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In memorjr of Fernando Fajnzylber

A few days before this issue of CEPAL Review went to press, our institution was shaken by an
unexpected and tragic event: a fulminating heart attack had taken away from us one of the leading
figures in the Secretariat. For those of us who had the privilege of knowing Fernando Fajnzylber
personally and working with him, the sense of personal loss was overwhelming, while for the
institution the loss was beyond measure.

It is often said that no-one is irreplaceable. In the case of Fernando, however, that statement is
clearly not true: because of his rare combination of personal qualities, he really is irreplaceable or
very nearly so. With his insatiable curiosity, admirable creativity and outstanding intelligence, he
irradiated enthusiasm and vigour. Ideas surged from his mind in boundless profusion and variety.

He was a brilliant speaker, a prolific writer, and with his orderly and enlightening mind he was
capable of arousing the interest and enthusiasm of even the most stolid listener or reader. He thought
in a big way, in terms of major strategies, yet at the same time he had a gift for detail and for making
practical proposals. In this respect, he combined a macroeconomic with a microeconomic outlook,
and his idealism was tempered with realism. He was a first-rate social scientist, and at the same time
he was highly perceptive politically.

His range of interests —perhaps it would be better to speak of passions— knew no limits. He was
fascinated by international economic relations, industrialization, scientific and technological
capacity, development of human resources, and transnational corporations. He had extremely novel
ways of approaching research, especially in the field of comparing experiences. He also had a special
talent for coining often striking phrases which put across a central idea with particular force: in this
respect, we may recall the “black box” contrasted with the “empty box”, and his term “spurious
competitiveness”.

Born in Chile, but a citizen of the world, he had a profound sense of being a Latin American.
Brazil and Mexico in particular, in both of which countries he had lived, aroused special enthusiasm
in him. His intense feeling of commitment to the whole region explains why he remained linked with
ECLAC despite the many opportunities he had for placing his talent at the exclusive service of the
country where he was born.

His human qualities were also out of the ordinary, and this was obvious to all who knew him,
regardless of whether they were accasional contacts or old friends. Affable, modest, dynamic, but
always respectful, he had a great sense of humour (he used to chuckle over the problems people
had in spelling his name) and he was an outstanding conversationalist, unfailingly stimulating in
conversation and debate. Beyond any doubt, he was a born leader with a charismatic personality.
At the same time, he greatly prized family life and valued his friends.

In the Secretariat, he became one of the leading figures in the updating of ECLAC thinking, as
well as an outstanding communicator of its content. He was Director of the Industry and Technology
Division, but his influence was felt throughout the institution. He also taught in many universities in
Latin America, Europe and the United States. Wherever he went, he left behind him a trail of
admirers and friends.

The combination of so many personal and professional qualities in one man made Fernando
Fajnzylber a person quite out of the ordinary. Because of this, I repeat, he is irreplaceable; because
of this, his untimely departure when he was at the height of his creativity and vitality as a human
being has left us downcast, full of pain and sadness. Yet at the same time, the lessons he left behind
him and the contagious enthusiasm he inspired in all those around him will be a constant inspiration
in the futire work of the Secretariat. In this sense, at least, Fernando lives on among us.

Gert Rosenthal
Executive Secretary, ECLAC
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Latin America and the
internationalization

of the world

economy

Mikio Kuwayama*

This article questions the generally accepted theory that
the international ecoromy is being polarized into three
regional nuclei: the United States, the European Econ-
omic Community, and Japan. In the light of trade and fin-
ancial trends in the 1980s, it is maintained that there is no
evidence of the formation of three trade blocs. Economic
interdependence, as measured by the relation between
intra-regional trade and the gross domesiic product,
shows that the BEc is the only one of the three centres
which could conceivably fuifil the conditions for assum-
ing the creation of a bloc. In global terms, the growth in
trade in goods in each one of these groups during the
1980s favoured trade with the rest of the world more than
intra-regional trade. In financial terms, the world econ-
omy has also been characterized by growing interdepend-
ence and internationalization, mainly involving the three
centres in question,

Within the overall scheme of internationalization of
the world economy, a slight process of marginalization of
Latin America is to be observed. For this reason, there is
increasing awareness in the region of the importance of
establishing a free trade area for the whole of the Ameri-
cas which could lead to creation and diversification of
trade, In view of the relatively incipient stage of im-
plementation of the Enterprise for the Americas, the Latin
American countries should explore ways of strengthening
their economic links with each of the centres in question.
In the light of this, the article examines the relations be-
tween Latin America and those centres and proposes
some lines of action,

*Beonomic Affairs Officer in the BCLAC Ilntemationat
Trade and Development Division.

Introduction

There is currently a general belief that the world
economy is being polarized into regional nuclei or
blocs: a belief borne out by the various agreements
strengthening the privileged links between States
which share a given economic, geographical, histori-
cal or cultural background. Thus, the United States,
the European Economic Community (EEC) and Japan
are considered to form three poles, each of which
tends to exercise a certain degree of domination in its
own region. This article seeks to determine whether
this theory of regionalization really does correctly in-
terpret the economic events of the 1980s, in the light
of the evolution of trade and financial flows.

In the period in question, the growth rate of
world trade registered a notable recovery, especially
in respect of trade in goods of high technological
content and in the case of the countries capable of
participating to an increasing extent at the world
level in their production and marketing. These coun-
tries were mainly the traditionally industrialized
countries, together with some Asian countries —both
recently industrialized Asian countries and those be-
longing to the Association of South East Asian Na-
tions (ASEAN)- whose growth model is based on the
export of sophisticated manufactures!, For the most
part, the Latin American and African countries have
been increasingly marginalized from this process.

In view of this situation, Latin America has been
becoming increasingly aware of the importance of
establishing a free trade area in the Americas in order
to create and diversify mutual trade. At the same
time, the United States wants to recover the econ-
omic space it has lost worldwide and to strengthen its
links with Latin America, where it has more promi-
sing possibilities of progress in trade. At least during
the 1980s, however, the only trade bloc which was

seen to be established was that of the EEC, and the

world economy became increasingly complex and
interdependent. Since there are as yet no specific
plans regarding the implementation of the Enterprise
for the Americas, it does not seem desirable that
Latin America should view this instrument as its only

! The recently industrialized Aslan countries are Taiwan,
South Korea, Hong Kong and Singapore, while ASEAN is made
up of four main countries (Malaysia, Indonesia, Thailand and
Philippines), plus Brunei/Darussalam and Singapore. In this ar-
ticle the latter two have been excluded from the group.
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trade policy option. On the contrary, it would be both
feasible and desirable for the region to increase its
trade links with each of the three centres. With this in

mind, this article briefly analyses the relations be-
tween Latin America and those regions and proposes
some policy guidelines for the future,

Trends in international trade

1. General remarks

Between 1983 and 1989, world trade grew relatively
Quickly (at an average rate of 6% per yv:ar).2 This
growth rate exceeded that of world production,
which grew by 4% per year. Thus, trade continued to
be the motive force of world growth, although not all
countries benefited equally from it. The most dy-
namic growth of exports was concentrated in the de-
veloped countries and in a relatively small group of
recently industrialized Asian countries and ASEAN
nations, In the period 1983-1989, the average growth
rate of exports, by main country groups, shows that
both the developed countries as a whole and the de-
veloping countries increased their exports by nearly
6%. However, this overall average conceals the fact
that the increase was much smaller in Latin America,
Africa and the Middle East, where it only amounted
10 2.4%, 2.1% and 3.2%, respectively. As noted in
GATT, 1990, in the 1980s none of these less advanced
regions increased their share of world exports in one
or more of the six main categories of goods and ser-
vices (agricultural products, mining, manufacturing,
transport, travel and other services).

An important change in the composition of in-
ternational trade was the shatp drop in the relative
share of primary commodities. In 1983-1989, the
average annual growth rate of exporis of agricultural
products and of minerals and metals, including fuels,

ZThis rate was lower than that for 1960-1973 (8.7%), but
higher than that for the 1970-1980 decade (5%). In 1990, world
exports of goods amounted to US$3 470 bililon. In recent years,
despite the slackening of trade in terms of volume, its value in
doliar terms grew by 75%. This was due to the rapid increase in
the value of the goods traded as a resuit of the depreciation of
the dollar vis-a-vis the main European currencies.

3Accm-cling to preliminary figures (GaTT, 1991), in 1990
the value of transactions in the field of commercial services
—a category covering transport, tourism, telecommunications,
insurance, banking and other professional services~ came to
US$770 billion dollars, equal to approximately 22% of world
exports of goods.

was 7.5% and -1.5%, respectively. In contrast, there
was an appreciable increase in the share of manufac-
tures in total world exports (from 54.2% in 1980 to
70.0% in 1988). It may be noted that the exports of
manufactures of the recently industrialized Asian
countries and the ASEAN nations registered an aver-
age growth rate of nearly 20% per year. Thanks to
this extraordinary dynamism, Asia (including Japan)
was the only region which increased its share of
world exports of manufactures. Over the period
1980-1988, the contribution of North America went
down from 16% to 14%, and that of Western Europe
from 54% to 49%, while Latin America maintained
its low share of 2%.

Within the manufacturing sector, the most active
sub-categories were those connected with various
types of capital goods, office and communications
equipment —especially high technology equipment
such as personal computers and peripherals—, semi-
conductors, and electronic consumer goods. Such
products not only place technological innovations
within the reach of enterprises and consumers in
general, but also provide support for various services
sectors such as communications, insurance, banking,
etc. (GATT, 1991). At present, capital goods represent
around 30% of total world exports of goods.*

The evolution of the main trade flows (exports
plus imports) during the period 1980-1989, by re-
gions and growth rates, indicates that the most in-
tensive trade was between North America (the
United States and Canada) and Asia, followed by

4Despiie the undoubted contribution of the United States
to the expansion of trade in capital goods, the most noteworthy
feature is the extraordinary performance of the Asian region as
both exporter and importer of these products. Thus, exports of
capital goods by six Asian developing countries (the recently in-
dustrialized countries, plus Malaysia and Thailand) amounted to
US$47 billion in 1987, equivalent to some 18% of the total
corresponding exports of the developed countries. At the same
time, total imports of capital goods by those six countries
amounted in 1987 to US$57 billion, that is to say, nearly half

the value of imports of such goods by the United States and al-
most four times the total amount of such imports by Japan.
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trade between Western Europe and Asia and by that
within Asia itself. Although trade within North
America and within Europe was significant, it did
not exceed the above-mentioned flows, and neither
did that between North America and Europe. GATT
states that the six regional trade flows between West-
ern Europe, North America and Asia and those inside
each of these regions were the largest, and within
these favourable trading results, this dynamic growth
of trade in goods in the three regions during the
1980s favoured interregional (extra-regional) trade
rather than intra-regional (GATT, 1990, p. 34). These
data confirm beyond any doubt that in the cases of
both Western Europe and North America, it was
trade with the Asian region which grew most rapidly.
Trade between Asia and North America increased
more rapidly than that within Asia, and in terms of
dollar values, trade between North America and Asia
and between North America and Western Europe
greatly exceeded trade within North America itself,
while trade between Asia and North America ex-
ceeded that within Asia. At the same time, in each of
the three centres the joint relative share of the de-
veloping countries in exports and imports went down
markedly, except in the case of the Asian developing
countries, where it increased (BCLAC, 1991d).

In the 1980s, each of the three regions increased
its intra-regional trade more rapidly than its extra-
regional transactions. GATT points out, howevet, that
this conclusion might no longer be valid if the
Middle East and Africa are excluded, since the sharp
drop in the value of trade that this would cause
would automatically increase the share of intra-
regional trade within the overall trade of each of the
three groups. In view of the foregoing, GATT has
concluded that it is not correct to say that we are
witnessing the formation of trade blocs, with the
inward-looking connotation of the word “bloc”, but
rather the formation of some evolving trade centres
with world trade interests. 5

5If we Took at the structure of intra-regional trade by pro-
ducts in each of the centres during the period 1980-1987, we
clearly see that in North America such trade includes a high per-
centage of iron and steel and motor vehicles, whereas in West-
ern Europe a leading place is occupled by such goods as office
and communications equipmeunt, electrical machinery and ap-
paratus, motor industry products, and textiles and clothing. In
Asia, for its part, high proportions are accounted for by primary
commodities, iron and steel, chemical products, other semi-
manufactured goods, and textile products (GATT, 1989), If we
take account of what has happened since that period —especlally
the increase in intra-industry trade among the developed coun-
tries, which has also been promoted by direct Investments of a

horizontal intra-industry nature- it may be concluded that these
figures must have changed substantially in recent years.

2. Intra-industry trade

The complexity and interdependence of world trade
is seen, on the one hand, in the growing intra-
industry trade, and on the other, in the importance of
transnational corporations in the total value of world
trade in goods. The developed countries frequently
export and import different varieties of a particular
product (horizontal intra-industry trade), whereas
the relationship established between the advanced
countries and developing countries is that the former
export patts and components which are assembled in
the latter countries and then reexported to their coun-
tries of origin (vertical intra-industry trade). It is esti-
mated that in 1985 the intra-industry trade of the
developed countries amounted to 57% of their total
trade in manufactures, while in the developing coun-
tries for which information is available, the propor-
tion came to almost 30% (De Castro, 1989). The
coefficient of intra-industry trade was particularly
high in Western Europe, not only in internal trade
but also in that with countries from other tegions,
such as the United States, Japan and some other
Asian countries. This type of trade has also become
increasingly important for Latin America. The Latin
American region registered a higher coefficient with
the United States, but in the latter country the pro-
portion of intra-industry trade was higher with the
Asian countries than with those of Latin America
(Baumann, 1991).

Likewise, it has been calculated that the transna-
tional corporations accounted for between 30% and
40% of the trade of the developed countries (CTC,
1989, chapter VI). It is considered that the advant-
ages derived from internationalization through intra-
enterprise trade are patticularly significant in
industries with intensive research and development
activities and a highly skilled iabour force (Siddhar-
than and Kumar, 1990). It has also been shown not
only that transnational corporations have played an
increasingly important role in leading the developing
countries to international markets for manufactures,
but also that even enterprises in which there is no
equity participation by transnational corporations
have high possibilities of expanding their exports, for
example through the practice of subcontracting local
enterprises (Blamstrom, Kraviz and Lipsey, 1990;
cTc, 1989).

The foregoing means that trade policiés aimed at
those sectors which have a high coefficient of intra-
industry trade must be different from those aimed at
sectors where inter-industry trade predominates
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(semiconductors, for example). Trade in capital and
intermediate goods incorporating advanced technol-
ogy is generally not subject to significant protection-
-ist measures. Such trade is usually of an
intra-industry nature and has a high component of
intra-firm trade (De Castro, 1989). Likewise, a sub-
stantial part of textile production for export is sub-
contracted by big firms in the importing countries,
which use developing countries for the final assem-
bly operations; such trade is usually subject to fewer
non-tariff restrictions than trade between- totally in-
dependent parties.

3. Economic integration and the
degree of openness

The economic interdependence of markets is re-
flected mainly in an increase in trade in line with the
level of production of the participating countries.
This would mean that, if there were a growing tend-
ency towards trade specialization and integration,
trade should grow more than the gross domestic pro-
duct (GDP). If we assume that trade flows tend to
react more markedly to variations in relative prices
in integrated markets, as a result of the single price
law, it may be inferred that the positive relationship
between the degree of integration and interdepend-
ence would be manifested in an increase in the price
clasticity of trade. Likewise, the integration process
should lead to an increase in the income elasticity of
trade as a result of greater specialization in produc-
tion by the participants (ECLAC, 1991a). Finally, at
the national level the degree of interdependence of a
country is measured by the ratio of the value of its
intra-regional trade to its GDP, or at the regional
level, by the ratio of total intra-regional trade to the
total GDP of the participating countries.

In this article, two types of GDP have been used,
one denominated in current doilars and another ad-
justed by the purchasing power parity (PPP). Because
of the difference in price levels, when the figures for
expenditure or production of countries are converted
into a common currency, such as the United States
dollar, at the official exchange rate, it is possible that
the disparities will reflect both differences of price
and differences of amount. The values of GDP con-
verted in this way will not measure real differences,
so that it is preferable to use prices adjusted accord-
ing to the PPP in calculating constant prices for com-
paring the levels of productivity and standards of

living of countries.% The price series used in this ar-
ticle are based on those from The Penn World Table
(Summers and Heston, 1991), and the period ana-
lysed extends from 1965 to 1988.

a) United States, Canada and Mexico

As may be seen from figures 1-A and 1-B, in the
hypothetical bloc made up of the United States,
Canada and Mexico, the ratio of intra-regional trade
to the combined GDP has not risen, whereas the share
of trade in the GDP has increased substantially, As a
result, the ratio of intra-regional to extra-regional
trade has gone down considerably since the early
1970s. The importance of intra-regional trade has
gone down, regardless of whether petroleum is in-
cluded in it or not. This overall performance is con-
siderably influenced by the decreasing share
corresponding to intra-regional transactions in the
trade of the United States, whose trade with countries
from outside the region is constantly growing. For
this country, the share of intra-regional trade in its
GDP is only between 3% and 4% (ECLAC, 1991d).

In contrast, the contribution of intra-regional
trade to the GDP of Canada has risen over the last
three decades, reaching a level of neatly 30%, al-
though there has been a slight decline in recent years.
The ratio of intra-regional to exira-regional trade
comes to over 250%. If we use the GDP adjusted
according to the PpP, Canada’s degree of openness
increases slightly because domestic prices in the
couniry are relatively high compared with those of
its neighbour (figures 2-A and 2-B). At all events, its
degree of openness already stands at a very high
level (40% to 50%) and is still rising.

With regard to Mexico, over the last 25 years it
has increased its trade openness; the ratios of both
total trade and intra-regional trade to GDP show a
clear upward trend over this period. At the same
time, the variations registered by the values of intra-
regional and extra-regional trade have remained in

®In other words, the Ppp is the conversion rate which
eliminates the differences in price levels: a given sum, con-
verted into different currencies in line with this rate, purchases
the same amount of goods and services in all countries. The pPP
is expressed in national currency units, generally United States
dollars, It should be noted that a PP of over 100 (taking the
United States as base 100) means that the purchasing power of
the GDP in the domestic market of the country is less than it
would be outside it, while the opposite situation occurs when
this index is below 100. Thus, the degree of trade openness of a
country increases with a rise in the PPP and goes dowr with a
fall in it
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Figure 1-A

UNITED STATES, CANADA AND MEXICO:
TRADE AS A PERCENTAGE OF GDP

»0_ Trade/GDP (%) Intra-/ex traregional trade (%)

1965 1969 1973 1977 1981 1985 1987
—— Intrajextra (Imp+Exp)Intra/GDP (Imp+Exp)/GDP

Source: International Commodity Trade Data Base (COMTRADE), New York, 1991;
Summers and Heston, 1991.

Figure 1-B

UNITED STATES, CANADA AND MEXICO:
TRADE AS A PERCENTAGE OF GDP ADJUSTED
ACCORDING TO PURCHASING POWER PARITY (PPP)

20 Trade/GDP(PPP) (%) Intra-/ex traregional trade (%)

15
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7
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196 1969 1973 1977 1981 19 1987

—— Intrafextra (Imp+Exp)Intra/GDP (Imp+Exp)/GDP
(PPP) (PPP)

Source: COMTRADL; Summers and Heston, 1991.
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Figure 2-A
CANADA: TRADE AS A PERCENTAGE OF GDP

50 Trade/GDP (%) Intra-/extraregional trade (%) 350
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40 |
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. 50
1965 1969 1973 1977 1981 1985 1987
—— Intrajextra (Imp+Exp)Intra/GDP (Imp+Exp)/GDP
Source: COMTRADE; Summers and Heston, 1991, |
Figure 2-B
CANADA: TRADE AS A PERCENTAGE OF GDP ADJUSTED
ACCORDING TO PURCHASING POWER PARITY (PPP)
60 Trade/GDP(PPP) (%) Intra-/extraregional trade (%) 350
300
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196 1969 1973 1977 1981 1985 1987
—— Intra/extra (Imp+Exp)Intra/GDP(PPP)

(Imp+Exp)/GDP(PPP)
Source: COMTRADE; Summers and Heston, 1991.
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the same propotrtions, so that the ratio between them
has remained relatively stable. Because of the weight
of the United States market, the importance of intra-
regional trade in GDP has increased in spite of the
fluctuations, although it still does not amount to
15%. If we use the pPp, however, Mexico’s degree of
openness goes down markedly, because of its low
domestic prices (figures 3-A and 3-B). The foregoing
gives rise to doubts about the theory that a real trade
bloc is being formed in North America, for except in
the case of Canada, there is no clear evidence of
much trade interdependence. The Enterprise for the
Americas aims to strengthen the situation which al-
ready exists in the case of Canada and to reverse the
current process with regard to the United States and,
to a lesser extent, Mexico.

If we extend the foregoing to the Latin Ameri-
can Integration Association (ALADI), we see that in
the case of this association there have not been sub-
stantial changes in the ratio of intra-regional to extra-
regional trade or in the degree of openness. The ratio
of intra-regional trade to the combined GDP stands at
a very low level (2% to 3%). Moreover, if the GDP is
calculated using the PPP, this causes the degree of
openness to go down during the 1980s (ECLAC,
1991d). The Latin American case will be considered
in detail later in this article.

b) Asia and Oceania 7

The Asian countries and Oceania show a slight
increase in the relative importance of intra-regional
trade, but in terms of volume it is still only equal to
60% of extra-regional trade. The share of intra-
regional trade in the combined GDP does not exceed
10% and does not show any clear upward trend, al-
though its contribution is higher than in North
America. If we use the PPP 10 calculate GDP, the de-
gree of openness goes down markedly, reflecting the
low domestic prices of most of the countries making
up this group (figures 4-A and 4-B).

In the case of Japan, although the share of intra-
regional trade is increasing, mote than half its trade
is still carried on with countries outside the region.
Over the last 15 years, the share of intra-regional
trade in GDP has not changed, remaining at its low

"For the purposes of this article, this region Is taken to
comprise the recently industrialized Asian countries, the four
major member countries of ASEAN, Australia, New Zealand and
Japan. China is not taken into account because of the lack of
sufficient information,

value of around 5%. The ratio between trade and
current GDP has increased its gap with the ratio be-
tween trade and adjusted GDP, because of the marked
increase in domestic prices during the period. In the
1980s, there was a slight reduction in openness in
terms of current GDP, whereas the opposite occurred
in the case of GDP calculated on the basis of PPP.
There was also a decline in the share of trade in GDP
in recent years, because of economic expansion
based on the domestic market (ECLAC, 1991d).8

It may be noted that in 1989 Japan’s imports
from the recently industrialized Asian countries and
the ASEAN countries were equivalent to only 36% of
the combined imports of the EEC and the United
States from those countries.® This means that it is
still premature to assume the existence of an autono-
mous trade bloc in that region. In its analysis of the
changes in the share of those countries in external
trade with the EBC and the United States together,
UNCTAD (1990) noted that the trade performance of
the Asian countries seems to be very similar in the
main markets of the advanced countries, bearing in
mind that the export penetration of those countries in
the Japanese market reflects their growing specializ-
ation in manufactures with high technological con-
tent and their level of competitiveness, rather than
any special bias towards the Japanese market.

<) Western Europe

Although intra-regional trade has had a high
share ever since the 1960s, it has increased still
further, especially in the 1980s. Thus, in 1988
intra-regional trade was equivalent to 140% of extra-
regional trade. Since this is a region which is a net
importer of petroleum, the share of intra-regional
trade is even greater if this commodity is not
included in the figures. At the same time, the EEC has
tended towards a gradual increase in the share of
total trade and intra-regional trade in GDP, with the

8 With regard to Asia, other economies which are import-
ant in world trade, such as South Korea and Taiwan, do not seem
to be inclined to form an economic bloc in the region either. On
the contrary, in line with the general trend up to the mid-1980s,
in both countries intra-regional trade rose less than extra-
regional trade, and the respectlve ratios of intra-regional trade
to GDP appear to be stagnating. A similar situation exists in
Thailand, which is one of the most dynamic exporters in the
world, but where the ratio between intra-regional and exira-
regional trade has remained unchanged, at least during the 1980s,

%In that year, the United States imported US$74 billion of
goods from the first-named and US$15 billion from the latter,
while the EEC imported US$34 billion and US$11 billion respec-
tively. These values were well above those of Japan (US$31
billion and US$18 billion, respectively).
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Figure 3-A
MEXICO: TRADE AS A PERCENTAGE OF GDP
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Source: COMTRADE; Summers and Heston, 1991.

Figure 3-B

MEXICO: TRADE AS A PERCENTAGE OF GDP ADJUSTED
ACCORDING TO PURCHASING POWER PARITY (PPP)
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Figure 4-A
ASIA AND OCEANIA: TRADE AS A PERCENTAGE OF GDP
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Figure 4-B

ASIA AND OCEANIA: TRADE AS A PERCENTAGE OF GDP ADJUSTED
ACCORDING TO PURCHASING POWER PARITY (PPP)
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figures already standing at 44% and 26%, respective-
ly. When GDP is calculated on the basis of the ppp,
the share of intra-regional trade rises, reflecting the

effects of oil prices in 1973 and 1980, on the one hand,
and a significant increase in the ratio of trade to GDP
in recent years on the other (figures 5-A and 5-B).

Trade/GDP (%)

Figure 5-A
EEC: TRADE AS A PERCENTAGE OF GDP
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Figure 5-B

EEC: TRADE AS A PERCENTAGE OF GDP ADJUSTED
ACCORDING TO PURCHASING POWER PARITY (PPP)
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As in Asia, there are differences among the
European countries with regard to their degree of
regional interdependence. In spite of the high
share of intra-regional trade in its GDP (around
25%), Germany has significantly increased its
extra-regional trade, so that basically the ratio
between the two types of trade has not varied. In
the case of the United Kingdom, for its part, this
ratio shows a steady trend towards an increase in
intra-regional trade. In other important economies
such as France and Italy, there was a decline in
the share of this trade in the period 1973-1980,
followed by recovery and further strengthening in
subsequent years. In Spain and Portugal, the
figures for the ratio between intra-regional and
extra-regional trade show that intra-regional trade
doubled in three years (1985-1988). This process
of integration has been accompanied by an in-
creasingly marked degree of openness. The same
is true, although to a lesser extent, in the case of
Greece, which has made effective use since the
early 1980s of the expanded markets opened up
to it by its entry into regional trade (ECLAC,
1991d). When we consider that in all the EEC
countries the share of intra-regional trade in GDP
(regardless of the way GDP is calculated) increased
in the 1980s, and that the countries which only
recently entered the Community also achieved this
result with ease, it may be concluded that the EEC
is the only one of the three regions where the theory
of the formation of a trade bloc is borne out.10

European integration was favoured from the
very beginning by the relatively high degree of
interdependence of the countries involved: thus,
the degree of trade openness among the EEC coun-
tries was already high when the Community was
set up in 1958. It is also necessary to highlight,
among other factors of the greatest importance for
facilitating intra-European trade, the sustained
economic growth of the region, its high rate of
intra-industry investment, the effective use made
of complementarity of production and economies
of scale, the full bilateral convertibility of the
member countries® currencies since 1950 (the Eu-
ropean Payments Union), the European Customs
Union, and the coordination of macroeconomic
policies.

It should be noted, however, that even though
intra-regional trade has exceeded extra-regional
trade for the EEC, the latter type of trade is still
of significant importance, and its share in GDP
exceeds that registered in North America. This
means that, for any assumed bloc, extra-regional
trade would be too important to be sacrificed with
the aim of establishing new regional trade agree-
ments or strengthening the existing ones. Like-
wise, the relatively low share of intra-regional
trade in the GDP of the central country does not
contradict the key function carried out by the trade
absorption capacity of that country within the re-
gion for the successful opening up of the
“satellite” economies,

Changes in financial flows

1. Main features

The 1980s witnessed a structural change in the circu-
lation of international capital. This may be illustrated

The European Free Trade Association (EFTA), which has
seven member countries, recently completed two years of nego-
tiations with the EEC by agreeing on its integration into the
Single Market., Because of EFTA’s greater trade links with the
Community, the ratio of intra-regional to extra-regional trade
has been less favourable for it, and since 1975 this ratio has
gone down to only 16%. The share of intra-reglonal trade in GDP
(less than 10%) has not changed significantly in recent decades.

by the fact that there was almost a three-fold increase
in the total current account deficits of certain indus-
trialized countries (notably the United States, France,
the United Kingdom, Italy and Denmark), which
rose from US$350 billion in the first half of the de-
cade to US$950 billion in the second half. Canada
went from a position of equilibrium to a deficit of
US$50 billion. At the same time, the joint surplus
of the industrialized countries registering trade
surpluses —mainly Japan, Germany, the Netherlands,
Belgium, Luxembourg and the Scandinavian
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countries— rose from US$180 billion to
US$670 billion over the same period. For the mem-
ber countries of the Organization of Petroleum Ex-
porting Countries (OPEC), the situation deterjorated,
with their surplus of US$15 billion being turned into
a deficit of US$38 billion. The developing coun-
tries as a whole reduced their deficit from US$273
billion to US$45 billion (Deutsche Bundesbank,
April 1991). As a result, according to a publication
of the Japanese Ministry of International Trade
and Industry (Japan, 1991, p. 38), the United
States absorbed over the period 1983-1988 an an-
nual average of US$45.8 billion from the EEC and
US$39.9 billion from Japan. In the preceding period
(1978-1982), it had received an annual average of
US$1.5 billion from Japan, while it transferred
US$4.9 billion to the EEC.

These changes were reflected in a boom in
portfolio and direct investments. It may be noted
that the first-named were duec almost entirely to
transactions among the industrialized countries. In
the period 1988-1990, bond issues by the developed
countries reached an annual average of over US$200
billion, while those issued by the developing coun-
tries (by the countries themselves and by interna-
tional agencies) totalled only US$20 billion. Within
this latter group, almost half the bonds issued corre-
sponded to seven Asian countries (the recently indus-
trialized countries, Indonesia, Malaysia and
Thailand). In most of the developing countries, stock
markets are small or almost non-existent, so that
the total joint capitalization of these countries
came to only 6% of that for the developed countries
(Turner, 1991).

In contrast with what occurred in the 1970s,
when the global imbalances were financed by the
international banking system, in the 1980s it was
non-bank financial bodies such as pension funds,
insurance companies and investment funds which
financed the deficits, although they were now
greater than before, In the first half of the 1980s,
there was a notable increase in the participation
of these companies in ownership of foreign stocks
and bonds, through the channeling of family sav-
ings to institutional investors instead of bank ac-
counts. This was due to the enormous expansion
in the wealth of the private sector, brought about
largely by the rise in value of stocks, real estate
and other assets, and the massive diversification
of institutional investments towards foreign assets,

except in the case of United States institutions. In
the 1980s, portfolio investment flows were con-
centrated more on bond transactions than in
shares, although the bigger tole played by bonds
giving the right to purchase stock made the dif-
ference between the two types of transactions less
perceptible.

Flows of foreign direct investment grew rapidly
in the latter years of the 1980s: in 1989, they
amounted to US$185 billion after having averaged
around US$50 billion per year in the first half of the
decade. At the end of 1989, total cumulative world
foreign direct investment came to US$1.5S million
million. This increase was due almost entirely to
movements towards the industriatized countries,
since flows to the developing countries as a whole
hardly changed, even in nominal terms. With regard
to the industrialized countties, there was a big in-
crease in the flows towards the United States, which
received approximately half of the total amount in-
vested in those countries, compared with one-third in
the 1970s and one-tenth in the 1960s. There was also
a notable increase in flows of foreign direct invest-
ment towards the EEC, both from countries forming
part of the Community and from others. In the case
of Australia and Canada, however, which were rela-
tively important impotters of capital in the 1950s and
1960s, foreign direct investment went down consid-
erably. At the end of the 1980s, such investment in
the developing countries as a whole was less than
one-eighth of that channeled towards the developed
countries. As a reflection of general economic per-
formance, the flows to the seven Asian countries
mentioned earlier exceeded those to the indebted
countries (Turner, 1991),

There were three main factors behind the
boom in foreign direct investment directed towards
the industrialized countries: i) in the 1980s, such
investment had a strongly procyclical nature which
caused it to vary disproportionately in relation to
economic activity; this phenomenon explains why
it was oriented more towards the United States and
European markets, where domestic demand grew
sharply; ii) the total amount of foreign direct in-
vestment in respect of mergers and trans-border
acquisitions came to US$120 billion in 1989, com-
pared with only US$40 billion in 1986, and
iif) considerations of the cost of labour compared
with productivity, exchange rates, or protectionism
encouraged the relocation of production abroad.
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2. The United States

Since 1981, the current account deficit of the United
States has been offset by a net inflow of external fin-
ancing which has steadily eroded that country’s posi-
tion as a net international investor. Thus, after having
been the world’s leading creditor, with positive net
international investments of US$140 billion in 1981,
this country declined to a negative position in 1985,
and since 1986 it has been the world’s biggest inter-
national debtor, with a net negative international in-
vestment position of over US$400 billion at the end
of 1989 (United States, Department of Commetce).

The attraction of portfolio investments has been
impressive, stimulated mainly by the higher interest
rates on dollar-denominated assets. If we look at the
United States capital account in the 1980s in terms of
the origin of capital flows (Japan, 1991), we see that
the net inflow of capital into that country rose ftom
US$35.5 billion in 1983 to a record level of
US$155.5 billion in 1987, during which period the
EEC countries contributed by far the largest amount
of these assets. Japan’s contribution was consider-
able, but it never exceeded that of the EEC except in
1988, when it provided 34% of the net inflow (al-
though even then it was exceeded by the contribution
of Latin America). During the first three quarters of
1990, portfolio investments by Japan and the EEC in
the United States went down markedly. Thanks
largely to the vigorous recovery of the economy, the
inflow of foreign direct investment increased sharply.
Thus, as from 1985 it grew at an annual rate of 34%,
until in 1989 it represented 32% of the gross capital
inflow. It is interesting to note that in the period
1983-1989 the inflow of funds into the United States
in respect of foreign direct investment grew at an
annual average rate twice that of United States
foreign direct investment abroad.!!

If we look in detail at United States foreign di-
rect investment abroad, we immediately see the im-
portance of the European countries both in terms of
flows abroad and reinvested profits and in terms of
income (ECLAC, 1991d, table 9), even though there is
a certain degree of geographical diversification of

14 is estimated that in 1987 some 4.3% of the United
States GDP was generated by the activities of non-United States
enterprises operating in the country, while over 10.5% of the
manufacturing sector GDP corresponded to foreign transnational
corporations. Europe’s share in the GDP generated by foreign en-
terprises operating in the United States was the largest, amount-
ing to nearty 60% of the total (United States, Department of
Commerce, Survey of Current Business, June 1990, pp. 45-53).

the market. In the second half of the 1980s, Burope
accounted for over 50% of the reinvested profits and
total income, and it increased its relative share in
these categories compared with the period 1982-
1985. In this context, it is worth noting the modest
position occupied by Germany and the dominant
weight of the United Kingdom.

