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International financial
reform: the

broad agenda

José Antonio Ocampo

Executive Secretary of the This paper argues that the agenda for international financial re-
Economic Commission form must be broadened in at least two senses. First of all, it
for Latin America and should go beyond the issues of financial crisis prevention and
the Caribbean (ECLAC). resolution, to those associated with development finance for

poor and small countries and to the “ownership” of economic
and development poalicies by countries. Secondly, it should con-
sider not only the role of world institutions but also of regional
arrangements and the explicit definition of areas where national
autonomy should be maintained. These issues should be tabled
in a representative, balanced negotiation process capable of
overcoming some of the adverse political economy features
that characterize the current debate. After some initial consider-
ations of the nature of the problems that the current system
faces and some political economy aspects, the author addresses
the following issues: i) the reforms relating to the prevention
and resolution of financia crises; ii) the role of development fi-
nance, including the use of multilateral development finance to
support increased participation of low-income and small mid-
dle-income countries in private capital markets and the financ-
ing of social safety nets during crises; iii) the need to reach a
renewed international agreement on the limits of conditionality
and full recognition of the central role of the “ownership” of
development and macroeconomic policies by developing coun-
tries; iv) the role of regional and subregional institutions in in-
creasing the supply of “globa public goods’ and other services
in the area of international finance; and v) the need to maintain
several realms of national autonomy, including capital account
regulation and the choice of exchange rate regimes. The author
argues that regional institutions and national autonomy are par-
ticularly important for the smaller players in the international
arena, who would gain significantly from competition in the
services provided to them and from the maintenance of free-
dom of action in a context of imperfect supply of global public
goods.

DECEMBER 1999
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Introduction

The recent phase of financial turmoil that started in
Asia, crossed through Russia and reached Latin
America generated a deep sense that fundamental re-
forms were required in the international financial ar-
chitecture to prevent financial crises and improve
their management when they occur. The crisis led,
indeed, to the recognition that there is an enormous
discrepancy between the sophisticated and dynamic
financial world and the institutions that regulate it,
and that “existing institutions are inadequate to deal
with financial globalization”.*

The crisis gave rise to some positive responses:
a concerted expansionary effort led by the United
States, which was probably the crucia step that facil-
itated the fairly rapid though incomplete normaliza-
tion of capital markets; the approval of new credit
lines and the expansion of International Monetary
Fund (IMF) resources; the recognition that incentives
must be created to induce more suitable debt profiles
in developing countries; a special boost for interna-
tional efforts to establish minimum standards of pru-
dential regulation and supervision, as well as of
information; the partial acceptance by the IMF that
fiscal overkill is inappropriate in adjustment
programmes; the improvement of the Highly In-
debted Poor Countries (HIPC) Initiative; and the
greater emphasis given to the design of adequate so-

O This article is partly based on the Report of the Task Force of
the Executive Committee on Economic and Social Affairs of the
United Nations (United Nations, Task Force, 1999a), of which
the author was Coordinator, as well as on two later studies
(Ocampo, 1999a and 1999b) and a study carried out jointly with
Stephany Griffith-Jones (Griffith-Jones and Ocampo, 1999),
with the support of the Ministry of Foreign Affairs of Sweden.
The discussions at the meeting organized by the International
Development Research Centre (IDRC) in Ottawa, Canada, in
preparation for a large-scale project on international financial
reform, were very useful in clarifying some of the issues ad-
dressed in this paper. The author wishes to thank Oscar Altimir,
Reynaldo Bajraj, Nicolas Eyzaguirre, Gunther Held, Gerald K.
Helleiner and the participants in a workshop on the World
Financial Authority held at the New School for Social Research
in New York for their comments on a previous draft of this
study, and Guillermo Mundt and Camilo Tovar for their elabo-
ration of the data included in section I1.

1 United Nations, Report of the Task Force of the Executive
Committee on Economic and Social Affairs (1999a, section 1).

cia safety nets in developing countries. Some re-
sponses were positive but do not seem to be leading
in any clear direction (or even seem to be leading in
the wrong one). This is the case of the adoption of
collective action clauses in issues of external debt se-
curities, as an essentia step to facilitate internation-
ally agreed debt standstills and workout procedures.
In some cases, the responses were insufficient or
clearly inadequate: IMF conditionality was further
extended; the issues associated with stable arrange-
ments to guarantee the coherence of the macro-
economic policies of industrialized countries did not
receive sufficient scrutiny; the Japanese proposal to
create an Asian Monetary Fund gave rise to
undeservedly strong opposition that led to its rapid
dismissal; more generaly, therole that regional in-
stitutions can play in an appropriate international fi-
nancial arrangement was not given adequate
attention; and no steps were taken to ensure the fair
representation of developing countries in the discus-
sions on reform or in arevised international architec-
ture.

The fairly rapid normalization of capital markets
seems to be giving way to a sense of complacency
that could slow down the reform effort. Moreover, it
may lead efforts in the wrong direction, as for exam-
ple in giving give new impetus to discussions on cap-
ital account convertibility. On the other hand, the
calmer environment could be taken as an opportunity
to broaden the agenda and to set in motion a repre-
sentative, balanced negotiation process. The agenda
should be broadened in at least two senses: first of
all, it should go beyond the issues of financia crisis
prevention and resolution (which may be termed the
“narrow” financial architecture)? to include those as-
sociated with development finance and the “owner-
ship” by the countries of economic and, particularly,
development policies; secondly, it should consider, in
a systematic fashion, not only the role of world insti-
tutions, but also that of regional arrangements and

2 Ocampo (1999a).
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the areas where national autonomy should be main-
tained. This is the focus of this paper. The following
two sections present brief introductory reflections on
the nature of the problems that the system faces and
the political economy of the reform effort. The paper

then goes on to deal with crisis prevention and man-
agement, development finance, the issue of condi-
tionality versus “ownership” of policies, which
concerns both sides, the role of regional institutions,
and national regulations and autonomy.

The nature of the problems

facing the system

International capital flows to developing countries
have exhibited four outstanding features in the
1990s.2 First of all, official and private flows have
shown opposite patterns. whereas the former have
tended to decline, private capital flows have experi-
enced rapid medium-term growth. Secondly, differ-
ent private flows have exhibited striking differences
in terms of stability. Thirdly, private flows have been
concentrated in middle-income countries, with offi-
cial flows playing only a very partial redistributive
role at the world level. Finally, the instability of pri-
vate financial flows has required the design of major
emergency rescue packages, of unprecedented size,
which have concentrated funds in a few large
“emerging” economies.

The first two patterns are shown in table 1. Both
foreign direct investment (FD1) and al types of pri-
vate financia flows have registered strong me-
dium-term growth. However, these flows have
exhibited striking differences in terms of stability:
whereas FDI has been resilient in the face of crises,
private financial flows have experienced strong vola-
tility and “contagion” effects. In contrast, official de-
velopment finance and particularly its largest
component, bilateral aid, has lagged behind. Indeed,
bilateral aid has fallen in rea terms throughout the
decade, and in 1998 it is estimated to have amounted
to only 0.22% of the GDP of industrialized countries:
a significant fall with respect to the 0.35% of GDP
reached in the mid-1980s.* The reduction in bilateral
aid has been strongest in the case of the largest in-
dustrialized countries, though this trend has been

3 For a full evaluation of these trends, see UNCTAD (1999,
chapters |11 and V) and World Bank (1999).
4 World Bank, 1999, chap. 4, p. 70.

partly offset, in terms of effective resource transfers,
by the increasing share of grantsin official develop-
ment assistance. Also, contrary to private flows, offi-
cial finance has not been pro-cyclical and, indeed,
some components of it —particularly balance of pay-
ments support but also multilateral development fi-
nance— have displayed counter-cyclical behaviour.
The third pattern is shown in table 2. Private
flows have been strongly concentrated in mid-
dle-income countries. The share of low-income na-
tions in private financing has been lower than their
share in the total population of developing countries,
which was to be expected, but it is aso lower than
their share in developing countries’ GDP. This situa-
tion is particularly striking in the case of bond fi-
nancing, commercia banking and portfolio flows, if
Indiais excluded in the latter case. In al these cases,
private financing to poor countries is minimal. The
share of low-income countries in FDI is also smaller
than their contribution to developing countries GDP.
Moreover, a striking feature of FDI isits high concen-
tration in China, which, on the contrary, receives a
smaller proportion of financial flows. The high con-
centration of the most volatile flows in mid-
dle-income countries, excluding China, has meant in
turn that questions of financial volatility and conta-
gion have become particularly important for them.
Low-income countries have thus been
marginalized from private flows and have continued
to depend on declining official resource flows. More
specifically, they have been strongly dependent on
official development assistance, particularly grants,
coming mostly in the form of bilateral aid. If we
again exclude India, this is the only component of
the net resource flows to developing countries that is
highly progressive, in the sense that the share of
low-income countries exceeds not only their sharein

INTERNATIONAL FINANCIAL REFORM: THE BROAD AGENDA *
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TABLE 1
Net long-term resource flows to developing countries,? 1990-1998
(Billions of dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998°

Net long-term resource flows 100.8 1231 152.3 220.2 223.6 254.9 308.1 338.1 275.0
Officia 56.9 62.6 54.0 53.3 455 53.4 32.2 39.1 479
Private 43.9 60.5 98.3 167.0 178.1 2015 275.9 299.0 2271

From international capital markets  19.4 26.2 52.2 100.0 89.6 96.1 149.5 1355 721
Private debt flows 15.7 18.6 38.1 49.0 54.4 60.0 100.3 105.3 58.0
Commercia banks 32 4.8 16.3 33 13.9 324 43.7 60.1 25.1
Bonds 12 10.8 111 37.0 36.7 26.6 53.5 42.6 30.2
Other 114 3.0 10.7 8.6 3.7 10 3.0 26 27
Portfolio equity flows 37 7.6 14.1 51.0 352 36.1 49.2 30.2 141
Foreign direct investment 24.5 344 46.1 67.0 88.5 105.4 126.4 163.4 155.0

Source: World Bank, Global Development Finance 1999.

& Net long-term resource flows are defined as net liability transactions of original maturity greater than one year. Although the Republic of
Koreais ahigh-income country, it isincluded in the developing country aggregate since it is a borrower from the World Bank.

b . .
Preliminary.

developing countries GDP but also in population. FIGURE 1 _
This is also true of multilateral financing, excluding ~ Ys€ °f IMF credit, 1970-1997
the IMF. Amount
The volatility of private financial flows, on the
one hand, and their strong concentration in mid-
dle-income countries, on the other, have jointly gen-
erated the need for exceptiona financing on an
unprecedented scale, which has been concentrated in
afew “emerging” countries. As aresult, IMF (includ-
ing Enhanced Structural Adjustment Facility) financ-
ing has exhibited strong counter-cyclical behaviour
compared with private flows but has been concen-
trated in a few countries. As figure 1 indicates, both
patterns are closely associated, as cyclical borrowing
by a few countries is the major determinant of the
overal cyclica pattern. This latter feature has be-
come even more marked in recent years. Thus,
whereas India and the three largest Latin American
borrowers received less than half of net real flows
from the Fund in 1980-1984, net real flows to only
four large borrowers (Indonesia, Republic of Korea,
the Russian Federation and Mexico) have in fact
exceeded by a small margin the total net real flows
from the Fund in 1995-1997. As aresult, the share
of IMF financing going to large borrowers® has
displayed a strong upward trend over the past two

Millions of 1995 U.S. dollars

Percentages

c PP FENFERPEEREREINER

[ Low-income countries, O Low middle-income
excluding India countries, excluding China,
Russia and Indonesia

0 Upper middle-income M | arge borrowers
5 Thi ; ; ; f ; countries, excluding

Thls group includes Argentlna, Brazil, Chlna, Indonwa Argenting, Brazil and Mexico
India, Republic of Korea, Mexico and the Russian Federation.
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TABLE 2
Net flow of resources, 1992-1997
(Annual averages, billions of dollars and percentages)
. ) . . Multilateral
Fgre|gn direct Portfolio equity Grants Bilateral financing financing
investment flows A

(excluding IMF)
Amount "o Amount TECE Amount DO Amount Lo Amount orCer

tage tage tage tage tage

Developing countries 99.0 100.0 35.7 100.0 29.7 100.0 2.9 100.0 13.7 100.0
Excluding China 66.8 67.5 31.7 88.9 29.4 99.0 05 19.0 11.6 84.5
Low-income countries 6.7 6.8 34 9.5 15.8 53.2 0.8 27.1 59 434
India 1.6 1.6 25 6.9 0.6 1.9 -0.3 -11.3 1.0 74
Other countries 5.1 5.2 0.9 2.6 15.2 51.3 11 38.4 49 36.0
China? 321 325 39 1.1 0.3 1.0 2.3 81.0 21 155
Middle-income countries 60.1 60.8 28.3 79.4 13.7 46.1 -0.2 -8.1 5.6 411
Argentina 4.4 4.5 1.7 49 - 0.1 -0.1 -3.2 0.9 6.6
Brazil 7.7 7.7 4.1 115 0.1 0.2 -1.3 -43.4 -0.1 -0.6
Russian Federation 1.9 1.9 11 31 11 3.7 0.6 21.4 0.9 6.2
Indonesia 35 3.6 2.4 6.8 0.2 0.8 1.2 417 0.1 0.9
Republic of Korea® 15 15 31 8.8 - - 02 5.4 0.6 41
Mexico 8.1 8.2 51 14.3 - 0.1 -0.6 -21.4 0.3 2.2
Other countries 33.0 333 10.7 30.1 12.2 41.2 0.1 2.2 3.0 21.7

Bonds Commercial bank Other loans Total Memo:
loans

Amount & Amount Lo Amount O Amount O™ pp Popula-

tage tage tage tage tion

Developing countries 34.6 100.0 28.3 100.0 49 100.0 248.7 100.0 100.0 100.0
Excluding China 329 95.2 26.6 94.0 11 21.4 200.7 80.7 89.2 74.8
Low-income countries 0.5 15 0.9 33 04 7.2 345 13.9 114 41.0
India 0.4 11 0.8 2.8 0.4 8.9 6.9 2.8 5.6 19.3
Other countries 0.2 0.4 0.2 0.6 -0.1 -1.7 27.6 111 5.8 21.7
China ? 17 4.8 17 6.0 39 78.6 48.0 19.3 10.8 25.2
Middle-income countries 324 93.7 25.7 90.7 0.7 14.2 166.3 66.9 77.8 339
Argentina 55 15.9 0.8 29 - -0.9 13.3 53 5.0 0.7
Brazil 31 9.0 8.2 29.0 -0.6 -11.3 21.2 85 10.5 33
Russian Federation 0.8 2.2 0.3 11 14 28.7 8.1 3.2 7.3 31
Indonesia 1.6 4.7 0.9 3.2 0.2 3.7 10.2 4.1 34 4.0
Republic of Korea b 45 12.9 4.1 145 -0.2 -4.8 134 5.4 7.3 0.9
Mexico 5.2 15.2 0.3 11 -0.3 -6.9 18.2 7.3 6.7 1.9
Other countries 11.7 33.8 11.0 38.9 0.3 5.6 81.9 329 37.6 19.8

Source: World Bank, Global Development Finance, 1999, Washington , D.C., March 1999 and World Economic Indicators, Washington,

D.C., 1998 for GDP and population data.

& The World Bank considered China as a low-income country until 1998. Since 1999 it has been classified as a middle-income country. In
thistableit is considered in a separate category.

® The World Bank classifies it as a hi gh-income country, but it is included as a middle-income country in Global Development Finance,
1999.

INTERNATIONAL FINANCIAL REFORM: THE BROAD AGENDA ¢ JOSE ANTONIO OCAMPO
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decades. Indeed, in recent years, the IMF financing
data underestimate the magnitude of emergency fi-
nancing to large borrowers, as the bilateral contribu-
tions to the rescue packages of six nations
(Indonesia, Republic of Korea, Thailand, Russia,
Brazil and Mexico) are not included in the figures.®
Strictly speaking, however, “crowding out” by
the largest borrowers does not seem to have taken
place, as overall Fund financing has responded el asti-
caly to the needs of these large borrowers, with fi-
nancing to other poorer or smaller middle-income
countries remaining unchanged or even increasing
marginally when they also require additional balance
of payments financing. This was the case in the
1980s for much of the developing world and has also
been true of the supply of finance to the medium-
sized Asia-Pecific nations in recent years. In any
case, IMF and counterpart bilateral liquidity financing
have complemented private funds throughout the
business cycle. Given the high concentration of pri-
vate financing in middle-income countries, this has
led to asimilar pattern of concentration in the case of

officia liquidity financing. In the context of a signif-
icant scarcity of official finance for low-income
countries, the high concentration of balance of pay-
ments financing in a few large “emerging” econo-
mies raises significant concern about the overall
rationality governing the distribution of global capi-
tal flows, including even officia flows. It certainly
raises questions about whether the problems of the
largest developing countries generate specific biases
in the response of the international community.

Thus, although the volatility and contagion ex-
hibited by private capital flows, which have been at
the centre of recent debates, are certainly a matter for
concern, no less important problems are the
marginalization of the poorest countries from private
capital flows and the decline in the bilateral aid on
which they largely depend. International financial re-
forms must thus be focused also on guaranteeing so-
lutions to al these problems. Moreover, the debt
overhang of many developing countries, particularly
poor ones, continues to weigh heavily on their devel-
opment possibilities.

Some reflections on the political

economy of the reform process

The nature of the current controversies regarding in-
ternational financia reform reflects three features of
the political economy of the globalization process
which is under way. The first is the reluctance of
most countries, both industrialized and developing
countries alike, to give up economic sovereignty to
international organizations. Under the influence of
the strong market forces characteristic of globaliza-
tion, which tend to weaken the nation-State, and the
concomitant unilateral national liberalization pro-
cesses that many countries have followed, govern-
ment regulations have lost ground all over the world.
Many analysts perceive this result as an advance, but
it is aso a source of significant distortions and risks.
Indeed, the issues associated with capital flows that
are discussed in section IV below are a good exam-

6 It must be emphasized, however, that in rescue packages
pledged bilateral financing tends to be disbursed in smaller pro-
portions than the corresponding multilateral finance.

ple of cases where most analysts agree that inade-
quate regulation —both national and international—
has been an essential determinant of market instabil-
ity. Another good example is that of “fair trade”
rules, such as antidumping and countervailing duties,
which, when applied at the national level, are gener-
ally suboptimal compared with other forms of regu-
lating competition, such as antitrust provisions, and
may create distortions of their own, even if applied
within World Trade Organization rules. National re-
strictions on labour mobility also generate distor-
tions, and the asymmetric character of factor
mobility (i.e., the greater mobility of capital and
skilled labour versus unskilled labour) generates
strong adverse income distribution pressures world-
wide.”

7 With regard to this latter point, see Rodrik (1997).
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The second feature is the disorganization of the
actors, particularly developing countries, in the inter-
national policy debate. This may be a reflection of
the weakening of the historical mechanisms of con-
certed action (such as the Group of 77), but it also re-
flects the “policy competition” that globalization
itself has generated: the great incentive that each
country has to claim that it is more attractive for in-
vestment in an era of mobile capital and a decline in
the importance of traditional production location fac-
tors. This has raised the costs of generating interna-
tional coalitions and implies that the international
agenda may tend to be even more biased than it tradi-
tionally has been towards the largest countries and
best organized codlitions, which are unlikely to fully
internalize the effects that their policies and agendas
have on the rest of the world. It should probably be
added that, although open regionalism is also a fea-
ture of globalization, and strong integration forces
have been at work in many parts of the developing
world (e.g., Latin America and Southeast Asia), this
has not led to strong developing-country coalitions.
The fact is that, the European Union aside, countries
are also unwilling to give up their sovereignty even
to regional institutions.

The disorganization of the actorsis closely asso-
ciated with a third feature of globalization: the in-
complete and even lopsided character of the
international policy agenda that accompanies the
process, i.e., the strong thrust in some directions but,
on the contrary, a disregard for others that should
equally be part of a more balanced globalization pro-
cess. Four issues figure predominantly in the agenda:
free trade, intellectual property rights, investment
protection and capital account liberalization. The lat-
ter has been subject to some reservations in the light
of the recent crises: it should be gradual, emphasis
should be given to longer-term flows, and strong pru-
dential regulations and supervision should precede it.
Other issues are conspicuously left aside: labour mo-
bility, international rules on capital taxation (essen-
tial to guarantee adequate taxation of this highly
mobile factor), the design of truly international rules
on competition and codes of conduct for multina-
tional firms, and compensatory financing and tech-
nology transfers to guarantee the inclusion of those
countries which tend to be left behind in the global-
ization process.

These political economy elements have major
implications for international financial reform. The

most obvious are that there are only likely to be
weak pressures for substantial reform,? that design-
ing a balanced negotiation process will be a complex
business, and that negotiation processes may under-
estimate or bypass atogether the interests of certain
actors. Obvioudly, the ideal outcome would be for
adequate fora and a broad agenda to be chosen, so as
to adequately represent the interests of those actors
who would otherwise not have a strong voice.’ These
elements also imply that the international financial
architecture will continue to rely essentially on a net-
work of national institutions, so that its mgjor task is
the creation of adequate incentives for these institu-
tions to internalize the externalities that they gener-
ate among themselves. This means, in turn, that
national autonomy will continue to play a centra
role in many (if not most) policy areas and that pol-
icy instruments that are ruled out at the national level
(such as certain restrictions on market activities, or
unilateral debt standstills) should probably be left
open as options at the international level.

A final, crucia implication is that no interna-
tional financial architecture is neutral in terms of the
balance of international relations. It will be strongly
argued in this paper that an international system that
relies on one or a few international institutions will
be less balanced than one that relies on a network of
regional institutions, and that countries with very
limited power in the international arenawill be better
off if they have access to a broader menu of alterna-
tives for managing a potential crisis or financing de-
velopment than if they are restricted to fewer
options. The first part of this proposition means, in
fact, that the strongest defence mechanism for the
weaker actors is competition in the supply of support
to them. The second means that, in the absence of
adequate international support, the “second-best” so-
lution may be more, rather than less, national auton-
omy. National autonomy obviously has costs, as the
greater menu of alternatives for managing crises
must be traded off against the need to generate “ cred-
ibility”: afactor that inclines developing countries to
adopt the policy package they believe the market
considers to represent best practice (a result of the
“policy competition” to which we alluded earlier).

8 See Eichengreen (1998).

9 These are fundamental concerns of United Nations, Report of
the Task Force of the Executive Committee on Economic and
Social Affairs (1999a), the Group of 24 (1998) and Helleiner
and Oyejide (1998).
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Financial crisis prevention

and resolution

The issues associated with the prevention and resolu-
tion of financial crises have received extensive atten-
tion in recent discussions.”® The most important area
of agreement relates to the need to improve the insti-
tutional framework in which financial markets oper-
ate: that isto say, to strengthen prudential regulation,
supervision and accounting practices of financial
systems worldwide; to adopt minimum international
standards in these areas and sound principles of cor-
porate governance; and to improve the information
provided to financial markets. From the point of
view of the industrialized countries, the central is-
sues for their corresponding domestic agencies are
stricter regulation and supervision of highly lever-
aged institutions and operations, controls on offshore
centres, and the need for greater weight to be given
to the risks associated with operations with countries
having a high level of net indebtedness, particularly
of a short-term character, in order to discourage risky
financing at the source.

From the point of view of the borrowing econo-
mies, greater weight should be given by domestic
regulators to the accumulation of short-term liabili-
tiesin foreign currencies, to risks associated with the
rapid growth of credit, to currency mismatches of as-
sets and liabilities, and to the valuation of fixed as-
sets as collateral during episodes of asset inflation.
Most importantly, due account should be taken of
the links between domestic financial risks and
changes in key macroeconomic policy instruments,
notably exchange and interest rates. This indicates
that prudential standards should be stricter in devel-
oping countries, where such links are more impor-
tant, and that they should be strengthened during

10 see, among others, Camdessus (1998a and 1998b), IMF
(1998), IMF, Interim Committee of the Board of Governors on
the International Monetary System (1998), Group of Seven
(1998), UNCTAD (1998, part I, chap. V), United Nations, Re-
port of the Task Force of the Executive Committee on Eco-
nomic and Social Affairs (1999a), Miyazawa (1998), Rubin
(1999), Akyliz and Cornford (1999), Eatwell and Taylor (1999),
Eichengreen (1999), Griffith-Jones (1998), Griffith-Jones and
Ocampo (1999), Ocampo (1999a and 1999b), White (1999) and
Wyplosz (1999).

periods of financial euphoriato take into account the
increasing risks being incurred by financial interme-
diaries. Due account should also be taken of the im-
portant externalities which large non-financial firms
could generate for the domestic financia sector,
which means that the level of externa liabilities of
these firms should also be regulated. We will return
to these issues in section VIII below.

Nonetheless, substantial divergences of opinion
remain. Firstly, there is no consensus as to what kind
of ingtitutions should be entrusted with enhanced re-
sponsihilities in this field. The Bank for International
Settlements (BIS) should certainly play the leading
role, but this requires a significant expansion of de-
veloping-country membership in that organization
and of developing-country participation in the defini-
tion of al sorts of international standards and codes
of conduct in general. More ambitious proposals,
such as the creation of a World Financial Authority
on the basis of the BIS and the International Organi-
zation of Securities Commissions, should also be
considered.™ Secondly, although the essential role of
regulation and supervision is to make financial inter-
mediaries more risk-conscious, there are clear limits
to the appropriateness of discouraging private
risk-taking. Thirdly, differences exist as to the rela
tive merits of prudential regulation and supervision
versus other possible instruments in key areas. One
particularly relevant issue in this regard, as we will
see below, relates to capital account regulation.
Fourthly, there are significant differences of opinion
as to what can be expected from enhanced prudential
regulation and supervision, since regulations will
tend to lag behind financial innovations, supervisors
are likely to face significant information problems,
and macroeconomic events may overwhelm even
well-regulated systems. Finally, traditional prudential
regulation and supervision tend to have pro-cyclical

11 Eatwell and Taylor (1999).
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macroeconomic effects (they may be unable to pre-
vent excessive risk-taking during booms and they
may accelerate the credit crunch during crises, when
bad loans become evident and the effects of
provisioning standards are thus felt): a fact which
may increase rather than decrease credit risks
through the business cycle.

Equally important are the doubts as to what can
be expected from better information. Indeed, al-
though improved information enhances microeco-
nomic efficiency, it may not improve macroeconomic
stability, which is dominated by the evolution of
opinions and expectations rather than information in
the strict sense of that term (i.e., factual information).
The tendency to equate opinions and expectations
with “information” is one of the greatest confusions
in the recent literature. Well-informed agents (rating
agencies and institutional investors, for example) are
equally subject to the whims of opinion and expecta-
tions: a fact that accounts for their inability to stabi-
lize markets and indeed, under certain conditions, to
avoid generating still further instability.’? To use
modern terminology, rather than “information cas-
cades’, what characterizes macroeconomic financial
instability are “opinion and expectation cascades’,
i.e, the aternate “contagion” with both optimism
and pessimism through the business cycle. Even the
best information system will be unableto correct
this “market failure”’, as the whims of expectations
involve “information” about the future, which will
never be available.”®

The consensus on the need to strengthen the in-
gtitutional framework in which financial markets op-
erate has not been matched by a similar emphasis on
the importance of the coherence of macroeconomic
policies worldwide, i.e., on appropriate mechanisms
to internalize the externalities generated by national
macroeconomic policies. Thisissueiscrucial in rela
tion to both booms and crises, but the need to
strengthen the extremely weak existing arrangements
is particularly vital during booms, when IMF surveil-
lance is perceived by national authorities as an
academic exercise, consultative mechanisms seem
less necessary and “market discipling” has perverse

12 See, on the former, Larrain, Reisen and von Maltzan (1997),
and on the latter, Calvo (1998).

13 For a more extensive analysis, see Ocampo (1999a).
Keynes's concept of a “beauty contest” is thus much more ap-
propriate for analysing the volatility of expectations, as Eatwell
(1996) has emphasized.

effects, as it does not inhibit excessive private
risk-taking or the adoption of pro-cyclical national
policies. Indeed, one of the most serious shortcom-
ings of the existing arrangements is that the current
institutions —both national and international— focus
their attention on crises rather than booms, thus un-
derplaying the preventive role that they should per-
form. Obviously, concerted expansionary action
during crisesis also essential and, as was pointed out
in the introduction to this paper, the moves in that di-
rection after the Russian crisis are probably the sin-
gle most important reason for the relative though
incomplete normalization of capital markets in 1999.
The lack of adequate representation of developing
countries is another deficiency of the current ar-
rangements. The proposals to strengthen IMF surveil-
lance of macroeconomic policies and to transform
the IMF Interim Committee into a Monetary and Fi-
nancial Policy Committee are the most encouraging
in this regard, though the latter should be accompa-
nied by increased representation of developing coun-
tries on that Committee. Likewise, given its more
adequate balance in the representation of developing
and developed countries, the United Nations should
aso play an enhanced role in the normative area,
either through the Economic and Social Council or
an Economic Security Council.

Enhanced provision of emergency financing dur-
ing crises is the third pillar of the system to prevent
and manage financial crises. This principle may be
called the principle of the “emergency financier”, to
differentiate it from the role that central banks play at
the national level as “lenders of last resort”, which is
not exactly matched by the IMF. More specifically,
the Fund provides exceptiona financing but certainly
not liquidity: afact that is reflected in the lack of au-
tomatic availability of financing when a crisis oc
curs.* The “moral hazards’ raised by such financing
make it necessary to define access rules on the bor-
rowers side and to create orderly debt workout
mechanisms that guarantee that private lenders will
assume a fair share of the costs of adjustment.

The main lessons from recent crises are that:
i) large-scale funding may be required, though not all

14 This important distinction is made by Helleiner (1999a). For
afuller discussion of thisissue and its relation to IMF access to
adequate resources, see Mohammed (1999).
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of it needs to be disbursed if support programs rap-
idly restore market confidence; ii) funds should be
made available before —rather than after— interna-
tional reserves reach critically low levels; and iii) be-
cause of strong contagion effects, contingency
financing may be required even by countries that do
not exhibit fundamental imbalances. At least the last
two of these lessons imply a significant departure
from the traditional IMF approach, which is based on
the principle of correcting fundamental balance of
payments disequilibria once they have become evi-
dent. Positive measures have been adopted in this
area, including a significant expansion of IMF re-
sources through a quota increase and the New Ar-
rangements to Borrow, which finaly entered into
effect in late 1998; the launching of a new window in
December 1997 to finance exceptional borrowing re-
quirements during crises; and the creation of the
Contingency Credit Line in April 1999 to provide fi-
nancing to countries suffering the effects of conta
gion, though under very restrictive €eligibility
reguirements.

The major controversies are over inadequate
funding, conditions for access and credit terms. With
respect to the first point, bilateral financing and con-
tributions to the IMF will continue to be scarce during
crises. This is a crucia issue, as the stabilizing ef-
fects of rescue packages will not take place if the
market fedls that the intervening authorities (the IMF
plus additiona bilateral support) are unable or un-
willing to supply funds in the quantities required. As
bilateral financing and contributions to the IMF will
continue to be scarce and unreliable in crises, the
best solution is to allow additional issues of Special
Drawing Rights (sDRs) during episodes of world fi-
nancial stress; these funds could be eliminated once
financial conditions normalize® This procedure
would bring a counter-cyclical element into world li-
quidity management and would give SDRs an en-
hanced role in world finance: a principle that
developing countries have advocated in the past and
should continue to endorse in the future. Second-best
aternatives would be to make more active use of
Centra Bank swap arrangements under IMF or BIS
|eadership, and to allow the IMF to raise the resources
needed in the market.

15 See United Nations, Report of the Task Force of the Execu-
tive Committee on Economic and Social Affairs (1999a).

The broad issues raised by conditionality will be
discussed in section VI below. However, two issues
must be emphasized here. First, it has been argued
that contingency credit lines to deal with contagion
should be automatic, provided that countries fulfil
certain prior criteria, and should thus be detached
from traditional conditionality. The window created
recently for this purpose does not fully meet these
criteriac although the consultations provided for in
article 1V of the IMF Articles of Association were
given an enhanced role in determining access in ad-
vance, such access still requires negotiations prior to
approva by the Board of Governors (a specia “acti-
vation” review) and an explicit standby agreement.
Moreover, countries with current access to IMF fi-
nancing were not considered eligible; this is an im-
portant restriction, as it eliminates countries which
have experienced a strong recovery from past crises
but still have pending IMF credits. Finally, the combi-
nation of conditionality with the application of
harder terms than those traditionally used in regular
IMF financing for this window and for exceptional fi-
nancing (i.e., higher interest rates and shorter maturi-
ties) is also controversia. This eliminates the “ credit
union” character of IMF financing but still falls far
short of being a “market condition”.

Internationally sanctioned debt standstills and
orderly workout procedures are essential mecha-
nisms to avoid the coordination problems implicit in
chaotic capital flight, to guarantee appropriate shar-
ing of adjustment costs by private lenders and, hence,
to avoid “moral hazard” issues associated with emer-
gency financing. Due to the effects that the use of
these mechanisms could have on their credit stand-
ing, borrowing countries are unlikely to abuse them.
Nonetheless, to avoid “moral hazard” issues on the
borrowers' side, such arrangements must be subject
to international control, either by requiring prior IMF
approva or by alowing countries to call a standstill
unilaterally but then requiring that they submit it for
approval by an independent international panel,
whose authorization would give it legitimacy.”® A
third alternative could be to draft ex-ante rules under
which debt service would be automatically sus-
pended or reduced if certain macroeconomic shocks

16 UNCTAD (1998), Part I, chapter IV; United Nations, Report
of the Task Force of the Executive Committee on Economic and
Social Affairs (1999a).
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were experienced; such rules have aready been in-
corporated in some debt renegotiation agreements.

The use of these mechanisms has four implica-
tions. Firstly, to avoid both free riding and discrimi-
nation against countries or groups of countries that
adopt them, they require the universal adoption of
“collective action clauses’ in international lending.
The G-7 countries should take the lead in this pro-
cess, as they suggested in October 1998,% for other-
wise it could become an additional source of
discrimination against “emerging markets’. Sec-
ondly, aiding countries in this way (“bailing in”)
should be encouraged by giving seniority to lending
that is extended to countries during the period in
which the standstill is in effect and during a later
phase of “normalization” of capital flows. Thirdly,
debt renegotiations under this framework must have
a short, strictly-defined time horizon beyond which
the IMF or the independent panel would have the au-
thority to determine the terms of rescheduling.
Finally, to avoid repeated renegotiations —one of the
most troublesome features of debt rescheduling oper-
ations in recent years— except for the portion that is
written off or refinanced on highly concessional
terms the service of the remaining portion should be
subject to certain contingent macroeconomic condi-
tions that determine debt service capacity (e.g., terms
of trade, normalization of lending, domestic eco-
nomic activity, etc.).

The most problematic of al rescheduling pro-
cesses in recent decades have been those associated
with heavily indebted poor countries (HIPCS). The
HIPC Initiative has been slow in its implementation
due to the complexity of the process for determining

V

eligibility (and, obviously, the conditionality at-
tached to it) and the lack of adequate funding.’® The
recent Cologne Debt Initiative may serve to over-
come some of these problems, providing “faster,
deeper and broader debt relief”.*° It is essential, of
course, that aside from €eligibility criteria and the im-
plementation of the most generous terms, additional
funding should effectively become available. In
particular, in an environment of scarcity of officia
development assistance (ODA) funds, it is essential
that the funds allocated to HiPC debt relief should
not crowd out fresh obA. This would be regrettable,
as new financing is a necessary complement to
debt relief and the latter is unlikely, by itself, to ac-
celerate economic growth in heavily indebted poor
countries. Moreover, the lack of adeguate funding
has generated additional demands that must be met
from the net income (profits) of development banks,
which has led some of them, including the World
Bank, to increase spreads and thus lending rates.
This means, paradoxically, that other developing
debtor countries will end up paying part of the
costs of debt relief. Financing problems are par-
ticularly acute in the case of regional and subre-
gional development banks: a fact which may
severely disrupt some of their activities if the trust
funds provided for under the HiPC Initiative do not
adequately cover the cost of debt relief.

The definition of international rules on capital
account regulation and exchange rate regimes has not
been addressed in this section because, under the
current incomplete world financia arrangements, na-
tional autonomy should continue to prevail in these
areas, as analysed in section VIl below.

Development finance

As indicated in section Il, athough adequate fi-
nancing from the IMF is certainly important to
low-income countries, the major issues for them are
associated with the need to guarantee adequate de-
velopment finance, through obA and multilateral

17 Group of Seven (1998).

lending, and to create mechanisms that will allow
them to participate more actively in private capital
markets. Given the relative magnitude of financing
to low-income countries (see table 2), the reversal
of obA flows, particularly those originating in the

18 United Nations (1999b).
19 Group of Seven (1999).
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largest industrialized economies, is certainly the
most important issue. Aswe already pointed out, it is
important that efforts to accel erate implementation of
the HIPC Initiative should not crowd out new ODA
financing in the budgetary processes of the industri-
alized countries. Indeed, in addition to a more ambi-
tious HIPC Initiative, the world requires an even
more ambitious and permanent “ODA Initiative”
aimed at effectively meeting internationally agreed
targets. An essential characteristic of this process, as
is emphasized in the following sections, should be
effective “ownership” of policies by developing
countries: a process that calls for less direction from
abroad and more emphasis on the role of national
development ingtitutions. The latter objective re-
quires, in turn, respect for the central role that the
parliaments and governments of aid-receiving na-
tions should have in the global alocation of ad
through their budgetary processes and the vital role
that the governments of those countries should have
in directing traditional areas of public policy (such
associal policy and infrastructure), even when civil
society is given amajor role in the execution of those
policies.

Equally important, however, is the need to speed
up the growth of multilateral lending. Due to the
high concentration of private flows in a few “emerg-
ing” economies, such lending will continue to play
an essential role even with respect to middle-income
nations. More broadly, multilateral lending will con-
tinue to play a very important role in at least four
areas: i) channeling funds to low-income countries;
ii) providing long-term finance to middle-income
and small countries which, because they do not have
a sufficiently high credit rating or because of the
fixed costs involved (e.g., in bond financing), do not
have adequate access to private funds; iii) acting as a
counter-cyclical means of compensating for fluctua-
tions in private capital market finance; and iv) facili-
tating the transition to new forms of private
financing. To these we should also add the traditional
“value added” of multilateral financing: lending-
associated technical assistance.

The first of these functions underscores the cen-
tral role that financing from the World Bank, the
International Development Association and the re-
gional and subregional development banks will con-
tinue to play in the immediate future. The second and
third functions emphasize the role that official devel-
opment assistance will continue to play even for

middle-income countries. It must be stressed, how-
ever, that the counter-cyclical provision of funds
should not be confused with the provision of emer-
gency balance of payments financing, which is es-
sentialy a task of the IMF. However, the large-scale
requirements for counter-cyclical financing to
middle-income countries during crises may crowd
out financing to poor countries: a point which has
been made by the President of the World Bank.”
Thus, if multilateral development financing is not
significantly expanded, its role as a counter-cyclical
device will necessarily be very limited and will cer-
tainly be of secondary importance relative to its first
two roles, particularly the provision of long-term de-
velopment financing to poor countries. Thisis under-
scored by the data from table 2, which indicate that
multilateral financing in 1992-1997 represented only
13% of that provided by the private sector, excluding
FDI, and only 6% in the case of middle-income
countries. Consequently, if it isto carry out a useful
counter-cyclical function, thiswill certainly require a
significant increase in resources.

The fourth function is of fairly recent origin but
has been rapidly gaining in importance in the 1990s
and should become one of the primary focuses of
multilateral financing in the future. This function has
been associated in the recent past with direct financ-
ing to the private sector (by banks or associated fi-
nancial corporations) or with the design of guarantee
schemes to support private infrastructure projects in
developing countries. It could also be used to support
developing countries efforts to return to markets
during crises and, even more importantly, to support
initial bond issues by developing (and particularly
poor developing) countries seeking to enter private
capital markets. Co-financing or guarantee schemes
could be used for this purpose. It must be empha-
sized, however, that the full development of these
schemes would require a radical change in the man-
agement of guarantees by development banks be-
cause, under current practices, guarantees are treated
as if they were equivalent to loans: a practice which
severely restricts the banks' ability to extend them.
Such an expansion of the role of development banks
in guaranteeing private financing has been criticized
on the grounds that it could involve excessive

20 Wolfensohn (1998).
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risk-taking by these ingtitutions. Nonetheless, in a
world that will probably be dominated by private
financing, this may be absolutely essential in order to
prevent low-income countries from being left out of
major developments in the capital markets, and it
should therefore receive priority attention in the cur-
rent discussions.

In the recent debates on these matters, due em-
phasis has also been placed on the role that multilat-
eral development banks should play in financing
social safety nets in developing countries. Strong so-
cial safety nets are, indeed, essential for managing
the socia repercussions of financia vulnerability in
the developing world. The concept itself is subject to
some confusion, however, as it is used to refer both
to the design of long-term social policies and to spe-
cific mechanisms to protect vulnerable groups during
crises. The term should probably be used to refer
specificaly to the latter, although, as we will argue
below, these arrangements should be part of stable
social protection mechanisms. Although multilateral
banks have been involved in the former for a long
time and have aso accumulated some experience
with the latter, the preferred mechanism since the
late 1980s has been social emergency funds (later
transformed in many countries into more stable so-
cial investment funds). Although they have intro-
duced some innovations in social policy, such as
competitive mechanisms to allocate resources and
participation by civil society in socia policies, their
effects have been rather limited, their targeting has
not aways been effective, and they may have
crowded out resources from long-term social poli-
cies.? Other instruments have also been used in the
past by developing countries, including various types
of unemployment insurance (the main instrument
used for this purpose in the industrialized world),
emergency employment or emergency labour-intensive

21 See in particular Cornia (1999), and also ECLAC (19983,
chap. V1), Graham (1994) and Lustig (1997).

public works programmes, income-support schemes
in conjunction with training, and some nutrition
programmes. The recent crisis seems to have led to
the design of new instruments: specia subsidies for
households with school-age children (tied to school
attendance), and various support programmes de-
signed to ensure that households with an unem-
ployed head do not lose their homes during crises.

Recent analyses have drawn some basic conclu-
sions about these programmes. Firstly, safety nets
must be part of permanent social protection
schemes, as only a permanent scheme guarantees
that the programmes will respond without delay to
vulnerable sectors needs for protection during cri-
ses.2 This means, in turn, that financing must be fun-
damentally of a domestic character, with only a very
limited proportion of external financing, which may
contribute only marginally, if at all, during crises (see
below). Secondly, given the heterogeneity of labour
markets in developing countries, a combination of
several programmes, with different target groups, is
necessary. Thirdly, these programmes must be ade-
quately financed and should not crowd out resources
from long-term investment in human capital. This
leads in turn to a fourth conclusion: that the effective
functioning of social safety nets requires that
public-sector expenditure should include counter-
cyclica components. This would be impossible
—without generating inefficiencies in the rest of
public-sector expenditure— unless fiscal policy as a
whole is counter-cyclical: a point that has not been
sufficiently emphasized in current discussions. In the
absence of this counter-cyclical fiscal pattern, exter-
nal financing from development banks during crises
would be unnecessary or, at best, illusory, as overal
net fiscal financing requirements will actually de-
crease despite the increased spending associated with
social safety nets.

22 This issue is highlighted inthe best available analysis of
the subject (Cornia, 1999), which also emphasizes the need for
adequate financing.
23 Méarquez (1999).
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Conditionality versus “ownership”

of economic policies

The most controversial aspect of international emer-
gency and development financing is undoubtedly
conditionality. In the case of the IMF, this issue has
long been a central area of contention, but in recent
years —and even decades— the issue has become in-
creasingly troublesome for three different reasons.
Firstly, the scope of conditionality has been gradu-
aly expanded to include not only the realms of other
international organizations —quite often, for example,
that of the World Trade Organization and the devel-
opment banks— but also those of domestic economic
and socia development strategies and institutions
which, as the United Nations Task Force has noted,
“by their very nature should be decided by legitimate
national authorities, based on broad social consen-
sus’.?* Secondly, whereas the legitimacy of condi-
tionality is indisputable when domestic policies are
the source of macroeconomic imbalances that lead to
financial difficulties, as well as being necessary to
avert “moral hazard” issues, it is unclear how this
principle applies when such difficulties are generated
by international crises and, particularly, by contagion
effects. As aready noted, it is even less clear why
conditionality should be combined in such cases with
adverse credit terms. Finally, many observers have
criticized the over-adjustment (“overkill”) implicit in
some IMF programmes:. a fact which has led the Fund
to allow some room for counter-cyclical fiscal poli-
ciesin its adjustment programmes.

Even if the legitimacy of the principle of condi-
tionality —or, as it is sometimes defined, “support in
exchange for reforms’— is accepted, there are good
reasons for reviewing its characteristics. Indeed, the
perception that conditionality has been carried be-
yond what may really be necessary in order for the
Fund to perform its functions properly may be help-
ing to undermine its legitimacy. A strong argument

24 United Nations, Report of the Task Force of the Executive
Committee on Economic and Social Affairs (1999a, section 5).
See also Group of 24 (1999), Feldstein (1998) and Rodrik
(1999b).

can therefore be made that the way to restore full
confidence in the principle of conditionality is by
reaching a renewed international agreement on how
it should be used.

Severa principles can be advanced in this re-
gard. Firstly, conditionality should be restricted to
the macroeconomic policies that were its purview in
the past, and it should only be used when expansion-
ary policies are clearly associated with the genera-
tion of macroeconomic imbalances. Reforms of
domestic prudential regulation and supervision may
aso be required, but in this case parallel agreements
should be made with the corresponding international
authorities (an issue which is still controversial, as
we have seen). Secondly, a suitable volume of
low-conditionality funds should be available when
the source of the imbalance is an international shock.
This principle should be fully recognized in the new
contingency credit line available to countries suffer-
ing the effects of contagion. Over and above the
pre-set limit for these funds, however, access to Fund
resources could also be subject to macroeconomic
conditionality on the traditional terms. Thirdly, aswe
aready noted, more stringent credit terms should not
be used as a complement to conditionality. Fourthly,
when signing an agreement with the Fund automatic
rules should be agreed upon by common consent
whereby the restrictiveness of the adjustment
programme would be eased should evidence of over-
kill become clear. Finally, regular official evaluation
of IMF programmes, either by an autonomous divi-
sion of the Fund (as in the World Bank) or by outside
analysts, should be introduced and the main conclu-
sions of these evaluations, after review by the Board
of Governors, should be explicitly incorporated into
regular Fund practice.

Similar issues have arisen in relation to devel op-
ment finance. With respect to this matter, a recent
World Bank report which analyses the success of
structural lending, according to its own evaluation,
comes to the conclusion that conditionality does not
influence the success or failure of such programmes
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at all.® Nonetheless, according to the same report,
the effectiveness of aid is hot independent of the eco-
nomic policies that countries follow. In particular,
the growth effects of aid are higher for countries that
adopt “good” policies, which, according to the Bank’s
(certainly debatable) definition, include a stable macro-
economic environment, open trade regimes, adequate
protection of property rights and efficient public bureau-
cracies that can ddiver good-quality social services.
With regard to the effectiveness of aid, good policies
have an additional positive effect in the form of the
“crowding-in” of private financing. Neither of these
effects are present, however, in countries following
“wrong” policies. Expressed in terms that are now
familiar in the aid literature, the “ownership” of good
economic policies, i.e., the commitment of national
authorities to them, is what really matters. Condi-
tionality has no additional contribution to make in
these cases, and it is obvioudly ineffective in the case
of countries that do not follow good policies.
Curiously enough, on the basis of this study the
World Bank draws the conclusion that conditionality
is good after all, claiming that “Conditiona lending
is worthwhile where reforms have serious domestic
support”® and, in particular, that it “still has a role
—to alow government to commit to reform and to
signal the seriousness of reform— but to be effective
in this it must focus on a small number of truly im-
portant measures’.?” This statement is certainly para-
doxical if the conclusions of the report are taken at
face value. Rather, this study raises serious doubts

VIl

about the rationality of conditionality itself: a fact
which is, indeed, implicit in the idea that “owner-
ship” of economic policies is, after all, the essential
issue.®

A recent analysis by Rodrik comes to comple-
mentary conclusions which are extensive to short-
term macroeconomic policies.”® Thus, aside from ar-
guing that international arrangements should allow
for diversity in national development strategies (dif-
ferent “brands of capitalism”), this author makes a
strong argument that adequate institutions for con-
flict management, which can only be guaranteed by
national democratic processes, are crucia for macro-
economic stability, which, in turn, is vital for eco-
nomic growth. To borrow the term already used
above in another context, the “ownership” of macro-
economic adjustment programmes is also essential to
guarantee their political sustainability.

The issue of conditionality versus a country’s
ownership of economic policiesisindeed essentia to
the broader objectives of democracy at the world
level. There is clearly no sense in promoting democ-
racy if the representative and participatory processes
at the national level are given no role in determining
economic and social development strategies, as well
as the particular policy mix by which macroeco-
nomic stability is sought. Both these elements may
not only be relatively ineffective but will aso lack
political sustainability if this role is appropriated by
international institutions or the aid agencies of thein-
dustrialized countries.

The role of regional institutions

There are at least three arguments in support of a
strong role for regional institutions in the new finan-
cia order. The first one is that, as we have noted,
globalization dso entails open regionaism. The growth
of intraregiona flows of trade and direct investment is a
griking feature of the ongoing globdization process.
This factor increases macroeconomic linkages and thus
the demand for certain services provided by the interna-

25 See World Bank (1998b), chap. 2 and appendix 2.
26 |bid., p. 48.
27 |bid., p. 49.

tional financial system which we have analysed in
previous sections. macroeconomic surveillance and
internalization of the externalities that nationa
macroeconomic policies have on neighbouring coun-
tries, mutual surveillance of each other’'s mecha-
nisms for the prudential regulation and supervision
of the financial system, and the regional effects of
potential debt standstills and workout procedures.

28 For afuller discussion of these issues, see Helleiner (1999b).
29 Rodrik (1999a).
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Secondly, some of these services may be subject
to diseconomies of scale and it is unclear whether
others have economies of scale which are strong
enough to justify single international institutions in
specific areas (i.e., the existence of natural monopo-
lies). Traditiona issues of subsidiarity are thus
raised. For example, macroeconomic consultation
and surveillance at the world level may be necessary
to guarantee policy coherence among major industri-
alized countries, but it would certainly not help to
manage the externalities generated by macroeco-
nomic policies on neighbours in the developing
world (or even within Europe). Due to differencesin
legal traditions and the sheer scale of the disecono-
mies involved, surveillance of national systems for
prudential regulation and supervision of the financial
sectors, and even the definition of specific minimum
standards in this area, could be dealt with more ap-
propriately with the support of regional institutions.
Development finance can operate effectively at dif-
ferent scales and, as we will see, can perform certain
functions at the regional and subregional levels that
could not be performed at the internationa level.
Also, although the danger of regional and interna-
tional contagion means that the management of the
largest balance of payments crises should be as-
signed to a single world institution, it is unclear how
far we should push this assertion. Strong regional in-
dtitutions can serve as regional buffers, as the
post-war Western European experience indicates. Re-
gional reserve funds can also play a useful role even
in the most serious crises (as shown by the Latin
American Reserve Fund, formerly the Andean Re-
serve Fund) and, if expanded, could even provide full
support to the small and medium-sized countries in
some regions. Also, as the increasing concentration
of balance of payments support in a few countriesin-
dicates (see section Il above), there may be biases in
the response of the international community accord-
ing to the size of the country involved: a fact which
would justify adivision of labour between world and
regional organizations in the provision of such ser-
vices.

