guatemala 2,10
Haiti 1.87
Honduras 2.10
Mexico 2.37
Nicaragua 2.06
Panama 2.38
Paraguay 2,07
Peru 241
Uruguay 245
Venezuela 2.78

Source: Estimates prepared by the authors.

 Includes the capital cost of drinking water supply and sewerage
services through house connections, major rehabilitation costs of
existing systems, expansion of waste water treatment, and costs of
training and institutional development.

range from 48.2% of the total cost of providing
service in Uruguay (the lowest proportion of all
the countries included in the estimate) to 85% in
the Dominican Republic and Haiti: the countries
where the existing levels of provision of ser-
vices are the lowest.

The capital costs of achieving universal cover-
age by the year 2000 and of maintaining and reha-
bilitating existing services would mean the
inclusion in the tariff of an average charge per per-
son of almost US$2.00 a month in addition to the
previously estimated amortized capital costs of the
existing urban water supply and sanitation installa-
tions (table 4). Once again, however, these costs
and hence the level of the additional charge would
vary considerably among the countries of the re-
gion. The costs of providing new services would
be lowest in those countries with the highest exist-
ing provision of water supply and sanitation ser-
vices, i.e., Chile, Costa Rica and Panama, while
they would be highest in the countries with the
lowest present levels (the Dominican Republic and
Haiti).

Necessary considerations in the application of a tariff

If tariff-based financing of water supply and
sewerage systems is to become a reality, the tariffs
established must be paid regularly by all users.
This does not mean that all users must pay the
same tariff. Tariff discrimination is both accepi-
able and necessary for the effective provision of
such significant social services. Services should
not, however, be provided free to even the poorest
customers.

In setting tariffs, it is unrealistic not to take
into account the existence of considerable inequal-
ities of income in most countries and the large pro-
portion of the population living in poverty,
estimated to have been more than 170 million in
1986, of whom 94 million lived in urban areas

(ECLAC, 1991). Tariffs must therefore be reason-
able in relation to incomes as well as to the costs
of installation, operation and maintenance of ser-
vices.

It is generally accepted that, for the poorest
sections of the population, the cost of water and
sewerage services should not represent more than a
small proportion (1% or 2%} of their income. For
example, in the OECD countries the cost of water
and sewerage services is estimated to be equal to
1% of average household disposable income
(OECD, 1987, p. 122). It is not easy to establish the
incomes of the poor in most Latin American so-
cicties, where many of the poor receive much of
their income in kind and their cash income may be
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derived from a variety of sources rather than from a
single wage paid by one employer.

It is therefore necessary to use other indicators
to obtain an idea of the possible incidence of the
water and sewerage tariff on income. Information
is available on the official minimum wage for a
number of countries. The official minimum wage
in the late 1980s ranged from US$50 to US$110
for those countries for which information is avail-
able, although in most cases additional bonuses are
also paid (table 5). The minimum wage represents
gross, not net income: it does not include the pay-
ment of social security contributions or any other
deductions. The impact of such deductions is very
variable, however, not just between countries, but
from employer to employer, depending on the na-
ture of the employment contract. It is therefore
only possible to use these gross amounts for pur-
poses of comparison. Additionally, the proportion
of the population receiving the minimum wage is
very variable. In some countries, such as Uruguay,
the typical wage is considerably higher, while in
others it is Jower.

The level of the minimum wage is a provi-
sional indicator for measuring the practicability of
adopting a policy of financially self-sustaining
water and sewerage services. The average manu-
facturing wage, at least for those countries with
significant industrial employment, indicates the in-
comes of households immediately above the pov-
erty level (table 5). Caution must be exercised
when using any Latin American price statistics ex-
pressed in US dollars for any given year, given the
high rates of inflation and fluctuations in exchange
rates common to the countries of the region.

From the calculations made of the cost of pro-
viding water supply and sewerage services, it is
possible to make an estimate of the proportion of
both the monthly minimum income and of the aver-
age manufacturing’ wage that these costs represent
(table 6). It is only in the minimum cost case that the
costs of providing both water supply and sewerage
services through house connections fall generally
within the range of 1%-2% of the minimum wage. In
some of the poorer countries, the estimated cost of
water supply and sanitation tariffs, even for the mini-
mum cost case, is more than 2% of the average
manufacturing wage. The costs of providing water
supply and sewerage services are lowest as a propor-

tion of the minimum wage in Uruguay (1.75% for the
minimum cost case and 3.91% for the maximum cost
case). As a proportion of the average manufacturing
wage, the costs are lowest in Venezuela, Chile and
Colombia, while as a proportion of the minimum
wage they are highest in Ecuador and Colombia.

According to the calculations made in this paper,
self-financing through tariffs for urban drinking
water supply and sanitation services would require
tariffs somewhat above 2% of the monthly income of
the pooter population in many countries. This result
does not mean, however, that it would not be practi-
cal to introduce a policy of financing capital invest-
ments in water supply and sanitation from tariff
income. -

Two major qualifications can be made in respect
of the results of the analysis presented here:

(i) The capital cost of maintaining the existing
connections may be lower than the estimated cost of
new connections; :

(ii) The poor tend to consume less water than th
national average. :

It is not possible to know what the real cost of
replacing existing installations might be. The esti-
mated cost of a new connection is probably, however,
an overestimate of the real cost. The monthly charge
fer amortizing this investment would be rather less
than the estimates used here.

Poorer people consume less water for a variety
of reasons, but mainly because they use water princi-
pally for drinking and cooking, which account for
only a small proportion of total national demand, so
that they will consequently pay less than the average
(Gibbons, 1986, p. 20). In a recent study of the de-
mand for water in Mexico, the authors present histo-
grams of water consumption in a number of Mexican
cities (Saavedra and Macay, 1991) which all show
similar distributions of water demand, with the 30%
of households with the highest incomes consuming
half the total. The concentration of consumption is
even greater in some of the cities included in the
study: for example in the city of Victoria, Tamauli-
pas, 2% of residential users consume 40% of the
water, This was the most extreme case in the sample,
but similar concentrations of water consumption
were observed in Judrez, Chihuahua and La Paz, Baja
California Sur. In general, in all cities the skew and
concentration of water consumption was. remarkably
similar (figure 1).
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Table 5§

LATIN AMERICA AND THE CARIBBEAN (SELECTED COUNTRIES):
MONTHLY MINIMUM AND AVERAGE MANUFACTURING

WAGES, 1989-1990
(US doliars)
Country Minimum Wage Average manufacturing
(to nearest US$10) wage (US$ 1985)

Argentina 80 260
Bolivia . . 170°
Brazil ® , 100

Chile ® 60 320
Colombia 90 410

Costa Rica 180
Dominican Repubtic 210°
Ecuador 50 220

El Salvador 270
Guatemala 190
Honduras 230
Mexico ® 110 270
Panama 350

Pern 70 80
Uruguay & 90 200
Venezuela 90 630"

Source: Business Latin. America, March, 1991 and International Labour Organisation, 1988 Yearbook of Labour Statistics, 48th Issue,

. Geneva, 1989. :
21984 )
® Compulsory benefits add 50-80% to base- wages.
¢ Large companies pay a minimum of three times this sum.
9 Unskilled labour.

¢ Mexico City and most border cities; elsewhere wages are slightly lower.

f Private sector.
&In most sectors typical pay is higher.

% In addition there are bonuses for food and transportation raising the minimum by 20%.

i 1986.

Data on the consumption of water in Santiago,
Chile also show a relationship between income and
consumption, although the information is less pre-
cise. The population of metropolitan Santiago has
universal access to drinking water through house
connections. Within the metropolitan area, how-
ever, there are considerable differences in apparent
per capita water consumption. In the municipalities
with the highest proportion of high-income house-
holds, consumption is between 500 and 600 litres
per capita per day, while in municipalities with
lower average household incomes the per capita

consumption is between 100 and 200 litres (Icaza
and Rodriguez, 1988). _
The Mexican study and the Santiago data con-
firm the pattern of residential water consumption
found in other earlier studies in quite disparate so-
cial and economic situations. The Johns Hopkins
University Residential Water Use Project showed,
for the United States, a clear relationship between
the level of household income and and the de-
mand for water (Howe and Linaweaver, 1967). The
connection between income and residential de-
mand for water, it was concluded, is due to the
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Fable 6

LATIN AMERICA AND THE CARIBBEAN: MONTHLY CHARGES FOR DRINKING
WATER SUPPLY AND SEWERAGE AS A PERCENTAGE OF THE MINIMUM
WAGE AND OF THE AVERAGE MANUFACTURING WAGE®

(Percentages)

Average manufacturing wage

Minimum wage

Country

Minimum Average Maximum Minimum Average Maximum

cost cost cost COst COoSst cost
Argentina 0.67 1.20 1.68 217 391 5.47
Bolivia 0.63 1.23 1.77
Brazil 1.16 2.33 3138
Chile 0.39 0.75 1.08 2.07 4.02 577
Colombia 0.26 0.51 0.74 1.21 2.34 3.37
Costa Rica 0.57 1.14 1.65
Dominican
Republic 0.55 1.11 1.61
Ecuador 0.50 0.97 1.39 221 4.26 6.09
El Salvador 0.40 0.78 1.12
Guatemala 0.57 1.11 1.59
Honduras 0.47 0.91 1.31
Mexico 0.44 0.88 1.27 1.09 215 3.11
Panama 0.34 0.68 0.98
Peru 1.73 3.01 4.16 1.98 3.44 4.76
Uruguay 0.71 1.23 1.69 1.59 2,73 3.75
Venezuela 0.21 0.44 0.65 1.46 3.08 4.54

Source: Calculations by the authors.

 Includes the capital cost of drinking water supply and sewerage services through house connections, major rehabilitation costs of existing
systems, expansion of waste water treatment and the costs of training and institutional development,

Figure 1

BREAKDOWN OF WATER CONSUMPTION
IN MEXICAN CITIES
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Source: Based on Saavedra and Macay, 1991,

100

greater use in higher-income households of water-
using appliances, the larger number of bathrooms per
household, and the consumption of water for lawn
sprinkling. A similar relationship between
residential water demand and the level of household
income has been observed in New Delhi, India
(Lee, 1969),

The implications of this skewed pattern of
residential water demand for tariff policy lie in the
possibilities it raises for internal subsidies between
the minority of high-income residential consu-
mers and the rest of the community. Such cross-
subsidies would not only provide benefits for the
poor, but would also increase economic efficiency
in the provision of water supply and sewerage ser-
vices; consequently, they could be expected to
raise social benefits more than they would decrease
private benefits.
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IV

Some policy recommendations

Since the adoption in 1961 of the Punta del Este
Charter, great efforts have been made t0 improve the
provision of water supply and sewerage services to
both the urban and rural population of Latin America
and the Caribbean. These efforts, however, have con-
sistently fallen short of the goals that have been es-
tablished (ECLAC, 1990a). One of the major limiting
factors has been the weak financial situation of pub-
licly-owned water supply and sanitation companies,
compounded by generally poor management. These
two factors have led in some cases to poor growth,
and even to decline, in the provision of services and

have been a considerable limitation even on those
systems that have shown the best performance. There
is therefore ample reason to look for alternative
approaches to the provision of these services in urban
areas.

Moving towards self-financing of water supply
and sewerage services is a major challenge for the
countries of Latin America. This study shows that
even in the poorest countries of the region the relief
of financial restrictions is possible through the
establishment of tariff systems which would gener-
ate sufficient revenues to cover the total cost of

APPENDIX

LATIN AMERICA AND THE CARIBBEAN: BASIC DATA USED IN CALCULATING
FUTURE INVESTMENTS IN DRINKING WATER SUPPLY AND SEWERAGE

FOR THE URBAN POPULATION
Population Estimated Required investment
Population served  to be served cost of house (billions of dollars)
in 1988! (*000s) by 2000 connection
(’000s) (US$ 1985) Complete coverage Total *

Country

Water Water Water Water Water

supply Sewers  supply and supply Sewers supply Sewers supply Sewers

sewers '

Argentina 18 208 10 261 33014 180 200 2665.1 4 550.6 17678 1613.2
Bolivia 231 1394 5 687 130 150 438.9 644.0 85.0 178.3
Brazil 96 577 45 000 143 397 150 170 T773.0 175775 3217.4 5091.5
Chile 10 287 8 654 13 112 150 170 423.8 757.9 330.6 608.9
Colombia 14 500 12 000 28 557 130 150 1827.4 2483.6 443.1 10454
Costa Rica 1685 722 2188 130 150 65.4 219.9 47.1 74.2
Dominican Republic 1913 882 5729 150 170 5724 824.0 76.3 167.5
Ecuador 3963 3441 9 042 130 150 660.3 840.2 141.2 320.2
El Salvador 1672 1339 3799 130 150 276.5 369.0 53.1 131.3
Guatemala 2393 1617 5 800 130 150 4429 627.5 87.5 187.7
Haiti 474 - 3675 120 120 384.1 441.0 49.1 88.2
Honduras 1 600 1178 3625 130 150 263.3 367.1 50.7 1223
Mexico 47 000 33518 84 492 150 17¢ 5623.8 8 665.6 1621.0 31674
Nicaragua 1436 685 3 466 130 150 263.9 417.2 46.4 103.7
Panama 1063 805 1749 156 170 102.9 160.5 359 69.3
Paraguay 866 437 2921 130 150 267.2 3726 31.2 83.2
Peru 8 679 7 640 21014 130 150 1603.6 2006.1 672.5 962.7
Uruguay 2387 1436 2937 130 156 71.5 225.2 162.0 156.6
Venezuela 12 142 106 611 22 462 200 200 2062.0 2370.2 613.2 963.5

Source: 'PAHO Environment Health Programme, Situation of the Water Supply and Sanitation Sector at the End of the Decade, Region of
the Americas, Washington, D.C., 1990. Estimates of urban population made by CELADE. >World Bank, Regional Office for Latin
America and the Caribbean, Technical Department, Infrastructure and Energy Division, Water Supply and Urban Development
Unit, Water Supply and Sewerage Sector, Proposed Strategy, Washington, D.C., 1988,

# Including waste treatment, staff training and rehabilitation of systems.
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providing house connections for both water supply
and sewerage services to the whole population. The
application of such a tariff structure would not be easy,
however, and would require a considerable change in
management attitudes and practices in the water supply
and sanitation sector: a change which may not be
possible without drastic institutional innovation..

- Here lies one of the most potent arguments for
privatization of water supply and sewerage services,
although other types of institutional change may be
as effective. Privatization does not necessarily in-
volve the sale of whole systems to private entrepre-
neurs, -although in many cases this may be the
preferred alternative (Coing and Montano,1989). The

granting of concessions for the partial or total provi-
sion of services may be just as potent an innovating
force and would equally demand that tariffs cover the
costs of providing service.

What must be achieved is not privatization
per se,  but rather: a situation where water supply and
sanitation services become self- financing. public
utilities, regardless of who owns them. Without self-
financing, investment and the provision-of services
will remain in deficit and the quality of service will
remain deficient. Achieving an improvement in these
fields is the great challenge for water supply and
sanitation policy in Latin America and the Caribbean
during this, the last decade of the Twentieth Century.
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The social
sciences without
planning or
revolution?

Martin Hopenhayn*

From the late 1950s to the mid-1970s, Latin American
social scientists saw themselves as important agents in
the processes of change and modernization unfolding in
the region’s societies. Inspired by the exuberance of the
sweeping changes occurring in the modern-day world,
many social scientists felt they were the best equipped
not only to interpret the major political and
socioeconomic processes taking place in the region, but
also to deduce from those interpretations the policy
directions in which Latin America’s national societies
should plot their futere course. The link between the
gencration of knowledge and active intervention in the
real world —the link of organicity— was, for many, the
" chief element that legitimized the practice of the social
sciences in the region. Based on extreme, highly
illuminist self-images, such as those associated with the
central-government  planner or the revolutionary
intellectual, many social scientists saw themselves as true
links, or bridges, between science and power, or between
the development of knowledge and the rationalization of
the social order.

‘Today, these extreme images and the rationales
underlying them are regarded as highly suspect, as is the
notion of organicity which in decades gone by constituted
the context for the work being done in the social sciences
in the region. What impact does this radical change have
on current thinking about social processes? And towards
what other modes of perception or cognitive approaches
-are Latin American social sciences turning now? In the
following pages the author attempts to paint both a
retrospective and prospective picture of this uncertain
scenatio.

*Expert on social development planuing in the ECLAC So-
cial Development Division.

I
Refuted paradigms

1. The crisis of intelligibility and the crisis of
organicity

A great deal has been said about the crisis that has
been affecting the social sciences in Latin America
ever since the mid-1970s. This crisis has been inter-
preted in two main ways: as a crisis of intelligibility
and as a crisis of organicity.

The term crisis of intelligibiliry refers to the fact
that the social sciences are having increasing diffi-
culty in encompassing the mounting compiexity of
the real world with their traditional tools. Mention is
usually made in this connection of the loss of expla-
natory and orientational power of three of the most
important paradigms which guided social scientists’
work from the 1950s to the mid-1970s: the ECLAC
school of thought (developmentalism in its “original”
form), orthodox Marxism and dependency theory.
There are many oft-cited factors that can help ac-
count for this loss; they include the “anomalies” with
which the real world confounded the theorists; the
exhaustion of the possibilities suggested by the dif-
ferent versions of forward-looking proposals which
were based on a positive assessment of endogenous
development; the crisis of the populist State and of
the associated State-as-planner’s various functions;
the appearance of authoritarian regimes and State
burcaucracies; the reconstitution of social classes and
actors; the shift of an increasingly large portion of the
labour force into the informal economy, along with
the resulting increase in structural heterogeneity; and
the challenges faced by newly-founded democracies
during a time of economic adjustment and market
expansion. ! '

'See Vergara (1991). In the same vein, Heinz Sonntag and
Norbert Lechner have said that, starting in the mid-1970s, mod-
ernization generated complex processes that simply did not fit
into existing categories. One effect of the redefinition and in-
creasing differentiation of social structures was that all-encom-
passing, generalized interpretations could no longer retain the
specificity of these new complexities. See Sonntag (1991) and
Lechuer (1988), who also underscore the disintegrative effect of
growing social complexity on the time-honoured paradigms of
Latin American social science.
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By crisis of organicity, social scientists mean the
breakdown of the link between the production of
knowledge and structural social change. The political
and cultural defeat of the Left, and the political and
technical defeat of developmentalism and its national
variants, broke the organic (or so-called organic)
linkage between the generation of knowledge and the
radical transformation of societal structures. It has
been said time and time again that social scientists in
Latin America have, almost since the very outset,
been preoccupied with the idea of social change and
the ways in which they, as producers of knowledge,
could help guide it. In the predominant paradigms to
be found in socjal science literature, social change
was characterized as leading to the modernization of
the political, production, social and cultural struc-
tures of the countries of the region.? However, under
the onslaught of authoritarianism, followed by the
more hegemonic onslaught of the neoliberal model,
together with the disparagement of the Welfare State
and the collapse of socialist models, in the eyes of
many the Latin American social sciences were rele-
gated to an historical backwater and seen as irrele-
vant in the modern world.