In order to understand the structure and balance
of United States trade, it is important to analyse the
links between foreign direct investment and the trade
carried on within transnational corporations (intra-
enterprise trade).12 According to data supplied by the
Department of Commerce, in 1988 intra-enterprise
trade accounted for over 47% of the exports and
more than 50% of the imports of that country. An
important feature of this trade was that the United
States enterprises contributed a small surplus to the
trade balance, while the operations of the foreign
firms registered a significant deficit. Thus, between
1980 and 1988, the total deficit of the foreign firms
operating in the United States rose from US$24.1
billion to US$89.9 billion, giving rise to approxi-
mately 70% of the total trade deficit of the country.
A large part of the deficit generated by foreign firms
corresponded to those from Japan and Germany
(JETRO, 1991).

If we take into account the gigantic scale of the
activities of United States firms abroad and their
foreign counterparts operating in the United States, it
could be maintained that if they were not taken into
account the country’s trade deficit would go down
substantially. By way of illustration, in 1988 the
local sales of United States transnational corpora-
tions abroad came to US$607 billion and their sales
to third countries totalled US$220 billion. In the
same year, foreign firms operating in the United
States made local sales and purchases of US$794
billion and US$558 billion, respectively. If these and
other domestic and external trade flows gener-
ated by transnational corporations are subtracted, the
country’s deficit goes down from US$127 billion to
USS$51 billion (United States, June 1990, table 12,
p. 43; Japan, 1991, pages 318-319). These observa-
tions bring out the importance of the process of inter-
nationalization of the trade of the United States and
other industrialized countrics, which reduces the va-
lidity of the traditional approach based on consider-
ation of national territories.

12 The term “Intra-enterprise trade” is understood here as a

transaction between a United States firm and a foreign firm in
which it holds 10% or more of the voting stock.
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3. The European Economic Community (EEC)

In the 1980s, the United States attracted a substantial
proportion of the flows of portfolio investment in
stocks, especially up to 1987. Between 1985 and
1987, the inflow of funds into that country under this
heading came to US$37 billion, while the United
Kingdom absorbed US$135 billion and the continental
EBuropean member countries of the EEC together a
total of US$17 billion. Since 1988, however, the im-
portance of the EEC has increased and it has ac-
counted for half of the capital flows of this type. The
British have been the main investors, with net pur-
chases of these financial instruments amounting to
over US$32 billion in 1989 alone (Turer, 1991,
pp. 55-56). In the bonds market, although the EEC
was less active than Japan it improved its position
both as a recipient and an originating region (Turner,
1991, table 21, p. 59).

Exports of portfolio capital by Germany became
a dominant element in long-term capital movements:
in 1986-1990, this category registered a net outflow
of DM193 billion, equivalent to approximately half
the entire outflow of long-term capital. The signifi-
cant increase in German exports of long-term capital
meant that this country increased its share in total
exports of portfolio capital by the industrialized
countries from 3% to 11.5%. At the same time, Ger-
man imports of portfolio capital continued to be sub-
stantial, amounting in 1986-1990 to a value of
DM14S5 billion, compared with DM120 billion in the
preceding five years. In the same period, over half
these investments took the form of purchases of
foreign bonds. Portfolio capital transactions were in-
creasingly concentrated in the European markets, un-
like the preceding five-year period, when
investments in the United States predominated.
Bonds also accounted for a growing share of the in-
flow of capital, and as in the case of exports, inves-
tors from the EEC played an outstanding role
(Deutsche Bundesbank, Janvary and April 1991).

During the period in question, the Community
took the place of the United States as the biggest
direct investor in the world: in 1988, the BEC regis-
tered total cumulative investments outside the Com-
munity amounting to over US$330 billion; that is to
say, 34% of total cumulative world investment, com-
pared with 35% for the United States. If intra-
Community foreign direct investment is included,
then the EEC becomes by far the biggest investor,
with a total of almost US$500 billion in 1988.

Towards the end of the decade, the United Kingdom
became the biggest supplier of foreign direct invest-
ment in the world through mergers and acquisitions,
especially in the United States.

The process of integration of the EEC has caused
intra-Community foreign direct investment to have
greater weight in total foreign direct investment in
that region: in 1980, its share of total investment was
only 25%, but in 1988 it amounted to 40%, totalling
US$160 billion. The EEC is currently the biggest in-
vestor in six countries of the Community —in 1980 it
occupied this position in only one of them- and it
has generated more than 50% of the cumulative
foreign direct investment in the region. Proof of this
rapid process is the fact that intra-Community invest-
ment grew at an average annual rate of 38% between
1980 and 1987, while EEC investment in the rest of
the world increased at the substantial but much
lower rate of 17% (cTC, 1991). It should be noted,
however, that the substantial increase in intra-
Community foreign direct investment has been no
bar to rapid penetration by European investors in the
United States market.13

4.Japan

In 1983-1989, Japan built up a current account sur-
plus of US3$415 billion and became the biggest capi-
tal creditor in the world. Over the same period, it
registered a net outflow of long-term capital of
US$620 billion: that is to say, US$205 billion more
than the total current account surplus, this amount
being financed with inflows of short-term capital.
This intermediation function of Japan is reflected in
the fact that at the end of 1989, some 60% of its
foreign assets were of a long-term nature, while a
larger proportion of foreign liabilities were short-
term (Tavlas and Ozeki, 1991). In contrast with what
occurred in the United Kingdom and the United
States, which carried out a similar intermediation
function in their own currencies, the Japanese

The notable growth of intra-Community foreign direct
investment is reflected in the rapid increase in mergers, acquisi-
tions and joint operations by European firms: in the period
1988-1989, there were 651 mergers and acquisitions in EBC
countries, and of these 234 involved companies of different na-
tionalities within the Community, while 355 involved firms of
the same nationality. This tendency bears witness to the efforts
of European businessmen fo raise their international competi-
tiveness and take more advantage of economies of scale in pro-
duction, marketing, and research and development activities
(Japan, 1991, pp. 240-241).
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financial institutions obtained and made loans in
foreign currency, especially dollars. In 1988, for
example, 73% of loans by Japanese banks to
foreign countries (US$375.2 billion) were in
foreign currency.

The outflow of long-term capital has been con-
centrated in stocks and bonds. In 1985-1989, nearly
85% of total purchases of these financial instruments
consisted of bonds. The enormous demand for
foreign bonds by the Japanese is reflected in the size
of the cumulative net purchases of such instruments
during the second half of the decade, which
came to no less than US$220 billion, whereas in the
case of Germany they only amounted to US$80 bil-
lion (Turner 1991, p. 59). Demand continued to be
very high until the end of the decade, in spite of
changed expectations regarding exchange rates and
interest rates. Moreover, although its share varied
considerably from year to year, at the end of the
decade foreign direct investment was the second
most important component of total long-term
capital flows (23%).

Analysis by country of destination reveals that
long-term Japanese capital has been increasingly
centered on the member countries of the Organiza-
tion for Economic Cooperation and Development
(0ECD). In 1980, for example, the OECD absorbed
nearly half the total. At the end of the decade, how-
ever, the OECD was receiving over 84%, while less
than 10% went to the developing countries; 40% of
Japanese long-term capital went to the United States,
while a growing proportion (37% in 1988) was ab-
sotbed by the EEC. Purchases of stocks and bonds,
which made up the majority of the transactions,
showed some diversification of markets, since they
went niot only to the United States but also to the EEC
(Tavlas and Ozeki, 1991). 14

In contradiction of the belief that a trade bloc is
being set up in the Eastern Pacific region, promoted
by Japan’s foreign direct investment in neighbouring
Asian countries, in the 1980s the relative importance
of this region in Japan’s total foreign direct invest-
ment not only did not increase but actually tended
to decline, going down from 25% in 1980 to 12%
in 1989. This was due to the completion of the big

My may noted that the capital account deficit tended to go
down from 1988 onwards: in 1990, it stood at US$43.6 billion,
after having reached a peak of US$325 billion in 1987; this was
due to the sharp reduction in purchases of stocks and bonds,
which went down from US$101.4 billion in 1986 to US$5 bil-
lion in 1990.

investment projects in the area of natural resources
carried out in the late 1970s and early 1980s, as well
as the significant increase in foreign direct invest-
ment in industrialized countries, encouraged by the
increase in the value of the yen and the growing
protectionism of those economies. In addition, there
is the expansion of the Japanese financial sector,
which further increased foreign direct investment in
correspording sectors of the industrialized countries
and “tax havens”. More specifically, the geographi-
cal distribution of foreign direct investment in- the
manufacturing sector shows that in 1985-1988 Asia
received only 19% of the total flows (compared with
33.8% in the period 1975-1979), while North Ameri-
ca and Europe received 63% and 11%, respectively
(Takeuchi, 1990). All this shows that other poles,
such as the United States and Europe, are assuming
greater importance in the manufacturing sector,
where it is generally assumed that there are strong
trade links between Japan and other Asian countries
through foreign direct investment.!5

Japan’s position as the biggest supplier of capital
in the world gives rise to speculation about the
possible creation of a tripolar international monetary
system based on the US dollar, the German mark and
the Japanese yen. In the same connection, there is
also speculation about the formation of a yen zone in
the Asian region where, because of its growing use in
trade and financial transactions, the yen would act as
an anchor currency. In this respect, Tavlas and Ozeki
(1991) point out that although the percentage of
Japanese imports invoiced in yen has markedly in-
creased (from less than 1% in 1975 to 2.4% in 1980
and 14.1% in 1988), it is still far below the percent-
ages invoiced in their own currencies by the United
States and Germany (85.0% and 52.6% of their re-
spective imports in 1988). With regard to exports, the
proportion denominated in yen went down from
40.5% in 1983 to 34.7% in 1989: that is to say, to a
level below that of the other industrialized countries,

15 There are indications that Japanese transnational corpor-
ations are trying to set up regionally integrated and self-
sustaining foreign direct investment systems with various
strategic objectives: i) facilitating access to each one of three re-
gions, two of which are the largest markets in the world (the EEC
and the United States), while the third is the most dynamic one
(Asia); ii) guarding against the (real or imaginary) threat of pro-
tectionist measures against Japanese exports to the United States
and European markets, and iil) establishing local bases in each
of the regions for increasing trade with the others, so as to re-
duce Japan’s trade surplus. The Japanese strategy is to get in-
side or infiltrate the region in respect of each of the three poles.
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for in 1988, 96% of United States exports and be-
tween 40% and 80% of those of the main European
economies were denominated in their own currencies
(Germany registered the highest percentage in this
latter group). If we look at the specific case of Asia,
the proportion of Japanese exports to South East Asia
invoiced in yen went down from 48.0% in 1983 to
43.5% in 1989, whereas the percentage for imports
rose considerably (from 2.0% to 19.5%). However, it

cannot be concluded from this percentage, which is
still relatively low, that the yen is playing a key role
in trade transactions in the Asian region. Further-
more, its share is far below those of the currencies of
other industrialized countries in international bank
loans, bond issues, Eurocurrency deposits and offi-
cial reserves (Tavlas and Ozeki, 1991). To sum up, it
does not seem that a trade bloc based on the yen is
being formed.

Effects of internationalization on Latin America

1. With regard to the United States

The economic indicators for the United States avail-
able at the beginning of 1991 showed that that
country’s fiscal deficit was likely to amount to
US3$300 billion, instead of the US$64 billion esti-
mated in line with the Gramm-Rudman Act. The in-
creased fiscal deficit, which could amount to 5% of
GDP in 1991, represents a warning of the complexity
of the United States structural imbalances. The ad-
justment of these imbalances would have serious
repercussions on Latin American exports and on
variations in domestic interest and inflation rates
(Rosales, 1991, pp. 126-127).

A fundamental feature of the trade relations be-
tween Latin America and the United States in the
1980s was their unevenness: the weight of the United
States in the region’s trade continued to increase, but
Latin America’s relative importance for that country
went down slightly.1¢ The United States trade bal-
ance with the region registered a deficit, and al-
though this was not very high in 1990 compared with
the country’s total trade deficit, it was nevertheless
significant (over 10%).

A second feature of this trade was ii ; geographi-
cal concentration: at the end of the ducade, three
Latin American countries —Mexico, Ve: czuela and
Brazil- accounted for over 70% oi the total

“During the decade, Latin American and Caribbean ex-
ports to the United States grew faster than those to the rest of
the world, from 34.0% in 1980 to 40.4% in 1990. The region’s
imports from the United States, for their part, increased from
31.3% to 40.6% over the same period. Latin America’s share in
total United States imports, however, went down from 17.1% to
13.7%, while the importance of the region as a destination for
United States exports also went down, from 15,1% to 13.0%.

transactions of the region (in 1980, the figure was
64%). Indeed, one of those countries (Mexico) in-
creased its share so much that at the beginning of the
1990s it was accounting for over half the total trade.
between the United States and Latin America.

A third feature was the marked increase in the
share of manufactures within that trade. In 1980, en-
ergy products, manufactures, and agricultural pro-
ducts represented 50%, 23% and 20% respectively of
total Latin American exports to the United States, At
the end of that decade, however, manufactures repre-
sented approximately 55% of total trade, with agri-
cultural products accounting for 14% and energy
products for 25%. As a result of this concentration,
the United States market now absorbs nearly 50% of
Latin America’s exports in this category. Although
the increased share of manufactures in export supply
stimulates the procurement of investments and pro-
motes trade, the competitiveness of the region in this
sector may aggravate trade conflicts and lead to pro-
tectionist pressures in the United States Congress.17

"1n the 1980s, the trade balance in respect of manufac-
tures between Latin America and the United States was positive
for the latter country, whose exports of manufactures to the re-
gion increased in the second half of the decade. In 1990, the
deficit of the member countries of ALADI in the category of
manufactures came to almost US$5.8 billion, On the ofher hand,
most of the United States negative trade balance with ALADI
corresponds to its enormous deficit in respect of energy pro-
ducts, which amounted to over US$16 billion in 1990. As a re-
sult of the political instability in the Persian Gulf, the United
States could give preference to the importation of energy pro-
ducts from Latin America, If this occurs, its deficit with the re-
gion would increase still further, and if this imbalance is kept
within manageable proportions, United States exports of manu-
factures could increase appreciably.
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In the 1980s, the United States significantly
modified its external trade policy by markedly
orienting it towards a strategy of bilateral agreements
to protect its domestic interests. Since the beginning
of the 1990s, however, with the Enterprise for the
Americas, a new instrument seems to be emerging
for negotiations between that country and the Latin
American region, which could be an altemative to
the use of the reprisal machinery provided for in the
United States trade legislation (Section 301 and
Super 301) and to the application of trade relief acts
(safeguard clauses, anti-dumping regulations and
countervailing measures).18 However, these instru-
ments will continue to be available, and it is possible
that during the 1990s the region may have to face up
to a vigorous United States policy of promoting its
own trade interests, supported by active government
intervention in policies for opening up external mar-
kets to that country’s products.

The weighted average tariff applied by the
United States to imports from Latin America is low,
amounting to only about 2%. Moreover, over half
Mexico’s exports already enter the United States
under preferential regimes such as the scheme for
assembly industries or the Generalized System of
Preferences (0AS, 1991). In 1988, for example, out
of a total of US$23.5 billion of imports by the United
States from Mexico, US$10.8 billion entered under
the scheme for assembly industries and US$2.2 bil-
lion more came in under the Generalized System of
Preferences. In view of this, the countries now en-
joying privileged access to the United States market
under, for example, the Generalized System of

'8 This situation in the result of various factors, including:
i) the efforts made by various countries in the region to reform
their economic policies, including those on trade, investment
and intellectual property; ii) the recent incorporation of various
Latin American countries into GATT, which means that more
countries of the region are now subject to the discipline of the
General Agreement and its conflict-solving system; iii) the fa-
vourable reaction of the United States to the constructive posi-
tion adopted by the Latin American countries at the Uruguay
Round, especially with regard to agriculture, and iv) the delay
in completing the Round, the absence of a global trade agree-
ment, and the intensification of trade conflicts between econ-
omic blocs, which causes more use to be made of bilateral
policies and unilateral actions. As a result of the foregoing, pro-
tectionist measures have been applied less frequently than in
previous years.

Preferences or the Caribbean Basin Initiative!®
should take a careful look at the magnitude of the
increase in trade expected by the United States
Government. At all events, it is essential to secure
the greatest possible tariff reductions for those pro-
ducts which are subject to tariff scaling,

Moreover, it must be borne in mind that it is
difficult for the United States to settle certain prob-
lems of access to its market at the bilateral level,
especially in the case of non-tariff barriers, without
first achieving broader arrangements at the multilat-
eral level, such as the Uruguay Round. It is unlikely,
for example, that the system of import quotas applied
to sugar, textiles and clothing, steel, dairy products,
cotton, etc., will be eliminated for any country of the
region unless the negotiations on agriculture in that
Round are successful.

If some countries sign free trade agreements
with the United States before others, this could pro-
duce inequalities in the distribution of benefits. In
order to avoid distortions of this type, it would be
desirable —if a decision is adopted in favour of a pro-
cess of hemispheric integration— that the countries of
the region should enter the future free trade zone in a
coordinated manner. 20 Moreover, over-hasty efforts to
set up a free trade zone could lead to the unlimited
eniry of United States products into the region, with
consequent weakening of national industries.

In view of the big differences between the levels
of production and efficiency of the two regions, it is
necessary to keep in mind the principle of recipro-
city. The present situation of the United States econ-
omy makes it difficult to envisage any economic

' The Economic Recovery Act for the Caribbean, enacted
in 1984, offers access to the United States market free of cus-
toms duties to most of the signatory countries, which currently
number 23 (a further country, Nicaragua, was recently also de-
clared eligible). With regard to the Caribbean Basin Initiative,
its results have been very limited. In 1983, the member coun-
tries registered a trade surplus of US$3.7 billion with the United
States, but in 1989 it was the latter country which registered a
surplus (of US$2.3 billion). Over the period 1983-1989, the
United States increased its exporis to the member countries of
the Caribbean Basin Initiative by over 70%, whereas the latter
countries’ exports to the United States went down from
US$9.1 billion to US$7.1 billion, due largely to the decline in
fuel prices and the exclusion from the system of some important
products such as textiles, footwear, travel goods, tuna fish, and
petroleum and petroleum products.

D10 this connection, all the countries of the continent

have signed a framework agreement with the United States ex-
cept Cuba, Haiti, Suriname and the Dominican Republic.
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cooperation scheme not based on that principle. Con-
sequently, it is necessary to identify in an intelligent
manner, through a process of negotiation, the terms
and conditions on which it would be possible to ob-
tain concessions for the region which involve
“relative” reciprocity.

The amount of foreign direct invest-
ment received by Latin America in the 1980s was
very limited. Between 1984 and 1989, the region se-
cured a net amount of such investment equivalent to
less than 1% of GDP, with an annual growth rate of
0.7%. As a result, the relative importance of the re-
gion as a recipient of net inflows of foreign direct
investment at the world level went down from 12.3%
in 1980-1984 to 7.6% in 1985-1989. This low per-
centage was particularly serious in view of the sharp
reduction in financial flows of other types, which
made the region even more dependent on foreign
direct investment (Institute of International Finance,
1990). The net inflow of investments of this type was
equivalent to only 20% of the average annual pay-
ments by the region to the international financial
centres in respect of debt principal and intetest.

Traditionally, the United States has been the
most important source of foreign direct investment
for Latin America. Consequently, a broader hemis-
pheric market and greater competitiveness thanks
to economies of scale could act as an incentive
for investments, guarantee access to the United
States market, and partly dispel the uncertainty
with regard to new protectionist measures. Al-
though greater trade openness with respect to
foreign direct investment could have positive ef-
fects, however, it will be necessary to look closely
at the regional distribution of the increase in such
capital, since it is possible that it may be concen-
trated in a few countries where industrialization
is at a relatively advanced stage. If the machinery
proposed in the Enterprise for the Americas is used
to incentivate the economic policy reforms already
underway, access to the resources available in the
future will depend on the reforms made by each
country in its investments policy (SELA, 1991).

There can be no doubt that the Enterprise for the
Americas is the only hemispheric-level proposal pro-
duced under the United States’ new external policy.
However, it does not propose a strategy for the de-
velopment of the region but rather a means for
speeding up the economic reforms already underway,
the main ¢lements of which have been promoted by

the international financial agencies with the support

. of the United States Governmenit. It is also true that

the proposal is formulated in general terms and is at
a relatively incipient stage of implementation. Con-
sequently, it would still be possible for the Latin
American States to improve it in order to bring it in
line with the aspirations and particular interests of
the region. This also represents an opportunity for
Latin America to show its negotiating capacity at the
international and regional level.

2. With regard to the European Economic
Community (EEC) 21

In the area of trade, between 1971 and 1989 the
value of Latin America’s imports of goods from
the Community trebled, while the region’s expotrts
to the Community market increased fivefold. This
gave rise to favourable trade surpluses for Latin
America —generally quite large— throughout the
period, except in 1975. In 1989, the surplus came to
some US$12 billion, equivalent to almost 70% of the
value of the Community’s exports to Latin America.

Despite the rapid growth in the value of trade in
goods, the relative importance of the Community as
a trading partner of Latin America has not increased
in terms of imports or exports. Thus, during the
1980s the Community received nearly 23% of Latin
America’s exports and provided nearly 20% of that
region’s imports. For its part, in 1980 Latin America
received 3.4% of the BEC’s exports and provided the
Community with 3.1% of its imports, but by 1990
those shares had gone down to only 2.4% and 1.8%,
respectively, so that the Latin American region was
almost completely excluded from European trade in
goods.

With regard to the Single European Market, ac-
cording to a study (known as the Cecchini Report)
prepared for the Commission of the European Com-
munities, the elimination of internal barriers in the
market of the Twelve will generate positive econ-
omic effects for that integration scheme, including an
increase in gross domestic product of the order of
4.5% to 7%, the creation of 1.8 to 5 million new
jobs, and a reduction in the level of consumer prices
by between 4.5% and 6.1%. It is estimated that these
benefits will be obtained, on a once-only basis,
around 1997.

For details of the possible repercussions of the Single
European Market on Latin America, see ECLAC, 1990.



LATIN AMERICA AND THE INTERNATIONALIZATION OF THE WORLD ECONOMY / M. Kuwayama 27

If the projections of the growth in employment
prove to be correct, and if Europe 1992 does not
‘become an economic fortress but rather a trading
company, favourable economic repercussions may be
expected for the rest of the world, The most import-
ant of these would undoubtedly be the activation of
international trade flows. The economic growth of
the Community would be reflected in an increase in
its imports and in the creation of new jobs, together
with more efficient performance by European com-
panies through better use of economies of scale in a
market of over 320 million people, and all this could
lead to a reduction of protectionist pressures in the
Community, which would help to build up a broader
and more multilateral international trade system.

The net effect in terms of creation and diversion
of trade that the Single European Market will have
on the developing countries will depend mainly on
the structure of their exports and the income-
elasticity of the latter. The income-¢lasticity of the
EEC’s imports is estimated at around 3.5, with high
variation between sectors, ranging from a very
high coefficient of 13.5 for office and data process-
ing equipment to the minimum level of 2.5 for ready-
made clothing and textiles. In this sense, the Asian
countries and some Latin American countries which
have been the biggest suppliers of the EEC from the
developing world, both of labour-intensive manufac-
tures and of high-technology goods, would be the
main beneficiaries of the expanded market. For the
countries exporting commodities, petroleum would
be the most promising product (Alizadeh and
Griffith-Jones, 1991).

In the financial area, the estimated reduction in
consumer prices could lead to a drop in interest rates
if the inflationary expectations of the economic
agents go down too. However, this effect could be
neutralized if the adjustment leads to critical prob-
lems of unemployment and gives rise to strong social
and political pressures for governments to shoulder
the costs of the liberalization process. In this case,
the public sector would have to finance its needs
through indebtedness with the private sector, which
would generate forces tending to drive up interest
rates. With regard to investments, it is necessary to
highlight the possibility of a serious phenomenon:
namely, that foreign direct investment from the Com-
munity or other industrialized countries will be
diverted from the developing regions towards the Eu-
ropean market. This process would be stimulated by
the wage advantages existing in some areas of the
integrated market, fear of protectionism, and the

competition among member countries of the Com-
munity to attract direct investment.

Latin America could benefit from the increase in
the Community’s imports if its export structure meets
the real needs of that market and if its exports can
compete in terms of. price and quality both with the
rest of the world and with more efficient European
production. It is also possible, however, that the
intra-Community restrictions eliminated in the
Single Market will simply be transferred to the Com-
munity’s external trade. This could happen if the ad-
justment process of European firms turns out to be
more costly than expected, since this would give rise
to strong social and political pressure for the raising,
or at Jeast maintenance, of the existing levels of pro-
tection. In this event, the possible growth in the
Community product would not be reflected in an in-
crease in Community imports from the rest of the
world. If this took place, it would be necessary to
pay particular attention to non-tariff barriers, and es-
pecially the rules and requirements that could be ap-
plied with regard to imports, above all in sectors of
key economic importance for the Community.

In this connection, it is worth mentioning some
effects of the intensification of competition within
the Community. This would greatly influence the fix-
ing of rules on imports of agricultural products, tex-
tiles and steel, which would prejudice a large part of
the developing countries. The Community would
also have more power to perfect its arsenal of restric-
tive measures that could be applied to imports, such
as reciprocity agreements and anti-dumping mechan-
isms, which have been heavily criticized by the rest
of the world because of their lack of transparency.
Successful completion of the Uruguay Round would
make it possible to bring this debate onto a multilat-
eral level within GATT. It should be noted that a
possible increase in Community restrictions on im-
ports would affect above all the countries of Latin
America, since they are not of priority importance to
the Community from the economic point of view.

3. With regard to Japan and East Asia z

The economic relations between Latin America and
Japan are characterized mainly by low levels of trade
and official development assistance but very high
flows of foreign direct investment and private bank
loans. It is estimated that the Latin American region

2 Eor more details on the matters dealt with in this sec-
tion, see ECLAC, 1991c.
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has absorbed 17% of Japan’s cumulative foreign
direct investment,>> and 18% of the total private
bank debt and 10% of the public debt of that
country. Japan’s official aid to non-Asian countties
is shared out almost equally between Africa, the
Middle East and Latin America, although the share
of the latter region has gone down in recent years.
Up to 1988, Latin America had received only be-
tween 6% and 9% of that assistance each year (Hori-
saka, 1990; Stalling, 1991).

The level of trade between Japan and Latin
America has been very low, and there are indications
of some marginalization of Latin America in the in-
ternationalization scheme of the Japanese economy.
Japanese government statistics show that in 1989
Japan’s exports to the region represented 3.2% of
total Japanese exports, with a value of US$8.8 bil-
lion, while Japan’s imports amounted o0 4.1% of the
total, equivalent to US$8.5 billion. Likewise, in 1989
Japan received 5.0% of Latin America’s total exports
and provided the region with 5.5% of its total im-
potts (GATT, 1990). Although Latin America has tried
to diversify is export markets, and the Japanese mar-
ket has been an important objective of the trade
policies applied, for most of the countries these ef-
forts have not been successful.

In Japanese trade, a striking phenomenon has
been the boom in imports, as export promotion has
been accompanied by rapid expansion of domestic
demand. The volume of imports of this country in-
creased by 50% between 1985 and 1989, and in that
period the value of imports of manufactures rose
even more spectacularly: from US$31 billion to
US$116 billion. The reduction in Japan’s competi-
tiveness in various industries has permitted an in-
crease in exports of manufactures from developing
countries to that market, especially from the newly
industrialized Asian countries and the ASEAN coun-
tries. However, the penetration of manufactures from
Latin Ametica into the Japanese market has been
very limited, compared with the entry of such pro-
ducts into the United States and European markets.
Bearing in mind the high growth rate of the recently
industrialized Asian countries and the ASEAN nations,
Latin America’s low share represents a vitally im-
portant challenge to the strategy of securing a greater
presence in the Japanese market.

*In recent years, Japanese foreign direct investment has
gone almost entirely to the non-manufacturing sectors of Latin
America. Among these, finance, insurance and transport account
for some 90% of the total invested.

In this process, Japan’s growing capacity to ab-
sorb more imports of manufactures from other Asian
Pacific countries fulfills a certain function but still
does not permit the replacement of the United States
in this respect. At the same time, the newly indus-
trialized Asian countries have begun to play a role of
their own, opening their markets to imports from
South East Asia and China and increasing direct in-
vestment 24 and the transfer of technology to those
areas. It may be noted that in 1990, the recently in-
dustrialized Asian countries, plus Malaysia and
Thailand, registered exports and imports of US$320
billion and US$330 billion, equivalent to 9.2% of
world exports and imports of goods. Latin America
should pay close attention to the new trends being
registered in Japan and the Asian Pacific countries, in
order to determine the best way of entering these
dynamic markets.

Although the estimated growth rates for Japan
are lower than those achieved in earlier periods, they
are still quite high compared with those of other de-
veloped countries. Moreover, as the gross national
product of Japan is equal to 16% of the world pro-
duct and its external trade is equivalent to nearly 8%
of total world trade, the Japanese market will prob-
ably continue to be one of the most dynamic ones. In
view of its low ratio of imports with respect to the
gross domestic product and the significant increase
in its imports in recent years, Japan will probably
increase its consumption of manufactures and of
some products with a high content of raw materials.
It should be noted that in Japan the index of per
capita imports has increased significantly in the case
of some products of great interest to Latin America.
Although the latter region has gained an important
position as a supplier of most of the products im-
ported by Japan, it will be necessary to intensify pro-
motion activities and raise the quality of the supply,
with possible increases in added value. It would also
be beneficial if Japan promoted structural adjustment
policies which made it possible to increase the
degree of local processing in the Latin American

%The number of Japanese companies investing in other
Asian countries more than doubled in 1985-1989. In 1989,
Japan was the biggest direct investor in Korea, Thailand,
Indonesia, Taiwan and Malaysia, while it occupied second place
in the Philippines and Hong Kong. By the end of the 1980s,
other Asian countries had also emerged as important direct in-
vestors in ASBAN countries, so that now the annual flows of di-
rect investment by recently industrialized Asian countries in the
ASEAN nations are exceeding those of Japan and the United
States.
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countries. In this connection, it would be necessary
to promote direct investment by Japan or other tech-
nical cooperation schemes (granting of licenses, sub-
contracting, etc.) which could help to introduce a
new division of labour by providing capital and/or
technology.

Although some tariff and non-tariff restrictions
still exist in Japan, they are no greater than those in
other industrialized countries (Sinha, 1990); suffice it
to recall in this respect the Common Agricultural
Policy of the EEC and the various restrictions im-
posed on Latin American products by the United
States authorities. The average level of customs
tariffs in Japan is lower than in the EEC and the
United States, except for some tariff scaling applic-
able to more highly processed goods. At all events,
the Latin American countries must do their utmost to
carry on successful negotiations within GATT.

Possibly the biggest barrier is the marketing sys-
tem of Japan. Consequently, at least until Latin
American businessmen gain a better knowledge of
the Japanese market, it would be advisable to make
use of the services of the sogo-shosha,25 which are
perfectly familiar with the environment and have in-
ternal marketing channels. They are also important
co-financiers of joint operations or big projects, in
conjunction with other investment firms in the reci-
pient market and in Japan. However, this does not

Bn fiscal year 1988, the nine biggest sogo-shosha
handled over 41% of Japan’s exports and 74% of its imports. It
is estimated that the total external transactions of these nine
companies represent around 9% of world trade in goods.

mean that exporters should abandon their efforts to
establish theit own marketing system. In order to
progress in this direction, it would be useful to con-
tact the Japan External Trade Organization (JETRO),
which is represented in most Latin American coun-
tries, in order to obtain information on the Japanese
market in general and its special features and re-
quirements. In this same connection, in view of the
distance between the two regions, Latin America
should continue with the formulation of concrete
projects for the construction of port and other infra-
structure, in order to facilitate the loading, storage
and transport of Latin American exports to Japan and
other Asian countries.

Finally, so far Japan’s basic tactic with regard to
Latin America has been to seek ways of supporting
the United States. Japan is well aware of its econ-
omic interests in the region, but this is not sufficient
to lead Japanese politicians to chalienge the United
States or become its opponents. By applying such a
policy, however, they are running the risk of encour-
aging and even subsidizing the formation of a trade
bloc in the Americas, headed by the United States. It
would be perfectly feasible for Latin America to turn
to its own benefit Japan’s ambiguous and makeshift
attitude to the Enterprise for the Americas. In order
to work out a Latin American strategy for improving
the region’s place in world trade it is vitally import-
ant to determine whether Japan’s current appraisal of
the importance of the United States as the leading
actor in the region will remain valid ot will change,
and if so, how.
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Privatizing and
rolling back the
Latin American
State

David Félix*

The author holds that the economic benefits from rolling
back the State are likely to be disappointing —partly
because of adverse conjunctural factors— while the rolling
back will be impermanent. For economic and political
reasons, the centre of gravity of economic policy will
remain a mixed economy with a large interventionist
public sector,

There are various reasons for this hypothesis.
Firstly, in contrast with Eastern Europe, disaffection with
the economic scope of the State among the various social
groups and economic agents is only partial. Moreover,
maintaining the current policies of rolling back the State
depends on the achievement of successful and stable
economic results, and the author feels this is unlikely for
three reasons: the failure of macroeconomic stabilization
programmes; the prolonged decline in public investment,
which will endanger the efforts to restructure production,
and the mistiming of this effort by the region with respect
to the behaviour of foreign investment and external
financing at the world level.

The last section of the article analyses the relevance
of a small open economy model and indicates its short-
comings as a guide for designing development policies.
The section also examines some policies which have been
used to offset asymmetries in the region’s markets, It is
concluded that dirigisme rather than laissez-faire will be
the pole of attraction in economic policy in the coming
period, although this does not rule out other simultaneous
or successive combinations of these two types of policies.

*Professor, Washington University in St. Louis. This ar-
ticle is based on a paper presented at the symposium “Toward the
next century: the global restructuring of public and private life”,
Michigan State University, 16-18 January 1991,

Introduction

The push in Latin America to privatize public assets
is a recent addition to more general efforts over the
past decade to restructure the debt-ridden economies
of the region into outward-oriented free market econ-
omies. Motivating these efforts has been the hope
that the restructuring would enable the countries to
resume normal servicing of their foreign debts and
regain access to foreign capital markets for sustain-
ing a revival of economic growth. In the early 1980s
the time needed for the turnaround was usually esti-
mated in IMF, World Bank and Us. Treasury docu-
ments at 3 to 4 years. More récent documents tend to
leave the time frame unspecified. This retreat to
vagueness is a response to the poor results to date.
Most of the debt-ridden economies are by most
socioeconomic yardsticks worse off today than when
they began the restructuring. The current stress on
privatization relates to this failure.

Privatization was not stressed in the initial IMF-
guided restructuring programmes. These focussed
rather on achieving macroeconomic stability through
slowing the rate of monetary emission and reducing
the fiscal deficit, and on improving resource alloca-
tion by “getting prices right,” i.c., by freeing finan-
cial, product and factor markets from controls and
subsidies. The import substituting industrialization
(1s1) strategies that Latin American economies had
been pursuing with varying intensity since the 1930s
were fingered as the fundamental source of the price
“distortions” and macroeconomic disorders. When
successive restructuring programmes failed to pro-
duce the expected tumaround, the failures were ex-
plained away for a time by further enlarging the
indictment of 18I. In an interesting transformation,
many of the criticisms of ISI from Latin American
economists on the Left —that it had fostered an ex-
cessively rent-seeking, technologically dependent,
low job-generating industrial sector, and had wors-
ened already highly concentrated distributions of in-
come and wealth— were adopted by free market
economists of the Right. To the latter a redoubling
of the restructuring effort was called for because ISt
had left the economies in even worse shape than
originally estimated.