The third argument was aready put forward in
section 111: for smaller countries, access to a broader
menu of alternatives for managing a crisis or financ-
ing development is relatively more important than
the “global public goods” (such as globa macroeco-
nomic stability) provided by the largest international
organizations, but in whose provision they assume
that they have little or no influence (i.e., they have

the attitude of “free riders’). Due to their small size,
their negotiating power vis-a-vis large organizations
is very limited, and their most important defence is
therefore the existence of competition in the provi-
sion of financial services from such institutions to
them.

There may be a fourth argument, of a political
economy nature: countries are likely to take quite
different attitudes to the analyses made by interna-
tional and by regional organizations (and to the at-
tached conditionality). To use the term employed in
the previous section, they are probably more likely to
have a sense of “ownership” of the latter, as they feel
they have a stronger voice in the analyses made by
regional organizations: afact that will improve rather
than reduce their effectiveness. The fear that this
may lead to lax arrangements is unwarranted, as the
proposal to create and strengthen regional financial
ingtitutions entails financial commitments by the de-
veloping countries to provide the capital for the cor-
responding reserve funds and devel opment banks, so
that the countries will tend to closely monitor the
soundness of their activities. In redlity, the supply of
capital is the single most important restriction on the
growth of these regional financial networks. The fact
that many of them will raise money in the market
will provide an additional means of control over their
operations.

The current discussions have underscored the in-
adequate supply of some services provided by inter-
national financia institutions, including some
“global public goods’. However, it would be wrong
to conclude from this statement that an increase in
that supply should come from a few world organiza-
tions. Rather, the organizational structure should
consist, in some cases, of networks of institutions
that provide the services required on a complemen-
tary basis, and in others of a system of competing or-
ganizations. The provision of the services required
for financial crisis prevention and management
should be closer to the first model, whereas in the
realm of development finance competition should be
the basic rule (and, in fact, should include competi-
tion with private agents as well). However, the purity
of the moddl’s structure is probably not the most im-
portant feature: it is desirable that in some cases
parts of networks should compete with each other
(e.g., regiona reserve funds versus the IMF in the
provision of emergency financing), while in other
cases competing organizations should cooperate.
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This implies that the International Monetary
Fund of the future should not be viewed as a single,
global ingtitution, but rather as the apex of a network
of regional and subregional reserve funds. In order to
encourage the development of the latter, incentives
could be created whereby common reserve funds
could have automatic access to IMF financing and/or
ashare in the allocation of sbRs proportional to their
paid-in resources —in other words, contributions to
common reserve funds would be treated as equiva-
lent to IMF quotas.® As already noted, regional re-
serve funds could not only provide most of the
exceptional financing for smaller countries within a
region, but also part of the financing for larger coun-
tries, and they could also serve, at least partly, to
deter would-be speculators from attacking the
currencies of individual countries.

This model should be extended to cover macro-
economic consultation and surveillance, as well as
the coordination and surveillance of national systems
of prudentia regulation and supervision. Thus, re-
gional and subregional systems, including peer re-
view mechanisms, should be designed to internalize
the externalities that macroeconomic policies gener-
ate on neighbours. This would complement, rather
than substitute for, regular IMF surveillance. In the
area of prudential regulation and supervision, more
elaborate systems of regional information and con-
sultation, including the design of specific regional
“minimum standards’, could also play a positive
role. Again, peer reviews should be part of this sys-
tem. In the case of debt standstills and workouts, re-
gional mechanisms should at least play a role in
assessing the specific regional impacts that they may
have.

It is important to emphasize that, aside from
other functions considered in section V, subregional
development banks can play a significant role as a
mechanism to pool the risks of groups of developing
countries, thus allowing them to make more aggres-
sive use of opportunities provided by private capital
markets. In Latin America, an interesting experience
in this regard is that of the Andean Development

30 United Nations, Report of the Task Force of the Executive
Committee on Economic and Social Affairs (1999a, section 9)
and Ocampo (1999a).

Bank (Corporacion Andina de Fomento, CAF), an
ingtitution owned in its entirety by developing coun-
tries. The fact that the credit ratings of this institution
have exceeded those of Colombia (the only Andean
country that has been classified as “investment
grade” in the 1990s and has thus been able to issue
debt obligations on favourable terms) indicates that
such arisk-pooling policy can be very effective.

As it is well known, Western Europe provides
the best example of regional financial cooperation in
the post-war period. The United States, through the
Marshall Plan, catalysed the initial phases of this
process, which underwent a dynamic deepening from
the design of the European Payments Union to a se-
ries of arrangements for macroeconomic coordina-
tion and cooperation that eventually led to the current
monetary union of most of its members. The history
of many institutions, including the Bank for Interna-
tional Settlements, is associated with these coopera-
tion efforts. At different stages, they demonstrated
the essential contribution that regional schemes can
make to the stability of the world economy. No simi-
lar schemes have been devised in the rest of the
world, although some proposals have been made, the
most ambitious of which was the Japanese sugges-
tion to create an Asian Monetary Fund.

On a much more limited scale, there are institu-
tions which have likewise played a useful role in the
developing world, particularly in the area of develop-
ment finance. In Latin America and the Caribbean,
for example, the Inter-American Development Bank
far outweighs the World Bank in development fi-
nance to the region. The Andean Development Bank
likewise outweighs the DB in financing to the An-
dean region countries in recent years. The Andean
(now Latin American) Reserve Fund has played a
limited but constructive role in balance of payments
support to the Andean countries over the past two de-
cades. Under the existing integration schemes, some
dialogues have also taken place on macroeconomic
coordination, but progress has been rather limited in
this area. At al events, the call for stronger macro-
economic coordination mechanisms has been a com-
mon theme during the recent crisis.

An institutional framework such as that sug-
gested would have two positive features. First of all,
it could help to bring more stability to the world
economy by providing essential services that can
hardly be provided by a few international institu-
tions, particularly in the face of a dynamic process of
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open regionalism. Secondly, from the point of view
of the equilibrium of world relations, it would be
more balanced than a system based on a few world

\ARR

organizations, and this would increase the commit-
ment of less powerful players to abide by rules that
contribute to world and regional stability.

The realms of national autonomy

Whatever new international system is developed, it
is clear that it will continue to be a very imperfect
“financial safety net”. Consequently, a degree of
“self-insurance” by countries will continue to be es-
sential to avoid financia crises, as well as to avoid
“moral hazard” issues intrinsic in any support
scheme. Thisraises the question of the national pol-
icies necessary to guarantee financial stability and
the areas where national autonomy should be main-
tained. We consider that the international system
should continue to maintain national autonomy —at
least in the case of developing countries— in two crit-
ical areas: management of the capital account and
choice of the exchange rate regime. The choice of
development strategies is obviously another essential
realm in which national autonomy should prevail, as
we emphasized in section V1.

The experience of the developing countries indi-
cates that the management of capital account volatil-
ity requires: i) consistent and flexible macro-
economic management; ii) strong prudential regula-
tion and supervision of domestic financial systems,
and iii) equally strong “liability policies’, aimed at
inducing good public and private external and do-
mestic debt profiles.® Traditionally, the emphasis has
been on crisis management, but the authorities
should focus their attention rather on the manage-
ment of booms, since it is in the periods of euphoria
of capital inflows, trade expansion and terms-of-
trade improvements that crises are incubated. Crisis
prevention is thus very closely linked with the proper
management of boom periods.

The nature of the policies to be used will natu-
raly vary according to the structural peculiarities of
different economies, as well as their macroeconomic

31 The literature on national policies is extensive. See, among
recent contributions, ECLAC (1995 and 1998b), World Bank
(19984, chap. 3), Ffrench-Davis (1999), Helleiner (1997), and
Ocampo (1999b).

traditions and levels of development. In the macro-
economic area, the two main objectives should be to
avoid the accumulation of unsustainable levels of in-
debtedness by either public or private agents during
booms and to avoid imbalances in major prices, par-
ticularly the exchange rate and domestic asset prices.
In the fisca area, the focus should be the
sustainability of public-sector debt ratios through-
out the cycle, which requires fiscal strengthening
during the upswing in order to give the authorities
sufficient freedom to permit some fiscal loosening
during the subsequent downswing in order to avoid
an excessive contraction of economic activity. In
contrast, as is well known, in open economies au-
thorities face major difficulties in applying contrac-
tionary monetary and domestic credit policies during
boom years, in the absence of adequate regulation of
capital inflows. Sterilized foreign-exchange reserve
accumulation is a first aternative, but experience
indicates that this may be self-defeating unless there
is adequate restraint on capital inflows, due to
interest-rate arbitrage. A second possibility is direct
control of the growth of credit from domestic finan-
cial intermediaries, but this alternative may actually
induce additional external borrowing in the absence
of adequate controls and tends to protect inefficient
intermediaries. A third aternative is the use of in-
creased reserve or liquidity requirements in respect
of the liabilities of the domestic financial system, but
this may also generate incentives for non-financial
agents to borrow abroad.

Regulations on capital inflows may aso be es-
sential to avoid unsustainable exchange rate appreci-
ation during booms. Although some appreciation
may be inevitable and even an efficient way of ab-
sorbing the increased supply of foreign exchange, an
excessive revaluation may also generate irreversible
“Dutch disease” effects. The regulation of capital
inflows thus plays an essential role in open develop-
ing economies as a mechanism for monetary and
domestic credit restraint and for the avoidance of un-
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sustainable exchange rate appreciation during
booms. The macroeconomic effects of the regulation
of inflows have, unfortunately, received much less
attention in the past than the question of the regula-
tion of outflows during crises. The nature of such
regulations will be considered below. Regulations
governing outflows may nevertheless also play arole
as a way to avoid excessive increases in interest or
exchange rates, which may have adverse effects on
macroeconomic dynamics, including a greater risk
of domestic financia crises. Such regulations are
also an essentia element when applying debt stand-
still and orderly debt workout procedures. It is essen-
tial, of course, that they be used as a complement and
not a substitute for fundamental macroeconomic ad-
justment.

Aswe pointed out in section IV, prudential regu-
lation and supervision must take into account not
only the micro- but also the macroeconomic risks
typical of developing countries. In particular, due ac-
count should be taken of the links between domestic
financial risk and changes in key macroeconomic
policy instruments, notably exchange and interest
rates. The risks associated with the rapid growth of
domestic credit, currency mismatches between assets
and liabilities, the accumulation of short-term liabili-
ties in foreign currencies by financial intermediaries
and the valuation of fixed assets used as collateral
during episodes of asset inflation must also be ade-
quately taken into account. Depending on the type of
operation, higher capital requirements, matching li-
quidity requirements or caps on the valuation of as-
sets should be established. Moreover, given these
macroeconomic links, prudential regulation should
be strengthened during periods of financia euphoria
to take into account the increasing risks being in-
curred by financial intermediaries. These links also
mean that the application of contractionary monetary
or credit policies during booms (e.g., higher reserve
requirements or ceilings on the growth of domestic
credit) may be a necessary complement to stricter
prudential regulation and supervision. Moreover, due
to the important externalities which large non-finan-
cial firms can generate for the domestic financial
sector, particularly in the context of exchange rate
depreciation, the external liability exposure of these
firms should also be subject to some regulation.
Tax incentives (e.g., limits on the deductibility of
exchange-rate losses) and rules that force
non-financia firms to disclose information on their
external liabilities may thus be relevant complements

to appropriate prudential regulation and supervision
of financial intermediaries.

The experience of many devel oping countries in-
dicates that crises are associated not only with high
debt ratios but also with inadequate debt profiles.
The basic reason for thisis that, in conditions of un-
certainty, financial markets respond to gross —rather
than only to net— financing requirements, or in other
words, the rollover of short-term debts is not neutral
in financial terms. This means that “liability poli-
cies” aimed at improving debt profiles play an essen-
tial role. Although improving the external debt
profile should be the central role of such policies,
thereis a strong complementary relationship between
good external and internal debt profiles. Thus, exces-
sive short-term domestic borrowing may force a
government that is trying to roll over debt during a
crisis to raise interest rates in order to avoid capital
flight by investors in government bonds. Also, exces-
sively high short-term private liabilities increase the
risks perceived by foreign lenders during crises: a
fact that may induce a stronger contraction of exter-
nal lending.

In the case of the public sector, direct controls
by the Ministry of Finance are an appropriate instru-
ment of a liability policy. In the private sector, ex-
change rate flexibility may aso deter some
short-term flows and may thus partly operate asa“li-
ability policy”, but its effects are limited in this re-
gard, as it is unlikely to smooth out medium-term
financial cycles, which will then be reflected in a
parallél cycle of nominal and real exchange rates. Di-
rect controls on capital inflows may also be an ap-
propriate instrument for achieving a better private
debt profile, but a more interesting indirect
price-based policy tool is reserve requirements on
capital inflows, such as those used by Chile and Co-
lombiain the 1990s. These requirements are a partic-
ular type of Tobin tax, but the equivalent tax rate (3%
in the case of Chile for one-year loans and 10% or
more in Colombia during boom periods) is much
higher than that proposed for an international Tobin
tax. A flat tax has positive effects on the debt profile,
as it induces longer-term borrowing, for which the
tax can be spread over a longer time period and is
easier to administer. The effects of this system on the
magnitude of flows have been the subject of heated
controversy. At all events, since tax evasion is costly
and short- and long-term borrowing are not perfect
substitutes, the magnitude of flows should also be af-
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fected.® A basic advantage of this instrument is that
it is targeted at capital inflows and is thus a preven-
tive policy tool. It also has specific advantages over
prudential regulations that could have similar effects,
as it affects both financial and non-financial agents
and it uses a non-discriminatory price instrument,
whereas prudential regulation only affects financial
intermediaries, is usualy of a quantitative nature,
and the supervision is essentially discretionary.®

Simple rules are preferable to complex ones,
particularly in underdevel oped regulatory systems. In
this sense, quantitative controls, such as flat prohibi-
tions on certain activities or operations, may actually
be preferable to sophisticated price-based signals, but
simple price rules, such as those used by Chile and
Colombia, can also be effective. Any regulatory sys-
tem must also meet the additional requirement of
having adequate institutional backing. A permanent
system of capital account regulations, which can be
strengthened or loosened in the course of the busi-
ness cycles, is therefore preferable to the alternation
of free capital movements during booms and quanti-
tative controls during crises. Indeed, the latter system
may be totally ineffective if improvised during a cri-
sis, since the administrative machinery to make it
effective will not be operative and it may thus lead to
massive evasion or avoidance of controls. Such asys-
tem is also pro-cyclical and leaves aside the most im-
portant lesson learned about crisis prevention: the
need to avoid over-borrowing during booms and thus
focus attention primarily on capital inflows rather
than outflows.

This indicates that capital account regulation
may be an essential instrument for crisis prevention
and management in a context of strong volatility of
capital flows and weak international financial safety
nets. It may be complementary to other desirable
policies in the macroeconomic and financial regula-
tory areas, and in some cases it may actually be pref-
erable to other aternatives. The foregoing anaysis
also suggests the desirability of using capital account
regulation as a permanent policy instrument. Of
course, none of these mechanisms is foolproof, and

32 Agosin (1997), Agosin and Ffrench-Davis (forthcoming), and
Ocampo and Tovar (1997 and 1999).

33 Ocampo (1999a). Indeed, this instrument is similar to prac-
tices used by private agents, such as the sales fees imposed by
mutual funds on investments held for a short period, in order to
discourage short-term holdings. See Morgan (1998), p. 23.

some developing countries may prefer to use policy
mixes that avoid their use (e.g., more active use of
fiscal and exchange rate policies, as well as of pru-
dential regulation) or may prefer a less intervention-
ist approach, even at the cost of greater GDP
volatility. Thus, the most compelling argument is for
maintaining the autonomy of developing countries to
manage their capital accounts.

There are actually no strong arguments in favour
of moving towards capital account convertibility.*
There is no evidence that capital mobility leads to ef-
ficient smoothing of expenditures in developing
countries throughout the business cycle, and on the
contrary there is strong evidence that in these coun-
tries the volatility of capital flows is an additional
source of expenditure instability. There is also no ev-
idence of an association between capital account lib-
eralization and economic growth, but there are some
indications that point in the opposite direction.® In
simple terms, the argument is that, even if it were
true that freer capital flows, through their effects on a
more efficient savings-investment allocation process,
have positive effects on growth, the additional vola-
tility associated with freer capital markets has the op-
posite effect. As aready noted, the absence of an
adequate international financial safety net is an
equally important argument in this connection. Why
should developing countries give up this degree of
freedom if they do not have access to adequate
amounts of contingency financing with well-defined
conditionality rules and there are no internationally
agreed standstill and debt workout procedures? As
we pointed out in section 111, this is a crucial issue
for countries without significant power in the inter-
national arena, for whom renouncing a possible
means of crisis management is a costly alternative. In
redlity, there are strong similarities between today’s
international financial world and the era of “free
banking” at the national level, when, in the absence
of central banks as lenders of last resort and offi-
cially managed bank rescue schemes, inconvertibility
of private bank notes was a necessary legal alterna-
tive in the face of bank runs.

34 For a more extensive analysis of this subject, see United Na-
tions, Report of the Task Force of the Executive Committee on
Economic and Social Affairs (1999a); UNCTAD (1998), part I,
chap. 1V; ECLAC (1995, Part Three); Eichengreen (1999);
Griffith-Jones (1998); Grilli and Milesi-Ferretti  (1995);
Krugman (1998a, 1998b); Ocampo (1999a), and Rodrik (1998).
35 See in particular Eatwell (1996), Rodrik (1998) and, for Latin
America, Ocampo (1999b).
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Similar arguments could be used to claim that
there are no grounds for limiting the autonomy of de-
veloping countries to choose their exchange rate re-
gime. There are certainly some virtues in the argument
that, in the current globalized world, only convertibility
regimes or totaly freefloating exchange rate regimes
can generate sufficient credibility in the eyes of private
agents. However, the impodtion of any internationa
rules in this area would be unfortunate. The advantages
and disadvantages of these extreme positions, as well
as of interventionist regimes in between the two,
have been subject to extensive debate and, of course,

| X

Conclusions

In this paper it has been argued that the agenda for
international financial reform must be broadened in
at least two senses. First of all, it should go beyond
the issues of financia crisis prevention and resolu-
tion, on which the recent debate has been focused, to
cover also those associated with development fi-
nance for poor and small countries, measures to
overcome the strong concentration of private and
even official financing in a few large “emerging”
economies, and the importance of the “ownership” of
economic and development policies by countries.
Secondly, it should consider, in a systematic fashion,
not only the role of world institutions but also of re-
gional arrangements and the explicit definition of ar-
eas where national autonomy should be maintained.
These issues should be dealt with in a representative,
balanced negotiation process capable of overcoming
some of the adverse political economy features that
characterize the current debate.

In the area of financia crisis prevention and res-
olution, a balance must be struck between, on the
one hand, the current emphasis on the need to im-
prove the ingtitutional framework in which financial
markets operate, and on the other the still insufficient
attention to or action on the design of appropriate
schemes to guarantee the coherence of macroeco-
nomic policies worldwide, the enhanced provision of
emergency financing during crises, and the creation
of adequate debt standstill and orderly debt workout
procedures. In the area of development finance, em-

have given rise to a considerable store of experience.
In practice, countries almost invariably choose inter-
mediate regimes: a fact that is probably explained
not only by the deficiencies of the extremes, but also
by the many other demands that the authorities face.
The choice of the exchange rate regime has, nonethe-
less, major implications for economic policy that
must be recognized in macroeconomic surveillance.
Also, as already noted, domestic prudential regula-
tions must take into account the specific macroeco-
nomic risks that financial intermediaries face under
each particular regime.

phasis should be given to the need to increase fund-
ing to low-income countries, including the use of
multilateral development finance to support in-
creased participation of low-income and smal
middle-income countries in private capital markets.
The role of multilateral development banks in the fi-
nancing of social safety nets during crises should
aso be emphasized. The enhanced provision of
emergency and development financing should be ac-
companied by a renewed international agreement on
the limits of conditionality and full recognition of the
central role of the “ownership” of development and
macroeconomic policies by developing countries.

It has also been argued that regional and subre-
gional institutions should play an essentia roleinin-
creasing the supply of “global public goods’ and
other services in the area of international finance.
The required financial architecture should in some
cases take the form of a network of institutions that
provide the services required in a complementary
fashion (in the areas of emergency financing, surveil-
lance of macroeconomic policies, prudential regula-
tion and supervision of domestic financial systems,
etc.), while in others (particularly in development fi-
nance) it should consist rather of a system of com-
petitive organizations. The fact that any new order
will continue to form only an incomplete “financial
safety net” means both that national policies will
continue to play a disproportionately large role in
crisis prevention and that certain areas should con-
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tinue to be realms of national autonomy (particularly
capital account regulations and the choice of ex-
change rate regimes). Regional institutions and na-
tional autonomy are particularly important for the
smaller playersin the international arena, who would

gain significantly from competition in the services
provided to them and from greater freedom of action
in a context of imperfect supply of global public
goods.

(Origina: English)
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This article takes stock of the situation caused by the Asian
financia crisis and analyses the various proposals made for
dealing with it so as to avoid its repetition; it is concluded that
financia globalization has destabilized the potentially favour-
able effects of the process of opening up to international trade
and productive investment. It notes that while the 1997 finan-
cia crisis did not have the deflationary consequences of the
1929 crisis, thanks to the ingtitutional changes made when pol-
icy-makers reacted to it, the generalization of export-led
growth strategies tends to repeat situations of over-production,
further aggravated by the volatility of international capital
flows. There is now a feeling that the twenty-first century
should mark a dual turning-point: on the one hand, a better
balance should be sought between domestic growth and out-
ward-looking policies, and on the other hand —and above all—a
number of reforms designed to avoid further great financial
crises should be put into effect. A debate is currently under
way on the relative merits of various options in this respect:
negotiation of a new international system; a Brady Plan for
banks; stricter application of prudential regulations; greater
transparency of short-term capital movements; the expansion
of new options markets, or even the establishment of a Tobin
Tax. It would be dangerous to make major structural changes
in the productive and socia organization of the world's econo-
mies solely in response to the pressures of the international fi-
nancial markets. Lastly, the formation of regional integration
areas represents a middle way between internationaization in
al directions and a protectionist withdrawal behind national
frontiers. At all events, notable changes may be expected com-
pared with the 1990s.
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Introduction

The 1990s seems to have marked a turning-point in
the crisis which began in the late 1960s in the United
States and spread from there to the other developed
countries through the effects of the oil shocks. The
Fordist production model had been gradualy losing
its effectiveness and was making way for new princi-
ples which the Japanese seemed to have discovered
and applied with singular efficiency: to such a point
that in the 1980s some anaysts forecast the
“Japanization” of production systems and indeed of
the Western economies in general.

The present situation, at the close of the 1990s,
is very different, however: the internationalization of
trade and production, and even more so the growing
force of financia innovations and their spread all
over the world, mark a new stage with new types of
rules. From now on, growth patterns will be based on
the exploration of all aspects of foreign competition
and the form of incorporation in international finan-
cia networks. In this respect, the United States econ-
omy would appear to be leading the way for the
other countries, which must adjust in one way or an-
other to this new model governed by finance.

The present study seeks to make a critical analy-
sis of this view of the situation, which is now widely
held. It shows that the process of internationalization

of trade and production must not be viewed in the
same light as the financial globalization process. Fi-
nancial crises can spread very rapidly from one
country to another, but national situations and regu-
latory systems continue to be very diverse. Thus, the
dominant role of financial considerations is above all
a feature of the United States and British economies
and applies very little to Germany and Japan, to
name only two examples of aternatives to a type of
capitalism dominated by pure market forces. More-
over, while it is quite true that moderate speculation
tends to stahilize the functioning of goods and ser-
vices markets, excessive accentuation of this process
has a potentially destabilizing effect on financial
markets. If we accept this interpretation, then it is
important to discipline finances. At the same time,
however, it must be recognized that not all econo-
mies have an export-led growth pattern, so it would
not be possible to apply the same political economy
precepts everywhere.

The study closes with a comparative analysis of
the different solutions proposed for overcoming the
potential imbalances marking the current interna-
tional economy. Theideal solution would be to nego-
tiate a new international financial architecture, but
this raises formidable political problems.

Finances for better or for worse

The last fifteen years have been marked by the de-
regulation of national financia systems, the prolifer-
ation of innovations in terms of new financia
instruments, and the de-territorialization of certain
markets, to such a point that most national regulatory
systems have been significantly changed. Govern-

O This study was prepared for CEPAL Review on the basis of
the updating and expansion of a text originally published in
French in Techniques financiéres et développement, No. 53-54,
December 1998.

ments decided to engage in this deregulation in the
hope of furthering investment, economic growth and
employment, without prejudice to the smooth prog-
ress of the economic situation (Aglietta, Brender and
Coudert, 1990). This trend was observed both in the
great industrialized nations and in the emerging
economies, where it was reflected in the rapid impor-
tation of the most sophisticated financial instruments
from Wall Street and the City. It is therefore hardly
surprising that the institutions previously governing
the growth patterns of most countries have fallen out
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FIGURE 1
Financial liberalization is not a cure-all.
Its contradictory medium- and long-term effects
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of step with the new financial system resulting from
opening up to these innovations.

Looking back, the contradictory effects of this
opening up to international finance may be summa-
rized as follows (figure 1):

- On the one hand, when foreign capital inflows
take the form of direct investmen they help to form
new production capacity incorporating the latest
technological advances, because the aim of the trans-
nationals in the 1990s has been to build up a produc-
tion base in selected countries which will ensure
their international competitiveness. This strategy is
diametrically opposed to that aimed at import substi-
tution. If the macroeconomic conditions are stable
enough and the capital flows continue for a decade or
so, it may be expected that the growth in exports will
finally make it possible to repay the external indebt-
ednessinvolved (in this case, private). Thistrend rep-
resents a change from the 1980s, when international
loans went to finance public deficits. This is the
“virtuous’ side of globalization, with international
borrowing making it possible to anticipate higher
rates of national saving while speeding up growth.

A

However, there is another and more dubious con-
sequence.

- Thus, on the other hand investment also takes
the form of diversification of stock and bond portfo-
lios, giving rise to the concept of an “emerging mar-
ket”. Its effects on the improvement of production
efficiency may be seen on the opposite side of the
“virtuous circle”’ referred to above. At first, there is
an abundant supply of credit, reflected in area estate
boom, strong expansion of consumer credit, and the
purchase of stocks and shares, giving rise to a specu-
lative “bubble” from which none of the reputedly
promising countries has escaped, either in Latin
America or Asia (Contamin and Lacu, 1998). Asset
price inflation, sometimes a fall in the rate of saving,
and the shift in production from exports to the do-
mestic market bring on a vicious circle which runs
counter to the “virtuous circle” that it was anticipated
would prevail when it was decided to introduce fi-
nancial liberalization. If the exchange rate is kept sta-
ble in terms of another reference currency (often the
US dollar), this is sufficient to cause inflationary
pressures to be reflected in a deterioration in the
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trade balance, which, once it goes beyond a certain
level, finally puts the international community on
the alert and brings on the withdrawal of short-term
capital (UNCTAD, 1998, pp. 59-76).

The dramafor Mexico, then Indonesia, Thailand
and South Kores, is that this turnaround in the judge-
ment of the financial markets took place before the
benefits of technological and industrial moderniza-
tion had been garnered. Thus, in these countries fi-
nancial liberalization brought on a series of crises of
an unprecedented nature which took finance minis-
ters and central bankers by surprise. Moreover, the
events which took place shed doubts on the strategy
and adjustment plans of the International Monetary
Fund, which are based on a very simple idea: one
model, one crisis, one cure for all.

More generaly, international finance has made
the process of accumulation and consumption ex-

tremely flexible in the short and medium term, but
with the accompanying risk of increasing the sever-
ity of the financial and economic crisis that follows
the period of boom and specul ation. Over-adjustment
—both upward and downward- is a marked feature of
the financial markets. While it is well known that all
financial bubbles eventually burst, as demonstrated
in the notable history of such phenomena by Charles
Kindleberger (1978), it is not so normal for them to
culminate in a wide-ranging cumulative depression.
The only precedent for the crisis of the late 1990s is
the Great Depression experienced from 1929 to
1932. However, economic and financial history
teaches us that crises follow but do not resemble
each other, since the ingtitutional reforms made in
order to overcome them give rise to new forms of
regulation which can in turn suffer a new kind of
structural crisis (Boyer and Saillard (eds.), 1995).

A global financial crisis, but with

a variety of national situations

Does adjustment, which is often dramatically severe,
take the same form in all countries? If the hypothesis
that globalization is a factor leading to unprece-
dented coherence of the international system were
correct, then such uniformity should actually be ob-
served, subject to a few points of divergence due to
the persistence of nationa institutions till in the
course of standardization. In fact, however, global-
ization represents a new form of interdependence of
national economies rather than a force which homog-
enizes them and blends them in a great melting-pot
(Boyer, 1997; Lafay, Freudenberg, Herzog and
Unal-K esenci, 1999).

This can be seen directly from an analysis of the
mechanisms by which the Asian crisis was transmit-
ted (figure 2). Three main mechanisms are involved:

- First, the Asian countries were obliged to ac-
cept a structural adjustment plan in order to obtain
IMF aid. Such plans, however, were originaly pre-
pared for countries suffering from heavy public defi-
cits and lax monetary management, rather than
systemic fragility of the banking system. What hap-
pened was that, under the influence of arapid liberal-

ization process, there was a failure to introduce the
prudential mechanisms and control bodies which
proved necessary in the developed countries in order
to avoid major financial crises (Williamson and
Mahar, 1999; Aglietta, 1995 and 1998). Conse-
quently, the rise in interest rates, the contraction in
public expenditure, the pressures to open up the do-
mestic market, and the acquisition of local firms by
foreign interests, as well as the questioning of the la-
bour laws protecting wage-earners, are all factors
which helped to accentuate the contraction in activity
in each country in the first stage. This unfavourable
evolution further weakened the banking system and
favoured the build-up of fresh bad debts. It is note-
worthy that a completely opposite policy was applied
in the United Statesin the fall of 1998: areduction in
the Federal Reserve interest guidelines relieved the
pressure on the hedge funds, whose ill-advised spec-
ulation could have brought on a systemic crisis.

- Second, most of the newly industrialized coun-
tries had obvious excess capacity when the specula-
tive bubble burst (Hochraich, 1999; Godement,
1999). As the adjustment plans sought to reduce do-
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FIGURE 2

Why did the Asian crisis spread to the rest of the world,
assuming different forms in each country?
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mestic demand, local enterprises turned their efforts
towards outside markets. As this was a generalized
trend, there was a considerable drop in export prices,
which intensified competition with other countries
and often led to devaluation of their currencies. This
occurred in Southeast Asia, but it was also present in
Latin America. The examples of the electronics or
motor industries are sufficient to show how the strat-
egy of seeking to export to the world market has led
to excess capacity all over the world. It was through
this mechanism that the crisis in the Asian countries
spread to the most prosperous economies in both
North America and Europe. Its effect was favourable
asregards inflation control, which is the obsession of
the central banks, but its effect on the profits of the
great transnationals was more dubious, and it had re-
percussions in terms of the instability of stock mar-
ket prices on Wall Street and most of the other
markets. After a period of corrections following the
August 1998 Russian crisis, the boom in stock prices
resumed even more strongly on Wall Street, in the

Export—l ed /
growth regime

unbalanced

name of a “flight to quality”. In view of the reigning
uncertainty in Asia, the sluggishness of the Japanese
economy and the dismal situation in Europe in the
first half of 1999, capita flooded into the United
States, starting the speculative bubble all over again.

- Third, the international commodity market is a
good barometer for judging the world situation. As
Asia had been the most dynamic growth area, the
downturn in activity reduced the demand for oil and
for primary commodities in general. This is why
countries as different as Canada, Norway, Russia and
Venezuela were finally affected by the Asian finan-
cial crisis, abeit a year later. These developments
had repercussions on the expected profits and stock
values of the oil companies and those operating on
the commodities markets. Even in the commodity-
producing countries, the crisis had very special ef-
fects: how could what happened in the case of Nor-
way be compared with the effects in Russia, Canada
or Venezuela? Forms of regulation remain basically
national, but they are subject to shocks which are no
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longer purely domestic but increasingly international
(Berger and Dore (eds.), 1995; Hollingsworth and
Boyer (eds.), 1997).

So once again we see the diversity of national
reactions:

- In Russia, the move towards a finance-based
model further destabilized a production system
which was aready in a very bad way as a result of
growing imbalances and opening-up to international
trade, even in the case of the most essential goods,
such as agricultural products (Sapir, 1996).

- In the United States, the financial crisis only
began to make itself felt in October 1998, when the
whiplash effect of the summer 1997 financial crisis
showed up on the books of the big American cor-
porations. Thanks to the stock market recovery,
however, optimism very soon returned and bol-
stered faith in the emergence of a“New Economy”
which would enjoy steady growth and be free from
the dangers of both inflation and recession (The
Economist, 1999a).

- Japan, for its part, has been experiencing ever
since 1991 the difficulty of running a liberalized
banking system which isin the midst of a speculative
bubble and is hence incapable of solving the problem
of bad debts for itself. The evolution of the dol-
lar/lyen exchange rate has set the pace at which the
Japanese crisis has developed (McKinnon, 1999).
Massive budgetary injections and an interest rate
close to zero barely served to stave off recession,
which finally broke out in the first quarter of 1997.

- In a sense, the Southeast Asian nations have
been experiencing a situation of the same type since
1997, athough in their case it has been much more

AV

violently marked because their form of domestic
regulation lacks the stabilizing elements of the Japa-
nese economy (Godement, 1999). Once again, how-
ever, it should be noted that there are great contrasts
between the way the respective situations evolved
in South Korea, Thailand and Indonesia.

- The Latin American countries were also caught
in the storm and their policy-makers have been thor-
oughly disconcerted. As the Minister of Finance of
Mexico said in mid-1998: “How is it that Mexico
finds itself in a crisis, when the government has
followed all the instructions of the international
organizations?’. The differences between the mone-
tary policies of Argentina and Brazil led to sharp
exchange-rate fluctuations which threatened to
destabilize MERCOSUR.

- Finally, in Europe the launching of the Euro
has made it possible to stabilize exchange rates
among the eleven countries participating in this exer-
cise, which fully vindicates the idea of European
monetary integration in a sense, but since January
1999 there has been the problem of the international
financial markets' appraisal of the viability of this
new currency. The difficulties in coordinating na-
tional budgetary policies and the conflicts over the
strategy of the European Central Bank have naturally
heightened the suspicions of the financial commu-
nity, made wary of risks by their recent experience.
The depreciation of the Euro with respect to the dol-
lar between January and August 1999 is as much a
result of the differencesin situations and in monetary
policies between Europe and America as of the diffi-
culty of giving birth to anew currency in a context of
globalized financial markets (Boyer, 1999a).

The trend towards a finance-based model

is still very uneven between countries

The persistence of marked differences between the
paths followed by individual countries suggests that
globalization is far from having taken possession of
al countries and hence transforming all their domes-
tic economic ingtitutions. This disparity between
transnationalizing financial innovations and national

ingtitutions may be interpreted in two different ways,
however.

- It may be considered, for example, that the
magnitude of the crisis in the Asian countries is due
to their delay in adopting all the rules of a fully de-
veloped financial economy, so that financial open-
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TABLE 1

The North American economy is based on
finance to an exceptionally high degree

United Great
States Britain Canada Japan Germany France
1. Propensity to consume, 1996 0.95 0.926 0.956 0.869 0.884 0.908
2. Stock holdings/disposable
income, 1997 (%) 145 75 95 30 25 20
3. Capital gaing/disposable income (%) 355 15 11 -7 7 5
4. Share of stocks and bonds in
financia assets of households 284 52.4 253 21.3 145
5. Money market rate 534 7.38 5.20 0.32 35 3.46
6. Yield on bonds 6.51 5.59 7.30 1.06 397 4.23
7. Referenceyield (%) 12-16 12-16 12-16 5 6-7 9

Source: Line 1: Keizai Koho Center (1998, p. 97). Lines 2 and 3: The Economist (1998, p. 129). Line 4: Japan Almanac (1998). Line5:

The Economist (1998, p. 129).

ness has not been accompanied by the corresponding
modernization of risk management facilities (Wil-
liamson and Mahar, 1999). Consequently, govern-
ments should press on with the importation of the
kind of rules and control bodies which govern the fi-
nancial systems of the United States or Great Britain:
traditionally the countries which have gone furthest
in innovations and risk management. This is clearly
the question for Japan. It is also clear, however, that
the other domestic institutions should be reformed
accordingly too, since the maintenance of the highest
and stablest yields possible, as demanded by pension
funds, for example, is not generally compatible with
the codification of wage relations or the style of
management practiced by the State. This is why in
South Korea, for example, the question of more
flexible labour regulations has come up once again
after the 1997 crisis.

- In contrast, it may be considered that the pres-
ent financial crisisis simply another episode, coming
after many others (Kindleberger, 1978), in which
speculation has tried to break loose from the eco-
nomic and social constraints which previously af-
fected it, but in which a crisis has very soon occurred
whose severity shows the non-viability of a system
governed solely by finance: a subject dear to the
heart of John Maynard Keynes (1935), and also of
Karl Polanyi (1946). According to this second inter-
pretation, it is necessary to bring back some disci-
pline into financial innovation in order to make it
comply with the need to stabilize the international
economy and ensure steady accumulation of produc-
tive capita at the nationa level (Orléan, 1998 and

1999). In this respect, is it not noteworthy that the
economies where financial liberalization has been
carried out in a prudent manner (Germany, India) or
where productive capital has been made welcome
but not speculative funds (Chile before 1998) have
registered a much more controlled evolution, without
major crises, in spite of the world economic upsets
around them?

Indeed, the fact is that by no means all countries
are on the verge of adopting a new system of accu-
mulation governed entirely by finance (table 1). Only
the so-called Anglo-Saxon countries, headed by the
United States, are serious candidates for such a sys-
tem, for the proportion of their wealth held in the
form of stocks and sharesis high with respect to their
disposable income and seems to play some part in a
particularly high propensity to consume which,
moreover, increases still further as the financial in-
vestments of American households develop. In Sep-
tember 1998, the rate of saving in the United States
became negative (-0.2%) because households fi-
nanced their consumption by resorting to credit: a
situation without precedent since 1959. Furthermore,
the Stock Exchange is an essential means of capital
alocation and control over the way firms are run,
through, for example, the pursuit of much higher
yields than in Europe or Asia. In contrast, Germany
is very far from having these characteristics, which
no doubt explains the different types of evolution
observed on the opposite sides of the Atlantic.

The other European countries, as well as Japan,
are also a long way from adopting the finance-based
economic model, and this is not necessarily a handi-
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TABLE 2
North American capitalism is not so
superior in terms of efficiency

Efficiency of Accessto Distribution of . Social jusiice.
compenies employment and fruits of growth Ratio of mgle workers'
hours worked wages, deciles 9 and 1
Growth rate Growth Growt Size of
Profit- of manufac- Hours rate of Unem- rate of public Annual
ability, turing worked  employ- ployment consump- and rate
1997 product- per ment, rate tion, social 1979 1995 of
(%) ivity, year, 1990- (August 1990- transfers/ change
1990-1997 1996 1998 1998) 1997 GNP (%)
(%) (%) (%) (%)
Countries which
adopted liberalism
United States 32 1986 13 4.6 24 32.0 3.18 4.35 +2.7
Great Britain 10.4 39 1926 0 6.3 18 39.7 2.45 3.31 +2.0
Countrieswith a
strong public tradition
Germany 145 2.7 1517 -0.6 10.7 18 477 2.38 2.25 -1.3
France 15.9 28 1679 0.1 11.8 12 54.1 3.39 3.43 +0.2
M eso-cor por ativist
countries
Japan 12.8 22 1993 0.6 4.3 2.0 35.2 2.59 2,77 +1.2
[€) 2 (€) Q) ©) (6) @) (C) 9 (10)

Source: Columns 1, 2, 4, 5, 6 and 7: OECD, 1998 (calculations made on the basis of the statistical annex). Column 3: Japan Almanac,

1999, p, 107. Columns 8, 9 and 10: Richard Freeman, 1998, p. 44.

cap, as we can see by comparing some major perfor-
mance indicators. in these countries, productivity
grows at roughly the same pace as in the United
States or Great Britain, and at the end of the 1990s
their firms are making perfectly satisfactory profits,
but income distribution is much fairer than in the
highly finance-based countries (Boyer, 1999h).

It is by no means obvious that European and
Japanese policy-makers should force the pace of fi-
nancial liberalization in order to meet the demands of
globalization. This adviceis often proffered to Japan,
which is recommended to import most of America's
institutions if the government intends to try to over-
come the serious crisis of the 1990s (Dornbush,
1998), but in fact it would appear to be easier, wiser
and finally just as effective simply to make marginal
reforms in the institutions inherited from the time of

rapid growth. To be sure, the persistence and magni-
tude of unemployment in Europe and its rapid in-
crease in Japan naturally shed some doubts on the
viability of the institutions governing labour relations
and the labour market, but the cost/advantage bal-
ance is not weighed clearly in favour of an Ameri-
can-type model (table 2). As Richard Freeman
(1998) noted, contrary to genera belief, the United
States has not by any means reached a kind of eco-
nomic nirvana, except in the case of the richest
households, and it would not be advisable for Europe
—even if it were possible- to imitate the American
model in al its details. The example of Britain points
in the same direction: adoption of a finance-based
model has increased inequality without having much
effect on firms efficiency (Froud, Haslam, Johal,
Leaver, Williams and Williams, 1998).
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V

The great financial crises follow

but do not resemble each other

This interpretation has important implications for un-
derstanding the crisis that broke out in 1997, spread
to the rest of the world, and got worse in the fall of
1998. The spectre of a return to the catastrophic
chains of events observed between 1929 and 1932
once again haunts the financial community and the
international organizations. A step by step compari-
son, enlightened by regulation theory (Adlietta,
1976; Boyer and Saillard (eds.), 1995), tends to tone
down these conclusions, however (table 3).

At a certain level of abstraction, there is no
shortage of analogies between 1929 and 1998.

- For a start, a series of speculative bubbles
ended up by bursting, first in Japan in 1990, then in
the Southeast Asian countries in 1997, and finaly in
the United States in the fall of 1998. It should be
noted, however, that the order of the crises was dif-
ferent from that of the 1930s: at that time it was the
United States economy which was hit first by the
outbreak of the financial crisis which then spread to
the other devel oped economies and finally to the “ pe-
riphery”. In the 1990s, the opposite took place as a
direct result of the booms on the emerging markets,
which thus brought the instability of the centre to the
periphery. However, the more highly developed and
firmly established prudential control arrangementsin
North America slowed down the spread of the crisis
associated with the bursting of the Asian financial
bubble. Paradoxically, these uneven degrees of finan-
cial maturity sent financial flows back towards Wall
Street as from late 1998/early 1999. However, the
weakening yield/risk ratio and the fact that the finan-
cial yield tends to be higher than the economic yield
proper shed doubts on the long-term viability of the
path followed by the United States economy since
1991 (Artus and Debonneuil, 1999).

- Secondly, the accumulation regime displays
certain similarities. In many countries, it is marked
by a profit rate which is considerably higher than in
the 1980s, but with insufficient demand to keep up
such a level of profitability in the long term. It is
therefore a crisis of realization rather than of valua-
tion which looms on the horizon. The United States

is an exception to this, but in 1997 most of the other
OECD countries were in a situation rather reminiscent
of that prevailing when the 1929 crisis broke out in
the United States. The effects of the existence of ex-
cess capacity were naturally heightened by the slump
in demand from the Asian countries. So far, the
United States has been the “buyer of last resort”, but
a conjunctural turnaround in that country would as-
suredly reveal the magnitude of the imbalances
which have built up at the world level (Brenner,
1998). A second paradox is that most of the devel-
oped countries till have a growth regime driven by
domestic consumption (Bowles and Boyer, 1995),
whereas almost all governments base their policy de-
cisions on the hypothesis that growth is conditioned
by profit and competitiveness. This error of diagno-
sis was already present in the 1930s.

- The third point of similarity is that the interna-
tional financial system presses in favour of down-
ward readjustments, which obliges countries with an
external-sector deficit to adopt austerity plans,
whereas the countries with a surplus have no incen-
tive (or are unable, like Japan) to reactivate their
economies, since the financial fragility of the banks
leads to ageneralized “wait and see” attitude with re-
gard to investment and consumption. Moreover, fi-
nancial adjustments can be brutal and rapid, whereas
adjustments in economic activity and specialization
continue to be much slower. This great lesson from
the General Theory remains fully valid in these times
of electronic money and globalized finance. In 1929,
too, the speed with which the financial crisis spread
was a decisive factor in the size of the depression and
the contraction in economic activity.

- Lastly, even at atime which is supposed to be
marked by globalization there is till no suprana-
tional system of regulation to ensure the viability of a
variety of national growth regimes governed by fi-
nance. Although it is quite true that there are interna-
tional organizations such as the IMF and the Bank for
International Settlements which are responsible for
preventing financial crises, it is equally true that they
do not have the financia or political resources to in-
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TABLE 3

From a financial crisis to a structural crisis:

a comparison of 1929 with 1998

1929

1998

Nature of system of accumulation
United States

Other industrialized countries
Non-industrialized countries

Ranking of institutional forms

Sources of crisis
United States

Other industrialized countries (such as
France, for example)

Recently industrialized countries

General situation
World

United States

Intensive, without mass consumption

Intensive, without mass consumption

Dynamism of finance
Wave of concentration

Largely competitive wage relations
State not supposed to be interventionist

Multi-polar international order

Excessively high profits compared with
effective demand
Speculation in financial markets

Excessively high profits compared with
effective demand

Fall in commodity prices
Rapid shifts of capital

Optimism of agents: “A New Era’
Over-valuation of stock markets

More erratic evolution of stock prices
Federal Reserve Bank reluctant to inter-
vene

Growth paralysed by stock market
crisis

Extensive, with differentiation of consump-
tion

Moderately intensive, governed by competi-
tiveness

Dependent on foreign capital and exports

Globalized finance controls companies and
governments

Wave of concentration in response to de-
mands of financial markets

Erosion of wage earners' bargaining power
Indebtedness of State limits autonomy of eco-
nomic policy

United States has leadership power, but the
world is of a multi-polar nature

Speculation feeds consumption and conceals
the imbalance in the accumulation system
Profits demanded by finance are not compati-
ble with the long-term profit rate

Imbalances in the accumulation system are
transmitted to external markets (excess capac-
ity; pursuit of trade surpluses)

Financial crises are transmitted to the domes-
tic economy

Discrepancy between time-scale of finance
(attraction of capital) and time-scale of pro-
duction (generation of a trade surplus)

IMF adjustment plans aggravate the imbal-
ances

Fall in commodity prices
Instability of capital movements

New economy with constant growth
Over-valuation of stock markets

Great instability of stock prices

Federal Reserve Bank conscious of danger of
a systemic collapse

Dynamic growth continues, but profits are
under stress

Deflation of assets since 1992, genera defla-
tion since 1997

Contraction in credit due to bad debts and un-
certainty
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tervene when there is a “domino effect” serial col-
lapse that results in a major crisis that could exhaust
their resources and means of intervention. The recap-
italization of the IMF agreed at the end of October
1998 (Camdessus, 1998) and the guidelines given by
the Group of Seven (G-7) bear witness to the aware-
ness of the danger that financial instability represents
for the cohesion of the world system, but this does
not mean that the arms available to the international
organizations are in keeping with the dangers in-
volved in a possible recurrence of speculation. Thus,
for example, the fact that the IMF granted Brazil a
line of credit for US$ 41 billion (IMF, 1998a) to ward
off speculative movements still did not prevent the
brutal devaluation of the Real after the Brazilian
Presidential elections.

Thus, athough there are some common features
between 1929 and 1998, closer analysis of the forms
of regulation and strategies adopted by governments
reveals some notable differences.

- In the old industrialized economies, the
wage-earning society continues to set the form of
regulation, through a closely-knit network of interde-
pendent institutions. The relative inertia of adjust-
ments in employment, hiring and the collective
negotiation of wages, the existence of a minimum
wage, the breadth and diversity of coverage of social
security and the existence of unemployment insur-
ance are all typical features of a form of labour rela-
tions which in many countries —especially in Europe-
prevents a slump in consumption and hence in eco-
nomic activity. This is one of the hidden stabilizers
which prevented the repetition after the first oil
shock of the catastrophic episodes that took place be-
tween the wars. On the other hand, however, this in-
gtitutional stability can prevent changes in the form
of regulation and the establishment of a development
regime more in keeping with both domestic and in-
ternational constraints.

- A second difference from the 1930s is that
previously the countries of the periphery were
mainly suppliers of raw materials and semi-pro-
cessed goods for the industrialized economies,
whereas now much of the production of the South-
east Asian countries and some of the Latin American

countries takes the form of manufactures which com-
pete with the products of the OECD countries. For this
reason, the excess of manufacturing capacity is no
longer observed only in the United States or Europe,
but at the world level, in the newly industrialized
countries, including China, which has made rapid
progress since 1978 in its process of industrialization
and entry into the world market. The crisis of excess
production is therefore much more difficult to handle
now, since it affects different countries: it is a poten-
tial source of international economic conflicts, and
this makes it al the harder to find a positive solution
for the present difficulties. We are thus now involved
in a dangerous and potentially zero-sum game in-
stead of the positive-sum game of the past.

The experience of the catastrophic chains of
events of the 1930s (financial crisis —competitive de-
valuation— withdrawal into protectionism —rising na-
tionalism— world conflict) continues to exert a
powerful influence on the political and economic
leaders of the 1990s, even though few of them actu-
ally lived through these episodes. Thus, in mid-1998
the President of the United States, the President of
the Federal Reserve Board, the top executives of the
World Bank and the IMF, and the Finance Ministers
of the Group of Seven &l proclaimed their intention
of preventing the financial crisis from degenerating
into an economic depression. This is why the great
financial crises follow but do not necessarily resem-
ble each other.

This is the central message of regulation theory:
the great crises follow one another, but never in an
identical form, because it istypical of capitalism that
it evolvesin a spiral, never passing twice through the
same configuration (Boyer, 1999b). Such an eco-
nomic system favours ongoing innovation, and crises
and conflicts give rise to the readjustment of institu-
tional forms, which are thus marked by a strong his-
torical element and notable irreversibility. Each
structural crisis tends to be new and original in terms
of the interaction of its causes and transmission
mechanisms. This is a challenge to the current neo-
classical theories, which claim instead that the deter-
minants of macroeconomic balance remain
unchanged in space and time.
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Disciplining world finance:

a New Deal for the twenty-first century?