It is not necessary to refer to the postmodernist
debate in order to talk about this crisis of intelligi-
bility and organicity in the Latin American social
sciences, Nor is there any need to have recourse to
such concepts as “multiplicity” or “diversity” to sus-
tain our concern about structural heterogeneity, or to
fall back on the idea of “discontinuity” in order to
understand truncated versions of modernization, or to
hark back to the “crisis of meta-accounts” to feel lost
in the absence of viable, comprehensive proposals for
freeing the region from underdevelopment and pov-
erty. Nor is it necessary to be an anti-illuminist to
understand the forcefulness with which, following
the Second World War, Latin American social scien-
tists embodied the Western illuminist model of a pro-
ducer of knowledge; this modern rider of the wave of
progress, armed with an inexhaustible capacity for
deciphering the nature of reason, would first identify
the path of reason in history and, finally, would de-
duce from that path, by virtue of his powers of rea-
soning, the best path into the future.

2Thcy differed, however, in ierms of development styles,
i.e., with regard 1o what modernization really meant i terms of
the distribution of political power, economic resources and
social relations.

Nor need we resort to the anti-utopian discourse
of the disenchanted to appreciate the psychological
and even spiritual costs occasioned by the shattering
of the image of a possible revolution: a revolution
whose time of occurrence might be undetermined,
but towards which, for many social scientists and in-
tellectuals in general, all paths led; a revolution
which, as an image, was clearly losing its ability to
mobilize the masses and, as a form of discourse, was
becoming implausible.

2. Planning, revolution and the
crisis of rationales

In the following pages we will attempt to situate
these crises of intelligibility and organicity in the
context of a few other terms: those of planning and
revolution, on the one hand, and of crisis of ration-
ales on the other. This examination may lead to a dif-
ferent understanding of the connection between the
crisis of paradigms and the crisis of organicity in the
social sciences by avoiding postmodernist rhetoric
while embracing postmodernism’s injunction to rela-
tivize the concepts that have legitimized —and which,
in some measure, continue to legitimize— social
science praxis in the region.

In the decades during which the paradigmatic
model of inward-looking development, of industrial-
ization-oriented modernization and/or sociopolitical
liberation had gained ascendency in the region, the
concepts of planning and revolution were the ones
that were best able to encompass the deliberate inter-
vention of reason (technical and technological rea-
son) in history. They were not, of course, the only
normative concepts in the field, but they were the
extreme images for the organicity of the social disci-
plines and the strongest images in terms of the intel-
ligibility of social phenomena from the standpoint of
structural change in Latin America’s societies.

Planning came to be thought of as the main tool
of that great engine of change, the State-as-planner. 3
For this actor, planning came to constitute an

*In the maximalist sease attributed: to it by its. apologists,
part of which was incorporated into political imagery until the
mid-1970s as the Statc-as-demiurge, meta-actor, leader of
industrialization-oriented modernization, impartial arbiter of
social conflicts and grand political unifier. It should be borne in
mind that, because of the Latin American countries’ dependent,
peripheral position and their belated development, very early
on the State assumed a pivotal role in the modernization and
development processes. (See Faletto, 1989; Gurrieri, 1987;
Hopenhayn, 1991a.)
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idealized nexus which, in principle, would enable it
to forge a link between technical reasoning and pol-
itical reasoning that would make the social sciences
the agent of power-based technical intervention and
enable them, to paraphrase Hegel, to make the ra-
tional more real and the real more rational. In this
sense, planning was an archetype of the organicity of
social knowledge and social change. The preferred
instrument of modernization and of the dynamic link
among the different agents of modernization, plan-
ning was made over, in the best illuminist tradition,
into something akin to a science capable of plotting
out the future.

In the case of revolution, the pretensions were
even greater. Here, it was not merely a question of
programming but rather of radically subverting an
order that was holding back history (it was holding
back production too, but, above all, social progress).
Far closer to an ethic than to a technology, the revol-
ution symbolized the social scientist’s total immer-
sion in the struggle to establish a new order. Indeed,
this was so much the case that a significant percent-
age of the literature of development and of the writ-
ings of sociologists, philosophers and political
scientists during the 1960s and early 1970s were mo-
tivated by the idea of revolution. And if the discourse
of the planner could be the embodiment of reason
carried to its most detailed applications on behalf of
the agent in power, revolutionary discourse aspired to
being reason carried to its ultimate consequences in
opposition to that power.

Thus situated at the two ends of the spectrum,
planning and revolution defined the outer boundaries
within which, in an infinity of combinations and me-
diating roles, social scientists came into their own for
a few unforgettable decades. Both images —planning
and revolution— were laden with “modern” reasoning
and shot through with utopianism and illuminism. 4

The crisis of these rationales has long been the
object of a debate in which “critical humanists”, on
one side, and “empirical functionalists”, on the other,
have invested a great deal of energy, with the former
devoting their efforts to a critique of formal in-
strumental reasoning and the latter to a critique of

4 Revolution was also, however, overlaid with non-modern,
non-secularized movements: messianism, fundamentalism,
providentialism and salvationism were all preseat in Latin
American revolutionary discourse and sentiment.

normative substantive reasoning. Despite their tried
and tested capacity for lucidity with regard to such
critiques, the modern social sciences took a long time
to reach the point of undertaking an in-depth
critique of two other rationales, which were also very
much a part of the modern-day world. We will refer
to these two rationales as the illuminist matrix and
the utopian matrix. When it finally did make its
appearance, the most determined critique of illumin-
ism and of utopianism arrived clothed in the dis-
course of postmodernism.

3. The illuminist matrix, planning
and revolution

Critiques of the illuminist matrix have come from a
variety of ideological quarters and have called a
number of concepts into question: the idea of pro-
gress (and of progress elevated to a metaphysical
rank), the notion of ideological vanguards, and the
euphoria of integrative modernization.

The critique of the concept of progress —a fun-
damental element of illuminism- contends that his-
tory is not a straight, upward climb but rather a
discontinuous, multi-directional process and that,
consequently, a considerable amount of uncertainty
exists as to the future course of events. Since history
does not appear to be regulated by any clearly-
defined internal rationality, its outcomes are unpre-
dictable or, at least, provisional. From this vantage
point, even thinking about the possibility of under-
standing the internal rationale of history —supposing,
first of all, that such a thing exists— and, on that basis,
of scientifically regulating society, the economy and
the culture appears to be an overblown pretension
with possible totalitarian implications.

This leads us to the demythologization of ideo-
logical vanguards. If history has no rational direction,
no group can legitimately lay claim to the one-and-
only objective interpretation of history and, on that
basis, take unto itself the right to regulate all things.
Neither the educational elite, nor science nor the
State can therefore aspire to laying down all-inclu-
sive guidelines or principles. Once we have chipped
away at the idea of progress and of the existence of
an underlying historical rationale, the vanguard’s
face takes on the features of a despot.

This also partly undermines the legitimacy of the
“strong” versions of normative planning and revol-
utionary change. Planning, in both its theoretical and
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practical forms, has been a point of encounter for
science and the State. It assumes the existence of an
historical rationale and, at the same time, believes in
the possibility of manipulating that rationale with the
help of a plan designed and promoted by a group
which combines specialized knowledge with power.
Unless society sees history as having a definite, posi-
tive direction and accepts the idea of a limited group
having a scientific capability to “read” the present
and effectively plot its future course, the State-as-
planner and the normative planning which defines it
have little claim to legitimacy.S What appears illu-
sory in this new “politico-cultural temple” is a hypo-
static concept of the State as some sort of Hegelian
synthesis which, independently of the vicissitudes of
the moment, is always at the apex of historical ration-
ality and is invariably the most appropriate leader for
society, Today it is difficult to think of the current
Latin American State as the agent of a harmonious
unification of social interests,

The illuminist matrix of the image of a socialist
revolution was also hard hit when history revealed
the reversibility of socialism. It is true that as far
back as the early 1960s the overthrow of progressive
govemments by right-wing military coups in Latin
America cast doubt, from the standpoint of the
power struggle, upon the supposed “historical inexo-
rability” of the revolution. Moreover, as eatly as the
mid-1970s social scientists had to seriously ask
themselves up to what point the extreme image of a
socialist revolution -an image defined by the
Cuban revolution— could or should function as an
intellectual superego. But it was the collapse of the
socialist systems of the Eastern bloc in the late 1980s
which dealt the cruelest blow to the narcissistic
image of a Leftist revolution. That was the turning
point after which it became virtually impossible to
associate at least that revolution with progress, with
the liberation of human potentials, or with an im-
proved development of the forces of production.
These failures were so resounding that they divested
the revolution of its supporting claim to being “right”
about history.

5 The relationship is more dialectic than linear, however,
and the political crises experienced by the State-as-planner as
well as the grave doubts cast upon the effectiveness of planning
itself have played a part in undermining the legitimacy of the
principle of illuminist rationality and historical direction.

The crisis of the illuminist matrix raised doubts as
to the validity of the theoretical/ideological models
that had gathered so much momentum in the region
during the 1960s. This was because —even though,
during their heydays, capitalist developmentalism
and Statist socialism represented antagonistic politi-
cal interpretations~ they both referred back to a
normative planning model (whether for mixed
economies or State economies) in which the plan
represented the highest possible degree of rationality
in terms of the direction of history. Do not both
models retain the illuminist task of social emancipa-
tion (defined by developmentalism as modernization
and emancipation from traditional or pre-capitalist
forms of social reproduction, and defined by
socialism as emancipation from intemational capital
—imperialism— or oppressive production relations)?
And is it not true that the State-as-planner plays such
a crucial role in both images of social emancipation
—whether in closing the technical gap or triumphing
over domination- that both ideologies hold that
their belief regarding the path of history only
becomes real once it is embaodied in the power of the
State-as-planner to regulate society?

The critique of developmentalism and of social-
ism that can be deduced from the critique of the illu-
minist matrix is closely linked to the pro-market
ideological offensive which gained in intensity the
world. over in the course of the 1980s. This mixture
of anti-illuminism and anti-Statism can be summed
up in a critique of the transformational function of
political measutes (except when directed towards pri-
vatization and economic deregulation) and a critique
of State intervention in and regulation of economic
relations,

Another reservation about the image of the so-
cialist revolution or the practices of Statist planning
-which is also derived from the anti-illuminist
critique— has been formulated from a cultural stand-
point and by some currently fashionable schools of
democratic political theory. From the “culturalist”
perspective, both planning and revolution are re-
proached for their ethnocentric bias: one because
it imitates the development style and types of expec-
tations prevalent in the industrialized world and
hopes to impose that model on developing countries
by working “from the top down”; the other because
it takes as its model an emancipatory ideal peculiar
to the European version of modemity which is
incapable of adapting to the cultural identity of
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the Latin ‘American people. Thus, the critique of
the illuminist matrix translates into a rejection
of a reductionist imposition of an exogenously-
induced development pattcrn or form of historical
redemption.

From the standpomt of a renewed apprec1at10n
of democracy, the comprehensive scope -of the
State-as-planner or of some future socialist State (the
pretension of moulding society) is called into ques-
tion while, on the other hand, value is placed on the
relative autonomy of civil society and on a sociopol-
itical order founded upon a broad-ranging social con-
sensus. In this consensus-based order, the “direction
of history” would not be determined solely by a cen-
tral power made up of planners. and revolutionary
politicians, but by processes of negotiation and con-
sensus among many social actors. From this view-
point, the utopia of the socialist revolution or of the
State-as-planner (as the axis and leader of a model of
modernization) appear to be incompatible with a so-
cial democracy that encourages the proliferation and
expression of a variety of rationales or forms of rea-
soning that have grown out of the social fabric; in
some quarters, these rationales are referred to as the
“logic of social movements”. ¢ In the same vein, the
call for social diversity and creativity is not directed
towards strengthening the market as opposed to the
State, but rather towards calling attention to the com-
plexity of society, the variety of actors and the socio-
cultural costs of a form of modemization which has a
leveling effect on society.

The archetypal images of planning and revol-
ution cannot so easily be dissociated from the myth-
ologization of progress, from the rational vanguard
or from integrative modernization. If any of these
three pillars is removed, these extreme images of the
organicity of social knowledge begin to topple. This
is because both the planner and the revolutionary
made their “pleas” before the court of history as
agents capable of leading society by means of a pro-
cess of rationalization whose objective was to mod-
ernize its political, economic, social and cultural
structures, Le., to incorporate the whole of society
into the dynamic of progress (or to place it firmly on
the path of history).

On social movements in general, see, among others, Jelin
(ed.), 1987, Ball6n (ed.), 1986; Tourame, 1984; and Calderdn
(ed.), 1986.

4., The utopian matrix, planning
. and revolution

The outbreak of the economic crisis of the early
1980s and the collapse of socialism in the face of the
“market approach” in the late 1980s placed a firm
upper limit on development and social change in
terms of the historical conception of those phenome-
na as well as from the standpoint of theories of social
change in Latin America. One unavoidable conse-
quence of the imposition of this objective, exogenous
limit by the crisis has been a weakening of the
utopian matrix.” But what elements of this matrix
have been most conspicuous int the discourse of nor-
mative planning and of socialist revolution in Latin
America? ‘

In the praxis of normative planning, the out-
standing trait is the exhaustive nature of its manage-
ment of the tools of development; the desired object
is complete correspondence between the plan —its
objectives and terms— and its actual material express-
ion. In this form of planning, the utopia is the actual
possibility of planning a utopia, especially in associ-
ation with the pretension of adjusting reality to fit the
plan absolutely, or of extending its instrumentalist
rationale to encompass the entire social fabric: the
comprehensive regulation of the real world by the
dictates of the production rationale, the agenda of
economic modernization, the control of cross-
sectoral equilibria and improvements as reflected in
aggregate economic indicators.®

The critique of the utopian matrix also has two
differing theoreticalfideological sides. On the one
hand, utopian constructs are opposed on the basis of
the coercive influence they may have on the real
world; it is argued that the utopian referent, when
allowed to govern and direct the present, closes off
opportunities and imprisons the present in a strait-
jacket. On the other hand, adherents of resurrected

" This term is meant to denote a matrix oriented towards
the production of utopias, not a matrix which is utopian in the
sense of being ideal.

8 The pretension of normative planning, conceived of as an
instrumentalist utopia, can be thought of as a way of subsuming
political conflicts into formal structures. Within this framework,
planning runs into the problem of its emergence as a “strategic”
featurc of a State-as-planner in the process of historical formal-
ization (a process which will never be entirely completed). This
is why planning’s legitimacy crisis cannot be divorced from the
crisis of the Siate, especially in terms of an ideal construct.
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forms of realism or political pragmatism contend that
utopian thought distorts and oversimplifies the con-
flicts that actually do exist, skews the relationships
among real forces and agents, and ends up confusing
desires with facts. Let us examine these two fronts of
the attack upon the utopian matrix, which may be
launched from either the normative-planning or the
revolutionary camp.

The first of these criticisms, which is directed at
utopian determinism, has been formulated by neo-
liberal thinkers who originally drew their inspiration
from Karl Popper’s critique of Plato, Hegel and so-
cialism in general. This line of argument is that a
model set forth on a normative basis, which therefore
is intended to plot the overall course of history so as
to move towards an objective that has been defined
as valid for all, is simply incompatible with the main-
tenance of an “open” society, i.€., a society that is
free to choose and to rectify its own fate (or to permit
there to be as many fates as there are people within
it). This attack on utopianism has been extended to
include planning and the idea of revolution, since in
this sense both present themselves as ways of “exer-
cising power over the future”. A development process
led “from above” or by a certain group, as might
occur- in the case of a State-as-planner or a revol-
utionary programme, would represent a threat to an
“open society” from its very inception. The rational
utopia lying behind such an image of the State,
whereby the State embodies an “optimizing” ration-
ale (which, as such, is also inexorable) would, from
this standpoint, constitute the first step towards an
over-regulated totalitarian regime directed by a
power which, in its turn, perpetuates that regulation
indefinitely. ‘

This warning may well contain an element of
paranoia and lend itself to liberal crusades which
themselves could take on totalitarian overtones. But
this does not mean that it should be taken lightly.
These neoliberal fears present democratic thought
with the challenge of re-thinking the image —or
model- of the State-as-leader so that it will broaden
its utopian horizon to include many different ap-
proaches (based on communication, solidarity, aes-
thetics, participation, etc.). Only by relativizing the
utopian matrix (as utopian reductionism, whether
formalistic or finalistic) can a sphere that has until
now been largely pushed to the sidelines —i.e., social
subjectivity— be incorporated into developmental

thought. This calls for a thorough-going reworking of
the culture of modernization, since it is that culture
which has served as the symbolic foundation for the
construction of our image of the State-as-planner.

The second of these criticisms does not question
the praxis of utopianism as such, but rather seeks to
pinpoint its political and epistemological functions.
Here the objection, which is raised by adherents of
various ideological and theoretical positions, is to a
utopia’s claims to feasibility and the fact that such
claims distort the way in which the actual order is
perceived.

The political aspect of this critique is linked to
the recent reappearance of political realism. What is
being questioned on this score is the maximalist tend-
ency of any attempt to practice politics on the basis
of a utopian vision, since such maximalism often
leads to a lack of political realism that ultimately
thwarts attempts to actually bring about a structural
change in society. In this respect, utopianism is asso-
ciated with the over-ideologization of which the Left
has been guilty in decades gone by, when maximalist
positions or the symbolic referent of the revolution
would seem to have underestimated the true strength
of the social forces opposing proposals for radical
change. :

The epistemological aspect of the critique is an
objection to the confusion generated by the utopian
matrix when it leads its adherents to regard present
reality as no more than a necessary step along the
path leading to that utopia. Reality is then something
to be “read” as an ideal-in-the-making, which results
in the neglect of many aspects and actors making up
the real system that are not necessarily marching in
the direction of this utopia. Utopianism thus repro-
duces, in a more earthly version, the old concept of
providence which lasted even up to the rationalist
megalomania of Hegel. From this illusory vantage
point, once again, all that is real appears to be ra-
tional and all that is rational appears to be realizable:
the subjective, expressive dimension of the people is
once again bypassed.

The critique of the utopian matrix contends that
the purpose of the utopia should be to serve as a
reference point of intelligibility; it should permit a
greater awareness of the objective limitations and re-
pressed potentials of the present situation. The utopia
is, then, a counterpoint that helps us to understand a
given real-world situation and a horizon line which
helps to plot a course of action that will carry us in a
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direction indicated as desirable by that utopia. It is
crucial, howevet, that this methodological function
of the relevant utopia should be delimited so as to

avoid lapsing into a type of idealization that blurs -

the differences between an idealized construct and
the real world. Such confusion attributes an onto-
logical standing to this utopia which it does not
possess.

These political and epistemological criticisms
are applicable both to the discourse of revolution and
that of planning. It may be thought, for example, that
the many functions assigned to the State-as-planner
in its role as a meta-actor and a mega-actor and as
society’s great leader and nexus are based on the sup-
position that social reality is pliant and can be har-
monized by those on high and on the assumption that
the State will continue to receive an increasing flow
of resources. The idea that economic development
could be combined with sweeping changes in social
structures while giving rise to so little conflict that
the State could settle disputes without any major dif-
ficulty does not appear to be in keeping with any
realistic analysis of the Latin American societies.
This utopian maximalist inspiration of the State-as-
planner was also at work, albeit with very different
contents and programmes, in the other great under-
taking which won so many adherents among intellec-
tuals and political activists in the 1960s: the socialist
revolution.