But as macroeconomtic disorders deepened, out-
put stagnated, and debt servicing arrears spread
through the region, the adequacy of the leyenda
negra —the “black legend” of the alleged ill-effects
of 1SI- weakened as a cover story for the failures.
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A supporting villain was therefore added —the State
itself, which was accused of being oversized, over-
staffed and overextended in areas better done pri-
vately, while its deficit financing was said to be
fuelling inflation and crowding out private invest-
ment. From around 1987 on, rolling back the State
by selling off public firms and turning over various
infrastructural and social setvices to private firms,
outright or by contracting, became more prominent
components of the restructuring programmes.

This new improved cover story fitted in with
Washington’s broader goal of eliminating national
barriers against the free international movement of
goods, services, capital, enterprise and everything
else except, of course, labour, subversive ideas and
unfair trading practices by foreigners. Flushed with
the triumphs of Reaganomics, the White House
turned the Department of State, the Agency for Inter-
national Development (AID) and sympathetic founda-
tions and think tanks loose on Latin America in an
ideological full-court press to promote privatization,
the liberating of markets and the unleashing of entre-
preneurs.

This ideological campaign has also been backed
by more tangible inducements and pressures. Eligi-
bility for Baker Plan loans and Brady Plan debt
writedowns has been restricted to the heavily in-
debted countries willing to undertake free market re-
structuring and to privatize. Pliant international
financial institutions (IFls), like the IMF, World Bank
and Inter-American Development Bank, lend more
readily to recipients on Washington’s approved list.

The desire of foreign creditor banks to liquidate
their Latin American loan portfolios has added to the
pressures to privatize. Latin American lending, a
honey-pot to foreign banks in the 1970s, had become
in the 1980s a nightmare of interminable negotia-
tions, reschedulings and involuntary new loans to
stave off open defaults. Despite these alleviants, in-
terest arrears have been rapidly accumulating since
the mid-1980s, plunging the market prices of Latin
American loan paper to levels that are driving the
banks towards debt-equity swaps as a way to stem
losses from liquidating their loan portfolios.

Within this trend, swapping for public assets
has the greater potential. By the mid-1980s, few
private assets remained available at distress prices,
most large Latin American firms and their owners
having been reliquified by governmental bailouts
and “international portfolio diversification,” i.e.,
capital flight. Swapping foreign debt for private

assets also required monetary emissions to pur-
chase the foreign debt, which undermined efforts
of debtor governments to slow inflation by curbing
the expansion of “high-powered money.”
Their initial enthusiasm for debt-equity swaps
flagged, therefore, and many closed their swap fa-
cilities, causing the creditor banks to redirect their
pitch for such facilities to swapping for public as-
sets, since such swaps can reduce the foreign debt
without requiring monetary emission.

The campaign to privatize is having special
resonance in economies teetering on the brink of
hyper-inftation, such as Argentina, Brazil and
Peru. With their tax base and real tax revenue dim-
inished by capital flight, the Tanzi-Olivera effect,!
and the diversion of economic activity to the un-
taxable “informal” sector; and with dollarization
eroding the “inflation tax”,? one-off revenue in-
jections from the sale of public assets have
become —especially to the current Argentine and
Peruvian governments— a desperate way of fending
off the withering away of the State.

My general thesis is, however, that the econ-
omic benefits from rolling back the Latin Ameri-
can State are likely —in part because of adverse
conjunctural factors— to be disappointing, while
the rolling back will be impermanent. For political
and economic reasons, the centre of gravity of
economic policy will over the long term remain a
mixed economy with a large interventionist public
sector, rather than the small open competitive
economy norm that rationalizes the current push
to roll back the State. I will now elaborate on the
main reasons for this conclusion, beginning with
the political-ideological ones.

! This refers 1o the fact that the real tax on firms and
households diminishes as the lag between assessment and
payment and/or the rate of inflation increases. Obviously, if the
nominal tax and the penalty interest rate are fully indexed, the
Tanzi-Olivera effect is zero. Neither condition, however, has
prevailed in Latin American countries.

>The decline in purchasing power of existing private
domestic money holdings resulting from inflationary emissions
of new money to finance fiscal deficits serves as a “tax” on the
money holders. Shifting one’s domestic money holdings to
foreign currency, €.g., dollars, is a way of evading the “inflation
tax”. Complete evasion requires the foreign currency exchange
rate to rise at least pari passu with domestic price levels,
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The fragile political backing for privatization

In contrast with Eastern Europe, where disaffected
intelligentsia, initially with broad popular backing,
have been pressing for wholesale privatizing and
market liberalization in order to dismantle com-
mand economies and the Communist Party’s mon-
opoly of power, disaffection among leading power
groups in Latin America with the economic scope
of the State is merely partial. The collapse of
East European illusions that market liberalization
and capital inflows would quickly elevate con-
sumption to West European levels may well reo-
rient the policy dynamics of that region toward the
mixed economy —whether under the aegis of fascism
or social democracy is unclear— but it is unlikely to
bring back the command economy. The status quo in
most Latin American economies, on the other hand,
has been for many decades the mixed economy.
Until the 1980s, business, the salariat and a large
segment of the urban working class prospered as
the public sector expanded. Public investment
“crowded-in” private investment, sparking the sus-
tained growth of GDP and formal sector employment,
while accompanying public subsidies and protective
barriers sheltered private gain. Because of these ties,
political support for efforts to extricate from the cur-
rent crisis by market liberalization and privatizing is
fragile, with none of the major power groups unequi-
vocal ideological converts. The business elites and
intelligentsia are split on privatization and free trade,
while unions and the public sector salariat are
generally hostile.

The business split is mainly between locally
owned firms which had developed and prospered
under ISI by supplying the domestic market, and
those with more cosmopolitan economic links. The
former have generally been hostile to free trade
and the wholesale selting-off of public firms, since
import protection and privileged transactions with
the public sector and its para-State bodies had
nurtured their past growth and current survival,
During the heyday of ISI, the establishment of
para-State bodies and the strengthening of lucra-
tive public-private linkages was accepted in the
mainstream development literature as the growth
pole approach to economic development: a way

of exploiting external economies and of focuss-
ing entrepreneurial efforts in technologically
backward economies. Today, such relationships
are dismissed by many development econo-
mists as mere “rent-seeking.” This revisionism
derives, however, more from changing ideo-
logical fashion than from warranted fact or the-
ory, neither of which, as is argued further on,
justify such categorical dismissal.

The “cosmopolites” are the industrial expor-
ters: expoct-import trading firms, large financial
and service firms with international ties, agribusi-
nesses, and transnational subsidiaries. The latter
have been in all the functional categories of the
economy, but became especially prominent in
manufacturing during the expansionary decades of
1S, when Brazil and Mexico, for example, were
the first and second highest recipients of private
foreign investment of all the newly industrializing
countries (Ncs). Today some US. transnationals
support President Bush’s Hemispheric Free Trade
Initiative because it would allow them to close
some of their Latin American production lines and
service the depressed local markets by direct im-
ports,? while others have joined privatizing con-
sortia where the managing partner of the privatized
enterprise is a European State-owned corporation,
thus manifesting a pragmatic perspective on free
trade and private vs. public ownership. The locally
owned “cosmopolites” have generally survived
the “Lost Decade” more comfortably than the lo-
cally owned 1sI firms, in part because they were
the main beneficiaries of the government bailouts

3See the statements by spokesmen for Goodyear Tire &
Rubber and Procter & Gamble before the Joint Economic Com-
mittee, Unlted States Congress, at its May 22, 1990 hearings on
the Hemispheric Free Trade Initiative.
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earlier in the decade. Rolling back the State does
not include for them rolling up such generous
safety nets.4

Organized labour and the salariat have espe-
cially strong reasons to oppose free market restruc-
turing, since the economic burden has fallen most
heavily on real wages, salaries and employment in
the public and private formal sectors, and on public
social and educational services built up during the ISI
era. Privatizing threatens to further increase income
inequality by tearing up social contracts protecting
labour and other social advances achieved in the ISI
era that still survive the restructuring programmes.

Income inequality in Latin America has been in-
creasing as long as anyone can remember, but until
the 1980s it did so with pauses and occasional rever-
sals. Inequality rose during prosperity, when there
were more gains to trickle down, and levelled off or
declined in depressions, when rents and profits
tended to be hit relatively harder (Felix, 1983). The
“Lost Decade” breaks with this pro-cyclical pattern:
it is the first extended depression in which income
inequality has continued to worsen. Between 1980
and 1987 average real income of wage/salary earners
fell 15% in the Latin American private formal sector
and 30% in the public sector, while the combined

‘A prime illustration is the opposition of Chile’s free mar-
keteers to & proposal that requires five major Chilean banks,
bailed out in 1983, to start servicing their debts with the Central
Bank. The bailout terms had set the interest rate on the debt well
below the market rate and did not penalize delinquency, so there
has been little incentive for the rescued banks to service their
debt. A recent audit of the Central Bank by Cooper Lybrand
warns that the accumulating debt, already 10% of GDP, will con-
tinue expanding faster than GDP, eroding Central Bank solvency.
Since the rescued banks are judged incapable of fully servicing
their debt from current earnings, the Partido Por la
Democracia, a member party in the governing coalition, has
proposed requiring that the banks regain solvency through
additional injections of equity capital or be liquidated.

Leading the attack on this proposal has been the Instituto
Libertad y Desarrollo, an institute which is a stronghold of
Hayekian libertarianism and the major think tank of the Pino-
chetist wing of the Chilean elite. According to Carlos Céceres,
its president, the proposal undermines the rights of the current
shareholders and amounts to renationalizing the five banks.
Ciceres was the Treasury Minister who in January 1983 advised
foreign banks that the Government was taking over responsi-
bility for servicing their loans to private Chiican firms. Laissez-
faire, anyone? For details see El Diario (Santiago, April 30 and
May 7 and 8, 1991) and E! Mercurio (Santiago, May 9, 1991).
The Cooper Lybrand report is published in the Diario Oficial of
Chile, January 24, 1991.

employment of the two sectors rose a bare 3%. Con-
currently, in the urban informal sector the number of
economically active persons rose 55%, while aver-
age real income fell 42% (PREALC, 1990a and b).
Such prolonged deterioration of income and employ-
ment of the organized working and salaried middle
Classes, accompanied by downward mobility, would
seem to be an especially explosive political mixture.
Indeed, the fact that the explosions have been muted
thus far is a puzzle.

Some of the answers may lie in the demoraliza-
tion of the Latin American intelligentsia. Themselves
heavy economic losers in this process, and generally
critical of the liberal restructuring efforts, they have
not been able as yet to produce a persuasive alterna-
tive paradigm around which to unite the discon-
tented: onc that gives political pizazz and
convincing coherence to an alternative revival
strategy, as the Prebisch Docirine had once given to
ISL. Victor Urquidi, a long time doyen of the Latin
American development theory class, sums up the
malaise in his plaintive observation that “no one in
Latin America thinks anymore about development,
but only in a limited way about how to recover some
growth” (Williamson, 1990, p. 337). ,

Others see it differently. The Inter-American
Development Bank in its 1990 report, Economic
and Social Progress in Latin America, purports to
see underway “a silent revolution” involving a
“fundamental and critical reassessment of the role
of the State.” But since the report’s statistics
mainly record economic and social regression
rather than progress, the observation may be more
in the nature of PR hype designed to counter the

- gloom. And the reference to the silence of the

policy revolution may be merely putting a rosy
face on the fact that many of the political leaders
currently trying to implement the “revolution” —e.g.,
Fujimori in Peru, Pérez in Venezuela, and Menem
in Argentina- had been either silent about their
chosen policy direction or had even fulminated
against it when campaigning for the presidency.
This doesn’t suggest deep groundswells of support
from silent majorities for the policies.

In any event, a policy revolution that depends
on extending the already prolonged silence of the
discontented is unlikely to carry through unless
positive and sustainable results begin to show up
rather quickly. This brings us to three conjunctural
reasons why that is unlikely.
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1. The failure of macroeconomic stabilization
programmes

The first is that macroeconomic stabilization, now
generally agreed to be a sine qua non for economic
revival, continues to elude the IMF’s orthodox mon-
etary-fiscal approach as well as more recent hetero-
dox approaches based on wage/price freezes. The
immediate reason for both failures is the inability to
cut back fiscal deficits sufficiently. The more basic
reason is that most debtor governments fatally over-
loaded their fiscal possibilities when, in the early
1980s, they undertook too generous bailouts of their
ailing private banks and large firms and, acceding to
creditor bank pressure, also guaranteed ex post the
servicing of foreign bank debts of their private sec-
tor. The IMF not only failed to protest against such
overloading at the time, but also compounded the
damage by discouraging the use of capital controls
to halt the concurrent capital flight. The private
sector’s foreign liabilities became “socialized” as
a fiscal responsibility, while the lack of capital con-
trols hamstrung the governments from taxing the
beneficiaries to garner the foreign exchange needed
for the increased debt servicing, This reduced their
alternatives to monetizing the enlarged fiscal deficits
with Central Bank credit, financing them by selling
bonds in local financial markets, or holding down
the deficits by cutting back non-financial current
and capital expenditures. The IMF objected to the
first and favoured the last two alternatives, but in
doing so tended to overlook critical boundary
conditions.

One is that combining financial market liberali-
zation with a sharply augmented fiscal deficit can
make for explosive interactions between the domes-
tic interest rate and domestic debt accumulation. In
the event, the private buyers of bonds have exacted
high risk premiums, since they have the option of
fleeing to safer foreign securities. Deficit financing
with “bonds” has thus consisted of open market sales
of very short-term treasury bills yielding annualized
real interest rates of up to 40%. With such terms
fiscal interest payments zoomed, setting off self-
generating debt/deficit spirals. The very high real
rates also crowded out private productive invest-
ment, while the rising fiscal debt servicing crowded
out public investment. To bring down real interest
rates, the governments therefore shifted to monetiz-
ing the deficits. This usually teant exceeding mon-
etary targets agreed to with the IMF, which tended to

react by suspending its lending: a signal for the rest
of the creditor consortium also to suspend lending.
Higher inflation and capital flight would then typi-
cally force the governments back to the IMF to nego-
tiate another short-lived agreement. The heterodox
stabilization programmes, such as the Austral and
Cruzado Plans, have sought to escape this futile
whipsawing by resorting to direct wage/price con-
trols, but their success has been short-lived: they too
have been defeated by ongoing fiscal deficits.

A second constraint is the hyperinflation
boundary. The frequent resort to monetization has
tended to fuel inflation and wage/price spiralling
and to democratize currency substitution, with the
less affluent households joining the wealthy in dol-
larizing cash balances and liquid savings. As dol-
larization spreads, the ¢lasticity of the inflation tax
with respect to the inflation rate declines, mone-
tization loses its ability to lower real interest rates,
and the government, which cannot print dollars,
faces bankruptcy. In recent years, Argentina and
Brazil have tried to pull back from hyperinflation
by freezing private treasury bill holdings and time
deposits and by forcing their suppliers to accept
payment in long-term bonds. The immediate side
effect has been falling output and employment. A
longer-run side effect of such Samsonian acts is
to raise still further the private risk premiums for
holding treasury paper and maintaining local de-
posits. Sapping domestic capital markets hardly
advances the “silent revolution.”

2. Restructuring vs. decapitalization

Another conjunctural reason is that the prolonged
situation of public and private underinvestment and
deteriorating stocks of physical and human capital
thwarts the effort to restructure productive capacity.
Instead, aging plants, rising transport and communi-
cations costs, the loss of human skills from pro-
longed idleness, emigration, and deteriorating
educational and health facilities, feed on each other,
putting productive capacity on a downward slide and
reinforcing supply-side bottlenecks hindering a sus-
tained recovery.

Table 1 summarizes post-war trends of capital
accumulation relative to labour force growth in six
Latin American countries. All six suffered a major
decline in the 1980s from the respectable accumula-
tion rates of the preceding three decades. Argentina
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Table 1

GROWTH OF THE STOCK OF NON-RESIDENTIAL FIXED CAPITAL RELATIVE TO
THE LABOUR FORCE, 1950-1989°
(Percentage change over each decade)

1950-1960 1960-1970 1970-1980 1980-1989

Ke/L K/L Ke/L KN Ke/L K/L Ke/L K/L
Argentina 439 30.7 81.6 422 47.8 46.0 -32.1 -16.3
Brazil 56.4 1371 26.0 57.9 114.1 108.3 -31.0 -0.8
Colombia 73.2 6.8 1.8 8.2 65.0 271 13.6 154
Chile 70.8 20.3 28.0 33.6 33 -1.1 -13 -8.9
Mexico 58.1 48.7 216.2 26.2 60.1 283 -10.9 0.6
Venezuela 185.7 130.0 -26.2 -6.0 67.5 38.8 -33.5 -27.5

Source: Series compiled by the ECLAC Economic Development Division as part of its project on capital accounts and growtk.
2Ke/L is the net stock of machinery and equipment, divided by the labour force, while K/L is the net stock of all non-residential fixed

capital divided by the labour force.

and Venezuela have clearly been decapitalizing, and
undoubtedly Peru has also, although direct estimates
are not yet available. An especially severe decline of
the stock of machinery and equipment per worker
also characterizes Brazil, such declines being re-
flected in aging and obsolescent installations. The
declines in Mexico and Chile fall short of decapital-
ization, but began much earlier in Chile than in the
other five. Only in Colombia has the decline been
less than critical.

Table 2 shows that a slackening of productivity
growth in the 1970s preceded the fall-off of accumu-
lation in the 1980s, this slackening being mirrored in
the decline of the “residual” in all six countries after
1973 (the residual is the percentage of GDP growth
unaccounted for in a statistical sense by the growth
of land, labour and capital inputs and the quality im-
provements embodied in each). The particular values
adopted for the augmentative factors and distribu-
tional coefficients are rather arbitrary, so not much
can be inferred, in the absence of additional informa-
tion, from the inter-country differences in residual
levels. But the application of a single set of coeffi-
cient values to all countries and periods means that
large declines of the residual, such as those that show
up for all but Colombia after 1973, are probably
correlates of declines of productivity growth. In
other words, more of the measurable inputs were
needed to produce the same aggregate output growth
in 1973-80 than in the preceding post-war decades.

Was this because of the accumulating rigidities
and distortions of Is1, as the “black legend” explana-
tion of the Lost Decade asserts? Table 2 doesn’t

support such reductionism. Chile during 1973-80
was liberalizing a outrance, and Argentina followed
Chile’s lead in the last half of the 1970s. Yet it is
Colombia, which stayed on its ISI course, that shows
the smallest percentage decline of the residual. To
the extent that the residual reflects disembodied tech-
nical progress, its general decline as shown in table 2
does fit in with the dependency accusations levelled
at Latin American 1s1, which assert that, unlike the
Asian NICs, industrial growth in Latin America was
not weaning industry from heavy dependence on im-
ported products and processes.> But that’s small
comfort for “black legend” devotees: their indict-
ment is levelled not so much against dependency on
imported technology as such, but rather against
policies that intervene in technology markets in order
to improve the licensing terms and encourage in-
digenous innovation.

Another shared element that might also help ac-
count for the general decline of the residual is the
borrowing binge of the 1970s. The ready availability
of foreign bank loans during 1973-80 and the finan-
cial liberalization that eased access to the loans may
have also encouraged a loosening of financial disci-
pline and a decline of X-efficiency in the private and
public sectors of the six countries. The fact that
Colombia, which restricted private access to foreign
credit suppliers much more than the other five, had
the least decline of its residual supports this in-
ference. So also does the fact that Chile’s public
firms survived the country’s severe 1982-83 financial

5 See, for example, Dietz (1990).
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Table 2

ANNUAL GROWTH OF REAL GDP, AUGMENTED FACTOR INPUTS AND
FACTOR PRODUCTIVITY, 1950-1980°

(Percentages)
1950-1973 1973-1980
GDP Inputs Residual GDP Inputs Residual
Argentina 3.6 33 83 23 3.0 -233
Brazil 6.9 6.3 87 7.0 6.7 43
Chile 34 21 38.2 34 2.8 17.6
Colombia 5.1 31 39.2 5.0 3.6 28.0
Mexico 6.5 53 18.5 6.4 58 94
Venezuela 6.6 5.1 22.7 4.1 6.7 -38.8

Source: Series compiled by the ECLAC Economic Development Division as part of its project on capital accounts and growth.

®The inputs are increases of the labour force augmented by years of education, increases in the stock of non-residential fixed capital
augmented by technical improvement per annual vintage, and increases of land in use. For labour, the assumption is that a 1% increase
of years of education embodied in the labour force raises unit labour productivity by 0.5%. For capital, the annual vintage improvement
is assumed to be 2% for machinery and equipment and 1% for non-residential structures. The land input growth is a weighted average
of acreage expansion in crops, pasture and forests, with the highest weight given to cropland. The weights for aggregating the
augmented inputs are 0.6 for labour, 0.3 for capital and 0.1 for land.

crisis in good shape because the Pinochet régime, in
its determination to shrink the public sector, had de-
nied its State-owned enterprises access to outside
credit during the borrowing frenzy. But an explana-
tion that fingers private lending and financial market
liberalization is not comforting to “black legend”
devotees either.

3. The global debt deflation cycle
and the Cargo Cult

A third conjunctural element working against the
success of the “silent revolution” is its mistiming, A
major motive for taking the privatization and market
liberalization path has been faith that commitment to
the path would induce enough foreign investment
and foreign loans to jump-start and then sustain
economic recovery. In the most desperate of the
debt-ridden economies, such as Argentina and Peru,
this faith is taking on the dimensions of a Cargo
Cult.® Fervent obeisances to the Bush Administra-
tion’s “New World Order” and incantations about

6Cargo Cult is the term anthropologists apply to religious
cults that have sprung up in Melanesian islands that had housed
World War II American bases, The goods discarded by the
bases, which had materially enriched the islanders during the
war, ceased to exist when the war ended and the foreigners
departed with their ships and materiel. Since then, the cultists
dance and chant before red crosses, battle helmets and other

symbols of the lost bonanza in the hope of inducing the return
of the ships.

“rejoining the First World” waft northward to induce
the return of foreign capital inflows. The reality,
however, is that Latin American countries are not
merely encountering competition for such flows
from an East Europe also avid for foreign loans and
investment, but are also running up against a global
asset and debt deflation cycle that is shrinking inter-
national flows of loanable funds and direct invest-
ment. Associated with this contraction, moreover, is
a “flight to quality”: riskier loans and investments
are being cut back the most, which bodes ill for Latin
America and probably for most of the East European
countries as well.

“The falling real prices of capital assets are the
downside of the puncturing of the prolonged post-
war boom of capital values that peaked toward the
end of the 1980s. Thus, the real value of household
wealth, which between 1982 and 1989 rose 37% in
the U.s. and 83% in the UK., fell in 1990 by 8% and
15%, respectively (The AMEX Bank Review, 1991).
Comparable declines are well underway in other
English-speaking countries, have begun registering
in Japan, and may soon encompass other parts of
the First World. Asset price deflation is producing
widespread financial stress and rising bankruptcies
because it uncovers the substantial debt-leveraging
that firms and households had resorted to in purchas-
ing and building up their capital assets. For example,
the liabilities of US. and British households during
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1982-89 grew nearly twice as fast as their assets (The
AMEX Bank Review, 1991). Falling values of loan
collateral and debt defaults are in tum putting at risk
banks and other financial intermediaries, which react
by restricting their lending. This increases the finan-
cial trauma of highly leveraged firms, forcing them
to sell off more assets in declining markets and to
curb investment, current production and employ-
ment, thus depressing each others’ sales and further
reducing cash flows for debt servicing. A comparable
debt/income interaction involving households is de-
pressing consumption.

How far the asset/debt deflation spiral descends
depends in part on whether the United States,
Germany and Japan can coordinate their fiscal and
monetary actions to halt it. Currently, the prospects
ook dim, since the monetary and fiscal policies of
the US., preoccupied with its recession and the Gulf
War, and of Germany, preoccupied with the
heavy economic cost of unification, are working at

cross purposes. But even aside from this, tables 3 and
4 (reproduced from UNCTAD, 1990, tables 27 and 28),
suggest that asset/debt deflation could go on for at
least a few years more.

Table 3 shows the impressive extent and dura-
tion of the global lending boom. International bank
loans, exclusive of inter-bank transfers, rose from
negligible percentages of the nominal values of
world trade and world gross fixed investment in 1964
to about 75% of each by 1987. They also rose over
20 times faster than the current dollar value of world
output. Yet table 4 shows that during 1982-88 the
growth of intemational bank and bond lending was
exceeded by the expansion in the values of domestic
bank assets and equities. It is easy to understand why
Latin American and East European governments
strapped for hard currency should mistake this pro-
longed financial bubble for a permanent situation on
which they could safely base their restructuring
strategy. But bubble it is turning out to be, and of a

Table 3

INTERNATIONAL FINANCIAL OPENNESS: THE INTERNATIONAL BANKING
SYSTEM COMPARED WITH WORLD PRODUCT,
TRADE AND INVESTMENT*

1964 1972

1980 1983 1985 1987

As a percentage of the world productb

Net loans by international
banking system® 0.7 3.7

Gross size of international
banking market’ 1.2 63

8.0 120 13.2 14.8

15.5 218 253 279

As a percentage of world trade b

Net loans by internationat

banking system ° 6.4 25.7
Gross size of international
banking market ¢ 10.6 438

5.2 573 63.9 2.9

67.8 104.0 1222 137.2

As a percentage of gross world investment in fixed assets b

Net loans by international
banking system ° 4.0 182

Gross size of international
banking market ¢ 6.7 30.6

39.2 66.3 72.42 78.2

75.4 120.5 138.7 147.3

Source: Estimates by UNCTAD Secretariat; BiS (Bank for International Settlements), Annual Report (various issues), Basle; and
1. P. Morgan, World Financial Markets (various issues), New York, Morgan Guaranty Trust Company.
*This table relates total outstanding bank loans at year-end with world product, trade and gross investment in fixed assets during the

year, in current dollars.
® Excluding Eastern European countries.

“Outstanding claims of banks reporting to BIS, excluding interbank redeposits.
dOutstanding claims of banks in almost all the European countries, Bahamas, Bahrein, Canada, Cayman Islands, Hong Kong, Japan,
Netherlands Antilles, Panama, Singapore and United States, including interbank redeposits.
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Table 4

SIZE AND STRUCTURE OF WORLD FINANCIAL MARKETS, 1982 AND 1988

1982 1988
Value of assets Percentage Value of assets Percentage

(billions of of total (billions of of total

dollars) assets dollars) assets
Bank assets® 8 887 64.1 17 005 46.6
National 6 218 448 11 500 315
International 2 669 19.3 5 505 15.1
Capital markets 4 977 359 19 507 534
Eurocapital - - 40 0.1
International bond markets® 259 1.9 1 085 30
Securities markets 1591 11.5 9 563 26.2
Bond markets 3127 225 8 819 24.1
Total 13 864 100.0 36 512 100.0

Source: See table 3; the data on capital markets are from Salomon Brothers International. All data are end-year.

2Gross total bank balances.
® Burobonds and foreign bonds.

size that suggests that, even with policy coordination,
the slackening of international loans and investment
is likely to persist for at least a few more years. This
credit squeeze is likely to slow the growth of world
output and trade and dampen the exporting prospects
on which the restructuring had also been premised.

The initial reaction of Latin American govern-
ments to the darkening international scene has been
to redouble their liberalization efforts. Thus Presi-
dent Salinas of Mexico, who had repeatedly stated
that Mexico’s economy was not ready for anything
more than selective preferential trade agreements
with the United States, abruptly changed his tune
when his May 1990 European trip to promote lend-
ing and investment commitments drew blanks. On
his return, he requested negotiations with the United
States and Canada for a full-scale trilateral free trade
compact, his main motive, according to press reports,
being to reassure foreign capital that Mexico’s free
market restructuring was irreversible. The Bush ad-
ministration has responded favourably to Salinas’ re-
quest, preliminary negotiations are underway, and IFI
lending has been stepped up to help Salinas win
Mexican hearts and minds for free trade. But the
response of private foreign capital remains more ten-
tative, reflecting the U.S. recession and global finan-
cial tightening (Moffett, 1991). Foreign direct
investment rose in 1990, but nearly three-fifths of it
went to tourism (Banamex, 1991, pp. 291-292).

Argentina, which started out from a more des-
perate situation, has been trying to speed up sale of
its State assets, but is encountering increasing diffi-
culty in attracting serious bids. After many delays
and contretemps the Menem government managed to
sell ENTEL, the State telephone monopoly, in two
geographic blocks. But in each case the operating
company of the purchasing consortium is a foreign
para-State enterprise: Telef6nica of Spain for the
southern block and STET of Italy for the northern
block. Similarly, the recently privatized government
airline, Aerolineas Argentinas, is now operated by
Iberia, the Spanish government airline.

The front-end contributions to Argentine State
revenues have been minor, as most of the consortia
payments-are in bank debt paper, on which Argentina
had built up sizeable interest arrears. The paper had
been selling at less than one-fifth of face value in the
secondary market, but the Argentine govemment ac-
cepted it at full value in the debt-equity swaps,
awarding the entire discount to the buyers. More-
over, foreign exchange gains from the front-end re-
ceipts will be exceeded by foreign exchange
outflows, especially as the privatizations are enhanc-
ing monopoly profits. The privatized telephone firms
have been given substantial rate-setting freedom, and
the privatized airline has been allowed to buy out its
main domestic competitor.

Considerations of human capital and X-efficiency
do not apply to these privatizations. Competition is
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not increased, and management is merely transferred
from Argentine to Spanish and Italian bureaucrats.
Since Argentinians are mostly descendants of
Spanish and Italian immigrants and themselves have
an excellent level of culture, the reason for turning
management of the country’s demoralized public
sector over to public firms of these two respective
motherlands cannot be innate human capital short-
falls or the inherent inefficiency of public manage-
ment. One cause of the disarray in the Argentine
public sector —an economic elite with a deficient
sense of national commitment - will not be cured
by this privatization, and indeed will tend to further
intensify the accusations of unethical behaviour and
corruption that have enveloped these aspects of the
Menem government’s asset sales (The Economist,
1991, p. 38 and Latin American Weekly Report,
1991, p. 2).

Chile’s major programme of privatization during
1985-88 was less patently a case of selling public
possessions in order to procure short-term resources.
Alleviating the fiscal squeeze resulting from the
1982-84 bank and other bailouts was an important
motive, but more compelling was the desire of the
Pinochet regime to put its free market strategy back
on track after the embarrassment of having to rena-
tionalize much of the private sector as part of the
bailouts. Nevertheless, Mario Marcel (1989) foresees
in his analysis of the privatization projects that net
fiscal losses will set in after 1989 because the firms
were sold well below their present value and half the
receipts from their sale were allocated to non-
revenue generating uses such as tax reduction? He
also concludes that on balance the privatization
crowded out rather than augmented private invest-
ment, since the privatized companies were acquired
primarily through indebtedness and they have been
channeling most of their profits to cash dividends.

Brazil’s ambitious national privatization pro-
gramme includes safeguards against repeating the
flawed Argentine and Chilean experience. It was in-
troduced by the Collor de Melo government in
March 1990 as part of the more comprehensive Plan
Collor, which also included a macro-stabilization
programme centered on a freeze of private financial

7“Peop]e are not involved”, the ambassador’s wife says.
“And you must remember that anybody who has money is not
an Argentine. Only people who don’t have money are Argen-
tines” (Naipaul, 1980, p. 108).

8 Marlo Marcel, 1989, pp. 5-60. This is the most thorough
ex post study to date of the 1985-88 privatization programme.

assets as well as tax and tariff reforms. The sub-
sequent collapse of the stabilization programme and
the stalemating of the reforms slowed implementa-
tion of the privatization programme, but it is still
moving forward, with the first of the State enter-
prises on the privatization list scheduled to be sold in
Autumn, 1991.°

The safeguards include valuation and bidding
procedures intended to maximize transparency and
minimize corruption, favouritism and monopo-
lization. By law, the receipts can be used only for
debt reduction and social programmes. There is also
a more nationalist tinge to the programme than in the
casc of the Argentine and Chilean privatization.
Foreign capital may purchase 100% of the non-
voting shares, but only 40% of the voting shares.!?

The privatization in Brazil has been surrounded
by less of an ideological brouhaha than in Argentina
and Chile. Its supporters include “neo-structuralists,”
economists of the Left who now contend that since
the State is bankrupt it should sell its industrial assets
and focus on rebuilding the physical and social infta-
structure. Backing also comes from managers of
State enterprises, which had been drained financially
by the central government over the past 12 years. In
the late 1970s they had been forced to borrow abroad
beyond their internal requirements to ease national
foreign exchange shortages, while in the 1980s the
central government made them hold down their
prices in order to dampen inflation, and diverted their
shrunken investible surpluses to the general fiscal
budget. Many frustrated managers therefore hope
that privatizing their enterprises will free them to
raise prices and attract private capital to finance in-
vestments.!! Many private Brazilian industrialists, on
the other hand, while opposed to the expansion of the
State industrial sector, also oppose rolling it back.1?
The belief that the privatization programme will

’A description of the programme and the State enterprises
on the privatization list can be found in BNDES, 1991, BNDES
{Banco Nacional de Desenvolvimento Econdmico e Social) is
the goverament development bank in charge of the privatiza-
tion.

Y These safeguards are embodied in Congressional Law
8031 of April 1990 which authorizes the privatization pro-
gramme.

1 An implicit assumption is that the new private owners
will retain the former State managers,

12This is the position that Antonio Ermiric de Morais, a
highly influential Sio Paulo indusirialist, has been publicly
promoting. My assessment of Brazilian opinion relies heavily
on Schneider (1990) and Castelar Pinheiro and Oliveira Filho
(1991).
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raise aggregate savings and investment is expressed
more fervently by the politicians and financial jour-
nalists who support it than by its advocates among
economists.