All is not for the best in the best of worlds: since the
Asian crisis broke out in 1997 belief in the
self-balancing nature of the financial market has
been severely shaken and the Russian crisis in 1998
led to further questioning of this eminently optimis-
tic conception. In this respect, it is significant that
the financial press has now begun to talk about a new
“New Deal” centered on the debt problem (Business
Week, 1998, p. 60). This proposal is interesting from
more than one point of view.

Firstly, it comes from the big industrial corpora-
tions, which have noted that the expansion of global-
ized finance, which was supposed to facilitate their
operations and raise their profitability, may in fact
prove harmful to them, because it gives rise to insta-
bility on product markets and fosters phases of con-
traction of bank credits which affect both consumption
and investment. This is a message which had aready
been highlighted by the first studies on speculation:
while a little speculation may stabilize product mar-
kets, its generalized spread to finance brings major
instability (Kaldor, 1940). In the face of growing
uncertainty, imitative forms of behaviour become gen-
eral, thus tending to increase the likelihood and mag-
nitude of financial bubbles (Aglietta and Orléan,
eds., 1998). Last but not least, financial globalization
creates great uncertainty about the evolution of ex-
change rates, interest rates, and even the very direc-
tion of national economic policies and hence aso of
growth. The way financial liberalization and global-
ization evolve brings to mind the image of the sor-
cerer’s gpprentice, overwhelmed by his own creations.

Secondly, the choice of the term “New Dedl” is
enlightening because it contrasts with the meaning
this term had for the Unite States after the economic
collapse in 1929. At that time, financial and banking
activity was strongly regulated once again: for ex-
ample, the law prohibited deposit banks from carry-
ing on activities with stocks and securities, precisely
in order to avoid the sources of systemic fragility
which manifested themselves once again in the
1990s. The new situation was therefore related

mainly to the status of wage-earners, who were
granted a number of rights that went against pure
market logic: minimum wage, right to retirement,
right to education, right to share in the fruits of eco-
nomic activity, etc. In the 1990s, in contrast, the
journalists of Business Week were advocating the
equivalent of a Brady Plan. It may be recalled that
this Plan had converted Latin American public debt
into securities tradeable on financial markets. In
1998 this proposal was expanded to cover the ab-
sorption of unpaid private debts owed to the banks.
This new “New Ded” thus referred to an institu-
tional arrangement between bank capital and finan-
cial capital, which is clear proof of the place now
occupied by finance, both in the United States and in
the newly industrialized countries. Incidentally, this
plan confirms that errors of management are not re-
stricted to governments or to Latin America but also
affect banks and private firms and can even affect
most Asian countries, though not all, as shown by
the example of Taiwan. A few years ago, these coun-
tries were dtill considered as possessing special
virtues (World Bank, 1993), and there was a danger
of underestimating the structural weaknesses which
had neverthel ess been present for along time in such
economies as South Korea or Indonesia (Hochraich,
1999; Godement, 1999).

However, these proposals completely overlook
the fact that unless there are new national commit-
ments to stabilize domestic demand the economies
hardest hit by the financia crisis will not be able to
recover their growth. It is important not to try to
solve the problem of over-production by exaggerated
reductions in export prices but, instead, to look for
ways of returning to the growth path through more
buoyant domestic demand and establishment of the
infrastructure needed for long-term development.
There are great needs in Asia, Latin America and
above all Russia, where a third of the population is
below the poverty line and the number of people in
this situation has grown steadily since 1995. The
main criticism that can be levelled at the IMF's plans
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for the Asian countries isindeed that they aggravated
the contraction of domestic demand instead of stimu-
lating it, in contrast with the economic policy applied
by the oecD countries (lower short- and long-term
interest rates, increased public expenditure). Further-
more, there is an increasingly widespread conviction

VI

that al national economies should base their eco-
nomic growth on improvements in their competitive-
ness: that is to say, they should adopt an export-led
model. This error would be all the more harmful be-
cause it would assume that the United States would
play the part of “consumer of last resort”.

The paths open for the future:

multiple policy options

If we take the proposal for a new “New Dea” liter-
aly, then, it is essential that governments should
look for a broader range of options and adopt a strat-
egy better adapted to the diversity of political coali-
tions, the particular needs of speciaization, and the
need for better international linkages. In the fina
analysis, there will be as many strategies as there are
types of trgectories of the societies in question,
whose forms of regulation will continue to be very
different (Amable, Barré and Boyer, 1997). It is en-
couraging that there has been an increase in the num-
ber and variety of proposals since mid-1998 (figure
3). On the other hand, it is regrettable that the unex-
pected dynamism of the United States economy up to
mid-1999, the halt in the recession in Japan and the
lull in the problems of Europe have tended to put off
the implementation of these proposals.

The first strategy, proposed by British Prime
Minister Tony Blair, is to negotiate a new interna-
tional system. This proposal is supported by the
Keynesian-inspired economists and experts who pro-
pose a new international architecture (IMF, 1998a;
CAE, 1999a and b). What should have been a priority
item on the policy-makers' agenda ever since 1971,
after the two oil shocks, and even more so after the
financial liberalization, has finally become a current
issue. But for this to happen we had to witness the
destructive effects of speculation in the 1990s, a-
though the December 1987 stock market crisis
should have sounded an aarm for both analysts and
policy-makers. The difficulty now lies in the content
of the reforms, since the different countries have dif-
ferent, if not downright contradictory interests, de-
pending on whether they are debtors or creditors,
whether they are responsible for a significant part of

international financial intermediation or not, and so
forth. The precedent of Bretton Woods suggests that
political and geopolitical factors predominate, since
in spite of the talents of John Maynard Keynes, the
United States plan was eventually imposed. This
seems to ensure that the initiatives of Washington
and New Y ork, which are at the heart of the financial
globalization process, will be crowned with success,
and both the economic benefit of the United States
and its diplomatic leadership have been strengthened
over the last decade.

Containing the risk of contagion with bad debts
is a second option. In a sense, this would appear to
be easier to achieve, because it involves less political
opposition. The idea of a Brady Plan, taken up again
by Business Week, is logical up to a point because it
aims to make the banks and financial institutions
which have accumulated these bad debts pay part of
the cost of the adjustment, thus relieving the burden
on the public finances and on taxpayers, who gener-
aly have little capacity to privatize benefits and so-
ciadize losses. There could aso be a move towards
concentration, through mergers of big banking or fi-
nancial establishments at the international level. This
trend has already been observed in the United States
and Japan, but it could spread across national fron-
tiers and thus give rise to new international alliances.
Finally, the idea of strengthening the funds available
to the IMF for solving or forestalling international fi-
nancial crises (Camdessus, 1998) now appears to be
a priority, in spite of parliamentary opposition to
greater public expenditure, in view of the serious risk
of a systemic financia crisis perceived in the late
1990s. Furthermore, the independent Central Banks
must learn to operate in a more interdependent man-
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FIGURE 3
How to surmount the financial globalization crisis:
an overview of the strategies open to governments
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ner now that financial globalization has increased the
risk of instability (Aglietta and Cartelier, 1998).

Preventing future outbreaks of “irrational spec-
ulation” (to use the term employed in 1997 by Alan
Greenspan when he was trying to stop Wall Street
from getting out of control) is a third strategy whose
actual form will depend on various possible lines of
action which will ultimately prove very different
from each other.

The conservative tradition, basing itself on the
theory of moral hazard, recommends bankrupting all
speculators who are not able to pay their debts and
all bankers who have made too many mistakes. The
idea is that if they are sure that in future the public

authorities will not come to their rescue, financiers
will opt for more cautious evaluation of risks, so that
the next speculative bubble will be more moderate or
will actually be nipped in the bud. This is quite rea-
sonable, but in the meantime what isto be done if the
bad debts are so numerous that they endanger the
credibility of the whole financial system?

A more moderate solution is to strengthen the
prudential supervision regulations by, for example,
extending them to hedge funds or even raising the
amount of deposit insurance (BIS, 1998). Experience
shows, however, that such measures have not been
totally effective in recent years, for the nature of risk
shifts in line with the systems of protection set up,
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which in the opinion of some experts explains the se-
riousness of the Asian financia crisis: speculators
are very familiar with the previous IMF interventions
and adjust their strategies accordingly. Insurance
simply shifts, and may even increase, the risk.

It has therefore been proposed that the risk ap-
praisal procedures for banks and other financial insti-
tutions should aso be reformed. In this case, the
public authorities would be responsible for ensuring
the certification and implementation of these proce-
dures. There can be no doubt that there has been an
improvement in the soundness of financial systems.
Nevertheless, the example of the near-failure of Long
Term Capita Management (a United States hedge
fund) shows that even the most expert advice on the
calculation of option values, provided by two Nobel
Prize winners who won that distinction precisely for
their work on option value theory, is no guarantee of
success (Croff, 1999), for when market opportunities
are exploited to the full their global properties
change or may be affected by unprecedented changes
(Rohatyn, 1999; Artus and Debonneuil, 1999).

A more ambitious and much more radical pro-
posal was put forward in 1978 by James Tobin: tax-
ing short-term capital at a rate which is very modest
but has a cumulative effect in penalizing speculation
and thus making long-term productive investment at-
tractive again. The situation existing in the 1990s has
given rise to renewed debates about such a reform
(Hag, Kaul and Grunberg, eds., 1996). The tradi-
tional objection to this proposal is that there will al-
ways be tax havens to which capital will flow, even if
the big industrialized countries were to agree on the
simultaneous, coordinated application of such a tax.
On the other hand, the example of Chile shows how
acountry can unilaterally penalize speculative capital
or even prevent it from entering the country at all: it
is quite true that international capital flows turn away
from the country in the short term, but as soon as it
registers strong growth with high profit rates produc-
tive capital returns. Theoretical models indicate that
it is beneficial for a country to slow down short-term
capital movements, because the short-term losses are
amply offset by the medium- and long-term gains.
Indeed, the greater stability of the capital formation
process, the generation of learning effects and the re-
duction of uncertainty lead to more even and ulti-
mately stronger growth (Eliasson, 1984).

At atime which is totally dominated by the fi-
nancial markets' perception of the credibility of eco-

nomic policies, many analysts feel that it is more
reasonable to aim for transparency of capital move-
ments (Davanne, 1998). By pooling real-time statisti-
cal data, the multinational authorities, aided by
governments, could make early diagnoses of im-
pending liquidity crises and prevent them from turn-
ing into systemic crises, the idea being that rational
agents would take these data fully into account and
eschew the imitative forms of behaviour which pre-
cipitate financial crises. Once again, however, finan-
cia history sheds some doubt on the sovereign
nature of this remedy (Kindleberger, 1978): in the
past, the sophistication of the information available
to the actors on financial markets has not prevented
the repetition of severe financial crises. Indeed, mod-
ern financial market theory shows that there is
nothing irrational about speculation and that rational
bubbles can form even under the transparency
hypothesis (Orléan, 1999). A measure of thistype
is not useless —far from it— but it is not of itself suffi-
cient.

Other experts have proposed that liquidity crises
should be dealt with through the creation of options
markets capable of preventing a transitory and acci-
dental liquidity problem from turning first into a fi-
nancial crisis and then a major macroeconomic
crisis. The idea is that all debts denominated in for-
eign currency should be accompanied by an option,
usable at the borrower’s discretion, to postpone the
debt’s maturity by three to six months, subject to
payment of a penalty. The is the “Universal Debt
Rollover Option with a Penalty (UDROP)” proposed
by Buiter and Sibert (1999). The beauty of such a
measure is that it would not call for any public funds,
unlike interventions by the IMF or national Central
Banks, and it would heal the ills of the market
through the extension of market mechanisms: a ten-
dency which would fit in very well with the ideas of
the 1990s and after. Unfortunately, as long as liquid-
ity crises spread and get worse under the impact of
imitative behaviour, major financia imbalances will
continue to require public intervention, so that this
measure would have to fit in with the variety of in-
struments described earlier but could not take their
place.

Socializing losses through the fiscal budget is
the fourth option for dealing with the bad debt
buildup inherited from the 1990s. The argument put
forward in favour of this approach is that, over a cer-
tain threshold, private agents' errors of management
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and foresight can compromise the viability of the
payments system as awhole, and with it the cohesion
of the domestic economy. There is nothing wrong,
then, with carrying out an act of national solidarity,
through the use of tax resources, to restore the dy-
namics of credit, investment and consumption. The
Japanese example shows that these measures are
highly unpopular, so that they can only be adopted
when the government is very strong or the crisisis so
devastating that it dispels the average citizen’s reluc-
tance to compensate some rich speculators for the
mistakes they have made. Nevertheless, most gov-
ernments, be they conservative or social democratic,
American or Scandinavian, have had to resort to this
method in order to avoid a possible collapse of the
entire banking and financial system. Even so, it is
reasonable to advance the mora hazard argument
when thisis the only measure taken by governments:
when they are sure that they will not be allowed to
go bankrupt, banks and financiers will gaily indulge
once again in the delights of speculative bubbles.

A fifth solution would be to reorganize national
institutions in order to adapt them to the needs of in-
ternationalized finance. This is a solution proposed
by analysts who believe (even now!) that globaliza-
tion is an irreversible phenomenon and that once the
period of disturbances comes to an end the emerging
markets will begin to grow again even faster than be-
fore. Conseguently, they say, it is necessary right
now to reform the fiscal structure, improve the qual-
ity of public infrastructure, and eliminate all the “ri-
gidities” from industrial relations by promoting
everywhere and at all times a rapid adjustment to the
unforeseeabl e situations generated by the generalized
spread of the “casino games’ displayed by modern
finance in recent times. In fact, there is nothing irre-
versible about globalization (Boyer, 1997a and b),
and a change of course of the internationalization
process to take account of the limits observed in the
1990s is quite probable (Epstein, 1996 and Helleiner,
1996). Moreover, it is worth recalling the argument
put forward by Karl Polanyi (1946): societies run to
ruin if mercantile relations permeate such a central
ingtitution as the currency and if they seek to com-
pletely dominate labour and the logic of the anthro-
pomorphic reproduction of generations (Aglietta and
Orléan (eds.), 1998). For its part, the General Theory
long ago showed that it was futile to try to return to
full employment by making wages as flexible as
stock market prices. Finaly, and above all,

regulationist studies suggest that it was the firmness
of the original commitment between capital and la-
bour and the strict circumscription of finance which
made possible such rapid and even growth after the
second world war (Boyer, 1999b). Despite appear-
ances and the relative weakness of the organizations
for the defence of wages, the negotiation of a verita-
ble “New Deal” between employers and workers
must be high on the agenda, not only because it fits
in with the needs of short-term adjustment but also
because it must be the ongoing characteristic of a
form of development which would also take account
of the dynamics of social needs in each society and
not just export competitiveness.

Another option open to national leadersisto set
up regiona integration areas. Thus, it is seen that
trade does tend to increase in the three poles of the
triad: thisis very clear in the case of Europe and is
also to be observed in the case of North America
with NAFTA (alater and less vigorous movement) and
aso in Latin America with MERCOSUR and other
trade agreements. In the Asian countries, however, it
is only an embryonic phenomenon, and this has in-
creased the seriousness of their crises, for all these
countries must find outlets outside Asia, thus leading
to a depressive spiral within their own area. In con-
trast, the establishment of the Euro received unex-
pected support when the 1997 and 1998 financia
crises occurred: it was seen that the currencies in the
Euro basket remained stable, whereas the currencies
outside it suffered notable changes in their exchange
rates. It is in such spaces (Europe and North Amer-
ica) that supranational, but not necessarily
world-level, ingtitutions can try to discipline finance
and organize competition so as to maximize its fa
vourable effects for the area as a whole. In this re-
spect, political integration can be more effective than
the establishment of a mere free trade area, asis sug-
gested by the differences between the paths followed
by Europe and Southeast Asia in the 1990s. Like-
wise, the tensions registered in 1999 in MERCOSUR
suggest that a free trade area should include coordi-
nation of monetary and exchange rate policies, which
means giving up part of national sovereignty in the
interest of joint decisions. A movement which has
taken almost half a century in Europe (Boyer, 1998)
cannot be carried out elsewhere within the time lim-
its demanded by the present financial globalization.
Thisis a serious difficulty, of a political and not just
an economic and financial nature, which stands in
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the way of the establishment of regional integration
areas (Frémeaux, 1998).

States always have the option of redefining their
international linkages. Some governments may
rightly consider that it is finance which has
destabilized national forms of organization and
brought on crises. While continuing to seek their
place in an international division of labour which
stimulates innovation and improves production meth-
ods and standards of living, countries can neverthe-
less more or less radically restrict the circulation of
financial capital or at least impose precise rules on its
entry. Such a movement would be more or less the
opposite to the “Multinational Investment Agree-
ment” (MIA) which is being negotiated under the aus-
pices of the oecD but has been held up by strong
opposition. The measures taken by Malaysia show
that the internationalization process can suffer some
setbacks as a result of major crises which shed
doubts on the viability of the previous form of inter-
national linkages. If the financial crisis were to get
worse, this type of strategy could begin to be copied

\ARR

Conclusions

At the beginning of the 1990s it was fashionable to
talk about “the end of history”, on the grounds that
the confrontation between the antagonistic social and
political regimes of capitalism on the one side and
communism on the other had come to an end.
However, those who believed this had forgotten the
extraordinary innovative capacity of capitalism and
above al of finance. In the space of only a decade,
internationalization and the predominance of a
finance-based approach have changed the world and
radically altered the situation of capitalism. The po-
litical agenda has been totally transformed, and the
authorities now have a dual task: first, and above all,
to “domesticate” finance and the market again and
make them into means for ensuring the welfare of
societies rather than as final objectives in them-
selves, and second, to renovate international commit-
ments so that they will give rise to forms of growth
that do not make exporting at all costs the basic

by other countries, regardless of what the advocates
of the superiority of total free trade may think, al-
though on the other hand, what has happened be-
tween 1997 and 1999 gives no indication of an
impending catastrophe like that announced by coun-
tries such as Maaysia, which have tried to free them-
selves from short-term capital movements.

Organizing a withdrawal into protectionism, even
at the cost of a rebirth of nationalism (and not only in
economic matters), would be the last option that some
governments might be tempted to explore, if they had
not been able to carry out any of the preceding strate-
gies successfully. The example of the period between
the wars shows that some events, if sufficiently dra-
matic, could bring this strategy up again as a possi-
bility, even though an ex post facto analysis would
show that it would lead to even greater evils than
those caused by international finance at its worst. In
the light of these problems, the political and eco-
nomic disturbances observed since August 1998 give
grounds for thinking that one of the first candidates
for adopting such a strategy might be Russia.

mainspring of each country’s economic and social
growth.

It is quite true that the buoyant growth of the
United States, the resurgence of the Japanese econ-
omy and the establishment of the Euro have given
grounds for renewed optimism and that many ana-
lysts think that the renewed economic dynamism will
make it possible to avoid the return of the financial
instability of the past without making any major re-
forms. Nevertheless, the imbalances that appeared in
the 1990s are still with us and could surge up again
if, for example, the United States economy were to
go into arecession. That would indeed be the touch-
stone of true reality: the “New Economy” on the one
hand and the viability of the present international
configuration on the other.

For this reason, a genuine New Deal is and must
continue to be high on the world agenda.
(Original: French)
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ences that exist in non-wage labour costs according to the type
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impact of these differences on the labour costs for each type of
worker and the average labour costs. It then goes on to consider
the evolution of labour costs in industry and the different levels
they assume according to the deflator used, because of the
changes in relative prices which accompanied the early years of
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Introduction

Some of the most important changes in labour and
social security legislation in recent years have been
aimed at reducing labour costs. The argument has
been that as labour costs are a major component in
total production costs, their reduction would make it
possible to lower the cost of the goods produced or
the services provided, thus making the enterprises fa-
voured by this policy more competitive.

The policy of reducing labour costs is reflected
in two strategies which are sometimes applied simul-
taneously: on the one hand, reducing social security
contributions and labour taxes —that is to say, the
non-wage component of total labour costs— and on
the other, encouraging the hiring of certain types of
workers (especially young people without previous
work experience and workers who have been out of
a job for a long time) through subsidies and/or tax
exemptions.

The aim of the latter strategy is to reduce the
cost of hiring such workers and thus encourage their
employment. In the case of young people, for exam-
ple, it is necessary to weigh the relative cost of em-
ploying an inexperienced young person of lower
productivity against that of employing an experi-
enced adult worker. These relative costs are balanced
if the State absorbs part of the non-wage labour cost
of the worker in question (mainly the social security
costs), thus reducing the labour burdens or taxes for
the employer, or if the employer is exempted from all
or part of the contributions he would otherwise be
obliged to pay under the labour legidlation.

This new approach to labour and social security
legislation (which, of course, aso has other aims as
well as the reduction of costs) has given rise to con-
siderable discussion. In general, employers consider
that reducing labour costs, together with more flexi-
ble forms of hiring and greater mobility of workers
within the firm, will make companies more competi-
tive because they will be able to offer their products

O The views expressed in this study do not necessarily repre-
sent the official position of the ILO.

at more interesting prices and will be able to adapt
their organization and labour force more easily to
changes in demand.

For their part, although workers acknowledge
the importance of reducing business costs they fear
adverse repercussions on their income and/or on the
extent and quality of protection systems, especially
as regards health and pensions.

The question arises, then, as to whether it is re-
ally necessary to reduce labour costs in order to
make firms more competitive. This study seeks to
provide an answer to that question. For reasons of
availability of information, we have limited our anal-
ysis to the manufacturing sector, and productivity re-
fers to labour and not to the totality of the factors
involved.!

This article is an updated and expanded version
of an earlier study (ILO, 1997) and seeks to estimate
changes in the level of competitiveness on the basis
of variations in productivity and average labour
costs. This latter aspect (average labour costs) was
not taken into account in the original study, as on that
occasion the labour cost analysed was that of a work-
er with a “permanent” contract. However, as in re-
cent years there has been a significant increase in the
demand for workers on fixed-term contracts and,
even more so, for unregistered workers without any
social security coverage, it was considered that the
cost of an employee with a permanent contract did
not properly reflect the average labour costs in the
industrial sector. We have therefore estimated the av-
erage cost given by the sum of the costs of workers
on each type of contract (and also of workers without
any contract), weighted by the share of each of these
types of worker in the overall industrial employment
structure. Likewise, the data on labour productivity
used here refer to the value added per hour worked
and not, as in the original publication, the physical
output per hour worked.

1 Although productivity, defined in this way, refers to only a
single factor, it generally displays a correlation with total factor
productivity. Hofman (1996) shows that this was so in the cases
of Argentina, Chile and Mexico in the period from 1950 to
1992.
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Evolution of non-wage labour costs

in the manufacturing sector

Non-wage labour costs are generaly calculated as
the percentage of the gross wage that the employer
must pay in addition to cover the social security ben-
efits laid down in each country’s legislation. Most
studies also include deferred wages in respect of bo-
nuses (“ Thirteenth month”, etc.) and holidays. How-
ever, both the contributions that must be paid by the
employer and the deferred wages in respect of bo-
nuses and holidays are calculated on the basis of the
legislation applicable to workers with permanent
contracts, and do not take account of the fact that in
some countries workers with fixed-term contracts are
subject to different treatment, while in the case of
workers without a contract employers do not make
any —or hardly any— socia security contributions at
al. In this section we therefore make a distinction
between the non-wage labour costs of each of these
three types of workers.

1. Non-wage labour costs of workers with
permanent contracts

In the countries studied, the evolution of the work-
ers social security deductions? has been as follows:
in Argentina they rose from 14% of gross wages in
1980 to 16% in 1990 and 17% in 1998 (table 1). In
Peru, they rose from 6% in 1990 to 19% in 1994, be-
cause of the pension system reform, but were later
reduced to 11.4%. In the other countries they re-
mained constant: 21% in Chile and between 9% and
5% in Brazil, Colombia and Mexico. It should be
noted that in Chile, as in Peru, the deductions had
been raised earlier because of the privatization of the
pension system.

The bigger deductions paid by workers in Chile
and Peru are due to pension system reform, which
shifted the entire responsibility for financing the

2The term “deductions’ is used to refer to the amount deducted
from a worker’s gross wage to cover his labour benefits, while
“contributions” refers to the amount, over and above a worker’'s
wages, that his employer must pay for the same purpose.

system to the workers, so that they now have to pay
the contributions previously made by their employ-
ers, as well as the share they had always paid them-
selves under the old system. These increased
deductions were offset by a proportional increase in
gross wages.

On the employers' side, their overall contribu-
tions (as a percentage of gross wages) evolved as fol-
lows: in Argentina they were reduced from 59.6% in
1980 to 56.1% in 1990 and 44.8% in 1998 (table 1);
in Brazil they rose dightly from 57.6% in 1990 to
58.2% of the gross wage in 1994 and have since re-
mained unchanged at that level; in Chile they have
stood at 38% since the labour reforms of the 1980s;
in Colombia they went down from 47.6% in 1980 to
46.8% in 1990 but rose again to 49% in 1998, and in
Peru they likewise went down from 66.8% in 1990 to
62.9% in 1994 only to rise again later to 65.6%.

In relative terms (total contributions and other
costs payable by employers/costs payable by work-
ers), contributions range from close to 40% in Peru
to 27.5% in Chile. In Argentina they amount to 31%
and in Brazil, Colombia and Mexico to around 35%.

The calculations of non-wage labour costs made
in this article differ from the estimates made in other
studies and even in previous studies by the ILO itself.
There are two reasons for this. Firstly, the rates used
in such areas as accident insurance, family allow-
ances and severance pay are estimated averages, ad-
justed yearly on the basis of the information
provided by firms and official bodies for the year be-
fore the date of the study. Consequently, as the stud-
ies are updated the rates are modified to reflect more
accurately what actually occurred. Secondly, in some
countries the calculation methodology used has been
changed. Thisis so, for example, in the case of sup-
plementary income in Chile: this is estimated to be
equivalent to 19.8% of gross wages, bearing in mind
that most Chilean wage-earners have a monthly in-
come equa to twice the official minimum wage, in
contrast with earlier studies in which average income
was taken as being egqual to the minimum wage and a
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TABLE 1

Argentina, Brazil, Chile, Colombia, Mexico and Peru: Breakdown
of non-wage labour costs of permanent and temporary workers

Argentina
1980 1990 19942 1998
Permanent Permanent Permanent Permanent Temporary
A. Gross remuneration 100.0 100.0 100.0 100.0 100.0
Net monthly remuneration b 97.1 95.1 94.1 91.3
B. Worker’s contributions 14.0 16.0 17.0 17.0
Pension 11.0 10.0 11.0 11.0
Social welfare © 40 6.0 6.0 6.0
C. Employer’s contributions 59.6 56.1 56.1 448 309
1. Contributions 43.9 404 404 29.1 17.7
Pension 15.0 11.0 16.0 9.9 5.0
Socid welfare © 45 8.0 8.0 6.2 5.1
Family allowances 12.0 9.0 75 4.7 23
Unemployment fund - - 15 0.9 05
IPD ¢ 5.4 5.4 5.4 5.4 28
Accident insurance 20 20 20 20 20
Housing fund 5.0 50 - - -
2. Other costs payable by employer 15.7 15.7 15.7 15.7 13.2
Supplementary payments © 83 83 83 83 83
Holidays 74 74 74 74 49
D. Total cost (A + C) 159.6 156.1 156.1 144.8 130.9
celct' 37.3 35.9 35.9 30.9 23.6
Brazil
1990 1994 1998
Permanent Permanent Permanent Temporary
A. Gross remuneration 100.0 100.0 100.0 100.0
Net monthly remuneration 99.3 99.3 99.3
B. Worker’s contributions 9.0 9.0 9.0
Pension 9.0 9.0 9.0
C. Employer’s contributions 57.6 58.2 58.2 37.2
1. Contributions 382 388 388 259
Social security 20.0 20.0 20.0 20.0
Ind. Socia Services 15 15 15 0.75
Ind. Training Services 1.0 1.0 1.0 0.5
National Institute for Land Settlement and Agrarian
Reform 0.2 0.2 0.2 0.1
Education 25 25 25 1.25
Brazilian Small and Medium-sized Enterprise
Support Service - 0.6 0.6 0.3
Length of Service Guarantee Fund 8.0 8.0 8.0 20
Accident insurance 2.0 2.0 2.0 1.0
Severance compensation 30 30 30 -
2. Other costs payable by employer 194 194 194 11.3
Supplementary payments 8.3 8.3 8.3 85
Holidays 11.3 11.3 111 238
D. Total cost (A + C) 157.6 158.2 158.2 137.2
celct 36.5 36.8 36.8 271
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TABLE 1 (Continued)

Chile

1990 1994 1998

Permanent Permanent Permanent
A. Gross remuneration 100.0 100.0 100.0
Net remuneration 98.7 98.7 98.7
B. Worker’s contributions 21.1 21.1 21.1
Pension 135 135 135
Health insurance 7.0 7.0 7.0
Accident insurance 0.6 0.6 0.6
C. Employer’s contributions 38.0 38.0 38.0
1. Contributions 10.9 10.9 10.9
Severance compensation fund 8.3 8.3 8.3
Accident insurance 9 26 26 26
2. Other costs payable by employer 27.1 27.1 27.1
Holidays 7.3 7.3 7.3
Supplementary payments h 19.8 19.8 19.8
D. Total cost (A + C) 138.0 138.0 138.0
celct! 275 275 275

Colombia
1996

Permanent Temporary Permanent Temporary
A. Gross remuneration 100.0 100.0 100.0 100.0
Net remuneration 100.9 100.9
B. Worker's contributions 7.4 7.4
Pension 34 34
Health insurance 4.0 4.0

Accident insurance
C. Employer’s contributions 47.6 293 529 529
1. Contributions 335 29.3 38.8 38.8
Health insurance ® 47 47 8.0 8.0
Pension 4.3 4.3 10.1 10.1
Severance compensation fund 135' 9.3 9.3 9.3
National Training Service 20 20 20 20
Accident insurance 20 20 24 24
Family allowances 4.0 4.0 4.0 4.0
Family Welfare Institute 3.0 3.0 3.0 3.0
2. Other costs payable by employer 141 - 141 141
Holidays . 5.8 - 5.8 5.8
Supplementary payments’ 83 - 8.3 83
D. Total cost (A + C) 147.6 129.3 152.9 152.9
celct! 322 227 346 346
Mexico

1980 1990 1994 1998

Permanent Permanent Permanent Permanent
A. Gross remuneration 100.0 100.0 100.0 100.0
Net remuneration 105.9 105.9 105.9 105.9
B. Worker's contributions 5.1 5.1 51 51
Pension 21 21 21 21
Health insurance ¥ 30 30 30 30
C. Employer's contributions 40.6 46.8 48.7 48.8
1. Contributions 19.0 25.2 27.1 27.2
Pension 38 4.2 5.7 5.8
Health insurance ¥ 56 8.4 858 858
Day Nurseries 1.0 1.0 1.0 1.0
Retirement - 20 20 20
Accident insurance 26 26 26 26
Housing fund 50 50 50 50
Wage tax 1.0 - - -
Payroll tax - 20 20 20
2. Other costs payable by employer 216 216 216 216
Supplementary payments 11.0 11.0 11.0 11.0
Holidays 10.6 10.6 10.6 10.6
D. Total cost (A + C) 140.6 146.8 148.7 148.8
celct' 289 319 32.8 32.8
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TABLE 1 (Concluded)
Peru
1990 1994 1998
Permanent Permanent Permanent

A. Gross remuneration 100.0 100.0 100.0
Net remuneration 113.0 100.0 108.4
B. Worker’s contributions 6.0 19.0 114
Pension ' 3.0 16.0 11.4
Health insurance 3.0 3.0 -
C. Employer’s contributions 66.8 62.9 65.6
1. Contributions 36.8 329 35.85
Pension 6.0 - -
Health insurance 6.0 6.0 9.0
Accident insurance ™ 3.0 40 40
Housing fund 6.0 6.0 5.0
SENATI (training) 15 12 0.75
CTS (severance compensation) 8.3 9.7 9.7
Family allowances 6.0 6.0 7.4
2. Other costs payable by employer 30.0 30.0 29.7
Holidays 11.0 11.0 9.9
Supplementary payments 19.0 19.0 19.8
D. Total cost (A + C) 166.8 162.9 165.6
celct 400 386 396

Source: Prepared by the ILO on the basis of official information.

& The employers’ contributions for pensions, social welfare, family allowances and the unemployment fund were reduced in 1994 by 30%
in Buenos Aires and by 80% in the poorest provinces. It is estimated that the average reduction was 40%.

® Net remuneration = gross remuneration - worker’ s contributions + supplementary income.

¢ Hedlth insurance, including contribution to the National Institute of Social Services for Retired Persons (INSSJ& P).

9 Severance compensation. The 1994 rate was assumed for 1980 and 1990.

€ Corresponds to bonuses or extra wages.

f Ce = contributions and other costs payable by the employer; Ct = costs payable by workers.

9 Average rate; maximum rate = 3.9%.

h Workers' participation in profits, with average wage equal to 2 official minimum wages.

f Includes retroactive unemployment benefits.
I Corresponds to bonuses or extrawages.
K Mexican Socidl Security Institute: private sector.

Industrial worker enrolled in a private Pension Fund Management Company (AFP).

™ Average. Rates range from 1.0% to 12.2%.

rate of 25% was applied. Furthermore, these calcula-
tions do not include the cost of such items as official
holidays and Sundays, maternity leave, sick leave,
etc., for the reasons explained in 1LO (1997).

2. Non-wage labour costs of workers with
temporary contracts, or with no contract
at all

In three of the countries studied (Chile, Mexico and
Peru),® the rates of contributions applied to workers
with temporary contracts under the current legisla-
tion are the same as for workers with permanent con-
tracts, but in the other three (Argentina, Brazil and

3 Obviously, the costs in respect of deferred wages, length of
service, severance pay, etc., are proportional to the duration of
the contract.

Colombia) they are different. In Argentina, the
non-wage labour costs for these workers averaged
30.9% of gross wages (14 percentage points less than
for aworker with a permanent contract and nearly 15
points less than in 1990, when there was no promo-
tion of temporary contracts). In Brazil, it is estimated
that the non-wage labour costs for a worker with a
fixed-term contract amount to 37.2% of his gross
wage: 21 percentage points less than those for a per-
manent worker. In Colombia, the non-wage labour
costs for a temporary worker have increased from
29.2% of the gross wage in 1988 (before Law 50) to
52.9% at present, bringing them up to asimilar level
to that of a worker with a permanent contract.

We thus see that, except in Colombia, the
non-wage costs for temporary workers have re-
mained unchanged or gone down, which (together
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with the fact that they receive lower wages than per-
manent workers) should give rise to greater demand
for this type of worker. Although this has in fact oc-
curred, it isinteresting to note that there has not been
an even bigger increase in the demand for unregis-
tered workers, who receive lower wages than tempo-
rary workers and whose employers do not pay socia
security contributions for them.* As noted by Szretter
(1999), the use of unregistered workers may form
part of a broader strategy of tax evasion by some
firms.

To sum up, then, in all the countries studied, ex-
cept Chile and Brazil, there have been changes in the
level of overall labour contributions, calculated as a

percentage of gross wages. In Argentina thay have
gone down, while in Colombia, Mexico and Peru
they have increased dightly. In Chile, Colombia and
Peru there is no difference between the non-wage la-
bour costs of permanent and temporary workers, but
in Argentina and Brazil the employers contribution
in respect of temporary workers is lower. In Argen-
tina this difference is due to the established legida
tion, whereas in Brazil it is a matter of custom.
Colombia is in a special situation, as although the
rates of contributions are now similar for both types
of contracts, this was not so in 1988. Law No. 50
adopted in 1990 made it relatively more expensive to
hire temporary labour.

Trade openness and relative prices:

their effects on labour costs

and competitiveness

In the following analysis, we adopt the hypothesis
that there will be gains in competitiveness when la-
bour productivity rises faster than labour costs.
When the labour costs are calculated in national cur-
rency, however, in order to estimate their real level it
is necessary to decide what index to use: the con-
sumer price index (cpPi) or the producer price index
(PP1). This decision is not devoid of importance,
sincein the first few years after the initiation of trade
openness the two indexes evolve at different rates.
The cpi grows faster than the PPl and hence the
growth of real labour costs is smaller when deflated
by the cpl than it is when deflated by the PPI. As
workers are keen to defend the purchasing power of
their wages (that is to say, in relation to the cpi), they
tend to feel that the cPl does not rise sufficiently. In
contrast, when making their economic calculations
entrepreneurs take into account the rise in the firm's
costs (including labour costs) compared with the
evolution of their products prices (the pri), and

4 In some firms, however, the employer may pay their holidays
and bonuses or other types of extra pay.

therefore perceive that when defined in this way the
growth of the index affects their competitiveness. In
this situation, which occurs in the early years of the
openness process, both sides —workers and employ-
ers— have opposite but equaly justifiable attitudes to
the evolution of real labour costs.

The change in relative prices, depending on
whether they are based on the cpl and the PrI, is due
to the fact that the evolution of consumer prices more
strongly reflects the growth rate of the prices of
non-tradeable goods and services, which are usualy
slower to adjust because they are less exposed to the
greater outside competition generated by trade open-
ness, whereas the evolution of producer prices is
more affected by the prices of tradeable goods,
which are quickly affected by trade openness and
tend to come into line with international prices.

Later on, once firms have adjusted to market
conditions, made improvements in their organization
of production and labour, and invested in technology
and staff training, the effect of competition shifts to
the non-tradeable goods sector. Relative prices then
begin to stabilize and the different perceptions of em-
ployers and workers on the evolution of labour costs
tend to disappear.
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TABLE 2
Argentina, Brazil, Chile, Colombia and Peru:
Employment structure for industrial
wage-earners, by type of contract

Permanent Temporary

contract contract No contract

Argentina

1991 67.6 22 30.2

1998 62.0 36 34.4
Brazil

1991 67.9% 321

1996 65.4 34.6
Chile

1990

1996 74.7 9.6 155
Colombia

1988 62.7 7.4 29.9

1996 65.4 7.7 26.9
Peru

1989 55.0 16.1 28.9

1997 251 375 37.4

Source: Prepared by the authors on the basis of national studies.
& Workers “with papers’: includes workers with permanent and
temporary contracts.

In the three countries whose trade openness pro-
cesses began in the 1990s, the cpl grew faster than
the PPI, up to 1993 in Argentina and Colombia, and
up to 1994 in Peru (table 2). Since those dates, both
indexes have tended to evolve along similar lines,
and in Argentina the PPI has even grown faster than
the cp1.

Real labour costs (deflated by the consumer
price index) grew less than productivity in the period
from 1990 to 1995, except in Chile (table 3). Thus,
there were gains in competitiveness of around 10.2%
per year in Argentina, 3.4% in Brazil, 4.8% in
Mexico and 0.6% in Peru. If we break down labour

costs between wages and non-wage costs, we see
that both components grew along similar lines in
Brazil and Chile® but in Argentina non-wage labour
costs grew less than wages, while the opposite oc-
curred in Mexico and Peru.

However, in view of the different perceptions of
workers and employers in this respect, we must also
analyse the evolution of labour costs in relation to
the PPI. As may be seen from tables 4 and 5, the
growth in real labour costs is significantly greater
when deflated by the PP than by the cpi. In Argen-
ting, theincreaseis 8.7% per year in the first case but
there is a decline of 2.0% per year if deflated by the
CPI (table 3). In Mexico and Brazil, labour costs at
producer prices rise 4 times more than at consumer
prices, in Peru 3 times more, and in Chile 1.6 times
as fast. As a result, from the entrepreneurs’ stand-
point there has been a loss of competitiveness in all
the countries except Mexico (table 4): a very differ-
ent situation from that observed when the cpi is used,
when al the countries except Chile increase their
competitiveness.

All this is due to the change in relative prices
resulting from the macroeconomic policies applied:
on the one hand, trade openness brings with it an
increase in the inflow of resources from abroad,
while on the other hand there are stabilization poli-
cies using the exchange rate as an anchor. The in-
crease in exports (mainly of primary commodities)
which accompanies the openness process also helps
to depress the exchange rate. This has a more rapid

51t should benoted that in Chile the reduction in non-wage
labour costs took place in the early 1980s.

TABLE 3
Argentina, Colombia and Peru: Annual variation in
Consumer Price Index (CPI) and Producer Price Index (PPI)
1990 1991 1992 1993 1994 1995 1996 1997
Argentina
CPI 1344.0 84.0 17.6 74 39 16 0.1 03
PPI 798.0 56.7 32 0.1 5.8 6.0 21 -0.9
Colombia
CPl 324 26.8 251 226 22.6 19.7 21.6 17.7
PPI 29.9 231 17.9 13.2 20.7 154 145 175
Peru
CPl 7 650.0 139.0 56.7 395 154 10.2 118 6.5
PPI 6 534.0 96.0 50.5 34.1 10.5 8.8 114 5.0

Source:  ECLAC.
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TABLE 4

Argentina, Brazil, Chile, Mexico and Peru: Evolution of
labour competitiveness in the manufacturing sector, 1990-1995
(Values in national currency, deflated by CPI and annual growth rates)

Real labour costs
Country Productivity Competitiveness
Wage Non-wage Total

Argentina (pesos)

1990 0.95 0.60 155

1995 0.94 0.46 1.40

Annual variation - -5.2 -2.0 8.0 10.2
Brazil (reales)

1990

1995

Annual variation 29 29 29 6.4 34
Chile (pesos)

1990 5.65 2.52 8.17

1995 6.98 3.10 10.08

Annual variation 43 4.2 43 3.6 -0.7
Mexico (pesos)

1990 4.98 2.33 7.31

1995 521 2.56 7.77

Annual variation 0.9 19 12 6.1 4.8
Peru (new soles)

1990 0.21 0.12 0.33

1995 0.26 0.16 0.42

Annual variation 44 59 51 5.7 0.6

Source: Prepared by the ILO.

effect on pricesin the tradeabl es sectors (those which
are most important for producers) than in the
non-tradeable ones (which are most important for
the workers, in their capacity of consumers). Conse-

|V

quently, the evolution of labour costs and incomes is
viewed differently by those concerned, while the
origin of this differential behaviour actually lies
outside the labour sphere.

The structure of employment and
labour costs, 1990-1997

Because of limitations of information on labour costs
by types of contract, this section deals with only four
countries: Argentina, Chile, Colombia and Peru. The
hourly labour costs of permanent, temporary and un-
registered workers are compared and the average la-
bour cost is calculated from the weighted sum of the
costs for these three types of workers. A calculation
is also made of the reduction observed in comparison
with a situation in which there were no changesin la-
bour legislation nor in the structure of manufacturing
employment by types of contract. In the light of the
growth in industrial productivity over the period in
question, a calculation is made of the gains and

losses in competitiveness with and without changes
in the structure of employment. The costs are mea-
sured in current dollars, thus making it possible to
anayse the effect of exchange rate lag on them and
on competitiveness, and finally the evolution of com-
petitiveness if there had not been an exchange rate
lag is estimated.

1. The structure of wage-earning employment
in the industrial sector

In the period analysed, the proportion of
wage-earners with permanent contracts in manufac-
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turing went down, except in Colombia, while the
proportion of workers with temporary contracts went
up, as also (except in Colombia) did the proportion
of workers without contracts (table 5).

In Argentina, the proportion of workers with
permanent contracts went down by 5.6 percentage
points between 1991 and 1998, while the proportions
of workers with temporary contracts and those with-
out any contract at al went up by amost 1.5 points
and rather more than 4 points, respectively. In Peru,
the proportion of workers with permanent contracts
went down by some 30 percentage points between
1989 and 1997, while the proportion of temporary
workers rose by over 20 points and that of workers
without contracts grew by 9 points. In Colombia,
however, the proportion of workers with permanent
contracts increased by 2.7 percentage points between
1988 and 1996, the proportion of unregistered work-
ers went down by 3 points, and that of workers with
temporary contracts increased by only 0.3 points.

As a result of these changes in the structure of
employment, wage-earning employment in manufac-
turing became more precarious in al the countries
studied except Colombia, this being particularly
marked in the case of Peru.

2. Labour costs by type of contract and
average labour costs

Let uslook first at the labour costs for temporary and
unregistered workers, since the fact that they are
lower than those of permanent workers should in the-
ory lead to an increase in employment without a cor-
responding increase in lack of socia protection or
precarious job tenure. We will therefore analyse the
contributions that employers have to pay for workers
with temporary contracts and the differences in
wages between permanent workers, those with tem-
porary contracts, and those with no contract at all.
Although, as aready noted, the legislation does
not exempt employers from the obligation to make
contributions in respect of temporary workers (ex-
cept in Argentina), such contributions are smaller in
absolute terms because the gross wages of these
workers are lower than those of permanent workers.
In 1966, temporary workers in manufacturing re-
ceived 60%° of the wages of permanent workers in

6 Other studies indicate that the average wages of temporary
workers were 81.5% of those of permanent workers.

TABLE5
Argentina, Brazil, Chile, Mexico and Peru:
Evolution of labour competitiveness in the
manufacturing sector, 1990-1995

(Annual growth rates, in national currency

deflated by PP)
Country Ree:l:olgb;our Productivity i?};fg
Argentina 8.7 8.0 -0.6
Brazil 12.5 6.4 -5.4
Chile 6.9 36 -3.1
Mexico 43 6.1 17
Peru 17.2 5.7 -9.8

Source: Prepared by the ILO.

Argentina and Chile and 64%’ in Colombia and
Peru. As the contributions payable by employers are
the same percentage of gross wages, the hourly la-
bour cost of temporary workers in industry is lower
than that of permanent workers, by the same propor-
tion as the gross wage (34% less in Colombia and
Peru, and 40% less in Chile).

In Argentina, the hourly labour cost of tempo-
rary employees is 44% lower than that of permanent
workers. Of this overal difference, 62% corresponds
to wages and 38% to the exemption from employers
contributions (table 6).

In the light of the wage differences reported by
the four countries in question (insufficient informa-
tion is available for Brazil) and the partial exemption
from employers' contributions in Argentina, an esti-
mate can be made of the differences in hourly costs
by type of contract (tables 6 and 7). This estimate
shows that the cost of hiring a temporary worker is
between 56% and 65% of the cost of hiring a perma-
nent employee.

The potential effect of the lower cost of hiring
temporary workers on the average labour costs of a
firm depends on the percentage of the total number
of jobs that can legaly be filled with temporary
workers under forms of contract promoted by the
legislation. In Argentina, this percentage cannot be
more than 30% in the case of firms with over 25
workers, it can be up to 50% in firms with between 6
and 25 workers, and there is no limit in the case of

7 These figures refer to the average wages for each group. The
differences grow smaller as the workers' years of schooling in-
crease. Thus, the average wages of workers with a university ed-
ucation are not significantly different, regardless of whether
they have temporary or permanent contracts.
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TABLE 6
Argentina, Brazil, Chile, Colombia and Peru: Hourly labour costs of
workers with permanent and temporary contracts in manufacturing
(Current dollars)
Permanent Temporary (1-year contract) Cost of
temporary
Non-wage Non-wage workers/cost
Wage cost Total Wage cost Total of permanent
workers
Argentina, 1998 457 1.96 6.53 2.76 0.87 3.63 0.56
Brazil, 1996 3.74 218 5.92
Chile, 1996 237 0.91 3.28 143 0.54 1.97 0.60
Colombia, 1996 1.44 0.76 2.20 091 0.49 1.40 0.64
Peru, 1997 1.29 0.83 212 0.83 054 1.37 0.65

Source: Prepared by the ILO on the basis of official country data and case studies.

TABLE 7

Argentina, Brazil, Chile, Colombia and Peru: Labour
costs of workers with and without contracts, 1996

(Current dollars)

Cost without contract/

With contract .
Without contract cost with contract
Permanent Temporary Temporary Permanent
Argentina, 1998 6.53 3.63 3.01 0.83 0.46
Brazil, 1996 5.92 1.26 0.21
Chile, 1996 3.28 197 1.37 0.70 0.42
Colombia, 1996 2.20 1.40 0.90 0.64 0.41
Peru, 1997 212 1.32 1.01 0.76 0.48

Source: Prepared by the authors on the basis of national studies.

firms with less than 6 employees. In Chile, Colombia
and Peru the legislation does not specify any limit on
the proportion of such contracts.

Consequently, in a medium-sized firm which
can fill up to 30% of its jobs with temporary work-
ers, the use of the forms of contracts promoted by the
legidation would make it possible to reduce average
labour costs by around 13% in Argentina, 43% in
Chile, 34% in Colombia and 38% in Peru. It should
be noted, however, that in Chile this reform was in-
troduced in 1978, so that its effect on the reduction
of labour costs took place before the period studied.

3.  The labour cost of unregistered workers
The non-wage labour costs of unregistered workers

are lower than those of workers with contracts, not
only because employers pay only a part of the legally

established contributions but also because such
workers gross wages are lower.

With regard to the contributions that should be
paid by the employer, it is believed that unregistered
workers do receive deferred wages (such as holidays
and bonuses), but there are doubts as to whether the
benefits in respect of holidays and extraordinary pay-
ments are the same for both registered and unregis-
tered workers. Szretter (1999) estimates that on
average unregistered workers receive only haf the
deferred wages of workers with temporary contracts,
i.e, 6.6% of gross wages compared with 13.2% in
the case of temporary workers. For the purposes of
the present study, however, we have assumed that
workers without a contract receive the same benefits
as workers with temporary contracts in respect of
holidays and supplementary payments, which would
amount to 13.2% of gross wagesin Argentina, 11.3%
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TABLE 8

Argentina, Brazil, Chile, Colombia and Peru:

Hourly labour costs in manufacturing

(Current dollars)

Argentina Brazil Chile Colombia Peru
PERM? AVER® DIFF° PERM AVER DIFF PERM AVER DIFF PERM AVER DIFF PERM AVER DIFF

1988 - - - - - 11 0.9 18% -
1989 - 2.37 1.84 22% . - e e - 0.96 0.81 16%
1990 - 2.25 1.73 23% 2.54 2.2 13% - -
1991 455 364 20% 232 177 2% . - . . - -
1996 6.33 5.04 20% 5.92 4.2 29% 34 2.95 13% 21 17 19% 2.2 -
1997 6.31 5.12 19% 5.17 3.67 29% 3.49 3.03 13% 2.37 1.92 19% 2.12 1.73 18%

Source: Country studiesby ILO.

& Hourly labour cost of workers with permanent contracts.

b Average hourly labour cost of al workers in manufacturing.
¢ Difference between hourly costs.

in Brazil, 27.1% in Chile, 14.1% in Colombia and
29.7% in Peru.®

The gross wages of unregistered workers are
lower than those of workers with permanent or tem-
porary contracts. In the hypothetical situation as-
sumed above, the wages of workers without
contracts in the last year of the period studied would
represent 94% of the wages of temporary workers
and 58.3% of those of permanent employeesin Ar-
gentina, 91% and 53% respectively in Chile, and
94% and 62% in Colombia, while in Peru they
would be similar to those of workers with temporary
contracts. In Brazil (where no information is avail-
able on the average wages of workers with tempo-
rary contracts), in 1996 the wages of workers
“without papers’ were 30% of those of workers
“with papers’.