As regards the confused ontological status of
such utopias, it should be remembered that the so-
cialist revolution and normative planning never saw
themselves as utopian constructs (at least during the
heyday of the concept and its application), but rather
as a programme designed in accordance with the
path of history. This programme was, in both cases, a
“schedule” for the State’s rationalization of society
(with a more technical leaning in the case of planning
and a morte technological one in the case of the rev-
olution), and it therefore saw political power as its
tepository. v

However, in both cases the transition from ideal
construct to action was carried out with little refer-
ence to reality. The dividing line between the ideal
construct and perceived reality was blurred and con-
fused. With the boom in planning set off in 1961 by
the Alliance for Progress, what was real became ra-
tionalizable and what was rational became realiz-
able. Hegel again took the stage in the wave of
euphoria that launched national development plans,

These plans not only seemed to be a bridge between
the real world and utopia, between the possible and
the desirable; their conscientiously instrumentalist
rationality was used as a basis for painting a reality
that was “ready and willing” to be sculpted into the
planner’s vision of utopia. Time -along with the
interests of some and the power of others~ showed
that the real world is neither so docile nor so li-
near, however. ,

In the production of images of the revolution, the
call for political will was perhaps much more explicit
than in the case of planning. At the same time, how-
ever, the image of the revolution was painied in such
epic terms that, in many cases, it failed to grasp the
true alignment of political forces. The fact that so
many bloody military coups could take intellectuals
and the Left by surptise reveals the lack of political
realism for which the Latin American Left has been
so severely reproached since that time. The epic
character ascribed to the revolutionary process and
the mythologization of the agent of revolution (mili-
tants, settlers, workers or guerrilla fighters) were ele-
ments of utopianization exhibited by apologists for
radical social change.

How much of a part did the social sciences play
in these forms of perception and these biases of intel-
ligibility? To what extent did the production of social
knowledge construct and to what extent did it inter-
pret the illuminist and utopian myths employed by
normative planners and revolutionary ideologues? To
what point did this maximalism of the normative
planner (striving to control every aspect of the devel-
opment process) and the revolutionary intellectual
(striving to change every aspect of the relationships
among agents of development) form part of the im-
agery of the social scientist during the formative de-
cades of the Latin American social sciences? To what
degree did these “ideal types” serve as motives and
horizon lines for actual research, analytical thought,
and education in the social sciences in Latin America
up to the mid-1970s? And if the answers to all these
questions must be affirmative, at least to a consider-
able degree, then to what extent is this still true
today? How much movement is there against the tide
of disenchantment and autoctacy, how much of this
effort has been transformed into new utopias and new
models for “helping along” the interaction between
science and power? At this point, in the heat of the
moment of disenchantment and reformulations, it is
difficult indeed to be sure.
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II

The social sciences armed with new rationalities:
between signals and conjectures

1. New approaches and perceptions

If there really is such a thing as cultural “death”,
whereby, at a given point in time, it becomes im-
possible for society to generate fresh, renewed im-
ages of itself, we must not look to the social sciences
to exorcise the prevailing indifference about the fu-
tute or renunciation of grand collective undertakings.
Social scientists have always been creators, in the
sense of being interpreters, of society’s movement
(or of the many movements of social reality), but
they must be able to draw upon the cultural energy
that only society itself can generate as an essential
raw material for their work. If today this energy is
dimmed or cannot be harnessed, then the social
scientist will have to develop a new type of clinical
eye and will have to carry on with the help of nothing
more than his own tattered or humbled awareness
while he waits for society’s imagery to be reinvigor-
ated by the next swing of the pendulum. He must
remain alert, guard against the discursive obesity
typical of those who really have little to say,
and empathize with what is coming so that he will be
able to comprehend new rationalities. And, at the
same time, he will have to maintain a somewhat
vitalistic perspective together with an incisive,
critical outlook in which the best aspects of modern
humanism survive.

The options now on the table seem to be leading
towards new types of relationships between the so-
cial scientist and the object of his attention, between
knowledge and reality. It may well be that the pendu-
lum will swing part of the way back towards a
healthy dose of illuminism and utopianism, which
would help to dispel the excessively pragmatic bias
that threatens to co-opt the work of social scientists,
or to curb the uncritical apologias for the functions of
the market that are now being churned out. We may
also expect to see the extension of the concept of
rationality to include suct: elements as society’s cul-
tural self-production, newly-developed life strategies,
the expressive, subjective phenomena set in motion
by social actors, and the irrepressibly mestizo identity
of Latin America. Some veins of postmodernist

discourse will have to be mined, such as the practices
of expressing oneself in plural forms, perspectives,
simulacrums or alternative scenarios. Social scien-
tists will have to be more humble about the way they
transmit knowledge, but they will also have to be
more adventuresome in their experimentation with
that knowledge. They will have to transfer the plu-
ralism associated with political activity over to epi-
stemological activity and maintain a pluralistic
outlook in their role as social scientists. They will
have to modify both form and content, both their
personal attitude and their attitude towards their sub-
ject; indeed, they will have to become, for a time,
that subject, to truly feel the emotions of disenchant-
ment and perplexity on a personal basis and as ex-
perienced by their fellow men. Nothing should be
ruled out as irrational or irrelevant. We must look
closely at cultural nuances and profiles, the traits of
sensitivity and personality, in a way that no planner
or scientist of the revolution ever thought of doing,

It is not necessarily a question of finding the
easy way out, of celebrating disenchantment, or of
proclaiming that the social sciences have finally
freed themselves from the “bonds” of reason, of
Logos, of a commitment to history and to the end of
history. Nor is it a question of reducing ethical prob-
lems to ambiguous aesthetics, or of reducing practi-
cal problems to being entirely a matter of individual
choice. It is not, finally, a question of softening or
evening out social and structural heterogeneity under
the guise of that flattering epithet, “plasticity”.

But if the social sciences wish to go beyond the
ritual exegesis presided over by university profes-
sors; if they wish to break the atomized, taxonomic
mould with which research centres approach the ac-
quisition of knowledge; if they wish to transcend the
casuistic and find some link in the chain that allows
social science praxis to free itself of the descriptive
mould enveloping it; if they wish to take just a few
steps beyond their technical consultancies for minis-
tries and government departmients, just a few steps
beyond political marketing and opinion polls, just a
few steps beyond the cult of the market and the life
of a technocrat, just a few steps beyond all these
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substitute or random links between social science and
social life, then the social sciences will have to allow
themselves to be contaminated just a bit with the new
sensibilities being proclaimed in postmodernist dis-
course. This does not, however, mean that they must
adopt a cool, laid-back view of problems which, as is
almost always the case with major social issues in
Latin America, have reached the boiling point.

2. Signals and conjecmres9

The above-mentioned loss of the utopian referent and
of the horizon of communion between theory and
practice, between the individual and. history, has sent
the Latin American social sciences into a kind of
exile. So long as the theory of dependence, the image
of a coming revolution or a developmentalist agenda
were seen as valid or influential, we could convinc-
ingly posit a link between the intelligibility of social
phenomena in the social sciences and political inter-
vention in the social sphere. Major changes in theore-
tical thought —such as the decline of militant science,
the fragmentation of a body of knowledge which had
formerly at least purported to constitute a consistent
whole, or the crisis of development models based on
planning and sustained modernization— are continu-
ously undermining this emancipatory mystique of the
social scientist. Words which are now held as sacred
may have been regarded as sacrilegious in the time of
social scientists’ grand deigns: minimalism, low
profile, micro-project, interstice, small areas, short-
term, sustainability.

One might think that when expectations of a
comprehensive approach and synthesis (in theory,
too, but especially in the confluence of theory and
politics, of the intellectual and the masses) die away,
they would leave the field wide open for an in-
strumentalist rationale to spread unchecked
throughout all spheres of social life —thereby rein-
forcing the inequities associated with the prevailing
development pattern- without prompting even so
much as an outcry. It might also be thought that the
growing professionalization of the sociologist and
political scientist, as well as their greater emphasis
on pragmatism and technical considerations in their
theoretical work, is a reflection of this trend.

) % This section is partially based on some passages con-
tained in the article ;Qué queda de positivo en el pensamiento
negativo? Una perspectiva desde América Latina (Hopenhayn,
1991b, pp. 87-100).

How then are critical functions based on social
theory to be performed, today, in Latin America?
What content should we give that theory, and what
objects can we ascribe to it without falling into self-
pitying pessimism or a paralyzing fatalism? Is it
possible to return to a mode of theoretical activity in
which criticism gives rise to the empowerment of
liberating forces or traits within social reality, makes
room for hopes of a more humane order, for the pro-
motion of a more affirmative and less heteronomous
culture, for the socialization of an ethic capable of
“substantiating” development? If it is, then what sig-
nals has social science praxis sent out thus far that
mightqforeshadow new and creative forms of criti-
cism in the sense we have just described? In the fol-
lowing paragraphs I will attempt to take the first
steps towards an answer to this last question.

a) The emergence of new spheres and ap-
proaches in the fissures of the modernization process

It has been said that, because of the nature of
newly emergjng political, economic and technologi-
cal conditions, hopes that the agendas of different
groups and individuals can be merged into one grand
agenda for changing society seem like a less and'less
attainable dream. Nevertheless, alternative proposals
or perspectives-continue to arise which represent an
incipient, interstitial attempt to get away from the
illuminist paradigms of modernization while at the
same time avoiding any identification with the status
quo established by the mercantilization of social rela-
tions. Some of the emerging values embodied in
these proposals merit discussion:

i) An appreciation of democracy as an order in
which disputes are settled through dialogue, negotia-
tion and consensus; as a necessary framework for
linking the State with civil society in the least coer-
cive way possible by stressing the importance of
communication; as a political foundation for recon-
ciling the technical and political dimensions of devel-
opment, for striking a balance between planning and
the market, and for accommodating local and na-
tional affairs; and as a springboard for social partici-
pation, the decentralization of decision-making and
the affirmation of a “culture” of citizenship.

ii) A renewed appreciation of the social actors
and the fabric of society and, in the same sense, for
the polymorphism of civil society in the face of the
leveling action of the State, which is in its turn the
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product of a determination to devise new forms of
political activity in which political parties and client-
age have less of a place and the cultural decisions of
the relevant actors have a larger one.

iii) A fuller appreciation of so-called “new” so-
cial movements (or coLamunity groups or grassroots
organizations) by virtue of the fact that these move-
ments operate within the informal sphere of society
at the community level; employ counter-hegemonic
rationales which place emphasis on solidarity, re-
sistance against authoritarianism, cooperativism,
and autonomy or collective participation; and cre-
ate situations in which social energies are not si-
phoned off by insttumentalist rationales or a logic
of domination,

Of course, the above three viewpoints are as yet
incipient or diffuse, and the social scientists who em-
brace them are, for the most part, former Lettists or
developmentalists who have become disenchanted
somewhere along the way. In a sense, they embody a
critical yet not fatalistic view of reality. The appreci-
ation of today’s new social movements reflects a con-
cern with the establishment of collective identities
whose rationales cannot be subsumed into the ration-
ales of the market and of power; the renewed ap-
preciation of social actors demonstrates a preference
for more autonomous rationales of the social dy-
namic and for more consensual, open forms of politi-
cal activity; and the appreciation of democracy, in a
broad and very profound sense, also implies a desire
to shape a democratic culture rather than simply es-
tablish a government elected by majority vote —in
other words, an ideal form of citizenship in the best
illuminist tradition.

The approaches that have grown out of these
emerging values seem to share a common meta-value
which might be described as the choice of a progress-
ively democratic order whose progressivity is
manifested in the fact that virtually all types of rela-
tionships are seen as lending themselves to demo-
cratization: not just the relationship between the
State and civil society, but also those existing within
any sort of institution (families, municipalities,
schools, the workplace, public institutions, setvices)
in any sphere whatsoever (politics, social matiers,
cultural affairs, economics and technology). In this
context, the expansion of cognitive consciousness ap-
pears as a key element that is to be promoted in all
areas of social interaction, from the household to
politics, from the realm of personal communication

to that of government or business management,
from cultural matters to the economy. It comes as
no surprise, then, that in the epistemological ap-
proach chosen by those who share this meta-value
of progressive democratization, an interdiscipli-
nary focus and participatory research also seem to
be preferred practices.

b) An “alternative” form of development and
criticism of the instrumentalist model in Latin
America

Adherents of the heterodox school of “alterna-
tive” development or “the other development” have
stepped forth to challenge the instrumentalist model
associated with the prevailing form of modernization
in Latin America, This criticism comes from hetero-
dox social scientists, many of whom are working in
non-governmental agencies devoted to the study and
promotion of community forms of social organiza-
tion, appropriate technologies, participatory social
policies, organic relationships with the environment,
the spread of folk culture, respect for the identities of
indigenous groups or the channeling of more atten-
tion to local phenomena and community or grass-
roots groups. They ~assert that the dominant
development model (first the developmentalist or
Statist model, later the neoliberal one) neglects the
qualitative dimension of social life, “ethnocentri-
cally” ignores ethnic and regional forms of express-
ion and identities, and tends to imitate industrialized
socicties” development patterns, which do such seri-
ous harm to the environment. In contrast, the pala-
dins of alternative development are highly receptive
to community, indigenous and, insofar as possible,
unhierarchized efforts to promote development; they
emphasize social development over economic devel-
opment, cultural over technological development,
and local over national development. In fact, their
rejection of the instrumentalist rationale is so strong
that they do not concern themselves with the major
conflicts affecting the central government but instead
restrict their attention to microcosms of social inter-
action where there appears to be a better chance of
cleansing social relationships of their manipulatory
vices.

Within this framework, a search is being made
for an alternative way of re-connecting the outputs of
the social sciences with the transformation of society.
The locus of this re-connection has shifted, in this
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case, from the State to civil society, from central
planning to the promotion of community efforts, and
from an economic focus to a sociocultural one. The
social processes and actors focused on by social re-
search in this context are, for the most part, not the
ones that attracted the attention of the more promi-
nent proponents of normative planning or socialist
revolution. In terms of actors, concern is focused on
urban informal and marginal sectors, groups that are
victims of repression, ethnic minorities, women,
community groups, countercultural movements and
non-governmental organizations. As for the processes
involved, special attention is devoted to those that
include such elements as local participation in scat-
tered suburban or rural areas; an affirmation of col-
lective identities based on gender, ethnic origin or
area; initiatives for putting up civil resistance to vari-
ous types of authoritarian relationships between gov-
ernment institutions and communities; the use of
forms of expression or communication to define new
collective symbols; new cognitive practices, such as
action-oriented or participatory research; new types
of social aid programmes that assign recipients an
active role; the use of traditional indigenous medical
practices and alternative technologies; and even
newly emerging schools of grassroots religious or
spiritual thought.

¢) Counter-hegemonic rationales: Something
new or just a new substitute for social change?

“Critical” social scientists’ concemn with stu-
dying and vindicating the new social movements,
counterculture initiatives, forms of resistance to auth-
oritarianism, ethnic minorities, community efforts to
promote development and small-scale projects dem-
onstrates that they are not content to confine their
criticism to a mere gesture of rejection. It is in these
counter-hegemonic activities that researchers who
have embraced unconventional forms of study (re-
gardless of whether they choose to call it action-
oriented research or participatory research) seek out
interstices providing an opportunity to counter the
system. In these cases, the conversion of social
knowledge into proposals for transforming society
does not take the form of a plan for establishing a
utopia for the whole of society in the future, but
rather consists in the discovery of “zones” or inter-
stices within today’s society in which the democratiz-
ation of social relations can be carried forward,

these “zones” include everything from community-
run soup kitchens and self-managed production
workshops to less hierarchical forms of organization
within modern business enterprises, as well as propo-
sals regarding education, mass communications, eco-
logy, constitutional reform, city management, and
many other areas of activity.

The question arises, however, as to whether it is
possible to design and build a different sort of socie-
tal order by multiplying these interstices throughout
society. This reservation notwithstanding, it is well
worth our while to take note of these signs, even if
their existence is nothing more than a matter of con-
jecture for the moment, because they suggest that
producers of social knowledge are attempting to re-
capture the will —albeit in a different form- to foster
social change. First, the decision to look for new
ways of thinking about research constitutes an effort
to take up the challenge to reformulate the position
and the commitment of the social researcher vis-a-vis
his subject. Second, the identification and vindication
of new actors and processes attest to a desire to re-
gain the ideal of a role for the social scientist in the
dynamics of social change and to channel theoretical
work in that direction. Finally, the criticism of the
status quo which is part of this rising tide of knowl-
edge-producing activity and new perceptions has two
facets: an attack on a critically-defined general order,
and the highlighting of interstitial or peripheral pro-
cesses whose rationales run counter to those that hold
sway within that general order.

Perhaps these shifting focuses of the social
scientist are stages in a transition towards as yet un-
formed paradigms. Perhaps the establishment of new
referents in the future will oblige us to re-create ele-
ments which many enthusiastic postmodernists are
currently hastening to bury in the sands of time. Cru-
cial, long-standing concepis (e.g., alienation, exploi-
tation), as well as such propositional concepts as
integrative modemization or the redistribution of the
fruits of technical progress, will sooner or later have
to be recycled to provide inputs for new bodies of
theory within the Latin American social sciences.
Their recycling may also enrich schools of thought
that are only now beginning to take shape by contri-
buting new rationales and utopias-in-the-making,
whether they turn out to be the utopia that some have
sought to attribute to the new social movements (with
their respect for diversity, local autonomy, and soli-
darity) or the utopia which could be unfolding within
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the new democracies, with their commitment to
greater political participation, a greater role for
citizens in the management of the country, and a
more meaningful definition of citizenship itself, or
new artistic and cultural forms and new survival
strategies that have yet to be developed. And then it
‘will no longer be normative planning or the socialist
revolution that define the boundaries within which
the legitimized self-image of the social scientist will
be drawn. '
It now appears to be essential for the social
sciences to open up to new perceptions, erratic yet
thought-provoking rationales which appear and

disappear at all points of the social fabric, ration-
alities which gradually work their way into new
relationships  of power and interchange, newly
emerging actors and fragmentary processes. Allow-
ing oneseélf to be contaminated by discourses
which in times gone by might have earned them-
selves unyielding censure may be a useful exercise
in opening up our sensibilities and fine-tuning the
spirit. There is validity, at least for the time being,
in this odd combination of prudence and adventur-
ousness, this opening up of perspectives, this ex-
periment in knowing, this heterodoxy while
awaiting new signs,
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Growth and
income distribution
in countries at
intermediate

stages of
‘development

Eduardo Sarmiento*

This article analyses the relationship between growth and
income distribution. The existence of a conflict between
these two variables depends on a country’s level of
development. Such conflicts arise during intermediate
stages of development, when growth is led by savings,
and fend to disappear when growth becomes a
knowledge-led phenomenon. Part of the reason for this is
that saving is much more concentrated than education and
technology are. The author contends that the conflict is
not insuperable, however; in practical terms, it can be
corrected by means of fiscal and educational policy
measures,

There is no formal framework for the analysis of
income distribution, nor is there any theory that permits
us to formulate general statements about its determinants
or to establish their relative importance. The analytical
approach to this subject has been primarily empirical and
has focused on identifying the traits and policies of
countries that have successfully reconciled these two
variables, for subsequent comparison with countries that
have not been successful in this regard. The results of
these compatisons suggest that income distribution is
determined by the nature of initial conditions and the
sequencing of development policies. To some extent, all
countries have taken the same steps, but in widely
varying orders. More than in any other area, the results
achieved in terms of income distribution are closely
related to the logical order of ¢vents and actions.