There is obviously no. track record yet by which
to test the validity of these views, but there are in-
consistencies which suggest that caution, if not out-
right scepticism, is in order concerning the expected
gains from the Programme. Many of the State enter-
prises are oligopolistic or monopolistic firms which
dominate the supply of key primary and intermediate
industrial materials and services, such as steel, petro-
chemicals, fertilizers, non-ferrous metals, fuels, elec-
tric power and telecommunications. If, when
privatized, they are allowed to raise price margins
freely, costs and prices would be pushed up
throughout the economy. In the original Collor Plan,
this danger was to be averted by the stabilization
programme, import liberalization and tax reforms.
Since these accompaniments have fallen by the way-
side, it is not clear what instruments other. than a
severe monetary squeeze and/or price-wage controls
remain to prevent privatization from injecting addi-
tional inflationary shocks into an economy that is
already teetering on the brink of hyper-inflation. In
Brazil, these two instruments have been associated
with recessions and resurging inflation rather than
surging savings and investment, and there is little
reason to think that privatization will enable the two
instruments, shop-worn from overuse, to produce

better results. At a more general level, the notion that
privatization raises aggregate savings and crowds-in
private investment has a very thin basis in macro-
economic theory: it is possible, but unlikely.!3

The track record on educational expenditure in
Brazil also suggests that the notion that the revenues
from privatization will flow strongly to social pro-
grammes should be taken with a grain of salt,
Deteriorating primary and secondary schools
notwithstanding, over 80% of the central govern-
ment’s shrinking educational budget has been going
to higher education. Virtually all university entrants
come from private schools, as the quality of the pub-
lic schools has fallen too low for them to be able to
prepare their graduates adequately for the stiff
university entrance exams. Since public universities
are tuition-free, the central government has thus been
using most of its educational outlays to provide free
university education for the children of the weal-
thiest 10% of Brazilian families. It need not wait,
therefore, for privatization revenues to augment its
education budget. By charging tuition at its univer-
sities, it could increase the funds available for
schools serving the lower 90% and for the award of
university scholarships based on real need. Although
such a move is widely recognized as sensible and
long-overdue, it is also widely judged to be too hot to
handle politically. What, then, would protect the pri-
vatization revenues from also falling victim to this
lack of political commitment to serving the poor?

The dubious case for minimizing the public sector on
developmental grounds

Latin America is a heterogeneous economic region,
and conjunctural factors are having a varying impact
on the region’s economies. From an economic devel-
opment perspective, however, the economies share
various structural shortcomings that have kept their
productivity and material welfare levels well below
those of the economically advanced economies.
These factors have been extensively analysed in the
literature on late development, and overcoming
them has been the objective of the dirigiste indus-
trialization policies -including import substitution

industrialization— pursued by all the late industriali-
zers in this century, albeit in different combinations
and with varying success.!® If the free market and
privatization drive in the region really represents a
permanent “revolution” in development strategy and
is a basic rejection of the dirigiste path rather than a

BFor a comprehensive assessmeat pointing to this conclu-
sion, see Werneck, 1989, pp. 277-308.

For a more detailed treatment of many of the points
briefly touched on In this sectlon, see Félix, 1989, pp. 1455-
1469.
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limited crisis-driven deviation from that path, it
should have a convincingly superior theoretical para-
digm for guiding such strategy.

The closest to such a normative paradigm is
probably the small competitive open economy
model, which purports to demonstrate that the most
effective way to offset developmental shortcomings
is to give domestic markets full freedom to integrate
with world markets, since this would allow the forces
of competition to “get prices right,” i.e., unify the
internal with the world relative prices of all intema-
tionally traded goods and factors, so that domestic
effective demand is fully met, regardless of short-
falls, by foreign and domestic sourcing in propor-
tions determined by comparative costs and
profitability.

The defects of the model as a comprehensive
paradigm are well recognized in the literature on
economic theory. Even the formulators of free mar-
ket policy in the international financial institutions
and Latin American economic ministries use it more
as a promotional tool to sell policy to the public than
as a serious guide to designing policy. Nevertheless,
since dirigiste policies play up the defects of the
model, it is useful to identify the major faults that
dirigisme is intended to offset.

One is that the model is merely an exercise in
comparative statics. Having no time dimension, it
can offer no insights on processes, policy priorities,
speed of change and other essential policy questions
having to do with dynamic relationships. This flaw
belatedly caught the attention of economists en-
thused by the Argentine, Chilean and Uruguayan free
market programmes of the 1970s, when those econ-
omies crashed in the early 1980s. The crashes
spawned a post mortem debate on the correct se-
quencing of liberalization measures, but although the
debate showed a new awareness among free market
economists that the path to a stable, free market out-
come is narrow and slippery, no consensus was
reached on which sequences of liberalizing reforms
can make it through successfully and which are like-
ly to crash. The debate is on again today, with the
main focus shifted to Eastern Europe. Once again,
the outcome is inconclusive, though a further ana-
Iytic advance has emerged in that some participants
concede that initial conditions in the East European
economies may preclude more than a mixed econ-
omy outcome. This belated recognition of a com-
monplace of the exact sciences —that initial conditions
affect final outcomes as well as transitional paths— is

also a rejection of the claim that the small competi-
tive open economy model is a relevant normative
paradigm for all Third World economies, regardless
of their heterogeneity.

This model’s incompleteness is further mani-
fested by the exclusion of international labour mar-
ket integration from its optimal arrangements or, for
that matter, from its analytic purview. Although ad-
vanced economies closely regulate immigration from
low wage countries, the proponents of free market
restructuring, while vigorously attacking policies that
restrict domestic labour mobility, are singularly silent
about policies that restrict international mobility of
this resource. This reticence is probably because free
international migration opens up a can of worms
with regard to considerations of welfare and of the
limits political stability imposes on the speed and
level of migtation in both emigrating and receiving
regions. 13 .

Price formation is another shaky feature of the
open economy model. Free markets are assumed to
act as pure auction markets, in which trades are made
only at market clearing prices, these “right” prices
appearing to each market agent as parameters that he
is powerless to manipulate in order to improve his
position. This view is at odds with the main thrust of
modern market analysis, in which auction markets
are a relative rarity and firms in the more typical
markets, rather than being passive “price-takers,”
manipuiate prices as part of their market strategy.
Prices as a strategic variable mean not merely that
individual firms have some price-setting power, but
also that announced prices typically have fringes of
side terms —publicized as well as unannounced quan-

ity discounts, rebates, bonuses and penalties— that

may vary between rival firms and discriminate be-
tween classes of clients, thus blurring the operational
meaning of “right prices.” Strategy also implies that
market competition is a bargaining game in which
asymmetries of information and bargaining power
between rival firms and between sellers and buyers
shape the bargaining outcomes.

15 The factor price equalization theorem of static interna-
tional trade theory has been used to make the case that free trade
is an adequate substitute for international labour migrations.
President Salinas is currently trying to persuade U, unions and
other opponents of mass immigration from low-wage regions
that a free trade pact with Mexico would curb the flow of Mexi-
can migrants across the border. For Mexico, however, this theo-
rem as a welfare justification for free trade is no more than a
tattered fig leaf. Even the static conditions required for equali-
zation of relative factor prices have been shown to be too oner-
ous for the theorem to be taken seriously as a policy guide.
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Collective action by Latin American economies
to offset some of these asymmetries dates well back
into the laissez-faire era, taking three main forms.
One was price-fixing agreements between domestic
primary goods producers, with the government
brought in as enforcer during depressed periods
when free riding tended to get out of hand. The inter-
govemnmental commodity agreements of more recent
vintage are extensions that seek to overcome intema-
tional free riding by primary producing countries.

The second form was action to tilt toward the
host country the Ricardian rents associated with
foreign-owned production of primary commodities
for export. Differentially heavier taxation of such
rents dates well back in Latin America: to the taxing
of Peruvian guano in mid-19th century, and that of
Chilean nitrates later in the century. The motivation
was not necessarily developmental. In the Chilean
case the landed oligarchy, then in full control of the
State, substituted nitrate taxes for land taxes, and
spent the tax relief windfall primarily on consump-
tion. Later, the developmental motive for nationaliz-
ing Ricardian rents —to expand the nation’s investible
surplus, elevate skills by requiring foreign firms to
employ and train nationals for technical and manage-
rial positions, etc.— became more prominent. The
consumption motive also persisted, but with some
democratizing of the gains, usually stemming from
political democratization that helped employees of
the foreign firms to induce the State to display neu-
trality or even support with regard to their efforts to
exact higher wages and fringe benefits. Nationalizing
the foreign firms was often the final stage of a pro-
longed struggle over Ricardian rents. It is not clear
why reselling to foreign investors should remove
these rents as a future bone of contention between
investors and the host country.

Ricardian rents, which derive from the disparate
quality and accessibility of natural resources between
countries, also have a dark side with regard to natural
resource-based production inputs: the “Dutch Dis-
ease” to which resource-rich primary exporters are
prone. This term was coined to describe the adverse
effects on the competitiveness of Dutch industry
brought on by the Netherlands’ natural gas export
bonanza in the 1970s. By pushing up the exchange
rate, the gas exports cheapened competitive indus-
trial imports and squeezed industrial exports. In this
case, the “disease” was mild and short-lived, as
Dutch industry was able to draw on its ample tech-
nological and managerial prowess to adjust and

recover. In primary exporters lacking such prowess,
however, the “Dutch Disease” is more chronic and
virulent. It limits the ability of market forces to
diversify the economy during export bonanzas, con-
tributing to the “Growth but not much Development”
outcome characterizing many such export bonanzas.
The potential cures for the “disease” are all interven-
tionist.16

A third form of intervention —the establishment
of government banks in order to lower the cost
and increase the availability of credit to private
borrowers— also dates back in Latin America to the
19th century. Initially these were State mortgage
banks, established at the behest of the landowning
elite to tap the lower-cost London bond market and
relend on generous terms against land as collateral.
In the past half century the gamut of State banking
has been enlarged to provide easier credit for indus-
try, construction, peasant agriculture, etc. Though
usually a response to particularistic demands, there is
a broader theoretical legitimacy to vusing State bank-
ing as a development tool, although this does not
extend to many of the ways it has actually been used.
For reasons inherent in loan contracts, international
financial markets tilt against less-developed econ-
omies, thereby creating. opportunities for collective
action to reduce capital costs.

Such opportunities exist because financial mar-
kets are inherently non-clearing markets, loan con-
tracts being inter-temporal and the future uncertain.
Lenders use various criteria, based ultimately on sub-
jective judgment, to reduce default risk. They screen
borrowers, quantity-ration credit to those that pass
the screening, collateralize loans, appraise spending
and cash flow projections of borrowers, and incor-
porate default risk premia in their lending terms.
Conservative lenders rely more on screening and
credit rationing; risk-taking lenders screen more
loosely but raise the risk premia. The lending terms
also incorporate liquidity premia to protect against
inflation, interest rate changes and other market risks
that raise the opportunity cost of being locked into
long-term loans. Liquidity premia are therefore lower
in financial centers that are rich in specialized in-
stitutions and instruments and have well-developed
resale markets for spreading the liquidity risk in
long-term lending. The greater availability of long-

6Sec Marcelo Diamand, 1972. His special empirical
focus has been the “Dutch Disease” as a deterrent to Argen-
tine industrialization. See, for example, his “Argentina’s Pendu-
lum: Until When?”, in Diamand, 1986.
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term credit and the lower liquidity premia in such
markets relative to those in less developed financial
markels provide the economic rationale for using the
greater visibility of the LDc State in foreign financial
markets in order to overcome informatjonal barriers
that exclude private applicants from less-developed
countries.

Liberating the feeble financial markets of less-
developed countries does not eliminate the tilt, Local
firms continue to incur a higher cost of capital than
their advanced couniry competitors, because high
risk premia still need to be paid in order to keep local
financial capital from draining to the more diversi-
fied and liquid financial centres and to attract loans
from these centres. The motive for using the State as
financial intermediary therefore persists. And in
Latin American countries, where financial asset
holdings are especially highly concentrated,!? this
motive is reinforced by equity concerns. A policy
that strengthens the power of financial capital to
keep domestic interest and tax rates hostage to capi-
tal flight, would augment the already highly concen-
trated wealth and income distribution of the region
and exacerbate its endemic instability.

The acquisition and production of new technol-
ogy, so central to the economic development pro-
cess, also offers important opportunities for
collective action to offset market biases. The intema-
tional market for technology is inherently monopo-
listic and two-tiered. In the top tier are the leading
innovators of each industry: large firms that also
have ample reverse engineering capacity and skills
for replicating the innovations of rival fitms. Such
firms have a mutual incentive to share techno-
logies in order to minimize duplicative technologi-
cal research, preemptive patenting and other costly
stratagems of technological competition. They typi-
cally join in cross-licensing agreements, and or-
ganize joint R & D ventures for sharing costs and
risks of major technology projects. The lower tier
consists of the remaining firms of each industry who,
lacking the innovative threat capability needed to
break into the top tier, have more circumscribed ac-
cess to innovations of the top tier firms, for which
they have to pay monopoly prices.

TRor example, the 1977 Banco de México survey of
household income and expenditure showed that around nine-
tenths of private financial assets were held by the top 10% of
Mexican households. See Martinez Herndndez, 1989,

Since Third World firms are generally in this
lower tier, from the development perspective there
are sound reasons why their governments should try
to improve their terms of access by limiting licensing
fees, untying technology packages, etc. The effec-
tiveness of such efforts has varied greatly. South
Korea has had considerable success (Amsden, 1989),
but the Latin American countries, with the partial
exception of Brazil, have had much less. Indeed, in
their current anxiety to entice foreign investors, Latin
American governments have suspended virtually all
such efforts.

However, the central importance of technologi-
cal progress for sustaining economic development is
uniikely to allow the current submissiveness to the
dictates of the technology producing countries to be
permanent, because heavy dependence on foreign
sourcing of domestic technology retards the ability of
domestic producers to adjust their production pro-
cesses and output mixes flexibly and denies them
and the economy earnings from technological rents.
Using the State to overcome various technology mar-
ket shortcomings that impede the development of in-
digenous innovative capacity has been a prominent
part of the economic history of today’s developed
cconomies, which has given it grudging intellectual
respectability among free market economists. They
accept the theoretical case for State financing of re-
search: i.c., that market forces alone will encourage
only bankable projects (those whose contribution can
be privatized and marketed profitably by the innovat-
ing agent). They also accept the two main theoretical
justifications for protecting and subsidizing new ven-
tures: that learning curves lower production costs and
learning-by-doing stimulates technological innova-
tion. Their argument against interventionist
policies to promote technology is, rather, that for
various political economy reasons governments
are likely to do this badly. The small open economy
model boils down to a second-best development
model, but to them it remains the best in town.

Setting aside political economy complications,
the aforementioned flaws in the small competitive
open economy model imply that, in the language of
complex systems analysis, dirigisme rather than
laissez faire is the pole of attraction toward which
late-developing economies will gravitate if their pol-
icy dynamics are governed primarily by economic
efficiency and a reasonable consensus on growth and
distribution. Dirigisme and mixed economy are, of
course, vague concepis used also to describe the
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policy stance of advanced capitalist economies.
However, the key market biases that work against
late-developing economies mean that the economic
logic rationalizing their dirigisme goes well beyond
the public goods arguments used to support State in-
tervention in advanced economies, and this impels
less developed economies toward a more compre-
hensive economic role for the State than in advanced
economies.

Two political economy complications emphas-
ized by free market economists do, however, roil the
policy dynamics involved in this approach. The first
is that the human capital shortcomings that keep la-
bour productivity in less developed economies rela-
tively low may also be expected to depress the
efficiency of the public bureaucracy. Assigning that
bureaucracy even more comprehensive economic re-
sponsibilities than are required of their advanced
country counterparts is therefore an inconsistent
strategy that is likely to overload the public sector’s
administrative capacity and retard rather than ad-
vance economic development. The second complica-
tion is that interventionist policies tend to be diverted
from their developmental functions and to become
merely protected sources of income for rent-seeking
groups with economic and political influence. To
free market economists, these two forms of govern-
ment shortcomings suffice to offset the market
failures, leaving the small competitive open econ-
omy model with its minimalist State as the guiding
star for developing economies,

The evidence, however, supports only the exist-
ence, and not the sufficiency, of the government
shortcomings. The differences between Asian and
Latin American NICs as regards the scope of their

dirigisme are much too small to account for the
greater macroeconomic stability and accumulation
rates, and lesser technological dependency and in-
come concentration of the Asians (Bianchi, Kagami
and Muiloz, 1989). The inference is that develop-
ment is to an important degree path-dependent, with
institutional and culturat differences in initial condi-
tions between countries accounting for some of the
differences in effectiveness with which similar devel-
opment strategies are being implemented,18

What does this imply for the long term?
One possibility is a paradigmatic stand-off, with
the Latin American elites remaining narrow rent-
seekers and the masses prone to salve their dis-
content at the worsening inequalities with unfeasible
populist quick fixes, in which case neither the
potential of dirigiste development nor the market
efficiency of the free market strategy would be at-
tainable. The other is that as the Lost Decade drags
on, desperation will generate a deeper sense of
commitment to the larger society. In a sort of sym-
bolic Bonfire of the Vanities, the elites will temper
their rent-seeking and tax avoidance and the
masses their quick-fix populism in order to regain
some developmental momentum. Such ennoble-
ment would greatly improve the implementation
of either of the strategies. But since the dirigiste
development approach has much the greater poten-
tial, why should we expect the ennobled Latin
American NICs to settle for the second-best small
competitive open economy alternative?

A path-dependent explanation of the superior perfor-

mance of Asian over Latin American NiCs is given in Félix,
1989.
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The purpose of this study is to analyse the major charac-
teristics and consequences of State-owned enterprise
(soe) reforms in Latin America so as to derive conclu-
sions useful for guiding future reform programmes.
Three countries at different stages of the reform process
were identified for in-depth study: Chile, Mexico and
Argentina. The underlying rationale for SOE reforms in
Latin America has been both economic and political. In
most countries the need to reduce the public sector deficit
was a primary motive for initiating reforms. In Chile,
Mexico and Argentina public sector deficits hit historic
highs in the year prior to the initiation of reforms. Chile
initiated the first major reform of soBs in the region in
1974. A decade later, in 1983, Mexico began its reforms
and has now embarked on a very large-scale reform pro-
gramme. Argentina first initiated reforms in 1976, and in
1989 it announced comprehensive reforms that are now
being impiemented.

Section [ sets the scene for analysing SOE reform by
describing the historical evolution and importance of the
SOE sector in these three countries. Section II analyses the
content and impact of SOE reforms by focusing on five
areas: i) SOE sector strategy and policy, ii) supervisory
and managerial framework, lii) economic policy environ-
ment, iv) restructuring and rehabilitation of individual
SOEs, and v) modifications in ownership scheme. Section
III analyses the impact of reforms on the financial and
economic performance of SOEs and on the budget of the
non-financial public sector and the macroeconomy.

*Staff members of the Public Sector Management Division
of the World Bank.

Introduction

The size of the SOE! sector in Latin America
approximates that found in industrialized countries
and developing countries in general. As of 1988, SOE
value added and investment as a share of GDP was
14.3% in Chile, 12.8% in Mexico and 10.0% in
Argentina. Chile and Mexico tradijtionally have had
larger than average SOE sectors, although, in each
case, one enterprise acoounts for more than half of
the total value-added for the sector.

As a result of the SOE reform process, Chile has
achieved a dramatic reversal in the size and scope of
the SOE sector. This sector’s share of GDP decreased
from almost 40% in 1973 to 14% in 1989. Since the
adoption of reforms in 1974, the government has re-
duced the number of SOEs from 202 in 1973 to only
35 in 1989. Despite the considerable paring down of
the size of the SOE sector in Chile, the sector is still
of vital importance to the economy. CODELCO-CHILE,
the large State copper enterprise, alone produced
over 9% of GDP in 1988,

In Mexico, the SOE sector continuously ex-
panded from the 1920s until the adoption of reforms
in 1983, which reduced the number of SOEs from
1,155 to only 280 in 1990. Like Chile, SOE output
is concentrated in relatively few enterprises. The
“directly controlled” SOEs represented an average of
about 75% of SOE output in 1983-1987.% Further-
more, three economic sectors (petroleum, commerce
and transportation) accounted for 82% of SOE output
during 1983-1987, with PEMEX, the State petroleum
enterprise, alone accounting for 66%.

In Argentina the SOE sector’s share of GDP has
been relatively lower than in either Mexico or Chile,
but it grew from an average of about 7% during the
1970s to 8.5% during the 1980s, despite the govern-
ment’s explicit privatization policy. State-owned en-
terprises in Argentina have been concentrated in

! For the purpose of this stdy, an SOE is defined as an en-
terprise that is majority owned by the government or a govemn-
ment agency and whose primary function is the production and
sale of goods and/or services from which it earns the bulk of its
revenue. Financial, educational, and health sector public enter-
prises are excluded from this analysis.

2 The “directly controlled” SoEs include about 20 of the
largest enterprises operating in the most important economic
sectors, whose revenues and expenditures appear directly in the
budget of the federal government. “Indirecily controlled” SoEs
are controlled via the sectoral ministries and only appear in the
federal budget under transfers.
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three major sectors: hydrocarbons and energy, trans-
port and communications, and industry (primarily
steel and petrochemicals). The 13 largest SOEs con-
tribute over 75% of SOE value-added; and one of
these, the State petroleum enterprise Yacimientos

Petrolfferos Fiscales (YPF) produces about 25% of
the sector’s value-added.® Employment is concen-
trated in the railway company Ferrocarriles Argenti-
nos (FA), which accounts for approximately one-third
of all SOE employees.

The process of SOE reform in Latin America

The focus of this section is the identification and
analytical characterization of the measures that have
been adopted as part of the SOE reform process. Five
key areas of reform are identified and analysed,
drawing on the experiences in Chile, Mexico and
Argentina.

First, this process initially requires changes in
the SOE sector strategy and policy. This implies a
redefinition of the coverage and role of the SOE sec-
tor and modifications in the objectives of individual
State enterprises. In Latin America legal reforms
have generally been necessary for the implementa-
tion of a comprehensive SOE reform programme, €s-
pecially when reforms imply major redefinition of
the scope of the SOE sector. Political consensus is
therefore essential for approval and implementation
of reforms, and lack of consensus can be a major
impediment to the programme’s success.

Second, SOE reform should include changes in
the institutional and managerial framework. Re-
forms should be designed to increase the degree of
managerial and financial autonomy and improve the
system of accountability, so that the responsibilities
and control of supervisory agencies and SOE manage-
ment are clearly defined. Latin American govern-
ments, in general, have retained tight control over
SOE management and have been slow in implement-
ing improvements in performance evaluation and
monitoring systems, which are necessary for expan-
ding the autonomy of these enterprises. This has re-
sulted partly from the need to keep SOEs under tight
budgetary control, but it has also been due to the
government’s desire to maintain the existing power
structure so that it ¢can continue to use SOEs to meet
its own political objectives. Furthermore, the devel-
opment of a performance-based incentive system re-
quires complex legal and institutional changes,
whereas increasing the effectiveness of controls is far

less demanding in terms of managerial and institu-
tional capacity.

Third, changes in the economic policy environ-
ment are necessary not only for providing a stable
macroeconomy, but also for improving competition,
particularly in markets with SOE participation. In
Latin America macroeconomic instability, especially
inflation, has created severe obstacles to the SOE re-
form process. In contrast, persistent macroeconomic
crises have been a source of generalized cultural and
political change that has favoured reform. While
measures to expand competition, such as trade
liberalization, are not a necessary condition for SOE
reform, the extent of the improvements in enterprise
financial performance and efficiency has critically
depended on the impact of such reforms.

Fourth, SOE reform involves restructuring and
rehabilitation of individual SOEs to improve oper-
ational efficiency and financial performance. Such
reforms have both facilitated privatization and
yielded significant improvements in performance of
enterprises that remained in the public sector. Latin
America experience, however, emphasizes the need
for greater linkage between the benefits from restruc-
turing (reduced debt and improved financial posi-
tion) and SOE performance targets in order to
establish the appropriate incentives.

Finally, the reform may include modifications in
ownership scheme. A smaller SOE sector implies con-
centration on activities in which direct public sector
intervention is required, together with increased effi-
ciency of those firms which remain in the SOE sector.
Privatized enterprises are also expected both to
become more efficient and increase tax payments,
During the initial stages of reform in Latin America,

3 Two of Argentina’s largest SOBs, the National Telecom-
munications Company (ENTEL) and Aerol{neas Argentinas, were
privatized in 1990.
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it was primarily small enterprises with little econ-
omic justification for public ownership which were
privatized. Later, privatization programmes were ex-
panded to include larger enterprises, many of which
had been previously defined as strategic.

1. SOE sector strategy and policy

SOE sector strategy is dependent on the country’s
broad view of the appropriate role of the State in the
economy. Until the 1970s Latin American govern-
ments took an increasingly active role in the produc-
tive sectors. Accordingly, State enterprises were seen
as a natural mechanism for promoting economic
growth and stability and achieving social objectives.
In pursuit of these broader economic and social
goals, however, SOEs have often been required to fol-
low multiple and competing objectives: increase
profits, generate employment, promote regional de-
velopment, distribute subsidies, maximize-purchases
in domestic markets, among others. These competing
objectives typically reduced SOE profits, thus requir-
ing governments to finance the resulting deficits, and
fostered economic inefficiency by making it difficult
to evaluate the performance of SOEs and hold their
management accountable. In such a setting, changes
in SOE sector strategy and policy as part of the re-
form process require first, a redefinition of the size
and coverage of the SOE sector, and second, modifi-
cations in the objectives of individual SOEs and of
the overall sector.

The reform programme should establish a set of
transparent, economically efficient objectives for in-
dividual soEs, which explicitly define commercial
and noncommercial goals. If an SOE is considered to
be part of a social programme, this objective should
be clearly defined, the costs carefully estimated, and
financing provided directly via the budget. To the
extent that some social objectives are not best
pursued through SOEs, alternative instruments should
be designed and implemented.

In Mexico, constitutional changes adopted in
1983 established a legal basis for the SOE reform
programme by redefining the areas of government
participation in economic activities. The modified
articles of the Constitution clearly define and limit
the “strategic” areas* in which the government

*The strategic sectors include minting of coins, mail ser-
vice, telegraphs, radio and satellite communications, money
emission, oil extraction, basic petrochemicals, radioactive ma-

terials, nuclear energy generation, electricity generation, and
railways.

can operate exclusively, as well as the “priority”
areas in which the government, together with the
social (e.g., unions, cooperatives) or private sectors,
is expected to participate. The articles leave open the
option for the government to modify the definition of
“priority” sectors in the future, but define specific
criteria necessary for State participation and make it
clear that the government is to play a subsidiary role
in the future promotion of economic development.
Subsequently, in 1986, the Federal Law on Public
Enterprises (FLPE) was adopted, establishing a new
legal framework governing the relationship between
SOEs and regulatory agencies. The regulations and
by-laws for the FLPE define the precise methods and
procedures for operating, managing, controlling and
privatizing the SOEs. Overall, this new framework
allows for greater SOE management autonomy and
clarifies the principles to be followed in setting en-
terprise performance objectives and proceeding with
divestitures.

The flexibility afforded the Mexican govern-
ment to reclassify “priority” sectors and the lack of
an explicit timetable of actions has worked to the
advantage of the reform process. As the necessary
legal framework had been established by the constitu-
tional reform and the new law, the government was
able to start the process of divestiture by a simple ad-
ministrative decision —by reclassifying an enterprise
from priority to nonpriority. The government there-
fore avoided the political and legal infighting which
can impede the reform process. The government
also enjoyed an important degree of freedom in
determining the number and types of SOES to be pri-
vatized and the mechanisms for divestiture.

In the case of Chile, military rule dismantled the
existing legal order and completely changed the gov-
ernment’s definition of the appropriate role of the
State. Soon after taking power in September 1973
the military government adopted an SOE reform pro-
gramme which reflected its support for the restora-
tion of the role of the private sector and reduction in
government intervention in economic activities.
The new government’s SOE sector policy was that
the State should own only the “strategic” enterprises
—those of “vital importance” to the country. All other
State-owned enterprises were to be returned to
their previous owners, in the case of confiscated
businesses,’ or privatized.

sDuring the Allende administration, the govemnment took
control of 259 enterprises, without formal transfer of ownership.
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In Chile, as in Mexico, some degree of latitude
in classifying SOEs and setting a timetable for action
has facilitated the reform process. The notion of
“strategic” or “vitally important” SOEs gradually
changed over the 16 years of military rule, thus
allowing the country’s SOR sector strategy to evolve
with the country’s changing economic position.
In 1978 a list of 19 “filiales fundamentales”
(key subsidiaries) of the government development
corporation (CORFO) was approved, which along
with the enterprises created by law were to remain
under State control. In the mid-1980s the govern-
ment changed its position and decided to sell many
of the core enterprises that had earlier been defined
as “strategic”. These included some of Chile’s large,
traditional SOEs including national monopolies such
as the electricity (ENDESA and others) and telephone
(crc, ENTEL) companies,

In Argentina the government adopted two new
laws in 1989: the Law on Reform of the State and
the Economic Emergency Law. This legislation
empowered the government to reorganize, pri-
vatize or liquidate SOEs; eliminated most SOE sub-
sidies; and suspended the “Buy Argentina” law
(“Compre Argentino™) that had imposed costly re-
strictions on SOE procurement. Unlike the cases of
Chile and Mexico, the new legislation in Argentina
did not explicitly define strategic sectors for gov-
ernment intervention: indeed, those sectors which
in Chile and Mexico were defined as strategic
became the primary candidates for privatization or
concession in Argentina. The need to demonstrate
the government’s commitment to change through
rapid implementation of SOE reform and privat-
ization overcame the need to retain some strategic
sectors under government authority.

In each of the three country experiences re-
viewed above, the SOE reform process has implied
a narrowing of the scope and coverage of the SOE
sector. In Mexico, the sectors defined as strategic
by the Constitution were narrowed and the priority
areas limited. Although the military government in
Chile did not formally or legally redefine the
scope of the SOE sector, some enterprises were im-
plicitly defined as vital to the country and ex-
cluded from the privatization programme. Quite
differently, however, the Argentine government
left open the possibility of privatization in practi-
cally all of the sectors in which SOEs predominate.

The rationale that prevailed in Chile and Mexico,
where enterprises like CODELCO (copper) and
PEMEX (petroleum) continued to be viewed as vital
or strategic SOEs, does not appear to have acted
as a consiraint in defining Argentina’s recent re-
structuring and privatization programme.

In conclusion, the SOE reform experience in
Latin America has shown that the following fac-
tors are important in determining which enter-
prises should remain within the public sector:
i) the question of whether the enterprise controls
or exploits a non-renewable natural resource
whose rent is an important revenue source for the
government: ii) the scale, indivisibility and risk as-
sociated with the investment programme of the
economic sector in which the SOE operates (e.g.,
electric power, or water and sewerage) and the par-
ticular social objectives of the enterprise; iii) the
specific historical or political circumstances of the
enterprise; and iv) whether or not the management
and coordination of productive activities in the
economic sector require the direct participation of
the State.

In all three countries SOE reform has aimed
at creating an institutional and economic environ-
ment in which the central objectives guiding SOE
operations are profitability and efficiency. The ex-
tent to which each country has achieved these
goals depends on the importance given to objec-
tives —social, political, or macroeconomic— which
may be mutually contradictory.

The Chilean government maintained that SOEs
should operate efficiently and be a minimum
burden on fiscal resources. These objectives were
to be achieved by requiring SOEs to: i) cover cur-
rent expenditures and debt service with sales
revenues, ii) finance investments without relying
on government transfers, iii) eliminate redundant
labour, and iv) sell all goods and services at mar-
ket value. While Chile was successful in eliminat-
ing the use of SOEs to achieve social objectives,
the government’s emphasis on reducing the fiscal
burden of soBs and its goal of limiting SOE ex-
pansion may have prevented some SOEs from fully
achieving potential gains in efficiency. The gov-
ernment increasingly required that SOEs transfer
profits to the State, All SOEs created by law, in-
cluding CODELCO, in addition to royalties, must
pay a 40% tax (compared with the 10% paid by
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private companies) on retained profits, and the rest
of their profits (excluding depreciation and debt
amortization) must be transferred to the Central
Government as dividends. The government also
imposed strict limitations on SOE investment in
order to avoid crowding out the private sector.
These restrictions hindered some SOEs from taking
advantage of business opportunities even in areas
where no private initiative existed. For example,
in the sugar industry SOEs were hindered from in-
vesting in order to make full use of by-products.
In the telecommunications industry, investments to
improve quality and expand services were also
constrained.

In the case of Mexico, the government took a
pragmatic approach toward defining SOE objectives:
specific enterprise objectives were determined and
performance targets set based on the situation of the
particular sector and enterprise. Some SOES are still
used as instruments for achieving noncommercial
objectives. For example, the National Staple Food
Company (CONASUPO) responsible for staple food
and grain marketing must meet the social policy ob-
jective of providing basic foodstuffs at “accessible
prices” and distributing them directly to inaccessible
areas. The Federal Electricity Commission (CFE),
which is responsible for generating and distributing
electricity, is required to provide power at below-
market prices as a form of implicit subsidy to private
and public enterprises. These subsidies are then
financed through direct government transfers.
Most enterprises, however, including the largest
one —the State oil company PEMEX— have moved
toward following efficiency objectives.

While the Argentine government has tried to es-
tablish efficiency objectives for SOE operations in the
past, including during the 1976-1982 reforms, it has
frequently needed to retreat from these objectives in
order to meet short-term fiscal and macroeconomic
targets in the face of temporary economic instability.
For example, the government has often levied addi-
tional surcharges and excise taxes on consumer
goods (gasoline, electricity, telephone services) pro-
duced by SOEs as short-term measures to enhance
Treasury revenues or to finance expenditures unre-
lated to soks. Likewise, real SOE output price in-
creases have been temporarily restricted to achieve
anti-inflationary objectives. In addition, during 1978-
1982 SOEs were strongly encouraged to increase their
external borrowing, both to reduce the need for trans-
fers from the Central Government to finance their

deficits and as a means of obtaining foreign ex-
change necessary for defending the domestic cur-
rency. Furthermore, the Argentine government had
long required SOEs to increase employment in order
to meet social policy objectives. The elimination of
redundant labour was a key objective of the 1976
SOE reform programme.

2. Institutional and managerial framework

Reform of the institutional and managerial frame-
work of public enterprises should be made with the
ultimate objectives of increasing the autonomy of
managers to allow them to respond to market press-
ures and changing the system of accountability so
that managers are responsible for SOE performance.
The areas of reform needed to achieve these objec-
tives will generally include: i) improving the organ-
izational and institutional capacity of supervisory
agencies; ii) establishing adequate rules for the
appointment and responsibilities of boards of
directors and SOE managers, iii) instituting effi-
cient procedures in areas subject to government
control (i.e., budgeting, investment, pricing), and
iv) improving mechanisms for monitoring and
evaluating performance. 6

The SOE supervisory framework in Chile was
not significantly altered as a result of the reform
process. The government, however, tightened con-
trol over management and financing, which it
thought necessary in order to achieve a rapid re-
duction in the SOE fiscal burden. In terms of direct
supervisory centrol, Chile has three groups of
SOEs: i) enterprises belonging to CORFO, ii) the
two large mining enterprises (CODELCO and
ENAMI) which report to the Ministry of Mining,
and iii) other public entetprises reporting to vari-
ous sectoral ministries. The sectoral ministries are
responsible for the policy formulation and plan-
ning of their respective branches and influence the
strategy of the SOEs on technical issues, whereas
CORFO exercises greater control over the enter-
prises’ financial and investment policies. The
boards of directors include a mixture of technical
professionals and political appointees. The general
managers are appointed by the supervisory agen-
cies or, in the case of the largest enterprises, the
President of the Republic.