Thus, the cost of employing a worker without a
contract would be 17% less than the cost of atempo-
rary employee in Argentina, 30% less in Chile, 36%
less in Colombia, and 24% less in Peru, while the
difference would be much greater compared with a
permanent employee (54% less in Argentina, 58% in
Chile, 59% in Colombia, 52% in Peru and 79% in
Brazil).

8 The higher proportions in the cases of Chile and Peru are due
to the assumption that workers with and without contracts both
receive two extraordinary payments equivalent to the average
monthly wage in Peru and annual bonuses equivalent to 25% of
their gross monthly wages in Chile.

4. Average labour costs

On the basis of the labour costs for each type of con-
tract and structure of employment in manufacturing
(table 2), we can calculate the average hourly labour
costs for the period studied. Thus, in 1997 such costs
came to 5.12 current dollars in Argentina, 3.67 in
Brazil, 3.03 in Chile, 1.92 in Colombia and 1.73 in
Peru (table 8).

These average costs are between 13% and 29%
lower than they would be if all workers had perma-
nent contracts.” As may be seen from table 8, the dif-
ference would be 29% in Brazil, 19% in Argentina
and Colombia, and 18% in Peru. Although this differ-
ence went down dightly over the last seven years in
Argentina, it remained unchanged in Colombia and
increased in Peru. This different behaviour is ex-
plained by the fact that although the proportion of
workers without contracts or with temporary con-
tracts increased in Argentina, there was a reduction
(from 70% in 1991 to 85% in 1997) in the relative
wage differentia between unregistered and permanent
employees.™® In Peru, the increased difference is due

° Thisis atheoretical maximum reduction, sinceit is not feasible
for all the workersin firms (public or private) to have permanent
contracts.

10 The evolution of wage differentials in Argentina should be
viewed with caution, because “unregistered workers’ may in-
clude professionals providing services to firms without being
registered on the payroll. The salaries of such professionals are
usually higher than the average and also grow faster.
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to the fact that there were increases both in the pro-
portion of workers with temporary contracts or with-
out any contracts at all and in the wage differentials.

The estimated average labour costs are not only
lower than those that would have been registered if
al workers had permanent contracts but also lower
(except in Colombia) than those that would have ap-
plied if the employment structure obtaining in the
first year of the period studied had been maintained.
Thus, in 1997 the labour cost would have been 5.32
dollars instead of 5.12 dollars in Argentina (3.8%

V

higher) and 3.77 dollars instead of 3.67 dollars in
Brazil (2.7% higher). Only in Colombia would they
have been lower (1.89 dollars instead of 1.92 dollars
(1.6% lower). This has been the main economic ef-
fect of the more flexible rules on contracts. In a con-
text in which the exchange rate is used as an anchor
for stabilization policies, such flexibility should fa-
cilitate adjustment of the labour market and enable
the reduction in average labour costs, for a given
level of productivity, to be reflected in higher com-
petitiveness.

Labour costs, productivity

and competitiveness

1. Labour costs and competitiveness

In the 1990s the average labour costs in manufactur-
ing (in current dollars) rose by 5.9% per year in Ar-
gentina, 9.0% in Brazil, 4.7% in Chile, 8.8% in
Colombia and 9.9% in Peru (table 9).

This significant increase (largely related to the
exchange rate lag registered in that decade) was less

TABLE9

than the increase in productivity® in Argentina
(9.4% per year) and Chile (7.8%) but higher in
Brazil (5.3%), Colombia (3.5%) and Peru (3.4%).
Consequently, industrial productivity rose by around

11 |n terms of the gross value of output per worker, in current
dollars.

Selected countries: Evolution of average labour costs,
productivity and competitiveness

(Annual rates)

Cost Competitiveness 2
Produc-
With b WithOLg tivity With b WithOLg
change change change change
United States, 1990-1996 29 44 15
South Korea, 1990-1996 14.2 12.0 -1.9
Germany, 1990-1996 21 6.2 4.0
Argentina, 1991-1997 5.9 6.5 9.4 33 2.7
Brazil, 1989-1997 9.0 9.4 53 -34 -37
Chile, 1990-1997 47 7.8 3.0
Colombia, 1988-1997 8.8 8.6 35 -4.9 -47
Peru, 1989-1997 9.9 12.2 34 -5.9 -7.8

Source: Prepared by the ILO.
& Calculated through the following formula:

_@+a

@ + lc)

where
¢ = annual variation in competitiveness
g = annua variation in productivity
Ic = annual variation in labour costs
i.e., change in employment structure, by type of contract.

b
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3.0% per year in Argentina and Chile but went down
in Brazil (-3.4% per year), Colombia (-4.9% and
Peru (-5.9%).

The growth of competitiveness in Argentina and
Chile was higher than that registered in the United
States and South Korea between 1990 and 1996, due
mainly to the rapid increase in productivity in the
two Latin American countries, while the loss of com-
petitiveness of Brazil, Colombia and Peru (which
even exceeded the corresponding loss in Korea) was
due both to the rapid increase in labour costs and to
the modest growth of productivity.

How would competitiveness have evolved if in
1997 the employment structure in each country had
remained the same as that obtaining in the first year
of the period studied? The results indicate that in Ar-
gentina labour costs would have been 3.8% higher
than those actually registered, in Brazil 2.7% higher,
in Peru 15% higher, and in Colombia 1.6% lower.
This means that hourly labour costs would have in-
creased more per year than they did with the change
of structure in Argentina, Brazil and Peru, but
dightly less in Colombia. Thus, in Argentina, Brazil
and Peru industrial competitiveness would have in-
creased 0.5%, 0.2% and 1.9% less than it actually
did, respectively, while in Colombia the loss of com-
petitiveness would have been 0.2 percentage points
less (table 9).

The introduction of more precarious forms of
employment made it possible to reduce labour costs
because of the lower non-wage costs in Argentina
and because of the lower wages for non-permanent
labour in all the countries studied. Thus, Argentina
was able to increase its competitiveness in spite of
the fixed exchange rate and it was possible to partly
offset the loss of competitiveness dueto slow pro-
ductivity growth and exchange rate lag in Brazil, Co-
lombia and Peru.

The increase in labour costs in dollars was due
to the increase in nominal wages in a context of ex-
change rate lag. Increased productivity, for its part,
was due mainly to the reduction in the level of em-
ployment.”? The evolution of competitiveness has
thus been determined by the influence of changes in
the employment structure and exchange rate policies
on labour costs and the effect of lower levels of em-
ployment on productivity.

12 See Amadeo, Camargo, Frenkel and Hernandez-L aos, 1999.

2. Labour costs and the effective exchange rate

In the period studied, most of the countries in ques-
tion displayed over-valuation of the nationa cur-
rency and exchange rate lags, due both to the inflow
of foreign capital and to the use of the exchange rate
as an anchor in stabilization policies. In others, how-
ever, the exchange rate policies applied linked the lo-
cal currency to the relation between domestic and
external inflation, so that the exchange rate main-
tained its parity and rose at the same rate as inflation,
or even faster. In the latter case, there was under-
valuation of the national currency or devaluation in
real terms.

Real gains in labour competitiveness will occur
when the growth rate of labour productivity is higher
than that of labour costs and is aso sufficient to off-
set the effects of exchange rate lag.

If weincludein the analysis the effects produced
by exchange rate lag, using the effective exchange
rate given by the behaviour of the national currency
vis-a-vis those of the country’s main trading partners,
the levels of competitiveness given in table 9 change
significantly.

Let us now look at the evolution of manufacturing
competitiveness after correcting the lags or advances
of the effective exchange rate (tables 10 and 11).

When this is done, the competitiveness gains are
reduced and the losses increase in countries like
South Korea and Germany, which devalued their cur-
rencies to less than the equilibrium or parity level
with the currencies of their main trading partners. In
contrast, in countries like Argentina, Brazil, Chile,
Colombia and Peru, which had overvalued curren-
cies, exchange rate correction increases the gains in
competitiveness by Argentina and Chile, reduces the
losses of Colombia and Peru, and turns Brazil's loss
into a gain.

In these circumstances, if we look at the behav-
iour by countries we see that in the period studied the
manufacturing productivity of Argentina, Brazil,
Chile, Colombia and Peru rose significantly, but not
as fast as labour costs in the cases of Brazil, Colom-
bia and Peru (table 9), so that they suffered competi-
tiveness losses of 3.4%, 4.9% and 5.9% respectively.
The situation was different in Argentina and Chile,
where productivity rose faster than average labour
costs, giving rise to competitiveness gains of the or-
der of 3.3% and 3.0% respectively. If we introduce
exchange rate correction, however (table 10), the
gains in competitiveness would be still greater in the
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TABLE 10

Selected countries: Evolution of labour competitiveness
in manufacturing after exchange-rate correction

Productivity Labour costs Effective exchangerate  Annual variation in
(base year=100) (base year=100) (base year=100) competitiveness®
United States, 1990-1996 129.5 118.7 96.9 20
South Korea, 1990-1996 197.4 2218 118.0 -4.6
Germany, 1990-1996 1435 113.3 1225 0.6
Argentina, 1991-1997 1714 1411 713 9.3
Brazil, 1989-1997 151.2 199.3 64.5 2.0
Chile, 1990-1997 169.2 137.9 87.2 5.0
Colombia, 1988-1997 136.3 2136 64.7 -0.2
Peru, 1989-1997 130.7 212.8 91.8 -4.9

Source: Table 9 above and ECLAC for effective exchange rate.
2 Calculated through the following formula:
_ A+qg@+ er)D_1

C | s e—
o @+lo 0

where c is the annual variation in competitiveness, q is the annual variation in productivity, er isthe annual variation in the effective

exchangerate, and Ic isthe annual variation in labour costs.

TABLE 11
Selected countries: Variation in
competitiveness of manufacturing

With Without
exchange exchange
rate lag or rate lag or

advance advance
United States, 1990-1996 15 20
South Korea, 1990-1996 -1.9 -4.6
Germany, 1990-1996 4.0 0.6
Argentina, 1991-1997 33 9.3
Brazil, 1989-1997 -34 2.0
Chile, 1990-1997 3.0 5.0
Colombia, 1988-1997 -4.9 -0.2
Peru, 1989-1997 -5.9 -4.9

Source: Tables 9 and 10 above.

cases of Argentina and Chile (9.3% and 5.0% per
year, respectively), the losses would be smaller in
Colombia (-0.2%) and Peru (-4.9%), and Brazil’'s
loss would be turned into a gain of 2.0%.

With regard to countries outside the region, we
see that Germany’s gain in competitiveness would
have been smaller if it had not devalued its currency,
while South Korea's loss would have been greater. In
the case of the United States, its gain in competitive-
ness would be dightly greater if account is taken of
the evolution of the dollar compared with the curren-
cies of its main trading partners.

To sum up, the analysis made so far shows that
the competitiveness of countries depends both on the
decisions taken by employers and workers that affect
labour costs and productivity and the macroeco-
nomic policies applied. During the period studied,
the exchange rate lag that existed in many countries
of the region made nominal labour costs higher and
reduced export income in national currency terms,
giving rise to loss of competitiveness in most cases.

As dready noted, the exchange rate policies ap-
plied have been influenced by the inflow of
short-term foreign capital as a result of the open-
ing-up of markets, as well as by the stabilization pol-
icies applied. In the case of the countries studied
here, globalization would therefore appear to have
had not only the well-known positive effects but also
an exchange-rate effect which, so far, has adversely
affected manufacturing competitiveness. Further-
more, globalization shifts the burden of domestic ad-
justment onto costs (especialy labour costs) and
productivity. The evolution of labour costs in the
countries studied affects competitiveness, but this ef-
fect depends on the evolution of productivity and
also on the effects of macroeconomic policies. In-
deed, during the period in question these factors
were more important than the evolution of wages and
wage-based taxes to finance socia security benefits.

The incidence of exchange rate policy on labour
costs and competitiveness was clearly shown by the
devaluations made by all the countries except Argen-
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tina to compensate for the effects of the maxi-deval-
uations effected by the Asian countriesin 1997.

3. Labour costs and competitiveness in the
context of the Southeast Asian crisis

The measures taken by the Southeast Asian countries
to deal with the crisis that affected them as from the
second half of 1997 forced Latin American firms to
make greater effortsin order at least to maintain their
levels of relative competitiveness vis-a-vis those
countries.

The devaluations made by the Southeast Asian
countries led to reductions in labour costs in dollar
terms between the first half of 1997 and the first half
of 1998 which amounted to 24.8% in Thailand,
28.1% in the Philippines, 33.1% in South Korea,
34.9% in Indonesia and 38.4% in Malaysia. This re-
duction in labour costs occurred in the midst of a
generalized contraction of real wages due to the
speeding-up of inflation in all these countries. At the
same time, average labour productivity in the manu-
facturing sector also declined because employment
did not go down in proportion to the abrupt drop in
industrial production during the adjustment (ILO,
1998).

As aresult of the evolution of labour costs and
productivity, manufacturing sector productivity rose
significantly in all the Southeast Asian countries dur-
ing the first half of 1998 as compared with the same
period the year before, with the gains in competitive-
ness ranging from 40% to 60%, except in Thailand
(21.4%).

Consequently, the competitiveness of the Latin
American countries would have had to increase by
between 20% and 60% in 1998 merely in order to
maintain their pre-crisis levels of relative competi-
tiveness. As it was difficult, if not impossible, to
make a fresh reduction in labour costs of this magni-
tude and it was not possible either to raise productiv-
ity by the same amount in the short term, the only
possibility was to reorient exchange-rate policy: i.e.,
to devalue the nationa currency more in order to
reduce costs in dollar terms.

Between the first half of 1996 and the first half
of 1997 (that is to say, the twelve months before the
Asian crisis) there were substantial gains in manufac-
turing sector competitiveness in all the countries
studied except Chile, where there was a decline of
4.1% (figure 1). The increase in productivity in those

FIGURE 1

Argentina, Brazil, Chile, Colombia and Peru:
Annual variation in labour costs, productivity
and competitiveness in the manufacturing sector
(First half of 1996-first half of 1997)
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Argentina, Brazil, Chile, Colombia and Peru:
Annual variation in labour costs, productivity
and competitiveness in the manufacturing sector
(First half of 1997-first half of 1998)
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twelve months (Argentina: 7.5%; Brazil: 6.1% and
Peru: 4.4%) was due to the rapid growth of output
per hour worked (5.4% in Peru and 7.5% in Argen-
tina and Brazil), while labour costs rose by only
0.2% in Argentina and a little over 1.0% in Brazil
and Peru. In Colombia, the 6.2% increase in compet-
itiveness was due entirely to the reduction in labour
costs in dollars because of the devaluation of the
peso, since productivity rose by only 0.7%.

In contrast with the foregoing, the evolution of
labour costs and productivity in the context of the
Asian crisis —that is to say, between the first half of
1997 and the first half of 1998— indicates that |abour
costs went down in all the countries except Argentina
(by 0.4% in Brazil, 1.9% in Chile, 4.9% in Colombia
and 4.3% in Peru) (figure 2). Obviously, these reduc-
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tions —which took place even though real wages in-
creased (except in Argentina and Peru) because the
adjustment was being carried out without increasing
inflation— were associated with the major (Chile, Co-
lombia and Peru) or minor (Brazil) devauations of
the respective national currencies in these twelve
months. Parallel with this reduction in labour costsin
dollar terms, al the countries except Peru registered
increases in productivity (physical output per hour
worked): 3.9% in Brazil, 4% in Chile and 5.4% in
Colombia. This caused competitivenessto rise by be-
tween 4.3% (Brazil) and 10.9% (Colombia) (figure
2). In Peru, athough labour costs in dollar terms
went down due to the devaluation, productivity
dropped by 4%, so that the rise in competitiveness
was only 0.3%. In Argentina, although labour costs
increased in dollar terms, competitiveness neverthe-

V

Conclusions

At least five conclusions may be drawn from the
analysis made in this study. Firstly, there was a
change in the structure of private sector employment
in terms of forms of hiring. There was an increase in
the proportion of workers with temporary contracts
or no contract at all (except, in the latter case, in Co-
lombia) and a decrease in the proportion with perma-
nent contracts.

Secondly, in some countries the rates of contri-
butions payable by employers in respect of workers
with temporary contracts were reduced to promote
the hiring of such workers.

Thirdly, as a result of the foregoing, average la-
bour costs (calculated by weighting the labour costs
by type of contract by the weight of such contractsin
total employment) rose less than would have been
the case if there had not been a change in the struc-
ture of wage labour and an accentuation in wage dif-
ferences. Consequently, some countries obtained
greater competitiveness gains than they would have
attained in the absence of such changes, while others
suffered less serious losses of competitiveness than
they would otherwise have undergone. The only ex-
ception was Colombia, where the changes led to a
dlightly greater increase in labour costs than would
otherwise have been the case.

less rose by 3.7% thanks to the 6.8% increase in pro-
ductivity due to both the growth of physical output
and a dlight reduction in manufacturing sector em-
ployment.

To sum up, then, the increases in productivity
obtained in some countries thanks to the expansion
of industrial output and lower levels of manufactur-
ing sector employment, as well as the devaluations
made in other countries, which helped to reduce la-
bour costs in dollars, made it possible to improve
competitiveness in the twelve months following the
onset of the Asian crisis. Nevertheless, this did not
prevent aloss of relative competitiveness, because as
dready noted, the Asian countries increased their
competitiveness even more, thanks to the reduction
of their labour costsin dollar terms rather than to in-
creases in productivity.

Fourthly, even in those countries which regis-
tered losses of competitiveness (Brazil, Colombia
and Peru), these were not due to a drop in productiv-
ity but to rapid increases in labour costs expressed in
current dollars. These increases were due partly to
increases in real wages, but mainly to exchange rate
lags which drove up labour costs significantly. Aswe
saw in the previous section, the correction of these
lags in 1998 made it possible to reduce labour costs
and thus partly compensate for the loss of competi-
tiveness generated by the maxi-devaluations regis-
tered in the Southeast Asian countries.

Fifthly, it does not seem likely that recovery of
the competitiveness lost after the Asian crisis and,
more recently, the problems in Brazil, can be based
on spectacular increases in productivity or on the re-
duction of labour costs through the promotion of
more precarious forms of employment, the contrac-
tion of nominal wages, or a significant reduction in
employers contributions.™® Consequently, competi-
tiveness gains should be based, in the short term, on
the reorientation of exchange and interest-rate poli-

13 This does not mean that efforts should not be made to reduce
or eliminate contributions which do not generate benefits for
the workers, especially in the case of microenterprises or
small-scale enterprises.

LABOUR COSTS AND COMPETITIVENESS IN THE LATIN AMERICAN MANUFACTURING

SECTOR, 1990-1998

VICTOR E. TOKMAN AND DANIEL MARTINEZ



68 CEPAL

REVIEW 69 -

DECEMBER 1999

cies and, in the longer term, on strategies to raise
productivity which involve both employers and
workers.

Such strategies would affect labour policy as re-
gards labour relations, both individual and collective.
With regard to individual relations, a matter for con-
cern are the effects of more precarious forms of em-
ployment on both the security and personal and
family development of workers and on the develop-
ment of their productivity potential, especialy if
their possibilities of participating in training and re-
training programmes and activities are only limited.

It would be desirable to explore the possibility
of reducing the proportion of temporary workers and
providing incentives for stable employment by re-
ducing the cost of longer-term contracts. In addition,
unemployment insurance arrangements should be de-
veloped, combined with training programmes for
those receiving such benefits, designed to improve
the “employability” of workers and —if made com-
pulsory throughout the period when a worker is re-
celving unemployment benefit—  to discourage
protracted unemployment.

Collective labour relations (more specifically
collective negotiation) form the second area for ef-
forts to raise productivity. It is necessary to progress
from a vision of collective negotiation seen as a
means for avoiding over-exploitation of workers and
achieving social peace to the concept of collective
negotiation as a means of arriving at undertakings

between workers and employers to apply strategies
that will raise productivity and share its benefits
more equitably.

One such strategy could be to establish a link
between wages and productivity, so that, after fixing
a minimum level determined by the existing wage
level, all wage increases during the agreed period
must be tied to the productivity increases obtained,
measured according to formulas agreed between both
sides.

Another strategy negotiated between employers
and workers could be to promote participation by the
latter in decisions on the organization of the various
stages in the production process and quality control
and establish incentives for the submission of pro-
posals for raising productivity.

Likewise, concerted training plans could be es-
tablished through collective negotiation within the
enterprises, which, like the other incentives, would
result in productivity increases in both the short and
long term.

In short, the recovery of lost competitiveness
and the attainment of further advances in this respect
should be based on increases in productivity rather
than on cost reductions achieved through more pre-
carious job tenure or a lower level of employment.
Greater job security and the promotion of collective
negotiation can help to secure sustained increases in
productivity.

(Original: Spanish)
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This article analyses the systems of worker participation in
company profits or operating results applied in Latin America
and their capacity to meet the needs of the economic context in
which companies operate. After an introduction (section 1), a
brief outline of variable wage systems is presented and the main
features of the participation systems used in four Latin Ameri-
can countries (Chile, Mexico, Peru and Venezuela) are de-
scribed (section 11). The characteristics of these systems are then
compared with each other and with those of the system adopted
in Brazil since 1994 (section 111). The application of these forms
of participation is then evaluated, and information on the Mexi-
can profit sharing system is presented to this end (section V).
On the basis of till rather fragmentary information, some as-
pects which seem important for making a preliminary evalua-
tion of the Brazilian system are then discussed (section V). By
way of conclusion, the desirability of applying such participa
tion instruments in the new economic and labour context is ana-

lysed (section VI).

DECEMBER 1999



70 CEPAL

REVIEW 69 -

DECEMBER 1999

Introduction

Most of the Latin American countries which have
legislation on financial participation by workers in
their companies have systems of sharing in the prof-
its (sometimes called gains, earnings or other terms).
In principle, profit-sharing programmes consist of
additional payments made to workers as a function
of the achievement of a certain level of profits by
their firms. Generally speaking, in these countries
such systems were introduced through compulsory
legislation laying down the percentage of
profit-sharing, the definition of profits to be used, the
workers included in and excluded from the system,
and sometimes also the way in which the amount
thus established should be shared out among the
workers. It is therefore essentially a variable pay-
ment seeking to link a part of workers' total remu-
neration to the success of their companies, as
measured by their profits.

Originally, at the beginning of the twentieth cen-
tury, profit-sharing systems were implemented on a
voluntary basis by companies which wanted to estab-
lish good labour relations and to share part of the
fruits of their success with their workers (Perry and
Kegley, 1990). A modest redistributive intention un-
derlay this attitude. Later on, some countries decided
to make this principle obligatory, extending these
benefits to most workers. In a context of full employ-
ment and sustained growth, this distributive policy
seemed in line with the economic and labour context.

In recent years, however, the situation has un-
doubtedly undergone substantial changes. The labour
market is no longer marked by indefinite contractual

O A preliminary version of this paper was presented at the tri-
partite seminar on “Experiences in workers' profit-sharing”,
held in S8o Paulo in August 1997. The views expressed in this
article are the exclusive responsibility of the author and their
publication does not necessarily mean that they are authorized
by the ILO.

relationships, but rather the rapid growth of more
precarious forms of employment, and companies
seem to have entered on a process of endless restruc-
turing because of the need to maintain their competi-
tiveness, now at international levels. We may
therefore wonder if, in this new context, workers
profit-sharing continues to be a suitable instrument
in the form in which it was originally formulated.

This mechanism is no novelty in the region.
Chile, Mexico, Peru and Venezuela, among other
countries, have various forms of legislation regulat-
ing such profit-sharing, with a common basic origi-
nal objective: to express the right of workers to share
in the financia results of their companies, with an
obvious redistributive intention.

Departing from this predominant Latin Ameri-
can approach, Brazil has recently taken a different at-
titude to worker participation. Provisional Measure
No. 794, introduced late in 1994, provides for shar-
ing by workers in the profits or results of their com-
panies.! This Provisional Measure regulates for the
first time a Congtitutional provision which has ex-
isted since 1946 and has been ratified in successive
Brazilian Congtitutions. Its terms are quite flexible:
the social actors can lay down the criteria for
profit-sharing through negotiation and can choose
between systems linked to the company’s profits, to
specific results, or to mixed indicators. Since this le-
gal instrument has now been in force for over three
years, some experience has been built up in its appli-
cation which could be useful for evaluating the vir-
tues of this new approach.

1 According to the Brazilian Constitution, in important and ur-
gent cases the President of the Republic can adopt provisional
measures which have the status of laws, but must submit them
immediately to the National Congress for approval. The mea-
sures remain valid for thirty days, and if not converted into laws
they lose their validity. In order to prevent this from happening,
Provisional Measures may be reissued with a new number, as
has occurred in the case of the measure in question so far.
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Variable remuneration systems

Although worker participation in profits or operating
results may be considered as forming part of variable
remuneration systems, in addition to differences in
the way they are implemented they have quite differ-
ent potential and objectives, which should be clari-
fied at this point.

Profit-sharing systems with payment in money
(like all those of the Latin American countries) are
fundamentally income distribution systems which, at
best, increase a worker’s identification with his firm
to some extent.? In most cases, however, they merely
represent an “extra cost” (although of a variable na-
ture) in the production process. The fact that the cost
is variable does, of course, represent an advantage
over other labour costs, since at times of crisis, when
the company’s profits fall, this component adjusts it-
self downward automatically.

This flexibility of labour costs forms the main
theoretical argument in Martin Weitzman's proposal .
In his view, linking a significant part of total remu-
neration to company profits can lead to increased
employment and a reduction in the inflationary pres-
sures exerted by wages (Weitzman, 1984). As re-
gards employment, linking a substantial part of
remuneration to the financial performance of compa-
nies can stimulate new recruitment, as it reduces both
business risks and the cost of the newly hired staff
who will share in the total amount of profits fixed in
advance. As regards inflation, linking part of wage
increases to profits restricts the wage component of
inflation.

Systems of worker participation in the com-
pany’s operating results, however, can generate or
stimulate changes in workers' behaviour and their
use of the factors of production, with possible bene-
fits for both the company and themselves. Through
conversations between the management and the

2 We will not deal here with deferred-payment participation
systems, which can have a positive impact on the rate of domes-
tic saving. The fact that wage levels are mostly very low in the
countries studied would make their application extremely diffi-
cult, however.

workers, measurable targets are fixed for variables
which are under the control of the latter, together
with a scale of rewards for their achievement. In or-
der to increase the degree of motivation, the corre-
sponding payments should be made as often as
possible, so as to relate them clearly with improve-
ments in performance. Programmes of this type can
be aimed at stimulating individual effort (raising pro-
ductivity in the strict sense), improving product qual-
ity, saving on resource use, reducing waste and lost
time, reducing accidents, etc., or even promoting
more than one of these aspects at the same time.

The feature of profit-sharing systems which fits
in best with the present economic context is the fact
that they are variable. Payments in respect of
profit-sharing form part of workers' total remunera-
tion, but unlike their basic wage or other benefits
which are paid on a regular basis (“thirteenth
month”, holidays) or which depend on their individ-
ual characteristics (family allowances, seniority),
these payments are only made if the profits effec-
tively materialize. Otherwise, no payment whatever
is made in this respect. Consequently, this variable
component of total remuneration is an instrument
which automatically adjusts labour costs and can
give the company greater flexibility for dealing with
fluctuations in demand for its products and help to
obviate unnecessary dismissals of staff.

Various studies have sought to determine the
relation between profit-sharing and productivity. A
review of the literature on this matter came to
the conclusion that there is a positive albeit moderate

3 The existence of a variable, automatically adjusting compo-
nent may not be enough in the event of an acute crisis, how-
ever. In the Argentine motor industry, for example, more
drastic measures had to be taken after the 1997 Asian crisis,
even though a significant part of the workers’ remunerations
were of a variable nature. Thus, in addition to the cost cuts
brought about by the automatic adjustment mechanism, over-
time was reduced, there were suspensions and cuts in working
hours, and programmes of accelerated voluntary retirement and
outright dismissals were applied (Soifer and Tomada, 1999).
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relation (Weitzman and Kruse, 1990), but Card
(1990) found that the effect of profit-sharing on
productivity would occur at the time of initiation of
the programmes, so that it would be a non-repetitive
effect.

At al events, worker participation in company
profits does not seem to affect their motivation sig-
nificantly. This would limit the usefulness of thisin-
strument at times when organizational restructuring
processes in firms need the collaboration and active
participation of the workers. In this sense, worker
participation in the operating results would appear to
be a more suitable instrument, since in this case the
variable payment is linked to the achievement of spe-
cific goals which are of interest to the firm and
which have been previously agreed between manage-

ment and workers. Furthermore, in a context of
growing competitiveness, participation in the operat-
ing results is not limited to the mere reduction of la-
bour costs but aso seeks to improve the firm's
position by making the workers participants in the
formulation and implementation of the necessary
changes.

Unlike profit-sharing, participation in the operat-
ing results cannot be decided at the centra leve,
since it is only at the enterprise level that the most
suitable approaches to its situation can be deter-
mined. Consequently, the authorities can only inter-
vene indirectly by promoting the adoption of such
programmes through, for example, fiscal incentives,
or exempting them from some social security pay-
ments.

Profit sharing

Objective.
terprise.

Factor remunerated. Profits.

Unit remunerated.
duction units.

Frequency of remuneration. Yearly or twice-yearly.

To link remuneration to the success of the en-

To promote identification of workers with the
objectives of the firm (to increase profits).

The company as a whole, or particular pro-

Box 1

MAIN DIFFERENCES BETWEEN PROFIT SHARING AND PARTICIPATION IN OPERATING RESULTS

Participation in operating results

May be designed to:

Encourage individual effort.

Improve product quality.

Save on use of resources.

Stimulate cooperation and teamwork.

Productivity (measured in terms of one or
more indicators).

Individuals or work groups.

Monthly, quarterly or twice-yearly.

Availability of rewards.

Main advantages.

Main disadvantages.

Source: Marinakis (1997).

Immediate (paid in cash, without additional
social security benefits for the worker).
Deferred (deferred payment, with additional
social security benefits for the worker).

In periods when the company makes a profit,
part of the latter is received by the workers. In
periods of recession, labour costs are reduced
automatically, thus easing the adjustment pro-
cess.

Some important factors are not under the con-
trol of the workers (such as management deci-
sions or macroeconomic factors).

Immediate (paid in cash, without additional
social security benefits for the worker).

Workers have more influence and control over
the results than in the case of profit-sharing
schemes.

It is sometimes difficult to determine and
measure the most suitable indicators.

Efforts must be made to prevent the incentives
from having undesirable effects on other as-
pects.
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The profit-sharing systems of some

Latin American countries as compared

with the Brazilian system

As already noted, a number of Latin American coun-
tries have legislation laying down the forms of par-
ticipation by workersin their companies’ profits. The
systems are different in various aspects, so that their
effects are also different.

In Mexico, the profit-sharing system takes as its
base the taxable income of enterprises, 10% of which
must be shared out among the workers under this
concept.* It is important to note that companies can
not deduct losses from previous years in determining
the profits to be shared among the workers. Since
1988 there has been a discrepancy between the base
for determination of the workers' share in the profits
and the base used for calculating income tax, be-
cause of an adjustment for inflation which was ap-
plied only in the latter case. Because of this
difference, the effective share of the workers is
smaller than originally provided for in the legisa
tion.

The form of distribution is also laid down in the
law. Half of the profits to be shared out among the
workers are distributed according to the wages of
each worker (the idea being to provide incentives for
the higher-paid staff), while the other half are shared
out equaly among all the workers in identical
amounts (the aim being to redistribute income, asin
relative terms these amounts are more important to
the lower-paid workers). Among the types of compa-
nies exempted from applying such profit-sharing are
new companies, during their first year of operation;
new companies in the mining sector during the pe-
riod of prospection; non-profit-making companies,
and companies with a turnover of less than 6 million
pesos per year.

In Chile the “liquid profits’ are used as the base
for determining the workers share in the profits.®

4Mexico, Ley Federal del Trabajo, Titulo 3°, chap. VIII, articles
117-131.
5 Chile, Cédigo del Trabajo, chap. V: Remuneration.

The “liquid profits’ are the result of deducting 10%
from the amount subject to income tax (without
deduction of losses from previous years) for “remu-
neration of the employer’s own capital”. Only com-
panies which are obliged by law to present their
statements of accounts are subject to this system.

Although the legislation stipulates that 30% of
these profits must be distributed among the workers,
the Chilean Labour Code opens up an aternative
which frees companies from the foregoing require-
ment: the possibility of paying workers a proportion
of their annual wages (25%), with a ceiling of 4.75
Official Minimum Wages per worker. This alterna-
tive permits highly profitable companies to keep the
amount distributed under profit-sharing down to
quite alow maximum level: workers with wages over
1.60 Official Minimum Wages would receive less
than 25% of their annual wages. The workers' shares
are proportional to their wages.

In practice, the predominant form of
profit-sharing is this system based on a proportion of
the workers' annual wages, subject to a ceiling. Ac-
cording to one survey, this system is used in 76% of
all cases, while that involving the payment of 30% of
profits is used in only 10% of the firms (Espinosa
and Damianovic, 1999).

The Peruvian legislation on profit-sharing differs
from that of Mexico and Chile in that losses from
previous years can be deducted,® and it also lays
down different percentage shares according to the
type of activity of the firms. Thus, in mining compa-
nies, commercial establishments and restaurants the
workers' share is 8% of the profits; in fisheries, man-
ufacturing companies and telecommunications it is
10%, and in all other companies it is 5%. In Peru,
too, there is a ceiling on profit-sharing, but it is quite

6 Peru, Gobierno (1996).
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high (18 monthly wages). Asin Mexico, 50% of the
total is shared out among al the workers in equal
amounts, while the remaining 50% is distributed in
accordance with each worker’'s wage. Cooperatives,
non-profit-making institutions and firms with 20 or
fewer workers are exempt from this legislation.

Unlike the other countries mentioned here, the
profit-sharing system applied in Venezuela has both a
floor level and a ceiling.” The floor or minimum
level, which is equivalent to 15 days wages, is appli-
cable to al firms, including non-profit-making insti-
tutions and firms which are exempted from giving
workers a share in the profits (although this may
sound like a contradiction in terms). At the other ex-
treme, thereisaceiling level differentiated according
to whether the company has 50 workers or more (in
which case it is four months' wages) or less than 50
(two months’ wages).

In this case, profit-sharing —which is a concept
that ought to mean variable payments— becomes in
practice merely a further fixed cost whose value de-
pends on the sector in which the company operates.
The explicit introduction of floor and ceiling levels
has undoubtedly contributed to this result. Further-
more, the size of these payments is quite significant,
since although the floor level represents only 4.16%
of the annual wage, the ceiling level is equivalent to
16.7% for firms with fewer than 50 workers and 33%
for those with over 50.

Among the Latin American profit-sharing sys-
tems (figure 1), that of Mexico seems to be the * pur-
est”, as the payments made under this system vary
according to the company’s profits. In the case of
Chile, the establishment of a ceiling level is designed
to restrict workers' shares in the profits in companies
and sectors where the rate of profit is very high (this
is not so clear in the case of Peru, where the ceiling
seems quite high). Instead of limiting the workers
share in these sectors by fixing a lower percentage
rate, it was preferred in Chile to limit it to a certain
number of official minimum wages. At the other ex-
treme, Venezuela's establishment of floor and ceiling
levels represents the distortion of an instrument
which should be linked to the company’s actual prof-
its: the inherent features of the legislation mean
that it is applied as though it were just another fixed

7 Venezuela, Ley Organica del Trabajo, chap. 111: Profit-sharing,
articles 174-184.

FIGURE 1
Profit-sharing systems

“Pure” systems |::> Mexico
Systems with a Chile (4.75 officia
“ceiling” ::> minimum wages)

Peru (18 official
wages)

Systems with both Venezuela (Lower: 15
an upper and lower days wages; upper:
limit upto2or4

months wages)

payment whose size depends (within the set ranges)
on the company’s general capacity to pay but which
is generally speaking not variable.

Though the system of worker participation in
profits is applied all over Latin America, and almost
al the countries studied have companies, especially
in the modern sector, that have systems of worker
participation in the operating results? Brazil is the
only country in the region where the legislation of-
fers the possibility of choosing between these two
systems, which enjoy the same incentives in terms of
exemptions from employers contributions.

If we compare the Brazilian system with the
other Latin American systems, we see first of all that
the Brazilian system is not linked only to profits, as it
is possible to choose a system of participation linked
to operating results. Although the degree of partici-
pation in profits can be regulated (generally by fixing
percentages), participation in the operating results
cannot be regulated by the central authorities, asit is
eminently within the domain of the companies (a-
though in some cases the parties have arrived at col-
lective agreements by branches or sectors).

Another, less important, difference is that in
Brazil the authorities do not lay down any compul-
sory forms of distribution among the workers, pre-
cisely in order to give greater freedom to companies
that choose the system of participation in the operat-
ing results. For example, if the results obtained by a

8 For example, an ECLAC study reports on a number of cases of
participative wage systems in large Chilean firms where the
variable proportion of wages is a significant percentage of total
remuneration. The same study also includes some examples of
Brazilian companies that were already applying such participa-
tion programmes even before the adoption of Provisional
Measure 794 (ECLAC, 1992).
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work group are taken as the reference value and it is
desired to promote solidarity among the members of
the group, the employers may prefer to make equal
payments to al the workers in the group. If, how-
ever, it is desired to give priority to individual pro-
ductivity, then the most appropriate form of
distribution would depend on the wages earned by
each worker. These problems do not arise when it is
a question of sharing out the profits.

Furthermore, the Brazilian system only ex-
pressly excludes non-profit-making institutions, so
that it may be described as a universal system. As
Provisional Measure 794 lays down that all firms
must negotiate the participation of their workers, ei-
ther in profits or in the operating results, this mea-
sure can cover the most diverse types of companies

|V

—smaller, bigger; newer, older; with greater or
smaller market shares; with greater or smaller prof-
its— because in each case the company’s special fea-
tures will be taken into account.

This latter aspect is probably the most distinctive
feature of the Brazilian system: it emphasizes the
need for negotiation between the parties, whereas the
other systems lay down a very clear form of calcula-
tion and application which does not alow for much
discussion. In this respect, there is a very marked dif-
ference from the Chilean system, where the choice
between giving workers a share in a percentage of
the profits or making limited payments based on the
workers' wages is entirely up to the employer, who
will normally choose the option which is cheapest
for his firm.

Appraisal of a “pure” profit-sharing

system: the Mexican system

Like any other legal instrument, profit-sharing sys-
tems can only be assessed on the basis of the way
they actually operate. In the following paragraphs,
details will be given of some of the criteria used in
1996 in Mexico by a tripartite commission responsi-
ble for reviewing the percentage share of workersin
the profits of their firms (PsP).® In Mexico, a com-
mission must meet every 10 years for the sole pur-
pose of adjusting that percentage, to which end a
secretariat is set up which prepares studies based on
existing or specialy collected data and analyses the
answers of the social actors to questionnaires de-
signed to find out the views of workers and employ-
ers. The purpose of the commission seems rather
limited, as it cannot suggest changes or improve-
ments in the legislation or its forms of application.
At all events, the criteria used by the commission can
provide background information and serve as food
for thought.

According to data from the Ministry of Finance
on taxable profits and the share of workers in the

9 The information given in this section is based on the records of
the commission in question.

proportion to be distributed, athough the law lays
down that at least 10% of the profits must be distrib-
uted, this percentage was never attained in the 1990s.
The year which came closest was 1990, when 8.2%
of the profits was distributed (figure 2).

FIGURE 2

Mexico: Workers’ shares in profits, 1990-1994
(As a percentage of taxable profits)
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Part of the difference between the percentage
laid down by law and the share actually distributed is
due to accounting discrepancies between the base
used for determining income tax payments, which is
adjusted for inflation, and the base for determining
workers' participation, which is not so adjusted. An-
other part of the difference is due to under-estimation
of the Psp. This appears to show that, in practice, the
minimum amount of 10% of profitsis not being dis-
tributed.

Data from the Institute of Statistics show that the
profits for distribution differ greatly from one sector
of the economy to another. Most of the PSP in
Mexico has always been distributed in the industrial
sector: 69% of the total in 1993 and 64% in 1995. In
commerce, the PsP went down appreciably between
those years, sinking from 24% to 17% of the totdl,
while in the services sector it went up dightly (from
12% to 15%).

However, this information is not really the most
appropriate, as the industrial sector is also the big-
gest formal-sector employer. A more appropriate in-
dicator would therefore be the profits distributed per
employed worker, that is to say, per worker in the
formal segment which is obliged to report company
profits. In 1994 the number of workers in this situa-
tion was 10.7 million, out of an economically active
population of alittle over 35 million.

The industrial sector has always distributed a
larger amount per employed worker than the other
sectors of the economy (table 1), and in recent years
this difference has been increasing: in 1985 the
amount in pesos distributed in industry was 1.5 times
greater than that distributed in commerce, but in
1993 it was 3.5 times greater. There was also atrend
towards convergence between commerce and ser-
vices, basically because of the decline in the amount

TABLE1
Mexico: Profits distributed per worker

(In 1994 pesos)

Sectors 1985 1988 1993
Industry 690.2 812.2 713.1
Commerce 463.2 349.9 204.1
Services 293.0 211.9 207.2
Industry/commerce 15 23 35
Industry/services 24 38 34

Source: Mexico, Government (1996).

of profits distributed per worker in the commercial
sector.

What percentage of total remuneration in each
sector do the amounts of profits distributed among
the workers represent? To take an example, in 1985
the amount distributed per worker in industry was
690 pesos (50% more than in commerce and 2.4
times as much as in services). As a percentage of the
total remuneration of the workers in each of these
sectors, however, the relative size of the amount dis-
tributed under profit-sharing in industry was less
than in commerce and almost the same asin services,
simply because the average wage in industry was
much higher than in the other two sectors.

In order to evaluate the real impact of a system
of participation in profits or operating results, how-
ever, it is important not only to know the amount of
profits distributed per employed worker, but also to
know what proportion they represent of total remu-
neration or of the basic wage. In 1993, for example,
although the amount distributed per worker in com-

TABLE 2
Mexico: Workers’ shares in profits, as a
proportion of total remuneration

(Percentages)

Sector 1985 1988 1993
Industry 2.8 4.0 32
Commerce 4.2 4.3 21
Services 24 2.3 15
Total, nationwide 3.0 3.8 25

Source: Mexico, Government (1996).

TABLE 3
Mexico: Workers’ shares in profits, as a
proportion of total remuneration

(Percentages)

Industry 1984 1988 1991
Manufacturing 2.6 54 49

Foodstuffs 35 55 52

Textiles 26 26 16

Paper 26 9.0 7.8

Chemicals and petroleum

products 4.3 8.0 6.2

Basic metals 11 31 34

Wood 13 21 238

Source: Mexico, Government (1996).
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merce was practically the same as in services, the
proportion of total remuneration distributed in this
way was greater in commerce, where it represented
2.1% of total remuneration (table 2).

The percentages given in that table, which range
from 1.5% to 4%, give the impression that the pro-
portion distributed is very low. It should be noted,
however, that on the one hand these average figures
conceal great differences within each sector, industry
or company: in manufacturing, for example, workers
in the food products and chemicals branches received
alarger amount in profit-sharing than the average for

V

industry in the three years studied, while the amounts
received by workers in the wood and textile indus-
tries were below the average (table 3). On the other
hand, the average figures were depressed by the in-
clusion of workers who received little or nothing un-
der profit-sharing because their companies did not
make a profit. In view of this, the amounts distrib-
uted by companies which did make a profit in such
branches as foodstuffs, paper, chemical products and
petroleum products may be considered as significant,
since they are estimated to come to over 10% of an-
nua remuneration.

A preliminary appraisal of the

Brazilian system

Although Provisional Measure No. 794 is not the de-
finitive law, it has been applied for the last five
years. There is therefore some practical experience
of worker participation in profits and operating re-
sults which allows us to make a preliminary ap-
praisal of the positive and negative aspects of the
measure and the effectiveness of its provisions.

In order to make a proper appraisal of the Bra-
zilian system it is necessary first of all to know how
far employers have complied with the few compul-
sory provisions of this measure, for which purpose
we need macroeconomic information on the situation
and, to a lesser extent, information on what happens
within the firms themselves.

Secondly, we need to know what happens with
the aspects which are open to negotiation and
whether the results are in line with those desired by
the legidlators, trade unions, employers and authori-
ties. Although some aggregate data can be used for
this purpose, what we really need to know is what
happens at the company level.

1. Fulfillment of compulsory provisions

In order to determine the degree of fulfillment of
these provisions it is important to know the number
of companies (and the number of workers) which
have successfully negotiated arrangements for shar-
ing in profits or operating results; the number of

companies where negotiations have not reached a
successful conclusion (and, among these companies,
the number where the process is under mediation and
arbitration), and the number of companies which
have not yet negotiated these matters.

This information, when compared with the po-
tential universe, will show if the requirement for ne-
gotiation laid down in article 2 of the Provisional
Measure is being fulfilled or not.® This is particu-
larly important because the Provisional Measure
does not lay down time limits for the negotiations or
penaltiesif one of the parties refuses to negotiate. On
the basis of this information, we can determine if
these problems occur in particular in some specific
regions, in some sector of the economy, or in some
particular type of enterprise, classified according to
size, for example.

Unfortunately, so far there is no source which
processes all the agreements signed, but it seems rea-
sonable to assume that the application of arrange-
ments for participation in profits or operating results
is dtill very limited outside the large and me-

10 For the purposes of the Provisional Measure, physical per-
sons and non-profit-making institutions (the only exceptions
from the requirement for negotiations between the company and
its workers) are not considered to be equivalent to “enterprises’.
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dium-sized manufacturing enterprises of Southeast
Brazil.

Another compulsory provision refers to the fre-
quency of payment of the workers' shares. In this re-
spect, the Provisonal Measure lays down a
minimum period of six months. We need to see
whether this minimum frequency is being observed
or if annua distribution is preferred, and we aso
need to see whether distribution is concentrated in
some particular time of year, which could have some
economic significance because of its effect on con-
sumption.

In the case of Brazil, right from the start the au-
thorities were concerned to ensure that payments in
respect of participation in profits or operating results
were not used to avoid making payments that should
form part of the basic wage (thus taking advantage of
the exemption from social welfare contributions). In
the Provisional Measure this concern was reflected in
the establishment of a minimum period of six months
between payments of workers' shares, on the as-
sumption that it would not be possible to postpone
the payment of sums corresponding to the basic
wage for so long. Within the broad liberty of negotia-
tion laid down in the Provisiona Measure, this re-
quirement is one of the few that is compulsory.

However, analysis of some of the agreements on
participation in profits or operating results reveas
that this provision is not being complied with in all
cases, as some agreements provide for frequencies of
less than six months. According to a study made by
the Inter-Union Department of Statistics and
Socio-Economic Studies (DIEESE), based on 448
agreements signed in 1996, 6% of them provided for
payment three times a year, and 2% provided for
more than three such payments (DIEESE, 1996). In a
non-systematic review of agreements for participa-
tion in profits or operating results, Professor Hélio
Zylberstajn found that nearly 20% of them had distri-
bution frequencies of less than six months (22% in
1995 and 17% in 1996)."* Furthermore, it is not un-
usua to give advances in respect of such participa-
tion, which is equivalent to more frequent payments
than those provided for in Pm 794. If this practice

11 This information was presented by Professor Zylberstajn at
the seminar on experience in worker participation in company
profits or operating results, held at Sdo Paulo on 14 August
1997. The references to “Zylberstajn” made below refer to his
statements at that seminar.

were to become genera it would undermine the fi-
nancing of social services as well as reducing the
role of wages proper in the economy, thus weaken-
ing the fiscal position? and distorting wage struc-
tures.

It would therefore appear that this is one of the
aspects that should be carefully monitored as long as
this provision remains in force. Another option
would be to establish a maximum limit (as a percent-
age of the basic wage) for the amount eligible for ex-
emption from the payment of social welfare and
social security charges, while leaving the frequency
of distribution of workers' sharesin profits or operat-
ing results to be negotiated in each firm.

Nor is information available on the possible
impact of concentration of workers participation
payments in some particular period of the year.
According to the DIEESE sample, in 1996 some 750
million reales were distributed under this concept.
These figures show that, if worker participation
arrangements spread, the amount distributed in this
way could be such asto represent an important factor
at the macroeconomic level.

2. Negotiations in Brazil

Since in Brazil the adoption of programmes for
worker participation in profits or operating results is
subject to negotiation between the parties, it would
be of interest to know who actually carries out the
negotiations. To begin with, the Provisional Measure
|eft the representation of the workers in the negotiat-
ing process to a worker committee elected for this
purpose. Only recently have the trade unions been
given arole in this process, through the amendment
made to PM 794 in August 1997.% Despite thisgap in
the legislation, it is worth noting that in most cases
the negotiations which have taken place have in fact
included the trade unions. Furthermore, in a number
of cases it was the trade unions which promoted the

12 Thjs assertion is all the more serious because the companies
which apply programmes of worker participation in their profits
or operating results are generally large manufacturing enter-
prises which are also among the largest taxpayers. If this group
of firms reduces its contributions, the fiscal impact could be
very severe.

13 “participation in profits or operating results shall be subject
to negotiation between the company and its employees, through
a committee elected by the latter and also including a represen-
tative designated by the trade union for the respective category
of activities” (article 2).
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FIGURE 3
Brazil: Representation of workers in negotiations, 1996
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holding of negotiations on worker participation,
sometimes even calling strikes for this reason.

Zylberstajn found that in the agreements signed
in 1996 the party negotiating with the employers was
the trade union in 29% of the cases and the trade un-
ion in conjunction with the workers committee in
34% (figure 3). Thus, the workers' committees nego-
tiated and signed the agreements on behalf of the
staff in only one-third of the cases analysed.

It would also be desirable to find out what crite-
rion was adopted by the parties to the negotiation:
participation in the profits or operating results (and
which of these was preferred), or ssimply the distribu-
tion of a fixed amount as the workers' participation,
although this amount was not linked in any way with
the company’s profits or the achievement of any spe-
cific results. Although this latter option is not among
those envisaged in the Provisiona Measure (and
moreover is not in keeping with the spirit of that
legislation), it may nevertheless be the result of the
negotiations between the parties in a company or
sector.

The aim of collecting this information is to gain
an idea of the possible impact of these forms of par-
ticipation on the economy. If profits are selected as
the main criterion, this places more emphasis on the
idea of distribution, and the workers share will de-
pend on the financial performance of the company. If
it is decided to base payment on the operating re-
sults, this will probably represent an effort to change
some forms of behaviour and thus support the intro-
duction of improvements. Finally, if it is decided to
share out a fixed amount simply in order to comply
with the Provisional Measure, without taking the
trouble to prepare a programme of objectives, this

will merely increase labour costs without the com-
pany obtaining anything in particular in return: it
does not provide support for changes or desired im-
provements, nor does it bring the greater flexibility
offered by a variable component such as participa
tion linked to company profits. Consequently, out of
the three alternatives only that based on operating re-
sults can have ongoing effects, as the parameters can
be replaced or adjusted over time, thus further im-
proving the working performance and hence the
competitiveness of the company. In contrast, the ef-
fects of systems based on company profits or a fixed
payment will mainly be felt at the macroeconomic
level when they are introduced, through an increase
in consumption, but they will not improve the com-
petitiveness of the company.