*The author is Dean of the School of Economics at the
Universidad de los Andes in Colombia,

Introduction

For the past 40 years, Latin America’s development
process has been marked by a conflict between two

* objectives: growth and social equity. The comparison

of six Latin American countries presented in the re-
port entitled Social Equity and Changing Production
Patterns: an Integrated Approach (ECLAC, 1992,
p- 39) shows that countries which have advanced in
one of these directions have not made progress in the
other (se¢ table 1). Argentina and Uruguay have the
highest levels of social equity and the lowest growth
rates, while Brazil and Colombia have the highest
growth rates and the lowest levels of social equity
(see table 1).

The experience of the Asian economies has been
quite different. Israel, the Republic of Korea and
Taiwan have made significant advances in improving
income distribution within an overall framework of
progress. The difference lies less in the scope of the
measures adopted than it does in the order of their
implementation. In all three of these cases, the se-
quencing of distributive policies has been very simi-
lar. The development process was preceded by a
comprehensive agrarian reform programme which,
later on, was reflected in the countries’ industrial and
overall urban structures. Industrialization was preceded
and accompanied by a substantial increase in the en-
tire- population’s educational level. Consequently, the
skilled members of the labour force were able to find
positions in which they could put their training to
better use. During the intermediate stages of develop-
ment, ambitious social programmes were undettaken
to ensure that the entire population’s basic needs
were met, and extreme poverty was eliminated with-
out seriously interfering with saving or growth.

Although it is true that in Latin America the
same policies were tried, the order was different. Ag-
rarian reform was initiated at a time when most of the
population was already in the cities; its implementa-
tion was slow, it was subject to repeated interrup-
tions, and its ultimate scope was no more than
partial. The outcome was that the region did not man-
age to prevent its inequitable rural structures from
being reproduced in urban areas. The elevation of
educational levels was carried out in a piecemeal
fashion. Skilled members of the labour force were
unable to find positions where their training
could be put to good use. And finally, social transfer
programmes were carried out during incipient stages
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Table 1

LATIN AMERICA (SIX COUNTRIES): DISTRIBUTION OF HOUSEHOLD
INCOME, BY QUARTILES OF PER CAPITA HOUSEHOLD INCOME,
AND ECONOMIC GROWTH

Distribution indexes

Average
Coefficient of annual
Country Year * Gini average incomes growth
coefficient of GDP
Richest 10%/ Richest 10%/ 1970-1990
poorest 25% poorest 40% (%)
Argentina MA 1980 0.365 5.5 6.8 0.7
MA 1986 0.406 6.2 8.5
Brazil MA 1979° 0.518 8.9 17.1 45
MA 1987° 0.540 137 17.4
Urb. 1979 0.501 11.2 13.4
Urb. 1987 0.538 15.1 17.4
Rur. 1979 0.407 6.7 8.4
Rur. 1987 0.472 9.2 11.5
Colombia MA 1980 0.484 106 12.1 4.5
MA 1986 0.467 10.2 11.6
Urb. 1980 0.472 11.2 11.8
Urb. 1986 0.449 103 104
Costa Rica MA 1981 0.340 5.1 5.0 34
MA 1988 0.360 58 6.2
Urb. 1981 0320 4.8 4.7
Urb. 1988 0.360 5.6 6.4
Rur. 1981 0.360 6.1 6.0
Rur. 1988 0.360 6.3 6.2
Uruguay MA 1981 0.350 5.0 6.0 1.4
MA 1989 0.350 4.8 58
Urb. 1981 0.340 4.7 5.7
Urb. 1989 0.360 4.7 6.6
Venezuela MA 1981 0.370 6.0 53 1.1
MA 1986 0.390 6.8 72
Urb, 1981 0.320 48 4.4
Urb. 1986 0.300 7.6 6.4
Rur. 1981 0.290 4.4 4.0
Rur. 1986 0.370 5.7 6.7

Source: Economic Commission for Latin America and the Caribbean (ECLAC), Social Equity and Changing Production Patterns: An
Integrated Approach (LC/G.1701), Santiago, Chile, 6 February 1992,

2 MA: metropolitan area; Urb: non-metropolitan urban areas; Rur: rural areas.

b Represents an average of the figures for the Rio de Janeiro and Sio Paulo metropolitan areas.

of development (when most of the population was
living in poverty) and were paid for by running up
huge fiscal deficits which fueled inflation and put a
damper on saving.

One of the main differences between the Latin
American and Asian economies is that the latter
started out with an acceptable level of social equity

and have not come under strong pressure to improve
the distribution of income. For all practical purposes,
the atmosphere in these countries has been suffi-
ciently calm to allow them to channel their plan-
ning efforts towards the achievement of specific
economic policy objectives, such as industrializa-
tion, export promotion, and increased saving. Latin
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America, on the other hand, has been subject to a
great deal of pressure to mitigate unacceptably high
income differentials, and to some extent this has con-
tributed to the emergence of populist governments
that have tried to come up with quick ways of chang-
ing the social structure. Their efforts have focused on
raising wages, distributing property and increasing
government spending by means of money creation.
In most cases, these policies have weakened saving,

boosted inflation and slowed growth. Although the
effects have varied from place to place, the outcome
has usually been a decrease in both growth and social
equity, and in many cases these policies have there-
fore ended up hurting precisely those groups they had
been intended to help. And since powerful groups
have better buffers against adversity, the costs of the
resulting crisis situations have chiefly been borne by
lower-income groups.

A profile of growth and social equity

Low- and middle-income countrics have a very dif-
ferent development profile from that of high-income
countries. In the latter, the engine of development is
technology. Economic growth is brought about by
the advance of knowledge and, in general, by rising
labour productivity. The benefits of a process of this
type are received by the workforce and human capi-
tal, since the remuneration of labour rises in relation
to that of physical capital. It also gives rise to a high-
ly competitive export structure thanks to increases in
productivity and transfers of knowledge that pave the
way for an improved international position and for
diversification. Furthermore, high income levels
make it likely that saving will be fairly evenly dis-
tributed throughout the entire population and will be
responsive to interest rates; thus, it will not be very
sensitive to income distribution. None the less, prob-
lems of equity do arise within the labour force, and to
some extent this is inevitable in a capitalist system.
The fact remains, however, that because the acceler-
ation of the growth rate will be the result of a better
utilization of knowledge and the creation of new
jobs, it is reasonable to expect it to be accompanied
by greater social equity.

In developed countries, growth is less dependent
on investment, In addition, saving is more evenly
distributed among the population and is fairly
interest-rate elastic. Consequently, an increase in the
growth rate will not conflict with an improvement
in real wages, or in distribution in general.

Middle-income countries exhibit quite different
traits. The engine of growth is savings, and progress
is dependent upon its expansion and efficiency. There
is also an inverse relationship between savings and

household income and, since this relationship is
not very sensitive 1o market stimuli, an increase in
saving will probably be coupled with a worsening of
income distribution. In fact, this appears to be a
source of serious conflict between growth and in-
come distribution,

Our troubles do not stop here, however. Develo-
ping countries lack the capacity to convert savings
into investment. Most equipment is imported and
must be paid for with foreign currency. At the same
time, their comparative advantages are in primary ac-
tivities which have only limited prospects in external
markets, do not generate strong linkages within the
production sector, and do little to promote scientific
and technological development. The externalities as-
sociated with exports are chiefly generated in acti-
vities of a certain level of complexity.

In order to achieve the type of external sector
that will help sustain a dynamic process of capital
formation, a country must export manufactures that
have some technological content. Unfortunately, this
type of export activity does not occur spontaneously,
and developing countries are therefore clearly at a
disadvantage in relation to countries that have a head
start on them. Moreover, their ability to compete is
based - on their ability 1o pay lower wages than the
developed countries can, and this poses a serious ob-
stacle to improved income distribution. Hence, at this
stage, exports of manufactures represent another
source of conflict between the objectives of growth
and social equity.

The foregoing clears up a number of questions.
Developing countries must have higher levels of
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savings and lower real wages to sustain the same
growth rates as the developed countries have. Under
normal conditions, considerations of social equity place
greater constraints on growth during intermediate
stages of development. This sets up what appears to
be a vicious circle: the countries are faced with greater
inequalities but in order to rectify those inequalities,
they must hold back their own progress; actually,
what they need are special sorts of policy measures.
The experiences of the Asian economies demonstrate
that the outcome hinges on the State’s ability to take
selective action in well-ordered sequences.

The studies conducted by Kuznets 40 years ago
yielded a similar result: the relationship between
growth and income distribution varied depending on
the stage of development. However, our interpretation
of these findings differs from this. Kuznets’ ex-
planation of this phenomenon was based on a
stylized argument relating to the differences between
the levels of remuneration for factors of production
in the traditional and modem sectors of the economy.
According to this line of reasoning, during the initial
phase of development economic growth would have
a negative, but decreasing, impact on income dis-
tribution, while during the second phase it would
have a positive and increasing effect. The changeover
point would be reached when the modemn sector
accounted for about half of the country’s output.
Hence, Kuznets saw the conflicts between growth
and income distribution as being caused by dualism
and, therefore, as affecting low-income countries. in
particular,

Our interpretation, on the other hand, relates to
the structure of the development model itself, Fur-
thermore, the results are not very -applicable io
low-income economies, where the constraint
placed on saving is offset by low. capital/output
ratios and opportunities for developing exports of
manufactures are few and far between. Actually,
the economies in which constraints on saving and
on exports of manufactures are severe are those of
middle-income countries.

This statement is corroborated by the experien-
ces of countries with a long record of development.
During this century, these countries have seen both
an improvement in income distribution and rising
growth rates. Things did not always work that
way, however. In the nineteenth century, income-

distribution indexes in various European countries
and in the United States were similar to the present
indexes of Brazil or Colombia (Williamson, 1991).
In the specific case of the United States, the in-
crease in saving and economic growth seen in the
mid-nineteenth century was coupled with a sharp
deterioration in social equity. The differences be-
tween the characteristics displayed during these
two -periods are clearly related to the countries’
structures of production. The link was very strong
in the period before the industrial revolution, when
growth was led by savings, and practically disap-

- peared altogether in the period following that rev-

olution, when growth came to be led chiefly by
higher labour productivity and the development of
new technologies.

In short, the nature of the conflict between
growth and income distribution depends on the char-
acteristics of the development process, During initial
stages of development, it arises out of a situation of
dualism; during intermediate stages, savings and ex-
ports are the source. Whereas in the first case we.
are dealing with a phenomenon over which the
country has no control, in the second case the con-
flict can be addressed by means of appropriate
State action taken in the proper sequence. This
is how the Asian countries have managed to recon-
cile these two objectives much more satisfactorily
than the Latin American countries. Finally, at ad-
vanced stages of development, the conflict tends to
subside. The processing of knowledge into tech-
nology helps both to boost growth and to improve
income distribution.

This does not mean that economies at inter-
mediate stages of development cannot move for-
ward without having a negative impact on social
equity. Clearly, it is possible for a country to have
low growth rates in combination with a relatively
stable pattern of income distribution. The difficulty
is to maintain high rates of economic growth while
at the same time improving income distribution.

The solution does not lie in the forces of compe-
tition. On the contrary, the usual types of market-
based formulas for stimulating growth actually work
against an improvement' in income distribution. In-
stead, the harmonization of these two objectives hin-
ges upon some sort of fiscal policy action and the
labour market. '
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Factor payments

Income. distribution is a reflection of the different le-
vels of payment received by factors of production.
Modifications in that distribution stem from changes
in factor payments or changes in factor distribution.
Thus, in the case of Colombia, for example, the
cycles that have been observed in this respect are re-
lated to changes in factor prices while the trends are
related to variations in factor distribution. Within
such a context, it is not surprising that income dis-
tribution may vaty in accordance with the charac-
teristics of the development process. Growth is led
by different factors at different stages of develop-
ment: by land during initial stages, by capital during
intermediate stages and by knowledge at advanced
stages. Consequently, the way in which growth af-
fects income distribution will depend upon how the
benefits derived from those factors are distributed.

The factor of production with the greatest tend-
ency towards conceniration is land. Although this
tendency is mitigated by the urbanization process,
capital, too, exhibits high concentration indexes. As
will be shown in the following section, it is much
more unequally distributed than labour income is.
The most equitable distribution is probably that of
education and knowledge since, owing to the public
nature of educational services, lower-income strata
have greater access to education per unit of income.
Moreover, training and knowledge are subject to ex-
ternalities which are not confined to the direct reci-
pients but instead benefit the whole of society.

The way that factors are distributed in the course
of a development process is not independent of the
initial conditions or of history. A large part of urban
capital is made up of surpluses from the agricultural
sector. The better the distribution of rural income, the
better the distribution of urban ownership will be.
Therefore, countries that have undergone radical ag-
rarian reform processes have managed to build more
equitable urban property structures. Furthermore, in-
dividuals who have more capital and higher incomes
enjoy greater access to education. In other words,
countries that started out on the road to development
within a relatively equitable framework are in a posi-
tion to achieve more satisfactory structures during
advanced stages of development.

At this point the relationship between social
equity and development stages seems clear. One es-
sential aspect of a development profile is determined
by which factors are given a high priority or are in
short supply and their consequent levels of remuner-
ation. Since growth exerts upward pressure on the
prices of scarce factors, social equity will improve if
these factors are distributed more evenly and will
worsen if they are more concentrated. This principle
is directly applicable by virtue of the simple fact that
knowledge and education are more evenly distributed
than labour income is, and labour income is more
evenly distributed than capital and land. Hence, in
land- and savings-led development models, econ-
omic growth is inversely correlated with income dis-
tribution, whereas in technology-led models, both
objectives lie in the same direction.

A transition from one stage of development to a
higher one produces changes in income distribution.
This is Arthur Lewis’s famous dual-economy argu-
ment, on which the Kuznets curve is based. Suppose
that under a feudal system the entire population was
earning an income of $5.00; then, as a consequence
of industrialization, some individuals are able to shift
over to the modern sector of the economy and earn
$10.00. Income dispersion —and, hence, income in-
equality— will increase at first and will then become
more pronounced until the population is split evenly
between the two sectors. Then it will begin to dimin-
ish and will disappear completely once the entite
population has transferred over to the modern sector.

Something similar occurs during a transition
from a savings-led model to a knowledge-led one.
Generally speaking, an increase in equity can be ex-
pected, since knowledge and education are more evenly
distributed than capital is. However, the change does
not follow a straight line. As the wages of skilled
workers rise relative to those of unskilled workers,
the wage spread will widen at first and will continue
to do so until the majority of the labour force has found
employment in high-technology activities. As in
the former case, after this point income distribu-
tion will tend to become increasingly equitable.

In our analysis it is helpful to distinguish be-
tween changes brought about by variations in re-
munerations and those attributable to the distribution
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of factors. The former are the main causes of
changes in income distribution within the frame-
work of a given development profile; in this case,
a rise in the growth rate can be expected to affect
income distribution according to the distribution
of the scarcest factor. Changes in factor distribu-
tion, on the other hand, are most evident when an
economy is moving from one stage of development
to another, Thus, the transition from a feudal econ-
omy to a capital-led model and from there to a

knowledge-led one will lead to an improvement
in income distribution. These changes are not li-
near, however. Since the population cannot move
from one stage to another all at once, inequality
will increase at first, bui this effect will later be
corrected.

These trends are not inevitable, however. The
potential conflict between the two objectives can
be overcome by means of strategic measures aimed
at both factor payments and factor distribution,

Income distribution in Colombia

Perhaps one of the main difficulties in formulating an
income-distribution theory lies in the fact that dis-
tribution is heavily influenced by the initial condi-
tions in and characteristics of each economy. Earlier,
we saw that the relationship between income dis-
tribution and growth is very different in middle-
income economies and high-income economies.
Since the behaviour of social variables is not the
same everywhere, generalizations are subject to a
great deal of uncertainty; less ambitious approaches
are called for that combine empirical methods with
theory. One option is to check theoretical hypotheses
against the actual experiences of a given economy
and then proceed to formulate general statements.

On this basis, we will now take a look at the
determinants of income distribution in the light of
Colombia’s experience. Although this path will not
lead us to a general theory, it will help to set up an
analytical methodology that could then be applied to
other countries,

Research on income distribution in Colombia
has been limited by the nature of the existing supply
of information. Currently, the country has statistics
drawn from household surveys, national accounts
and other lesser sources which provide sufficient in-
formation to arrive at an acceptable estimate. The
analysis of these figures should take into account the
differing reliability of the various sources and should
be carried out at a sufficient level of disaggregation
to facilitate the identification of changes and policy
measures.

The overall approach used in the following ana-
lysis is based on the methodological considerations

discussed in previous sections and is aimed at ident-
ifying alterations in income distribution caused by
changes in factor payments and factor distribution.
Trends will be measured at three different levels.
First, the share of gross domestic product (GDP) ac-
counted for by income from labour and capital will
be estimated. Second, we will analyse the incomes of
wage earners and informal workers, as well as the
earnings of large companies and of households.
Third, we will examine the distribution of income
from labour and capital. Finally, all of this informa-
tion will be considered as a whole in order to analyse
the overall trends in social equity within the Colom-
bian economy.

Table 2 indicates the trends in the average in-
come of the employed population in seven major
cities and trends in per capita income, Based on the
available information regarding the urban population
and the employed workforce in these cities, an esti-
mate of the share of urban GDP represented by urban
labour income is also presented. This share, which
had hovered around 50%, climbed during the period
1980-1983 and then fell sharply.

Table 3 contains information on wage earners’
incomes taken from national accounts. The trend in
this category of income is quite similar to the move-
ment seen in urban labour income. It fell a bit less
steeply because the increase in informal employment
offset a small part of the decrease in the wage
earners’ share. In any event, in both series a sharp
drop in labour’s share of national income was ob-
served from 1983 on.
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Table 2

COLOMBIA (SEVEN CITIES): URBAN LABOUR INCOME IN PESOS AND AS A
PERCENTAGE OF GROSS DOMESTIC PRODUCT, 1980-1988

(Tens of thousands of pesos and percentages}

1980 1983 1985 1988
Average urban income * 10.20 21.55 29.42 56.17
Domestic income divided by total
population® 494 9.02 14.1 31.6
Labour force as a percentage of
urban population 36.5 355 37.5 392
Urban population as a percentage
of total population 62.5 64.3 65.3 67.7
Urban labour income as a percentage
of urban GDP 47 35 51 47

Source: National Household Survey, National Burcau of Statistics (DANE) of Colombia.

*In tens of thousands of Colombian pesos at current prices.

Table 3

COLOMBIA: LABOUR INCOME AS A
PERCENTAGE OF GROSS DOMESTIC
PRODUCT AND REAL WAGES IN
THE MANUFACTURING SECTOR,
1970-1987

Labour income as Real wages in

Year a percentage manufacturing
of GDP (index)
1970 39.0 102.4
1971 39.7 100.0
1972 39.3 96.2
1973 378 90.0
1974 37.2 854
1975 37.8 833
1976 371 85.4
1977 371 80.5
1978 39.7 89.9
1979 40.9 957
1980 41.6 96.5
1981 42.8 97.8
1982 43.1 .101.1
1983 439 106.2
1984 434 113.9
1985 40.6 112.0
1986 38.2 114.6
1987 371 114.8

Source: National accounts.