‘A comprehensive examination of the institutional and
managerial framework of SOBs is given in Shirley, 1989c¢.
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Although management develops the business
strategy and plans for the enterprises, annual budgets
and personnel, investment, and financial plans must
be presented for approval to the Ministry of Finance.
The Ministry then relies on the advice of the supervi-
sory agency and the Ministry of Planning and
Cooperation (MIDEPLAN) for budget evaluation, es-
pecially in the area of investment. MIDEPLAN over-
sees the financial and economic justification of all
investment proposals and checks whether they con-
form with the socio-economic programme of the
government. The Chilean government’s predominant
objective of reducing the fiscal burden generated by
sobs overwhelmed all other reform objectives and
led to the formation of this tight system of supervi-
sory control over SOE budgeting, investment and fin-
ance. While these strict controls may have been
needed in the first turbulent years of the reform
period, they later became an obstacle to flexible
and efficient management.

In Mexico the Federal Law on Public Enter-
prises established a legal basis for reform of the
supervisory and managerial framework of SOEs. In
comparison with Chile, Mexico’s system of SOE gov-
ernance consists of a more direct link between supet-
visory agencies and management. Since 1976 public
enterprises have been under the control of the Secto-
ral Secretariats, of which the Secretariats of Energy,
Mines and Public Industry (SEMIP), Telecommunica-
tions and Transport (SCT), and Agriculture and Water
Resources (SARH) control the largest number of SOEs.
In accordance with the new law the relevant sectoral
secretary automatically serves as the chairman of the
board of the SOE or has the power to appoint another
person in his place. The board can vary in size from
5 to 15 members and must contain representatives
from the Secretariats of Finance and Public Credit
(sHcp) and Programming and Budgeting (SPP), plus a
“commissar” from the Office of the Comptroller-
General (SCGF), who has no vote. All other board
members are appointed by the sectoral secretary.

The specific provisions of the new law empower
the board of directors to: i) establish general policy
in accordance with sectoral programmes, ii) approve
initial budgets, iii) set and adjust prices (except
those determined by the Secretariat of Finance and
Public Credit), iv) approve investments and loans,
v) approve salaries of the two management levels
below the board of directors, and vi) approve pro-
curement rules, among others. The responsibilities of
the general managers are also quite broad. They are

empowered to formulate corporate plans and annual
budgets, propose to the board appointments of direct
subordinates, set quality and performance evaluation
controls, and establish agreements with labour,

Although in comparison with the former law
considerable power has been given at the level of the
firm, overall autonomy of SOE management is still
quite limited. The Secretariat of Programming and
Budgeting must review and approve the operating
and investment budgets of SOES which rely on fiscal
resources. Further authority is exercised by the Sec-
retariat of Finance and Public Credit, which approves
foreign loans, sets bank credit ceilings, and, in con-
sultation with the sectoral secretariats, sets prices.
The Office of the Comptroller-General defines ac-
counting and auditing procedures, monitors procure-
ment, and appoints “commissars” to evaluate SOE
financial performance. The Intersecretariat Commit-
tee on Expenditure and Financing (ICEF) was created
in 1985 to resolve issues of public expenditure and
financing and coordinate actions of the Secretariats
of Programming and Budgeting, Finance and Public
Credit, and Office of the Comptroller-General on
SOE issues relevant to the budget and macroecon-
omic stabilization programmes. The Federal Law on
Public Enterprises states that the board of directors is
not allowed to hire or fire workers below second-
level officials, and managers cannot set salaries.
These restrictions deny SOEs the autonomy to com-
pete with firms in the market to hire more qualified
workers,

The supervisory framework for SOEs in Argenti-
na has been constantly evolving, leaving no clearly
defined institutional and procedural responsibilities
among the various government agencies and the
management of the enterprises. Prior to the Menem
Government, the most important SOEs were under the
control of the Ministry of Public Works and Services
(MOsP), which controlled about 90% of revenues,
and the Ministry of Defence. In 1988 the MOsSP
created a “holding company” under the Directorate
of Public Enterprises (DEP) to manage the SOEs under
its control. Doubting its effectiveness, however, the
govermnment soon dissolved the DEP. In addition to
the direct control of the supervisory agencies, annual
SOE budgets had to be approved by the Ministry
of the Economy and the Legal and Technical
Secretariat of the Presidency. The multiplicity of
government agencies created duplication of effort,
lack of effective control, and unclear designation of
responsibilities.
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As a first step in its reform programme, the
Menem Government centralized the financial and
economic management of the SOEs by placing them
under the direct control of the Sub-Secretariat of
Public Enterprises within the Ministry of the Econ-
omy. This Sub-Secretariat assumed responsibilities
for overseeing budget allocation and monitoring per-
formance and was involved in the planning of the
privatizations. Recently, as part of the administrative
reform of the public sector, the MOSP was merged
into the Ministry of the Economy and several secto-
ral Sub-Secretariats are carrying out the functions
previously performed by the Sub-Secretariat of
Public Enterprises.

To assist the ministries in achieving their objec-
tives, the government temporarily suspended the role
of the boards of directors and replaced them with a
single “Interventor”, responsible for managing the
transition of key strategic enterprises prior to their
restructuring or privatization. This temporary in-
crease in direct government control in the initial
stage of reform is similar to the case of Chile, where
one of the first measures of the military government
was to appoint special representatives to temporarily
assume the function of Cro of the public firms.

Increased management autonomy must be bal-
anced with an effective system of performance ac-
countability to ensure that greater power is not
misused. Ideally, supervisory agencies should estab-
lish clear objectives and performance targets for SOE
management, an efficient system for collecting and
reporting the financial statistics of the enterprises,
and a consistent method for evaluating perfor-
mance.’

The SOE reform programme in Chile has lacked
an effective incentive system for SOE management
and mechanisms for evaluating performance. The in-
stitutional capacity of the supervisory agencies, the
quality of the management, and the SOE governance
mechanisms created conditions for enabling perfor-
mance evaluation to become a key aspect of the SOE
reform process. The fact that this did not happen can
be explained by the emphasis given to privatization,
the tight financial controls imposed by restrictive ad-
justment policies, and the political motivation of the
government to keep strict control over SOE actions.

TFor an analysis of successful performance evaluation
systems developed in Pakistan and Korea, see Shirley, 1989a
and 1989b, respectively.

Improvement of the procedures for monitoring
and evaluating SOE performance is a key objective of
the reform programme in Mexico. Under the pro-
posed programme, a Performance Agreement Unit,
attached to the Inter-Secretariat Committee on™ Ex-
penditure and Financing, has been established to
monitor SOE performance. The Unit’s primary task is
to coordinate negotiations with the SOEs on ex ante
annual performance targets, monitor the attainment
of goals, and establish a system for providing
rewards and penalties linked to performance. It also
advises the Intersecretariat Committee on recom-
mendations to the sector secretariats on board
appointments and dismissals based on perfor-
mance evaluations.

Argentina does not yet have an effective system
for monitoring and evaluating SOE performance. The
primary government performance target has been
that SOE budgets must be kept in line with the
Federal Budget, with economic and financial perfor-
mance objectives receiving secondary consideration.
The SOE reform in Argentina during the 1970s made
an effort to increase the ex-post monitoring effort of
SOE finances by establishing the Sindicatura General
de Empresas Publicas (SIGEP), which continues to be
responsible for financial control and audit of SOEs.

3. Economic policy environment

Reform of the economic policy environment affect-
ing SOEs must generally occur at three levels: macro-
economic and structural adjustment policies; SOE
sectoral policies; and policies regarding specific SOEs
or economic activities.

a) Macroeconomic and structural adjustment
policies

Chile, Mexico and Argentina have all experi-
enced highly unstable macroeconomic environ-
ments -characterized by high and variable
inflation, recession, and large external transfers--
over the course of the reform process. Consequent-
ly, each government also implemented an austere
programme of fiscal adjustment, demanding in-
creased financial discipline from the SOEs.

In Mexico and Chile fiscal adjustment policies
led to a sharp fall in SOE investment expenditure. In
Mexico, during the reform period, SOE investment as
a share of GDP was half the level if had been during
1979-1982. In Chile the new military government
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eliminated all transfers from the central government
to SOEs and imposed tight controls on SOE domestic
borrowing. In Argentina, however, despite attempts
at fiscal adjustment, until 1988 the government con-
tinued to support public enterprise investment by
providing SOEs with preferential access to credit
from domestic public banks and international lending
agencies. As a result, during the period 1971-1988
SOE investment declined relatively moderately com-
pared with the rest of the economy. The resulting
dramatic rise in SOE ¢xternal debt, however, con-
tributed to the financial deterioration of the SOEs and
of the public sector as a whole.

With regard to exchange rate policy, for most of
the SOE reform pericd the Chilean government
followed a “realistic” exchange rate policy —one
that reflected market conditions— except for the
1979-1982 period, when priority was given to anti-
inflationary objectives. This policy benefited SOEs
producing tradeables, such as the steel, petroleum,
and mining enterprises. In Mexico exchange rate re-
alignments during the reform period meant an in-
crease in SOE interest costs and higher costs of
imported inputs, thus hurting the financial position of
some SOFS. SOEs oriented towards the export market,
however, gained.

All three countries adopted a policy of trade lib-
eralization during the SOE reform period. In Chile the
opening of the economy created initial challenges for
SOEs producing tradeables. Public enterprises such
as the Compafifa de Acero del Pacffico (CAP), the
State steel-producing enterprise, were particularly
hurt by the increased competition. After a period of
adjustment, however, most enterprises, especially the
export-oriented ones such as CODELCO and ENAMI,
benefited from the improved access to international
markets.

Mexico underwent dramatic trade reform during
the period 1985-1988 which transformed the econ-
omy from one of the most tightly closed in the region
to one of the most open economies. The tariff range
was reduced from 0-100% to 0-20%; official prices
were practically eliminated by December 1987
and import license requirements were drastically
reduced, falling from 83% of total imports in
mid-1985 to 20% in 1988. Liberalization of activities
dominated by SOEs has been carried out more recent-
ly, however, and in some areas restrictions are still in
place. Furthermore, a number of SOE monopolies
still effectively avoid foreign competition through
their pricing policies (domestic prices below import
parity).

Since mid-1987 the Argentine government has
conducted an extensive trade reform programme,
despite a succession of periods of runaway inflation
and disinflation programmes. Prior to this reform the
trade regime was highly restrictive, including a wide
band of import tariffs (0-115%) and export duties
(0-70%), as well as strong product-by-product dis-
crimination through quantitative restrictions (cover-
ing about 50% of domestic production). The reform
was sequenced so as to allow an early export supply
response followed by reductions in import restric-
tions, in order to counter possible adverse bal-
ance of payments implications. After October 1988
the quantitative restrictions were reduced, and
the ad valorem tariff band was narrowed with an
average rate of 18%, while the production coverage
of industrial export taxes was reduced to 30%.

b) SOE sectoral policy

Prior to the implementation of reforms, public
enterprises in each of the three countries benefited
from several kinds of preferential treatment, includ-
ing tax exemptions and rebates, access to credit, cus-
toms duty exemptions, procurement subsidies, and
monopoly and quasi-monopoly rights. These policies
hampered the growth of private firms and protected
SOEs from competitive pressures.

In 1987 the Mexican government adopted a new
income tax law (Ley del Impuesto Sobre la Renta)
that eliminated SOE tax exemptions, except for enter-
prises engaged in social activities. A new procure-
ment and assets administration law (Ley de
Adquisiciones y Prestacién de Servicios Relaciona-
dos con Bienes Inmuebles), approved in 1988, elimi-
nated legal preference for local producers, permitting
SOEs and the public sector to procure and import
goods under competitive procedures, subject only to
the payment of customs duties. The coverage of price
conirols has also been substantially reduced, al-
though a significant number of price controls on
goods and services produced by large SOEs remain.

Beginning in 1974, Chile’s broad system of pref-
erential treatment for SOEs was gradually eliminated.
A major step in this process was the tax reform of
1974 which introduced the value-added tax and other
new taxes collected from both private and public
firms. By the end of the decade the tax and customs
regimes were equalized for public and private firms.
Soon after 1974 most of the monopoly rights of
State-owned companies were abolished, although
some of them (e.g., in power generation and distribu-
tion) were removed only in the early 1980s.
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Argentina has also taken steps to improve the
competitive environment for the SOE sector. In Sep-
tember 1989 the “Buy Argentina” law that had re-
quired enterprises to favour the purchase of
domestically produced inputs through a high pref-
erence margin and a complex approval system was
replaced by a straight preference margin for domestic
suppliers of 5% above the nationalized value of
imported goods.

c) Policies with regard to specific SOEs or economic
activities: pricing and deregulation

From the beginning of its tule the military gov-
ernment in Chile supported a market-based pricing
system that was crucial for reversing the massive
deficits of the State-owned enterprises. Prices for tra-
deables and non-monopolistically produced goods
were to be determined by the market. As the opening
of the economy progressed the government relied
more and more on broader competition. For
example, in air traffic the government introduced an
open sky policy in 1978 permitting free entry, free
competition, and free tariff setting for both public
and private airlines.

In the 1980s separate decree-laws were adopted
defining the basic principles of tariff setting in each
of the areas of monopolistic services: electricity,
water and telephones. The pricing systems defined
by the decree-laws not only make the utility com-
panies profitable, provided they operate with reason-
able efficiency, but they also provide the appropriate
signals for consumers, create the potential for trans-
parent subsidization if the government finds it
necessary, and offer possibilities for private partici-
pation.

Mexico has adopted a less comprehensive
public sector price control reform than Chile, due
to a desire to meet macroeconomic and other ob-
jectives through pricing policy. Pricing policy dur-
ing the SOE reform process can be divided into
two phases: the first, from 1983 to ecarly 1988,
consisted of raising public sector prices faster than
the inflation rate, while the second phase consisted
of near zero growth in public prices as part of a
partial price freeze, in line with an anti-
inflationary policy implemented in 1988-1989.

Mexico, however, has implemented some price
reforms and is expected to accelerate the process in
the future. For example, the State-owned electric
power company, CFE, has changed its tariff structure

to include price differentials for peak and off-peak
service and geographical differences in demand, and
the State telephone company, TELMEX, is also under-
taking a series of reforms in its pricing policy. In
Argentina, SOE price reforms aim at the deregulation
of petroleum and gas, rail freight, and telecommuni-
cations prices. Crude oil and liquid petroleum pro-
duct prices were raised to international levels in
1991, In the telecommunications sector tariffs are to
be tied to inflation. The new rail freight and inter-
urban passenger transport operators are to'set prices
independently, in competition with the trucking and
bus industries, according to their franchise contracts.

In Mexico several deregulation measures affect-
ing specific SOEs have had important effects on in-
creasing domestic competition. For example, in the
hydrocarbon industry, the reclassification of a num-
ber of products from basic petrochemicals (constitu-
tionally reserved for PEMEX) to secondary
petrochemicals has opened the industry for private
Mexican and foreign competition. Adjustments in
domestic 0il product prices to more closely approxi-
mate international prices have also reduced distor-
tions and implicit income loss. Finally, a number of
PEMEX subsidiaries, primarily in distribution, have
been sold.

In Argentina, comprehensive deregulation of the
hydrocarbon sector aims to create equal competition
for private and public companies in all aspects of
production, sales, and distribution of energy re-
sources. The specific reforms include i) liberalization
of nearly all hydrocarbon prices; ii) deregulation
of crude oil purchases and sales, including imports
and exports; iii) enhanced oppottunities for private
sector operations in exploitation and production
areas held by the State-owned oil company (YPF);
iv) reduction in royalties and the replacement of
excise taxes with a single ad valorem tax; and
v) restructuring/privatization of YPF and the State
natural gas company GDE.

4. Restructuring and rehabilitation
of individual SOEs

Inadequate investment, technological obsolescence,
and management deficiencies are some of the prob-
lems encountered at the level of the enterprise. In
Chile, restructuring of individual SOEs has largely
occurred as a step prior to privatization. For
example, in the early 1980s the government decided
to break up ENDESA and CHILECTRA, the country’s
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largest electric power companies, in order to increase
competition among power generating plants and
make possible the future privatization of the sector.
As part of this process, in 1981 CHILECTRA was re-
structured into three enterprises that were later pri-
vatized, while 10 subsidiaries were separated from
ENDESA. Following a financial crisis between 1985
and mid-1987, ENDESA underweni a financial re-
structuring in which it was capitalized by CORFo,
leading to improved financial performance and
paving the way for successful privatization.

in Mexico, the government has implemented re-
organizations of individual SOEs largely through a
generalized system of financial restructuring. Since
1985 the government has carried out such restructur-
ing of 12 soEs through financial restructuring agree-
ments (CRFs), signed between the government and
individual sops. In accordance with these agree-
ments the government absorbed a substantial propor-
tion of the enterprise’s long-term debt and the SOE
agreed to a major reorganization, including the
streamlining of management and activities, as well as
a series of quantified targets on financial and econ-
omic performance, Although in principle the objec-
tive of linking government incentives to the
performance of the enterprises is sound, the results
have been mixed. The problem has been that the
government absorption of debt has occurred all at
once, at the outset of the exercise, while the targeted
results are placed at the end of the period. As a result,
there is no incentive for the SOEs to make a special
effort to accomplish the goals, since debt is
absorbed or the resources transferred regardless of
performance.

The State electric power company (CFE), for
example, signed a CRF agreement with the govern-
ment in 1985. The government agreed to absorb 81%
(US$8.6 billion) of CFE’s foreign and domestic debt,
while CFE agreed to a seties of structural and organ-
izational changes, including specific quantified pro-
ductivity and financial targets as well as expenditure
and inventory rationalization measures. The success
of the agreement has been mixed. The productivity
targets were not in general met, although the gap
between the performance target and outcome had
narrowed by 1988, Operating expenditures per kilo-
watt hour have remained relatively constant, and the
price/cost ratio fell far shott of the targets due to the
lack of tariff adjustments. Since 1990, CFE has under-
taken additional reform measures, including tariff
reforms and action to allow private firms to partici-
pate in the construction of new power plants.

In Argentina, the government adopted a pro-
gramme to reorganize the State oil company YPF, the
largest SOE, into a commercially viable enterprise in
which the government acts as a shareholder (e.g.,
election of directors and monitoring of results). The
board of directors is responsible for strategic plan-
ning of the business group, allocation of financial
resources to individual business units, and monitor-
ing of the group’s economic and financial perfor-
mance. YPF’s previous regulatory role in monitoring
the activities of private companies is discontinued.

The Argentine government’s programme for re-
structuring the railway enterprise (FA) aims at divi-
ding the enterprise into potentially profitable
business sectors to be awarded as long-term conces-
sions to the private sector. The elimination of nones-
sential interurban services and the renegotiation of
labour contracts and staff reductions are primary
goals of the reform. When reforms are completed FA
would cease to have any major direct operating
responsibility.

5. Modifications in the ownership scheme

Modifications in the ownership scheme, mainly
through privatization, represent the most effective
way to rationalize the size of the SOE sector and con-
centrate its activities in areas in which direct State
intervention is required. A well-designed and im-
plemented privatization programme is expected to
increase the efficiency of the privatized companies,
by increasing the autonomy and flexibility of enter-
prise management; to enhance public sector revenue,
both through sales proceeds and reduced transfers to
the SOEs; and to improve the capacity of supervisory
agencies by reducing the size of the SOE sector.
Privatization may be achieved through direct
sale of enterprise assets, sale of shares through
public offer or to a single private party or group,
management/employee buy-out, break-up of an en-
terprise to be sold as individual units, or a combina-
tion of these methods.8 The choice of privatization
method is generally a function of the government’s
reform objectives, the financial condition of the en-
terprise and of the sector of activity, and the specific
characteristics of the country. For example, lack
of sufficiently developed financial markets or
poor financial performance of the SOE may limit

8 See Vuylsteke (1988) for a description of methods and
procedures for privatization, and Nankani (1988) for a case
study on privatization in Chile.



STATE-OWNED ENTERPRISE REFORM IN LATIN AMERICA / A. Martin del Campo and D. Winkler 57

opportunities for sale through public offer of shares.
Direct sales of assets which lead to large reductions
in employment, however, may be politically unpopu-
lar. Management/employee buy-out may be preferred
when reducing concentration of wealth is a govern-
ment reform objective.

a) The evolution of privatization policy

The sequencing of privatizations has been simi-
lar in the three countries. Each country broadened
the scope of privatization goals as reforms pro-
gressed, beginning with the sale of small enterprises
in non-strategic sectors, followed by larger, more
important SOEs.

Since the initiation of SOE reforms in Chile in
1974, the government has consistently followed the
objective of reducing the size and scope of the SOE
sector through privatization. The initial focus of
privatization was on retuming to the private sector
SOEs nationalized by the Allende government.
Between 1974 and 1975, 241 enterprises were re-
turned to their original owners and 50 enterprises
were liquidated by the State development corpora-
tion, cORFO. This period did not involve any actual
process of privatization, as the enterprises were sim-
ply retumed to their legal owners, without any for-
mal estimation of sale value. During the late 1970s
and early 1980s, the objective was to privatize all
enterprises except those in the “strategic sectors”.
During 1975-1982 more than 100 firms were pri-
vatized, primarily involving the sale of commercial
and industrial enterprises and banks and other finan-
cial institutions, most of which were CORFO subsi-
diaries. As a result of the deep economic recession of
1982-1983, the government was forced to renation-
alize about 50 bankrupt firms. This action, however,
did not represent a change in government policy to-
ward State ownership, but rather a pragmatic re-
sponse to a crucial situation, and was followed by
reprivatization of these firms under improved privat-
ization procedures. After 1986 the scope of the pri-
vatization programme was significantly expanded,
both in terms of the value of transactions and the
importance of the enterprises sold. Recent privatiz-
ations include many public utilities (telecommuni-
cations, electric power, water) and other “core”
enterprises. The decision to privatize some of the
“core” enterprises which had previously been
defined as “vital” to the country represented a major
shift in the government’s SOE policy.

Since 1982 Mexico has engaged in a major pro-
gramme to reduce the size and scope of the SOE sec-
tor. Since the programme’s initiation, 706 companies
have been liquidated, sold, merged, or transferred to
local governments. As in Chile, the privatization pro-
gtamme in Mexico initially focused on small and
medium-sized SOEs, but has recently moved toward
privatization of the larger enterprises, including pub-
lic utilities. During the first stage, 1983-1989, the
government privatized those SoEs which had been
created or nationalized during the 1970s and had
little economic or social justification for government
ownership. More recently the government has pri-
vatized some of the largest SOEs.

Although previous SOE reform efforts in Argen-
tina included plans for divestiture, a comprehensive
privatization programme was first undertaken in
1989 by the Menem administration, The 1976-1982
SOE reform programme included the privatization of
approximately 150 small enterprises, most of which
had been acquired in the early 1970s to avoid liqui-
dation and subsequent loss of employment. Few
large SOEs were privatized during this period, how-
ever, due to the belief that some enterprises, espe-
cially those connected with the armed forces, were
strategic, and therefore not eligible for privatization,
and the fear that their sale prices would be low due to
their weak financial position. The government’s new
SOE reform programme has significantly broadened
the scope for privatization to include public utilities
(telecommunications, electricity), railways, and the
hydrocarbon sector, among others. The 1989 Law on
Reform of the State explicitly states which SOEs
are subject to privatization or concession. Rapid im-
plementation of privatizations has been motivated by
the need to raise public confidence by demonstrating
the government’s commitment to reform and change,
since instilling public confidence is crucial for ex-
panding private investment and growth in Argentina.
Furthermore, after the failure of past partial reform
measures, and given the power of vested interests,
radical change (including privatization) is seen as the
only means of effecting reforms in the country.

b) Methods and procedures for privatization

In each of the three countries methods and pro-
cedures for privatization evolved over the course of
the reform process. The governments have adapted
privatization methods to meet the changing econ-
omic conditions, the financial performance of the
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SOESs being sold, and reform objectives. They have
also leamed from their past experience, thus enabling
them to establish more uniform procedures and
employ privatization techniques which yield higher
returns and more evenly distribute the gains.

During the first privatization phase in Chile,
most enterprises were privatized through direct sale
of majority participation in the enterprise. Enter-
prises were generally sold with a 10-20% down pay-
ment, the rest being financed by a direct loan from
CORFO. Although in principle the prospective buyers
were supposed to present solid evidence of financial
solvency, in practice qualifications for participation
in the auctions were fairly easy to satisfy. Further-
more, the simultaneous privatization of enterprises in
the industrial, commercial and financial sectors and
the lack of sufficiently developed domestic capital
markets led to a concentration of ownership of
the newly divested firms in a few financial and
commercial conglomerates with high debt/equity
ratios. These factors contributed to the vulnerability
of the newly privatized enterprises to the forthcom-
ing recession.

Following the economic crisis and subsequent
renationalizations, the renewed privatization effort
had two ancillary goals: diffusion of ownership and
increased capitalization of the enterprises sold. To
diffuse ownership, CORFO gave small investors loans
with a maturity of 15 years and a zero real interest
rate, and required only a 5% down payment. Limits
were placed on the maximum stock ownership of
individual shareholders, while a more selective pre-
qualification process was established for sales to in-
dividual private investors. Specific privatization
methods were developed to ensure widespread stock
ownership, including the sale of shares to private
pension funds and the introduction of public em-
ployee equity schemes which provide incentives to
workers in the privatized enterprises to become
stockholders. In addition, two enterprises —ECOM
(computing services) and EMEL (electricity gener-
ation)— were privatized through 100% employee
buy-outs. Although these employee-targeted pro-
grammes have been important in raising public
support for privatization, however, they represent
a relatively small portion of the total number of
privatications.

%See Hachette (1988) for more on the privatization pro-
cess and the impact of privatizations in Chile during 1974-1985.

The privatization method most frequently used
in Chile has been the sale of shares on the stock
exchange. Shares have been sold both through the
auctioning of large groups of shares and the grad-
ual sale of minor share packages. The latter has
the advantage that it facilitates the use of market
information in determining the sale price. For
example, the privatization of ENDESA was effected
through the transfer of its foreign liabilities to
CORFO in exchange for the subscription of a new
share issue. This operation implied a considerable
transfer of capital from CORFO to ENDESA, thus
drastically reducing the enterprise’s debt/equity
ratio and making the shares more attractive to
potential private buyers.

In Mexico the enterprises privatized during
the first phase, 1983-1989, were mostly small
companies, including hotels, sugar mills, textile
factories, and auto parts manufacturers, among
others. The primary privatization method was di-
rect sale to private Mexican companies or, in some
cases, to trade unions. For example, the hotel in-
dustry was almost completely divested in 1985
through the sale of the Nacional Hotelera chain
to the TURNAL S.A. group. In the textile industry,
90% of the factories were sold to unions and fac-
tory workers. Almost 30 sugar mills have been
either sold or liquidated since 1987, thus reducing
the large financial burden that this highly sub-
sidized sector represented for the government.

The larger size of the recent privatizations in
Mexico has required the development of new
mechanisms for privatization. The sale of SOEs has
been opened to foreign buyers, both due to a lack
of sufficient domestic financial resources and as
a means of promoting direct foreign investment.
In 1990 the government reopened foreign debt
swap operations for both domestic and foreign
buyers. These operations have been limited to
US$1 billion and a maximum of 50% of the sale
price. For enterprises such as TELMEX, the gov-
ernment has employed the method of sales through
the stock market. Furthermore, enterprises in the
fisheries, sugar and capital goods industries are
potential candidates for sale of groups of SOEs
through the stock market.

As the Mexican Government moves towards
the privatization of larger enterprises and monop-
olies, additional problems and constraints must be
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addressed. First, as many of the enterprises are
public sector monopolies or companies operating
in non-competitive markets, price adjustments and
sectoral deregulations must be effected before
transactions are completed in order to ensure that
the privatized enterprises will operate in a com-
petitive environment. For example, in the cases of
TELMEX, SIDERMEX and CONASUPO, price adjust-
ments have resulted in the elimination of cross-
subsidization, with gains in efficiency. Second,
large sOEs are likely to require extensive organiz-
ational, financial and legal restructuring prior to
privatization in order to make them more attractive
to potential buyers and thus increase the financial
return to the government. Third, in the privatiza-
tion of SOEs with a large work force, potential con-
flict with labour unions and employees of the
enterprises must be addressed by the government..

In Argentina during 1976-1982 about 120
small enterprises were sold or liquidated. In addi-
tion to direct government sale of SOEs, two large
government financial organizations, Banco Nacio-
nal de Desarrollo and Caja Nacional de Ahorro y
Seguro, sold shares in enterprises acquired as a
result of loan guarantees and equity subscriptions
in order to provide support for loans to particularly
important investment projects. The two financial
institutions divested themselves of about 200 firms
and reduced their shares in others through the pe-
riodic sale of small share packages on the stock
exchange and invitations for bids on large share
packages. Since the new privatization programme
was announced in September 1989, the govemn-
ment has concentrated its actions in four areas:
telecommunications, airlines, railways and high-
ways.

6. Sequencing of SOE reforms

During the first stage of SOE reform, priority is given
to reducing government transfers to SOEs, estab-
lishing the framework for sustainable reform, and
eliminating small and marketable SOEs. Reduction of
transfers to SOEs is required to support the new mac-
roeconomic policy framework, which in turn will
permit sustained SOE reform. Sharp reductions in
transfers require stringent controls along the lines

adopted by Chile and Argentina in the first phases of
their reforms.

Sustainable SOE reform includes, at a mini-
mum, a consistent and coherent government strate-
gy to improve SOE efficiency and reduce the
government’s role in directly providing goods and
services which could be supplied by the private
market: Chile, Mexico and Argentina all adopted
such strategies early in their comprehensive re-
form efforts. In a democratic setting, this strategy
requires sufficient public support, reflected in
legal or constitutional changes, to ensure conti-
nuity of policies through a difficult adjustment
period.

Finally, effective government financial control
of SOEs requires that the SOE sector be of mana-
geable size. Hence, this first stage of reform in-
cludes the divestiture of smaller SOBEs which can
be easily sold and which appropriately belong in
the private sector in any case. All three countries
reviewed here reduced the number of SOEs early
in their reform processes.

A second stage of reform replaces the stringent
ad hoc SOE expenditure controls with mechanisms to
monitor financial performance and more flexible
procedures to control SOE expenditures, investment
and debt. The most important reform in this second
stage concerns the sectoral policy environment and
includes the elimination of all SOE subsidies, reform
of SOE pricing practices, and deregulation of markets
to increase domestic competition; Chile adopted
such reforms in the late 1970s and early 1980s, and
Mexico has made substantial progress in this direc-
tion. In addition, a number of important SOEs must be
restructured, including transfer of debt to the govern-
ment, both to improve operational efficiency and to
prepare them for privatization. Meanwhile, privatiza-
tion continues, especially for SOEs which operate in
the newly competitive markets.

The final stage of reform entails the replace-
ment of SOE expenditure controls by institutional
changes to ensure autonomy and accountability on
the part of managers and boards of directors, in-
cluding performance contracts, culminating in
completion of the privatization programme. Chile
can be viewed as still being in this third stage of
SOE reform.
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State-owned enterprise performance

The primary objectives of the reform of State-owned
enterprises are to improve the enterprises’ financial
and economic performance and increase their net fis-
cal contribution to the government budget. The at-
tainment of one objective does not necessarily imply
the attainment of the other. Efficiency of the enter-
prise, for example, can be increased at the same time
that its net fiscal contribution declines due to the im-
position of output price controls. Similarly, strict
controls on government transfers to SOEs can in-
crease the net fiscal gain, but may be at the expense
of investment required for efficient production. In
this section we analyse the effects of the reform of
State-owned enterprises on each of these objectives.

Time series data are analysed below for the three
countries for the periods prior to and after the adop-
tion of SOE reform measures. The study attempts,
where possible, to isolate the effects of reform and
non-reform changes, especially changes in market
prices of inputs and outputs. Non-availability of data,
unreliable data resulting from high inflation rates,
definitional differences in the performance indicators
for the three countries, and differences in the compe-
titive environment and time periods in which reforms
were adopted allow for only limited comparison of
efficiency and profitability levels across countries.
We therefore focus our analysis on the comparison of
performance and budgetary trends in the course of
the reform process, with the aim of drawing conclu-
sions on the impact of SOE reform on enterprise pet-
formance that reflect broad differences in the reform
approaches employed in each country.

For each of the three countries, the economic
and financial performance of SOEs and their macro-
economic impact were measured using data for a
sample of SOEs and for the consolidated sector made
up of such enterprises. In the case of Chile, two data
sources were employed to measure economic and
financial performance: a large sample, which in-
cludes 30 SOEs, excluding CODELCO-CHILE, and a
small sample, which includes the six largest SOEs.10
For Mexico, labour productivity indicators for a
sample of 20 “directly controlled” SOEs were used.

10The large sample was obtained by selecting 30 soEs that
remained under government control during 1970-1988.

The Argentine performance indicators are
based on data for the 13 largest SOEs presented by
the Syndicate-General of Public Enterprises (SIGEP).
The budgetary, debt, and investment indicators for
Chile and Argentina are based on data for the con-
solidated SOE sector. For Mexico, macroeconomic
indicators are based on data for both the “directly
controlled” State enterprises and the consolidated
SOE sector. In the cases of Chile and Mexico —where
a single large SOE predominates— some indicators are
presented with and without this enterprise.1*

1. Economic and financial performance

SOE teform policies to eliminate redundant labour
have resulted in substantial increases in labour pro-
ductivity in each of the countries, despite reduced
capital investment. Gains in labour productivity oc-
curred whether reforms were piecemeal or compre-
hensive and whether they emphasized efficiency
improvements or financial performance. Labour pro-
ductivity indices for Chile, Mexico and Argentina
are presented in table 1 and figure 1.

In Chile, output per worker rose steadily in all
the enterprises in the small sample, at an average rate
across firms of 7% per annum during 1975-1988,12
For Chile’s large sample, the ratio of operating
revenues to labour costs (a somewhat weaker
measure of labour productivity) also increased over
the reform period.

In Mexico, as in Chile, there is evidence of in-
creased SOE labour productivity during the reform
period. After a period of falling labour productivity
between 1979 and 1982, it rose sharply as from
1983. By 1988 average value-added per worker in
the “directly controlled” enterprises (excluding
PEMEX) was 48% higher than before the initiation of

1 Chile’s mining enterprise, CODELCO-CHILE, and Mexico's
petroleum enterprise, PEMEX, account for more than 50% of the
SOE sector’s value added in some years, but their performance
fluctuates greatly with changes in output prices.

12 Labour productivity estimates for the small sample ia
Chile are based on physical units of output and the number of
employees and are therefore quite reliable, as they do not re-
quire adjustments for inflation and are not affected by changes
in relative prices.
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Table 1

PERFORMANCE INDICATORS OF STATE-OWNED ENTERPRISES *

Chile Mexico Argentina

1976-1980 1981-1982 1983-1988 1979-1982 1983-1988 1979-1982 1983-1988

Index of !abgur 129.4 184.7 221.0 226.1 285.5 145.0 184.2
productivity (128.5) (190.2) (227.3) (120.4) (134.8)

Financial performance (%):

Operating revenue/ 107.5 112.1 139.7 121.9 132.7 119.0 103.0
operating costs (97.8) (107.9) (134.0) (92.8) (9.9

Net revenue/fixed 42 -1.1 43

assets © (1.1) (-3.0 37D (-6.0) (-3.5)

Interest payments/ 8.1 16.8 12.8 16.2 21.0 9.1 200
operating revenue (10.0) (20.5) (14.5) (13.2) (19.6)

Sources: The data for Chile were taken from the arnual reports of the companies in the small sample; data are not available for some firms
in some years. The data for Mexico were obtained from the Natlonal Institute of Statistics, Geography and Informatics (INEGI) and
the Secretariat of Programming and Budgeting (SPP); data on labour productivity correspond to the State enterprises under “direct
control”, while the rest of the data for Mexico refer to the consolidated SOE sector. The data for Argentina were obtained from the
Syndicate-General for Public Enterprises (SIGEP).