When the Provisiona Measure was adopted,
employers tended to view worker participation in
company profits or operating results as an extra la-
bour cost. There was also a general lack of knowl-
edge of what factors could be considered as
operating results and how they could be used, so that
the potential of thisinstrument as a management tool
was not clearly perceived. Furthermore, it was as-
sumed that once the concept of payment in respect of
participation in profits or operating results had been
accepted, these amounts would have to be main-
tained as bases in subsequent financial years, which
is not so, because they represent a variable compo-
nent of remuneration. The list of doubts would not be
complete without mentioning the mutual mistrust be-
tween the parties regarding access to information
considered to be a business secret (on the employers
side) and regarding the quality of the information
provided (especialy in the case of financial informa-
tion), on the part of the workers and unions.

What was clear from the beginning, however,
was that payments in respect of participation in com-
pany profits or operating results would be exempt
from social security contributions. This was a factor
which encouraged employers to adopt the first
programmes of this type. In the first stage, worker
participation in profits or operating results was ap-
plied in the most highly unionized companies or sec-
tors, and in most cases payments under this concept
consisted of fixed sums bearing no relation to com-
pany profits or the achievement of some agreed re-
sult. Although this form of application is not in
keeping with the spirit of PM 794, it is considered
valid because it is the result of negotiations between
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the parties. According to a sample taken by the
DIEESE, only 12.6% of the agreements analysed in-
cluded some kind of targets (DIEESE, 1996).

In a second stage, progress was made towards
negotiations based on the establishment of targets,
with corresponding scales of rewards. In his study,
Zylberstajn found that there was a reduction in the
number of agreements not subject to the achievement
of objectives.* It can therefore be considered that
the use of the worker participation instrument has
made progress in qualitative terms, because it is now
an element that can help to raise the companies’ level
and there is now “genuine financing” of the pay-
ments made in respect of participation in profits or
operating results.

In a third stage, we need to determine the
amounts distributed as a percentage of the total re-
muneration of the workers in question, in order to
see whether there are magjor differences between
companies of different sectors or sizes and to see if
this new component of remuneration is gaining in
importance or if it is greater than the “desirable”
level.

On average, the size of the payments madein re-
spect of worker participation in profits or operating
results is very significant compared with the basic
wage. A survey made by the Mercer Mmw consultancy
firm, focussed on large domestic or foreign-owned
enterprises, found that on average payments under
this concept in 1996 were equivalent to 1.16 wages
per worker, while payments by companies that gave
a fixed amount averaged amost 1,000 reales (ap-
proximately US$ 1,000). It should be noted, how-

VI

Conclusions

What are the aspects of systems for worker participa-
tion in profits or operating results that are best
adapted to the economic context in which companies
operate, and what are their shortcomings? With re-
gard to “pure” profit-sharing systems, the aspect best
adapted to the new demands of the economy is the

14 This study did not cover the same group of companies in both
the years analysed, so the trends identified are only an approxi-
mation to what actually occurred.

FIGURE 4

Brazil: Profit sharing or participation in
operating results, by size of enterprise
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ever, that the size of payments for worker
participation in profits or operating results depends
partly on the size of the company (figure 4). The
DIEESE sample, which covers a broader range of
companies than the Mercer survey, shows this very
clearly.

On the one hand, the fact that the payments
made are quite large is a positive element, as it
means they constitute a genuine incentive for the
workers. On the other hand, however, it may indicate
that in some cases payments which ought to form
part of the basic wage are being diverted to workers
participation payments, which are not subject to so-
cial security contributions.

downward flexibility of labour costs, which fits in
well with short-term “defensive” strategies.”® When
there is a fall in demand which affects their profits,
the first reaction of firmsisto adjust their costs, and
in this case the profit-sharing component adjusts au-
tomaticaly.

15 such flexibility is not displayed by, for example, the system
used in Venezuela, where there is a minimum “floor” level for
such payments, which have been converted in practice into
fixed bonuses.
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The flexibility offered by systems of worker
participation in operating results, for its part, does
not strictly come from areduction in absolute costs
(although it can result in areduction in unit costs),
but can take other forms. Thus, for example, a
programme which improves product quality has an
indirect impact on production costs by avoiding
the need to remake parts, reducing returns of un-
satisfactory goods, reducing customer complaints,
etc. As the forms assumed by the programme will
be adapted to the particular strategic needs of the
firm, it is not a defensive approach but rather a me-
dium- and long-term strategy.

How far do these different approaches fit in
with the new realities of the international context?
Although a defensive approach may be important
at times of crisis, the demands for greater interna-
tional competitiveness faced by all firms mean that
a strategic approach is more important in the long
run. In this sense, worker participation in the oper-
ating results can be a suitable instrument for
speeding up the necessary restructuring in many
enterprises, as it makes it possible to combine the
achievement of a strategic goal of the enterprise
with the incentive to the workers needed in order
to attain that objective.

However, the difficulties involved in these
programmes must not be under-estimated. It is
more difficult to identify the bottlenecks in a firm
and find ways of solving them than to merely ap-
ply an automatic system of partial cost reductions
at times of crisis. Systems of worker participation
in operating results are quite complex. The greatest
care must be taken both in identifying the factor to
be remunerated and in establishing the measure-
ment/assessment parameters, the forms of sharing
the rewards among the workers, and the manner of
implementation. These are generaly long pro-
cesses, and they must be followed up very care-
fully.

In view of this, the profit-sharing systems im-
posed by law in Latin America have clear advantages
in terms of simplicity. Their compulsory nature and
the general application of a single sharing coefficient
make their application an extremely simple process.
However, it has been seen that in practice the re-
quirements laid down in the legislation are not al-
ways complied with in full, and this sheds some
doubt on the effectiveness of these systems as in-
come distribution mechanisms.

Furthermore, the application of a single
profit-sharing coefficient for companies of very
different types does not seem to be a sufficiently
flexible approach. For example, distributing 10%
of the profits under participation arrangements is
not the same for a company which dominates its
market as it is for a firm which operates in an at-
omized market, nor is it the same for a company
whichisin the first stages of growth asit isfor one
which is already consolidated in its sector. The im-
possibility of adapting this system to the actual sit-
uation of each enterprise severely limits its use as
an incentive system, as it is more like an estab-
lished right of the workers.

What type of company could derive most benefit
from the application of a programme based on partic-
ipation in the operating results? Many large compa-
nies and regional transnationals are already applying
some form of participation in the operating results,
even though the national legislation does not pro-
mote such systems, and are using these programmes
as means of improving management and labour rela-
tions. This type of system continues to be little used
by medium-sized and small enterprises, however.
The introduction of legislation to promote the volun-
tary adoption of systems of participation in the oper-
ating results (for example, by offering some fiscal
benefits) could help to spread this type of
programme.

It should not be thought that the mere fact of
promoting participation in the operating results will
lead to the adoption of systems aimed at securing im-
provements. The experience of Brazil shows that, in
view of the difficulty of applying systems based on
results, many companies began to distribute extra
payments in the form of bonuses which are not, how-
ever, conditional on the achievement of any particu-
lar result. However, thisinitia attitude has gradualy
been changing as companies have gained a better un-
derstanding of the potential of participation systems.
We can thus see that this is not an instrument which
can be expected to work perfectly as soon asit is ap-
plied, but rather a system whose effective application
requires a learning period.

Systems of participation in profits and in operat-
ing results also differ in terms of labour relations and
human resources policies. Profit-sharing systems do
not require much involvement of the workers or trade
unions. In the case of programmes designed at the
company level, such involvement may be limited to
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the negotiation of the percentage share, the form of
distribution and other similar aspects, for which pur-
pose a limited degree of representation of the work-
ers will suffice. In the systems that predominate in
Latin America, where the legidlation lays down the
profit-sharing conditions, worker involvement is vir-
tually non-existent, or is limited to checking on the
fulfillment of those conditions. This form of regula-
tion seems typical of a paternalistic view on the part
of the State.

Systems of worker participation in the operating
results, in contrast, call for the direct involvement of
the workers themselves and of the trade unions in

various aspects of the process (from identification of
the strategic variables to follow-up of their applica-
tion). In this sense, the provisions of the Brazilian
Provisiona Measure are appropriate, since they require
the parties to negotiate and agree upon the mogt suit-
able programme for each particular case. The essential
need for a dialogue between the parties and transpar-
ency of the process make these programmes a vauable
means of establishing more participative human re-
sources policies and less conflictive labour relations,
which are much more in keeping with the need to im-
prove company competitiveness.
(Original: Spanish)
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This article explores the potential of socia capital and culture
for contributing to economic and social development. It centers
its attention particularly on the situation of Latin America: are-
gion with serious problems of poverty and lack of equity which
affect vast sectors of the population, so that it has been consid-
ered the continent with the greatest levels of inequality. It is ar-
gued here that although it is true that the integration of the
questions of socia capital and culture into development discus-
sions makes the search for suitable strategies and designs more
complex, it is equally true that policies based on designs which
leave out such aspects have proved to suffer from serious limita-
tions. The article first of all explores the general idea of social
capital, with emphasis not so much on theoretical analysis as on
the concrete presence of such capital in actual situations. It then
goes on to examine socia capital in action in specific Latin
American cases and finally formulates some considerations on
the possible contributions of culture to Latin American develop-

ment.
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The new development debate

As the twentieth century draws to a close, mankind
has enormous productive forces at its disposal. The
technological revolutions under way have substan-
tially altered its potential capacity to generate goods
and services, and the simultaneous advances in such
fields as informatics, biotechnology, robotics, micro-
electronics, telecommunications, science of materials
and other areas have led to qualitative leaps forward
in production possibilities. At the same time, how-
ever, 1.3 billion persons cannot meet their most min-
imum needs and are living in extreme poverty with
an income of less than a dollar a day, 3 billion are
living in a state of poverty and have to survive on
less than two dollars a day, 1.3 billion persons have
no drinking water supply, 3 billion lack basic sani-
tary installations, and 2 billion have no electricity.

Attaining the sought-for goal of economic and
social development is more feasible than ever in
terms of technology and production potential, yet at
the same time this is a far-off objective for vast num-
bers of people in various continents, including Latin
America

The “global village” that our planet has become,
where interrelations between countries and markets
are more numerous every day, also seems to be
marked by an explosion of complexity, contradictory
forms of evolution and heavy doses of uncertainty.
Nobel Chemistry Prizewinner Ilya Prigogine has
noted that most of the structures in the present world
situation are dissipative, open-ended structures
whose future evolution is hard to predict and cannot
be explained by traditional logic (Prigogine, 1993).
Morin (1991), for his part, asserts that rather than
“the end of history”, forecast by some analysts who
consider that with the disappearance of the bipolar
world history is likely to become predictable and
even boring, the situation we now have before us is
that from now on, the name of the future is “uncer-
tainty”.

O The views expressed in this article are the sole responsibility
of the author and do not necessarily represent those of the insti-
tution of which he is a staff member.

The kind of history now under way is marked by
severa contradictions. Thus, while the technological
knowledge available to us has multiplied our possi-
bilities of dominating nature, mankind is giving rise
to enormous ecological imbalances and endangering
basic aspects of the ecosystem and its own survival.
Although increased production capacity has brought
the world product up to over US$ 25 trillion, social
polarization has grown sharply and, according to
United Nations reports (UNDP, 1998b), 358 persons
have amassed more wealth than the total possessions
of 45% of the world population. The disparities ob-
served extend to the most basic aspects of everyday
life. Thus, the rapid advances made in medicine have
made possible a considerable increase in life expec-
tancy, but whereas this amounted to 78 yearsin 1997
in the 26 richest nations, in the 46 poorest countries
it was no more than 53 years. The idea of unlimited
progressis being replaced by views that place greater
emphasis on the likelihood of more complex prob-
lems, contradictions and uncertainties.

Within this general context, a vigorous new de-
bate is under way on development models. In a
search for more effective paths to follow in a world
where the everyday life of vast sectors of the popula-
tion is marred by acute unsatisfied needs and where
it is estimated that one-third of the economically ac-
tive population is affected by severe problems of
unemployment and underemployment, previous as-
sumptions which are not borne out by the facts are
being critically reviewed and variables which were
previously given little weight are now being incorpo-
rated.

In view of the situations described in the preced-
ing paragraphs, we see that the forecasts that the ap-
plication of conventional economic theories would
bring stable economic progress and reduce poverty
and inequality in the developing world have not been
fulfilled. As a result, highly respected experts are
now calling for a profound review of those theories.
For example, the 1998 Nobel Economics Prizewin-
ner Amartya Sen questions the development path
usually advocated, describing it as a path marked by
“blood, sweat and tears’ and a development which is
not only “cruel” but aso highly inefficient (Sen,
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1997b), while Joseph Stiglitz, former head of Presi-
dent Clinton’s team of economic advisers, calsfor a
post-Washington Consensus that will review the in-
struments of the original Consensus, asserting that
the Latin American experience suggests that we
should review, remake and expand the assumptions
on development economics which we have so far
taken for granted (Stiglitz, 1998). James Wolfensohn,
President of the World Bank, has declared that with-
out concomitant social development there cannot be
satisfactory economic development (Wolfensohn,
1996). Various recent lines of research have con-
cluded that it is essentiad to get away from
economistic-type reductionist approaches and instead
incorporate the political, ingtitutional and cultural di-
mensions into development thinking. Enrique V.

Social capital,

The World Bank distinguishes four basic forms of
capital: i) natural capital, consisting of a country’s
endowment of natural resources; ii) constructed capi-
tal, which is generated by human beings and includes
infrastructure, capital goods, financial capital, trade
capital, etc.; iii) human capital, which is determined
by the levels of nutrition, health and education of the
population, and iv) social capital, which is a recent
discovery of development sciences. Some studies
consider that the last two forms of capital are respon-
sible for most of the economic development of na-
tions in the latter years of the twentieth century and
assert that they represent the master keys to techno-
logical progress, competitiveness, sustained growth,
good government and stable democracy.

What is socia capital, in the fina analysis?
Thereis as yet no generally accepted definition. This
concept has only recently begun to be explored, and
its identity is still being defined. In spite of the con-
siderable areas of vagueness, however, thereisan in-
creasingly genera impression that, as they begin to
explore it, the development disciplines are incorpo-
rating into their area of knowledge and action a very
wide range of important variables which were previ-
ously outside the conventional framework.

Raobert Putnam —one of the pioneers in the anal-
ysis of social capital— said in his well-known study

Iglesias, President of the IDB, has expressed the view
that development can only be approached in an inte-
gral manner: approaches that address only a single
aspect simply do not work (Iglesias, 1997a).

This context of vigorous debate on the validity
of conventional economic thinking has created a fa-
vourable climate for a growing area of analysis on
“social capital”, one of the main lines of which is a
reappraisal of the relations between culture and de-
velopment.

The present study addresses the relations be-
tween socia capital and the various dimensions of
development, presents some Latin American exam-
ples of the mobilization of social capital, and finally
explores some of the contributions that culture can
make to economic and social development efforts.

culture and development

on the dissimilarities between Northern and Southern
Italy that such capital consists fundamentally of the
degree of confidence that exists between the social
actors of a society, the norms of civic behaviour they
observe, and the level of associativeness (Putnam,
1994). These elements show the wealth of resources
and the strength of the social fabric. Confidence, for
example, acts as an element that reduces potential
conflicts by limiting the tendency to perceive areas
of discord. Positive attitudes in terms of civic behav-
iour, which range from looking after public spaces to
the payment of taxes, contribute to genera
well-being. The existence of high levels of
associativeness in a society shows that it has the ca-
pacity to act in a cooperative manner, forming all
kinds of networks, concerted arrangements and syn-
ergies. In Putnam’s view, these factors are more
frequent and deep-rooted in Northern Italy than in
the South of that country and played a decisive role
in the better economic performance, better quality
of government and greater political stability of
Northern Italy.

James Coleman, another pioneer in this field,
considers that social capital exists at both the indi-
vidual and collective levels. The first of theseis con-
nected with an individua's degree of socid
integration and his network of social contacts: it im-
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plies reliable relations, expectations of reciprocity
and forms of behaviour and improves effectiveness
at the private level. It is also a collective good, how-
ever. Thus, for example, if everyone in a particular
neighbourhood shares tacit standards of non-aggres-
sion and concern for others, children will be able to
walk to school in perfect safety and socia capital
will be producing public order (Coleman, 1990).
Different analysts stress different aspects. Thus,
Newton (1997) considers that social capital may be
seen as a subjective phenomenon, made up of values
and attitudes that affect the way people relate with
each other. It includes confidence, norms on reci-
procity, attitudes and values which help people to
surmount conflictive and competitive forms of rela-
tions and establish relations of cooperation and mu-
tual aid. Baas (1997) says that social capital is
connected with social cohesion and identification
with forms of government, and with cultural expres-
sions and forms of social behaviour which make so-
ciety more cohesive and represent more than a mere
collection of individuals. He considers that horizon-
tal institutional arrangements have a positive effect in
generating networks of confidence, good government
and social equity and that social capital makes anim-
portant contribution in stimulating solidarity and
overcoming market failures through collective action
and communal use of resources. Joseph (1998) sees
such capital as a vast set of ideas, ideals, institutions
and socia arrangements through which people can
find their voice and mobilize their individual energy
for public causes. Bullen and Onyx (1998), for their
part, see it as socia networks based on principles of
confidence, reciprocity and norms on the way to act.
Taking a more critical view, Levi (1996) ac-
knowledges the importance of Putnam’s findings but
believes that it is necessary to place more emphasis
on the ways in which the State can foster the creation
of social capital. He considers that Putnam’s interest
in civil associations far removed from the State de-
rives from his romantic view of the community and
social capital. Such romanticism, he feels, restricts
the identification of alternative mechanisms for the
creation and use of social capital and limits theoreti-
cal conceptualizations of these matters. Wall,
Ferrazzi and Schryer (1998) believe that the theory
of social capital needs more refinement before it can
be considered as a measurable generaization.
Serageldin (1998) notes that although it is generally
agreed that social capital is important for develop-

ment, there is no general agreement among research-
ers and practical scientists on the particular ways in
which it contributes to development, ways of gener-
ating and using it, and ways of materializing it and
studying it empirically.

While the epistemological and methodological
debate continues —a debate which is perfectly legiti-
mate in view of the enormous complexity of socia
capital and the fact that it only began to be studied
systematically less than a decade ago— such capital
continues to provide proofs of its presence and effec-
tive action, and this is the aspect on which we intend
to concentrate.

A broad line of research aimed at “recording it
in action” is constantly providing new evidence of
the importance of social capital in development.
Thus, Knack and Keefer (1997) econometrically
measured the correlation between confidence and
norms of civic cooperation, on the one hand, and
economic growth, on the other, in a broad group of
countries, finding that the former have a strong im-
pact on the latter. Their study also indicates that the
social capital made up of these two components is
greater in societies which are less polarized in terms
of inequality and ethnic differences.

Narayan and Pritchett (1997) have made a very
stimulating study on the degree of associativeness
and economic performance in rural households in
Tanzania. They discovered that even in this context
of great poverty the families with the highest income
levels were those that participated most actively in
collective organizations and that the social capital
they accumulated in this way benefitted them indi-
vidually and also provided collective benefits in vari-
ous ways. These families: i) used better agricultural
methods than those of families which did not partici-
pate, as their participation provided them with infor-
mation that led them to use more agricultura
chemicals, fertilizers and improved seeds; ii) had
better information on the market; iii) were willing to
take more risks, because the fact that they formed
part of a social network made them feel that they en-
joyed a measure of protection; iv) tried to secure im-
provements in public services and participated more
actively in school affairs, and v) cooperated more ac-
tively at the municipal level. These researchers state
in their conclusions that the channels they identified
whereby social capital increased income, and the
econometric robustness of the magnitude of the
effects obtained, suggest that social capital redly is
capital, and not just a consumer good.
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La Porta, L6pez de Silanes, Shleifer and Vishny
(1997) tried to confirm Putnam'’s theories in a broad
sample of countries. Their statistical analyses show
significant correlation between the degree of confi-
dence existing in a society and such factors as effi-
ciency of the legal system, absence of corruption,
quality of the civil service and fulfillment of tax obli-
gations. They consider that the results Putnam ob-
tained for Italy are confirmed at the international
level.

Teachman, Paasch and Carver (1997) tried to
measure how social capital affects the educational
performance of children. Using three indicators
—family dynamics, links with the community and the
number of times a child has changed schools- they
found a strong correlation with a key performance
indicator: the probability of dropping out of school.
Their hypothesis is that social capital makes other
forms of capital (such as human and financial capi-
tal) more productive.

The positive influence of akey component of so-
cial capital, the family, in numerous aspects has been
confirmed by various recent studies. The greater the
solidity of this basic social capital, the better the re-
sults, and vice versa. A broad study of 60,000 chil-
dren in the United States (Wilson, 1994) showed that
children living with only one of their biological par-
ents were twice as likely to be expelled or suspended
from school, to suffer from emotional or conductual
problems, and to have difficulties with their school-
mates. They were also much more likely to engage in
antisocial forms of conduct. Kaztman (1997) reports
that, according to studies made in Uruguay, infant
mortality among children born out of wedlock is
much higher and children not living with both their
biological parents suffer greater damage in various
dimensions of their psychomotor development. Like-
wise, a study carried out in Sweden —in atotally dif-
ferent environment with much better economic
conditions— shows that stable families have a positive
influence on children's performance. Jonsson and
Gahler (1997) show that children from divorced fam-
ilies have a lower educational performance. There is
a loss of resources compared with those of children
from stable families.

Sanders and Nee (1996) have analysed the
family as social capital in the case of immigrants to
the United States. Their studies indicate that the fam-
ily environment creates conditions which make
possible a key survival strategy for immigrants:
self-employment. The family minimizes the produc-

tion, transaction and information costs associated
with such work, thus facilitating the appearance of
family-run businesses. Hagan, MacMillan and
Wheaton (1996) note that in migrations, even inside
a country, there are losses of socia capital, but these
are smaler in families where the parents are in-
volved with the raising of the children and the moth-
ers carry out a protective role, but greater when the
fathers and mothers do not devote themselves fully
to their children.

Kawachi, Kennedy and Lochner (1997) provide
some eloquent data on the relation between social
capital, equity and public health. Their well-known
study on Alameda County, subsequently confirmed
by epidemiological studies in other communities,
found that persons with fewer socia contacts have a
lower life expectancy than those with broader con-
tacts. Consequently, a socially cohesive society
which facilitates interpersonal contacts is a funda-
mental factor in public health. The authors statisti-
cally measured the correlations between social
capital, as represented by confidence, and mortality
in 39 states of the United States, and they observed
that the lower the degree of mutual confidence
among citizens, the higher was the average mortality.
The same correlation was found between the rate of
participation in voluntary associations and mortality:
the lower the former, the higher the latter. They also
introduced the degree of economic inequality into the
analysis and found that the higher this degree, the
lower the level of confidence that citizens had in
each other. On the basis of the statistical model these
researchers used, they found that for every percent-
age point that inequality of income distribution in-
creased, mortality rose by two or three points over
the level it ought to have registered. In order to illus-
trate their analysis, they used various comparative
figures. Thus, in 1993, athough the United States
had one of the highest levels of per capitaincomein
the world (US$ 24,680), life expectancy (76.1 years)
was lower than in some nations with lower per capita
incomes, such as the Netherlands (US$ 17,340 and
77.5 years), Israel (US$ 15,130 and 76.6 years) and
Spain (US$ 13,660 and 77.7 years). It may therefore
be asserted that more equal income distribution cre-
ates greater socia harmony and cohesion and im-
proves public health. Indeed, the societies with the
longest life expectancy in the world (Sweden, 78.3
years, and Japan, 79.6 years) are also marked by very
high levels of equity. These researchers therefore
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conclude that inequality reduces socia capital and
this serioudly affects the health of the population.

Quite apart from the various speculations and ef-
forts to secure greater methodological precision,
valid and necessary though they may be, social capi-
tal does in fact operate every day and carries great
weight in the development process. Hirschman
(1984), a pioneer in these matters, has asserted some-
thing in this respect which is worthy of all our atten-
tion. He notes that social capital is the only form of
capital which isnot reduced or depleted with use but,
on the contrary, increases. love or responsible civic
behaviour are not fixed or limited resources, as other
factors of production may be, but are resources that
grow with use rather than diminishing.

Nevertheless, social capital can also be reduced
or destroyed. Moser (1998) warns of the vulnerabil-
ity of populations which are poor in socia capital
when faced with economic crises, noting that while
households with adequate resources keep up their
mutual relations, those which are poor in this respect
withdraw from such relations at times of crisis be-
cause they are unable to fulfill their obligations.
Fuentes (1998) shows how in Chiapas (Mexico)
peasant groups which were forced to migrate suf-
fered heavy losses of social capital, since their basic
links and forms of social insertion were destroyed.
Moreover, as a number of studies have pointed out,
there may also be negative forms of social capital,
such as criminal organizations, but their existence
does not negate the immense potential of positive so-
cia capital.

Culture extends across all the dimensions of the
social capital of a society, underlying the basic com-
ponents of social capital such as mutual confidence,
responsible civic behaviour, and degree of
associativeness. The relations between culture and
development are manifold, and it is amazing that so
little attention has been given to them. Their impor-
tance becomes clear when we assign their due value
to all these silent and invisible —but clearly active—
elements involved in the idea of social capital.

Among other aspects, the values held by a soci-
ety will strongly affect development efforts. As Sen
(1997a) points out, the ethical codes of businessmen
and professionals form part of the productive re-
sources of society. If these codes place emphasis on

values in keeping with the project of development
with equity for which broad sectors of the population
clamour, they will favour such development; if not,
they will hinder it.

The values prevailing in the educational system,
the communications media and other areas which in-
fluence the formation of values can either stimulate
or obstruct the formation of social capital, which, as
we have seen, considerably affects development.
Chang (1997) notes that values raise the bases for the
concern of one citizen for another above consider-
ations of mere personal well-being and play a crucial
role in determining whether there will be progressin
terms of social networks, norms and mutua confi-
dence. Values deeply rooted in the prevailing culture
and either strengthened or impeded by it, such as sol-
idarity, atruism, respect and tolerance, are essential
for sustained devel opment.

Culture is a key element in the fight against pov-
erty. As UNESCO (1996) emphasizes, for the poor,
their own values are often all they have to assert.
Under-privileged groups have values which give
them an identity of their own. Failure to respect these
groups, and actions that lead to their marginalization,
can be deeply harmful to their identity and may
block even the best productive proposals. Their
strengthening and reassertion, however, can set free
enormous amounts of creative energy.

Culture is also a decisive factor in social cohe-
sion, for through it persons can recognize each
other's qualities, grow together and develop collec-
tive self-esteem. As Stiglitz (1998) notes in this re-
spect, preserving cultural valuesis very important for
development, as such values serve as a cohesive
force at times when many others are flagging.

Social capital and culture can be formidable le-
vers of development if the right conditions are cre-
ated. In contrast, ignoring or destroying them makes
the path to development much more difficult. It
might be asked in this connection whether the idea of
strengthening them is not something that belongsto a
world of utopias: a future that is still far beyond the
current possibilities of our societies. In the following
section we will try to show that this is not so: that
there are concrete examples where such levers have
been used on a considerable scale to further devel op-
ment, and that there are lessons to be learned from
them.
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Social capital in action.

Some Latin American examples

What happens when a sustained long-term effort is
made to mobilize key aspects of the social capital of
a community? What responses have been observed?
What new opportunities or difficulties arise? Thereis
a very wide range of examples under way at the in-
ternational level which can provide some significant
indications in this respect. Some of them have be-
come world-famous, such as the case of the Grameen
Bank in Bangladesh, which provides financia sup-
port for poor peasants and has achieved surprising
results by making use of elements connected with the
degree of associativeness, mutual confidence, and
other dimensions of social capital. Here, however,
we will concentrate on examples from Latin America
which show the region's latent potential in these
matters. We have selected three cases which have
obtained striking results, are recognized both in their
own countries and internationally as “highly success-
ful social practices’, and are constantly analysed and
visited in order to seeif it is possible to imitate them
wholly or partially.

1. Villa El Salvador (Peru): from a sandy waste
to an outstanding social experience

In 1971, several hundred poor people invaded some
publicly-owned land on the outskirts of Lima. They
were joined by thousands of slum-dwellers from that
city. The government stepped in to expel them, but
finally agreed to let them settle on a extensive sandy
wasteland 19 kilometres from Lima Those 50,000
poor people, who lacked every kind of resources, set
up the Villa El Salvador there. Over the course of
time they were joined by many more people, and the
present population of the Villais estimated at nearly
300,000. This case is considered to be very specia in
many respects. For example, the layout of Villa El
Salvador is quite different from other poor settle-
ments. The design provides for 1,300 blocks forming
110 residential groups. Instead of there being a sin-
gle centre where the basic public buildings are lo-
cated, the scheme is totally decentralized. Each

residential group has its own centre, with communal
premises and spaces for sports, cultural activities and
social encounters. This favoured interaction and
greatly increased the possibilities of cooperation, so
that it was an organizational model based on active
participation. Starting with representatives of the
blocks and residential groups, the dwellers in Villa
El Savador created an organization —CUAVES-
which represents the whole community and has
played a decisive role in its development. Almost
4,000 organizational units were set up to seek solu-
tions and run community affairs, in which the great
majority of the inhabitants are involved: ailmost 50%
of all those over 18 years of age occupy some kind
of post in them.

In this wasteland, which lacked almost every
kind of resources and was very isolated (the nearest
means of access to Limawas 3 kilometres away), the
inhabitants carried out a tremendous construction ef-
fort, based mainly on voluntary work by the dwellers
in the Villa themselves. A survey of the situation at
the end of 1989 shows that in less than two decades
the inhabitants had erected 50,000 dwellings, 38,000
of them built with their own hands (68% of them
with solid materials such as bricks, cement, concrete
roofs, etc.), they had constructed 2,800,000 m? of
roadways of beaten earth through their own efforts,
and they had built 60 community premises, 64 edu-
cational centres and 32 community libraries, mostly
with community labour and resources. In addition,
there were 41 centres for integrated health, education
and nutrition services, community health centres, a
network of pharmacies, and a reasonably good inter-
nal road infrastructure with four main avenues and
seven roads running across them. The inhabitants had
aso planted half a million trees.

The social achievements of Villa El Salvador
were aso very significant, even though its dwellers
continued to be poor during this period and to suffer
from serious problems of unemployment, like the
rest of Lima. By 1989 the illiteracy rate had gone
down from 5.8% to 3.5%, while the rates of primary
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and secondary school enrolment had risen to 98%
and 90%, respectively: all figures that were better
than the national averages and much better than in
similar poor communities. In the field of health, the
vaccination campaigns, which were carried out with
community support and eventually covered the entire
community, together with the organization of the
community for preventive heath care and family
planning, had led to a sharp fall in infant mortality to
67 per thousand, compared with a national average
of 88-95 per thousand. General mortality was also
below the national average. Furthermore, there was
significant progress in the installation of drinking
water, drainage and electricity services, achieved in a
period estimated to be 8 years less than that of other
poor neighbourhoods, and there was considerable de-
velopment of the community infrastructure, equip-
ment and services, likewise faster than in other
similar communities.

The enormous collective effort made has been
described by the several times Mayor of VillaEl Sal-
vador, Michel Azcueta (Zapata, 1996) in the follow-
ing terms; “The people of Villa El Salvador, through
their efforts and struggles, have gradually built up a
city from nothing, with hundreds of kilometres of
water and electricity systems, roadways, schools,
markets, an agricultural area, and even an industrial
park, likewise achieved through the efforts of the
small industrialists of the area’.

Thisraises a basic question: How was it possible
to achieve these results, starting from the most miser-
able poverty, in such an unfavourable natural setting,
and in the midst of the acute economic crisis that Peru,
like the rest of the region, was experiencing in the
1980s, to say nothing of all kinds of other difficul-
ties? The key to understanding these achievements
—which, while they did not eradicate poverty, never-
theless improved fundamental aspects of the lives of
the Villa's inhabitants and turned it into a very differ-
ent poor community— would appear to lie in elements
coming under the concept of socia capital.

The origina settlers in Villa EI Salvador were
mostly families coming from the Sierra region of
Peru. These Andean peasants had no material riches,
but they did possess a wealth of social capital. They
brought with them their ancestral culture and native
traditions, together with thousands of years of expe-
rience of cooperation, communal work and solidar-
ity. In the Villa they applied basic aspects of this
culture, such as intensive community life and the co-
existence of communal ownership of services that

were vital to al with individual and family owner-
ship of other things. This culture made it easier to set
up this extensive participatory form of organization
in which all the inhabitants were called upon to be
actors in solving collective problems and which
functioned smoothly thanks to the favourable histori-
cal background of Peruvian peasant culture. Inten-
sive use was even made of age-old technica
procedures, such as the leaching ponds used by the
Incas. wastes were processed through a system of
ponds which produced fertilizers that were subse-
quently used to improve green spots and agricultural
production.

The importance of collective work as a way of
achieving solutions, which was inherent in the cul-
ture of the inhabitants, permeated the history of the
Villaright from the start. It is vividly reflected in the
story of how the problem of building schools was
tackled. Michel Azcueta recounts: “..... right from
the start, the inhabitants organized themselves to
build schools, so that the children would not lose the
school year. Twelve school construction committees
were formed in the first three months and work was
started on the construction of a large number of
classrooms, in an effort which now seems herculean
and cannot be understood without an awareness of
the subjective motivations behind it. Classes began to
be given in classrooms with walls of reed matting,
covered with plastic sheeting to keep out the winter
cold, if only dlightly, while the floor was beaten earth
and the few bricks available were used as improvised
benches for the children to sit on. These classrooms
were built in collective efforts on Sundays, with a fe-
verish enthusiasm which has left indelible memories
among those who took part” (Zapata, 1996).

Thanks to these conditions, a broad and solid
fabric of associativeness was created in the Villa. Or-
ganizations for young people, women and mothers
were set up, as were market cooperatives, associa
tions of small industriaists and shopkeepers, urban
vigilance teams, juvenile coordination bodies and
brigades, sports leagues, and cultural groups of all
types. In the Villa, associativeness extended to the
most varied aspects: producers who got together to
buy inputs as a group, to look for machinery together
and to improve the quality of their goods; over a hun-
dred clubs for mothers, which organized and subse-
quently ran with exemplary efficiency 264 soup
kitchens and 150 school milk programmes; young
people who ran and promoted hundreds of cultural
and artistic groups, community libraries, sports
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clubs, students' associations and social communica-
tion workshops.

The efforts of the community itself, organized
on an eminently participatory basis, were responsible
for all the progress that was made in such a short
time. This process “sparked off” the latent social
capital, which then proceeded to multiply. The cre-
ation of a whole municipality by its inhabitants,
starting from nothing, generated a solid identity and
heightened personal and collective self-esteem. As
Franco (1992) notes, the city that was created in this
way was the expression of its inhabitants. They were
not merely its dwellers, but also its creators. In creat-
ing and developing Villa El Salvador they were cre-
ating themselves. Consequently, when one asks the
inhabitants of the Villa where they come from, they
do not answer like other settlers who have come
from the interior, who name their birthplace, but say
instead “I am from the Villa': the place that gave
them the identity they prize so highly. The process of
facing very difficult challenges and overcoming them
was also a process of strengthening their self-esteem,
which is the fundamental incentive for productive ac-
tion. As Franco says, when one attends a fair number
of community meetings and talks to the founders or
leaders of the community one frequently hears ex-
pressions of collective self-confidence, assertions
that the inhabitants now possess organized power,
and a noteworthy faith in the community’s capacity
to set itself goals and unite to achieve them.

Self-esteem was also specially cultivated in the
schools of the Villa, where the teachers tried to free
the children from any feeling of inferiority because
they came from poor families and sought to give
them a sense of security so that they would not feel
at a disadvantage.

The community effort to build the Villa El Sal-
vador, which took place in the most difficult condi-
tions, was marked and guided by certain values. The
inhabitants defined their project as the formation of a
community with participatory self-government. The
whole effort was imbued with a collective vision
centered on the promotion of community values, ac-
tive participation and self-government. In 1986 Villa
El Salvador officially became a municipality, but in
this process it preserved al the foregoing principles.
Thus, it was laid down that all municipal decisions
should be based on communal decisions. Recently,
with the aid of various non-governmental organiza-
tions, the newspaper “El Comercio” and other
bodies, the Villa introduced a system designed to

facilitate the inhabitants' participation through infor-
matics. Under this system, the Municipal Council
transmits its sessions to the Villa by closed-circuit
television. Within the Villa there are computer termi-
nals through which the inhabitants can receive infor-
mation on the matters to be dealt with at the sessions
and the relevant background, and they can make
their views known to the Council, which aso holds
ongoing referendums to find out the inhabitants
views, using the same computerized system.

The experience of the Villa has won world rec-
ognition and received many awards. In 1973 UNESCO
distinguished it with an award as one of the most
challenging experiences in popular education; in
1987 the United Nations named it “Messenger of
Peace” as an exemplary promoter of forms of com-
munity living, and in the same year it also received
the “Principe de Astlrias’ prize from the King of
Spain. Pope John Paul Il paid a special visit to it in
1985 and delivered an address in the Villa in which
he highlighted its achievements.

It has not been possible in the Villato solve the
underlying problems causing poverty, since these
have to do with factors that go completely beyond
the ambit of this venture and form part of the general
problems of the country at large. Nevertheless, con-
siderable advances have been made compared with
other poor settlements, and a very special profile of
society has been developed. The strengthening of so-
cia capital has played a decisive role in the Villa's
achievements. Invisible, silent factors that operate at
the very heart of the social fabric have had a constant
positive effect here. They include ongoing develop-
ment of all forms of cooperation; mutual confidence
among the organizing actors; the existence of a com-
munity-oriented, constructive and creative form of
civic behaviour; the presence of common guiding
values; the mobilization of the community’s own cul-
ture; the assertion of personal, family and collective
identity, and the greater self-esteem stemming from
the experience itself. All these elements were
boosted by the genuinely participatory model
adopted by the community.

2. The Family Consumption Markets of
Venezuela: the dividends paid by social
capital

The question of how to reduce the cost of foodstuffs
for the poorer sectors of the population has found a
significant response in the city of Barquisimeto,
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TABLE 1

Venezuela: Expansion of the Barquisimeto Family Consumption Markets

1984 1990 1997
Sales units 1 87 105
Weekly sales of fruit and vegetables (tons) 3 168 300
Number of families served 300 20 000 40 000
Number of workers 15 400 700
Number of agricultural producers 15 100 500
Number of producers’ organizations 1 n/d 18
Number of community production units 1 9 12

Source: Gémez Célcano (1998) and data from CECOSESELA (1990-1997).
2 Includes the whole of the state of Lara; Barquisimeto accounts for approximately half of this anount.

® |ncludes 50 markets and 55 social supply centres.

Venezuela, where the Family Consumption Markets,
which began in 1983, have succeeded in reducing the
retail prices of fruit and vegetables by 40% and those
of other foodstuffs by between 15 and 20%, benefit-
ting 40,000 families per week in this city of amillion
inhabitants. These families, which are mostly from
the lower and lower middle strata, are estimated to
save a total of US$ 10.5 million by buying food in
these markets.

The markets involve a considerable number of
civil organizations. Formally, they come under the
Central Council of Cooperatives of the state of Lara
(CECOSESELA), but various groups of producers, con-
sumers associations and small self-run enterprises
take part in running them. Thus, they include 18 as-
sociations of agricultural producers, grouping to-
gether nearly 600 farmers, and 12 community
production units. All these small and medium-sized
farmers and food producers sell their output through
the Markets, which have 50 sales points, operating in
the last three days of the week, and sell 300 tons of
fruit, vegetables and staple foodstuffs directly to the
population every week for household consumption.

Basically, the Markets sell fruit and vegetables
by kilos at a flat rate, which simplifies their opera-
tion to the maximum. Among the products they sell
are potatoes, tomatoes, carrots, onions, sweet pep-
pers, lettuce, celery, cabbages, bananas, and various
local tropical products. Through their own transport
facilities and sales premises they bring goods directly
from small producers to the consumers, so that ev-
eryone wins: the small producers, who were among
the original creators of this initiative, since they pre-
viously suffered all the problems and fluctuations of
marketing, now have an assured outlet for their
goods at reasonable prices, while consumers receive

fresh products at much less than norma market
prices.

The Family Consumption Markets have grown
rapidly into the main supplier of foodstuffs and sta-
ples for the city of Barquisimeto (table 1).

As may be seen from the table, starting from a
single sales point and amost no initial capital, the
Markets have grown rapidly in al the indicators
listed. Between 1990 and 1997 the weekly tonnage
of fruit and vegetables sold increased by 78%, while
the number of families served doubled.

How could such economic success and effi-
ciency be obtained by a set of grass-roots organiza-
tions which had little or no capital yet launched out
into an agricultural and food products market charac-
terized by its strong competition and low profit mar-
gins?

It would appear that key elements of social capi-
tal lay at the roots of this success. The actors in this
venture themselves say that their achievements were
based on: i) a history of social and human capital
formation; ii) giving priority to socia rather than fi-
nancial capital, and iii) some novel forms of partici-
patory management (Ferias de Consumo Familiar,
1996).

The several hundred workers who keep the Mar-
kets and the associations linked with them going
have established a system of organization which is
based on cooperation, participation and horizontality
and is strongly guided by a set of values.

Underlying the Markets is a conception of life
which, according to the actors involved, gives prior-
ity to solidarity, personal and group responsibility,
transparency in relations, the creation of mutual con-
fidence, personal initiative, and a readiness for hard
work.
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This set of values is not just something that ex-
ists in a written declaration, as often happens, but is
fostered systematically. An outside observer (Bruni
Celli, 1996) describes the everyday dynamics of the
Markets as follows: “ The cooperativist values of per-
sonal growth, mutual support, solidarity, frugality
and austerity, as well as of teaching others, avoiding
selfish attitudes and always doing one’s best on be-
half of the community, are matters of continual re-
flection at the eight or more hours of meetings that
al the workers in CECOSESELA attend every week.
The large number of hours spent on meetings might
be seen as a loss of productivity, but in fact they are
the main means for achieving the dedication, enthu-
siasm and commitment of the workers in the organi-
zation”.

Within the context of these values, the organiza-
tional design adopted seems to have played a deci-
sive role in the results obtained. It is centered on
such principles as the active participation of all mem-
bers of the organization, fluid communication at all
levels, joint analysis and learning, and continuous ro-
tation of tasks. One of its featuresis that all the hun-
dreds of workers in the organization earn exactly the
same wages (57% higher than the national minimum
wage). The organization has also set up a credit un-
ion which lends money at low rates and an integrated
health fund. Although the wages are only modest, the
members of the organization have stated that they
have other incentives, such as forming part of a pro-
ject with such admirable values, working in a demo-
cratic and non-authoritarian environment, and having
possibilities for training and development.

The concrete organizational mechanisms of the
organization include: weekly meetings of each group
for assessment and planning purposes; decision-
making by consensus; shared information; collective
discipline and supervision; decentralized work by
each group, and the rotation of tasks already men-
tioned earlier. In addition, there are meetings known
as “get-togethers’ designed to foster closer personal
and social relations.

These features of the system of organization co-
incide with many of the recommendations of modern
management science. They are conducive to what is
called nowadays a “learning organization” or an “in-
telligent organization”. The organizational model of
the Markets is very flexible, and this alows them to
absorb through all their “pores’ information on what
is happening around them, which, when shared inter-

nally, increases their capacity to react to any changes
that take place. It also alows them to follow up pro-
cesses as they take place, rapidly detecting any er-
rors. The climate of confidence created among their
members avoids the heavy costs of mistrust and con-
stant confrontation which are typical of some other
organizations. On the contrary, the elements of the
model foster a profound sense of belonging which is
a fundamental stimulus of productivity.

The Markets have successfully survived all the
forecasts that they would find it very difficult to re-
sist the problems of the market: indeed, they are now
in aleading position in their market and are obliging
other business competitors to try to adjust their own
prices. They have become the main supplier of staple
foods for Venezuela's fourth biggest city and, al-
though they only operate locally, their operating fig-
ures show them to be one of the biggest food
marketing companies in the whole country. They
have shown themselves to be completely sustainable
and over 15 years they have been steadily expanding
their operations.

They are now giving rise to imitators in various
other Venezuelan cities. The key to their excellent
performance does not lig, in this case, in heavy capi-
tal investments managed according to conventional
business criteria of maximizing profits or in a verti-
cal form of management. Instead, the capital they
have mobilized is essentially “social capital”. They
have promoted certain values that are latent in civil
society; they have demonstrated the possibility of
carrying out a collective project which is at once effi-
cient in productive terms, socially useful and attrac-
tive as a context for living, and through their special
style of management, which they have called
“solidary management”, they have heightened basic
elements of the accepted concept of socia capital,
such as associativeness, mutual confidence and
norms of behaviour which favour community life
and objectives.

Local analysts such as Machado and Freites
(1994) note that they have aso taken advantage of
the great store of social capital existing in the state of
Lara, which is the Venezuelan state with the largest
number of cooperative organizations. In 1994 there
were 85 cooperatives in the state, 36 of them provid-
ing multiple services, as well as a dense network of
non-governmental organizations (over 3,500) and nu-
merous neighbourhood associations and other forms
of social organization. We can thus see that in the
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state of Larathere is a whole cultural habitat that fa-
vours the development of social capital and has pro-
vided fertile ground for a project of this nature.

3. The participatory municipal budget of Porto
Alegre (Brazil): expanding the existing
social capital

The experiment in participatory municipal budgeting
which was begun in the city of Porto Alegre in 1989
has become one of the “star” experiments at the in-
ternational level and has attracted widespread atten-
tion. Nearly 70 Brazilian municipalities are now
undertaking similar experiments inspired by that of
Porto Alegre.

Thisinterest on the part of other cities and coun-
tries is due to the concrete results obtained. In 1989
Porto Alegre, which has 1.3 million inhabitants, suf-
fered from serious social problems and broad sectors
of its population had only limited access to basic ser-
vices. There was also an acute shortage of fiscal re-
sources. The newly-elected Mayor decided to invite
the population to cooperate in managing the invest-
ments section of the municipal budget. This time, the
invitation was not mere hot air but was backed up by
acomplex and elaborate system to make mass partic-
ipation possible. The city has been divided into 16
zones, for each of which the budgetary execution
figures and future estimates are analysed and priori-
ties are identified at the neighbourhood level, with
the results being subsequently assembled and harmo-
nized at the zonal and global levels. In addition to the
zones, there is another analysis and decision-making
mechanism which operates in respect of magjor mat-
ters of urban concern: urban development, transport,
health services, leisure facilities, education and cul-
ture. The public at large, elected representatives and
municipal officials take part in working groups, in-
termediate-level meetings, plenaries and other types
of meetings held throughout the year. The budget is
thus formulated from the bottom up and is finally
formally adopted by the Municipal Council.

The population responded to the Mayor’s invita-
tion with what Navarro (1998) called “feverish par-
ticipation”. It is estimated that in 1995 100,000
people took part in the process.

The results have been surprising and have dis-
pelled the pessimistic forecasts that the “inadmissible
heterodoxy” of submitting such a highly technical
and delicate matter as the budget to a popular partici-

pation process would be a failure. On the one hand,
the population determined its real needs and redi-
rected resources towards the most keenly felt prob-
lems. On the other, the whole budgetary process,
which had previously been closed and impenetrable,
was completely opened up for citizens at large. The
fact of sharing the whole of the information with
them made the whole process transparent, thus creat-
ing favourable conditions for the eradication of all
forms of corruption. The public engaged in a mass
exercise of socia control of the preparation and exe-
cution of the investment section of the budget, which
represented 15% of the total budget and in
1989/1995 amounted to US$ 700 million. Further-
more, by establishing clear rules on the nature of the
decision-making process, this initiative reduced to
the minimum the room for arbitrary clientage-type
practices.

The fact that the budget now corresponds to pri-
ority needs, together with the improvement in its
management, led to very significant results. Thus,
between 1990 and 1996 the number of homes with
drinking water supply rose from 400,000 to 484,000,
so that it covered 98% of the population, while in the
case of sewerage, whereas in 1989 only 48% of
homes were connected to the sewerage system, by
1997 the proportion had risen to 80.4% (the average
for the whole of Brazil was only 49%). Likewise,
167,408 persons (13% of the population) were bene-
fitted between 1990 and 1996 by the programme for
issuing official titles for land ownership in poor sec-
tors and settlements. In the poorer areas of the city,
30 kilometres of streets were paved each year, while
in the field of education primary and secondary
school enrolment rose by 159% between 1989 and
1997 and the municipality established an adult liter-
acy training programme which had 5,277 participants
in 1997.

Since this system was introduced, the identifica-
tion of prioritiesin line with real needs, together with
the effects of the system as a whole, have brought
about a large-scale reallocation of resources which,
aided by the collective participation of the commu-
nity in following up the budget execution process,
has made possible the impressive achievements ob-
tained. The population have now become a major ac-
tor in the municipal budgetary process.

The broad support among the population for
profound budgetary changes has also been expressed
in strong pressure for measures to make the tax
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system of the municipality more progressive and ef-
ficient, and major reforms have been made which
have allowed tax revenue to be increased while mak-
ing its collection more equitable.

All in al, there have been appreciable changes
in the traditional political image of the municipality,
which was previously like many others in the region:
there has been a redistribution of functions between
the municipality and civil society; the latter has be-
come much more active; various forms of direct de-
mocracy have been introduced; the room for
corruption has been very sharply reduced, by making
the management of the public finances so transparent
and closdly monitored; conditions are now unfavour-
able for clientage-type practices, and decision-making
has been decentralized.

This process has been based on the utilization of
the social capital which aready existed in this soci-
ety, where there was a substantial tradition of com-
munity associations. These associations were
actively mobilized and played a fundamental role at
the various levels of decision-making that were es-
tablished. As Navarro points out, a decisive factor
was the political will of the Mayor to get away from
the usual systems of concentration of power and in-
stead invite the population and the associations in
guestion to share the power with him. This invitation
and the establishment of genuine participation mech-
anisms served to amplify the existing social capital.
The capacity for cooperation increased enormousdly,
a climate of mutual confidence was established
among the actors, and strong incentives were created
for constructive civic behaviour. The aready existing
associative culture was an essential element in pro-
moting popular participation, while it in turn was
greatly strengthened by the process, which has
shown the potential that is revealed when the false
conflicts between the State and civil society are over-
come and they join together to work for the common
good.

In Porto Alegre, social capital behaved as
Hirschman (1984) forecast that it would: when
more intensive use was made of it, it expanded.
This was recognized by the 1DB (1997), when it
noted that the participation process has had an
enormous impact on the ability of citizens to re-
spond to challenges in an organized manner, as a
community, and on their capacity to work together
to improve the quality of the public administration
and, hence, their quality of life.