Table 4 and figure 1 illustrate the trends in
household labour income. Overall, the distribution
did not vary significantly between 1980 and 1989,
but it did fluctuate sharply, since it improved during
the period 1980-1984 and worsened in 1984-1989;
what is more, this last period includes a subperiod
in which an upswing was observed (1985-1987)
and another in which a downswing was recorded
(1987-1989).

The information on capital rents cannot be com-
pared with the information on labour income. The
figures supplied by household surveys do not include
retained earnings; hence, in general, the figures on
capital gains are underestimates and are not com-
parable from one survey date to another. The avail-
able information on holders of financial claims and
sharcholders was used to make up for these short-
comings.

The information given in table 5 includes the
Gini coefficients for checking accounts, bank-is-
sued time deposit certificates (CDTs), savings de-
posits and constant purchasing-power unit (UPAC)
deposits. The figures show that, in all four cases,
10% of the depositors accounted for over 70% of
these savings. Not even deposits in bank savings
accounts, whose distribution is the least unequal,
departed from this trend; their Gini coefficients
were around 0.7.
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Table 4
COLOMBIA: DISTRIBUTION OF HOUSEHOLD LABOUR INCOME,
BY DECILES OF PER CAPITA HOUSEHOLD INCOME
(Percentages)
Population 1976 1978 1980 1982 1983 1985 1987 1989
0-10 1.60 1.65 1.76 1.74 1.77 1.64 1.89 1.81
10-20 2.59 2,78 2.87 2.94 2.99 2.89 3.26 3.00
20-30 3.44 3.68 3.68 384 391 - 3.80 418 391
30-40 4.33 4.66 4.57 4,77 4.85 4,75 5.14 4.78
40-50 534 5.65 5.58 5.76 5.91 5.76 6.09 5.79
50-60 6.68 6.96 0.86 7.10 7.25 7.07 7.46 7.03
60-70 8.59 8.58 8.50 8.72 9.01 8.71 8.97 8.64
70-80 11.73 11.29 11.28 11.29 11.71 11.38 11.37 11.17
80-90 17.28 16.56 16.31 16.12 16.48 16.09 16.04 15.75
90-100 38.42 38.18 38.58 37.72 36.13 37.91 35.59 38.13
100 100 100 100 100 100 100 100

Source: National Household Survey, National Bureau of Statistics (DANE) of Colombia.

Figure 1

COLOMBIA: GINI COEFFICIENTS
FOR PER CAPITA HOUSEHOLD
LABOUR INCOME
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Source: Table 4 and calculations by the author.

The available figures on business enterprises
are even more disconcerting. According to a
sampling of 20 firms conducted by the Na-
tional Securities Commission, 1% of shareholders
owned 88% of the stock, and the Gini coefficient

T T T 1
1982 1983 1985 1987 1988

was above 0.9 in this case. This finding fits in with
the information gathered by other institutions. In
fact, a 1982 study on 72 firms listed on the Bogot4
Stock Exchange found that 0.6% of the sharehol-
ders owned 80.5% ofthe stock (Colombia, 1982).
It is difficult to imagine a higher level of concen-
tration than this, but the trend is actually becoming
more pronounced year by year. Table 6 shows that
the Gini coefficient climbed throughout the period
1974-1989, and that between 1982 and 1989 it
rose from 0.96 to 0.98, which signifies a state of
almost absolute inequality,

Information on property trends is scanty
and suffers from a lack of comparability. Even so, it
is evident that its distribution became more concen-
trated during the 1980s. For all practical purposes,
it can be assumed that capital rents followed the
same pattetn.

It is not hard to summarize the above results,
Between 1980 and 1984 conditions in terms of social
equily did not change significantly. While the shares
of labour income and capital rents remained fairly
constant, the distribution of labour income improved
and that of capital grew worse. Starting in 1984,
however, the situation began to change dramatically.
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Table 5

COLOMBIA: GINI COEFFICIENTS OF CONCENTRATION, BY TYPE OF
DEPOSITS IN MAJOR FINANCIAL INSTITUTIONS,
AT YEAR’s END, 1987-1989

1987 1988 1989
Banks
Checking accounts 0.8816 0.8818 0.8778
Savings accounts 0.7016 0.7214 0.7111
Term savings certificates (CDATS) 0.794

0.7115 0.7205
Time deposit certificates (CDTs) 0.7523 0.5908

0.6172
Savings and housing loan
associations (CAVs)®
Savings deposits 0.8342 0.852 0.857
Regular deposits 0.6067 0.852 0.857
Constant-value savings 0.5892 '
certificates (CAVCS) 0.5964 0.6591
Financial institutions
Time deposit certificates 0.7042
(CDTs) 0.7242 0.7875
Portfolio transactions 0.8214 0.7401 0.8972

Seurce: Statistics Division, Superintendency of Banks of Colombia,

* Constant purchasing-power units (UPACs).

Table 6

COLOMBIA: GINI COEFFICIENT OF
CONCENTRATION FOR THE 20 MOST
HEAVILY TRADED FIRMS IN 1988,
AS OF THE END OF EACH YEAR

Year Gini
coefficient

1974 0.887

1978 0.9174
1980 0.9442
1982 0.9578
1984 0.9559
1986 0.9694
1988 0.9752
1989 0.9765

Source: Manual del Mercado Bursétil, Bogotd Stock Exchange,
and corporate records, National Securities Commission,

* The coefficient shown for 1974 was calculated on the basis of 18

companies (Compaiifa Suramericana de Seguros and Proleche

were not included),

The relative position of labour income deteriorated
vis-a-vis capital rents. The share of the total repre-
sented by wage earners’ incomes shrank by about one
point per year and that of independent informal
groups’ incomes held more or less steady despite the
fact that this sector created the most jobs during the
period. The household distribution of labour income
also worsened, but capital rents climbed sharply. The
main beneficiaries were large companies, whose
profits jumped from 18% to 22% in four years. For
business firms as a whole, the concentration of capi-
tal increased considerably.

In sum, income distribution changed radically
in the later 1980s. In the last five years, a deterior-
ation in the situation has been observed at all le-
vels. The distribution of labour income worsened
and labour’s share shrank rapidly relative to that of
capital. Moreover, the increase in capital rents was
accounted for almost entirely by large firms, and
the concentration of property became more pro-
nounced.
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Trends and cycles

Long-term trends in income distribution are related
to education, dualism and the concentration of capi-
tal. In Colombia, given the situation with regard to
these factors, there is little hope of any significant
change. Capital has consistently functioned as a fac-
tor of concentration. Dualism, for its part, does not
appear to have had any major influence, since for the
last ten years the Colombian economy has hovered
around the cutoff point on the Kuznets curve. The
changes in wage dispersion brought about by econ-
omic progress have been relatively negligible. In
fact, the only force that has systematically promoted
an improvement in income distribution is the in-
crease in educational levels and its spread throughout
the majority of the population. Unfortunately, the ef-
fect of this trend has been reduced by the ineffective-
ness of the education provided to low-income groups
and the lack of a parallel process of economic devel-
opment that would provide better jobs for the pool of
skilled manpower.

In figure 1, two phases can be detected, with the
dividing line between them being the year 1984. In
the first of these phases, the distribution of labour
income improved and in the second it deteriorated.
The same thing occurred with the share of labour
income and salaries in the GDP (see tables 2 and 3).
This is no coincidence. In 1984 significant changes
were made in the management and direction of the
Colombian economy. Initially, a harsh adjustment
programme was implemented in accordance with
International Monetary Fund (IMF) guidelines, and

later various types of measures were adopted in an
effort to set up a neoliberal model. More specifically,
large devaluations were made, interest rates were
kept high, indirect taxes were substituted for income
and wealth taxes, and social spending was cut. These
adjustments were reflected in declining real wages,
the contraction of labour income’s share of GDP, and
a worsening of the distribution of labour income.

The behaviour of income distribution confirms
some of the statements made on the basis of theory.
Long-term trends —which are a function of institu-
tional variables such as education, dualism, demo-
graphic trends and the concentration of capital- can
be accounted for by changes in the distribution of
factors, while medium-term cycles are attributable to
changes in factor prices.

Medium-term changes in income distribution have
stemmed from macroeconomic variables. The deterior-
ation seen in the late 1980s was closely linked to the
implementation of a neoliberal model. Overall, the
country’s high interest rates, high exchange rate and
indirect taxation were inversely correlated with real
wages. The labour market’s performance also had a
strong influence on the distribution of labour income.

These adjustment policies and the institution of a
neoliberal model were justified on the grounds that
they were a means of speeding up growth. Their ne-
gative impacts on income distribution prompt us to
ask whether there might not be other, less regressive
means of accomplishing this. We will attempt to
answer that question in the next section.

The nature of the conflict

Earlier, we saw how income distribution reacts to the
variables associated with trends and cycles. The for-
mer include education, the concentration of property
and dualism. The latter, on the other hand, are closely
related to the labour market. Indeed, real wages are
one of the main determinants of income distribution
over the medium term. Within this context, the possi-

bility of making income distribution more equitable
is determined by our ability to upgrade education, cut
down on the concentration of property and boost real
wages.

This diagnosis is well known, although not in an
explicit manner. All these tools have probably been
utilized in Latin America in an attempt to improve
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income distribution. Many countries have undertaken

various types of reforms to reduce the concentration of
propetty, have instituted large increases in real wages
and have broadened the coverage of educational ser-
vices. Despite all this, they have made little progress in
promoting greater equity, partly because many of these
measures have led to a slowdown in economic growth
or have triggered inflationary processes that ended up
hurting the groups they were trying to help.

Table 7, which lists the chief determinants of
growth and income distribution, reveals the presence
of serious incompatibilities which to some extent
confirm our initial statements: an increase in savings
is incompatible with deconcentration of property and
expansion of social spending, and industrial develop-
ment based on exports of manufactures is incom-
patible with an improvement in real wages.
Curiously enough, a model based on expansion of
savings and exports of manufactures would lead to
greater concentration of capital and lower wages.

There are also, however, factors which contrib-
ute to both growth and social equity at one and the
same time. Perhaps the chief such factor is education.
Expanding the coverage of education benefits poorer
groups to a greater degree relative to their income,
and thus constitutes a continuing force for the reduc-
tion of differences in opportunity. In addition, higher
levels of education, in conjunction with a type of
industrial development that enables an economy to
absorb its more highly skilled labour force, raise la-
bour productivity and increase labour’s share of na-
tional income while at the same time speeding up
economic growth.

Table 7

FACTORS PROMOTING GROWTH
AND MORE EQUITABLE
DISTRIBUTION

Growth- Improved income

distribution
Savings Deconcentration of property
Technology - Technological progress
Education Education
Exports of Higher wages and an
manufactures increase in labour income

as a percentage of national
income

Reduction of dualism  Increased social spending

Dualism is another pivotal -but in some ways
uncertain— factor. In Colombia, the economy is now
somewhere near the bottom of the Kuznets curve.
The modern sector employs about one half of the
labour force, and variations in this respect have only
a marginal effect on wage dispersion. In future,
everything will hinge upon the nature of the
country’s industrial development. If it is concentrated
in large firms engaged in highly capital-intensive ac-
tivities, then dispersion will increase. If, on the other
hand, it is carried forward by medium-scale busi-
nesses which absorb a large proportion of the modern
sector’s labour force, then dispersion will diminish.

Social security

Perhaps the area in which this conflict stands out in
sharpest relief is the social security system. One of
the main mechanisms of savings creation is the in-
come differential between the younger and older
generations and the fact that younger generations
devote a smaller share of their income to consump-
tion. This process is seriously disrupted, however, by
poorly-designed social security systems that channel
the total amount of incoming payments to pensions.

When this is done, retirees’ incomes exceed the sum
of contributions, and the difference represents a big
loss in terms of savings.

The magnitude of this effect will depend on the
size of the inter-generational income differential. If
one generation’s income is twice that of the other
(which might be considered as a minimum estimate)
then the social security system’s implicit effect in
terms of savings reduction will be equivalent to about
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half of the system’s obligated funds. Since these
funds represent about 10% of GDP in the Southern
Cone countries but only about 4% or 5% in the coun-
tries of the North, the cost of social security in terms
of savings would amount to about five percentage
points in the former and around two points in the
latter. Overall figures corroborate these results.
Thus, as a rule, an inverse relationship exists be-
tween payments into the social security system and
saving rates.

Social security’s distributive capacity is unques-
tionable —in theory. In a growing economy, the older
generations receive a lower income during their
working life than the younger generations do. Retire-
ment pensions tend to be lower than the active work-
force’s wage levels; furthermore, individuals who
make use of basic social services, such as health ser-
vices, are generally disadvantaged in relation to the

rest of the population. In this sense, social security
systems are an expression of solidarity that helps to
improve the position of society’s underprivileged
groups. The end result is quite different, how-
ever, in incipient systems that have a very low,
single rate of coverage (Colombia’s social security
system, for example, covers only 20% of the popu-
lation). In such cases, the individuals covered by
the system come from middle-income groups of
skilled workers, civil servants and members of the
armed forces, and the services provided by the
system are often tailored to fit the requirements of
middle-income groups rather than the basic
needs of the majority of the population. Under
these circumstances, serious doubts arise as to the
distributive - capacity of social security systems,
since the transfers made to beneficiaries mirror
the mean distribution of the population.

VII

Latin America’s dilemma

The Latin American economy is faced with a dilem-
ma. On the one hand, countries that take direct action
to improve income distribution end up seriously
jeopardizing their growth. On the other, countries
that increase their saving and exports in order to
stimulate growth end up losing ground in terms of so-
cial equity.

The cycles observed during the period 1977-
1990 do not provide a great deal of information
concerning the relationship between growth and
equity in Colombia. Although the economy’s
growth was led by savings, the increase in GDP was
below its historical average, though that is not the
point of conflict. Perhaps the best illustration of
what we have been saying is to be found in the
information for the period 1984-1990. The neolibe-
ral policies implemented during the latter part of
the 1980s heightened inequality without having
any significant effect in ierms of economic growth.
Apparently, the dose of medicine administered to
the economy was not large enough (whereas it was
sufficient, for example, in the case of Chile). The

stimuli provided for capital, in particular, did not
bring about the hoped-for increase in savings which,
in combination with exports, would have boosted in-
vestment, essential imports and production activity,
In order to spur the economy to grow at rates above
its historical trend, policy-makers would have had to
provide greater incentives for capital and to have
allowedincome distribution to deteriorate further.

These findings continue to engender skepti-
cism. The market does not resolve the conflict be-
tween income distribution and growth. In
middle-income economies, the result is low rates
of saving and commodity specialization. But tradi-
tional sorts of government action have not been at
all successful in reconciling these two objectives
cither. In some cases such action has promoted bet-
ter income distribution by sacrificing growth, and
in others it has stimulated growth at a heavy cost in
terms of social equity. Fortunately, some avenues
remain to be explored, or at least refined, and it is
indced possible, by means of extetnal action, to
reconcile the two objectives.
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VIII

Solutions

The conflict between growth and equity is less severe
than is commonly thought. It is true that, within the
framework of the usual sorts of market-based ap-
proaches, the only way (o raise saving would be to
permit a deterioration in social equity; if personal
saving is interest-rate inelastic, then its expansion
will be dependent upon a relative increase in the in-
comes of the higher-paid groups. But this does not
occur within other, broader frameworks. There is evi-
dence that saving is determined by the level of dis-
posable income (Corbo and Schmidt-Hebbel, 1990).
If this is so, then a tax increase designed o lower the
fiscal deficit would help raise the economy’s overall
saving rate.

The conflict’s impact on wages is not clear
either. In developing countries, the educational levels
of a considerable portion of the labour force are
higher than those required in traditional sectors of the
economy. If this part of the workforce shifts over into
more complex activities, productivity will rise. If the
relocated workers are not recompensed for this in-
crease at all, or only in part, then advanced activities
can pay wages equal to or higher than those paid by
more traditional activities and yet still be paying
lower wages than competitor countries are. This bet-

ter utilization of manpower will thus permit the

country to improve its international competitive posi-
tion without sacrificing past remunerations.

The primary causes of the conflict between
growth and distributicn have to do with saving and
exports of manufactures. In practice, attempts to use
market-based measures to raise saving rates lead to a
deterioration in income distribution. Similarly, the
chances of expanding a country’s exports of manu-
factures depend on its ability to keep wage levels
below those paid by countries with a longer tradition
of technological development.

Thus, fiscal policy emerges as an effective
means of resolving the apparent conflict between
saving and distribution. Since consumption is a func-
tion of disposable income, tax hikes aimed at boost-
ing investment or cutting the deficit will lead to an
increase in saving. This will not be brought about
through a deterioration in income distribution but
rather through a reduction in the consumption levels
of groups with greater tax-paying ability.

Similar steps could be taken in the area of social
security. Expanding the system’s coverage, gearing
its services to the satisfaction of basic needs and con-
fining pensions to the poorest groups would help to
improve income distribution. At the same time, this
would prompt an increase in saving which the public
sector could channel to investment or, if it wishes, to
the private sector so that it could take charge of pen-
sions above a certain level.

Likewise, education promises to be the principal
means of preventing a conflict from arising between
higher-technology exports and income distribution.
The utilization of the educated labour force in more
complex activities would raise productivity while
still allowing wages to be kept below international
levels in order to offset the disadvantages associated
with the country’s technological lag without weaken-
ing the position of the sectors in question relative to
traditional activities or the past.

The constraints imposed by considerations of so-
cial equity are not linear in nature. More rapid
growth entails a relative increase in the incomes of
younger groups who have a greater saving capacity,
as well as facilitating the development of activities
that provide greater opportunities for learning and the
absorption of technology. Both of these factors help
to give policy-makers more leeway in their efforts to
correct anti-equity biases.

The experiences of countries with a long history
of development confirm the observation that con-
straints on income distribution are greater during the
beginning and intermediate stages of development.
Over the long term, progress and modernization help
reduce inequality. The progress made by Europe and
the United States in the nineteenth century paved the
way for their progress in improving social equity dur-
ing the twentieth century. Hence, suspending econ-
omic growth is the worst way to go about improving
income distribution, since the end result may be a
deepening of inequalities.

Income distribution is affected by negative
forces generated by market conditions, rather
than by growth itself. Perhaps the most important of
these factors is the tendency for capital to become
increasingly concentrated. In an economy such as
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Colombia’s, in which the returns on capital are high
and saving rises with the level of income and capital,
the greater the capacity for reproducing wealth, the
faster its rate of reproduction. The concentration of
property generates forces that tend not only to perpe-
tuate but also to heighten that concentration. The
other negative force is marginalization. The market
does not have the capability to disseminate the bene-
fits of growth throughout the entire population; ine-
vitably, a considerable portion of the populace is
bypassed. As we saw earlier, these phenomena tend
{0 be countered by factors such as education, which
appears to be the most powerful means of improving
income distribution.

It is clear, then, that greater economic growth
does not necessarily cause income distribution to
worsen and that fiscal policy and education can miti-
gate possible conflicts between the two objectives.

The chances of making further progress towards
a more equitable distribution of income are deter-
mined by our ability to modify trends that have an
adverse effect in terms of social equity. In principle,
high wealth and inheritance taxes and strict antitrust
laws can be expected to weaken the forces that pro-
mote concentration. Similarly, policies aimed at en-
suring the satisfaction of basic needs and eliminating
extreme poverty will help reduce marginalization.
The next logical question is whether this can be ac-

complished without
growth and efficiency.