®The data in parentheses exclude PEMEX in the case of Mexico and CODELCO in the case of Chile.

®The index of labour productivity (1975=100) was calculated on the basis of physical units of production per worker in Chile; units of

production at 1970 prices per worker in Argentina, and value-added per worker in Mexico.

© As noted in the text, the figures for the net revenue of consolldated SoEs in Mexico are misleading because of the heavy special taxes

paid by PEMEX to the Central Government, which mean that PEMEX’s profits must equal zero each year. )
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reforms. 13 The sharp decline in our estimated
measure of labour productivity during 1980-1982
may have resulted from social poiicies to maintain or
increase employment, but the measure also may be
distorted due to the relative deterioration in SOE out-
put prices relative to wages during the period.

Eliminating redundant employment and increas-
ing the contracting out of goods and services were
primary objectives of the early SOR reforms initiated
in Argentina in 1976. During 1976-1982 employment
decreased by 31% and real output increased, result-
ing in a 68% increase in output per worker for the 11
largest SOEs. The government’s inability to sustain
labour rationalization policies, especially during the
1981-1982 recession, caused the growth rate of
labour productivity to slow between 1982 and 1985,
but it again picked up after 1985. Furthermore, pro-
ductivity growth occurred despite reductions in capi-
tal investment. From 1975 to 1982 output grew more
rapidly than investment, leading to a decrease in
ICOR from 3.2 to 2.2.14 This increase in labour
productivity suggests that targeted objectives, as part
of a piecemeal reform programme, can increase
economic efficiency.

Improved profitability is an almost universal
goal of public enterprise reform, yet specific re-
form measures have ambiguous effects on opera-
ting costs and net income. On the one hand,
productivity gains, simplified procurement proce-
dures and output price reforms tend to raise SOE
profits. On the other hand, removal of input sub-
sidies, including inputs provided and subsidized by
other SOEs, and the e¢limination of preferen-
tial access to foreign exchange and trade protec-
tion can reduce profits. Furthermore, increased
profitability need not imply similar changes in SOE
efficiency if input and output price controls are in
place. SOE financial performance, therefore, must
be analysed separately from efficiency.

B Productivity estimates are much less reliable in the case
of Mexico than in Chile, as they are obtained by deflating the
nominal valve-added of the SOt by the economy-wide GDP defla-
tor, Problems resulting from relative price changes are particu-
larly important for PEMEX, which has therefore been excluded
from this indicator.

1The incremental capitai/output ratio (Icor) is measured
as cumulative investment divided by the cumulative change in
output. Reductions in ICOR over time can indicate improved
capital productivity, especially if other inputs are stable or de-
creasing over the same period.

The experiences with SOE reform in the three
couniries are consistent with the above charac-
terization. Productivity gains, output price reforms,
and other policies which eliminated discriminatory
treatment of SOEs contributed to overall improve-
ments in financial performance during the reform
period. Improvements in profitability were, however,
not as marked as improvements in labour productiv-
ity or reductions in the fiscal burden, due to the ef-
fects of reform policies which forced SOES to operate
in a more competitive environment. Table 2 presents
financial performance indicators for Chile, Mexico
and Argentina.

In Chile, SOEs experienced moderate growth
in profitability up to 1980, a sharp decline in
1981-1982, and relatively steady growth thereafter.
For the large sample, net income increased by 56%
in real terms from 1974 to 1979.15 The profitability
ratio, defined as the ratio of net income to fixed
assets, which adjusts for changes in capital stock,
also indicates improvements in financial perfor-
mance between 1974 and 1979. For the small
sample, the profitability ratio increased by 90%
between 1976 and 1980, or by almost 70%
if CODELCO-CHILE is excluded.

Beginning in 1981, the financial performance of
the sOEs declined markedly, largely as a result of the
severe economic crisis and the resulting stabilization
policies. The government’s anti-inflationary policy,
which fixed the nominal exchange rate and allowed
for a substantial overvaluation of the peso, con-
tributed to higher input and interest costs during this
period. This policy was especially costly o enter-
prises requiring imported inputs, such as CODELCO.
Reforms in the economic policy environment which
increased competition faced by SOEs may also have
contributed to the temporary decline in SOE perfor-
mance.

Since 1983 the average profitability of Chile’s
six largest SOEs has increased significantly. Improved
financial performance resulted not only from better
operating results, but also from lower interest costs,
relative to the 1981-1982 period. Overall, excepting
the 1981-1982 recession, there have been consistent
improvements in SOE profitability during the public
enterprise reform period.

Y3 Net income is defined as total (operating and non-
operating) revenues minus total costs, including interest pay-
ments and exchange rate adjustments measured in constant
prices.
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Table 2
BUDGETARY INDICATORS OF STATE-OWNED ENTERPRISES *
(Percentages)
Chile Mexico Argentina

1976-1980 1981-1982 1983-1988 1979-1982 1983-1988 1979-1982 1983.-1988

SOEs deficit/GDp® 6.7 5.1
(6.3) (-1.0)

SOEs deficit/public sector

deficit© 36.3

Government transfers 1.4 0.6

to SOES/GDP

Taxes paid by SOEs/GDP 1.0 6.0
(0.5) (2.4)

Investments of SOEs/GDP 30 3.0

External debt of SOEs/GDP ¢ 113

83 L0 1.7 47 45
(-4.6) (2.9) (2.3)
11.2 -18.2 56.1 56.2
- 25 28 1.8 38
8.7 4.4 59
(4.8) (0.8) 0.7
34 7.0 4.1 4.0 29
16.0 20.4 210 20.7 133

Sources: The data for Chile were obtained from Larrafn (1988) and from the Department of the Budget of the Ministry of Finance. The data

for Mexico were taken from the information on public sector finances and public sector production prepared by the National

Institute of Statistics, Geography and Informatics (INEGI), and the data on the public finances prepared by the Secretariat of
Programming and Budgeting (SPP); the data for Argentina were obtained from the Ministry of the Economy.

*The data for Mexico on the deficit, taxes and transfers correspond to the group of SoEs uader direct control; the other data refer to the

consolidated SOE sector, unless ofherwise indicated. The data in parentheses exclude PEMEX in the case of Mexico and the copper

companies in the case of Chile.
bExc]uding taxes and fransfers.

© This ratio is not significant in the later periods in Chile, since the SOEs, and the SOE sector as a whole, fluctuated between deficits and

surpluses, all of them of minor importance.

4 End-of-period figures. The data for Mexico and Chile correspond to the consolidated SOE sector; those for Argentina refer to the 13

biggest SOEs.

In Mexico the average financial performance of
SOEs has improved since the initiation of reforms in
1983. Comparing the reform period with 1979-1982,
for the consolidated SOE sector excluding PEMEX,
operating revenues increased more rapidly than oper-
ating costs.!® Despite improvements, however, the
operating results for the consolidated SOE sector ex-
cluding PEMEX remained negative during the reform
period, largely as a result of price controls that kept
output prices below unit costs, reflecting the govern-
ment’s commitment to maintaining non-commetcial
objectives for some enterprises (€.g., CONASUPO).
The ratio of net income to fixed assets was also
higher during the reform period than during 1979-
1982, but was still negative. A primary source of
increased non-operating costs has been higher inter-
est payments. PEMEX, however, had a large operating
surplus averaging 3.5% of GDP during 1983-1988.
As PEMEX, in addition to regular taxes, is required to
transfer all after-tax revenues to the Central Govern-
ment in the form of special taxes, profit figures for

16 Higher operating costs resulted primarily from increased
non-labour costs, as average personnel expenditures declined by
about 15% between 1979-1982 and 1983-1988.

the consolidated SOE sector including PEMEX are
misleading. If these special tax payments are ex-
cluded, then PEMEX profits more than cover the net
losses of the rest of the consolidated SOE sector
during the reform period.

In Argentina, SOEs achieved a substantial im-
provement in financial petformance during 1976-
1982 following the adoption of reforms. The average
SOE operating surplus, net income, and the ability to
self-finance investment were all higher during 1976-
1982 relative to 1971-1975. The improved operating
surplus is largely attributable to the government’s
policy of eliminating redundant labour and to the de-
cline in real wages, as average personnel expendi-
tures per unit of output declined by nearly one-third
in 1976-1982 compared with 1971-1975. Financial
petformance, however, deteriorated during 1983-
1988. Higher real wages and other input prices and
lags in real output price adjustments, as a result of
anti-inflationary policies, reduced the ratio of opera-
ting revenues to operating costs. Furthermore, SOE
interest payments as a share of operating revenues
more than doubled.
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2. Macroeconomic effects of SOE performance

State-owned enterprise performance plays a critical
role in determining the magnitude of the overall pub-
lic sector deficit, the external debt burden, and the le-
vels of investment and overall economic activity in
the country. SOE reform which focuses on controlling
costs, eliminating price distortions, and reducing net
government transfers in general may be expected to
reduce the SOE deficit, its share of the total public
sector deficit, and the level of financing through ex-
ternal borrowing.

Chile, Mexico and Argentina have all been suc-
cessful in reducing enterprise deficits and net trans-
fers from the central government. The extent of
reduction in each country, however, depended on the
government’s ability to sustain tight controls over
SOE expenditures and financing, the degree of real
output price adjustments, and the impact of macro-
economic instability and external shocks (table 2 and
figure 2).

Throughout the reform process in Chile, SOEs
achieved clear and consistent reductions in SOE
deficits and improvements in net government-SOE
transfers. From an average annual SOE deficit (ex-
cluding taxes and transfers) of 6.7% of GDP during
1970-1973, soEs achieved a 3.8% surplus during
1974-1975, the early years of the SOE reform. The
size of the surplus continued to grow, even during
the 1982-1983 recession, and reached an average
of 9.6% of GDP during 1983-1988. The net con-
tribution (taxes minus transfers) of the consoli-
dated SOE sector to the central government
improved considerably during the reform period,
as shown in figure 2. This improved contribution
from the SOEs to the overall public sector was the
direct result of the government’s policy that
SOEs must transfer a large share of profits to the
government and finance investment through new
loans.

In Mexico during the reform period SOE defi-
cits fell both relative to GDP and as a share of the
overall public sector deficit. The overall deficit for
the directly controlled SOEs reached a peak of 6%
of GDP in 1981, but as a consequence of govern-
ment policy changes it fell to less than 0.5% of
GDP in 1983 and has since been in surplus.

Given Mexico’s complex system of govern-
ment transfers and tax exemptions for SOEs en-
gaged in social activities, and special taxes on

enterprises such as PEMEX, which amount to a di-
rect transfer of profits, the fiscal burden of the
SOES is best analysed by considering net transfers
from the SOEs to the central government (see fig-
ure 2). Excluding the high levels of debt absorp-
tion during 1986-1988, the contribution of the
consolidated SOE sector to the central government
has been positive in every year since 1980. If
PEMEX is excluded, however, the SOE contribution
was negative. Furthermore, the importance of
PEMEX transfers, which are 80% of all tax revenues
received from SOEs, creates the additional problem
that the net fiscal burden of the soEs fluctuates
greatly with changes in petroleum export prices.
For example, due to the fall in international oil
prices, tax revenues from PEMEX declined during
the reform period from a peak of 6.3% of GDP in
1985 to 3.4% in 1988.

SOE investment in Mexico increased greatly dur-
ing the public expenditure boom of the late 1970s,
particularly in the petroleum sector. Investment of
the consolidated SOE sector increased from an
average of 4.5% of GDP during 1970-1978 to 7%
during 1979-1982 (from 3.2% to 3.8%, if PEMEX is
excluded). Deficit reductions during the reform peri-
od have been achieved largely through cuts in invest-
ment, as capital expenditures fell to 4.1% of Gpp
(2.6% excluding PEMEX) during 1983-1988.

In Argentina since 1976, programmes to reduce
fiscal deficits, including deficits of SOEs, have in-
cluded measures to eliminate redundant labour and
adjust SOE output prices to better reflect costs. While
SOEs have achieved gains in labour productivity
through employment reductions, output price adjust-
ments have generally not been sustainable cue to the
highly unstable macroeconomic environment and the
resulting government stabilization measures. As a re-
sult, although the consolidated SOE deficit (excluding
transfers from the central government) was reduced
to 2.8% of GDP in 1977, it rose again to 5.2% of GpP
in 1979 and reached a peak of 6.9% in 1982, largely
as a result of falling real output prices. In recent
years the SOE deficit has gradually declined due to
some cost reductions, but more importantly, due to
cuts in investment. Thus, the SOE deficit fell to 4.3%
of GDP in 1985 and 2.7% in 1987.17

Y The petroleum (YPF) and gas (GDE) enterprises have been
mainly responsible for reductions in the SOE deficit. Since 1986
they have reduced their combined deficit to less than 0.4% of
GDP, compared with more than 2% in 1984.



STATE-OWNED ENTERPRISE REFORM IN LATIN AMERICA / A. Martin del Campo and D. Winkler 65

STATE ENTERPRISES: TAXES AND NET TRANSFERS TO THE STATE
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Conclusions and summary

The comprehensive reform process entails five dis-
tinct areas: i) SOE sectot strategy and policy, ii) the
institutional and managerial framework, iii) the
economic policy environment, iv) rehabilitation of
SoEs, and v) maodifications in SOE ownership. The
experiences of the three countries examined in this
study differ in the timing and emphasis assigned to
these five areas. In Chile the new military govern-
ment in 1973 immediately adopted policies to reduce
the size of the State and promote private develop-
ment, tightly control SOE expenditures and emphas-
ize profits, initiate macroeconomic reforms and trade
liberalization, and return expropriated properties.
Subsequently, the government transferred most SOEs
to a holding company responsible for their super-
vision, deregulated markets to stimulate domestic

competition, legislated trausparent pricing policies,
and restructured companies to prepare them for pri-
vatization.

The reform process in Mexico was slower, part-
ly because of the need to develop political consensus
in favour of it. The reform began in 1983 with con-
stitutional changes redefining the role of the State,
followed by legislative changes in 1986 and imple-
menting regulations in 1990, The Mexican process
was similar to Chile’s in its early emphasis on
macroeconomic reform, trade liberalization and pri-
vatization of small companies and a more gradual in-
troduction of sectoral reforms. However, it differed
significantly from Chile by continuing to emphasize
the social objectives of SOEs and adopting institutional
and management reforms to increase SOE autonomy,
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introduce performance contracts, and institute close
government supervision of SOE performance. Mexico
also followed a policy of SOE restructuring and rehabili-
tation more oriented towards improving SOE oper-
ational efficiency than preparing for divestiture.

Argentina’s SOE reform process went through
two phases: a piecemeal approach from 1976 to
1982, which emphasized reductions in employ-
ment; and a comprehensive approach, initiated in
1989, which is still not completely defined. This
latter process is similar to that of Mexico in its
legislative redefinition of the role of the State and
SOEs, similar to Chile in its attempts to tightly con-
trol SOE expenditures in order to sharply reduce
SOE deficits, and similar to both countries in its
early emphasis on macroeconomic reform and
trade liberalization. Argentina differs from Chile
and Mexico in its efforts early in the reform pro-
cess to privatize the most important SOEs, perhaps
because the credibility of the process depended on
demonstrated efforts to make the most politically
difficult decisions.

The experience of these three countries suggests
a model sequencing of SOE reform policies, which
may vary depending on country circumstances. In
the first stage, the emphasis is on setting the overall
SOE strategy; initiating macroeconomic stabilization
and trade liberalization; adopting ad hoc controls to
ensure significant reductions in SOE deficits; and
selling off those SOEs which can be easily disposed
of. In the second stage, these ad hoc measures are
replaced by performance monitoring and control pro-
cedures; trade liberalization continues and sectoral
policies are reformed, including pricing policies and
market deregulation to increase domestic competi-
tion with SOEs; and larger SOEs are restructured and
divested. In the final stage, strict government con-
trols over remaining SOEs are replaced by institu-
tional changes to ensure autonomy and accountability
on the part of managers and boards of directors, and
the privatization programme is completed.

While data limitations do not permit formal
testing of the effects of specific SOE reforms on
enterprise performance, the three cases examined
in this study permit conclusions about the broader
effects of reform. In all three cases, SOE reform
resulted in big improvements in economic per-
formance as measured in labour productivity,
sometimes even in spite of recession and reduced
capital investment. Gains in labour productivity
occurred whether reforms were piecemeal or
comprehensive and whether reforms emphasized
improvements in efficiency or in financial perfor-
mance.

The evidence from Chile and Mexico shows
a positive relationship between SOE economic and
financial performance. Chile provides evidence
that sustained, comprehensive SOE reform im-
proves financial as well as economic performance
and can generate positive rates of return on fixed
assets. Mexico demonstrates that improvements in
labour productivity and financial performance will
not necessarily generate positive net revenues
(excluding PEMEX, the State oil company) if SOE
reform fails to establish market pricing. Argentina
shows that unsustained reform efforts (1976-1982)
can result in backsliding to worsened financial
performance.

For a variety of reasons, improved SOE econ-
omic performance is not necessarily reflected in
reduced deficits for the consolidated SOE sector.
The tight fiscal controls imposed early on in the
Chilean reform process dramatically converted
SOE deficits into surpluses exceeding 8% of GDP
(5% if CODELCO, the State copper company, is
excluded). A similar transformation occurred in
Mexico, although net of PEMEX the consolidated
SOE deficit remained negative during the reform
period. The Argentine piecemeal reform had little
effect on SOE deficits, which averaged almost 5%
of GDP throughout the reform period.

Bibliography

Hachette, Dominique (1988): “Aspects of privatization:
the case of Chile, 1974-85”, March, mimeo.

Larrain B., Felipe (1988): “Public sector behavior in a
highly indebted country: the contrasting Chilean
experience, 1970-1985", mimeo.

Larrafiaga, Osvaldo (consultant) (1990): E! déficit del
sector piblica y la politica fiscal en Chile,
1978-1987 (1.C/L. 563), Politica fiscal, No. 4,
Santtago, Chile, Economic Commission for Latin
America and the Caribbean (ECLAC), July.



STATE-OWNED ENTERPRISE REFORM IN LATIN AMERICA / A. Martin del Campo and D. Winkler 67

Marcel, Mario (1989); La privatizacién de empresas
piblicas en Chile 1985-88, Notas técnicas
CIEPLAN, No. 125, Santiago, Chile, Economic
Research Corporation for Latin  America
(CIEPLAN), January.

Martinez, J. (1985): “La trayectoria empresarial del
Estado en Chile en el periodo 1970-1983”, Master
Thesis, Santiago, Chile, Universidad de Chile.

Nankani, Helen (1988): Techniques of Privatization of
State-Owned Enterprises. Selected Country Case
Studies, World Bank Technical Paper No. 89,
vol. II, Washington, D. C., World Bank.

Shirley, Mary M. (1989a): Evaluating the Performance
of Public Enterprises in Pakistan, Working Paper,

WPS 160, Washington, D. C., World Bank, Country
Economics Department, March.

—— (1989b): Improving Public Enterprises Performance:
Lessons from South Korea, Working Paper, WPS
312, Washington, D. C., World Bank, Country
Economics Department, October.

— (1989c): The Reform of State-Owned Enterprises:
Lessons from World Bank Lending, Policy and
Research Series, No. 4, Washington, D. C., World
Bank.

Vuylsteke, Charles (1988): Techniques of Privatization of
State-Owned Enterprises. Methods and Implementa-
tion, World Bank Technical Paper, No. 88,
Washington, D. C., World Bank.






CEPAL REVIEW No. 46

The Central
American
entrepreneur
as economic
and social actor
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At the present time, Central American society is faced
with the task of simultaneously furthering a process of
market liberalization and the development and consolida-
tion of political systems of a liberal-democratic nature.
Reconciling the market economic project with the demo-
cratic political project in the conditions of social polariz-
ation prevailing in the region is of course a colossal task.
In it, Central American entreprencurs will have a vitally
important role to play, not only as economic but also as
political actors. For them to be able to contribute to the
quest for a just and effective balance between the market
and democracy, profound changes must take place in the
thinking which guides the actions of entrepreneurs in
Central America, and hence also in the content and orien-
tation of management training programmes in the region.
The challenge facing the entrepreneur is to raise the level
of competitiveness of his enterprise in a changing interna-
tional economic context while at the same time partici-
pating in the process of building national consensus.
Building this consensus involves redefining the participa-
tion of private enterprise, governments, and the various
national political and social actors, within an institutional
framework which fairly reflects the obligations and rights
of each of these. Without this consensus, neither econ-
omic order nor democracy can be possible in Central
America today,

*Assistant Professor of Political Science in the University
of Western Ontario.

Introduction

The utter failure of the socialist experiments in
Eastern Europe and the Soviet Union strengthened
neo-conservative political convictions in the de-
veloped capitalist countries. The Cold War had come
to an end and, said some observers, that marked the
end of history too (Fukuyama, 1991). Liberal democ-
racy had routed socialism, and the market forces had
shown their superiority over the centrally planned
State. The new international order which President
Reagan had promoted during his two terms in the
1980s was beginning to take shape. This new order
received its baptism of fire in the Gulf War, in which
Iraq paid the price not so much of its disrespect for
international law as for the inability of its leaders to
understand that the world had changed. Sadam
Hussein’s tanks crossed the frontier into Kuwait at
the very moment in history in which the rules of in-
tetnational relations and the definitions of good and
evil were being completely revised. What had pre-
viously been perfectly possible was now intolerable.

For Latin America in general and Central
America in particular, the new international order
meant profound changes in the definition of what
was politically possible and impossible, economi-
cally rational and irrational, and socially acceptable
and unacceptable. This does not mean that the
changes in Central American society are merely a
reflection of international conditions. The. intema-
tional context does, however, substantially condition
the formulation of political responses to the internal
tensions and contradictions of these societies. ! Thus,
what is possible, rational and acceptable in Central
America today is liberal democracy and the market
economy, even though, in the conditions of political,
economic and social polarization prevailing in the
countries of the region, the all-inclusive nature of the
political proposal is in open contradiction with the
exclusive nature of the economic proposal.? The
democracy/market proposal bases its logic on the
thinking behind the new international order rather
than on the internal conditions of Central American
society.

For an analysis of the influence of the international
context on the political capacity of Latin American States in the
stage of “post-national capitalism”, see Faletto, 1989, pp. 69-73.
See also Sunkel, 1991, and Tomassini, 1991.

2For an examination of this contradiction in Latin
America, see Calderén-and Dos Santos, 1991, pp. 19-22, and
Faletto, 1989,
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Reconciling the market economic project with
the democratic political project in the midst of the
social polarization displayed by the region is un-
doubtedly a colossal task. In it, Central American
entrepreneurs will have a vitally important role to
play not only as economic but also as political actors,
In this article it is maintained that the contribution of
Central American entrepreneurs to the quest for a fair
and effective balance between the needs of the mar-
ket and those of democracy can only be made if there
are profound changes in the thinking behind the en-
trepreneurial function in Central America and hence
also in the content and orientation of management
training programmes in the region.?

The challenge facing Central American
entreprencurs is basically that of developing the
levels of competitiveness of their enterprises in a
changing international economic context, while
participating in the process of building a minimum
social consensus on the organization of economic
and political life in their countries. Building this
consensus involves redefining the participation of
govemments and of the various political and social
actors within an institutional framework which fairly
reflects the obligations and rights of each of them.
Without building up this consensus, neither econ-
omic order nor democracy are possible in Central
America today.

The new political role of Central American entrepreneurs

To say that the dominant economic groups of the re-
gion have participated throughout the course of his-
tory in the definition of the social, political and
economic systems of the Central American countries
is a statement of the obvious. What is worth pointing
out is that the way in which these groups participate
has changed with time. The pioneering study on the
organization of business associations in Central
America carried out by the Latin American Faculty
of Social Sciences (FLACSO) under the direction of
Edelberto Torres-Rivas notes that it was merchants
who were the first to form organizations for the

For a symposium held in November 1989, the Central
American Institute of Business Administration (INCAE) invited
academics from Latin America and North America to present
papers exploring the necessary features of 2 management model
for Latin America in the twenty-first century. Most of the
papers presented at the symposium coincided in pointingto the
need to promote the political training of entreprencurs in the re-
gion; among them, special mention may be made of “Manage-
ment rationale and practice in Latin America: the challenges of
the coming century”, presented by Andrés Pérez; “The econ-
omic and management structure in Latin America: past, present
and future challenges”, presented by Marvin Taylor; “A man-
agement model for Latin America in the twenty-first century”,
presented by Blasco Pefiaberrera Padilla; “The future of Latin
America and management training”, presented by Femando
Bravo Herrera and Luis Pefiafiel Millén, and “The concept of
administration in management tralning”, presented by Oscar
Johansen Bertoglio.

defence and promotion of their interests. % The first
of these organizations arose in Guatemala in 1884,
National associations of merchants were followed by
associations of industrialists and later of agricultural
and stock-raising entrepreneurs. From the 1950s on-
wards, the organizational development of the Central
American private sector registered advances of great
political importance, since mechanisms began to be
established within each country of the region for co-
ordinating the action of the different organizations
in that sector. The first of these coordination mech-
anisms was the Coordinating Committee of Agricul-
tural, Commercial, Industrial and Financial Associa-
tions of Guatemala (CACIF), which was set up in
Guatemala in 1957. It was followed by the Honduran
Council of Private Enterprise (COHEP) in Honduras;
the National Private Enterprise Association (ANEP) in
El Salvador; the Supreme Council of Private Enter-
prise (COSEP) in Nicaragua, and the Costa Rican
Union of Chambers of Private Enterprise (UCCAEP)
in Costa Rica (FLACSO, 1989, pp. 13-20). These

*Those working in the field of Central American social
sciences have not yet studied in depth the role of private sector
organizations in the formulation of public policies or the run-
ning of national policy. There is a lack of studies such as those
carried out in Argentina by Nun and Lattuada (1991) which ana-
lyse the role of the big agricultural corporations in the Alfonsfn
administration, or the studies on the role of business organiza-
tions during the process of transition to democracy in that
country included in Nun and Portantiero (editors), 1987.
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organizations attained active but indirect participa-
tion in national political processes until the crisis in
the region in the 1970s led them to assume more
openly political roles.

As Gabriel Gaspar Tapia (1989, pp. 22-33)
points out, the situations of domination which
existed in most of the Central American countries
before the crisis were based on the “harmonious rela-
tionship which the various sectors of the dominant
classes established with the armed forces™: relation-
ships which “involved a virtual handover of the run-
ning of the State apparatus by the former to the
latter”. The inability of this domination pact to con-
tain popular demands and the social mobilization
which took place in the countries of the region per-
mitted the emergence of centrist political positions
and projects which offered moderate solutions to the
crisis in the social order. The various United States
governments, from Carter to Bush, saw in these
centrist political positions a possible solution to the
advance of revolutionary movements in Central
America and a way of neutralizing the triumph of
the Sandinista revolution in Nicaragua. In these
circumstances, the parallel promotion of market
economies and political systems of a liberal-
democratic nature rapidly became the line of ac-
tion favoured by Washington in the region. The
effect of this double strategy on the position of the
Central American economic elites was tremendous.
Accustomed as they were to rely on the armed forces

of the region, entrepreneurial circles unexpectedly
found themselves in the midst of a political game
marked by a high degree of uncertainty, while they
also found themselves “lacking effective means of
representation”. Theit response to this situation was
to abandon the supposedly apolitical positions which
they had maintained before and to begin to play an
active role in the political life of their countries. This
change has been expressed, inter alia, in the partici-
pation of leaders of private-enterprise organizations
in the formation and development of political parties
such as the Nationalist Republican Alliance (ARDE)
in El Salvador; in participation in national politics by
academic and research centres linked with private
sector organizations, such as the Salvadorian Foun-
dation for Development and the Central American
Institute of Business Administration (INCAE), and in
open participation by private sector organizations in
areas of discussion which were previously the exclu-
sive reserve of the State, such as foreign policy.

The new political role of the Central American
private sector organizations makes it necessary to
reflect on the thinking behind entrepreneurial
action in the region and, above all, on the capacity
of entrepreneurs to understand and help to solve
the problems raised by the simultaneous promotion
of political regimes of a liberal-democratic nature
and free market economies in countries with high
degrees of social polarization, such as those of
Central America.

The historical context and entrepreneurial theory and practice

The historical context in which enterprises have to
function has conditioned entrepreneurial theory and
practice in the United States, as well as the rational
foundations guiding the content and orientation of
management training programmes in that country.
There are two dimensions in this context. The first is
the existence of an objective social reality which can
be measured and even quantified through such indi-
cators as coefficients of income distribution, mor-
tality rates, indexes of illiteracy, etc. The second is
the existence of a framework of social values
through which this objective reality is interpreted. It
is this framework of values which allows us to define

and differentiate good from evil, justice from injus-
tice, important matters from those of secondary
interest, rational from irrational ideas, efficiency
from inefficiency, and acceptable from unacceptable
situations.

Maintaining social order depends greatly on the
legitimacy of the rules organizing the political and
economic life of a society. In this respect, legitimacy,
as pointed out by Peter L. Berger and Thomas
Luckman (1973, p. 86), is a condition which justifies

¥ For an in-depth analysis of the role of such frameworks
of values in the definition of objective reality, see Berger and
Luckman, 1973,
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the institutional order by providing it with normative
dignity. It is worth noting that speaking of frame-
works of values as determining elements of order
does not mean ignoring the role played by coercion
and violence in the task of establishing and maintain-
ing social stability. If we stress the role of values it is
because, as Jean-Jacques Rousseau (1947, p. 244),
argued two centuries ago, the social order is not
consolidated “until force is transformed into law and
obedience into duty”. That is to say, until the estab-
lishment of a framework of collective values jus-
tifies, dignifies and legitimizes the objective reality
of a society. :

In the United States, both the objective and sub-
jective context of the enterprise have conditioned en-
treprencurial and management thinking in that
country. Something similar is taking place in the
field of social sciences, where the production of
knowledge, and the definition of the role of the so-
cial sciences, have been conditioned by the influence
of the environment in which social scientists carry
out their work. In this respect, it could be said that
knowledge in the field of social sciences is the his-
torical sum of the responses given by social thinkers
to the challenges and crises of their time. Under-
standing the relationship between the historical con-
text, thinking and social practice enables us to
vnderstand how management and entrepreneurial
theory and practice in the United States have been
conditioned by the historical development in that
country of a capitalist economic system and a
democratic-liberal political system. Capitalist econ-
omic principles and values, together with democratic-
liberal political principles and values, constitute the
framework of values which is used in entrepreneurial
and management theory and practice in the United
States and other developed Westem countries in
order to appreciate and interpret the actual conditions
in which the enterprise operates.

The legitimacy attained by these principles and
values helps to explain the level and durability of the
social order in those societies. It is precisely this le-
gitimacy and social order which have permitted the
development in those countries of forms of

®The work of Avguste Comte, for example, can only be
understood as a response to the social crisis brought about by
the French Revolution. Likewise, the work of Karl Marx also
has as its most immediate reference point the social conditions
produced by the Industrial Revotution in Europe in the nine-
teenth century. More recently, the work of the French
philosopher Michel Foucault was influenced by what took
place in France in 1968,

entrepreneurial and management theory and practice
aimed fundamentally at articulating operational tech-
niques and seeking efficiency. Thus, since they arose
in the latter part of the eighteenth century, manage-
ment training programmes in the United States and
other developed capitalist countries have been able
to concentrate on the development and dissemination
of applied management skills, thereby assuming the
existence of a solid framework of values which legit-
imizes the function of the enterprise and guarantees
the social order.” For this reason, the analysis of the
political dimension of the enterprise in management
training programmes is limited to the study of the
relations between the private sector and the govern-
ment or to the study of the power structures within
organizations. Within this tradition, the concept of
conflict has an organizational rather than a social
connotation, That is to say, conflicts as studied in
administrative theory and management analysis are
fundamentally conflicts within the organization,
since the existence of stable contextual conditions is
taken for granted. 8 This also explains why sociologi-
cal, political and philosophical analysis, which is
more oriented towards the understanding of social
change, is not included in most management training
programmes: ? this type of analysis is considered to
be of a speculative nature and divorced from the
“reality” which such programmes take for granted.
It is interesting to note that something similar
occurs in the field of natural sciences. In his classic
work on the structure of scientific revolutions, Tho-
mas Kuhn (1970) shows how the establishment of a
paradigm, that is to say, the legitimation of a theore-
tical view of reality, leads scientists to concentrate
their efforts on developing “normal science”, that is
to say, a type of knowledge which is valid within the
parameters established by the dominant paradigm.
When a new theoretical view of this reality calls into
question the validity of the existing paradigm, the
scientific community is obliged to redefine or con-
firm the fundamental theoretical framework within
which it is to carry on its normal scientific work.

"For a review of the development of management think-
ing, see George Jr., 1968.

s’Sce, for example, Stephenson, 1985 and Wilson, 1985.

% The absence of these subjects is noteworthy, reflecting a
view which still persists even in the midst of the profound pro-
cess of change through which the world is currently passing.
See, for example, Alexander, 1991; Scriven, 1991, and Aranda,
Golen and Breanenstuhl, 1991,



THE CENTRAL AMERICAN ENTREPRENEUR AS ECONOMIC AND SOCIAL ACTOR/ A, Pérez 73

To sum up, we can state three things. Firstly, that
entrepreneurial and management theory and practice
in the developed capitalist countries are the product
of the historical conditions in which the enterprise
operates. Secondly, that entrepreneurial and manage-
ment theory and practice in those countries are the
product and expression of the capitalist and liberal-
democratic development of their societies. Thirdly,
that capitalist and liberal-democratic principles form
the framework of values which permeates and
nourishes the production of management know-how
and defines the attitudes and skills called for in entre-
preneurs and managers. Consequently, it is this same
framework of values which inspires the orientation
and content of management training programmes in
the developed democratic capitalist world. We will
now proceed to analyse management and entrepre-
neurial thinking and practice in Central America.

Using the thinking of Unamuno, Juan Marichal
(1978, p. 24), draws a distinction between “countries
of opiners” and “countries of opinions”. If we apply
this form of thinking, we can say that Latin America
has been a consumer of the political and manage-
ment thinking of Europe and North America,

Central America, like the rest of Latin America,
imported European liberal-democratic thinking in
order to justify its independence and consolidate its
first forms of government. Unlike Europe and North
America, however, it established democratic legal
and institutional structures —at least formally— before
consolidating a capitalist economic structure. It was
only at the end of the nineteenth century that the
export of some products for which there was a de-
mand on international markets made it possible to
initiate economic structures of a capitalist nature in
the region. From that moment on, capitalism and
liberal democracy became, at least formally, the
frameworks of values within which the social, politi-
cal and economic development of the Central Ameti-
can countries took place. Unlike what happened in
Europe and North America, however, this framework
never succeeded in becoming institutionalized and
ensuring the social order. The historical development
of Central America, then, does not correspond to
the “optimistic equation” which associated econ-
omic development with democracy in the history of
the developed capitalist countries (Portantiero, 1982,
p. 97). The potitical and economic systems of
Central America, like those of the rest of Latin
America, have been fundamentally of an exclusive
nature, which explains why the precarious social

order of those countries has often been achieved
through the use of force.