4. Some lessons to be drawn from the above
cases

The cases described above have had important ef-
fects, have shown strong sustainability, and have
won recognition in many circles. What were the keys
to their success? Although they were carried out in
very different environments, can some common ele-
ments be identified in them which have significantly
affected their results?

Firdtly, the strategies employed have been based
on the use of non-traditional forms of capital, by pro-
moting the entry into action of forces which were la-
tent in the socia groups. In al the cases anaysed, the
capacity to seek solutions and implement them in a
cooperative manner was brought into play; a climate
of mutual confidence was built up among the actors;
the existing cultures of the actors were taken as the
starting point, totally respected and fostered, and a
style of civic conduct based on solidarity and concern
for the general good was promoted. The encourage-
ment of these and other similar factors gave rise to
community and organizational forces which were ca
pable of carrying out extensive congtructive efforts in
spite of the misery originally reigning in the Villa El
Salvador, the extremely small resources available for
the Consumer Markets in Barquisimeto, and the lim-
ited resources and deficits in Porto Alegre.

A second common feature was the adoption of a
totally non-traditional organizational design. In all
three cases the basis of this design was the organized
participation of the community. In a recent study
(Kliksberg, 1998) we made a detailed analysis of the
organizational possibilities offered by participation.
In that study we noted, on the basis of the compara-
tive analysis of different international experiences
and a broad range of empirical information, that par-
ticipation has considerable competitive advantages
over the usual hierarchy-based designs, and we iden-
tified the mechanisms through which such advan-
tages are generated. Indeed, participation is now an
essential part of the management models of the most
advanced organizations in the world.

A third digtinctive feature of the three cases
studied is that, underlying the mobilization of social
capital and culture and the designs for open and
democratic management, there was a value-based
conception which was of decisive importance. With-
out it, it would have been impossible to solve the
many difficulties encountered on the innovative and
non-traditional path that was followed. The values
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maintained served as a continuous source of guid-
ance and at the same time powerfully motivated the
behaviour of the communities concerned and trans-
mitted the inspiring vision of the fina goals to those
at whom the efforts were directed.

Other projects are being carried out in the region
which, while having their own specia features, follow
lines like those described above to a greater or lesser ex-
tent, as well as adding new eements of their own. Their
results are highly significant. Among many others, men-
tion may be made of the EDUCO programme in El Sdva
dor, based on the self-organization of poor peasant
families to run rural schools; the school milk pro-
grammes in Peru; the role played by organized indige-
nous communities in Baolivia and Ecuador, and parent
participation in running the schools in Minas Gerais.

It could be argued —and indeed this has been
done- that projects of this type have only a limited

|V

scope. However, experience shows that athough
considerable difficulties have been encountered and
that these projects cannot easily be extended to other
environments, they can nevertheless make formida-
ble contributions: they directly improve the quality
of life of broad under-privileged sectors, they are a
testbed for advanced forms of social action, and they
represent an inspiring appea to progress in this di-
rection.

In the final analysis, mobilizing social capital
and culture as active agents of economic and social
development is by no means a utopian proposal: it is
perfectly viable and gives effective results. There is
significant past experience on which to base action.
In order to carry out this mobilization on a major
scale —a great challenge for the future— comprehen-
sive policies and broad consensus between the State
and civil society will be needed.

It is time to mobilize the potential of culture

From the standpoint of economics, cultural activities
have often been regarded as a secondary field foreign
to the central line that economic growth should fol-
low. They have often been treated in practice as a
field which absorbs much-needed resources, does not
generate economic returns on the investment made in
it, gives effects which are difficult to measure, and
tends to be poorly managed. On the other hand, there
has also been a certain tendency in the field of cul-
ture itself to adopt a closed attitude and not actively
seek links with economic and social programmes,
which has led to a serious gulf between culture and
development. This situation causes great losses for
society: it seriously hinders the advance of culture,
which comes to be treated as a secondary aspect
which involves only expense and delivers little bene-
fit, while at the same time it has a high opportunity
cost, asit does not take advantage of all the contribu-
tions that culture could make to development pro-
Cesses.

In order to bridge this gulf, systematic efforts
are needed. Culture is an important part of social
capital, as shown both by the cases described earlier
and by the many others currently under way. The cri-
sis of conventional economic thinking has opened up

an opportunity —as part of the search for a broader
and more integral view of development— for the in-
corporation in their own right of the cultural dimen-
sions of the latter.

Before exploring some of the possible points of
interaction, a very important point should be noted.
Culture can be a formidable instrument of economic
and social progress, but its identity does not end
there. It is not just an instrument. The cultural devel-
opment of societies is an end in itself, and progress-
ing in this field means furthering the spiritual and
historical enrichment of a society and the individuals
that make it up. As the Report of the World Commis-
sion on Culture and Development (UNESCO, 1996)
declares, it is an end which is desirable in itself, be-
cause it gives a meaning to our existence. This aspect
should never be lost from view.

The distinguished  economist  Frangoise
Benhamou makes some telling remarks in this re-
spect: “In redlity, only under an out and out
economistic approach could it be suggested that ex-
penditure on culture should be justified in the light of
the tangible benefits that it can generate in return.
The gains that cultura life can bring to the commu-
nity do not always cover the expenditure involved.

SOCIAL CAPITAL AND CULTURE: MASTER KEYS TO DEVELOPMENT e«

BERNARDO KLIKSBERG



CEPAL

REVIEW 69 -

DECEMBER 1999 97

Obvioudly, the justification for this expenditure
should be assessed in the light of other criteriawhich
go beyond the economic dimension”. She calls for
the use of different criteria to measure the “perfor-
mance” of something which is, in the final analysis,
one of the ultimate ends of society. She warns
against the mechanical application of criteria usualy
employed in the economic field and the facile and er-
roneous conclusions that can be drawn from them,
emphasizing that “It would be lamentable if, a a
time when economic science acknowledges the value
of the qualitative dimension of the object being ap-
praised, economists were to insist on taking account
only of the commercia results of investmentsin cul-
ture. Is there any reason to complain about the cost
of cultural life, which is really very modest? Should
we not rather see in it the image of an adult and
prosperous nation?’ (Benhamou, 1997).

In addition to being an end in itself, culture has
enormous potential that can be mobilized for devel-
opment, including that briefly described below.

1. Culture and social policies

The mobilization of culture can be a very valuable
factor in the fight against poverty, which currently
afflicts nearly half the inhabitants of the region. The
intangible underlying elements of culture can help in
many ways.

The poor do not have material wealth, but they
do have a store of culture that often goes back for
hundreds or even thousands of years, as in the case
of the indigenous peoples. A deep respect for their
culture will create favourable conditions for making
use in social programmes of their accumulated
knowledge, traditions, ways of linking up with nature
and their natural cultural capacity for self-organiza-
tion, al of which can be extremely useful.

Furthermore, consideration and due appreciation
of the culture of under-privileged sectors is a key
point in the crucial matter of collective identity and
self-esteem. Economic marginality and poverty are
often accompanied by the depreciation of cultural
values. The culture of the poor is looked down upon
by other sectors of society as being inferior, precari-
ous, backward. Cultural patterns of the poor are
sometimes even irresponsibly blamed for being re-
sponsible for their poverty. The poor feel that, apart
from their material difficulties, they are facing a
silent process of “cultural depreciation” of their

values, traditions, knowledge and forms of relations.
In the final analysis, depreciating their culture means
weakening their identity, and a weakened identity
givesriseto feelings of low individual and collective
self-esteem.

A major aim of socia policies should be to re-
verse this process and raise the collective and personal
self-esteem of under-privileged groups. Stronger
self-esteem can be a powerful constructive and cre-
aive force. The essential means for this is culture.
The promotion of popular culture, the opening-up of
channels for its expression, its cultivation among the
younger generations, and the creation of a climate of
genuine appreciation of its content will cause culture
to grow and, together with this, will restore their
identity to impoverished groups.

There are some interesting examples of actions
of this type in Latin America. Among them are the
energetic efforts made in Venezuela in recent de-
cades to form popular choirs and musical groups. By
dint of sustained efforts in various communities,
many of them poor, groups have been set up which
have brought together thousands of children and
young people, mainly for the interpretation of music
whose roots are in popular culture. These cultural
spaces, as well as allowing their members to express
themselves and grow artistically, aso cause them to
love and value their culture and strengthen their iden-
tity. They have also had some effects that were not
originally foreseen. Thus, the systematic practice of
these activities has also fostered habits of discipline,
hard work and cooperation. Similar efforts have also
been made on alarge scale in recent times in Colom-
bia and other countries.

2. Culture and social integration

One of the basic problems of Latin American societ-
iesis social exclusion, which severely hinders the ac-
cess of some sectors to the labour and consumer
markets and makes it impossible for them to inte-
grate into society. These obstacles mutually heighten
each other, thus forming regressive vicious circles.

The democratization of culture can break these
circles in an important respect. The creation of cul-
tural spaces open to the under-privileged sectors,
with specia stimulation for them to use them, can
give rise to novel channels of integration.

Culture can aso significantly strengthen the ed-
ucational capital of poor communities. The region is
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marked by high rates of dropping out or repeating
courses in primary education among such communi-
ties (amost half the children leave school before
completing six school grades). Every possible effort
should be made to improve this situation. At the
same time, however, cultural activities could act as a
para-educational system, offering informal training
facilities to complement and back up the school sys-
tem. This would be particularly valuable for the
many adults who dropped out of school when they
were young.

Culture can be an attractive and realistic frame-
work for the integration of the great numbers of
young Latin Americans who are currently neither in
the labour market nor the educational system, thus
forming a population group in great danger of dlip-
ping into crime. The studies on the great increase in
the crime rate in the region in recent decades indicate
that a growing percentage of criminals are young and
display a profile of unemployment and limited edu-
cation. In cultural spaces, this group can be offered
alternatives that can permit them to gain a sense of
belonging socially and achieve personal growth.

Culture can make an effective contribution to the
most fundamental social integration institution: the
family. Research carried out in recent years shows
that, in addition to its decisive affective and spiritual
role, the family has an outstanding influence in many
other areas too. It exerts a strong influence on the ed-
ucationa performance of children, the formation of
creativeness and capacity for constructive criticism,
the development of emotional intelligence, and the
acquisition of a culture based on preventive health.
At the same time, it is one of the main socia safety
nets and the prime, fundamental framework for so-
cia integration.

In Latin America, the impact of poverty has put
many families in the humbler strata of society under
great stress, so that they are in a state of crisis. It is
estimated that over 20% of the families in the region
are headed only by the mother. In the great majority
of cases, these families are very poor. Likewise, there
has been an increase in the number of children born
out of wedlock, which is an indicator of the reluc-
tance of young couples to form stable families, often
because their economic difficulties make it hard to
maintain a family.

Cultural spaces can help to strengthen this vital
ingtitution, whose contributions to society are incal-
culable. Joint activity by family members in these

spaces can forge stronger links among them. Like-
wise, families can find stimuli and responses in
them, can enrich their personal situation, and can
share experiences with other family groups faced
with similar problems.

3. Culture and values

The values of a culture have a decisive weight in de-
velopment. In recent years there has been extensive
debate on the types of values which have helped
countries to attain sustained growth and significant
social achievements.

If the dominant values are concentrated on indi-
vidualism, indifference to the fate of others, lack of
collective responsibility, lack of interest in the gen-
eral good, the pursuit of personal enrichment as the
central value, consumerism, and similar goals, the
consequent forms of conduct may be expected to
cause serious harm to the fabric of society and to
lead to all kinds of regressive effects, ranging from
severe economic inequity —which, according to many
studies, gives rise to serious hindrances to sustained
economic development— to a decline in social cohe-
sion which may even affect average life expectancy.
One of the visible effects of the prevalence of values
that do not prize solidarity is the spread of corruption
in a number of societies. As Arizpe (1998) notes:
“This tendency has been largely fostered by the mo-
notonous insistence on the idea that getting rich is
the only goal that is worth whilein life”.

In contrast, positive values lead in very different
directions. Thus, for example, societies which have
stimulated and cultivated values that favour equity
and taken steps to ensure that they are reflected in
their tax systems, universal coverage of health ser-
vices, and good-quality education have now attained
good levelsin al those fields, which have facilitated
their economic and technological progress and their
competitiveness. Examples of such countries include
the Scandinavian countries, Canada, Japan, Isradl, etc.

1 For a pioneering study on the incidence of values on everyday
life and the social fabric in Chile, see UNDP(19984). This study
explores the inner world of people and the quality of their rela-
tionships with others, makes some highly important findings in
terms of social capital, culture and development problems, and
identifies the existence of widespread social malaise in Chilean
society, due, among other things, to the weakening of personal
interrelations.
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Culture is the basic area in which a society gen-
erates values and transmits them from generation to
generation. In Latin America, the systematic promo-
tion and dissemination of values such as solidarity
(which is deeply rooted in the local indigenous cul-
tures), cooperation, mutual responsibility, joint con-
cern for the collective good, the elimination of
various forms of discrimination, the eradication of
corruption, democratization® and the pursuit of greater
equity (in a region which is so flagrantly unequal)
would obviously help development, as well as help-
ing to shape the profile of society.

Notable results have been achieved in this re-
spect by societies which have consistently cultivated
voluntary action among the new generations. Such
voluntary action incorporates many of the
above-mentioned values. It is of great educational
value, produces significant economic results by add-
ing many hours of unpaid work to programmes
which are of value to society, and promotes attitudes
of solidarity and cooperation. In a number of coun-
tries volunteers form a substantial percentage of the
total work force in the social sector: their activities
are valued by the whole of society and represent a
means of attracting many young people. There are
substantial contingents of volunteers, for example, in
the Scandinavian countries, Canada, various Western
European countries, and Israel. Faigon (1994) reports
that 25% of the population of Israel carries out regu-
lar voluntary work, particularly in the socia field,
and generates goods and services equivalent to 8% of
GDP; he notes that the bases for these results lie in
Jawish culture itself, which emphasizes that volun-
tary service to the community is a duty, and in the
systematic inculcation of solidarity-based values in
Israeli schools.

The cultivation of values through culture and
participation from an early age in voluntary activities
and community work exerts a considerable influence
on the subsequent acquisition of civic commitments
by adults, conclude Youniss, McLellan and Yates
(1997) in the light of recent research. There is a sta-
tigtical correlation between the fact of having acted
in voluntary organizations when young and subse-
guent involvement with society. Thus, a study carried

2 See, in this respect, the studies prepared under the Regional
Project on Culture and Democracy led by Saul Sosnowsky, Di-
rector of the Institute of Latin American Studies of the Univer-
sity of Maryland.

out in the United States shows that those who had
been members of 4H clubs were twice as likely, 25
years later, to be members of civic organizations,
compared with those who had not formed part of
such clubs, while they were four times as likely to
participate in politics. Another study on graduates of
secondary schools showed that 15 years later those
who had taken part in extracurricular activities at
school were much more likely to be participating in
voluntary organizations. Such values and participa-
tion mould what the authors call a “civic identity”
that encourages entry into commitments with the
community and ongoing contributions to it.

An interesting experiment aimed at promoting
cultural values useful to society was begun recently
in Norway. On 30 January 1998 that country estab-
lished the Government Commission on Human
Values, which has four main purposes: i) to create
an increasing awareness of values and ethical issues
in society; ii) to foster a better knowledge of the de-
velopment of human values in present-day culture;
iii) to identify current ethical challenges in society
and outline possible responses to them, and iv) to en-
courage the different sectors of society to take part in
this debate.

The members of the Commission come from
various sectors of society and belong to different
generations. The aim of their activities is to ensure
that value issues are at the centre of the public
agenda and are analysed by both public and private
institutions, that ethical dilemmas are identified and
explicitly stated, and that suitable responses are
sought. Among the first initiatives put into effect by
the Commission is the requirement that all the
schools in the country should examine how far the
rights proclaimed in the United Nations Declaration
of Human Rights are being applied in their areas. It
is also promoting studies at the municipal level —it is
seeking to decentralize many of its actions— on the
tensions suffered by children and young people be-
cause of the frequent contradiction between the
values imparted in the home, at school and in
church and those that are given by the mass media
Another project seeks to create greater awareness
with regard to responsibility, solidarity and partici-
pation, while yet another calls upon the Mayors of
the various municipalities of the country to set in
motion a process of deliberation at the local level
to determine what the basic features of a good lo-
cal community should be.
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The cultural potential of Latin America —which
is enormous, as its fertile production in so many
fields of art shows— can take shape in the form of im-
portant contributions to the fight against poverty, the
development of social integration, the strengthening
of values in the fields of community action, solidar-
ity and participation, and many other areas. Mobi-
lizing this potential calls for concerted action
between the State and the various organizations of
civil society, which must coordinate their efforts and
do their very best in order, together, to set free the
enormous forces of popular cultural creativeness
which are latent in the region.

There are serious shortcomings in Latin Amer-
icain this respect. While some sectors make gresat ef-
forts to promote culture and secure important
concrete results in this way, there are other sectors
which display reservations and hang back from the
task of giving culture a central place on the develop-
ment agenda. Thus, cultural efforts are deprived of

resources, are made a preferential target for budget-
ary cuts, and are subjected to constant changes which
deprive them of the stability needed to place activi-
ties and ingtitutions on a firm basis. It is usualy ar-
gued that culture is a kind of secondary need to be
filled when other more “urgent” needs have been
satisfied. In some cases, this leads to a situation like
that described so well by Pierre Bourdieu: “.... the
absence of cultureis usually accompanied by the
absence of any awareness of its absence” .2

For these reasons, and because of these prac-
tices, society is failing to make use of one of the
great forces for securing profound changes in the ac-
tual conditions of a continent which is facing such
difficult challengesin fields like poverty and inequal-
ity that decisively affect the everyday life of the pop-
ulation.* The time has come to overcome these
shortcomings and actively explore the many contri-
butions that culture can make to development.

(Original: Spanish)
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Social capital means the set of norms, institutions and orga-
nizations that promote trust and cooperation among persons
in communities and also in wider society. In those formula-
tions of the social capital paradigm (and of the
neoinstitutional economics on which they are partly based)
which focus on its collective manifestations, it is claimed
that stable relationships based on trust and cooperation can
reduce transaction costs, produce public goods and facili-
tate the constitution of social actors and even of sound civil
societies. Community social capital is a particular form of
social capital which comprises the informal content of insti-
tutions that aim to contribute to the common good. Even
some of the foundational authors of the social capital para-
digm have doubts about the feasibility of creating such cap-
ital in groups where it does not already exist. The peasant
communities of Chiquimula (Guatemala) covered by the
anti-poverty “Support Project for Small-scale Producers of
Zacapa and Chiquimula® (PROZACHI) displayed a rela-
tively individualistic culture of dependence and domination
yet at the same time had a broad and dynamic repertoire of
various norms, including some which could serve as a sym-
bolic support for solidary and reciprocal practices.
Chiquimula seemed to lack social capital institutions, but
with the recovery of institutional practices of the past and
the emergence of new contexts and opportunities for devel-
oping new group strategies it has been possible to create so-
cial capital in these communities, with external support and
training, and thus turn an excluded sector into a social actor
on the micro-regional scene.
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Social capital

1. A useful conceptual tool

A vigorous debate is currently under way in aca
demic circles and also in development agencies on
the theory of social capital. This emergent paradigm
aims to be a kind of unified theory incorporating
concepts from different fields, such as reciprocity,
socia networks, participatory development and gov-
ernance. It promises to be a valuable tool for the
analysis and promotion of peasant-level develop-
ment. The term “social capital” embraces the norms,
institutions and organizations that promote trust and
cooperation among persons, in communities and also
in wider society. In those formulations of this con-
cept (and of the neoinstitutional economics on which
they are partly based) which focus on its collective
manifestations, it is claimed that stable relationships
based on mutua confidence and cooperation can re-
duce transaction costs (Coase, 1937), produce public
goods (North, 1990) and facilitate the constitution of
social actors and even sound civil societies (Putnam,
1993a).

This article analyses a particular form of social
capital —community social capital— and the possibil-
ity of creating it where it does not already exist in or-
der to overcome the poverty and political exclusion
of rural communities in Latin America.

In the definition followed here, cultural norms of
mutual trust and interpersona networks of reciproc-
ity are “precursors’ of the institutions - more com-
plex and guided by norms of common well-being-
which constitute community social capital and which
spring from those precursors at the level of the com-
munity or socia system. Some authors consider that
social capital is made up of al the interpersonal links
that can activate an individual, corresponding to what
were aready known as diffuse self-centered net-
works of reciprocity, while at the other extreme the

O The author wishes to express his thanks for the valuable
comments made by Eugenio Lahera, Gonzalo Falabella, Samuel
Morley, Maximiliano Cox, Roberto Guimardes, Orlando
Peralta, Mario Chamalé, Alegjandro Medina, Juan Séez,
Fernando Bazla, Brent Metz, Fernando Rello, Margarita Flores,
Ivén Finot, Otto Fernandez, Juan José Santibéfiez, Rodrigo
Contreras and Anthony Bebbington.

definition of community social capital (from the
neoinstitutionalist standpoint) given by Putnam and
North —according to which socia capita is what
gives rise to cooperation and civism, so that if there
is civism there will be social capital— has rightly
been described as tautological (Portes, 1998; Portes
and Landholt, 1996).

In contrast, what we are maintaining in this arti-
cleisthat: i) community social capital is not an indi-
vidual resource but a form of social ingtitutionality
(of the group, in this case the local community), and
ii) the (explicit or implicit) participants in commu-
nity social capital have the common good as their ob-
jective, even though this may not be achieved.
Furthermore, unlike formal institutions for the com-
mon good (such as cooperatives, for example), which
exist “on paper”, community social capital is made
up of norms, practices and interpersona relations
which exist and can be observed. It is the informal
ingtitutionality inside and outside the formal organi-
zations, at the level of the community or broader so-
cial system, that determines how such organizations
work in practice: what Firth (1963) called “social or-
ganization”.

Although the members of the community in
which community social capital exists shaer a dis-
course of cooperation for the common good, empiri-
cal observation is needed in order to see whether this
objective is actually attained, for community social
capital and interpersonal reciprocity may cause ef-
fects which run counter to the common good, as in
the case of some ethnic or religious communities
whose practices are exclusive or do not respect fun-
damental human rights.

Finally, the concept of reciprocity is a central el-
ement of the socia capital paradigm. The anthropo-
logical treatment of this matter has been constructed
on the basis of the classic study Essai sur le don by
Marcel Mauss (published in 1950),* which had an
enormous impact on that discipline from the 1950s

1 An English version of this essay (Mauss, 1990) is listed in the
bibliography below.
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on.2 he importance of reciprocity goes beyond its
presence in “diadic” relations between two persons
(Foster, 1961): asaruling principle it aso extends to
formal and informal institutional relationships at the
community level. In his essay, Mauss notes that in
pre-mercantile societies (and to alesser extent alsoin
our own societies, outside the ambit of the market)
there are systems of exchanges based on gifts (ob-
jects, aid, favours) which must be repaid, but not
necessarily immediately or awaysin precisely equiv-
dent terms, unlike mercantile transactions (Mauss,
1990). In a socidly delimited environment (a tradi-
tional society or most present-day pessant communi-
ties) with long-term relationships established through a
large number of past interactions and a long-term per-
spective, relations tend to teke place at the same mo-
ment between the same persons and families in al
aress and all ingtitutions of human life (religious, juridi-
cal, palitical, family and economic): in this sense, they
are “total phenomena’ (Mauss, 1990). For this reason,
athough reciprocity might at first sight seem to be a
minor social phenomenon among many others, it isin
fact the basis of socid capital ingtitutions in contexts
like that of a peasant community.

2. Doubts about the constructability of social
capital

Strangely enough, even some of the foundational au-
thors, such as Robert Putnam, have doubts about the
feasibility of creating socia capital in groups where
it does not already exist. Thus, for example, Putnam
(19934, p. 184) finally decides that “where institu-
tion-building is concerned, time is measured in de-
cades’ while the process of changing norms of
reciprocity and values of civic engagement “proba-
bly moves even more slowly”.

This pessimistic view reflects a belief in feed-
back mechanisms that constantly strengthen existing
norms and forms of behaviour, bringing al
socio-cultural systems to either a positive socia
equilibrium in which social capital is built up, or to a
negative “acivic’ society. According to Putham, in
the “acivic” south of Italy society was trapped for
centuries in a repeated negative path in which
“mutual distrust and defection, vertical dependence
and exploitation ..... have reinforced each other
in interminable vicious circles ....." (Putnam, 1993a,
p. 181).

The construction of social capital

in Eastern Guatemala

1. The peasant communities of Chiquimula:
an empty institutional landscape?

Rural communities in Eastern and Western Guate-
mala are often contrasted in terms similar to the con-
trasts Putnam makes between the South and North of
Italy. There is a widespread perception that the Ma-
yan corporate communities in the western highlands
are more oriented towards collective deci-
sion-making, whereas those in the eastern lowlands
are “individualistic”, with little participation in com-
munity organizations.

2 Neither Putnam nor North refer to Mauss's essay, which has
inspired almost half a century of empirical and theoretical work
by anthropologists of a number of countries. So far, not enough
use has been made of this store of anthropological wisdom in the
debate on social capital.

In the 1990s, the “Support Project for the
Small-scale Producers of Zacapa and Chiquimula”
(PROZACHI) was carried out for seven years in eight
municipalities of Eastern Guatemala® with a view to
significantly increasing the incomes of poor hillside
farmers in an economically, ecologically and institu-
tionally sustainable manner (IFAD, 1998). Its strategy
for overcoming poverty was centered on facilitating
the peasants' access to bank finance, but it also pro-

8 Joint project by the Ministry of Agriculture and
Stock-breeding/International Agricultural Development
Fund/Organization of Petroleum Exporting Countries/Nether-
lands. The area of action of PROZACHI covered most of the
Department of Chiquimula and also included adjoining areas of
two municipalities of the Department of Zacapa. As the great
majority of the villages served were in Chiquimula, for reasons
of simplicity we will refer to Chiquimula throughout this article.
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vided support through its own team of professionals
and technicians (in agricultural advisory assistance
and technical training, road construction, organiza-
tion and management, environmental conservation,
housing improvement, participation of peasant
women in development, marketing, etc.).

When PROZACHI began its activities in 1991, its
target group —5,000 peasant families cultivating
mainly maize and beans in over 130 hillside villages
and hamlets— was largely devoid of significant grass-
roots organizations (FLACSO, 1993). There were a
few civic committees, but they were mostly small
factions or passive recipients of aid from charitable
NGOS. PROZACHI officials were therefore pessimistic
and reticent about the possibility of promoting par-
ticipation by the beneficiaries in taking Project deci-
sions. in short, this was another example of the
“acivic” cultures described by Putnam.

2. Scaling down and scaling up

It was then observed, however, that the dispersed
pattern of human settlement in the hillside hamlets of
the PROZACHI area of influence (see maps 1 and 2)
corresponded to “local descent groups’: that is, net-
works of kin and neighbours who believe they are
descended from a common ancestor (Wolf, 1996). In
each village or hamlet the same surnames tended to
be repeated in a large proportion of households, and
some place names corresponded to the surnames of
the purported founders (Durston, 1992). In these lo-
cal descent groups, which are found in upland areas
al over Latin America, residence of newlyweds
tends to be virilocal (i.e., near the husband’ s parents)
and interconnected multiplex ties of reciprocity
based on close kinship lead to both horizontal and
vertical trust and cooperation.

MAP 1
Guatemala: Location of PROZACHI's area of influence
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MAP 2

Guatemala: Area of influence of PROZACHI
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A Guatemalan anthropologist, Hugo Zelaya,
was hired to activate work in the field of “partici-
patory planning”, and he designed a system of core
groups (Grupos Nducleo) —7 to 12 households
united by close neighbourhood- to participate in
determining the needs and priorities of those gain-
ing access to the services and benefits offered by
the Project (see PROZACHI, 1995). Some 40 rural
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development promotion workers, immersed in the
hillside villages, promoted house-to-house the ben-
efits of participating in the exercise. Each core
group selected two leaders to moderate their meet-
ings and serve as liaison with PROZACHI. Over 400
core groups were formed, and became the source
of proposals for modifying the annual operating
plan of the Project.
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The period of most intense growth of the core
groups coincided with a big increase in the number
of households receiving credit: from 525 in 1992 to
3,676 in 1994. Although there were severa factors
which combined to bring about these changes, Pro-
ject staff and peasants agree that the creation of these
core groups were largely responsible for this.

After three years of activity of the core groups,
an assembly of their representatives proposed the es-
tablishment of coordination mechanisms at the
multi-village level as a more efficient way of work-
ing. An advisory study designed a system of commu-
nity councils incorporating al the committees and
organized groups, building upon the previous
grass-roots groundwork but largely replacing the
small interfamily groups as the most frequent in-
stances of civic participation. Initiatives by PROZACHI
staff began to take a back seat to spontaneous pro-
posals by the peasants on support for the organiza-
tion and its concrete actions.

The number of specific interest groups, such as
drinking water supply committees or cooperative mi-
cro-enterprises, increased by 28% between 1991 and
1998 (table 1). Over a hundred community councils
and eight municipal coordinating committees were
formed, and what seems even more important is that
56% of these community organizations were evalu-
ated as having medium or high levels of
self-management capability (table 2). Finally, in the
first quarter of 1998 aregiona* association of repre-
sentatives of these rural community organizations
was set up and began to play arole in the establish-
ment of rural development priorities in the region.

3. Roots of social capital in Chiquimula

Looking back, there are various aspects of the social
capital formation process in Chiquimula which help
to explain how it was possible to construct such capi-
tal in that “acivic” region in a much shorter space
than the decades foreseen by Putnam. The first of
these factors was the existence of the local descent
groups, which were repositories of reciprocity and
precursors of the core groups.

* Throughout this article, “region” and “regional” refer to the
local, micro-regional level.

TABLE 1
Chiquimula and Zacapa (Guatemala):
Growth of peasant organizations at
five territorial levels, 1991-1998

Territorial level 1991 1998
Local descent groups

(village level) - 440
Specific interest groups 380 487
Community level

(inter-village level) - 129
Municipal level - 8
Regional level - 1

Source: Support Project for Small-Scale Producers of Zacapa and
Chiquimula (PROZACHI).

TABLE 2
Chiquimula and Zacapa (Guatemala):
Organizational consolidation in
participating communities, 1998

Level of autonomy

Number (Number of villages)
Area of

villages Incipient Interme- Consoli-

diate dated

Jocotén 49 14 17 18
Olapa 35 18 13 4
LaUnién 19 11 3 5
Quezaltepeque 26 14 12 -
Total 129 57 45 27
Percentgage 100 44 35 21

Source: Support Project for Small-Scale Producers of Zacapa and
Chiquimula (PROZACHI).

A second factor was the shared identity of the
inhabitants. Although the peasantry of Eastern Gua-
temala is usually conceived of as being “ladino”
(non-indigenous), barely a generation ago social in-
stitutions based on Ch’orti Mayan lineages predomi-
nated in most of the hillside communities, and the
Ch'orti language is till spoken in a number of vil-
lages. In the 1994 census, over 70,000 residents of
the Department of Chiquimula identified themselves
as Ch’orti. The consciousness of these roots and the
strengthening of the Ch'orti language and culture
have been furthered by the national Maya movcment
since the mid-1990s (Metz, 1998). Other elements
strengthening their identity is that they are all “peas-
ants’, all come from the same area, and belong to the
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same community. Thus, while the identities of the
Chiquimula hillside villagers are mixed and varied,
they all see themselves as the opposite to the domi-
nant urban dwellers, and this serves as a source of
cohesion and trust among the members of the differ-
ent rural communities.

The third factor was memories of the past. In the
1960s the Belgian Catholic Mission established a
number of agricultural cooperatives and self-help in-
frastructure development committees in villages
which were visited by PRoOzZACHI three decades later.
Though repressed during the late 1960s, those orga-
nizations were remembered by the peasants when
discussing the pros and cons of participating in the
new organizations promoted by PROZACHI.

The fourth factor was indeed the reduction of re-
pression. In the 1990s the Army began to gradualy
withdraw from direct participation in political deci-
sion-making at the national level: a process that cul-
minated with the signing of the peace accords in late
1996. In Chiquimula, the village “Comisionados
Militares’ and “Patrullas de Autodefensa Civil”
ceased to exist as such, and the regiona army base
was shut down, so that the structural situation be-
came much more favourable for peasant organiza-
tions.

The fifth factor was the initiation of the process
of empowerment of peasant women. The registration
of hundreds of women in the Civil Register for the
first time, with the support of PROZACHI, the forma-
tion of women's production groups, aided with credit
and advisory assistance (Lundius, 1998), and their
incorporation into community discussions set loose
and trained human resources which had previously
been excluded. These changes strengthened the pro-
cess of self-diagnosis and the democratization of
leadership, which are essential elements of socia
capital.

The sixth factor was the interaction of peasants
with the rural development promoters, who lived in

the midst of the villages and whose presence in the
local and regional socia environment was scheduled
to last for several years. The promoters naturally par-
ticipated in the “total service systems’ and in the re-
ciprocal relations which Mauss described. This gave
rise to stable relationships, strengthened by the ex-
pectation of future interactions and by the affective
links that arose from the past history of practices of
mutual aid and the return of such favours at other
times (see Evans, 1996). On the one hand, the per-
sonal commitment shown by the promoter to the
members of the community stimulated the participa-
tion of peasants in PROZACHI's activities, which thus
gained in prestige, while on the other hand the vari-
ous forms of aid given by the promoters strengthened
the relations of reciprocity and solidarity among the
inhabitants of the area themselves.

The above six factors contributed to the creation
of social capital, but the materialization of its poten-
tial was due to the initiatives of PROZACHI and, as
from March 1997, of the Social Investment Fund
(F19).* Firstly, training programmes were designed in
order to create socia capital by strengthening social
skills and capabilities in the fields of diagnosis, com-
munication and planning. By 1995, at the request of
villagers themselves, over 400 organizational train-
ing “events’ per year were being held. In order to do
this it was necessary to adapt the available methods
and materials to local conditions, to design new tech-
niques, and to publish a series of pamphlets for
group discussion.

SECONDLY, PROZACHI AND FIS gave peasants the
opportunity to exercise these new-found skills and
social capital associations to obtain direct material
benefits from the Project and Fis. Thirdly, both
PROZACHI and FIS protected the peasants embryonic
community social capital institutions while authorita-
tive clientelism was still present in the region and in-
tervened when they were threatened by hostile social
actors.

4 FIS provides physical social infrastructure (mainly roads,
schools and health centres) to organized rural communities
without cost to them.
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Lessons for social capital building

The analysis made here of the Chiquimula experi-
ence suggests a need for some revision of the social
capital paradigm with regard to the obstacles for the
construction of such capital, and these theoretical
modifications have their own policy implications.

Firstly, trust and reciprocity that go beyond the
nuclear household and are to be found in the local
descent groups are associated with close kinship ties
and long-time interaction with neigbours and appear
to be found in all peasant societies everywhere (see
Wilson, 1997).

Secondly, and in line with more modern game
theory, the frequent repetition of exercises requiring
trust and cooperation among peasants has created a
growing disposition —slow and uncertain to begin
with, but later faster— to cooperate reciprocaly in
community life (Axelrod, 1997). Confidence is built
on the past, not on the future: on experience of past
fulfillment which shows people’s trustworthiness, not
on agreements and promises for the future. In situa-
tions where past conflict had undermined trust (asin
Chiquimula), these cooperation exercises have cre-
ated a recent history of trustworthiness as the basis
for future collaboration.

Thirdly, vertical reciprocity has proved to be a
necessary part of social capital building, both inside
and outside the community. Almost all social capital
theorists consider that vertical reciprocity relation-
ships represent the opposite to socia capital, because
they involve people of unequal power and are there-
fore asymmetrical. However, the distinctions be-
tween vertical and horizontal reciprocity are not so
clear-cut in red life.

1. Vertical reciprocity among peasants as a
basis for social capital

In the peasant communities of Chiquimula, some
household heads, especially older ones, lead
multi-household groups —or less clearly-defined
“quasi-groups’ (Mayer, 1966)— of kin and neigh-
bours that serve to accumulate both wealth and pres-
tige. Thus, on the one hand vertical reciprocity and
factionalism are intrinsic to the interpersona net-

works of peasant communities, but on the other hand
the leadership based on this vertical reciprocity can
be the basis for cooperation and scaling-up the orga-
nization beyond the local village level. These leaders
of quasi-groups are entrepreneurs of social capital,
managing the human resources of their kin and
neighbours, to whom they are in turn accountable.

In Chiquimula, the social skills and cooperation
practices developed in the core groups were passed
on by their leaders at the regional level, where these
representatives negotiated with their peers from other
organizations. Ultimately, the techniques for creating
cooperation aso helped to scale up peasant organiza-
tion. These new leaders, formed in the core groups,®
and the regional coordinators elected from among
them, also created a dense communications network
within a dispersed social system in which repression
had further increased isolation.

2. Clientelism and vertical reciprocity as bases
for social capital

The vertical clientelism linking the hillside villages
of Chiquimulawith broader society did not disappear
aong with the direct military presence but continued
to operate in an authoritarian manner, both through
local bossism in party politics and through economic
relations with landowners and urban middlemen.
Even the potential for local social capital creation
provided by the reforms aimed at the decentraliza-
tion of official decision-making and resource alloca-
tion served to strengthen local caciques because of
their privileged access to those resources and spaces
(see Galeano and Yore, 1994). In short, the contin-
ued presence of authoritarian clientelism in the area
made necessary some form of outside support for the
incipient community socia capital.

5 Some 800 such groups in PROZACHI's area of influence.
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However, such outside support is also a form of
semi-clientelism. In this respect, the distinction
drawn by Jonathan Fox between authoritarian
clientelism and semi-clientelism (Fox, 1996) is
highly relevant. In contrast with authoritarian
clientelism, the dominant actors in semi-clientelism
renounce the use of force and repression, instead fur-
thering their interests by providing needed services
to their clients or gaining their alegiance in a negoti-
ated, shared political cause.

PROZACH! and FIS come close to Fox's definition
of semi-clientelistic outside agencies. Their staff
members identified with the beneficiaries and pro-
vided more democratic vertical reciprocity relations
which facilitated peasants’ access to growing public
resources and reformist allies at the central level (see
Tendler, 1997). Both these institutions contributed to
the process of local and microregional democratiza-
tion, and their activities were a key factor in creating
the necessary conditions for the generation of peas-
ant community social capital. At the same time, they
served to strengthen the transformation of reciprocity
and local identity into peasant social capital institu-
tions and to take advantage of the changes in the na-
tional context, establishing a protective umbrella for
this embryonic social capital.

Although building formal institutions for par-
ticipation was part of their work, a much more im-
portant factor was their impact on informal
institutions (see figure 1), which, as noted by
Putnam (1993a), penetrate the formal institutions
and often turn their real operation against demo-
cratic development. The introduction of
semi-clientelism in a context of new opportunities
weakened authoritarian clientelism. Community
social capital arose from the synergy between this
semi-clientelism and the precursors of reciprocity
in the local descent groups; at the time it also
helped to weaken authoritarian clientelism in the
area, with the emergence of peasant social actors at
the regional level and the resulting democratiza-
tion of relationships in the region.

3. Alternative cultural repertoires and norms

In more genera terms, the experience in Chiquimula
suggests that some modifications should be made in
the view of cultural determinism and negative social
equilibria that forms part of the theoretical frame-
work of social capital posited by Putnam and others.

For Putnam, cultural norms of distrust and depend-
ence are rigid traditions which resist structural
changesin formal institutions. However, the peasants
in Chiquimula proved to have a very broad cultural
repertoire, with alternative norms that included not
just distrust and dependence but also norms of auton-
omous action and accountahility to their kin groups
and communities.

Both North and Putnam recognize that there are
feedback mechanisms between social and cultural
subsystems, but the main thrust of their arguments
concerning social capital is fundamentally determin-
istic, ascribing almost all forms of behaviour to cul-
tural factors. Putnam draws a universal conclusion
from his Italian case study, asserting that there are
“two social equilibria’: the equilibrium of societies
rich in social capital, and the equilibrium of those
characterized by distrust, betrayal and authoritarian-
ism (Putnam, 1993a, p. 177). The essence of this
model —implicitly derived from economic equilib-
rium theory— is that “path dependence’” means the
constant strengthening of these two opposing sets of
norms and practices whose directions became set in
the past (Putnam, 19933, p. 179).

However, rather than being coherent and immu-
table sets of rules and beliefs, cultures are constantly
changing and include an enormous range or reper-
toire (Swidler, 1986) of alternative “sentences’ that
are no longer used and fragments of “sentences’
which are reworked and recombined daily by persons
and groups because of the need to adapt to the
changes that cultures are constantly encountering in
their environment. These aternative norms, which
were kept submerged during the period of repressive
authoritarian clientelism, resurfaced when the
socio-political climate changed. When some leaders
continued to exhibit passive and subjugatory “path
dependent” attitudes, failing to take the initiative or
continuing to seek personal gain from their role of
nexus with the “outside world”, the communities -es-
pecidly the younger members- recalled these other
traditional principles to them and either brought
about changes in the leaders' behaviour or, in some
cases, changed the leaders themselves. The existence
of these aternative cultura repertoires aso explains
why some changes in the socia structure (in this
case, the disappearance of the system of
“Comisionados Militares’ and the emergence of re-
formist national elites) led to rapid changes in the
norms on cooperation and social capital.
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4. Co-evolution of strategies

The second wesk point in Putnam’s argument
against the possibility of rapid socia capital building
is the idea that “acivic” social systems aways tend
towards a negative equilibrium with a high degree of
distrust and egoism. In Chiquimula, however, the re-
gional socio-political system quickly ceased to be
purely authoritarian and began to change into a sys-
tem of semi-clientelism: into what complexity theory
calls a “transition phase” to an agent-based system
(Cowan and others, 1994). In this view, socia sys-
tems never naturally tend towards equilibrium but in-
stead there is a situation where the strategies of
numerous agents constantly co-evolve, sometimes
slowly, sometimes quickly, and social relationships
and institutions “emerge” from this process (Arrow,
1994).

The systemic transition phase in Chiquimula
marked the end of a period of slow change: the long
period of authoritarian clientelism and repression.
The new conditions gave rise to very rapid changes
in the strategies and relations of both old and new ac-
tors, putting an end to path dependence and speeding
up the formation of peasant social capital and its
presence as a social actor in the region (figure 1).

Accelerated co-evolution of the socia actors
strategies began in early 1997, when PROZACHI and
FIS encouraged the formation of committees for the
coordination of rural community organizations at the
municipal level. Authoritarian mayors and their par-

FIGURE 1
Chiquimula (Guatemala): Changes in
the informal institutional structure in
projects with peasant participation

Nex Old: Territorial leve
Semi-clientelism
National
Authoritar-
ianism Regional
Peasant
social capital Community
Precursors: reciprocity, Local descent
identity, cooperation among group
kin and neighbours

ties co-opted these committees through the participa-
tion of local and national government functionaries
on the directorates of these committees, but in some
municipalities the villagers reacted by proposing that
those functionaries should be limited to an advisory
role. The mayors complained about this strategy to
the regional (Departmental) governor, to which the
villagers reacted by boycotting the meetings of their
own municipal coordination committees. Local FIS
officials responded by proposing to the national gov-
ernment that the villagers' proposal be accepted. Af-
ter this officia legitimation, the villagers formed
new municipal coordinating committees in which
public officials were relegated to an advisory role.
The mayors strategies in response to this varied:
some continued to oppose the dilution of their local
control, but others allied themselves with these new
socia actors by providing space and transportation
for their meetings. FIs began to channel its financial
and technical support for socia infrastructure con-
struction directly through these more autonomous
committees and community councils.

The equilibrium view of economic and social
systems has been challenged by the newest versions
of the theory of complex agent-based adaptive sys-
tems, applicable to a wide range of areas, from eco-
systems to stock markets. This recent line of theory
contains two basic chalenges to Putham’'s and
North’s dual equilibrium concept in complexity the-
ory. Firstly, as Durlauf (1997) has pointed out, path
dependence continues only until there is a new shock
to the system. Such a shock may be initially small,
but if it changes the opportunity structure for differ-
ent kinds of actors, the resulting changes in their be-
haviour can end up by erasing old paths and tracing
new ones. Secondly, Arrow (1994) argues that com-
plexity theory has shown that economic and social
ingtitutions are not the result of planning or a ten-
dency towards equilibrium but emerge from the
co-evolution of the strategies of numerous agents
who interact both to compete and to cooperate. A
system may thus exhibit a temporary stable state un-
til a critical mass of agents perceive change, opt for
new strategies, and find ways to implement them that
fit in with others' strategies. These changes in strate-
gies can produce a phase transition in the system in
which very rapid institutional change opens up new
directions, as contrasted with the slow, unidirectional
reinforcing changes that occur while path depend-
ence obtains.
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In Chiquimula, the emergence of social capital
originated in both cultural messages and structural
changes. On the one hand, the pro-cooperation pros-
elytizing of PRozACHI staff struck old but familiar
chords concerning good neighbourliness and the im-
peratives of diffuse reciprocity, while the message of
peace and democracy brought new ideas that struck
against the established relations of authoritarian
clientelistic structures. As a result, leaders began to
take the initiative rather than waiting for orders from
above, and younger persons began to reject corrupt
authoritarian local “brokers’, reminding them and
the community of the old rule that their first loyalty
should be to their own people.

Any kind of change in the balance of power
among national political elites can open up the possi-
bility of ending path dependence in authoritarian
clientelistic structures. Thus, the emergence of new
forms of semi-clientelism is not necessarily associ-
ated exclusively with progressive reformists, since
even relatively conservative reformists can find rea-
sons to aly with local base groups. Both such types
of reformists played their part in the rapid transition
that took place in Chiquimulain the mid-1990s.

The transition from an authoritarian to a
semi-clientelistic system in the region involved an
acceleration of social actors' reactions and the adap-
tation of their strategies, after an initial phase of slow
change, and led to the emergence of new norms,
forms of behaviour and relationships which hastened
the consolidation of peasant socia capital and, in
essence, st up anew ingtitutional context in the region.

This strengthening of peasant social capital was
a chain of action and reaction among at least three
main socia actors: the provincia urban elites, out-
side anti-poverty agencies, and the hillside communi-
ties themselves. The history of the construction of
peasant social capital in Chiquimulais also, then, the
history of the creation of a new social actor and a
transition from the norms, forms of behaviour and re-
lationships typical of authoritarian clientelism to
those of semi-clientelism.

Such a change was possible only because hill-
side village communities had already built (or re-
built) their rudimentary social capita at the
beginning of this process and could therefore inter-
vene and adapt as socia actors, reacting to the strate-
gies of their opponents and allies alike. While not the
ideal environment for peasant social capital,
semi-clientelism tolerated its existence and allowed
room for its strengthening and accumulation.

5. Stages in the evolution of the social actors’
strategies

The co-evolution of the social actors strategies in
Chiquimula over the seven-year period studied here
can be divided into four main stages:

a) Jow change with authoritarian clientelism

(1991-1993)

In this first stage, clientelistic political parties
and local economic elites dominated the population
through authoritarian clientelistic systems, with sup-
port from the military; the anti-poverty agencies lim-
ited their actions to the technocratic provision of
services to passive beneficiaries in the villages, in a
relatively steady state of the regional system.

b) Incipient transition phase (1993-1996)

This stage began when PROZACHI decided to
change its strategy, promoting embryonic peasant
economic organizations around small production and
marketing groups and encouraging grass-roots par-
ticipation in project planning through the core
groups, within the protected environment of Project
activities and with short-term material benefits to
participants.

Clientelistic political parties reacted by express-
ing alarm through local political caciques, but al-
though Project personnel were sometimes changed,
PROZACHI was able to continue its new activities be-
cause of aliances with national reformist groups.
Hillside villagers slowly began to cooperate among
themselves and cultivated an alliance with PROZACHI,
which, in turn, intensified training in organizational
skills at the request of the villagers.

¢) Accelerated co-evolution of actors strategies

(1997)

Early in 1997 PROzACHI and FIS encouraged the
formation of both inter-village councils and munici-
pal coordinating committees for those councils.

In February and March 1997, FIs trained and
supported peasant organizations in the presentation
of proposals for the financing of social and produc-
tive infrastructure projects.

In April-June 1997 village organizations met to
form municipal coordinating committees. Clientelistic
political parties co-opted most such committees
through the participation of local and national gov-
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ernment functionaries on their directorates, to which
the villagers reacted by proposing that such function-
aries should be limited to an advisory role. In re-
sponse, the political parties protested through the
mayors to the regional (Departmental) governor, a-
leging that such limitations on the functionaries
would be illegal. After the villagers reacted by boy-
cotting municipal committee meetings, local Fis offi-
cials proposed to the national government that the
villagers' proposal should be accepted, and a re-
gional seminar was held by FIs, with the participa-
tion of functionaries of the Governor’s office and the
municipalities, to explain the benefits of this ap-
proach in the context following the signing of the
peace accords.

d) Emergence of semi-clientelism (1997-1998)

In mid-1997 the village councils formed new
municipal coordinating committees in which public
officials were relegated to an advisory role. The
mayors' strategies in response to this varied: some
flatly rejected this innovation, but others allied them-
selves with these new socia actors, providing them
with transportation and premises for their meetings.
FI'S channeled financial support directly to these au-
tonomous councils.

In late 1997 and early 1998 one political party
requested a peasant organization's support for its
mayoral candidate. The organization refused, how-
ever, because it had not participated in the process of
selection of the candidate.

AV

Conclusions

1. Is it possible to construct social capital?

Does the experience of PROZACHI and FIS show that
it is possible to construct social capital where
“acivic” norms and practices predominate? The an-
swer depends in part on whether the achievements
described above consgtitute social capital according to
the strict definition given at the beginning of this ar-
ticle: i.e., ingtitutions based on trust and cooperation
that constitute economic public goods or that con-
tribute to the civic public good. In the case of
Chiquimula—although the question of economic ben-

In mid-1998 eight municipa coordinating com-
mittees joined together to create a regional organiza-
tion. PROZACH! subcontracted road repair and other
services to the new organization. Local village orga-
nizations began to take more initiatives, proposing
infrastructure projects and participating in school
co-management schemes. A peasant leader ran suc-
cessfully for a position as member of a municipal
council. The regional peasant organization asked
PROZACHI for theloan of its heavy road-making
machinery. PROZACHI initiated a new phase
(PROZACHI-2) in which local, municipal and regional
peasant organizations participate in a co-management
process aimed at achieving the autonomous institu-
tional sustainability of the organizations and enter-
prises created between 1991 and 1998.

Thus, the rapid changes in actors' strategies in
the transition phase and the resulting systemic modi-
fication are among the possible reasons for the rela-
tive rapidity with which peasant social capital was
constructed in Chiquimula. Another important factor
was the existence of methodologies for building
community social capital which made it possible to
achieve goals set intentionally. PROZACHI and FIS
staff were thus able to prepare the neophyte social
actorsin the hillside villages in time for them to take
advantage of the opportunities and challenges that
emerged in the mid-1990s in Chiquimula: this stan-
dard methodology gave more rapid results than spon-
taneous changes or reliance on the side-effects of
other kinds of public action (Putnam, 1993b).

efit cals for further research-° he answer in the
second case is “yes’ (box 1).