Part of the answer is to be found in the foregoing
sections, where it is shown that heavier taxation of
high-income groups will boost saving rates. Further-
more, if this is done through the use of wealth and
inheritance taxes, then the degree of concentration
will diminish.

A somewhat similar approach can be taken to
the problems of marginalized sectors. Since higher-
income- groups have less of a propensity to consume,
transfers to poorer groups can be expected to lower
saving rates. This will not occur, however, if the ve-
hicle for- such transfers is higher income taxes,
which usually reduce the consumption levels of high-
income groups. Obviously, the success of this ap-
proach will depend on our ability to identify the tar-
get groups. In practice, the way to do this is to make
the transfers in the form of social expenditure, which
usually benefits the poorest groups more than would
be expected in the light of their contribution to na-
tional income. In addition, with the help of appropri-
ate programmes and well-designed follow-up
surveys, policy-makers can control how much goes
to each income group fairly accurately. Using such
methods, they can ensure that the poorest 25% of the
population receives 60% of those benefits and that
the poorest 50% of the population obtains 90%.

interfering with economic

Conclusions

When we compare the experiences of countries
with a long history of development and those of
Latin America and Asia, we find empirical evidence
that the conflict between growth and income dis-
tribution varies according to a country’s stage of
development. In the more advanced countries of Eu-
rope and the United States, this conflict was severe
during the nineteenth century but abated in the twen-
tieth century as these economies changed over to a
knowledge-led model.

The situation in Latin America mirrors, to some
extent, the conditions found in the above-mentioned
countries in the nineteenth century. In the past 40
years, no country in the region has managed to sur-
mount the conflict between growth and income

distribution. The Asian countries, in conirast, have
been successful in moving towards both goals at the
same time, thanks to the fact that they started off with
relatively equitable conditions and have followed
well-planned sequences of measures over extended
periods of time.

The foregoing observations have clear policy
implications inasmuch as the implementation of ef-
fective measures is a crucial factor in reconciling
these two objectives in savings-led economies. By
the same token, distributive policies cannot remain
unchanged in different stages of development.

The history of the developed countries corrobor-
ates this analysis of the situation. Generally speaking,
they have been modifying their distributive policies
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as they progress towards increasingly knowledge-
based models, and in recent years have begun placing
less emphasis on progressive tax structures, social
security plans and social expenditure. It does not
make sense, however, for middle-income countries to
follow this same path of change and reform. Their
traits and needs are much closer to those exhibited by
today’s developed countries at the turn of the century.

It is often believed that economic growth is an
obstacle to, or a trade-off of, income distribution. Ob-
servations of real-world situations do not bear this
out. It has been found that, as a rule, the more ad-
vanced a country is, the better its income distribution
will be. Theory tells us the same thing: expansion
and modernization are in direct conflict only in econ-
omies suffering from an extreme case of dualism.
From that point on, everything will hinge on the
types of policies applied. At intermediate stages of
development, the constraints imposed by consider-
ations of equity can be mitigated by proper fiscal
management and a strategy based on a combination
of education and industrialization. What is more,
these constraints tend to subside as countries attain
higher growth rates and move on to more advanced
stages of development. Finally, the possibility of
such a conflict disappears once an economy reaches
a stage where its development is based on the con-
version of knowledge into technology; at this stage,
economic growth and improved income distribution
go hand in hand.

The above findings are encouraging, but not sur-
prising. The countries of Asia and of Southern Eu-
rope have made advances in terms of both growth

and income distribution. It is usually not a question
of choosing between State intervention and the mar-
ket, since both are equally ineffective in harmonizing
these two objectives. In practice, there are various
types of State action, and its scope will depend upon
the initial conditions and the sequencing of the
measures to be applied. For example, in countries
which did not carry out agrarian reforms and which
lack an educated workforce, more aggressive redis-
tributive policies are called for, and the potential for
growth is probably lower. In general, appropriate fis-
cal policy, industrialization and education can be ex-
pected to ease the conflicts. A suitable policy mix
involving action on these three fronts will help boost
saving and expotts of fairly complex manufactures
without heightening the concentration of income or
lowering real wages.

This conclusion should not come as a surprise to
anyone. The Asian countries that have achieved high
growth rates in combination with improvements in
social equity have high saving rates, high levels of
education and have made rapid progress in terms of
industrialization. Perhaps the only difference be-
tween their policies and what we are proposing here
is the tax structure. Many of the Asian countries
started off with agrarian reforms that gave rise to a
relatively equitable distribution of urban property.
Consequently, for them, progressive tax structures
were merely a method of sustaining or making a
slight improvement in existing trends in the structure
of property and income. In Latin America, on the
other hand, broader-based action is called for in order
to promote a swift change in that structure.
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Monetary policy
“and an open
capital account

Roberto Zah ler*

In this paper the author analyses some of the difficuities
encountered by monetary authorities when they are
operating in a situation of international capital mobility;
more specifically, he focuses on how two of their
monetary policy objectives —controlling inflation and
maintaining a stable exchange rate- may conflict.

It is generally agreed that a Central Bank’s main
objective is to control inflation. In fact, the organizational
modalities and monetary policies of Central Banks
around the world are, in large part, a function of their
efforts to find the best way of doing just that. However,
despite the fact that this objective takes precedence over

other goals, it would be erroncous to assume that price -

stability is a Central Bank’s only alm. Monetary
authorities are often assigned other tasks as well; perhaps
the most important of these is maintaining a stable
exchange rate, but they may also include contributing to
the achievement of a high and sustainable growth rate,
ensuring the solvency of the financial system, and seeing
to it that internal and external payments proceed
normally. Obviously, these aims are not only related to
the Central Bank's objective of curbing inflation, but are
also interrelated. Thus, monetary policy constifutes a
promising atea of research, since fully satisfactory
answers to many . key questions in this field are still
lacking.

This article does not seek to undertake a
comprehensive analysis of the subject, but oaly to offer a
number of ideas and suggestions regarding the
assessment of Central Bankers’ policy options with . a
view to contributing to a more in-depth study of this
topic.

*“The author is President.of the Central Bank of Chile. This
article is based on a paper presented at the Fifty-fourth Meeting
. of Central Bank Governors of Latin America and Spain (San
Salvador, 5 May 1992). The author wishes to thank Rodrigo
Vergara for his valuable assistance in its preparation.

I

Monetary policy in the absence
of international capital
mobility

Before proceeding to the analysis of the main topic
of this article —i.e., monetary policy features and con-
straints within the context of an open capital ac-
count— it is important, from a methodological
standpoint, to make a few observations about mon-
ctary policy outside of that context, since this will
make it easier to understand the chief types of dif-
ficulties that arise when a country opens up its
economy to international capital markets,

It is well known that in order to reduce infla-
tion, over the long term it is necessary for the Cen-
tral Bank to keep the growth of the monetary
aggregates under strict control. The situation is
complicated, however, by the instability usually
displayed by the demand for money. If the demand
for money is unstable, then a monetary policy that
sets rigid targets for the growth of monetary aggre-
gates in the short term will lead to sharp. fluctua-
tions in the interest rate, which. will hurt both
investment and the level of economic activity. It is
precisely the short-term instability exhibited by the
demand for money in various countries during the
past decade that has given rise to a widespread
tendency to employ a monetary. policy strategy
based on interest rate targets.

The unstable nature of the demand for money
has been attributed to such factors as technological
innovations in the financial market, the deregula-
tion of that market starting in the late - 1970s
(Goldfeld, 1976; Judd and Scadding, 1982) and
sharp swings in the cost of maintaining money
holdings owing to a highly volatile inflation rate in
the short term. ! :

In a monetary policy based on interest rate tar-
gets, interest rate guidelines are based on consider-
ations of internal equilibrium (the desired inflation
rate), and monetary aggregates essentially become

! Strictly speaking, this last situation has to do with the
instability exhibited by one of the arguments of the money
demand function rather than the function itself.
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endogenous. 2 In this case, monetary figures are not
an intermediate goal but rather a monetary policy
indicator. In other words, short-term monetary trends
are not a goal in themselves; instead, a very sharp
increase in this variable is regarded as an indication,
or even an alarm bell, that aggregaie demand is
growing very rapidly and that the economy-therefore
runs the risk of exceeding its targeted inflation rate. .

Under these circumstances, the monetary auth-
ority can counteract inflationary pressures with an
increase in the market’s interest rates, which it can
bring about by raising the discount rate or the interest
rate for open-market operations. The increase in
the interest rate discourages expenditure on both
investment and consumer goods, thereby easing

inflatiorary pressures. If the economy is showing
signs of weakening and there are no inflationary
pressures, then the same procedure can be used, but
in reverse (the interest rate can be lowered).

Finally, mention should be made of the fact that,
following the monetarist experiments of the early
1980s and in response to the increasingly compelling
evidence that there is no stable relationship between
money and nominal income, most of the countries
have switched from a monetary policy based on tar-
gets for monetary aggregates to one based on
interest-rate targets.3 Chile is no exception. The
marked instability exhibited by the demand for
money in Chile in the short term has made it advis-
able to base its monetary policy on interest rates. 4

Monetary policy in the context of international
capital mobility .

1. Some thoughts regarding the costs
and benefits of opening up
the capital account

Opening up the capital account presents the monetary
authority with a policy dilemma. In order to gain a
better understanding of this situation, it would be
well to start out with a brief discussion of the costs
and benefits of this step. In the following analysis,
we will assume that the opening of the capital ac-
count leads to a net inflow of capital, i.e., that the do-
mestic interest rate, adjusted to take into account
expectations of a devaluation and the risk involved in
investing in the relevant country (country risk), is
higher than the external rate. This assumption is
made on the basis of the experiences of Chile, other
Latin American countries, European nations such as
Spain and Portugal, and others during the past few
years, -

2 The literature regarding optimum. monetary policy-
making has its origins, at least in a strict sense, in a well-known
article by Poole (1970). Since that time, a large body of lit-
erature on the subject has been formed. Particularly noteworthy
writings in this area include articles by B, Friedman (1975 and
1988), Sargent and Wallace (1975) and McCallum (1981, 1985,
1988 and 1990).

In a static model free of market imperfections,
opening up the capital account ‘is highly beneficial

3Actually, it would not be accurate to say that the mon-
etary policies of most of the countries are interest-rate policies
in a strict sense. It would be more accurate to say that their main.
focus, at least in the short term, has shifted from control of mon-
etary aggregates 1o inierest rate targets. A good summary of
monetary policy-making in the main industrialized countries
may be found in Batten, Blackwell, Nocera and Ozeki (1989).

" One of the main criticisms made of monetary policies
based on intcrest rate targets is that the lack of a nominal
“anchor” will lead to price indeterminacy. This is demonstrated
quite thoroughly in a well-known article by Sargent and Wallace
(1975). The main idea is that, since the money supply reacts pas-
sively to the demand for money, any inflationary expectations
will be validated by the monetary authority. Thus, if expecta-
tions of inflation increase, private agents will act in accordance
with that new level of expectation, and the Central Bank will
provide the larger nominal quantity of money demanded by
economic agents, thereby bearing out their expectations of
higher inflation. MeCallum (1981) disputes this finding, arguing
that it is valid only if the interest rate is set at random, as is
assumed by Sargent and Wallace. If the interest rate is set on the
basis of some specific criterion, then the price indeterminacy
disappears. Strictly speaking, if there is some rule for the inter-
est rate, then a new equation is being introduced into the system,
which would then give a single solution, In the case of Chile,
for example, domestic macroeconomic equilibriom is . the
criterion used in setting the target level for the interest rate, and
this, as noted above, can be expected to result in a given rate of
inflation.
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because it makes it possible to diversify risk and fin-
ance more investment, as well as replacing relatively
expensive domestic savings with less expensive ex-
ternal savings. In other words, it makes the allocation
of savings and investment resources more efficient.
The problem with this approach is that it overlooks
the costs associated with the transition (which may
take quite a long time) from a state of equilibrium
with a closed capital market to a similar state with an
open capital market. The following analysis of these
costs suggests that although it is desirable to move
towards a more open capital account, we must be
very careful when choosing the specific method of
doing so and determining its pace, with a gradual
movement in this direction appearing to be the most
reasonable avenue to take. The experiences of a num-
ber of Latin American countries in the early 1980s
are instructive. Indeed, in many cases, the external
and domestic debt crises were associated with indis-
criminate liberalization of regulations pertaining to
external borrowing. In contrast, most of the member
countries of the European Economic Community
(EEC) chose to open up their capital markets grad-
ually, and gave themselves ample time to work up to
total deregulation.

When the capital account is opened up, the do-
mestic interest rate tends to descend until it is on a
par with the going rates on the international market. 3
This raises investment and reduces domestic saving,
which will then be reflected in a larger current ac-
count deficit on the balance of payments. The size of
this deficit will depend on how large the spread be-
tween domestic and external interest rates was before
liberalization and on how sensitive saving and invest-
ment are to interest-rate variations. The problem is
that, if the capital market is opened up very rapidly
and this precipitates a massive inflow of capital, the
deficit on current account may reach untenable pro-
portions in the medium term. If this occurs, then
sooner or later —but probably sooner— the level of
risk (country-risk) or expectations of a devaluation of
the local currency will increase, and the capital flow
will reverse direction and throw the country into a
deep recession. In short, the monetary authority must
make sure that the opening of the capital account
does not produce a deficit on current account that

5A more detailed examination of atbitrage between domes-
tic and external rates which takes expectations of devaluation
and country-risk into consideration is presented in section 2.

cannot be sustained in the medium term, since this
will not only have adverse consequences for real
economic activity later on (when the net inflow of
capital dries up) but will also often trigger an overre-
action against the liberalization policy which will ul-
timately throw the entire process into reverse. It is
therefore highly likely that if financial liberalization
is carried out too hastily, the end result will be just
the opposite of what was sought; in other words, the
economy’s capital account will be more tightly
closed than ever.

The statement that when the capital account is
opened up, domestic and external interest rates tend
towards equality often does not take into account the
differing degrees of tradability of the various finan-
cial and real domestic assets or the fact that, unless
there is a strong, across-the-board increase in invest-
ment, their “equality” may be achieved at the cost of
sharp changes in domestic prices. ¢ In a nutshell, a
massive inflow of capital also exerts upward pressure
on the prices of domestic assets. It is not at all un-
common for tising property, land and stock prices to
be the first sign that a country is beginning to receive
large amounts of foreign exchange in the form of
massive capital inflows. This generates a wealth ef-
fect that further spurs consumption, thereby in-
creasing the deficit on current account and, thus, the
probability that the country will be faced with
balance-of-payments problems in the future.

Clearly, however, a number of these arguments
require some qualification. For example, the prob-
ability of a future balance-of-payments crisis is lower
if saving is not very sensitive to the interest rate and
the above-mentioned wealth effect is not produced.
In this case, domestic saving would be affected only
minimally, and the likelihood of a significant current
account deficit on the balance of payments would be
reduced. Hence, it is advisable to provide incentives
to boost domestic saving during the liberalization
process. Furthermore, if, in addition to complement-
ing domestic saving, capital inflows help to increase
production capacity —particularly in sectors produc-
ing internationally tradable goods— then the country
will be covering itself in the event of a subsequent
decline in capital inflows, and this too would re-
duce the probability of future balance-of-payments
difficulties,

®For a thorough explanation of this point, see Zahler and
Valdivia (1987).
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1t should be emphasized that these arguments do
not invalidate the liberalization of the capital ac-
count. Rather, they merely point out that, while it is
desirable for the country to establish an increasingly
solid position for itself in international financial mar-
kets, it is crucial for policy-makers to understand that
the success of this process depends, to a large extent,
on their ability to avoid generating major disruptions
in the national economy; consequently, financial lib-
eralization must be carried out both carefully and
gradually.

2. Monetary policy

When a country is opened up to international capital
flows, the monetary authority’s ability to control in-
terest rates and to use them to curb excess expendi-
fure is reduced. This is because, if the domestic
interest rate (defined as the rate which ensures that
domestic spending will be in keeping with the
targeted inflation rate) is higher than the external
rate, an inflow of capital will be generated that will
increase the economy’s liquidity and thus push down
the interest rate, which will in turn lead to increased
spending; as a result, the country may fail to achieve
its inflation-control target. Moreover, the influx of
capital will bring down the real exchange rate, pav-
ing the way for a larger current account deficit
(which is the counterpart of a capital inflow). Of
course, in order to keep inflation under control, the
monetary authority may prevent the interest rate from
dropping by sterilizing the incoming stream of
foreign exchange; to do so, the Central Bank must be
willing to buy up huge amounts of foreign exchange,
or else allow the real exchange rate to fall, Obvious-
ly, the authority can also opt for a combination of
sterilization and currency appreciation. If this last op-
tion is chosen, it should be borne in mind that very
gradual adjustment of the exchange rate may gener-
ate expectations of a revaluation. As will be dis-
cussed later on, such expectations tend to exacerbate
the problem even further.

Before moving on, we need to clarify the rela-
tionship between interest rate arbitrage and capital
flows. To this end, the relationship may be presented
in mathematical terms:

i =i* + E, (dev) + p (1)

where i is the nominal domestic interest rate, i*
is the external rate, E; (dev) is the expectation of a

devaluation in percentage terms during period t, and
p is a measure of country risk. The same equation ex-
pressed in real terms is:

r=r*+ B (dep) +p VA

where r represents the real domestic interest rate, r*
the real international interest rate, and E; (dep) the
expectations of a real depreciation of the local
currency. :

Capital will flow into the country if the domestic
interest rate is higher than the external rate after it is
adjusted for expectations of devaluation and country
risk, i.e., if the value on the left side of the above
equations is greater than the right side. In other
words, capital will enter the country if expected fin-
ancial returns, adjusted to take account of the risk of
investing in the country in question, are higher than
the expected returns on investment in the source
country. The combination of a rise in the domestic
interest rate, reduced country risk, a drop in interna-
tional interest rates or expectations of a currency re-
valuation (in response to improvements in. the
country’s external accounts or because it is believed
that the exchange rate will be used as an anti-infla-
tionary tool, for example) will boost capital inflows
by making it more profitable to invest in that country.

It is now easy to appreciate the policy dilemma
confronting the Central Banker who, on the one
hand, has an objective of reducing inflation and, on
the other hand, has an objective relating: to the real
exchange rate. If the interest rate that would be in
line with his inflation target is higher than the inter-
national rate, then the resulting capital inflow will
cause the real exchange rate to fall, thereby jeopard-
izing his achievement of his exchange-rate target. If
the domestic interest rate is allowed to drop, then the
attainment of both objectives is jeopardized, since the
increased spending prompted by that lower rate will
push up prices and push down the real exchange rate.