The precarious nature of capitalism and democ-
racy in Central America as frameworks of values ca-
pable of articulating the social order has been noted
and studied on many occasions by social scientists.
This precariousness, however, is virtually ignored in
the management thinking and entrepreneurial prac-
tice of the region. It is also ignored in the pro-
grammes of management training at the graduate and
post-graduate level in the region, which take it for
granted that Central America has the same capitalist
and liberal-democratic framework of values which
forms the basis for the production and dissemination
of entrepreneurial and management thinking in
Europe and North America. These programmes
continue to be carried on with an ahistorical
and reductionist approach which ignores the politi-
cal and social dimension of the crisis through which
the region is passing. 19

In the social sciences, the concept of ahistori-
cism means studying social phenomena without tak-
ing the time varjable into account. 1! Functionalist
anthropology and static economic analysis are other
examples of ahistorical approaches to reality. The
ahistorical approach which prevails in management
training programmes in Central America has
prevented a critical study of the evolution of man-
agement and entrepreneurial thinking in the region.
In an ahistorical approach, management thinking: and
techniques are presented as suprahistorical and di-
vorced from their time context.

Reductionism, for its part, refers to theoretical
approaches which isolate the study of parts of the
overall social reality from the whole to which they
belong (Cashmore and Mullan, 1983, p. 49). In the
reductionist approach adopted in management train-
ing programmes, the study of management principles
and techniques is isolated from the political and so-
cial reality in which they must be applied and used.!2
Thus, it is considered possible and even desirable to

% 3ee, for example, a research project carried out under
the Master’s degree programme in business administration of
the Central American Institute of Business Administration
(INCAE), which emphasizes the need to incorporate political ana-
lysis into management training programmes (De Franco and
Pereira, 1989).

" For an in-depth study of this topic, see De Saussure,
1986.

12 This reductionist approach assumes the universality of
management theory and techniques. For a critique of this ap-
proach, see Yg, 1989a, pp. 3-26.
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study the functioning of the enterprise while ignoting
the analyses and knowledge generated by sociology
and the political sciences. It may be noted that this
attitude of rejection of sociological and political
knowledge is observed not only with regard to mar-
xist political science and sociology, but also with re-
gard to the weberian tradition. It is not a particular
ideological position which is being rejected, but so-
ciological and political analysis in general.

The reductionist and ahistorical orientation of
management training programmes in Central Ameri-
ca results in the training of entrepreneurs and mana-
gers who are technically and administratively
capable but are social and political illiterates. In
other words, they are entrepreneurs and managers
who participate in politics without the theoretical and
analytical capacity needed to understand the social
dynamics within which the enterprise operates; who
are not in a position to adopt a mature critical posi-
tion with regard to the framework of values which
has traditionally guided management thinking and
practice; who do not possess the necessary training
for linking up forms of entrepreneurial thinking and
practice which are adapted to the needs of the region;
and who take it for granted that traditional capitalist
entrepreneurial thinking must be at all times the in-
dependent variable in the equation of social forces
operating in the countries of the region, so that all the
other factors —political regime, social justice, unem-
ployment and income distribution— are dependent
variables which must be adjusted to the entrepreneu-
rial logic. The important thing for this type of man-
ager or entrepreneur who is administratively and
technically capable but socially and politically illite-
rate is to have clear rules that allow enterprises to
operate in accordance with traditional capitalist
thinking. The political and social effects that may
result from the establishment of these rules are not
among their central concerns; nor is the analysis of
such effects part of their professional training. This
helps to explain why, in the historical development
of Latin America in general and Central America in
particular, the political position of entrepreneurs and
managers swings from support for military regimes
to support for democratic regimes and vice versa,
The logic behind these changes is not political, but
fundamentally economic.!3 This malleability of the

Bwith regard to the case of Argentina, see Schvarzer
y Sidicaro, 1988, and with regard to the Chilean case see
Campero, 1988.

political position of Latin American entrepreneurs
and managers represents one of the great perils
looming over the processes aimed at creating juster
and more democratic economic and political orders
in the region.

At present, Central America is experiencing a
climate of democratization. With a greater or lesser
degree of conviction, the entrepreneurial sector in the
Central American countries has expressed its support
for democracy, while at the same time demanding
clear “rules of the game” (De Franco and Pereira,
1989, p. 12; Castillo, 1988, p. 115). This sector
hopes that democracy, superficially understood as a
mere electoral process, can produce the desired
clarity and that the law will create an order which is
favourable for entreprencurial activity. They thus re-
ject the idea that the cause of the crisis in Central
America is not the breakdown of the law, but some-
thing deeper: the collapse of the previous brand of
legitimacy, that is to say, the collapse of the frame-
work of values which in the past permitted the devel-
opment of exclusive economic and political systems.
What Central American entrepreneurs and managers
do not seem to understand is that the definition of
“clear rules” will require the reconstitution of a new
legitimacy. In other words, what the current crisis
demands is the establishment of a social consensus
which will serve as a framework for entrepreneurs
and managers.

In order to grasp the foregoing better, it must
be understood that the concept of democracy in-
cludes two dimensions. Democracy is a mechan-
ism for solving social conflicts, and at the same time
it is a social compact on the functioning and orien-
tation of a nation-State (Dahl, 1956, pp. 132-133;
Rustow, 1970, pp. 350-361; Karl, 1986, p. 10;
Sartori, 1987, pp. 89-92). The effectiveness of
democracy as a mechanism for solving conflicts
depends on the prior existence of a minimum so-
cial consensus on the orientation and functioning
of the political and economic structures of the
country. In the developed West, this social con-
sensus is made up of capitalist economic principles
and liberal-democratic political principles.

It should be noted that the existence of a social
consensus does not mean total absence of conflict.
Real or potential conflict is always present in every
social formation. In those societies which have suc-
ceeded in building up a minimum social consensus
regarding the functioning of their political and
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economic systems, however, the conflicts which
exist are only marginal. Moreover, such marginal or
residual conflict is organized and handled within
an institutional and legal framework which facili-
tates its control,

In this respect, it is important to bear in mind
the distinction drawn by Maurice Duverger (1978,
p. 155) between “conflict within the regime” and
“conflict over the regime”. The first of these situ-
ations refers to the type of conflict which occurs
within a legitimately pre-established legal and in-
stitutional framework. The electoral processes and
competition between the parties in North America
and Western Europe, for example, are conflicts
“within the regime”. What is at stake in these types
of competition is not the basic nature of the political
and economic regime of these societies, but the best
way of preserving and developing this regime.

Conflict “over the regime”, howevet, is that
which tries to answer the question: what regime?
Generally speaking, this type of conflict breaks with
the existing institutional and legal framework, since
it seeks to remodel it (Duverger, 1978, p. 155). It is
important to differentiate between these two types of
conflict in order to evaluate the effectiveness of the
democratic system as a mechanism for solving con-
flicts. In this respect, it is important to understand
that electoral processes do not lead to the solution of
conflicts “over the regime”. Consequently, expecting
electoral exercises to define the rules and provide the
social stability demanded by entrepreneurs means ig-
noring the history of the Western world which gave

rise to democracy and universal suffrage. In this re-
spect, the history of the West clearly shows that the
building of a social consensus has always preceded
the application of democratic political technology
(Macpherson, 1980; Girvetz, 1973; Di Palma, 1986;
Nun, 1986).

The point which it is desired to get across
through this brief analysis of the nature of democ-
racy is that the definition of the social order which
the Central American entrepreneurial sector demands
when it calls for clarity in the “rules of the game”
will not result automatically from the application of
democratic electoral technology nor other formal
democratic instruments. The definition of a clear and
durable social order must be the result of the building
of a social consensus, From this viewpoint, democ-
racy must be understood as “the consensual political
system which is capable of settling in a civilized
manner the social and political conflicts which the
dynamics of democracy itself are creating” (Torres-
Rivas, 1990, p. 128), The possibility of building up
this consensual political system will depend greatly
on the capacity of entrepreneurs and managers to un-
derstand the social dynamics affecting the enterprise
in the unstable Central America of today, and to ad-
just and respond to these dynamics. Insisting on the
establishment of “rules of the game” and taking it for
granted that traditional entrepreneurial thinking is the
independent variable in the conflict and crisis of
these countries is to ignore the high levels of expec-
tations, politicization and mobilization of the popular
sectors in the region.

Management training programmes and the challenges of the 1990s

In the 1990s, Central American private enter-
prise will be facing unprecedented challenges.
These will include the redefinition of the rules
of international trade and the emergence of en-
trepreneurial forces in Eastern Europe and the
former Soviet Union which will compete with
Latin American private enterprise for transna-
tional capital. Without any doubt, these new

conditions will be a challenge to the creativity.

and inventiveness of the leaders of the region’s
enterprises. The most important challenge to

Central American entrepreneurs in the 1990s, how-
ever, will be that of facing up to evolving interna-
tional economic and political realities and at the
same time coping with a crisis of a political nature in
their own society. As Celso Garrido (1988, p. 12)
notes, the situation of Latin American enterprises “is
deeply marked by the weight of transnationalizing
economic phenomena and forces”, although “it must
be remembered that those tensions must necessarily
be synthesized and solved in the national political
dimension”.
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The Central American entreprencur of the
1990s will have to raise the level of competitive-
ness of his enterprise in a changing international
economic context, while participating in the pro-
cess of building national consensus. Arguments
could be put forward in the opposite sense, holding
that the role of the entrepreneur is only to raise
the level of competitiveness of his enterprise, and
that it is the government’s job to guarantce the
social order, promote the liberalization of the
economy, and stave off the social demands of the
popular sectors. Indeed, this does seem to be the
prevailing attitude in the most backward sectors
of Central American entrepreneurs, and it is with-
out a doubt the easiest yet most dangerous re-
sponse to a problem which has deep and complex
roots. It amounts to taking it for granted that the
market forces will save us from the abyss: that
this time they really will prove capable of rescuing
us from the crisis. Believing this, however, is like
wagering on the occurrence of a historical miracle.
It means jumping out into the future with one’s
eyes blindfolded and one’s fingers crossed, for
there is absolutely nothing to suggest that tradi-
tional capitalist entrepreneurial thinking, which
was not capable of giving this result even in times
of relative prosperity, can attain it at a time when
the external debt, population growth and the reor-
ganization of the international economic and pol-
itical system make us weaker than ever.

In this sense, the economicistic type of calcula-
tion which is behind this management attitude in-
volves a tremendous error: it assumes the passivity
of the human element and the existence of national
economies which are mere abstractions, where such
considerations as hunger and desperation simply do
not count as valid variables. If we accept that the
challenge to Central American managers in this de-
cade is to develop the international competitiveness
of their enterprises while at the same time helping to
build a national consensus, we must also accept the
urgent need to form a new type of manager and a
new type of entrepreneurial thinking. The skills and
attitudes of these new entrepreneurs and managers
must include, inter alia, sensitiveness and capacity to
understand the dynamics of the social, political and
economic forces of the environment in which they
operate. In order to develop these attitudes and skills
it will be essential to abandon the instrumental and
operational criteria on the basis of which Central

American entrepreneurs and managers have operated
so far, and to redefine the thinking which guides their
activities in order to adapt it to the needs and charac-
teristics of the crisis through which the region is pas-
sing. In this process, education and management
training programmes are called upon to play an ex-
tremely important role. The complete remodelling of
management and entrepreneurial theory and practice
in Central America, which we have emphasized as
indispensable in this article, will make it necessary to
review the conceptual bases of the objectives and
content of such training programmes. The basic prin-
ciple in this review will be the need to orient such
training towards the development of a type of entre-
preneurial thinking which will make it possible to
respond to the crisis of the region. In other words,
the Latin American manager of the twenty-first cen-
tury must be a social scientist with management gifts
and skills.

The reorientation of the objectives of manage-
ment training programmes must be accompanied
by a profound revision of the content of such pro-
grammes, the aim being not to do away with the
technical and practical orientation of management
training, but to locate it within a suitable theore-
tical framework. It is precisely this kind of com-
bined practical and theoretical training which can
give rise to the bases and principles for a new type
of Latin American entrepreneurial and manage-
ment thinking,

The incorporation of such a theoretical compo-
nent in management training programmes can be
achieved in two ways. The first is the inclusion in
such programmes of the systematic study and explor-
ation of social, political and philosophical issues.
The second is the inclusion of a critical perspective
in some of the courses which normally form part of
such programmes.

In order to advance using the first of these
ways, it is necessary to identify issues and prob-
lems which can act as nuclei around which courses
and research activities can be organized. In this
respect, two items immediately come to mind. The
first of them is the subject of the State, on which
it is possible to identify a set of issues which
are important for understanding the crisis in the
social order in Central America and which would
make it possible to tackle such aspects as global-
ization, social formation, the State apparatus and
the enterprise; legality, legitimacy and the social
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order; institutionalization and social change, etc.
The second item is the evolution of political and
economic thinking in the advanced capitalist coun-
tries and in Latin America, the study of which can
help to create a critical mentality vis-@-vis the con-
ditions and forces that explain social development
in the region. It is important that the items referred
to above should be exploted taking a broad ap-
proach: that is to say, from the standpoint of the
three great paradigms that form the basis for mod-
ern social sciences. We refer, of course, to the
critical use of the pluralistic, elitist, and class para-
digms, together with their various derivations and
combinations.

In order to make use of the second way, it is
necessary to bring a historical and social perspec-
tive into the study of management thinking and
technique. Thus, for example, the evolution of the
theory of organization, together with the develop-
ment and application of techniques for formulat-
ing, executing and evaluating policies and
programmes, should be studied as phenomena which
are conditioned by concrete social and historical

situations. Studying them in this way would make
it possible to develop in the management students
the necessary capacity to transfer, adapt or reject
those elements of management and entrepreneurial
thinking and practice which are not in keeping
with the real situation in the region.

In the 1990s, Central American entrepreneurs
and managers will have two possible roads before
them: to place an enormous dose of faith in the ine-
vitability of the traditional thinking which has guided
management and entreprencurial practice in Central
America so far, or to assume with full awareness and
responsibility the task of participating in the solution
of the crisis connected with the legitimacy of the
political order in the region. In order to take the first
of these roads, what is needed is boundless con-
fidence, luck and, in the worst event, the collabora-
tion of brute force in order to control all the growing
social demands. In order to take the second road,
what is needed is sensitivity and the capacity to de-
velop a new type of management and entrepreneurial
thinking which will facilitate the building of just and
free societies.
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Why are men
so irresponsible?

Rubén Kaztman*

This article seeks to amswer the question posed in the
title, which refers in particular to men in the lower-class
urban sectors. The statistics reflect a type of behaviour
marked by an avoidance of the obligations connected
with the formation and maintenance of a family, leading
to an increase in rates of illegitimacy, in the proportion of
adolescent pregnancies, and in the rates of abandonment
of families with children.

In order to seck an answer to these questions, vari-
ous structural changes in Latin America which may have
influenced this type of behaviour are analysed. The main
changes which have taken place in family systems have
undoubtedly played a role in this; in particular, these
changes have affected the position of men in lower—class
urban families. Among the factors analysed are the
changes which have taken place in the man’s role as
breadwinner and model for the new generations, and male
supremacy as a value.

The article concludes that a substantial proportion
of the population in question are simply not fitted o play
the roles of husband and father. This anomic situation
gives rise to a vicious circle in which the failure to com-
ply with the obligations associated with these roles
weakens the man’s authority within the family, and this
in turn helps to speed up his abandonment of those obli-
gations.

*Principal Social Affairs Officer, ECLAC Social Develop-
ment Division.

Introduction

At an informal meeting attended by ECLAC profes-
sionals, a high official of the United Nations Popu-
lation Fund described the main problems
encountered in her field of work and concluded her
statement with the question which serves as the
title of this article. This question, which refers in
particular to men in the lower-class urban sectors,
arises from the information built up on a type of
behaviour which involves avoidance of the obliga-
tions associated with the formation and mainten-
ance of a family and is refiected in an increase in
rates of illegitimacy, in the proportion of adoles-
cent pregnancies, and in rates of abandonment of
families with children.

I
Biases in family studies

The question posed in the title of this article is very
useful, because it stimulates a search for information
on recent changes in the situation of men and the im-
pact of such changes on the formation and organiza-
tion of the family. It seems to me that this question
has been partly overshadowed in recent decades be-
cause academics and those responsible for social
policies have shifted their attention mainly to the
situation of women. Naturally, there have been
ample reasons justifying this shift. One of them was
the increasingly visible contrast between the equali-
tarian ideologies which have prevailed in the
Westem world and the real-life discrimination
suffered by women in important sectors of social life.
Another was the increased responsibilities which
women had to assume in the biological and social re-
production of their families because of the desertion
of the man of the house or the need to contribute to
family income affected by serious economic crises.
Yet another reason was the growing evidence that
where women were the heads of families, this was
associated with the inter-generational transmission of
poverty and hence with the establishment of still
more inequitable social structures.

The concern with the situation of women has
had significant consequences with regard to the lines
followed by research and the design of policies con-
cerning the family, At the academic level, there has
been a proliferation of studies on this subject
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based on the story of women’s lives, analysis of the
evolution of the relative number and living condi-
tions of unmarried adolescent mothers and lone
women heads of households, and descriptions of
their situation as compared with that of married
women. Indeed, in recent years there has been a kind
of identification between studies of women and those
of the family. An example of this may be seen from
a review of the literature on the family in Latin
America catried out for UNESCO by Ana Jusid
(1988). Of the 204 titles in the review, 52 contained
references to the situation of women or motherhood,
while only two refer to men or fatherhood.

Studies aimed at understanding the objective
conditions and subjective content of the lives of
wives and mothers have undoubtedly helped to gain
a better understanding of the evolution of the struc-
ture and functioning of the family. The bias which
is implicit in this approach enjoys historical legitim-
acy, and economic and social change has indeed
caused women to be increasingly the “apex of family
organization” (Raczynski and Serrano, 1985, p. 108).
I nevertheless believe, however, that all this does not
in itself justify the present concentration of family
studies on the situation of women, and 1 feel that

research and the compilation of data for policy for-
mulation should be oriented rather towards gaining a
fuller knowledge of the processes of family disorgan-
ization which lead to such results. In this respect, it is
maintained in the present article that the most im-
portant immediate cause of family disorganization is
the situation of social anomy which particularly af-
fects men in lower<class urban sectors and which is
characterized by a marked imbalance between the
objectives defined by the prevailing culture for adult
male roles in the family, on the one hand, and the
access to legitimate means for fulfilling them, on the
other. Recent publications on the family in the region
only reflect this problem very inadequately. Indeed,
anyone who has gone through the above-mentioned
bibliography can confirm how difficult it is to find
studies which deal with the male point of view on
problems connected with the formation and consoli-
dation of a family. Consequently, very little is known
of the conditions under which men accept or reject
the obligations connected with stable fulfilment of
their roles of husband and father.

Let us now take a quick look at some of the
structural changes which may have influenced this
situation of social anomy in Latin America.

Changes in family systems

A distinctive feature of Latin American societies is
the relative rapidity with which they undergo econ-
omic and social changes that have important effects
on family organization. A brief comparison with
what happened in the countries of early industrializ-
ation may help to make this statement clearer. The

LA similar symbiosis seems to exist at the level of social
policies. Many of those aimed at relieving or eradicating
poverty centre on the mother/child aspect. Strong encourage-
ment has been given to the establishment of mothers’ centres in
local communities for taking care of programmes for communal
kitchens, child care, training and the promotion of household
micro enterprises, health control, community organization of
purchases of consumer goods, etc. It is quite true that these pro-
grammes do have the virtue of correcting the traditional male
bias of social policies and tacitly or explicitly recognizing that
women are tending, cither because of abandonment by men or
because of serious shortcomings in the man’s role as main
breadwinner of the household, to assume a growing burden of
responsibilities for the everyday maintenance of the family and
the biological and social development of the children.

system of family production which predominated in

. the latter countries for many centuries was charac-

terized by the coexistence of activities of consump-
tion and production in the household and by a pattern
of high-density interaction based on a form of mutual
dependence which was favoured by the relative geo-
graphical isolation. The head of the household com-
bined the roles of main breadwinner, manager of the
collective enterprise, and transmitter of techniques
and skills which ensuted that his children would be
able to reproduce the family form of life in condi-
tions of extremely slow social and technical change.

The decline of this system coincided with the
appearance and spread of the Industrial Revolution.
The agricultural labour force was the biggest social
group up to 1830 in England and up to 1907 in the
United States (Davis, 1984, p. 402), but both before
and after these dates there were movements from
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quasi-subsistence work in agriculture and from
handicraft-type domestic production workshops to
wage-earning jobs in industry. Compared with the
rate at which similar changes took place in the coun-
tries which are currently underdeveloped, those
changes were slow and gradual, thus permitting the
emergence of some intermediate organizational
forms which reduced the impact on the family of the
fact of separating the household from the workplace.
This was so, for example, in the cotton textile fac-
tories in England in the late eighteenth and early
nineteenth century. In these enterprises, accotding to
Smelser (1968), whole families were hired, thus
making it possible to preserve for some time the fa-
thers’ faculty of training their children and supervis-
ing their work in industry.2 Data on changes in the
composition of the economically active population in
France since the beginning of the century also show
a slow and gradual reduction in the “family labour
system” (Przeworsky, Barnett and Underhill, 1980).
The relative slowness with which production techno-
logies and new forms of organization of economic

activities were introduced provided a breathing space
of several generations during which people were able
to adjust their patterns of family behaviour to the
new conditions. This made it possible to consolidate
the assignment of specifically working roles outside
the home to the men, and specifically domestic roles
to the women (the breadwinner system).

Something similar happened in the case of the
transition to what K. Davis calls the “equality sys-
tem”, characterized by the fact that both spouses
work. At a recent seminar of the International Social
Security Association (Hoskins, 1990), many of the
participants from industrialized countries concurred
that the 1960s marked a tuming point in the history
of the family, in that the breadwinner system ceased
to be the prevailing rule. The rates of participation of
married women indicated that in most families both
spouses had entered the labour force. In the United
States, for example, these rates rose by an average of
approximately one percentage point per year since
the end of the Second World War, and in 1990 only
5% of families continued to follow the old pattern.

General features of the changes in Latin American family structures

In Latin America the rate of change was much
slower. Even in the middle of the present certury,
55% of the population of 19 Latin American coun-
tries still lived in rurai areas, and their main source of
income was agricultural activities. By 1990, how-
ever, the figure had gone down to 18% for the same
group of countries (United Nations, 1985). In order
to understand the effects of this rapid process of ur-
banization on family structures it is necessary to take
into account some features of the particular moment
in history when these great transfers of population
took place. I refer in particular to the type of organ-
ization which predominates in urban production acti-
vities and the degree of expansion of the mass media.

With regard to the first of these points, it may be
said that with very few exceptions, the industrial,

2Smelser examines the relationship between workers’ pro-
tests of the time and the process whereby the family was losing
some of its traditional functions in the socialization of children.

commercial and services enterprises whose estab-
lishment coincided with the stages of rapid ur-
banization mostly adopted non-family forms of
organization, in line with the technology and organ-
ization of the production of inputs for the various
economic activities which predominated at that time.
The result was a transfer of workers from family
enterprises 10 non-family enterprises, and the faster
and more recent the process of urbanization, the
more intensive this tra,sfer was. With regard to the
second point, in most of the countries the great
movements to the cities also coincided with notable
changes in the coverage and content of the messages
of the mass media. This gave rise to a “demonstra-
tion effect” of the forms and styles of life of the
industrialized societies, which profoundly changed
the aspirations and expectations of the masses. In this
context, the adjustment of family structures to the
new circumstances was subject to contradictory
pressures, particularly in migrant families. On the
one hand, the inertia of traditional cultural patterns
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and the transfer of rural patterns of fertility to the
cities favoured the mainienance of women in the
home and the type of family division of labour de-
scribed earlier. On the other hand, the difficulties in
satisfying the rising aspirations of access to various
elements of well-being by the family members made
it necessary that women should contribute in some

way to the insufficient household income. Thus, in a
complex combination of cause and effect, in which
advances in education played a central role, fertility
went down very rapidly in recent years, increasing
the availability of married women for work outside
the home and hence also the possibility that both
spouses in a family would be in the labour market,

Weakening of the authority of husbands and fathers in
lower-class urban sectors

The distribution of power within lower-class urban
families is of a macho and authoritarian nature, justi-
fied by “natural” privileges of the male sex and the
very limited opportunities for discussing decisions.
The legitimacy of this power is based on the force of
traditional values and the fulfilment of the roles laid
down by them. This concept of the intra-family dis-
tribution of power was simultaneously under attack
from three angles, however: i) through the inability
of men to fulfil their role of acting as the sole or
main breadwinner to satisfy their families’ needs;
ii) through the weakening of the father image as a
model for the new generations, and iii) through the
action of ideological currents advocating greater
equality of the sexes and thus questioning macho-
authoritarian values.

1. The role of breadwinner

- In a study carried out in Chile on a sample of women
from lower-class urban strata, it is noted that the ful-
filment of the economic obligations of the husband is
of fundamental importance in determining the
women’s assessment of his performance in the
family (Raczynski and Serrano, 1985). This fulfil-
ment is assessed as a function of the degree to which
the consumption needs and aspirations of the family
members have been satisfied. These needs and aspir-
ations have undergone significant changes through
the rapid expansion of the mass media, and they have
also increased through the longer schooling of the
children and their later incorporation into the labour
market, which prolongs their dependent status.

The crisis of the 1980s reduced wages, increased
unemployment and drove substantial sections of the

population into activities which were less productive,
less stable and less covered by social benefits, thus
helping to undermine the capacity of men in
lower-class urban strata to satisfy the basic needs
and growing consumption expectations of their
families. One indicator of this is the increase in the
proportion of households with incomes below the
poverty line. This increase, however, conceals the
fact that many households are able to escape from
poverty through the work of other household mem-
bers and especially the wife.

An analysis of information on six cities (Buenos
Aires, Sio Paulo, Bogot4, San Jos€, Montevideo and
Caracas) shows that during the 1980s there was a
considerable increase in the participation of married
women and common-law wives in the labour force
(in the second half of the decade this rate varied
between 40% and 60% in these cities), 3 and this was
particularly marked in the case of mothers between
25 and 39 years of age with children under five years
of age in nuclear families (at the end of the period,
their participation rate was between 33% and 57%).
We do not know how far this tendency reflects what
happened in the lower-class urban strata, but a study
cartied out in Montevideo confirms that if it had not
been for the participation of wives in the labour
force, the percentage of poor households in 1981,
1984 and 1987 would have been between two and
three times greater (Kaztman, 1988). Everything
seems to indicate that many men in lower-class
urban sectors were under heavy pressure to give up

it may be noted that these rates are similar fo those regis-
tered by married women in a number of industrialized countries
in the 1970s (United Nations, 1979).
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their role of sole breadwinner. The fact that in most
cases they did so against their will is reflected in the
repeated comments registered in interviews of wives
on the resistance they had to overcome in order to go
out to work (Raczynski and Serrano, 1985; Cortézar,
1977; De Oliveira and Garcfa, 1991, p. 11, and
Mattelart and Mattelart, 1968, p. 120). A contribu-
tory factor in this resistance was undoubtedly the im-
portance attached by men to economic dependence
as a guarantee of fidelity and a safeguard of their
pretensions to authority in marital relations.

2. A model for the new generations

The intra-family power distribution model most
deeply rooted in lower-class urban sectors was
built up over many generations through the daily in-
teraction of the members of rural families, which, as
we have already seen, accounted for the bulk of the
lower-class strata in the region up to the middle of
the present century. The most favourable environ-
ment for the development of this model was the
small agricultural enterprise. In it, the father not only
acts as main supplier of the household income but
also organizes productive tasks in a cooperative ef-
fort with a high degree of mutual dependence and
trains his children in the basic skills needed to carry
out their economic activities. In this context, which
was reproduced in craft workshops and small urban
commercial enterprises in the countries of the region
where urbanization took place at a earlier date, the
adoption of the paternal model smooths the way for
the incorporation of the chiidren into the labour
market, strengthens the father-child relationship and
helps to legitimize the power exerted by the father
within the family. Various processes have helped to
break down this relationship.

The great majority of heads of household in
the lower-class urban strata are wage earners in
the lowest positions. They have little contact with
their children. The exposure of the latter to the
mass media, however, has allowed them to get to
know more gratifying forms of consumption and
lifestyles than those which they see around them.
Young peopie have rapidly been turned into a sub-
culture which is recognized as such by publicity
and is the object of specific messages involving
material and non-material symbols of belonging to
that culture which change very rapidly. This sub-
culture, which is backed up every day by the mass

media, captures the imagination of young people
and is a powerful element in determining their ex-
pectations and aspirations.

The result is a further widening of the generation
gap. Although this takes place in all households, the
rift seems to be particularly deep in the lower strata.
The first reason for this is because the period of
youth (of “role moratorium™) enjoyed by the parents
of these houscholds was generally shorter than for
parents in other strata, so that there is less superim-
position of their frames of reference with those of
their children, and because rural migrants are con-
centrated in the lower strata, so that the burden of
urban socialization is much greater for the children
than for their parents. The second reason is because
their achievements are far from satisfying the
juvenile expectations contained in the subculture’s
values. The boys, who are better educated and have a
better knowledge of the world than in the past, have
their eyes fixed on the status symbols of modern so-
ciety and are perfectly familiar with what the middle
strata of society consider to be desirable goods. From
this point of view, what their parents have achieved
compares very poorly with the elements contained in
the widely disseminated model lifestyles.

This disparity between efforts and achievements
reduces the possibility that the children can consider
the father’s behaviour or standards as valid and
effective models on which to base their own conduct.
Finally, either because of the need to contribute to
the family budget, or the desire to acquire goods
which show that they belong to the category of mod-
ern young people but which the family cannot give
them, or simply because of a desire to gain greater
freedom and independence, many of them enter the
labour market at an early age. * Whatever the causes,
the precocious feeling of independence produced by
having their own income may also heighten the
children’s resistance to paternal authority. Some
studies on intra-family violence indicate that the ero-
sion of the bases for the father’s authority leads him
to try to impose his will on the rest of the family in
an authoritarian manner (De Oliveira and Garcfa,
1991), thus generating a kind of negative synergy
whose final result is the progressive deterioration of
the legitimacy of a form of power which is gradually
losing its moral backing (Heintz, 1965).

1 Madeira (1986, p.78) refers to studies made in Brazil
which highlight the sense of “freedom” involved in young
people’s decisions to start work,
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3. Male supremacy as a value

The concept of male domination formed part of the
basic prescriptive nucleus of traditional Latin
American society, and as such it remained for cen-
turies beyond all doubt or possibility of question
(Germani, n/d). Male pretensions to monopolize
power in the home were backed up by institutions
such as the church, schools and national and com-
munity organizations, whose simple, repetitive and
unanimous messages implicitly assumed the supre-
macy of men in the power dimension.

Both urbanization and the modernization of the
structures of production, as parallel processes of se-
cularization which brought with them greater em-
phasis on individualism and personal realization and
extended rational examination to areas traditionally
considered as sacred, helped to undermine the cultu-
ral and institutional foundations of the concept of
power centered on the male. The notable expansion
of the mass media and the consequent opening up to
multiple, divergent messages helped in this task. The
fissures opened up by these processes were widened
through the action of movements holding that, both
for ethical reasons and for instrumental reasons con-
nected with better adaptation of society to technologi-
cal, social and demographic changes, it was necessary
to progress towards greater equality of the sexes.

Various factors are facilitating the penetration of
these ideas into the lower-class urban strata (or, at

least, those parts of these ideas which have to do
with the questioning of the concentration of family
power in the male). First of all, there are the factors
already referred to concerning the gulf between the
ideal patterns of behaviour defined by traditional
family models and the real behaviour of fathers and
husbands. Secondly, there are the degrees of freedom
and independence which women are winning as they
increase their participation in the labour f{orce
(generally through the force of economic circumstan-
ces), their educational levels, their knowledge of
birth control procedures, access to domestic technol-
ogy, and the availability of institutional options for
looking after the children. And finally, there is the
decline in the social control exercised by traditional
institutions —especially the Church—, whose fields of
action and messages are increasingly restricted,
while more and more areas of human activity are
subjected to rational analysis. 3

Although no results of specific studies in this
respect are available, the very limited available infor-
mation gives grounds for assuming that the combined
effect of these factors goes a long way towards ex-
plaining the inferior image that children have of their
fathers compared with that of their mothers, and the
similar image that women have of their husbands, as
may be judged from some studies made in the region
(Cass4, 1989; Gissi, 1978; Raczynski and Serrano,
1985).

The weakening of the authority of fathers and husbands and its
consequences

Caught as they are between crushing material con-
straints, changes in patterns of values which threaten
their traditional role, and scanty possibilities —further
reduced by the crisis— of finding any legitimate ways
of satisfying the needs and aspirations of their family
members, a substantial proportion of men in the
lower-class urban strata find themselves unable to
play their roles of husband and father, This anomic
situation gives rise to a vicious circle in which their
failure to fulfil their obligations weakens their auth-
ority within the family, and this in turn helps to
hasten their abandonment of those obligations.

5 A detailed analysis of the content of the encyclicals, dec-
larations, speeches and messages of ecclesiastical leaders and
of Argentine publications connmected with the Church led
Wainermar (1981, p. 92) to reach the following conclusior: “on
the basis of an image that the two sexes are essentially different
and that, since their physical and psychological differences are
of a biological origin, governed by divine will, and therefore
cannot be changed in any way, it is asserted that women are the
depositaries of all that is affective and of the heart: weak vessels
whose area of actior is naturally and obligatorily the domestic
and private sphere, while men are the depositaries of authority
and judgement: strong beings who can and should rule over
public matters; the man is the lord and master of the home and
the sole provider of its economic needs, while the womar is his
meek and obedient helpmate”,
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In order to understand what this erosion of their
authority means for fathers and husbands in the
lower-class urban strata, it must be appreciated how
important it is for them to enjoy the respect and
recognition of their family members as a way of
making up for their general situation of subordina-
tion and marginality in the economy and in society.
In view of the lack of other sources of self-esteem,
the loss of family authority deeply affects a man’s
appraisal of his own worth. The hypothesis I am put-
ting forward is that the supposedly irresponsible be-
haviour of men in the lower strata with regard to
their function in the process of social reproduction is
essentially a response to the structurally conditioned
devaluation of their own image.