First, the purposeful construction of peasant so-
cial capital achieved a (relatively) limited objective:
the empowerment of hillside villagers as part of the

6 Nevertheless, preliminary evidence indicates that access to in-
puts and markets, as well as productivity, improved for most
peasant families. Some 200 new associative micro-enterprises
were set up within the framework of PROZACHI, presumably
with attendant savings of transaction costs, while market imper-
fections were reduced both in smallholder coffee wholesaling
and in the local rural day-labour market.
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BOX 1

SOME HYPOTHESES ABOUT BUILDING SOCIAL CAPITAL

Reciprocity norms and practices exist in small local groups everywhere. Cooperation and accountable lead-
ership are a part of most modern human cultures as a result of multilevel selection; iteration of practices
previoudly found to be satisfactory usually leads to cooperation.

Cultures contain changing repertoires with contradictory content. Systemic change can come from culture
or from socia structure. Remova or reduction of repression allows social capital to re-emerge; complex
systems do not tend toward equilibrium but change constantly through co-evolution of the strategies of dif-
ferent actors.

Changes in national elites produce “windows of opportunity” for the emergence of local social capital. Al-
liances with reformist sectors in government open the way to social capital building.

Trust, cooperation, shared identity and reciprocity created in the community can be replicated among lead-
ersin order to “scale up” social capital from small communities to the regional level.

Methodol ogies and techniques now exist that make possible the construction of social capital intentionally,

rather than as a side-product of other activities or as a spontaneous phenomenon.

effort to achieve a sustainable reduction of poverty.
Second, this empowerment involved the congtitution
of a new social actor in the area, incorporating into
civic affairs a social sector previously excluded from
public decision-making, which in itself represents a
strengthening of local and regional democracy in
Guatemala. Third, the consolidation of peasant terri-
torial organizations led to a rapid transition from a
repressive, authoritarian structure to a semi-
clientelistic system in flux, which constitutes a step
forward towards the establishment of a strong re-
giona civil society and opens the way for further ad-
vances in this direction.

The basic intention of this study has been to
show how and why, in one empirical case, the theo-
retical proposition that building social capital from
scratch is aways a slow, nearly impossible task did
not hold good. Analysis of this experience also sug-
gests some possible revisions to socia capital theory
and some conclusions on policies and measures in
the field of rural community empowerment. The sug-
gested measures for promoting community social
capital are summarized in box 2.”

7 A number of the suggestions set forth in box 2 were incorpo-
rated in the design of “PROZACHI-2", a new project
(1998-2002) to consolidate and ensure the institutional
sustainability of peasant self-management in the area, which is
being supported by the Government of the Netherlands.

2. Final remarks

In the fina analysis, the stereotype view of peasant
culture in Chiquimula does contain an element of
truth. It is indeed a relatively individualistic culture
marked by dependence and domination, yet paradox-
icaly at the same timeit is a culture with a broad and
dynamic repertoire of varied norms, including some
which can serve as the symbolic basis for supportive
and reciprocal practices. Chiquimula seemed to lack
social capital ingtitutions, but only until the ingtitu-
tional practices of the past were rescued and contexts
and opportunities favourable for the development of
new group strategies arose.

Path dependence proved to be less of an obstacle
to peasant social capital building than the cultural ob-
stacle represented by authoritarian clientelism, since
it quickly gave way to the changes brought about in
the political structure by the presence of new social
actors in Chiquimula and the peace accords.

Although there was an apparent absence of so-
cia capital in the hillside villages, in redlity there
were important precursors of cooperation which were
utilized through the initial restriction of PROZACHI'S
activities to the local descent group level, with subse-
guent extension to the community, municipal and re-
gional levels. An exercise of “socia capital
archaeology” revealed memories of the past suc-
cesses of a previous generation.
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BOX 2

MEASURES FOR BUILDING RURAL COMMUNITY SOCIAL CAPITAL

Search for submerged norms and practices of trust, reciprocity and cooperation in local descent groups in
peasant cultures apparently dominated by individualism and “familism”.

Analyse and take advantage of favourable conditions for the resurgence of social capital created by the
weakening of authoritarian clientelism.

Carry out an “archaeological dig” for socia capital in order to identify previous social capital development
experiences that have been repressed or discouraged, but that are preserved in the collective oral historical
memory.

Initiate social skill building in local descent groups consisting of no more than 10-15 households united by
kinship, residence and practice of reciprocity. Make sure that most such groups, not just dominant factions,
are represented in community-wide exercises to develop socia capital.

Provide repeated opportunities at the community level for the creation of ties of familiarity and coopera-
tion.

Provide “cushioning” from regional authoritarian clientelism (both political and economic) for embryonic
peasant associations while the social skills of their leaders are honed and conflicts due to factionalism in
the associations are overcome.

Be alert for minor shocks to systems of authoritarian clientelism that can weaken negative path dependence
and open windows of opportunity for the resurgence of peasant social capital.

Develop rapid response capacity in projects and programmes to counteract moves by clientelistic actorsin
transition phases and foment strategic negotiating capabilities among peasant leaders.

Give priority to promoting a sense of mission among project personnel in favour of the development of au-
tonomous socia capital.

Promote open discussion of interpersonal networks that cross the boundaries between the government and
civil society. Facilitate access of excluded communities to connections that provide the information and ser-
vices already enjoyed by more integrated strata.

Take steps to ensure that civic socia capital in poor communities offers short-term material benefits as

well as gains in terms of political empowerment.

The emergent peasant social actors, with the
support of outside institutional allies, took advantage
of the opportunities created by the changes that took
place in the national €lites, participated in the rapid
co-evolution of the strategies of various local social
actors, and helped to lay the foundations for a new
semi-clientelistic structure in the region which was
more favourable to the development of democratic
and participatory civil society.

8 With regard to organizational management training methods,
see World Bank (1997), Cruz (1996), IAF (1995), RIMISP
(1996 and 1998), Rivera (1996), Toledo (1994) and Torres
(1998).

The application of the existing organizational
management training methods® and the buffer role
played by the development projects made possible
the purposeful construction of social capital, in con-
trast with Putnam’'s claim that this is aways a
side-effect of public actions aimed at other objec-
tives. It was the above-mentioned combination of
factors which made possible the construction of
peasant community social capital in Chiquimula. Re-
gardless of whether or not this community social
capital succeeds in bringing the expected benefits
(savings on transaction costs, creation of public
goods and the establishment of a strong civil soci-
ety), it is beyond question that it was possible to cre-
ate this capital in the space of only afew years.
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The present study suggests that, out of the six
factors identified as forming bases for social capital
building in Chiquimula, three were of key impor-
tance: the existence of forms of reciprocity in pess-
ant culture; the emergence of a climate of changes
favourable to the formation of peasant socia actors,
and the internalization of community self-manage-
ment capabilities.

Everything seems to indicate that there is no
such thing as intrinsically “acivic” rural commu-
nities which totally lack the potential for social
capital building, but such potential may be buried
in past memories and in parts of the cultural rep-
ertoire which are currently in disuse. It should
however be acknowledged that the particular
forms of reciprocity in a community may be dif-
ferent from those existing in Chiquimula, which
are based on kinship in relatively stable local de-
scent groups. Even in such cases, however, there
may be other forms of reciprocity, associated with
other forms of kinship, which can be used as cul-

tural and social bricks for building community so-
cial capital institutions (box 2).

Furthermore, athough the changes in the politi-
cal context in Chiquimulawere particularly rapid and
dramatic, there have been cases in other countries
where seemingly minor changes have sparked off un-
expectedly dynamic processes of strengthening of
embryonic socia actors. Any change in the configu-
ration of the elites and the political ethos can serve as
a “window of opportunity” permitting the construc-
tion of socia capital.

Finally, in some cases self-management and po-
litical participation capabilities have been developed
by the communities themselves, without much out-
side help. However, the dual function played by out-
side agents —as providers of the methods available in
this field and as protective shields during the forma-
tion of new social actors on the local scene-is essen-
tial to allow peasant social capital to develop quickly
and securely.

(Original: English)
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This article presents a methodological and empirical ap-
proach to the measurement of technological maturity in a
process industry, such as petrochemicals, at the interna-
tional level. The main conclusion is that the degree of tech-
nological maturity determined in the exercise may vary,
depending on the indicator used for measuring the life cycle
of the industry. This finding is very important because the
conventional indicators of market dynamism or production
do not always reflect the degree of technological maturity
of an industry or sector. Since technology is a decisive fac-
tor in the degree of maturity, other variables also need to be
incorporated, especially regarding the technological dimen-
sion. The methodology of the present study includes a
typology for each result with respect to competitiveness, for
each form of maturity, with emphasis on the role and char-
acteristics of technology as a source of long-term competi-
tiveness (sections Il and 111), using market, production and
technology variables located around the life cycle of prod-
ucts and the value chain. In the analysis of the evolution of
the petrochemical industry and its production and techno-
logical features, special emphasis is placed on two types of
production processes (continuous and batch-type processes)
and two types of business: commodities, and special petro-
chemical products (sections IV and V). After presenting the
results and types of technological maturity for each vari-
able, the correlation of the variables used is assessed (sec-
tions VI and VII). Finally, some conclusions are presented
and the lines of research suggested by this exercise are out-
lined (section VIII).
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Introduction

Competitive advantages are linked to the degree
of technological maturity of products and pro-
cesses. The latter, in turn, is connected with the
know-how applied to the creation or improvement
of new products, processes or production tech-
niques, including machinery, organization and
production process design. Consequently, special-
ization of marketing and production on mature or
innovative products is a reflection of the effort
made by the agents to innovate and, to a large ex-
tent, to survive or maintain their position in the
international market.

This article seeks to measure the technological
maturity of the petrochemical industry (pPci).?2 The
aim is to show that it is necessary to include techno-
logical maturity variables in order to determine more
precisely the form of specialization in markets and
products and the competitiveness of an industry or
sector. The measurement includes both qualitative

0O The author wishes to express his thanks for the comments and
suggestions made on various previous versions discussed at re-
search seminars in CIDE, especially those of Kurt Unger and of
an anonymous ECLAC referee.

1 For more details of the relation between technol ogical develop-
ment and competitiveness see, among others, Nelson and Winter
(1982), Freeman, Clark and Soete (1982), Fajnzylber (1991),
ECLAC (1993), Arjona and Unger (1996) and Jasso (1997).

... technological change is extremely uneven over time;

in each industry and economic sector and, geographically,
in each region and country. The spread of clusters of

broadly adaptable technological innovationsis capable

of giving a substantial boost to the growth of the economic
system, ... however, these new “ technol ogy systems’

eventually mature and tend to produce

different effects on investment and employment.

Christopher Freeman, John Clark and Luc Soete

and quantitative indicators, in view of the complexity
of assessing the technological maturity of an industry
Or economic sector.

Because of the technological changes and inno-
vations which have taken place between its creation
earlier in the twentieth century and recent years, the
PCI has reached a level of technological development
which justifies its description as a technologically
mature industry.

However, this innovation and evolution has not
been uniform or identical at the level of the different
products or branches of the industry. Thus, although
the pCl may be described in general as a technologi-
cally mature industry, there are products or branches
in it which may be singled out as innovative.

A more detailed analysis will allow this general-
ization to be made more specific and contribute to
theoretical analysis and the definition and application
of more effective public policies.

2 Technological maturity is described later in this article. In the
petrochemical industry, production differentiation covers awide
variety of products ranging from specialized petrochemicals to
commodities.
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Technological maturity as a result

of market, production and/or

technological factors

In this article it is suggested that technological matu-
rity should be linked to the market results and the
production and technological position of each prod-
uct in a given industry. The production and techno-
logica position implies a technological level which
may be termed “innovative” when there is a substan-
tial technological effort, or “mature” when thisis not
the case.

The position of each branch of the pcl may
display an upward trend or be the same as its initial
situation, in dynamic or static market segments;? this
determines its status as mature or innovative, which
is reflected in the efforts made and results obtained
interms of the market, production and technology.
In the approach set forth in the present article, the
measurement of technological maturity is linked with
the level of technological dynamism, as reflected in
the type of product —innovative or mature— and the
type of market: dynamic or static (figure 1).

The technological innovation process has the
following features:

i) it is dynamic: that is to say, it changes with
time and with the strategies and circumstances of the
actors involved. This dynamism and change means
that firms are guided by their perception that there
are unexploited opportunities;

ii) it is differentiated, which means that its re-
sults and performance are specific to the particular
characteristics and conditions of each industry, re-
gion, company or country;

3 Dynamic products are those which have an above-average
growth rate compared with the rest of the products and also
have a high technological content.

FIGURE 1

Technological maturity as a function of
market dynamism and technological dynamism

Market dynamism

A

High

Low

Type of product:

mature
Type of market:
dynamic

Type of product:

innovative
Type of market:
dynamic

Type of product:

mature
Type of market:
static

Type of product:

innovative
Type of market:
static

Low Technological dynamism High

Source: Prepared by the author.

\ 4

iii) it is cumulative, reflecting the possibility of
incorporating experience and learning to build up
and create knowledge;

iv) it is capable of being appropriated, so that
technological results can be protected and hence sold
or kept by the innovator, who thus obtains benefits
from his innovation, and

v) the circumstances and efforts of the partici-
pating actors and the networks that exist between
them mean that the opportunities are different for
each industry, institution, country or region.
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Analysis of technological maturity

The technological maturity of the pci will be measured
by the share of each branch of the industry in the world
market; the dynamism of the market, of production, and
of patent applications; the branch’s location in the pro-
duction chain, and its technological characteristics.

This proposed methodology analyses the technol ogi-
cal maturity process and determines whether, in the light
of different variables for measuring such maturity, the
position by products isin line with each variable.

The dependent variable is technological maturity,
while the independent variables correspond to the market
share, associated with the dynamism of the market, the
dynamism of production, the dynamism of patent appli-
cations, the location in the production chain, and the
taxonomy of the technology (figure 2).

Identification of the stage at which each product or
process is located in the technological life cycle and its
position in the market is an important criterion for
determining the degree of maturity of products or pro-
cesses (figure 3). These variables are located around the
life cycle of pci branches in an “S’ or Engel curve.
Analysis of the cycle is important in order to identify
the type of commercial and technological specializa-

FIGURE 2

tion and the stages of innovation, maturity
and decline. The products which offer the
greatest growth potential (generally innovative
products) are those which are at the start of the
curve. The opportunities associated with each
type of technology are also located in this stage
of the cycle.

As products advance in their life cycle their
growth trend is slower, because of the entry of
new imitative competitors who tend to saturate
the technological opportunities: this causes the
growing maturity of the products in question,
which are more and more standardized and
become simple commaodities (figure 3).

The degree of technological maturity is
thus related with the life cycle of the product.
In the initial stages of development and appli-
cation of technologies, the innovations are
predominantly in products and correspond
above all to specialties (figure 3), but in the
following stages —saturation and decline—
they are mainly in processes, especially for
the production of commodities.

Categories and variables used for measuring the
technological maturity of products or branches

Variables used Categories Type of technological maturity
“y' axis:
Market share in relation with High or low Comparative, market
a b,c,dande
“X" axis:

a) Market dynamism

b) Production dynamism

c) Rate of patent applications
d) Production chain

€) Technologica taxonomy

Dynamic or static
Mature or innovative
High or low

Basic (commodities) or final (specialties)
Mature: supplier-dominated, with economies of scale

Market

Product

Patent
Production chain
Evolutionary

Innovative: specialized science-based suppliers
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FIGURE 3
Innovation and maturity: the technological life cycle
Innovative products or processes L Mature products or processes
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The petrochemical industry

as a subject of analysis

1. The importance and definition of the
petrochemical industry: its products and
the production chain

It is important to study the degree of maturity of the
PCl, because this industry has contributed to the birth
and evolution of some of the industries that form the
present techno-economic paradigm, such as those of
new materials, biotechnology, microelectronics, tele-
communications and genetic engineering.*

The pcl is defined as a set of activities consisting
of 18 branches based on three-digit groups of the
Standard International Trade Classification (siTc).?

4 A techno-economic paradigm is a model and pattern of solu-
tions for given technological problems, based on a selection of
principles derived from the natural sciences and applied tech-
nology (Dosi, 1982).

5 The 18 branches in question are listed in table 1 and some of
them are reflected in the petrochemical chain shown in figure 4.

This definition takes the Pcl in a broad sense at the
production level and includes its international perfor-
mance (table 1). The selected set of activities in-
cludes petrochemicals which are separated out
directly from petroleum in the form of products,
without undergoing any changes in their chemical
composition, and also other petrochemicals from in-
termediate stages or steps in their synthesis, before
being turned into final products.

In other words, it covers the petrochemical chain
from the most basic petroleum products (naphthas,
aromatics, olefins and natural gas) up to specia pet-
rochemical products (table 1 and figure 4).

The term “intermediate petrochemical product”
has been coined to denote chemical compositions at
stages intermediate between one or more raw materi-
als and the final marketed products® (figure 4).

6 Although some petrochemical products may be considered as
chemicals, in this study we will refer indistinctly to both con-
cepts when talking about organic chemistry.
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TABLE 1
Branches of the international
petrochemical industry

Branches
(SITC Name of branch
groups)

1 233 Latex, rubber, SBR, oil derivatives, etc.

2 266  Synthetic fibres, nylon, polyester, polyamides

3 334  Petroleum products

4 511  Ethylene, butylene, propylene, butadiene,
benzene, xylene, toluene, styrene, cyclohexane,
ethylbenzene

5 512  Alcohals, phenols and their derivatives

6 513  Carboxylic acids, anhydrides, halides

7 514  Acrylonitrile, amines, anilines

8 516  Acetaldehyde, acetone, formaldehyde, ethylene
oxide, propylene oxide

9 522 Ammonia, carbon black, nitric acid, aluminium
hydroxide, etc.

10 533  Pigments, paints, varnishes, etc.

11 551  Essentid oils and perfume materials

12 562  Urea, ammonium sulphate, phosphates, etc.

13 572  Explosives and pyrotechnic products

14 582  PET, polyamides, polycarbonates and other resins

15 583  Polyethylene, polypropylene (PP), polyvinyl
chloride (PVC), ABS-SAN, etc.

16 584  Cellulose acetate, esters, ethers, etc.

17 591  Insecticides, fungicides, disinfectants, herbicides

18 598  Plasticizers, oil additives, anti-knock

preparations, etc.

Source: Prepared by the author on the basis of the Standard Inter-
national Trade Classification (SITC).

This definition is useful for securing compatibil-
ity between different statistical sources and series,
particularly at the levels of aggregation used by the
various international classifications of trade, produc-
tion and patents.’

2. Evolution of the petrochemical industry

At the world level, the pcI has been one of the fast-
est-growing industries, with high profit rates.® Inno-
vatory trends in the pCI were initially observed in the
innovation activities of the pioneering companies in
the 1950s and 1960s, which was termed a period of

7 This includes compatibility of the three-digit SITC trade clas-
sifications, with United Nations (1993 and 1994) data on world
production, and the classification of the United States Patent
Office for patents registered inthat country.

8 |ts most flourishing period was from the 1950s to the 1970s.

“technology push’. The typical innovation model was
based on fundamental sciences, giving rise to new pet-
rochemical product and process designs (figure 5).

As a result of this rapid expansion of the pcl,
petrochemical companies —especially the transna-
tionals— began to specialize in product linesin which
they had some kind of market, production or techno-
logical advantage.

In their process of internationalization, these
companies set up subsidiaries in oil-producing coun-
tries in order to guarantee a supply of petroleum or
basic petroleum products and to serve the local mar-
ket, and they reproduced the production and trading
model of the parent firm in them. This international -
ization strategy did not initialy include major re-
search and development activities.

In the decades in question the oil-producing
companies increased their world market shares in
operations with greater forward linkages in the petro-
chemical chain, manufacturing basic and intermedi-
ate petrochemical products and some synthetic
plastics. At the same time, the chemical companies
specialized in the fina stages of the chain and
showed a tendency to backward integration to in-
clude the manufacture of intermediate products, but
without giving up the production of final goods.

This led to a process of restructuring of the pci,
in which the main petrochemical companies had built
up sufficient technological capacity to occupy the
position of leaders, creating a technological tradition
in some products or product lines throughout the
technological path.’ This specialization and growing
accumulation of production and technological capa-
bilities has been one of the main barriers to the entry
of possible new competitors or imitators.’°

This form of competition gave rise to an ar-
ranged and oligopolistic market by the late 1960s
and the 1970s. At the end of the 1970s, some 90% of
world petrochemical production came from the
United States, the Western European countries and
Japan, which also made growing investments in the
pCI of other countries.

9 With regard to technological tradition, see Achilladelis,
Schwarzkopf and Cines (1990).

10 Copying products or processes through reverse engineering
or the consultation of patents is more complicated in the PCI
than in other industries because its products have very precise
physical and chemical characteristics in which the production
process is of decisive importance for progressing from the pro-
totype level to full-scale industrial volumes of production.

TECHNOLOGICAL MATURITY IN THE WORLD PETROCHEMICAL INDUSTRY ¢ JAVIER JASSO VILLAZUL
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FIGURE 4

The petrochemical chain: products and branches a
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Source: Prepared by the author.

2 The numbersin brackets correspond to some of the selected branches whose products are listed in table 1.
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FIGURE 5
Supply push (first generation)
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Source: Prepared by the author.

In the early 1980s, demand began to play a
more important role as a force for innovation,
and companies tended to make changes in their
products and processes in response to market
needs (figure 6).

V

FIGURE 6
Demand push (second generation)

Experi- Manu-
Market ’ mental B fac- ’ Sdles
needs devel- turing
opment

Market Market

In-house process

Source: Prepared by the author.

From the mid-1970s to the 1980s, the entry of
new competitors gave rise to a supplementary inno-
vation model, midway between technology and de-
mand pushes, which is now characteristic of
innovation activities in the pci.*

Production and technological features

of the petrochemical industry

Ever since it arose early in the twentieth century, the
pcl has been marked by the technological change®
associated with scientific and technical processes in
the chemical industry. The system of continuous pro-
duction predominates, as do high capital-product and
capital-labour ratios and marked effects of scale
(Chudnovsky, Lépez and Porta, 1994).

These features give rise to supply patterns which
are highly concentrated in the producer countries: a
phenomenon which is particularly marked in the case
of certain developing countries and companies.

1. Continuous and batch-type production
processes (thermal cracking and catalytic
cracking)

The most important change in the pcI has been the
transition from batch or non-continuous production
processes to continuous processes. These latter pro-
cesses have made it possible to apply economies of
scale in the construction of the plants and in labour
costs, to avoid heat losses, to facilitate the monitor-
ing and control of chemical reactions, to reduce con-
siderably the unit production costs of the majority of
the most important chemical products, to raise qual-
ity, and to achieve greater uniformity of the products.

The new continuous production pattern became
known for the first time in the dyestuffs industry. Al-
though the first synthetic dyestuffs and innovations
in this field were discovered by English inventor/en-
trepreneurs, by the end of the nineteenth century the
lead in this field had undoubtedly been taken over by
German industry (Freeman, 1974).

Thermal and catalytic cracking™ were part of the
changes made in the oil refining process. The rela
tions between 1G Farben and Standard Oil in the
1920s and 1930s marked the culmination of a pro-
cess of evolutionary development which had begun
in 1900-1913 with the process of cracking the heavy
components of petroleum to produce gasoline.

11 For more details of the innovation processin the industry, see
Rothwell (1994), and with regard to innovation in the chemical
and/or petrochemical industry see Walsh (1984), Chapman
(1991), Achilladelis, Schwarzkopf and Cines (1990), Bower
(1985), Freeman (1974), Gutiérrez (1988), Unger, Saldafia,
Jasso and Durand (1994) and Chudnovsky and Porta (1997).

12 Technological change is the process of changes in a product,
process or production technique which involves the introduc-
tion of new aspects or the improvement of existing ones.

13 |n the 1920s it quickly became clear that any subsequent
progress in the cracking process would probably be based on
catalytic techniques (Freeman, 1974).
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FIGURE 7

Characteristics of commodities and specialties,
and differences between them
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Latest generation
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Specific

Older generations
Chemical engineering

Source: Prepared by the author.

The combined effect of the change to continuous
processes, the increasingly large scale of operation,
the use of catalytic processes, the complexity of plant
design and the use of petrochemical products as
basic materials gave the great chemical and petro-
chemical companies a dominant position in the de-
velopment of new processes from the First World
War onward (Freeman, 1974).

2. Commodities and specialty products as
differentiated areas of business

The production and technological features de-
scribed above have resulted in the pcI having two
strongly differentiated areas of business (figure 7):
i) commodities, with generally stable, controlled
and optimized continuous-flow production pro-
cesses and price-based marketing strategies, and
ii) specialty products, with non-continuous or
small batch processes and marketing strategies
aimed at the launching of three or four new prod-
ucts each year.

These differences mean that the know-how as-
sociated with each of these areas of businessis not
complementary with the other. Non-continuous
processes require specialized know-how on chemi-
cal engineering, whereas continuous processes call
for know-how on basic processes, last-generation

equipment, and constant efforts to optimize the
processes. Thus, as the know-how required in the
two fields is different, specialization in commodi-
ties does not necessarily lead to the production of
specialties. In other words, there is not much room
for shared know-how and savings through syner-
gies (figure 7).

This limitation is important for understanding
the weak situation of many Latin American coun-
tries, which, in general, have tended to concentrate
on the first of these fields. However, there are small
locally owned companies in Argentina, Mexico and
Brazil which manufacture products with a higher
content of innovation and research (including phar-
maceutical chemicals, plasticizers and pesticides).
The results of each technological opportunity are in-
timately linked with commercial, production and
technological specialization (figure 2).

It may be concluded from this analysis that the
different petterns of specialization will generaly
have different possibilities of technical progress and
long-term growth and that it is advantageous for a
country to be able to compete successfully in an in-
dustry, branch or product whose markets offer good
prospects of development and involve key technolo-
gies (Arjona, 1995; Amable, 1993): i.e.,, those of in-
novative products.
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The initial approach:

international market shares

This first indicator —the pcI's share of the interna-
tional market— is combined with the indicators pro-
posed here for measuring the technological maturity
of the industry.

The initial analysis of the technological maturity
of the PCI is based on the variables proposed for the
indicators of revealed comparative advantages,
through the indicator of the pCI’s share of the interna-
tional market, represented here by the imports of the
member countries of the Organization for Economic
Cooperation and Development (OECD).

In other words, the PCI’s share is measured in re-
lation to the OECD’s imports of petrochemicals and
the total imports of the oecD; likewise, the share of
each branch of the petrochemical industry is mea-
sured in terms of its share in the total world market
(al branches) and the world petrochemical market
(only the petrochemical branches).™

The indicator used to measure the PCI's share in
the world market is as follows:

Share of pci = Mi/Mt, where Mt = total OECD
imports and Mi = OecD imports of petrochemical
products.

Between 1980 and 1995, international trade in
petrochemical products grew at an average rate of
7% per year (i.e., 60% faster than world production),
while its share in total world imports was 9.5% in
1980 and 7.4% in 1993 (figure 8).

The growth rate of the share of world imports
accounted for by the pci as awhole went down by al-
most 23% over the period in question, declining from
0.5%in 1980 to 0.4% in 1993. This clearly illustrates
the relative maturity of the pcl as a whole on the
market side (table 2).

14 The data used are taken from the Competitive Advantage of
Nations (CAN) model developed by the Economic Commission
for Latin America and the Caribbean (ECLAC, 1994).

FIGURE 8

Share of petrochemical industry in
world imports,? 1980 and 1993

1) 1945

0.5% PC1 i% 74% PCI q

A5 her indusine: Y 6% other iIndusines

Source: Prepared by the author.
& As represented by the imports of the OECD countries.

FIGURE 9

Shares of mature and innovative branches of the
petrochemical industry, 1980 and 1990
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This increasing maturity also reflects increasing
maturity in terms of the branches of the pci: thus, the
mature branches increased from 20% of the wholein
1980 to 21% in 1993 (figure 9).

There is a high degree of concentration of
production, as just a few branches account for a
high proportion of total production. Thus, the
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TABLE 2
Competitiveness of the world petrochemical industry, 1980-1993 2

1980 1993

World market PCI (%) World market PCI (%)
World petrochemical industry:
Average 477 50.00 3.69 50.00
Total 9.54 100.0 7.38 100.00
Branches” with the largest shares (innovative branches)
Average 0.95 9.98 0.73 9.86
Total 7.61 79.80 5.82 78.87
1 334 4.64 48.69 1.95 26.41
2 583 0.94 9.82 118 15.98
3 598 0.48 5.07 0.66 8.94
4 514 0.35 3.64 0.62 8.45
5 582 0.40 424 0.48 6.49
6 533 0.20 2.09 0.32 4.32
7 513 0.24 253 031 4.16
8 522 0.36 3.73 0.30 4.12
Branches® with smaller shares (mature branches)
Average 0.19 2.02 0.16 211
Total 1.93 20.20 1.56 21.13
9 511 0.56 5.82 0.27 3.65
10 562 0.34 3.58 0.25 3.39
11 516 0.17 1.76 0.24 3.29
12 512 0.24 248 0.22 3.01
13 591 0.16 1.69 0.17 231
14 233 0.16 1.64 0.12 1.63
15 551 0.09 0.92 0.11 151
16 266 0.12 122 0.09 1.18
17 584 0.08 0.83 0.06 0.75
18 572 0.02 0.24 0.03 0.40

Source: Prepared by the author on the basis of ECLAC (1994).
& The branches are ranked according to their percentage share of world trade in 1993.
b Based on the Standard International Trade Classification (SITC).

three main branches accounted for 64% of the in- By 1993, however, this concentration tended to
dustry’s share in the world petrochemical market. go down, largely because of the smaller share of the
These branches are: i) petroleum products, ii) res- most mature basic goods —i.e., commodities, and es-
ins of polyethylene, polypropylene, pvc and pecialy petroleum products— in contrast with the
ABS-SAN, and iii) plasticizers, oil additives and increase in the share of final goods and petrochemi-
anti-detonants. cal specidlties (table 2).
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VI

Results and types of technological maturity:

the market and some variables

In this section, technological maturity is analysed
with the incorporation of the market share variable
(y axis) and five other variables (x axis), as
shown earlier in figure 2.

1. Market share and market dynamism:
maturity of the market

We will now analyse the dynamism of the interna-
tional petrochemical market, which is different for
innovative or dynamic products as against mature or
non-dynamic goods: i.e., for those which grow more
than the average for the total imports of the OECD
between 1980 and 1993 on the international market
as against those which grew less than the average.

This definition, which is based on the share of
the Pl market in 1993, will represent our first identi-
fication of the maturity of the market, in which the
dynamic products are the innovative ones and the
non-dynamic products are the mature ones.

For the pci as a whole, we note that the innova-
tive branches are in the majority (10 out of 18), but
the net result is negative (-23%) because the mean
negative growth of the mature branches (-50%) was
greater than the mean positive growth of the innova-
tive branches (+35%) (table 3).

Another noteworthy feature is that, as we shall
see below, almost &l the innovative branches coin-
cide with those that have a greater content of tech-
nology. In contrast, in the mature branches the
technological content is variable, so that they include
branches with high and low contents of technology.™®

15 This finding coincides with that obtained by Hochgraf (1983),
cited in Gutiérrez (1988), for four of the five products on which
he based his sample, namely, ethyl alcohol (group 512), benzene
(group 511), synthetic fibres (group 266) and synthetic elasto-
mers (group 233).

The mature branches were fewer in number
(8 out of 18) and had a smaller share of the petro-
chemical market (44%) in 1993, although they had
had the largest share in 1980 (68%).

The large share of petroleum products (group
334) is noteworthy (49% in 1980 and 26% in 1993),
but this was the branch that decreased most (58%)
(table 3).

The weight of the innovative branches is in-
creasingly great. Between 1980 and 1993 their share
increased by 35%, because this category contains the
most dynamic branches on the market, located fur-
ther ahead in the petrochemical chain. Particularly
rapid growth was registered by groups 514
—acrylonitrile, amides and anilines, with 80%— and
533 —pigments, paints and varnishes, with 60% (table
3 and figure 10).

This behaviour indicates that some of the
branches of the pci are, as we already noted, in a
state of maturity or are being replaced by other prod-
ucts. It may also be noted that the dynamism of some
branches is due to the fact that they provide inputs
for products which are very dynamic on the interna-
tional market, such as plasticizers in the electronics
and motor industries or new materials for the manu-
facture of information processing, robotics and tele-
communications equipment.

Some branches —especially those producing pet-
rochemical specialties— have been so dynamic that
they have even been classed as part of the new
techno-economic paradigm, in which the spearhead
sectors have a wide dissemination and presence in
other sectors.

Among the branches with high market shares
(over 4%) there are six innovative branches (groups
583, 514, 582, 598, 533 and 513) but only two ma-
ture branches (petroleum products and group 522)
(table 3).

The results show that most of the 18 branches
studied are innovative (10 out of 18) while the re-
mainder are mature (figure 11).
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TABLE 3
Market dynamism in the world petrochemical industry, 1980-1993 2
Share of petrochemical branch
Growth rate
Petrochemical branches” 1980 1993 1980-1993
(%)

World market PCI% World market PCI%
World petrochemical industry
Average 477 50.00 3.69 50.00 -22.62
Total 9.54 100.0 7.38 100.0
Dynamic (innovative) branches
Average 0.31 3.20 0.41 5.59 35.01
Total 3.05 32.01 412 55.85
1 514 0.35 3.64 0.62 8.45 79.72
2 533 0.20 2.09 0.32 4.32 59.68
3 516 0.17 1.76 0.24 3.29 44.73
4 598 0.48 5.07 0.66 8.94 36.33
5 572 0.02 0.24 0.03 0.40 27.73
6 513 0.24 253 0.31 4.16 27.24
7 551 0.09 0.92 0.11 151 27.06
8 583 0.94 9.82 1.18 15.98 25.89
9 582 0.40 4.24 0.48 6.49 18.59
10 591 0.16 1.69 0.17 231 5.43
Non-dynamic (mature) branches
Average 0.81 8.50 0.41 5.52 -49.76
Total 6.49 67.99 321 44.15
11 512 0.24 248 0.22 3.01 -5.96
12 522 0.36 3.73 0.30 4,12 -14.40
13 233 0.16 164 0.12 1.63 -23.14
14 266 0.12 1.22 0.09 118 -25.27
15 562 0.34 3.58 0.25 3.39 -26.78
16 584 0.08 0.83 0.06 0.75 -30.01
17 511 0.56 5.82 0.27 3.65 -51.51
18 334 464 48.69 1.95 26.41 -58.02

Source: Prepared by the author.
& The branches are ranked according to their percentage growth rates.
b Based on the Standard International Trade Classification (SITC).

FIGURE 10
Growth rates of market shares of some branches
of the world petrochemical industry, 1980-1993
(Percentages)

Mature Innovative

s12
I

Growth rate

Petrochemical branches

Source: Prepared by the author on the basis of table 3.
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FIGURE 11
Final results by type of technological maturity of PCI branches a
1 2 3 4 5 6 7
Market Market Produc-
PCI . MS + Produc- . Evolu-
b share dynamism . Patents tion .
branches MD tion . tionary
(MS) (MD) chain
233 M M M M M | M
266 M M M M M | M
334 | M M M [ M M
511 M M M M | M M
512 M M M [ M M M
513 | | | | | M M
514 | | | [ [ M M
516 M | | M M M M
522 | M M [ [ M M
533 | | | M [ | M
551 M | | [ [ | |
562 M M | [ M M |
572 M | | M | | M
582 | | | [ | | |
583 | | | [ [ | |
584 M M M [ M M M
591 M | | [ [ | |
598 | | | | M | M
Source: Prepared by the author.
& M = mature; | = innovative.
P Based on the Standard International Trade Classification (SITC).
FIGURE 12

2. Market share and dynamism of production:
maturity of production

Dynamism of production is based on the growth of
the volume of world production (in metric tons)
shown in the statistics of United Nations (1993 and
1994), harmonized with the sITC.

Maturity of production is defined by the growth
of petrochemical products compared with the aver-
age for industry as a whole.

Innovative branches are those which had a posi-
tive mean growth rate between 1980 and 1992 com-
pared with the average for al petrochemical
branches, mature branches are those which had a
negative growth rate compared with that average.

The behaviour of the pcl has varied from one
branch to another. Generally speaking, the behaviour
of world production (figure 12) displays well-defined
analytical categories in terms of the petrochemical

cycle.

Growth rates of volume of world
petrochemical production, 1977-1992
(Metric tons and percentages)

Percentages

i!
Ee e s s u o g e e e =
E g 2838528858283 %8
S5 552532583588 ¢8¢8 %

L) Mature —a&— Overall

average

O Innovative

Source:  Prepared by the author on the basis of United Nations
(1993 and 1994).
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TABLE 4

Rate of patent applications in the world petrochemical industry, 1983-1994
(Percentages of number of patents registered in the United States)

Branches? Products of branch Growth rate (%) Share (%)
World PCI

Total 0.03 100.0
Average 5.56
Branches with a high rate of patent

applications (innovative)

Total 0.80 46.04
Average 0.08 4.60
1 582 Polyamides, PET 0.12 450
2 551 Perfumes and flavourings 0.10 0.29
3 533 Varnishes, pigments 0.09 4.01
4 513 Carboxylic acids 0.09 6.55
5 583 Polyethylene, PVC 0.08 6.14
6 514 Anilines, amides 0.08 3.9
7 334 Olefins 0.07 5.96
8 511 Ethylene, toluene, benzene 0.07 13.45
9 572 Explosives and pyrotechnic products 0.05 0.68
10 591 Insecticides, fungicides 0.04 0.52
Branches with alow rate of patent

applications (mature)

Total -0.02 53.96
Average - 6.75
11 512 Phenols, acohols 0.02 16.32
12 584 Esters, ethers 0.02 14.70
13 266 Synthetic fibres, nylon 0.01 2.70
14 233 SBR, latex 0.01 3.27
15 598 Oil additives 0.01 2.74
16 522 Carbon black, nitric acid - 2.78
17 516 Formaldehyde, acetaldehyde -0.04 4.39
18 562 Urea, phosphates -0.05 7.07

Source: Prepared by the author on the basis of data from the U.S. Patent Office.

& Based on the Standard International Trade Classification (SITC).

Noteworthy among the innovative branches are
those manufacturing final products such as poly-
propylene, phenolic resins, acetates and polystyrene
(groups 582, 583, 514, 598, 513, 522, 591, 584, 512
and 562).

Among the mature branches, there are many
which produce basic goods such as benzene, buta-
diene, carbon black, ammonia, and some intermedi-
ate goods such as ethylene glycol, ethylene oxide
and phenol (groups 334, 533, 266, 572, 511, 233 and
516) (figure 11).

In most of the branches the results with regard to
maturity of production are similar to those for market
maturity, except in the case of seven branches
(groups 512, 516, 522, 533, 562, 572 and 584).

3. Market share and intensity of applications for
patents: maturity in terms of applications for
patents

Patents have been used as one of the technological
indicators, since they reflect the results of inventive-
ness and changes in products and/or processes.*®

16 Among the indicators relating to intellectual property, one of
the most accessible and useful in the case of the PCI is that re-
garding patents. Another potentially useful but not readily ac-
cessible indicator is that relating to “industrial secrets’. With
regard to the advantages and disadvantages of this indicator for
measuring the process of innovation, see Griliches (1990), Dosi,
Freeman, Nelson and others (1988) and Dosi, Pavitt and Soete
(1990).
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Patents are one of the means whereby entrepre-
neurs protect their inventions and innovations. This
means of protection alows them to maximize their
monopolistic gains from innovation by making it
more difficult for potential competitors to copy or
imitate them.

Patents capture and measure the first stages of a
process which, through development, testing and en-
gineering, leads from the invention itself to the com-
plete innovation. Patents can extend over the whole
product cycle, from those which protect the basic in-
vention, through those relating to the product and
process engineering, and finally a large number of
patents to protect improvements and block action by
competitors (Dosi, Pavitt and Soete, 1990).

In this study, measuring the intensity of patent
applications is effected by identifying the branches
of the pcI in which most patents are taken out (ta-
ble 4). Branches defined as innovative are those
where there was positive growth in the rate of ap-
plications for patents between 1983 and 1994,
while mature branches are those where growth in
this rate was negative. This reflects a certain age-
ing of the products concerned, with prevalence of
those where fewest patents are taken out: branches
using technol ogies which have been covered for 20
years by the patents obtained. The period selected
was from 1983 to 1994 in order to maintain com-
patibility with the periods used for studying the
other variables' (table 4).

The results obtained between 1983 and 1994
show that the innovative branches as a whole regis-
tered alarger number of patents (four or five times
more than the mature branches between 1969 and
1996). However, it has been noted that it is not
necessarily the most dynamic branches in terms of
patent applications which account for the largest
share of patents (measured in relation to the num-
ber of patents registered in the United States), al-
though in some cases there is indeed a strong
correlation between the rate of applications for
patents and market shares.

Thus, for example, some innovative branches
(groups 551, 572 and 591) display considerable dy-
namism in terms of patent applications (rates of 0.10,

17 |f we had selected a longer series this would have enabled us
to determine the results in terms of maturity more precisely,
since it would include innovations made before the period in
question, many of which may have been the basis for subse-
quent developments, and it would also have made it possible to
determine the radical or incremental nature of the innovations.

FIGURE 13

Rate of patent applications of
some PCI branches, 1969-1996

Number of patents

1995-
1996 |-

[ ]Mature branches  [_] Innovative branches

Source: Prepared by the author on the basis of data from the U.S.
Patent Office.

0.05 and 0.04% respectively) yet have low shares of
the number of patents registered (0.29, 0.68 and
0.52% respectively). Conversely, some mature
branches (groups 512, 584 and 562) account for a
greater share of patents but display low levels of dy-
namism in this respect (0.02, 0.02 and -0.05% re-
spectively).

This result confirms that many of the mature
branches correspond to commodity producers and
that although some of these branches have made
changes or improvements which are reflected in pat-
ents, these are much fewer than in the innovative
branches. This tendency also shows how much im-
portance the companies have attached to intellectual
protection through patents (figure 13).

The results obtained by combining patent dyna-
mism with market share show that almost half of the
PCl (8 out of 18 branches) is in mature branches
(groups 598, 522, 512, 584, 266, 233, 516 and 562),
while a little more than half (10 out of 18) corre-
sponds to innovative branches (groups 582, 533, 513,
583, 514, 334, 551, 572, 511 and 591) (figure 11).

4. Market share and the production chain:
maturity in the production chain

The analysis of technological maturity is further
completed by determining the location of each
branch in the production chain (figure 6) and in the
life cycle of its products (figure 5), in order to iden-
tify the degree of maturity of the two typical lines of
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business of the pci —commodities and specialties—
referred to at the beginning of this article.

The petrochemical chain (figure 4) is divided in
this case into two major stages. The first comprises
steps 1 and 2, which involve the production of com-
modities and intermediate products and are marked
by maturity. The second stage comprises steps 3 and
4, which correspond to final goods and petrochemi-
cal specidties such as resins, fibres and rubber inputs
and are innovative products.

The further along the petrochemical chain, the
greater will be the technological content. Conse-
quently, the mature branches are those which pro-
duce commodities and are located in the first stage of
the chain, while the innovative branches are those
that produce petrochemical specidties and are lo-
cated in the second stage.

The results show that, as we saw when looking
at the previous types of maturity, most of the
branches (10 out of 18) are innovative (groups 533,
582, 583, 598, 233, 266, 516, 551, 572 and 591),
while the remaining eight are mature (groups 334,
513, 514, 522, 511, 512, 562 and 584). These results
show that commodities or specialties may be in the
innovative or mature stages, depending on the crite-
ria used (figure 11).

5. Market share and technological taxonomy:
maturity of evolution

The technological content as defined by the maturity
of evolution shows the variety of forms of technolog-
ical behaviour of the enterprises studied and is based
on the taxonomy prepared by Pavitt (1984).

This taxonomy identifies the different levels
of innovation of economic sectors and proposes
four technological categories corresponding to
different forms and intensities of innovation,
namely: i) supplier-dominated forms; ii) “scale-
intensive” forms; iii) those having a specialized
supplier, and iv) science-based forms. The differ-
ences in each category vary according to the origin
of the technology, the supplier-user relationship
and the possibility of appropriating technological
rents.

The composition of each branch with regard to
these categories determines the innovative or matu-
rity potential of each industry, taken as awhole.

In this taxonomy, the mature branches (groups
233, 266, 334, 511, 512, 513, 514, 516, 522, 533,

572, 562, 584 and 598) are those which correspond
to the categories defined by Pavitt as being sup-
plier-dominated or “scale-intensive” (figure 11).

The traditional branches, in many cases produc-
ing commodities, are to be found in this category.
They are aso branches which use widely available
technology, make few investments in scientific and
technological research, and have only limited infra-
structure. Thereisa high possibility of imitation,
so the level of appropriation islow. The means of ap-
propriation used are brand names, product differen-
tiation, industrial secrets and  patents. These
characteristics mean that there are few innovations,
usualy of an incremental nature, because there are
few efforts or results in the field of innovation. Tech-
nological changes involve above al the machinery
and equipment, or else large-scale production associ-
ated with the equipment.

The rest of the branches (groups 551, 582, 583
and 591) are the innovative ones and belong to the
categories of specialized suppliers and science-based
branches (figure 11).

These categories are marked on the one hand
by being producers of specialized machinery,
equipment and instruments and, on the other, by
assimilating and applying scientific knowledge de-
veloped in the technology centres of the companies
themselves or in institutions such as universities or
research centres.

Innovation is mainly at the product level, and the
type of technological change is primarily radical or
major. The rents from the technology are generaly
high and are based on a very close interrelation with
users. In research activities, the predominant areas
are those of know-how, design, quality, patents, and
industrial secrets. In both categories, the innovations
range from incremental and widely disseminated
developments to radical innovations, thus pointing to
greater innovative activity than in the mature
branches.

The results obtained in terms of maturity by
combining market share with the technological tax-
onomy show that the performance of the pPcl as a
whole bears out the initial argument of this article,
which emphasizes that maturity varies from one
branch to another in the pcl.

The mgjority of the petrochemical branches (14
out of 18) have little innovative activity, as high-
lighted in Pavitt's taxonomy, so that the pcl as a
whole is marked by relative maturity (figure 11),
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with most branches (14 out of 18) being mature and
only the remaining four being innovative.

6. The petrochemical industry as a mature
industry with some innovative branches:
a summary

As awhole, the pCI is a mature industry, as reflected
in its market, production and technological results.
At the level of its individual branches, however,
the situation in terms of maturity is not aways the
same, as it can vary depending on the indicator used
(figure 11).

In 12 of the 18 branches studied, the variables
used give complementary results in terms of maturity
or technological innovation. In the remaining six
branches, however, there are contradictions as re-
gards whether they are mature or innovative. If we
take the differentiation between commodities and
specialties, we likewise see that there are both
coincidences and contradictions with regard to the
concept of maturity (figure 11).

If we take all the variables, 8 out of the 18 petro-
chemical branches (groups 233, 266, 334, 511, 512,
522, 562 and 584) prove to be preponderantly mature
in the sense that the maturity indicator coincidesin at
least five variables.

The preponderantly innovative branches are in
the minority (4 out of 18: groups 551, 582, 583 and
591). They have characteristics and rates typical of
innovation and correspond to branches in which the
innovation indicator coincided in five out of six of
the variables used.

The remaining six branches out of the 18
(groups 513, 514, 516, 533, 572 and 598) may be de-
fined as either mature or innovative, depending on
the variable used.

VIl

Conclusions

The analysis of technological maturity must be seen
as a complex and evolutionary process in which the
technological dimension, in combination with the
market, production and the production chain, may
maintain or modify the degree of maturity.

The measurement of technological maturity
varies according to the indicators used in it, and this

These results show that the criteria usually ap-
plied to distinguish between mature and innovative
branches do not necessarily coincide with those used
by technical experts, academics or the speciaized
press. This also applies to the distinction between the
commodity and specialty lines of business in the in-
dustry.

Finally, the direction of causality has been deter-
mined between each of these variables, in order to
provide even stronger grounds for the conclusions
reached. The basis for the analysis was the applica-
tion of the coefficient of correlation by ranks
(Spearman’s index) to the quantitative variables,
market share (MSs), market dynamism (mMD), produc-
tion dynamism (PD) and rate of patent applications
(RA).

Synthesis of the results in terms of market share
and measurement of technological maturity shows
aweak positive correlation between MS and MD
(=0.19), MS and PD (=0.21) and MS and PA
(= 0.18). These data show that although the coeffi-
cients of correlation are positive, they are different in
the three cases and the case which best explains the
causality is that which combines market share with
production dynamism.

The index of correlation is as follows:*®

624’
n(n® -1)

re=1
where d is the difference between pairs of corre-
sponding ranks and n is the number of pairs.

However, it is also necessary to take into ac-
count the characteristics relating to purely technolog-
ical aspects, as noted earlier for the variables relating
to patents, the production chain and intensity of inno-
vation.

may lead to differing results with regard to the
definition of branches as mature or innovative. The
criteria for defining maturity are neither clear nor

18 The distribution in the sample is symmetrical around 0 and
ranges from -1 to +1.
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precise, and this highlights the importance of making
them more uniform in order to be able to classify
products as mature or innovative.

When only market variables or those typical of
comparative advantages are taken into account for
measuring maturity, differences and contradictions
arise in the resulting degrees of maturity. The analy-
sis should therefore include not only market share
and production dynamism but also other variables
(especially those of a technological nature) which
help to explain the dynamics of the cycle.

Performance in terms of innovation in the PCI is
specific to each of the branches making up the indus-
try: that is to say, it is differentiated. The combina-
tion of the various criteria for anaysing
technological maturity has given different results for
different branches, thus giving different types of ma-
turity. Two types of branches have been identified in
the petrochemical industry: innovative branches,
which are those where technological activity is great-
est but do not always obtain outstanding results in
the market and are generally engaged in the produc-
tion of petrochemical speciaties, and mature
branches, which register a lower level of technologi-
cal activity, with variable market results, and are gen-
erally engaged in the production of commodities.

Combination of the different variables and indi-
cators used (market share, share in production, rate
of patent application activity, place in the production
chain, and technological taxonomy) gave rise to
types and states of maturity which coincided in many
cases with the results for each variable analysed,
with weak positive levels of correlation between the
variables.

In the set of variables analysed it was found that
the innovative branches, which are generally special-
ized, tend to have a greater presence on internationa
markets. This result was observed in the branches lo-
cated in the more advanced steps of the petrochemical
chain, corresponding to goods with more technological
content and greater added value. There can dso bein-
novative branches which have poor market results,
however. In this case, their market position can improve
if there is a substantial demand push, or get worse if
this does not exist or the other branches improve their
technological stuation. In other words, petrochemical
specialties do not aways have excdlent market results,
even though they generally have a favourable position
in the international market.

The mature branches, for their part, which are
generally engaged in the production of commodities,

have intermediate market results: they may have an
important presence in the market, generally in spe-
cific niches, or they can tend to be replaced by new
branches. Generally speaking, they are towards the
end of the production life cycle and at the beginning
of the production chain, and their position in the in-
ternational market is usually unfavourable.