We might then ask ourselves: Why worry about
the real exchange rate? Why not simply let it fall to a
level where growing expectations of devaluation or
increased country risk will offset the spread between
domestic and external interest rates? The answer has
to do with the types of forces that are producing the
inflow of capital and, hence, the drop in the real ex-
change rate. If we were dealing with structural forces
-such as a permanent improvement in external trade
accounts, a change in the trend of foreign direct in-
vestment in the country, or greater access on a more
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stable and sustained basis to international capital
markets (due, for example, to political changes)~
then it would make no sense to cling to a real ex-
change rate above the new equilibrium level, How-
evet, if the forces stimulating an inflow of external
resources —and the resulting drop in the real ex-
change rate— are of a temporary nature, then the situ-
ation is different. This is because the volatility of a
key price such as the real exchange rate generally has
an adverse effect on the inflation rate, trade flows
and investment, due to the uncertainty it creates, In
turn, lower levels of investment and trade have an
adverse impact on the growth of the economy as a
whole. Thus, it is better to smooth out movements in
the real exchange rate that are transitory .and will
therefore be reversed in the near future. In support of
this conclusion, it should be noted that there is abun-
dant empirical evidence concerning the negative ef-
fects which exchange rate volatility has on
investment.” In any event, it is clear that the more
developed a capital market’s hedging instruments are
(options, futures, mutual credits), the less. of a role
the Central Bank will play in stabilizing the ex-
change rate, since the existence of such instruments
enables private agents to protect themselves against
unexpected fluctuations in the dollar on their own.

A word shonld also be said about the importance
of the elasticitics of external accounts (exports and
imports) relative to the real exchange rate. In coun-
tries which primarily export raw materials and import
capital goods, the trade balance will usually be fairly
inelastic to the real exchange rate. A very sharp drop
in the real exchange rate may therefore be required in
order to stop excess foreign exchange from flowing
into the country. In this case, the instability of the
exchange rate and the negative impact on real
economic activity will both be greater.

From a macroeconomic perspective, the conse-
quences of an “excessive” inflow of capital on the
level of the real exchange rate may be even more
serious than the effects of greater exchange-rate vola-
tility. If the exchange rate remains below equilibrium
for too long, it will have at least two undesirable
effects. First, the tradables sector of the economy
may be hurt. As is well known, many of the econ-
omies that have met with success in recent years (es-
pecially the smaller ones) have based their

7 For a synthesis of the literature on the subject, see Servén
and Solimano (1992).

development on the growth of their export sectors.
This sector has been the leader of progress and of
technological innovation in these countries and, as a
result, has become a mainstay of their growth. An
appreciated currency, if it remains so over a long
period of time, can push businesses into bankruptcy
and discourage investment in that sector, thereby
slowing down development. Second, as mentioned
carlier, sooner or later the value of the dollar can be
expected to return to its long-term equilibrium level
(or perhaps even climb above that value for a time),
which will put pressure on prices and thus reduce the
chances of keeping inflation under control.

It is worth taking a moment here to think about
the nature of the exchange rate’s short-term devia-
tions from its long-term level. We saw earlier that
this constitutes grounds for intervention by the mon-
ctary authority, but how can the market err in deter-
mining what the long-term level of the exchange rate
should be? If the long-term rate is higher than the
short-term rate, then why is it that speculators do not
buy foreign exchange in expectation of a rise in the
exchange rate? Such action on the part of speculators
would have a stabilizing effect, since it would cause
the spot exchange rate to rise. There are at least two
different answers to these questions. First, it could be
argued that the market has less information than the
monetary authority does. The Central Bank has more
reliable balance-of-payments and capital-flow pro-
jections and, even more importantly, it knows for
certain what it is going to do in the future. These
projections give it a more accurate idea of exactly
where the long-term equilibrium level for the real
exchange rate is. Second, the speculator’s planning
horizon is quite short. Speculators may believe that
the exchange rate is going to climb within the next
year, but what really concerns them is what it is
going to do within the next month or the next few
weeks, Hence, in the presence of an interest rate
spread, they will continue to bring short-term capital
into the country, thereby generating pressure for an
appreciation of the currency in the immediate future.
This type of situation is analogous to a speculative
bubble. The price of domestic assets-is temporarily
higher than their underlying value. Speculators know
this, but all that matters to them is that the bubble
should not burst until they have completed the specu-
lative transaction in guestion.

Although it is true that the monetary authority
may have more information than is available to the
market, however, its information is still limited, and
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holding on to a single exchange rate can therefore be
dangerous. Instead, it may be best to use a currency
band based on a benchmark exchange rate, such as
those used by the European Monetary System.

If it is better to avoid temporary fluctuations in
the real exchange rate, then the next question is: How
can this be done without compromising efforts to
hold inflation to its target level? One option might be
to find a way of boosting domestic saving. A higher
rate of saving makes it feasible to keep interest rates
at a lower level, which will discourage capital in-
flows and thus forestall revaluation of the currency.
However, although raising saving rates is certainly an
attractive option and everything possible should be
done to implement it, we also have to be realistic.
Private saving’s response time is usually quite long,
and it is therefore difficult to base the attempt to
smooth out temporary exchange-rate fluctuations on
this variable. Public saving might be a more suitable
tool, but in many cases it is also quite difficult to
change a budget once it has been passed by Con-
gress. Furthermore, many budget items are quite in-
flexible, at least in the short run. Nor is it certain that
it would be wise to alter the policy on fiscal expendi-
ture in order to address a temporary phenomenon. In
addition, the fiscal saving effort necessary to sustain
a change of a few points in the real exchange rate
may be politically and economically unfeasible. Fi-
nally, it should be noted -since we are talking about
Central Banks— that fiscal savings measures are not
decided by the monetary authority. Be that as it may,
the important point is that if some way could be
found to encourage national saving (private or pub-
lic), the equilibrium level of the real exchange rate
would be higher not only in the short run but also in
the long term (or, at least, for as long as the higher
saving rate is maintained). Thus, a policy aimed at
raising saving rates will also have a positive impact
in terms of monetary policy management, since it
will give the authorities more leeway in their man-
agement of interest rates (and, thus, of aggregate do-
mestic demand) without generating wide swings in
the real exchange rate,

Another option that is often mentioned is the
possibility of reducing tariffs in order to increase the
demand for imports. Tariff policy should be based on
a trade, taxation and long-term development strategy,
however, not on cyclical circumstances. This is not to
deny the importance of keeping tariffs low as a
means of improving the system of resource allocation
and contributing to the country’s growth; rather, all

that is being called into question here is the wisdom
of modifying a country’s tariff policy in order to deal
with a temporary oversupply of foreign exchange.
Much the same can be said of proposals that the lib-
eralization of the capital account should be hastened
in order to facilitate an outflow of foreign exchange.
Those who make such proposals have often forgotten
that the scope and pace of the capital market’s lib-
eralization should be determined on the basis of the
development strategy and considerations of micro-
economic efficiency (e.g., risk diversification) rather
than transitory phenomena. On the other hand, a de-
cision to ease restrictions on outbound capital flows
as a way of dealing with an oversupply of foreign
exchange will provide greater security for inflows of
external financing. Consequently, the net effect on
the exchange market of 2 move towards financial
liberalization is uncertain.

Another option is for the Central Bank to buy up
the foreign exchange as it enters the country and ste-
rilize it through the sale of domestic debt. In fact, this
is the most natural course of action when dealing
with a temporary inflow of capital. However, the
situation can become quite difficult if the sums in-
volved are large and if the inflow lasts for longer
than was initially projected. Under such circumstan-
ces, this type of intervention can siphon off a consid-
erable portion of the Central Bank’s reserves. This
happens because the Central Bank will invest this
foreign exchange at the international rate on deposits,
which, given the nature of the problem being ad-
dressed, is necessarily lower than the rate at which
the Bank could place its domestic debt; in other
words, the cost of the money is higher than its re-
turns. These losses, which are part of what is known
as the quasi-fiscal deficit, constitute dissavings for
the public sector as a whole; they therefore lead to an
increase in domestic spending, along with the infla-
tionary pressures that entails. Moreover, if the loss
sustained by the Central Bank is too large, it may
comptomise the Bank’s monetary policy in the fu-
ture, when the time comes to service the debts it has
incurred, If the Central Bank’s domestic debt
should become so large as to threaten its solvency,
then the Bank would be unable to place any more
non-monetary debt. At that point, only two options
would be left: fiscal suppott or higher inflation.

The Central Bank’s position becomes even mote
difficult if there are expectations of a revaluation.
When it steps into the market to buy up foreign ex-
change, the Central Bank prevents the exchange rate
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from dropping. However, if the situation is prolonged
or if it seems likely that lasting changes have taken
place in the exchange rate’s equilibtium level, then
economic agents will begin to expect a revaluation.
These expectations tip the arbitrage balance even
further towards an increased capital inflow, since an
expected revaluation lowers the expected cost of
foreign borrowing, which spurs capital inflows. It
also reduces the Central Bank’s ability to manage the
interest rate and, hence, inflation. If, for example, the
level of expenditure is felt to be too high, then the
logical thing to do would be to raise the interest rate.
However, this would further stimulate the inflow of
capital. A drop in the interest rate, on the other hand,
would help resolve the arbitrage problem, but it
would also heighten domestic inflationary pressures.
In essence, then, the problem faced by a Central
Bank when it opens up the capital account is how to
reconcile two objectives: controlling inflation and
holding the real exchange rate within a specified
range.

Clearly, it is a complex situation. The Central
Bank sees its ability to conduct monetary policy dim-
inishing at the same time that, in order to prop up the
real exchange rate, it may be building up its reserves
to higher levels than it would like. As we have al-
ready said, given the temporary 8 nature of the situ-
ation, it would not be wise to permit the exchange
rate to fall so far that capital has no incentive at all to
flow into the country. However, it would not be wise
to lose control over short-term monetary policy
either. This is why the countries that have found
themselves in this situation have chosen to use a
series of measures to discourage the inflow of shott-
term capital —which is attracted primarily by intetest
rate differentials— and thus increase their control over
monetary policy.

These measures seek 10 even out the cost of
credit for all economic agents, which entails raising
the cost of borrowing in foreign currency in order to
discourage the inflow of capital. The most typical
measures of this sort involve taxing ot increasing the

Sof course, it is not so easy to tell the difference between
temporary and lasting changes, and this usually complicates the
situation. If the Central Bank feels it is witnessing a temporary
phenomenon, then it should defend the exchange rate. If, how-
ever, the market feels there is some significant probability. that
this situation is not transitory, then speculators will act on the
assumption that a revaluation is likely, and this, as noted earlier,
makes it even more difficult to manage the monetary variables.

reserve requirements of foreign-currency lenders.
Raising the cost of external credit will narrow the
spread between domestic and external interest rates,
thereby slowing the inflow of capital. In effect, this
places a “wedge” between the two interest rates
which gives monetary policy-makers some ma-
noeuvering room without forcing them to sacrifice
their objective in regard to the exchange rate. In
terms of the arbitrage equation:

i=i*(1 +t) +E,(dev) +p 3)

where t represents the reserve requirement applying
to external finance.

1t should be noted that, by raising the interna-
tional interest rate applicable to domestic economic
agents, the establishment of reserve requirements for
external credits tends to bring the external and do-
mestic interest rates into line with one another. This
restores control over monetary policy and, therefore,
over inflation. Thus, as was said earlier, if the
monetary authority allows capital to flow into the
country unchecked, it is in effect applying the inter-
national interest rate to the domestic economy. How-
ever, this rate may not be consistent with the
economy’s target inflation rate if it will cause con-
sumption and investment to expand faster than aggre-
gate supply. Applying a reserve requirement to
external credits is one way that the monetary auth-
ority can raise the domestic level of the international
interest rate and thus dampen inflationary pressures
without having to buy up huge quantities of foreign
exchange or allow the cutrency to appreciate sharply
in real terms. _

Although the main objective of a measure such
as this is to control infiation, it also has desirable
effects on the exchange rate. This is because when
the cost of external borrowing rises, the inflow of
capital will diminish, thus causing the exchange rate
to climb -or to fall more slowly. Actually, the two
effects are part of the same process, since a decrease
in the inflow of capital helps to reduce aggregate
demand (by undermining the viability of a lower in-
terest rate) and to raise the exchange rate.

Another advantage of measures such as the in-
stitution of reserve requitements on external finance
is that they give policy-makers time to decide
whether a situation or event is temporary or perma-
nent. It is obviously quite difficult to distinguish one
from the other in many cases, and therefore the
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monetary authority usually needs time to obtain more
precise information and analyses. For example, an
increase in the flow of external financing may be due
to the fact that the country is perceived as being in a
better position than before —which could mean that it
will receive a greater inflow of capital on an ongoing
basis— or to a short-term circumstance, such as an
interest rate spread, which cannot be expected to last.
In the first case, the monetary authotity should not
try to prop up the exchange rate; in the second case,
it should try to do so because it is dealing with a
one-time situation. But how is it to know beforehand
whether it is witnessing a permanent flow of external
resources or simply a temporary movement? If the
monetary authority regards short-term fluctuations in
the exchange rate as undesirable, then it should wait,
gather more information and see how events unfold
before deciding what course of action to take in re-
gard to the exchangge rate. Once the Central Bank has
a clear picture of the situation, it will be in a better
position to take the approptiate steps. : A
Yet another advantage of reserve. requirements
for external finance is that they allow the monetary
authority to draw a distinction, at least to some de-
gree, between short- and long-term capital. Reserve
requirements may be set for short-term capital flows
while long-term capital is exempted, since the capital
flowing intc a country on a temporary basis due to
interest rate differentials is essentially short-term
capital; in other words, it may flow back out of the
country at any time, especially if it is felt that condi-
tions are about to change. This is the type of flow
that destabilizes the exchange rate and that should
therefore be discouraged. Long-term flows are, by
definition, of a more permanent character and for that
reason it is not in a country’s interest to hinder them.
In practice, however, it is difficult to exempt long-
term capital entirely, because a typical method of
evading such requirements is to “disguise” short-term
capital as long-term capital when it first enters a
country. One way of dealing with this problem is to
apply - different marginal reserve requirements to
holdings of differing terms. The longer the term, the
lower the reserve requirement. The benefit of this
method is that it limits the “leakages” from this
mechanism; its cost is that truly long-term capital is
also subject to the reserve requirement (although the
average rate decreases as its term increases).
Reserve requirements and taxes on incoming
capital also have other costs, however. First of all, the

practical experience of a number of countries indi-
cates that the effect of this type of measure declines
over time because the market slowly but surely finds
ways of evading the higher cost of foreign-currency
finance. One method of evasion is simply not to de-
clare the external credit. The cost of this form of
evasion will depend on'the nature of the regulations
and controls ‘that are in place in the exchange and
financial markets, but some leakage is inevitable. The
longer a reserve requirement or other type of levy is
in effect, the more ways of evading it are devised.
The monetary authority must therefore be on the
watch for them so that they can be prevented or, if
possible, forestalled.

Second, reserve requirements or taxes have
microeconomic costs because they make credit
more expensive for domestic businesses and resi-
dents of the country. The basic (macroeconomic)
rationale in respect of these mechanisms, however,
is that the benefits of a more stable exchange rate
(and, thus, of the maintenance of a deficit on cur-
rent account in the medium term) and of a more
satisfactory form of monetary management out-
weigh the above-mentioned costs. .

~ Before drawing this discussion to a close, some-
thing should be said about the interest rate structure,
Up to now, we have been talking about the interest
“rate”, in the singular. This rate, as mentioned carlier,
influences both aggregate demand and capital flows.
It is important to realize, however, that the interest
rate which-affects aggregate demand is not the same
rate that affects speculative capital flows. Speculative
short-term capital reacts to the spread between short-
term domestic and external interest rates, since over
longer periods the level of exchange risk will be very
high. Aggregate demand, on the other hand, largely
acts in response to the long-term interest rate. Con-
sidered in this light, the monetary authority’s dilem-
ma in choosing whether to control inflation or the
real exchange rate would appear to have a ready sol-
ution. In the presence of inflationary pressures, the
authority should simply take steps to raise the long-
term interest rate while keeping the short-term inter-
est rate low. The high long-term rate would dampen
aggregate demand, while the low short-term rate
would discourage the entry of short-term capital. The
problem with this, of course, is that the monetary
authority cannot shape the interest rate structure
exactly as it pleases. If the authority tries to push up
long-term rates, short-term rates will inevitably rise
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along with them to some extent. A tight monetary
policy, for example, tends to produce an across-
the-board increase in interest rates. Depending on ex-
pectations about the future and the size of the
liquidity premium, it may well be the market, rather
than the Central Bank, that will determine the slope
of the interest rate’s return curve. Clearly, if the
Central Bank could “shape” this return curve, it

would increase its monetary policy’s degrees of free-
dom. Experience generally indicates, however, that
little can be done in this respect and whatever action
can be taken is untikely to have a lasting effect. This
leads to the conclusion that, in dealing with the type
of problem being considered in this article, there is
some justification for referring to the interest “rate”
tather than “rates”.

Concluding remarks

The aim of this article has been to underscore some
of the problems confronting a country’s monetary
authority when the economy is wide open to external
financial flows. Specifically, we have analysed what
happens when a conflict arises between two of the
Central Bank’s objectives: controlling inflation and
maintaining a stable exchange rate. This dilemma is
of increasing importance today since the countries of
the region are receiving large amounts of foreign ex-
change in the form of repatriated capital at the same
time that they are gaining -in some cases quite
rapidly- increasing access to various sorts of volun-
tary external financing (although this does seem to be
more volatile than in the past) and experiencing
heavy inflows of capital in response to the extraordi-

narily low interest rates being registered in the
United States economy.

Opening up the capital account deprives the
monetary authority of a degree of freedom in that the
domestic interest rate cannot be very different from
the external interest rate after adjusting it for expec-
tations of devaluation. In this article we have dis-
cussed the problems this raises in terms of exchange
policy, as well as the costs and benefits of various
ways of recovering that lost degree of freedom, We
have also analysed the costs and benefits of opening
up the capital account and have suggested that a
gradual approach in this area is preferable to hasty,
unplanned processes which generally end in resound-
ing failure.

Bibliography

Batten D. , M. Blackwell, I. Kim, S. Nocera and Y. Ozeki
(1989). The Instruments and Operating Procedures
for Conducting Monetary Policy in the Group of
Five Countries, IMF Working Paper (WP/89/57),
Washington, D.C., International Monetary Fund,
Treasurer’s Department, 21 July.

Friedman, Benjamin (1975): Targets, indicators and in-
struments of monetary policy, Journal of Monetary
Economics, Amsterdam, North-Holland Publishing
Company, October.

—— (1988): Monetary policy without quantity variables,
American Economic Review, vol. 18, No. 2, Nash-
ville, TN, American Economic Association, May.

Goldfeld, Stephen (1976): The case of the missing money,
Brookings Papers on Economic Activity, No. 3,
Washington, D.C., The Brookings Institution.

Judd, John and John Scadding (1982): The search for a
stable money demand function: a survey of the post-
1973 literature, Journal of Economic Literature,
vol. 20, No. 3, Nashville, TN, The American Econ-
omic Association, September.

McCallum, Bennett (1981): Price level determinacy with
an interest rate policy rule and rational expectations,
Journal of Monetary Economics, vol. 8, No. 3, Am-
sterdam, North-Holland Publishing Company,
November.

—— (1985): On consequences and criticisms of monetary
targeting, Journal of Money Credit and Banking,
No. 17, Columbus, OH, Ohio State University Press,
November.

— (1988): Robustness properties of a rule for monetary
policy, Carnegie Rochester Conference Series,



166

CEPAL REVIEW No. 48 / December 1992

vol. 29, Amsterdam, North-Holland Publishing
Company, Fall.

— (1990): Targets, indicators, and instruments of
monetary policy, IMF Working Paper, Washington,
D.C., International Monetary Fund, Research Depart-
ment, April.