The analysis of technological maturity can be
useful for showing the form of insertion in the inter-
national economy of the leading countries and those
that follow them. The leaders set the pace of interna-
tional technological competitiveness, which is re-
lated in practice with the technological frontier and
innovative products and processes. In contrast, the
international insertion of the followers is usualy in
less innovative, mature, product lines and processes,
generally associated with commodities.

The application of this methodology at the coun-
try or enterprise level can show how the different
countries operate and their position in the economy.
The division of the world market into innovative and
mature branches is useful for understanding and
justifying sectoral lines of competition, in terms of
the market and technological results, which help to
identify or strengthen the international competitive-
ness of a country or enterprise. It can also aid in the
analysis of the respective macroeconomic configura-
tions and hence serve as a guide in the application of
forward-looking structural reforms, identifying the
strengths, weaknesses and opportunities of the differ-
ent types of international insertion, in mature or in-
novative branches.

This analysis should be complemented with an ex-
amination of the scenario represented by a system or
policy of innovation at the regional and national level
aimed at reducing the effects of international recessions
or deterioration in the terms of trade on the mature
branches, which are more serioudy affected by these
phenomena than the innovative branches.

In the future, maturity studies of this nature
could help in the analysis of international trade spe-
cialization and the results of technological change in
terms of competitiveness. The results regarding posi-
tioning would help to go more deeply into the causes
and possihilities of improving or modifying the posi-
tion occupied by a country or enterprise and its type
of international insertion.

The foregoing suggests various lines of future
research. One of these would be to apply the study of
technological maturity to other economic branches.
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Another would be to identify the results obtained by
acountry’sindustry at the international level and see
whether they coincide with the performance of enter-
prises within that country.

It is important to make studies in greater depth
at the enterprise level and find aspects which are not
visible from the indicators and statistics at the coun-
try, industry or product level. In order to do this, the

strategic performance of enterprises and their capac-
ity for learning and developing technological skills
should be analysed and then included in the exami-
nation of market and technological variables, in or-
der to identify possible relations and common
characteristics between the enterprises and institu-
tions in question.
(Original: Spanish)
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After abrief introduction, this article analyses in its second sec-
tion the roles that the public and private sectors should play un-
der a housing and housing finance policy in which the function
of the State is to facilitate the development of the sector while
occupying a subsidiary position with respect to private enter-
prise. It examines the role of direct housing subsidies within
such a policy, as a means of creating effective demand for the
supply of housing generated by the private sector on market
terms, with special attention to the attributes of such subsidies,
and it highlights the catalytic role that such a system can play in
promoting saving. Section |11 summarizes the Latin American
experience with respect to direct housing subsidy schemes, de-
scribes their main features, advantages and limitations, and de-
tails the reforms made or proposed, especially in the
programmes with the longest history. Finally, section IV sets
forth the main lessons to be learned from the Latin American
experience, with special emphasis on the conditions and charac-
teristics which have helped in the successful application of these

schemes.
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Introduction

In Latin America and the Caribbean, the quantitative
housing deficit —defined as the difference between the
number of households and the number of permanent
dwellings— amounted in 1995 to 28 million units, while
the qualitative deficit —defined as the number of perma-
nent dwellings which are not satisfactory because they
lack certain services— came to nearly 26 million of the
existing dwellings (ECLAC, 1995). Since the region has
some 118 million households, this means that one out
of every four Latin American households does not have
a dwdling, and if we add to this figure the number of
housing units which require some type of rehabilita-
tion, we see that amogt half the households in the re-
gion are living in unsatisfactory conditions.

This statistical finding highlights not only the
magnitude of the housing deficit, which affects all
the countries of the region, but aso the ineffective-
ness of the housing and housing finance policies ap-
plied in the past. Furthermore, this heavy housing

The economic

deficit is concentrated to alarge extent in the lowest-
income segment of the population, which, although it
represents a significant potential demand, has no real
possibilities of achieving a suitable housing solution,
mainly because of their difficulty in gaining access
to finance on appropriate terms due to their lack of
sufficient purchasing power, their inability to pro-
vide satisfactory collateral for mortgage loans, and
their impossibility of attesting to a stable income.

In order to improve the access of the lowest-
income sectors to housing, it is necessary to make
innovations in the finance policies and instruments in
force in this field. This article explores ways of help-
ing to give such sectors suitable purchasing power:
that is, creating an effective demand for housing
among them, and makes a conceptual and compara-
tive analysis of the Latin American experience in the
application of direct housing subsidies (hereafter
“DHS") for the lowest-income sectors.

rationale of

direct housing subsidies

1. Housing policy and the roles of the public
and private sectors 1

The housing and housing finance policies applied in
the past in Latin America were marked by predomi-
nant State intervention, with only very limited partic-
ipation by the formal private sector. Under such
policies, the State over-regulated the operation of the
markets and agents involved —by establishing ceil-
ings for the interest rates charged by housing finance
systems, for example- and played a direct role in
building and financing dwellings, usually by offering

1 For a more detailed analysis of these matters, see Gonzales
Arrieta (1995).

loans at subsidized interest rates or subsidizing the
prices of the dwellings.

The results were thoroughly counter-productive,
asis clearly reflected in the enormous housing defi-
cits accumulated in the region. On the one hand,
these housing construction and finance schemes did
not meet the aspirations of private housing builders
and financial intermediaries in terms of rates of
profit. On the other hand, the active role played by
the State as a builder of houses bureaucratically de-
fined the characteristics and prices of the latter and
the arrangements for alocating them, thus eliminat-
ing the functioning of the market mechanisms for
the range of dwellings supposedly intended for the
lowest-income sectors and thereby driving away pri-
vate builders.
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Such policies also meant that the credit intended
for the building and acquisition of dwellings was in-
sufficient to cover the needs of the region (Zawadzki,
1993, p. 33). In addition, there were the unsuitable
terms of access for people of low purchasing power.
Together, these factors limited the size and stability
of effective demand for housing and mortgage loans.
As a result, private builders and financial intermedi-
aries concentrated on serving the demand of the
higher-income sectors, giving rise to a doubly per-
verse effect: on the one hand, the reduction of formal
markets and growing inhibition of private investment
in the housing sector, and on the other, the increasing
prevalence of informal forms of housing construction
and finance, which now mobilize a considerable vol-
ume of resources in the region (ECLAC, 1996, p. 119).

In some Latin American countries, housing and
housing finance policies have registered substantial
results, with annual housing production exceeding
the new demand generated each year by natural pop-
ulation growth and the formation of new households.
These countries have thus begun to reduce the accu-
mulated housing deficit.

The housing and housing finance policy models
behind such results have as their common denomina-
tor a clear political will to apply a market-based sec-
toral development model which is compatible with
the genera economic and socia development
scheme and is of an integral nature: i.e., provided
with the instruments and resources needed to cover
the housing requirements of all income-levels.

Such a model recognizes that the State alone is
incapable of solving the housing deficit, so that State
action must be such as to stimulate private invest-
ment. This recognition of the complementary nature
of the efforts needed calls for fundamental innova-
tions in public policy, in the instruments applied and
the institutional schemes adopted. The traditional
role of the State is replaced by the role of afacilita-
tor, designed to provide incentives in terms of the re-
covery of costs, profit levels and stability so that the
housing sector can compete with the other sectors of
the economy and private investment can play a major
role in housing construction and finance.

The foregoing is based on the assumption that
dealing with housing needs is primarily an economic
operation that has repercussions on social welfare
policy. The multiplier effects of the housing sector
on economic activity and employment are just asim-
portant as those of other economic sectors, if not

more so: every dollar invested in housing generates a
further two dollars of economic activity in other sec-
tors, and every additional job in housing construction
gives rise to two others in related activities (Mayo
and Angel, 1993, p. 34).

The prevalence of conditions of profitability and
competitiveness in the rea estate and housing fi-
nance markets makes it possible, firstly, for the pri-
vate sector to view the housing construction industry
as a business option capable of competing on an
equal footing with other sectors of the economy; sec-
ondly, for the savings mobilized to the housing sector
to obtain positive real levels of profitability; thirdly,
for mortgage loans to be recovered in real terms, thus
making long-term housing finance a sustainable ven-
ture, and fourthly, for financia intermediaries to find
a profitable business option in housing finance too.

However, while this model recognizes that pri-
vate investment in the housing sector will only be vi-
able if market conditions apply in the construction
and financing of dwellings, it also has to be admitted
that the market mechanisms do not give access to
housing to those sectors of the population which do
not have sufficient purchasing and payment capacity.
The State must therefore also assume a subsidiary
role designed to ensure equality of opportunities so
that all families, whatever their economic position,
will have the possibility of solving their housing
problems through the market and obtaining a hous-
ing solution in keeping with their own efforts and
economic possibilities. Thisis the context for the use
of direct housing subsidies (“DHS”) which, in con-
junction with the efforts of the families themselves
and mortgage loans on market terms, will serve to
make up the capacity for the purchase of dwellings
built by the private sector for the lowest-income sec-
tors.

2. Creation of effective demand for housing
through direct housing subsidies

In general terms, DHS are an explicit, once-only,
non-repayable contribution given by the State to
families that comply with certain established require-
ments in order to provide them with a purchasing
power greater than that afforded by their own in-
come. It is thus a demand subsidy, not a subsidy for
supply.

The insufficient purchasing power of broad sec-
tors of the population prevents the enormous poten-
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tial demand which exists from being turned into
effective demand which would stimulate investment
and private housing supply. The creation of purchas-
ing power in the poorest sectors would therefore lay
the foundations for more sustained growth of activity
in the housing sector.

Numerous favourable effects can be expected
from DHs (Dominguez, 1994b). Thus, they expand
the potential real estate market by creating effective
capacity for the purchase of private housing supply
and at the same time reduce the risks of housing con-
struction, since if private builders can be sure that
there will be demand backed up by purchasing
power, they will likewise be sure they can sell their
houses and the housing supply will be more stable in
the medium term: in a climate of free competition
this will lead to an improvement in the quality and a
reduction in the price of dwellings. DHS also stimu-
late an increase in the potential market of persons
seeking mortgage loans, since by reducing the
amount of indebtedness needed to make up the price
of a dwelling they mean that, without requiring an
increase in their income, recipient families will be-
come eligible for mortgage loans in keeping with
their payment capacity. Such subsidies also give rise
to a better-quality loan portfolio, since the debtors
are assuming obligations that it will be easier for
them to pay, while the coverage of the mortgage
guarantee will provide a surplus over the debt (equiv-
alent to the amount of the subsidy) which will be
greater than the average for the portfolio.

DHs also represent the abolition of the traditional
paternalistic attitude taken by the State when dealing
with the neediest groups, replacing it with an ap-
proach that stimulates and complements the efforts
of the families themselves, on the basis of objective
and impersona procedures. They thus strengthen the
links between citizens and the State, exploit the ad-
vantages of the market economy, and alow benefi-
ciaries to choose the solution best fitting their needs.

By turning the potential demand for housing into
effective demand and furthering the functioning of
the market economy, DHS stimulate a bigger supply
of dwellings and of housing finance, which can facil-
itate the access of the population sectors with the
least resources and make an effective contribution to
reducing the housing deficit. These subsidies, which
in the final analysis are a contribution by the State
that forms part of the growing transfer to the private
sector of the leading role in housing finance, have

thus shown themselves to be a much more effective
means of State intervention.

Why are DHs to be preferred as a means of deal-
ing with the housing needs of the poorest sectors?
Firstly, such subsidies are more equitable, since they
make it possible to target the efforts more precisely
on the population it is desired to benefit, and they are
also progressive, because the lower the cost of the
dwelling, the higher the corresponding subsidy. In
contrast, indirect subsidies through the interest rates
on housing loans are highly regressive, because in
the absence of a system of alocating loans by prices,
the mechanism that prevails is the rationing of the
available resources: in this context, those who have
most access to the available finance are usually the
sectors with most influence or the greatest payment
capacity. Such an indirect subsidy isalso very in-
equitable: not only does it not reach the people who
need it most, but also those who obtain most credit
automatically obtain a bigger contribution from the
State.

A second argument in favour of DHS is their
greater efficiency. Interest rate subsidies distort the
operation of housing finance systems because they
do not ensure that the resources |loaned will be recov-
ered in rea terms, thus leading to the decapitalization
of the financial intermediaries and causing housing
finance to diminish or disappear. In contrast, DHS are
complementary to mortgage loans on market terms
and do not displace them: the counterpart of direct
housing subsidies should be a loan operation on
those terms. Consequently, DHS are perfectly com-
patible with a housing finance system with positive
real interest rates on both savings and loans.

The inefficiency of interest rate subsidies is also
reflected in the fact that the State is unable to mea-
sure the amount of resources granted in the form of
subsidies in a clear and transparent manner and, still
worse, the beneficiaries do not have a full perception
of the benefits they are receiving. In contrast, DHS
can not only be measured precisely in order to deter-
mine the amount of fiscal expenditure involved but
aso —by stimulating family efforts as a requirement
for becoming eligible for the subsidy— they give
beneficiaries a real awareness of the benefits they
receive.

Another argument in favour of DHS is that they
involve a smaller administrative burden for the State
and hence also a greater saving of fiscal resources. In
this type of subsidy, the State's activities are limited
to laying down the corresponding regulations, invit-

ACCESS TO HOUSING AND DIRECT HOUSING SUBSIDIES: SOME LATIN AMERICAN EXPERIENCES *

GERARDO M. GONZALES ARRIETA



CEPAL

REVIEW 69 -

DECEMBER 1999 145

ing applications, processing and selecting the appli-
cations received, and paying out the subsidies where
appropriate. It does not take on long-term adminis-
trative commitments, as it does in the case of hous-
ing loans at subsidized interest rates. In this latter
case, the administrative costs of recovering a loan
portfolio which has deteriorated in real terms over
time represent a growing burden with respect to the
value recovered. It may be noted that the efficiency
and efficacy of public spending made possible by the
application of a system such as DHs will strengthen
the amount set aside for this purpose each year in the
public budget. Moreover, if DHS make possible a
higher level of activity in the housing and related
sectors, the State will be able to recover part or all of
its outlays in this respect through the taxes generated
by this greater activity.

In short, it may be categorically asserted that
DHS are in no way incompatible with the market
economy model, since this is an accurately targeted
(non-discriminatory) system of finance which makes
it possible to effectively reach the population that it
is desired to benefit; it is a transparent and accurately
measurable (non-hidden) system, both for the State
(which knows who it is benefitting, and by how
much) and for the beneficiaries (who know how
much they are receiving); it does not give rise to dis-
tortions in the financial system, as subsidized interest
rates do; and it does not displace the private sector
from the housing market but, on the contrary, attracts
it by turning potential housing demand into effective
demand.

3. The importance of prior saving and its links
with direct housing subsidies

Housing is perhaps the most important durable phys-
ical asset of most families, and its price is severa
times their annual income. The acquisition of a
dwelling is normally only feasible through a
long-term loan. This purchase is an important incen-
tive for the family to save, postponing present con-
sumption for the benefit of future consumption. In
the developed countries, family savings deposited in
formal financial institutions are an important source
of funds for housing loans (AID, 1987). DHS can
serve as an important catalyst for the formation of
family savings channeled through the formal finan-
cia system.

DHS seeks to stimulate families to make an effort
to save in order to gain access to a dwelling, and the

typical expression of this effort should be the me-
thodical accumulation of prior savings to supplement
the direct subsidy and, when applicable, long-term
mortgage loans.

No matter how small it is, prior saving is per-
haps the most powerful basis for establishing a
transparent and objective system of ranking appli-
cants for bHS, which should be designed to reward
the amount saved and the duration, permanence and
methodical nature of the prior saving process. Fur-
thermore, the prior saving requirement is a much eas-
ier and less costly criterion to manage and control
than, for example, one based on income level. Natu-
rally, the prior saving required for requesting and ob-
taining a bHS must be in keeping with the family
income level, the price of the desired dwelling and
the number of dependants, among other factors, in
order to ensure that State aid goes primarily to the
families with the lowest income. It is known from
experience that the effort made by families wishing
to receive a DHs should not necessarily be expressed
in terms of monetary saving. It may also be useful,
especially in the case of the lowest-income strata, to
accept contributions in kind (such as land, materials
or labour). The important thing is to get across the
idea that DHs is a reward for family effort, not just a
handout.

The available data also show that DHS have
served to stimulate the formation of saving for hous-
ing which is channelled through the formal financial
system (Dominguez, 1994a). In order for this to take
place, there must be a favourable macroeconomic cli-
mate and the saving must have a positive yield in real
terms over time. In inflationary situations like those
which have prevailed in the recent past, housing sav-
ings in money, deposited in financia systems, have
tended to be replaced by housing savings in the form
of the acquisition of building sites and materials,
which better fulfilled the role of a value refuge over
time. Savings in the financial system must be assets
which are both sufficiently liquid (subject of course
to certain restrictions, in view of their methodical
and contractual nature) and also secure. This latter
regquirement may be strengthened through State guar-
antees, especially for small savings, and also through
the solidity afforded by a suitably regulated and su-
pervised financial system.

In conclusion, the acquisition of a dwelling is
usually the result of a private decision and reflects a
long-term effort based mainly on family saving. This
gives the family a leading role in the solution of
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housing problems. Since many sectors of the popula-
tion are unable to gain access to a dwelling solely on
the basis of their family savings and their capacity to
repay along-term mortgage loan, bDHS can also serve

to promote and reward a sustained saving effort.
With this in mind, it is necessary to incorporate and
maintain over time the requirement for prior saving
as arequisite for being eligible for DHS.

Latin American experience in the application

of direct housing subsidies

There are a number of Latin American countries
which have direct housing subsidy programmes
(Gonzéles Arrieta, ed., 1995). These instructive ex-
periences (in Chile, Costa Rica, Colombia, El Salva-
dor, Uruguay and Paraguay) listed in order of their
length of past trajectory, will be summarized below
and their main features, achievements and limitations
will be noted in each case.

1. Chile

Chile is the pioneer in Latin America in the appli-
cation of a system of housing subsidies of this
type. In 1978 the Ministry of Housing and Urban
Development (MINVU) began to use this system for
the lower middle sector (dwellings costing up to
US$ 13,300 at the time: now equivalent to
US$ 27,200), in place of the subsidies implicit in
the interest rates on mortgage loans or hidden in
the sale price of building sites or dwellings. MINVU
now operates a set of five housing programmes de-
signed to serve the whole population that it is de-
sired to aid. Each progranme involves a direct
subsidy paid to the purchaser of a dwelling in the
form of a pre-announced non-repayable once-only
contribution granted by the State to each benefi-
ciary family that does not already own a dwelling.
The bHs form part of a tripartite system of housing
purchase finance: prior saving of the beneficiary
family, the direct subsidy, and a long-term mortgage
loan. The principles underlying these programmes
are the subsidiary role of the State, the targeting of
socia expenditure, progressiveness, and the encour-
agement of saving.

MINVU grants DHS with resources from the pub-
lic budget. The direct subsidies may be given in ei-
ther a private or State-oriented form. The private

modality consists of an endorsable certificate given
to the beneficiary, who uses it to pay part of the cost
of the selected dwelling, with the value of the certifi-
cate being later collected from miNvU by the vendor
of the dwelling. In the State-oriented modality,
which is used only for lower-cost dwellings, MINVU
commissions the construction of the dwellings by
tender and applies the subsidy directly to their cost,
with the beneficiaries merely being informed of the
details of the operation.

Table 1 summarizes the conditions of the hous-
ing programmes with a direct subsidy from MINVU.
The digibility requirements for the different
programmes do not establish any differentiation ac-
cording to applicants income: it is the applicants
themselves who enter a particular programme ac-
cording to their aspirations, preferences and willing-
ness to pay for a dwelling. The maximum values of
the dwellings covered by the programme, the mini-
mum saving requirements and the maximum subsi-
dies are expressed in Development Units (“UF"): a
unit of account whose value in pesos varies day by
day according to the variation in the Consumer Price
Index in the previous month.

The Progressive Housing Programme is de-
signed for families living in a state of indigence and
comprises two stages. The beneficiaries are selected
according to the number of points they obtain: the
lower their socioeconomic and housing status, the
larger their family group and the longer they have
been enrolled in the programme, the higher the num-
ber of points assigned to them. In this programme,
which only began to operate in 1990, under the
MINVU modality 100% of the subsidies approved are
paid out, but under the private modality 10% of the
persons granted subsidies do not make use of them
within the time limit of 21 months.
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TABLE 1
Chile: Values of housing, subsidies, saving and loans under the housing
programmes of the Ministry of Housing and Urban Development
(Values expressed in Development Units (UF))

Maximum value Maximum Minimum .

Programme of dwelling subsidly prior saving Maximum loan Other features

Progressive 140 132 8 - Collective or individual

Dwelling, Stage 1 projects, carried out

privately or by SERVIU 2

Progressive 70 18 5 47 Collective or individual

Dwelling, Stage 2 projects, carried out

privately

Basic Dwelling 230 (SERVIU) 140 10 (SERVIU) 80 (SERVIUV) Collective or individual

400 (private) 20 (private) 100 (private) projects, carried out
privately or by SERVIU

Special Workers' 400 90 40 Not more than Collective private projects

Programme 65% of price

of dwelling
Rural Housing 260 (individual 150 (with 5 (with building Collective or individua
Subsidy applications) building plot) plot) private projects

400 (collective 200 (in housing 10 (in housing
applications) groups) groups)
Unified Subsidy, 500 130-120-110 50 Up to 1,000 UF Collective or individua
Category | but not more private projects
than 75% of price

of dwelling
Unified Subsidy, 1,000 110-100-90 100 Up to 1,000 UF Collective or individua
Category |1 but not morethan  private projects

75% of price

of dwelling
Unified Subsidy, 1,500 90-80-70 150 Up to 1,000 UF Collective or individual
Category 111 but not morethan  private projects

75% of price

of dwelling
Urban Renewal Up to 500 200-190-180 50 Optional Collective or individual

500 - 1,000 (al categories) 100 private projects
1,000 - 1,500 150
Leasing of Same categories 130 (Category 1) Methodical - Individual private projects
dwellings as the Unified 110 (Category I1) deposits of rent
Subsidy 90 (Category 1) and of final
payment

Source: Ministry of Housing and Urban Development (MINVU).

2SERVIU = Department of Housing

and Urban Development.
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The Basic Dwellings Programme is aimed at
families living in marginal housing conditions. In or-
der to receive the benefits, applicants must have a
certain level of prior saving and are selected accord-
ing to the points system described above. This
programme began to operate in 1984; the dwellings
were constructed under the State-oriented modality
(by tender) up to 1994, when the private modality
was introduced. By definition, 100% of the subsidies
approved are actually paid out. About 25,000 dwell-
ings per year are constructed under this programme
(almost 20% of the total number of dwellings built).

The Specia Workers Programme (PET), which
was established in 1987, is aimed at organized groups
of families and provides improved basic dwellings. The
size of the subsidy given is smaller than in the follow-
ing programmes applicable to higher-cost dwellings,
since as there is no system of alocation on pointsit is
possible to receive a dwelling much more quickly.
The beneficiaries can apply to the banking system
for a supplementary mortgage loan, but the private
sector has not shown much interest in providing such
loans, probably because of their relatively small
amount, SO MINVU guarantees access to a mortgage
loan of up to 65% of the cost of the dwelling, sup-
plied by the State-owned Banco del Estado. These
loans are issued in the form of mortgage bills, which
usually have a value below their nominal value when
traded on the capital market. All or part of the differ-
ence is covered by MINvU, thus representing an addi-
tional subsidy with a current upper limit of about
US$ 2,600 per operation.? Some 16,000 dwellings
are financed each year through the PET, with 100% of
the subsidies actually being paid out.

The Rural Subsidy System is amed at
low-income families living in localities with less
than 2,500 inhabitants. It requires prior saving in the
form of proof of ownership of a plot on which the
dwelling can be built. In this programme, the socio-
economic and housing situation of the applicants is
evaluated and the other criteria mentioned above are
also applied. Around 8,000 dwellings are constructed
each year under this programme, with over 90% of
the subsidies approved actually being paid out.

2 Initially, there was no upper limit on this implicit subsidy be-
cause it was desired to avoid situations where the beneficiary
might be exposed to market fluctuations which could prevent
him from making up the price of the dwelling, but in some cases
the additional implicit subsidy can be as much as twice the size
of the direct subsidy, thus militating against the progressiveness
of the system (Melo, 1995, p. 37).

The Unified General Subsidy Programme is
aimed at middle- and lower middle-income families
who do not already own a dwelling but have a certain
level of payment capacity that makes them eligible
for bank loans. Under this system, the State subsi-
dizes part of the cost of the dwelling through a certif-
icate allocated under a non-persona application
system. In order to make the subsidy progressive, the
programme has three categories, depending on the
value of the dwelling it is desired to acquire, with
three forms of application: individual, collective, and
for areas of urban renewal. Applicants under this
programme are not ranked in socioeconomic terms
but must provide proof that they do not already own
another dwelling and that they have entered into a
saving plan with some financial ingtitution. The cate-
gories of values of eligible dwellings, the corre-
sponding minimum prior savings required, and the
levels of subsidy that can be applied for are shown in
table 1.

The beneficiaries have atime limit of 21 months
for collecting their subsidies. The policy of MINVU
has been to guarantee a loan through the Banco del
Estado only for the first category of the programme.
Asin the case of the PET, MINVU grants these debtors
an additional subsidy, with an upper limit of about
USS$ 2,600 per operation, when the mortgage bills
have to be sold at less than their face value.®> Once
the dwelling is finished and it is transferred to the
purchaser by official deed of ownership, the vendor
of the dwelling can collect the value of the subsidy
—for which purpose he must submit the mortgage hill
to MINVU, endorsed in his favour— and the amount of
the prior saving. Under this programme, MINVU has
no direct involvement in the planning and execution
of the housing projects. It is now permissible to use
the subsidy to purchase a used dwelling, provided the
operation is effected in the last nine months of valid-
ity of the subsidy. Historically, over 80% of the sub-
sidies approved have actualy been paid out. On
average, over 70% of the subsidies approved corre-
spond to category 1, over 20% to category 2, and less
than 7% to category 3.

3 When there was no upper limit for this implicit subsidy, there
were times when it was advantageous to apply for a loan even
without any direct subsidy merely in order to obtain the implicit
subsidy on the mortgage bills (Melo, 1995, p. 40). As from
1990, the maximum amount of the implicit subsidy was limited
to 80 UF per operation, and furthermore the loan eligible for the
implicit subsidy could not exceed 1,000 UF, in order to avoid or
reduce regressiveness of the system.
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The subsidies paid in respect of private-sector
programmes, which include the Unified Subsidies,
the PET and the Rural Subsidies, number approxi-
mately 50,000 per year, and between 1980 and 1996
a total of almost 850,000 subsidies had been paid.
The subsidies in respect of the programmes for basic
and progressive dwellings, for their part, number
around 45,000 per year. Since some 120,000 dwell-
ings per year are built in Chile at present, this means
that the State plays a decisive part in the financing of
approximately 80% of all the dwellings built, in pro-
portions that range from 6% of the price for the
middle-income sectors to 94% for the very poor sec-
tors (Hermosilla, 1995, p. 21). In most cases (some
70%) direct intervention by the State is limited to
providing purchasing power through a direct subsidy
for demand granted through transparent and objec-
tive processes of reception and selection of applica-
tions. Thus, since 1992 Chile has been producing
more new dwellings than the demand generated an-
nually by the formation of new households and obso-
lescence of the existing stock of dwellings.

In short, in Chile the system of access to hous-
ing which incorporates DHs covers al the income
strata in a coherent manner, facilitating the access of
the neediest sectors of the population to formal (al-
beit somewhat rigid) solutions to their housing
needs, with the State playing a decisive role. The
success achieved in the application of DHS isaso due
to the sustainability over time of the budgetary re-
sources earmarked for the provision of subsidies:
some US$ 400 million are currently set aside for
this purpose, of which over 92% corresponds to the
actual subsidies and less than 8% to administrative
expenses.

In the course of the operation of the system it
has been necessary to make some improvements in
order to secure greater efficiency and equity.* One of
the main aspects that had to be improved was the tar-
geting of the subsidies (Castafieda, 1990), since the
programmes originally aimed at the lowest-income

4 An increase in efficiency has been noted, because in spite of
smaller fiscal expenditure it has been possible to mobilize more
resources to housing, much of the construction being carried out
by the private sector. There has also been a notable improve-
ment in equity: the proportion of subsidies going to the poorest
30% of the population has more than doubled, rising from 21%
in 1969 and 1980 to 50% in 1985-1986 (Castafieda, 1990, p. 176).

strata mainly benefitted the middle-income sectors,
because the prior saving requirements were exces-
sively high, the investigation of the economic situa-
tion of applicants was not effective, and the
dwellings offered were relatively expensive. In view
of this, special programmes were introduced to serve
the middle and upper-middle income groups, while
the programmes designed for the poorest sectors
have sought to achieve a better balance between the
minimum prior saving required, the payment capac-
ity of the applicant, and the cost of the dwelling of-
fered.

The origina Unified Genera Subsidy Programme
was also modified in various respects, such as the
housing cost categories, the quotas per region, the
amount of the subsidies, their period of validity, the
possibility of collective applications, etc. Recently
the Programme has been broadened to include direct
subsidies deferred in time, to be used with the new
system of renting dwellings with an undertaking for
their subsequent purchase (leasing), aimed at those
who wish to acquire a dwelling costing up to around
USS$ 48,000. Under this modality, the State can either
grant a subsidy® that MINVU pays out in successive
equal quarterly installments for up to 20 years, thus
reducing the burden on the beneficiary’s budget in
respect of the rent, or it can pay it out immediately so
that the beneficiary can buy a better and more expen-
sive dwelling.

The Chilean experience is also valuable because
it confirms in practice some of the advantages theo-
retically attributed to DHsS: the granting of explicit di-
rect subsidies not only means greater transparency
but is a'so compatible with the principle of the sub-
sidiary role of the State and the functioning of a mar-
ket economy; the establishment of objective criteria
for the selection of applicants, subject to ongoing re-
view in the light of targeting criteria, guarantees the
credibility of the system; the stratification of the sub-
sidies by housing value categories makes it possible
to ensure the progressiveness of the system; the re-
quirement for methodical saving as a requisite for
obtaining the subsidy enhances the likelihood that
beneficiaries will subsequently be capable of servic-
ing a mortgage loan, as well as representing an im-
portant stimulus for family saving; and the

5 This system of leasing can also operate without a direct hous-
ing subsidy.
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possibility of collective applications has the advan-
tage that a group form of organization tends to main-
tain itself in time and facilitate the fulfillment of its
individual members’ application commitments.

The work done in this field in Chile also shows
the need to overcome two major difficulties: on the
one hand, the limited willingness of the private sec-
tor to enter into the financing of low-cost dwellings,
which means that the public sector must play a pre-
ponderant role in this respect, and on the other, the
absence of a secondary market for low-cost dwell-
ings of the type covered by the subsidies. It is aimed
to promote such a market by permitting greater neu-
trality in the use of direct housing subsidies for either
new or used dwellings.

2. Costa Rica

In Costa Rica, the system of direct housing subsidies,
called “Family Housing Certificates’, has been in
operation since 1987 when the National Housing Fi-
nance System was set up. The State-owned Housing
Mortgage Bank administers these subsidies, which
are channelled with the backing of the Housing Sub-
sidy Fund. The Certificates are granted by the State,
on a once-only basis, to families with a monthly in-
come equivalent to less than four minimum monthly
wages of a skilled construction worker (a total of
some US$ 700). To begin with, the Certificates con-
sisted of a supplementary interest-free loan, but later
on they were changed into a non-repayable grant.
The Certificates are not actualy delivered in the
form of a certificate but in the form of documents at-
testing to the technical characteristics of the dwelling
and the situation of the nuclear family receiving the
benefits. The origin of the Housing Subsidy Fund re-
sources applicable to the Certificates is laid down by
law and includes the levying of certain taxes and a
percentage of the national budget.

The maximum value of the Certificates cannot
exceed the equivalent of 30 times the minimum wage
mentioned earlier (i.e., some US$ 5,200). This maxi-
mum subsidy is given to families receiving an in-
come of up to one minimum wage and is currently
set at the equivalent of some US$ 4,800. In the case
of families receiving between one and four minimum
wages, the subsidy is granted on a partial basisin in-
verse proportion to the family income (table 2). As
the subsidies are calculated in steps of 20, there are
approximately 80 different amounts of subsidy, in

line with the small differences in family income.®
Since this maximum subsidy does not cover the max-
imum value of a normal low-cost dwelling (esti-
mated at around US$ 14,072), the subsidy is
accompanied by a 15-year mortgage |oan granted by
authorized ingtitutions. Since 1 April 1995, the inter-
est rate (which was previoudly fixed by the Housing
Subsidy Bank) is fixed freely by the ingtitutions au-
thorized by the National Housing Finance System.

These authorized institutions classify the fami-
lies applying for subsidies and determine the maxi-
mum cost of the dwelling they wish to obtain, the
amount of credit to be extended, and the down pay-
ment required. The subsidy and the credit always go
together in a single package administered by the au-
thorized institution. The system only provides for in-
dividual applications. The Housing Mortgage Bank
is responsible for approving and paying out to the
authorized ingtitution the amount of the subsidy for
the successful applicants, subject to verification of
the amounts determined by each institution.

The Family Housing Certificate programme in-
cludes various sub-programmes, and the subsidies
can be used to buy a new or used dwelling, to buy a
plot of land and build on it, to make improvements or
repairs to dwellings, to build a dwelling on a plot
belonging to the applicant and, more recently, to buy
a building site.

With the present values of the Certificates, in the
lowest-income category (i.e., up to one minimum
wage) the direct subsidy may cover at least
two-thirds of the cost of a basic housing solution, but
as the maximum cost of a normal low-cost dwelling
is estimated at US$ 14,072, in the case of that cate-
gory of applicants the subsidy only represents a very
low proportion (34%) of such a dwelling. The values
of the certificates can be readjusted by the Housing
Mortgage Bank up to a ceiling of 30 times the mini-
mum wage, but in Costa Rica there are no arrange-
ments for the automatic readjustment of the amounts
of the subsidies or of the cost of a dwelling for each
category. The authorities periodically raise the nomi-
nal amounts of the subsidies, but their real value usu-
aly lags behind inflation.

6 |n each case the cal culation depends on the family income and
is carried out according to the following formula: value of
Family Housing Certificate = 1,394,000 - [336,000 x social
stratum], where the social stratum is the ratio between the gross
income of the family and the current minimum wage.
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TABLE 2

Costa Rica: Calculation of Family Housing Certificate
and supplementary credit, by income brackets 2
(In current dollars at 31 December 1996)

Minimum Maximum Maximum

Wage Gross Monthly Capacity for contribution Family Housing ~ value of housing
stratum income installment indebtedness by beneficiary Certificate solution
- - - - - 48025 48025
0.50 86.5 26.0 11324 - 48025 5935.0
1.00 173.0 51.9 22649 - 48025 7067.4
1.50 259.5 77.9 33973 169.9 4039.9 7607.1
2.00 346.0 103.8 4529.8 226.5 32773 8033.6
2.50 4325 129.8 5 662.2 283.1 25148 8 460.1
3.00 519.1 155.7 6 794.6 339.7 1752.2 8 886.5
3.50 605.6 181.7 7927.1 396.4 989.6 93130
4.00 692.1 207.6 9 059.5 453.0 227.0 97394

Source: Housing Mortgage Bank (BANHVI).
2 The calculations are based on the following parameters:
Repayment term: 180 months.
Annual interest rate: 27%.
Ratio of installment to income: 30%.
Minimum wage: 38,116 colones

Unlike the Chilean system, the Costa Rican DHS
scheme does not make any requirement for the me-
thodical accumulation of prior saving in one of the
ingtitutions authorized by the National Housing Fi-
nance System. The beneficiary’s contribution may be
made in the form of voluntary saving of a minimum
amount required for the basic loan, or through un-
skilled labour in a supervised self-build process.
Families whose income is not more than one mini-
mum wage are not obliged to make a down payment
or aminimum contribution. To back up the mortgage
loans granted, the National Housing Finance System
has made arrangements for the rediscounting of
Housing Mortgage Bank mortgages through the Na-
tional Housing Fund. It is estimated that so far 45%
of all the credit operations carried out by the Na-
tional Housing Finance System have involved Family
Housing Certificates.

From the establishment of the National Housing
Finance System up to September 1996, 118,727
housing subsidies worth a total of US$ 332 million
were granted, thus benefitting an equal number of
families with an income of up to four minimum
wages (approximately 18% of the population). Be-
tween 1990 and 1993, an average of 15,636 subsidies
were granted each year. Nearly 59% of all the subsi-
dies granted went to families living in rural areas
(Monge, 1995, p. 64). Out of the total number of

Maximum subsidy: 1,058,000 colones (equals 27.8 minimum
wages).

Minimum subsidy: 50,000 colones (equals 1.3 minimum wages).
Exchange rate (interbank rate at 31 Dec. 1996): 220.30 colones
per dollar

subsidies granted between the beginning of
operations and June 1995, 42% of the applications
approved were for the construction of a dwelling on
a plot aready owned by the applicant, 31.5% were
for the acquisition of a building site and the con-
struction of a dwelling on it, 26% were for the pur-
chase of an existing dwelling, and 2% were for
repairs or improvements.”

According to official sources, the total amount
of resources allocated to the subsidy programme has
represented an average of approximately 3% of pub-
lic social expenditure since 1987. Over that period,
however, the Housing Mortgage Bank has not re-
ceived the whole of the resources laid down by law
(3% of the national budget): it is calculated that only
about 40% of that amount has actualy been trans-
ferred to it.

Approximately 65% of the new dwellings built
and sold each year include a subsidy component.
Taking account of the subsidies granted and the
transactions completed outside the system, it is esti-
mated that in recent years it has been possible to pre-

" The dollar figures for each year were calculated at the average
interbank exchange rate for each year.
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vent an increase in the housing deficit. Since 1992,
for the first time, the number of dwellings financed
has covered the minimum annual needs and has
made it possible to begin to reduce the accumulated
deficit (Zawadzki, 1993, p. 24). Furthermore, the
Costa Rican DHS programme has proportionately fa-
voured the lowest-income groups: amost 79% of all
the subsidies granted have gone to families with an
income of not more than two minimum wages
(US$ 350). This targetting through direct subsidies
has been strengthened with time, since the proportion
of certificates actually paid out to the lowest-income
sectors rose from 65% in 1987 to 97% in 1996. Since
the mortgage loans are linked with the subsidy, this
also means that the mortgage credit provided by the
authorized institutions has also reached these sectors.
This is one of the most notable positive features of
the Costa Rican system, since in other countries
low-income beneficiaries of DHS have had great
difficulty in gaining access to mortgage loans.

The Family Housing Certificates are an instru-
ment which really has made it possible to increase
low-income families' possibilities of gaining access
to housing. A family with an income equivalent to
three minimum wages which receives a DHS is thus
provided with a purchasing power that enables it to
obtain a dwelling that —without the subsidy— would
only be within the reach of a family with an income
of around four minimum wages. The certificates also
have a progressive income redistribution impact: the
lower the income level of a family, the higher the
amount of the subsidy it receives and the greater the
percentage increase in its purchasing power by this
means (Monge, 1995, pp. 64-65).

In addition to the direct subsidy, however, up to
1995 there was also an indirect subsidy through the
interest rates charged on the mortgage loans granted
by the authorized institutions. The decision taken in
April 1995 to free interest rates for the housing sec-
tor was designed to eliminate this indirect subsidy,
thus concentrating the government’s efforts on direct
assistance for the neediest and doing away with this
distortion in the functioning of the financial market
(Arroyo, 1995, p. 49). The establishment of a re-
quirement for methodical prior saving in order to ob-
tain a subsidy is also under consideration, since the
current absence of such a requirement is considered
to be one of themain shortcomings in the Costa
Rican DHs system. A requirement for prior saving
would also facilitate the objective allocation of subsi-
dies on a points system.

3. Colombia

In Colombia, the Family Housing Subsidy was estab-
lished in 1991. The bodies responsible for adminis-
tering and granting the subsidies are, in urban areas,
the National Low-Cost Housing and Urban Reform
Ingtitute (INURBE) and the Family Welfare Agencies
and, in rural areas, the Agricultural, Industrial and
Mining Credit Agency. The design of the DHS sys-
tem in Colombia is particularly complex (there are
various institutions involved in the granting of such
subsidies and multiple scales of maximum values of
dwellings and subsidies), and furthermore it has un-
dergone numerous changes since its introduction.

The Family Housing Subsidy is a once-only
non-repayable contribution by the State in money or
kind (land, building materials, ownership deeds,
etc.). It isintended for households with an income of
not more than four legal minimum wages, currently
equivalent to a total of about US$ 568. The benefi-
ciaries can choose for themselves the housing solu-
tion for which they aim to use the subsidy. When in
the form of money, the subsidy is given to the body
or person who provided or financed the housing so-
lution of the beneficiary, against presentation of the
certificate of sale or improvement. Subsidies are
also provided in kind, either in the form of building
plots belonging to INURBE or thetitle deeds to a
considerable number of lots which were invaded be-
fore 1989. The traditional source of finance for the
DHS programme is the regular central government
revenue.

Beneficiaries must make a prior contribution in
money or kind. Applications can be collective as
well as individual. Beneficiaries are selected on the
basis of a household qualification process and a
points system, taking into account such criteria as
family income, the value of the housing solution, the
size of the prior contribution, the number of depend-
ants in the family, etc. The subsidies must be used
within 18 months of their award.

The DHS system has two branches: the first,
which forms part of the Social Solidarity Network, is
aimed at households with a monthly income of not
more than two legal minimum wages (about
US$ 284), while the second is intended to provide
new dwellings for households with an income be-
tween two and four minimum wages (about
USS$ 568). The first-named branch is further divided
into two programmes:. a programme for the improve-
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TABLE 3
Colombia: Maximum amounts of Family Housing Subsidy,
by mode of use and population of area where dwelling is located
(Figures in dollars and Constant Purchasing Power Units (UPACs)

Type of housing solution/ingtitution granting subsidy

Population of area where dwelling is located
(number of inhabitants)

< 100,000 100,000 - 500,000 >500,000

A. For households with an income of not more than two legal minimum wages
Integral improvement of dwelling and environment US$ 2,058 US$ 2,058 US$ 2,058
(INURBE only) (210 UPAC) (210 UPAC) (210 UPAC)
Construction of dwelling on own site and improvement US$ 2,450 US$ 2,450 US$ 2,450
of dwelling (INURBE and Family Welfare Agencies) (250 UPAC) (250 UPAC) (250 UPAC)
or integral improvement of dwelling and environment
(Family Welfare Agencies)
Acquisition or acquisition and construction of basic unit, basic US$ 2,450 US$ 2,940 US$ 3,430
unit for progressive development or minimum dwelling (INURBE) (250 UPAC) (300 UPAC) (350 UPAC)
Acquisition or acquisition and construction of basic unit, US$ 3,430 US$ 3,920 US$ 4,410
basic unit for progressive development or minimum (350 UPAC) (400 UPAC) (450 UPAC)
dwelling (Family Welfare Agencies)

B. For households with an income between two and four legal minimum wages
Improvement of dwelling or construction on own site US$ 2,058 US$ 2,058 US$ 2,058

(210 UPAC) (210 UPAC) (210 UPAC)

Acquisition or acquisition and construction of basic unit, US$ 2,058 US$ 2,450 US$ 2,940
basic unit for progressive development or minimum dwelling (210 UPAC) (250 UPAC) (300 UPAC)

Source: National Low-Cost Housing and Urban Reform Institute (INURBE).

ment of dwellings and their environment, including
the legal accreditation of the title deeds of dwellings,
and a programme for the provision of new dwellings.

The maximum values of the low-cost dwellings
for which the DHs can be used are expressed in
monthly legal minimum wages, are readjusted once a
year, and are determined as a function of the popula-
tion size of the cities where they are located and the
monthly income of the beneficiary family: for fami-
lies with an income of up to two minimum wages,
the maximum value of the dwelling is equivalent to
about US$ 12,800, while for families with an income
of between two and four minimum wages the maxi-
mum value is equal to US$ 19,200. Table 3 shows
the maximum amounts of the subsidies, which are
expressed in Constant Purchasing Power Units
(urPac) & and depend on the socioeconomic situation
of the beneficiaries, the type and value of the housing
solution selected, and the population of the city
where it is located.

In order to receive a DHS, beneficiaries must
make a certain minimum contribution. The mortgage
|oans available are complementary to the subsidy and
are generally used by households with an income be-
tween two and four legal minimum wages. Generally
speaking, for this segment of families the subsidy,
plus the families' contribution in money, cover 30%
of the value of the dwelling and the remainder is fi-
nanced with a 15-year mortgage loan.

From the inception of the DHS programme up to
September 1996, INURBE, which accounts for almost
half the subsidies granted in the country, approved a

8 This is a unit established under Decree No. 1229 of 17 July
1972 as a mechanism for the monetary correction of savings and
loans in Savings and Loan Corporations. At first, it was laid
down that the peso equivalences of UPACs should be corrected
daily in line with the index of inflation, but after successive
changes in the manner of calculation of the readjustment the
value of the UPAC depends basically on the changes in the
market interest rate on deposits.
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total of 270,932 subsidies, of which only 49% have
actually been paid out. For the provision of those
subsidies, US$ 486 million was earmarked and
US$ 226 million was actually disbursed (46.5%).
The proportion of effective disbursements of the sub-
sidy is thus very low compared with the number and
value of the subsidies approved.

The main uses of the bHS have been for the
purchase of building lots with services (32%) and
the improvement of existing dwellings (26%). The
financing of building lots has no longer been per-
mitted since 1994, as it was found that the granting
of asubsidy did not always guarantee that a dwell-
ing would be built. According to a study by the
National Centre for Construction Industry Studies
(CENAC), 90% of the dwellings technically classed
as low-cost attracted this benefit, which is a clear
indicator of the broad coverage of the programme.
Some 80% of the total number of direct housing
subsidies approved have gone to the population
segment with a family income of not more than
two legal minimum wages.

One of the main weaknesses in the Colombian
DHS programme, however, is the very small propor-
tion of the total cost of the dwelling covered by the
subsidy: if we take the maximum subsidy established
and the maximum permissible cost of the dwelling,
the subsidy only covers 27% of the cost of the hous-
ing solution in the case of the lowest income strata.
This situation, together with these groups’ limited ca-
pacity to save and to gain access to mortgage loans,
helps to explain the relatively high proportion (rather
more than a quarter) of subsidies approved but never
used. Furthermore, too much time elapses between
the approval of the subsidy and its actual disburse-
ment: the average length of time that an applicant has
to wait to actually receive the subsidy after its ap-
proval is 14 months. An evaluation of the programme
made by the authorities in 1994 (Salazar, 1995)
found a number of other problems, including the fact
that purchasers of dwellings with an income of 135
lega minimum wages have received subsidies with-
out of course needing them, and that the stratum with
an income between one and four minimum wages
does not have effective access to credit. In spite of
this, the changes which have been made have left
some very typical problems of the programme un-
touched, such as the low proportion of the price of
housing solutions covered by the subsidy, even for
the sectors with the lowest incomes.

4. El Salvador

In El Salvador, a DHS system was established in 1992
called the Contributions for Housing Programme, ad-
ministered and awarded by the National People's
Housing Fund (FONAVIPO), which was set up in the
same year. The Contributions for Housing are State
contributions in cash or kind granted to the benefi-
ciary families on a once-only and non-repayable ba-
sis. In this case, the contribution isintended basically
for the improvement of dwellings and not for the
purchase of completed housing, which makes it
markedly different from the schemes operating in
Chile and Costa Rica. The contributions are granted
in the form of a certificate issued by FONAVIPO in fa
vour of the beneficiary and negotiable only through
the institutions authorized to participate in the
Programme.

By law, the resources for the Programme are to
come from a special fund administered by FONAVIPO
and made up of the net assets of the former Urban
Housing Ingtitute (1vu), which are to be administered
to turn them into cash. The law aso authorizes
FONAVIPO to receive budgetary items from the central
government, although so far the Programme has not
obtained any funds in this way.

Beneficiaries must have a monthly family in-
come of not more than two minimum wages (cur-
rently US$ 264), their current dwelling must be
below the minimum acceptable housing conditions,
and they must own the building or site. Selection is
carried out on a points system whose basic compo-
nents are the effort made by the applicant, the value
of the housing solution, the length of time the appli-
cant has been in the system, and the family’s poverty
status.

The Programme currently operates under three
modalities: Individual Dwelling Improvement, New
Organized Settlements, and Credit for a New Dwell-
ing, with Contribution.® The Individual Dwelling Im-
provement modality is aimed at families which own
adwelling in poor conditions of habitability, or fami-
lies which own a plot of land and are living in a
makeshift dwelling. The New Organized Settlements
modality is aimed at families currently living in dan-

9 Two more modalities are under consideration: Neighbourhood
Improvement, and Credit for Individual Dwelling Improvement,
with Contribution. The latter modality is aimed at families with
some capacity to repay aloan.
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gerous areas, areas subject to expropriation, areas set
aside for tourism or nature reserves, or areasillegally
occupied by them, and who are willing to be moved
voluntarily to a plot of land which will belong to
them. The Credit for a New Dwelling, with Contri-
bution, is likewise aimed at families with an income
of not more than two minimum wages, but with the
difference that they do not own a dwelling or site of
their own. The above modalities alow the subsidies
to be used for the improvement or construction of a
dwelling, part payment for the purchase of a building
site (only 25% of the maximum subsidy can be used
in this manner), and the improvement of housing
and communal services. The Programme allows for
either individual or collective applications and leaves
it to the families to decide what aspect of their hous-
ing deficit they wish to cover.

The amount of the contribution is between four
and twelve minimum wages, depending on how pre-
carious the applicants' housing conditions are. If we
compare the maximum value of the subsidy (about
US$ 1,584) with the estimated value of a dwelling
under the New Organized Settlements modality (be-
tween US$ 1,730 and US$ 1,950), we see that the
DHS covers 81% or more of the cost of the dwelling.
The values of the subsidies can only be changed in
line with changes in the urban minimum wage,
which is determined by the Ministry of the Economy.
The prior saving that families with an income of up
to one minimum wage and between one and two
minimum wages must fulfill is 8.33% and 15% of
their income, respectively. Under the New Organized
Settlements modality, the required family effort con-
sists of their willingness to be voluntarily transferred
from the dangerous or illegally occupied site where
they currently live to the new settlement where they
will own their dwelling. Under the Credit for a New
Dwelling, with Contribution modality, the mortgage
loan to make up the price of the dwelling is provided
by authorized ingtitutions. Under this modality, it is
possible to acquire dwellings with a cost of up to
US$ 3,429; the corresponding credit can be up to
USS$ 1,845 (53.8%) and the subsidy up to US$ 1,584
(46.2%).

From the date when it began operations up to
December 1996, the Contributions for Housing
Programme has approved nearly 27,000 housing sub-
sidies worth almost US$ 30 million. No funds have
been provided from the national budget for this pur-
pose, although the Law setting up FONAVIPO provides

for this. Since 199