Poole, William (1970): Optimal choice of monetary policy
instruments in a simple stochastic macro model,
Quarterly Journal of Economics, vol. 84, No. 2,
Cambridge, MA, The President and Fellows of
Harvard College, Harvard University, May.

Sargent, Thomas and Neil Wallace (1975): Rational ex-
pectations, the optimal monetary instrument, and the

optimal money supply rule, Journal of Political
Economy, vol. 83, No. 2, Chicago, IL, The University
of Chicago Press, April.

Servén, Luis and Andrés Solimano (1992): Private in-
vestment and macroeconomic adjustment: a
survey, The World Bank Research Observer,
No. 7, Washington, D.C., World Bank, January,

Zahler, Roberto and Mario Valdivia (1987): Asimetrias
de la liberalizacién financiera y el problema de las
deudas interna y externa, C. Massad and R. Zahler
(eds.), Deuda interna y estabilidad financiera,
Buenos Aires, Grupo Editor Latinoamericano.



Guidelines for contributors to
| CEPAL Review

The editorial board of the Review are always interested in encouraging the
publication of articles which analyse the economic and social development of
Latin America and the Caribbean, With this in mind, and in order to facilitate
the presentation, consideration and publication of papers, they have prepared
the following information and suggestions to serve as a guide to future
contributors.

—The submission of an article assumes an undertaking by the author not to
submit it simultaneously to other periodical publications.

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

—Papers should not be longer than 33 double-spaced letter-size pages (US
quarto), but shorter articles will also be considered. The original and one copy
should be submitted, as should the diskettes, if any (in IBM or compatible Word-
Perfect format).

—All contributions should be accompanied by a note clearly indicating the
title of the paper, the name of the author, the institution he belongs to, and his
address. Authors are also requested to send in a short summary of the article (no
more than 250 words) giving a brief description of its subject matter and main
conclusions.

—TFootnotes should be kept to the minimum, while bibliographical
references and direct quotations should be carefully checked, since they are
the responsibility of the author. It is also recommended that the number of
tables and figures should be reduced to the minimum and that they should not
duplicate information given in the text.

—Special attention should be paid to the bibliography. All the necessary
information must be correctly stated in each case (name of the author or authors,
complete title (including any subtitle), publisher, city, month and year of
publication and, in the case of a series, the title and corresponding volume
number or part, etc.).

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

—Authors will receive a courtesy copy of the Review in which their article
appears, p'us 30 offprints of the article, both in Spanish and in English, at the time
of publication in each language.







Recent
ECLAC
publications

Siglas latinoamericanas (Latin American acronyms)
(LC/G.1727), Santiago, Chile, April 1992, 379 pages.

This third edition has been prepared by the Library of the
Economic Commission for Latin America and the
Caribbean as a contribution to greater familiarity with
Latin American institutions, in view of the extensive use
made of this information in the region.

The information is presented in two sections, the first
of which lists the acronyms in alphabetical order with the
full titleg of the institutions and, when necessary, their
geographical location, while the second section gives a list
of the bodies included, with their acronyms.

Although the listing of the acronyms in.use in Latin
America and the Caribbean is a constant concern of the
ECLAC Library, this publication does not pretend to be
exhaustive, and in future editions the Library will include
entries from institutions which wish to contribute to this
work.

Comercio intrazonal de los paises de la Asociacion
Latinoamericana de Integracion, segiin capitulos de la
Clasificacion Uniforme para el Comercio Internacional,
Revision 2 (Intra-area trade of the member countries of the
Latin American Integration Association, by divisions of the
Standard. International Trade Classification, Rev.2)
(LC/G.1697-P), “Cuadernos Estadisticos de la. CEPAL”
series, No. 17, Santiago, Chile, May 1992, 299 pages.

The economic integration of the countries of the region is a
matter of permanent interest. Since the early 1960s, with
the establishment of the Latin American Free Trade
Association (LAFTA), subsequently replaced in 1980 by
the Latin American Integration Association (ALADI), up
to the recent agreement to form a Southern Common
Market (MERCOSUR), various integration schemes have
been tried out.

Measurements of the trade results of integration
processes have generally been based on global figures for
intra-area trade or for given groups of products. This
publication seeks to give a homogeneous overall picture, at
a relatively disaggregated level, of trade among the
member countries of ALADI and among the members of
MERCOSUR, as well as of trade by those groupings with
their main trading partners outside the region: the United
States and the European Economic Community (EEC). For
this purpose, the presentation of the statistics is based, on
the one hand, on the Standard International Trade
Classification, Revision 2 (SITC, Rev.2), the layout of

which is universally accepted, and on the other hand on the
data available as from 1983, when it was possible for the
first time to collect information permitting the application
of SITC Rev.2 to all the ALADI countries.

For each year between 1983 and 1990, 33 tables are
given. Each of them, except the first and last tables,
contains two divisions from the 63 included in SITC Rev.2,
The first table, for its part, covers total trade in respect of
all divisions, while the last table presents section 9 as a
residual division (90). This makes it possible to present a
picture of total intra-area trade and to analyse, for each
country, the share of such trade in the corresponding
country’s trade with the rest of the world, which may be
viewed as an average coefficient of integration of the
countries of the area. In all the tables, a line and a column
were added in order to form a sub-matrix reflecting trade
among the MERCOSUR countries and trade between the
other seven countries and MERCOSUR. In this respect, it
was taken into account that since the latter group of
countries has only recently been formed, little written
information is available on its activities.

It should be noted that the statistics given in this
document correspond to exports FOB. As these data
concern exports within ALADI, from the point of view of
the importing countries these should be equal to ALADI’s
FOB imports, bur this jis not always the case, and
sometimes there are significant differences due to problems
of registration. This should come as no surprise, as il also
happens in the case of developed countries which could be
expected to have high-quality statistics.

Finally, it should be noted that the statistical data
come from the countries themselves. They are taken from
customs registers maintained in line with the Nomenclature
of the Customs Co-operation Council. They are supplied to
ALADI on magnetic tape, and ALADI provides a copy to
ECLAG; the two bodies arrange them according to their
needs. In the case of ECLAC, the Statistics and Projections
Division maintains the Latin American and Caribbean
External Trade Data Bank (BADECEL), which includes
several international classifications. The SITC, Rev.2, at its
maximum (five-digit) disaggregation, has recently aiso
been brought “on line”.

Caminos - Un nuevo enfoque. para la gestion y
conservacion de redes viales (Roads - A new approach (o
road system management and conservation) (LC/A..693),
Santiago, Chile, July 1992, 217 pages.

It is widely agreed that much of the road system of Latin
America and the Caribbean leaves much to be desired
because of the lack of timely conservation measures. The
state of most roads is mediocre ot positively bad, and the
prevailing tendency is towards further rapid deterioration.
Only a small proportion of the roads arc in good condition,
but there is no guarantee that they will continue to be so,
Some countrics, however, are making an cffort 10
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overcome this unfavourable situation, and some partial
successes have been achieved in this respect, although it
may be doubted whether these are really solid
achievements that can be maintained for very long.

The life of roads seems to conform to an inexorable
and repeated cycle of construction - inadequate
conservation - degradation - destruction - reconstruction.
The fundamental cause of this pernicious and extremely
costly process is lack of conservation. The hard lessons
learnt from the destruction of road systems which it was
fondly imagined had become an integral part of each
country’s permanent features seem to have given rise to
serious meditation and a determination to correct past
attitudes.

Preserving what we have inherited from previous
generations or have even built up through our own efforts
is an attitude which is timidly beginning to emerge in the
region but is not yet suitably consolidated. For the present,
the tendency simply to replace something old with
something new seems to continue to prevail. In the case of
road systerms, the result of this attitude has been great
eagerness to build roads, but little interest in conserving
those already constructed. There are two main causes
behind the present situation: the chronic lack of finance,
and the ineffectiveness and inefficiency of the bodies
responsible for roads. :

Today, the situation has reached crisis point. The loss
of value due to the deterioration of the existing road
networks is greater than the amounts spent on building or
improving roads. There is an urgent need for a reaction
which can reverse this alarming sitvation by
simultaneously tackling its two fundamental causes.

In seeking to achieve this, it is necessary to call into
doubt two deep-rooted convictions which are implicit in
the way roads have traditionally been treated. These are:

i) The idea that roads are a service that must
necessarily be provided directly by the State, because the
freedom of movement they provide for the population is
considered to be a universal right.

ii) The conviction that the public sector is a suitable
body for the production of goods and services.

The State has traditionally been the main provider of
roads, constructing road systems to be placed at the free
disposition of the entire national community. The use of
such roads has mainly been entitely free, unlike the other
components of the transport infrastructure, for which it has
always been necessary to pay an explicit charge every time
they are used. The only exceptions have been the countries
which have a Road Fund financed from taxes specifically
levied for this purpose, and the few highways on which
tolls are charged.

The special treatment given to roads compared with
other elements of the transport infrastructure may be due to
the fact that it has not been possible to devise a fair and
efficient system of charging for the service provided. This
document appeals for duc reflection on this matter and

proposes a solution which would put an end to the current
unacceptable situation. Financing the road system from
general taxes, as is the custom at present, amounts in
practice to considering roads to be a sector that must
necessarily be subsidized by the State. Long experience
clearly indicates, however, that Latin American and
Caribbean governments will never allocate sufficient
resources for road conservation, since it will always be felt
that there are other more pressing needs. While it is true
that providing access to the whole of the national territory
may well be seen as one of the duties of the State, there
will be no obligation to ensure that the roads permitting
such access are of a high standard. Thus, the users
themselves would have to pay for the privilege of better
roads, although subsidies might be provided, if necessary,
for the lower-income sectors.

Charging for use of the road infrastructure is
desirable, because in this way the costs are made explicit
for users and the road transport system is placed on the
same footing as the other forms of transport. Transparency
is a necessary condition for better resource allocation in the
economy.

The means of payment proposed here is the charging
of tariffs that would be paid simultaneously with the cost of
fuel. The amount of fuel consumed is an acceptable
measure of the amount of “road service” used. This
payment mechanism is of low cost and is quite closely
related to the use made of roads. Such a tariff would be
independent of any other fuel taxes which might exist and
which might be used for purposes unconnected with the
road system, the application of which is a matter for the
sovereign decision of each country. The total amount
collected in respect of this tariff could serve to establish a
Road Fund to be used primarily for road conservation,
which would thus enjoy assured stable financing regardless
of political vicissitudes.

The capacity of the public sector to act as an effective
and efficient producer of goods and services has been
questioned for some time now, Once again, experience
points to the contrary. Such aspects as low salaries, the
lack of incentives for good performance, the virtual
absence of any punishment for errors committed, and the
prevalence of interminable pointless bureaucratic
procedures mean that public bodies are rarely capable of
flexible and effective action in the fields of management
and production. The backbone of an official*s performance
is his personal and professional probity, but while this
virtue may be sufficient when it is a question of laying
down rules, supervising their fulfilment or defending the
interests of the community, it is not enough to ensure
efficiency in the field of production.

A large part of the activities of a body responsible for
providing road services involve production. It is necessary
to carry out the physical work of road construction and
conservation, or to prepare projects and studies either
personally or by recruiting others. These activities are in no
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way different from those of a firm producing goods or
services, regardless of whether it is public or private.

Basically, what this book proposes is to place road
management and the related production activities in an
environment where they can be carried out effectively and
efficiently. In other words, what is proposed is that all the
activities of management and physical operation of a road
system should be carried out by road management
companies. Only these companies can combine the
qualities of autonomy and flexibility called for by the
management and production processes, including the
capacity to take decisions, sign contracts and reward or
punish in a quick and responsive manner. Responsibility
for safeguarding the interests of the community would
remain with the appropriate circles: that is to say, the
public administration.

Reorganization of the road sector also represents a
great opportunity for institutional investors such as pension
funds and life insurance companies. They could purchase
through public tender the negotiable road management
contracts proposed in this book and thereby enjoy a secure
long-term investment.

A final consideration is that the current bad
management of the road systems also has a very negative
effect on the environment. While it is true that it is not
possible to avoid the various forms of environmental
damage resulting from the originai construction of a road,
it is perfectly possible to obviate the equally serious
damage due to the vast number of road repair and
rehabilitaion activities which are the result of shortcomings
in road management and conservation,

La reestructuracion de empresas publicas: ¢l caso de
los puertos de América Latina y el Caribe (Restructuring
public enterprises: the case of Latin American and
Caribbean ports) (L.C/G.1691-P), “Cuadernos de la
CEPAL” series, No. 68, Santiago, Chile, July 1992, 148

pages.

The public sector ports of Latin Ametica and the
Caribbean are faced with crises in almost all aspects of
their activities. The consequences of the fact that ports are
both owned and operated by the State are clearly visible in
chronic overmanning, political constraints on the
construction of installations in new locations and the
relocation of certain activities to more suitable places,
costly labour measures, low productivity, and tariffs far
above international levels, Unless costs are reduced and
productivity raised in many ports of the region, a decisive
opportunity to increase the competitiveness of the region’s
exports on international markets will be lost. The
governmentis of Latin America and the Caribbean are
therefore seeking to restructure their ports so that they can
give better support to national economic growth objectives.

In order to achieve this, consideration has begun to be
given to the idea of allowing the private sector to play a
part in State-owned ports. The trend towards private-sector
participation in port facilities and services is not merely an
adjustment to cyclical factors, but represents growing
recognition that the exclusive role of the State in the ports
has led to unsuitable allocation of national resources,
inflated the cost of the services provided, driven off private
investments, “restricted foreign exchange income, and
undermined the capacity of publicly-owned ports to resist
political pressures. It is considered that restructuring the
public-sector ports would allow governments to free
themselves from day-to-day decisions on commetcial
matters and devote more time to the formulation and
implementation of suitable laws, rules and policies.

One of the main factors affecting the productivity and
cost-effectiveness of State and privately owned ports is
their respective labour system: the former have a
bureaucratic system typical of the public sector, while the
latter use market-oriented national legislation applicable
both to ports that make a profit and those whose operations
show a loss. The response of the employers to workers’
demands in public-sector ports is a political process that
involves compliance with budgetary guidelines and
allocations or justification of departures from them,
whereas in the case of private ports what is involved is
fundamentally the striking of a balance between such
demands and product or service costs, competitiveness,
labour productivity, and commercial profitability.

In order to avoid having to tackle labour problems,
subsidies are often used in State-owned ports to pay the
extra wage costs of the dockers, but these subsidies have
the effect of reducing the competitiveness of the country’s
exports on world markets. Moreover, governments have to
be sensitive to the concerns of the workers and safeguard
their interests by offering redundant labour other job
opportunities, retraining programmes, early retirement
inducements and compensation payments. In these
circumstances, port workers, governments and private
interests come to understand and share the difficult tasks
facing this activity.

The fundamental reason for participation by the
private sector in enterprises belonging to the public sector
is the creation of a basis for competition, so that costs may
be reduced and the quality of goods and services improved,
Competition achieves these objectives because it obliges
such enterprises to face commercial risks, the possibility of
financial losses, and the danger of bankruptcy., Without
competition, privatization would merely mean the transfer
of port installations and services from a situation of total
State control to one of complete control by the private
sector, which would permit the latter to increase its profits
without making any innovations in technology or services,
or without improving productivity and cost-efficiency. In
other words, even though private investors usually equate
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success with profits, competition would place limitations
on their freedom to raise port charges unduly.

The key to establishing competition within and
between ports is freedom to enter the market, although this
cannot be absolute, since the number of possible {ocations
for port and shipping terminals is limited.

In order to promote private sector participation in port
installations and services, the government must adopt an
institutional framework involving a new form of allocation
of operational, administrative and planning functions
between public sector bodies and private enterprises, as
part of a market-oriented institutional structure, in order to
ensure that the predominant port groups do not distort the
trading environment in which business relations take place.
In addition, it must establish a broad system of investment
rules so that private investors will be free to invest and
transfer capital and distribute revenue. The laws,
regulations and policies making up this structure must
precisely define the properties and services to which
private firms will have access, provide clear guidelines for
determining their value, safeguard the property rights of
investors, and specify all the special advantages or
privileges to be granted to citizens of the country where the
port is located.

The main ¢lements in this structure comprise the legal
faculty of authorizing private participation, deregulation,
decentralization, an anti-monopoly system, and the
establishment of a public-sector body to balance competing
interests in order to ensure that no group can use the
market mechanisms to gain a monopoly situation. In the
area of legal faculties, clear rules must be laid down for the
approval of private-sector propositions, and there must be a
firm presumption that more active participation will benefit
the country through greater competition, so as to avoid the
interminable problems and delays that arise when it is
sought to comply with unclear regulations.

Generally speaking, deregulation may be interpreted
as a process involving the elimination of government
restrictions on the interaction of the market forces in
respect of public and private sector economic activities. In
the case of ports, this approach is needed in ordet to ensure
that those providing services and facilities will operate in a
trading environment of free supply and demand, profits
and tosses, freedom of entry and withdrawal, economies of
scale, respect for the preferences and dislikes of clients,
and the risk of bankruptcy. A total lack of rules, however,
could lead to the commission of anti-commercial abuses by
private firms. Consequently, governments must retain
sufficient control over port activities, through
anti-monopoly legislation, to ensure that none of the
groups in the port environment can divorce themselves
from the market forces and try to secure monopoly rents.

There is a wide variety of options for shared
participation by governments and the private sector in
publicly-owned ports: private  stevedoring -~ firms,
management contracts, concessions, joint operations,
authorization of private terminals to handle third-party
cargo, conversion of public-sector ports into limited
companiées, or the outright sale of ports. Without a suitable
institutional framework and a market-oriented labour
system, however, the intervention of private enterprise may
lead to many problems. State participation in a port
incorporating private sector activities must continue
through the institutional structure, the supetvision of
private-sector activities, sharing in the profits, incentive
plans, and contractual agreements,

Much of the debate over private participation in port
facilities and services is of a political nature, rather than
economic, operational, technical or juridical. Indeed, as
such participation means delegating government functions
and faculties, it is a question of national sovereignty, often
expressed in ‘terms of economic independence and
defensive capacity.

The port workers would be hired locally, since most
Latin American and Caribbean countries have immigration
laws that only permit the hiring of foreigners when the
special skills required cannot be supplied by citizens of the
home country. These regulations would in fact increase the
level of public control through a suitably formulated
institutional structure that limits and balances in a
well-defined manner the influence of government bodies,
dominant groups, and private enterprise. Ports which are
leased or sold to foreign interests would still be subject to
all the laws of the countries where they are located, and
governments would lay down rules for commercial
activities in order to protect matters considered to be of
national interest, thereby permitting them to manage and
operate them directly at times of national emergency.

Governments should act as catalysts and use the
restructuring options which combine public and private
participation with a market-oriented institutional structure
in order to encourage, pressure and even oblige
participants in port activities to innovate, compete and
invest in order to secure constant improvements in
productivity and cost-effectiveness. To this end, at the
beginning of the restructuring process each Latin American
or Caribbean government should appoint a director and
form a team of highly appropriate persons, responsible for
the restructuring of publicly owned ports, from the
ministries of finance, trade, transport, public works and
labour, as well as the Central Bank and the port
administration. Measures to transfer port functions from
the public to the private sector and to set up a
market-oriented institutional framework will assuredly be
applied by governments in a gradual manner.
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