What are the most significant consequences of
these processes for the family and society? The first
and most obvious of them is the disorganization of
the family. Either because the family is never set up
properly at all, because it is set up but not consoli-
dated, or because the conjugal nucleus is dissolved,
the failure of a man to fulfil his obligations as hus-
band and father breaks the pattern of social roles
which defines the family as an institution. ® This first
consequence gives rise to a second one: the streng-
thening of the mechanisms of reproduction of pov-
erty and social inequality. Studies on the impact of
forms of formation of the family on the biological
and intellectual development of the children in

lower-class strata show that the disorganization of
families is a major factor in the transmission of situ-
ations of high social vulnerability from one gener-
ation to the next; consequently, its effects help to
determine the more or less equitable character of
social structures (ECLAC, 1991; Buvinic, Valenzuela,
Molina and Gonzilez, 1991; Astone and McLanahan,
1991, pp. 309-320). A third consequence, which has
been very little explored but which applies in par-
ticular to cases where the father is present, is con-
nected with at least two contents of the socialization
of the children. On the one hand, the children learn
to live and adjust their behaviour to the impositions
of a form of power which has no legitimacy and is
divorced from morality, and they lack family models
which would enable them to internalize a concept of
power linked with responsibilities and duties. On the
other hand, for the reasons set forth earlier, their en-
vironment offers them few examples in which effort
is associated with achievement. As they internalize a
notion of power which is divorced from morality and
a notion of achievement which is not linked to effort,
the children become carriers of expectations and pat-
terns of conduct which favour the reproduction in
the future of the situations which prevailed in their
families of origin. Finally, the weakening or
abandonment of the father’s role makes society
less capable of regulating important areas of the
behaviour of the new generations.

Conclusions

Both because of the consequences of family disor-
ganization on the well-being of the persons involved
and its effects on the social structure, one of the main
problems that must be tackled by family policies is to
find a way of furthering the formation and consolida-
tion of units which can fulfil socialization functions

S The failure to set up a family, linked with the existence
of unmarried mothers, is seen as a form of disorganization not
only because the potential father and husband does not meet
social expectations, but also because it reflects the weakness of
the socialization and social control mechanisms of the respec-
tive families of origin (see Goode, 1961). I am not aware of any
studies in the region which have explored the characteristics of
the parents of unmarried mothers, other than the scanty infor-
mation that may be provided by the mothers themselves (see
Buvinic, Valenzueta, Molina and Gonz4lez, 1991).

in keeping with the demands of present-day so-
cieties. The most serious shortcomings in this respect
are undoubtedly concentrated in the lower-class
urban strata.

The foregoing considerations highlight the need
to study in greater depth the values, attitudes and
expectations of men in those strata and the condi-
tions which cause them to be reluctant to assume the
obligations of husband and father. Both academics
and those responsible for the relevant policies must
be alert to the bias observed in the region, where
there is a tendency to view the problems of the fam-
ily on the basis of information collected in studies
centered specifically on the situation of women.
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The policies which have been most highly de-
veloped in this ficld are those aimed at solving situ-
ations of intra-family breakup or conflict or at
making up for the absence of the father. I wish to
stress here the need to go to the root of the problem
rather than merely dealing with its consequences. In
order to deal successfully with the formation and
consolidation of families it is necessary not only to
create conditions which facilitate access to material
resources, but also, in view of the magnitude of the
generation gap, to give children and young people
solid guidelines with regard to the roles of husband
and father which are in keeping with the real condi-
tions in which the family must live. These guidelines
should foster the transmission of images that support

a more equitable distribution of intra-family decision-
making power and less differentiation of tasks on the
basis of sex, promoting more flexible attitudes
among men with regard to their role in the house-
hold. In this way it would be possible to stimulate the
presence of the man, strengthening his role in the
family and at the same time correcting his expecta-
tions with regard to the distribution of power and
division of labour in the home. Two of the most note-
worthy advances made in this direction in recent de-
cades are perhaps the progress made in eliminating
segmentation by sex in enrolment in educational es-
tablishments and the equalization of the educational
achievements of men and women on a level marked-
ly higher than that of previous generations.
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youth in
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John Durston*

Recent proposals aimed at furthering equality of oppor-
tunities for young people are often not backed up by de-
tailed empirical information. This article takes issue
with some contentions made in diagnoses on this sub-
ject, especially regarding formal education and integra-
tion into work, and contrasts them with recent
informatlon in this respect.

Consideration of the heterogeneous situvations and
characteristics of young people in the covatries of the
region shows how serious the lack of opportunities
continues to be for a large number of poor and under-
educated young people. At the same time, it gives
grounds for cautious optimism over the future possi-
bilities of offering better options to these young people
and thus contributing to greater equity in the socicties
concerned.

Policies for improving opportunities for margi-
nalized young people, rather than being attempted
through specific programmes, should be carried out as
part of the overall strategy of changing production
patterns with equity in the urban and rural, formal and
informal, and modern and traditional sectors, Their inner
logic should consist of a virtuous circle made up of three
elements: increasing the productivity of young peoples’
labour, increasing the productivity of the units of produc-
tion in which they work, and improving the organization
and social integration of young people.

*Social Affairs Officer, ECLAC Social Development Divi-
sion.

The author is indebted to Rodolfo Stavenhagen in respect
of the title and also wishes to thank Martine Guerguil and Emilio
Klein for their valuable comments on a previous version of this
article,

Introduction

Equity, which is the great central objective of social
development (ECLAC 1990a), largely depends on the
successful application of the principle of equal op-
portunities for people of equal merits. The failure of
past attempts to put into practice absolutely equalita-
rian utopias, and the general recognition that the
“spontaneous” social phenomena linked with the
market economy include the perpetuation of margi-
nalization and the inheritance of privileges, have
caused this aspect of equity to be recognized as a
legitimate priority object of planning and public
intervention.

The skewed “intergenerational transmission of
lifetime opportunities” (ECLAC, 1990b) begins before
a child is even bom, with such factors as the nutrition
of the mother and the economic and social charac-
teristics of the parents and the home into which the
child is born. It is the fleeting period of youth, how-
ever, which is the stage in life in which most of the
important opportunities are concentrated and in
which the channels of social mobility are definitively
opened for some and closed for others. Just as the
psychological experiences of the adolescent play a
decisive role in forming the definitive personality of
the adult, it is the greater or lesser degree of success
achieved in the passage through the stage of youth
—in terms of education, social interaction and the first
ventures into the labour market— which defines the
range of possible socio-occupational identities for
the adult.

Since youth is a transitional stage between the
home in which the child is socialized and the forma-
tion of a new home and a new social identity for the
adult, it is a particularly valuable indicator of the
relative rigidity or flexibility of the structures of
socio-occupational stratification: an aspect of fun-
damental importance as regards the question of
equity in the process of economic and social devel-
opment. The intergenerational transmission of life-
time opportunities is one of the main processes —if
not the main process— whereby a rigid social stratifi-
cation is perpetuated (Weber, 1958). In poor homes
where the adults have a low level of formal educa-
tion and were brought up in cultures very different

"The other aspect of equity —income redistribution~ re-
duces the most extreme manifestations of inequality more rapid-
ly. This reduction of the extremes Is also a prior requisite for
achieving true equality of opportunities (see Gurrieri and
Torres-Rivas, 1990; ECLAC/UNESCO, 1991; and ECLAC, 1992).



90

CEPAL REVIEW No. 46 / April 1992

from the dominant one, the possibility that education
will be able to provide the children with real equality
of opportunities to attain jobs which are more pro-
ductive, have better status and are better paid than
those of the parents will be extremely small unless
strong conipensatory measures ate applied. 2

There are two basic conditions for overcoming
these barriers standing in the way of equity in the
period of youth: firstly, that each young person
should be able to realize his full educational poten-
tial —to form his “capabilities” (Sen, 1989)- in
accordance with his inborn intelligence and his ef-
forts to learn, and secondly, that there should be
equality of access to the same occupations and equal
income for all young adults with similar levels of
educational achievement. The aim of the present ar-
ticle is to see, on the basis of recent statistical infor-
mation, to what extent these two conditions have
been fulfilled in Latin America.

Every policy proposal must be based on a di-
agnosis and a projection. However, many of the
strategies proposed in recent years for moving to-
wards equality of opportunities for the young
people of Latin America have been based on sub-
jective impressions, with little detailed empirical
information or with a superficial and sketchy ana-
lysis of such information. This article will take
issue, on the basis of recent empirical data, with
some contentions which are frequently found in
diagnoses on Latin American youth, particularly
with regard to formal education and the process
of integration of young people into the adult work-
ing world. It will conclude with some reflections
on what this “revisionist” diagnosis means for the
formulation of policies aimed at giving greater
equality of opportunity to the young people who
will become adults in the 1990s,

Parameters and definitions

The age stratum analysed is that of adolescents,
youths and young adults between 15 and 29 years of
age. The definition of youth used here distinguishes
between the abstract concept of youth as a phase in
the life of human beings, and the concrete concept of
the young people of today: the cohort of real persons
who are at this moment in the stage of youth. 3

In this article, we will deal mainly with the
prospects of the real youth of today, in the light of
the trends observed in household surveys of the

% There are various other mechanisms for the reproduction
of the social status of the parents in the children, such as the in-
heritance of wealth, the transmission of subcultural codes, intro-
duction into informal networks of social contacts, etc. In this
study, however, we are only interested in the role that public
policy can play in ensuring that the educational system and the
labour market function on terms of authentic equality of occupa-
tional opportunities. In this article the subject is restricted to the
prospects of the present cohorts of young people in the 1990s.

3 Like other researchers in the region, we have preferred to
add the 25-29 age group (“young adults”) to the usual statistical
definition of youth, since at present between 10% and 20% of
urban young people between these ages have not yet become
fully integrated into productive employment (ECLAC, 1990a).

1980s, and with policies designed to promote equity
among subgroups of young people of this “gener-
ation of the 1990s”.

There are two main prior considerations which
guide this analysis: firstly, the heterogeneity of the
various national situations in Latin America and the
Caribbean means that it is difficult to make an ana-
lysis at the regional level. Every analyst must
struggle against the unconscious tendency to impose
on such widely varying countries an image similar to
that of the situation in the country he knows best.
The very different possibilities of achieving a high
degree of equality of opportunity in education and
employment for the whole of youth in the medium
term give rise to a range of national situations which
are structurally very different from each other. These
structural differences reduce the usefulness of stand-
ard proposals for the whole region and for all the
countries composing it. In order to simplify the ana-
lysis, however, it is useful to consider the phase
reached by each country in its demographic, occupa-
tional and economic transition from an agricultural
society to a modern urban industrial and services so-
ciety. We shall concentrate on the two extremes of
this continuum: on the highly urbanized countries of
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the Southem Cone, and on the poorest and most rural
countries of the region (the Andean, some Caribbean,
and the Central American countries). All the other
countries occupy intermediate positions in this
range of levels of demographic transition, urbaniza-
tion and modernization, which is also related to
variables such as employment structure and average
levels of education. Ordering the countries in this
way is no more than a heuristic tool, however, and
there are clear limits on the validity of its
use. On the one hand, it does not mean that all
countries must necessarily follow the same path of
modernization, and on the other hand several large
countries such as Brazil, Colombia and Mgexico,
rather than occupying “intermediate” positions in

the continuum, are seen to be more or less polarized
nations with a developed part and a poor part coex-
isting and interacting within the same territory.

The second main consideration in our analysis
arises naturally from the way in which recent statisti-
cal data shed new light on eight frequently repeated
assertions which have served to guide some diag-
noses and proposals on policies for youth but which,
when compared with the empirical evidence, seem to
us to be erroneous. 4 This exercise is carried out as a
way of leading up to conclusions which in many
cases contradict these commonplaces and make it
necessary for us to modify our working hypotheses,
diagnoses and policy recommendations.

Eight erroneous contentions on youth in the region

The most common erroneous contentions on youth in
Latin America cover a wide variety of topics. An ef-
fort has been made here to order them in line with a
simple typology of these topics: thus, the first con-
tention concerns the growth rate of the young popu-

lation, others concern education, and others
employment.
Erroneous The growth rate of the number

contention No. 1:  of young people is going down

steadily all over Latin America.

Observations. The number of young people in
the region as a whole is indeed growing more and
more slowly, but what is true for the region as a
whole is not necessarily so for each of the countties
composing it. Various poor and predominantly rural
countries, such as Bolivia, Guatemala, Honduras and
Haiti, are in fact now registering peak youth growth
rates as part of their processes of structural demo-
graphic transition (table 1). Moreover, the growth
rates of limited age groups (such as young people)
are more sensitive than the growth rate of the popu-
lation as a whole to earlier changes in fertility and
infant mortality. In countries such as Argentina and
Chile, which are at a more advanced stage of demo-
graphic transition and have had low growth rates for
years, there may nevertheless be sharp fluctuations in
the growth rates of the young population. Because of

an earlier increase in fertility, Argentina is currently
registering a temporary speeding up of the growth
rate of its young cohorts, but the rate will go down
again before the end of the century (table 1). In Chile
in contrast, the number of young people is going
down in absolute terms at this moment, but it will
rise again with the cohorts of the second half of
the 1990s.

In a recent exercise to project employment and
income trends in the formal and informal sectors up
to the year 2000, a striking feature —although this
was not highlighted in the analysis— is that the factor
determining the prospects of productive employment
and income is not so much the stage reached in the
transformation of production patterns as the growth
rate of the working-age population in each type of
country studied (TLO/PREALC, 1990). For this reason,
the great heterogeneity of the various national situ-
ations with regard to the growth rates of the new
cohorts of young people reaching working age each
year is of particular importance.

4 Contentions 1, 3 and 6 are expressly or implicitly con-
tained, for example, in UNOV/CSDHA/SDD, 1991; contentions 7
and 8 are to be found In BCLAC, 1990a, and contention 5 is in
ILO/PREALC, 1990. Contentions 2 and 4 have appeared in varlous
national diagnoses of the impacis of the crisis on youth, in pro-
posals for development strategles, etc. All of them are frequent-
ly heard in meetings and seminars on these subjects, both in
academic circles and within the United Nations system.
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Table 1

SELECTED LATIN AMERICAN COUNTRIES:
GROWTH OF YOUTH POPULATION,
1999-1995 AND 1995-2000
(Average annual percentage rates)

Age 1990- 1995-

group 1995 2000

Argentina 15-19 2.99 0.01
20-24 2.50 3.00

25-29 0.96 251

Bolivia 15-19 3.08 3.09
20-24 3.06 3.19

25-29 295 3.18

Chile 15-19 -0.74 2.55
20-24 -1.29 -0.18

25.29 -0.10 -0.18

Cuba 15-19 -7.83 032
20-24 -1.29 ~7.96

25.29 0.81 -1.30

Guatemala 15-19 3.48 2.79
20-24 3.40 3.66

25-29 3.12 3.59

Haiti 15-19 1.07 1.63
20-24 1.40 1.15

25-29 313 1.49

Honduras 15-19 1.83 319
20-24 3.99 1.86

25-29 442 4.02

Source: ECLAC, on the basis of data from CELADE, 1991.

There are no grounds, then, for expecting the
problems of young people and of equity in the re-
gion as a whole to be relieved merely by the grad-
ual reduction of the number of those requiring
education and taking up their first jobs. The hete-
rogeneity of the growth rates of the number of
young people —not only in different countries but
also at different times and in different strata of a
given couniry— must be taken into account in for-
mulating public policies. Strategies designed to en-
sure greater equality of opportunity with regard to
education and productive employment must above
all be flexible in time and capable of being modi-
fied to suit young populations from different social
sectors, and from the very start they must take ac-
count of the estimated probable demand for access.

Erroneous
contention No. 2:

The demand for primary educa-
tion has already been satisfied
or almost satisfied in the great
majority of the countries of
Latin America.

Observations. The idea that the problem of
primary education has already been “settled” in
Latin America may stem from the widely dissemi-
nated figures on gross rates of enrolment. The stat-
istics provided by governments indicate that gross
enrolment of children of primary school age has
been close to 100% for several years now in most
of the countries of the region (ECLAC, 1991a).
However, these figures suffer from intrinsic weak-
nesses because they come from two very disparate
sources: the enrolment figures collected by Min-
istries of Education, and the information on the
population of primary school age derived from
population censuses. Official data from household
censuses, which are methodologically stricter,
have in various cases indicated that around 1980
there were significant percentages of children
(who are now young people) who were not at-
tending school, and some of these figures came
from countries where the gross enrolment rate
for the year in question was close to or over
100% (table 2).

Even more important is the high and growing
rate of repetition in the early years of schooling
(Schiefelbein, 1989 and ECLAC, 1991b), which re-
flects the enormous qualitative insufficiency and
lack of adaptation to the needs of poor children
which is displayed by public education in almost
all the countries of the region. Repetition is often
a vicious circle in which the child remains bogged
down until adolescence and eventual expulsion
or “dropping out” from the formal educa-
tional system.3 As might be expected, the rates
of absenteeism and especially of low educational
achievement among children from the poorest
25% of households are significantly higher than
the average rates for all children (ECLAC, 1991b,
tables 12 and 13).

5Hal‘dly any young person “drops out” simply because he
wants to. Both repetition and dropping out are felt by the young
people concerned to be signs of personal failure, but from the
educational point of view, it is the educational system which has
failed in the vast majority of these cases.
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Table 2

BRAZIL, URUGUAY AND VENEZUELA:
FUNCTIONAL ILLITERACY IN ONE COHORT,
ABSENCE FROM SCHOOL A DECADE AGO,
AND YEARS OF SCHOOLING OF YOUNG

PEOPLE OF TODAY
Children between  Young people
6 and 14 who  between 15 and
donot goto 19 with 0-3 years
school of completed
(%) schooling
Brazil 1979 1987 1987
Urban sector 17.3 6 19
Rural sector 398 13 51.8
Uruguay 1981 1989 1986
Urban sector 5 5.5 24
Venezuela 1981 1986 1986
Urban sector 6.9 6 53
Rural sector 17.3 17 21.2
Source: School attendance: ECLAC, 1991b; Completed schooling:

ECLAG, 1991c.

The propottions of young people with 0 to 3
years of schooling -an indirect indicator of func-
tional illiteracy, since most people with these levels
of education cannot read even simple texts— are an
eloquent illustration of the consequences of dropping
out from primary education among the young people
of today (table 2). In 1986, the rates of functional
illiteracy ranged from 2.4% of the urban population
between 15 and 19 in Uruguay to 51% of rural
youth in Brazil (table 2) and to as much as 72% of
young rural women in Guatemala (ECLAC, 1991¢).

In other words, there continue to be young il-
literates in all the countries of the region. In most
of the countries the problem of under-educated
young people continues to be serious, especially
among those who live in rural areas or are of rural
origin, and it demands effective responses through
programmes to remedy deficient learning processes
at the primary school level, In many countries of
the region (Bolivia, Brazil, Dominican Republic,
Ecuador, El Salvador, Guatemala, Haiti and
Honduras) the main current challenge in education
from the point of view of equity is still that of elimi-
nating functional illiteracy among the young people
of today. Without qualitatively adequate primary
education for all, secondary and higher education
has no role to play in an equity strategy, at least in

countries where most young people lack a learning
base which is sufficiently solid to enable them to
benefit from secondary education.

Erroneous
contention No. 3:

In Latin America, young men
have more years of schooling
than young women.

Observations: Latin America differs from the
other developing regions (and in this sense is more
similar to the developed countries) in that in the
great majority of the countries in the region
young men do not have more schooling than
young women (Eichelbaum, 1988; ECLAC, 1989;
ECLAC, 1991c; Schiefelbein and Peruzzi, 1991).
Except in a small number of countries at the least
urbanized and most predominantly peasant and in-
digenous extremes of the region, girls go to school
more than boys. In a number of countries, the pres-
ent generation is the first one in which this new
relation of educational privilege between the sexes
is registered, even in higher education, according
to data from official surveys in six countties from
1986 onwards (ECLAC, 1991c; Parada, 1991). The
disadvantages of young university-level women
begin to be observed more in the type of studies
in which they are concentrated, since these tend
to be intended to prepare for occupations
defined by the predominant culture as “women’s
work”, of lower status and income than the tertiary
level studies in which men are concentrated.

It is only in societies which are still markedly
agricultural that young women have gone to
school less, especially in rural areas. The most pro-
nounced and serious educational disparity, how-
ever, is that which persists in all countries between

$Most of the occupations reserved for educated women
are, on the one hand, non-manual, and on the other hand, a
reflection of the traditional stereotype of women as “servers”
of men and children. An aspect of the sitvation of young women
in these areas of education and occupation which has been
little studied is that of their proximity to men in occupations
of higher status and income. At least in past decades, women
of the lower-class strata saw a “good marriage” as an important
means of social mobility (Gurrieri, 1971, p. 53).
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rural young people of both sexes and their urban
peers (ECLAC, 1991b and 1991c¢).”

Erroneous
contention No. 4:

The crisis has led to massive
and generalized dropping out
from school, because of the re-
duction of income suffered in
the homes of lower-class young

people

Observations: Although there has been some
tendency towards greater early dropping out among
some subgroups of young people in some countries,
such as Costa Rica anid Brazil, this has not been on a
very large scale. Moreover, there have been two
other reactions to the difficulties caused by the econ-
omic crisis of recent years. One has been the increase
in young people (especially males) who study and
work at the same time: in 1987 in Brazil, for
example, 46% of the young men between 15 and 19
who were studying were also working or seeking
work. The other is the tendency towards longer
studies, pattly due to the persistent demand in all
social strata for more education for their children,
and partly representing a reaction to a depressed la-
bour market which cannot, in the short term, provide
all young people with jobs in keeping with their ex-
pectations. Thus, it would appear that many young
people stay out of the market and continue to study
with the hope of entering a more buoyant future la-
bour market with better qualifications.® This latter
strategy, however, is not open to young people from
households with very few resources, and instead
of studying they have to work in order to live, at
great personal sacrifice and to the detriment of their
academic performance (Braslavsky, 1991). Work in
itsef is of course also a useful way of acquiring

" This disadvantage is largely explained by the fact that
there is a higher proportion of poor people in the rural popula-
tion than in urban areas. In this context, another “erroneous coa-
tention” is the idea that the rural poverty of yesterday has been
transferred to the urban ceatres. What has actually happeaed is
that today most of the toral population of the region lives ia
cities, and this partly explains why a slight majority of poor
people also live there. In addition to the fact that the proportion
of poor people continues to be very high in rurat areas, however,
there is also the fact that “indigents” —the poorest of the poor-
mostly confinue to live in rural areas (ECLAC, 1990). Among
poor young people, the indices of rurality are probably evea
higher, since they include potential migrants.

81t is not possible to determine exactly how much of the
lengthening of studies is due to the attitude of seeing them as a
refuge from a labour market which is in crisis, and how much is
due to the long-standing general tendency to increase the num-
ber of years of schooling.

experience and background for seeking better jobs,
but when it is only the pootrest young people who
follow this path, work diverts them from the compe-
tition for tertiary-level education. In practice, this
helps to strengthen the stratified transmission of
opportunities between generations.

The size of the urban economi-
cally active population of young
people is already fixed in ad-
vance for the period 1990-2000,
because these cohorts of the
new generation have already
been born.

Erroneous
contention No. 5:

Observations: The few projections of the urban
eoonomically active population (EAP) which have
been made at the regional level assume, not unrea-
sonably, that various important economic and social
processes will follow in the future a similar pattern to
that observed in recent decades. However, the youth
portion of the urban EAP may vaty in coming yeats in
two ways. On the one hand, the proportion of the
total youth population which is working or seeking
work varies from one countty to another, from one
subgroup to another, and from one moment to an-
other in line with the proportions which remain
inactive: those who devote themselves exclusively to
longer studies, young people engaged in domestic
tasks, and those who neither study nor work and
have lost all hope of finding work.® On the other
hand, rural-urban migration flows of young people
may vary according to the perception that rural young
people have of the relative advantages of staying in
rural areas or migrating. 1° In countries where there
is a majority of rural population, this perception is
decisive in determining the growth rate of the co-
horts of young people and young adults entering the
urban economically active population each year.

9 The numbers of young people who do not work or study
and of young womean engaged in domestic tasks have increased
in recent years in some couniries, in contrast with historical
trends (ECLAC, 1991b).

" There are indications that migratory flows vary as a
function of the difference between the urban minimum wage
and average rural day-wages (Commander and Peek, 1983), and
that the emigration of young people with complete primary edu-
cation is lower in more prosperous areas where there s a higher
level of agricultural technology (EcLAC, 1992). Moreover, there
is evidence that rural-urban migratory flows are going down in
some countries, possibly because some crops have become more
profitable as a consequence of reforms in national price and
subsidy policies.
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Erroneous
contention No. 6:

The main damage which the
debt crisis has caused among
adolescents is the high level of
unemployment currently regis-
tered in the 15 to 19 age group.

Observations: Unemployment is such a serious
problem that, whatever the proportion of young
people affected, governments must give high priority
to its eradication. In order to deal with adolescent
unemployment adequately, however, it must be seen
in perspective. In the first place, the levels of unem-
ployment of all age groups increased in the first
years of the crisis, but then sank back in most of the
countries 1o somewhere near their historical levels
(ECLAC, 1990a), both for young people and for
adults. In the second place, the young economically
active population has historically tended to go down
as a percentage of the total youth population in the
process of modernization of production patterns,
since a growing proportion spend a longer time
studying. The corollary of this is that young people
who give up their studies have less education and
fewer production skills than the average, work in un-
skilled occupations, and register high rates of unem-
ployment. All this has led to a growing distortion of
perceptions regarding youth unemployment rates
when these are calculated as a percentage of the
young econontically active population, rather than of
the zotal youth population, and the greater the degree
of modernization of the country, the greater this dis-
tortion is. To take an extreme example, in 1986 in
Panama, 34% of the urban female adolescent EAP
was unemployed, but this was only equivalent to 7%
of the total urban population of that age group and
sex, since the great majority were studying and did
not form part of the economically active population
(BCLAC, 1991¢).

All the countries of the region have passed or
are passing through the transition towards modern
production patterns in which young men work less
and study more and young women devote them-
selves less to traditional domestic tasks. In a first
phase of this socio-occupational transition to mod-
ernity, many of these young women enter the
wage-earning labour market, but a growing num-
ber also take up secondary and tertiary-level
studies.

When measured with the more appropriate yard-
stick of the total youth population, there are no clear
indications that youth unemployment rates, as a

percentage of the total youth population, have in-
creased compared with the same rates for the total
population (they remained at around double the latter
rates both at the end of the 1970s and the end of the
1980s), nor that a major sector is being formed of
people who, after being young unemployed, are
becoming unemployable adults (BCLAC, 1991c,
Statistical Annex, table 1). Rather than increased un-
employment, the most serious and lasting damage
done by the crisis has been the reduction of the time
available for school work or early abandonment of
studies in order to work, in some subgroups of young
people from lower-income homes. Their lack of
minimum qualifications will probably make it
difficult for these young people to integrate them-
selves in a productive manner into the labour force,
and many of them will be doomed to lifelong under-
employment.

New jobs for young adults (20
to 29 years of age) are only
being created in the informal
sector.

Erroneous
contention No. 7:

Observations: It is quite true that in most of the
countries of the region, employment in the urban in-
formal sector has grown more than in other sectors,
and the relative weight of that sector in the total
economically active population has therefore in-
creased. In many countries, however, employment in
the formal sector has also grown in absolute numbers
(table 3); in cases where the formal sector already
covers a high percentage of the total labour force,
this growth has in some periods exceeded that of the
urban informal sector, once again in absolute
terms.!! In particular, many of the jobs recently
occupied by young adults (20-29 years of age) with
more education are in the formal sector (ECLAC,
1991b). Indeed, many employers in the formal
sector have been benefitted by an abundant supply
of young workers with a good education, willing to
accept lower wages than before (ECLAC, 1991b and
1991¢; ILO/PREALC, 1990).

Uy the cases of Panama and Brazil, it has not been
possible to separate the population employed in enterprises with
one to five employees (urban informal sector) from the total
number employed in private firms. It has been estimated that
these micro-enterprises absorbed a large part of the Increased
number of people secking work during the decade. This subsec-
tor is relatively small in both countries, and in the case of Costa
Rica it did not grow in relative terms over the period 1982-
1988.
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Table 3

COSTA RICA, PANAMA AND BRAZIL: ABSORPTION OF INCREASE IN EMPLOYED
POPULATION BETWEEN 25 AND 29 YEARS OF AGE BY THE FORMAL

AND INFORMAL SECTORS
Increase Urban formal Urban informal Domestic  Agricultural
sector sector service sector

(Thousands) % (%) (%) (%) (%)
Costa Rica® 355 100 29 31 15 25
1982-1988
Panama® 103 100 43 23 6 32
1979-1986
Brazil® 2 067.6 100 62 20 8 10
1979-1987

Source: ECLAC, on the basis of household surveys.

® In Costa Rica, the urban informal sector covers non-agricultural own-account workers (excluding professionals and technicians), unpaid
family members, and persons employed in enterprises with between 1 and 5 workers.

bIn Panama and Brazil, the urban informal sector covers own-account workers (excluding professionals and technicians) and unpaid
family members (“Limited Definition”). Because of the lack of disaggregated data, persons employed in enterprises with 1 to 5 workers

are included in the urban formal sector.

The poorest economically ac-
tive young adults are to be
found in the urban informal
sector, whose workers are those
expelled or rejected by the
formal sector because of their
low levels of skills.

Erroneous
contention No. 8

Observations: When we speak of the urban in-
formal sector, we are speaking of something which
may be one of two different phenomena. In its the-
oretical definition, the urban informal sector is a
part of the economy characterized by production
units with very little capital, largely self-generated
jobs, and a labour force with a low level of skills
which has been expelled from the formal sector
(where the jobs are more productive and better
paid).

The second definition of the urban informal
sector seeks to make this theoretical concept oper-
ational from the statistical point of view, in terms
of the usual variables of the available official
censuses and surveys. According to this
operational/statistical definition, the urban infor-
mal sector is made up of persons working in non-
agricultural occupations in own-account activities
(excluding prolfessionals and technicians), in

family production units, or in small enterprises
with between one and five employees; sometimes,
domestic servants are also included in this group.
This same definition is used to estimate the mag-
nitude of underemployment (usually by adding
together the population employed in agricul-
ture, own-account activities and in family
production units).

Table 4 sticks to this definition as far as
possible and applies it to the active population of
young male adults in four countries in a recent
year of the crisis period. It is immediately obvious
that this table provides some useful data for ana-
lysing the employment opportunities open to
young adults today. First of all, in the five types
of jobs most frequently encountered in the infor-
mal sector, one country shows clear superiority of
those employed in the formal sector in terms of
income (and, in general, productivity). This
country is Panama, the most “formalized” 12 and
“modernized” of the four countries in table 4

21n Panama, 55% of the total employed population
between 25 and 29 years of age was in the formal sector in 1986
(ECLAC, 1991b).
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Table 4

PANAMA, COSTA RICA, BRAZIL AND GUATEMALA: INCOMES OF MEN BETWEEN
25 AND 29 IN THE FORMAL AND INFORMAL SECTORS*

{Average income of the total employed population = 100)

Panama, 1986 Costa Rica, 1988° Brazil, 1986 Guatemala, 1986
Formal  Informal Formal  Informal Formal  Informal Formal  Informal
sector sector sector sector sector sector sector sector
Industrial and
craft workers 0.84 0.77 0.83 1.08 0.98 1.14 1.00 0.73
Transport drivers 0.87 0.84 0.98 1.15 0.83 2.19 1.15 0.83
Construction
workers 0.70 0.59 0.78 0.91 0.55 0.81 0.98 1.1
Shop assistants,
street traders 0.84 0.51 0.81 0.96 0.83 1.11 1.04 1.03
Agricultural
workers 0.46 0.34 0.54 0.68 0.38 0.63 0.65 0.93

Source: ECLAG, on the basis of household surveys,

*In the most frequent occupations in the informal sector, according to the “limited” definition of the Regional Employment Programme
for Latin America and the Caribbean (PREALC), wage-eamners = formal sector and own-account = informal sector.

b Employed male population (any age).

(ECLAC, 1989). In two other countries, however,
the income of these young adults in the urban in-
formal sector is higher than that of their opposite
numbers in the same occupations in the formal
sector, and the same is true of those working in
agriculture. These data coincide with the conclu-
sions of other researchers, according to which in
26 of 28 household surveys analysed, the poorest
25% of households in the region receive most of
their income in the form of wages and not through
own-account activities (ECLAC, 1991b).

Secondly, it is worth noting that the differences
in income between the two sectors are smaller than
the differences between different occupations (in
either of the two sectors). This suggests that the hete-
rogeneity of the informal sector (ILO/PREALC, 1990)
is due partly (BCLAC, 1989; Cacciamali, 1983) to vol-
untary mobility —and not just expulsion— of workers
from the formal to the informal sector, which occurs
when the real wages in the former deteriorate and the
workers perceive the possibility of obtaining advant-
ages by working on their own account. This informa-
tion also suggests that the higher overall. average

productivity of the formal sector is due largely to the
weight of non-manual occupations (office workers,
professionals, technicians, etc.) who require medium
or high levels of qualifications.

In order to evaluate the equality of oppor-
tunity with regard to employment and income that
the young people of today will encounter in the
coming years, it seems necessary to formulate, a
new and modified model of formal/informal em-
ployment (see for example Tannen, 1991), in
which expulsion or rejection of wotkers from the
formal sector is not the only determining factor
in the size of the urban informal sector. As well
as taking into account voluntary movements in
both directions between these sectors -and be-
tween them and the agricultural sector—, it also
seems worth while evaluating the level of educa-
tion or skills attained by various subgroups of
young people, not so much in relation to a rigid
formal/informal dichotomy, but in terms of the
types of occupations which they can hope to enter,
either in big firms or micro-enterprises, or working
on their own account,
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Equity policies for the generation of the 1990s

It is not disputed here —indeed, this is not the place to
dispute such an assertion— that most of the countries
of the region are far from reaching the degree of
equity needed to achieve a change in production pat-
terns which is cohesive and stable from the social
point of view. Nor does it seem feasible that this
generation of young people, whose capabilities are
already very inequitably defined (ECLAC, 1991b),
will be able to achieve real equality of opportunity
with regard to employment and income. On the con-
trary, the tremendous shortcomings in training, and
the vast number of young people today who are suf-
fering from these shortcomings in all the countries of
the region, give no grounds whatever for com-
placency nor for easy optimism that things will put
themselves right automatically.

These realities make it necessary, in this decade
of economic adjustment and restructuring and for
this generation, to set the objectives with regard to
equity at a more modest level. One of these objec-
tives would be to increase as far as possible the op-
portunities for education, employment and better
income for young people in the poorest rural and
urban strata. Such a deliberately skewed increase in
the opportunities for education, employment and rea-
sonable income of young people of the poorest strata
must be distinguished from the “structural mobility”
which characterized the social changes in the three
decades prior to the crisis in the region, and thanks to
which a large part of the new generations in all strata
improved their occupational and economic situation,
albeit without really changing the great existing in-
equalities (ECLAC, 1989). In the 1990s, what we can
reasonably propose is that the increases in the per
capita gross domestic product (which may be quite
modest, especially in the first part of the decade)
must be reflected in increases of at least a similar
amount in the support given to education of the mar-
ginalized young people of today and in the income
they receive from their work. The analysis made in
the preceding pages helps to place in perspective the
trends already observed with regard to equity of ac-
cess to education, employment and higher incomes.
In order to take account of these trends in policies
aimed at promoting equality of opportunity —using
the restricted definition of equity applicable to this

generation of the 1990s— it is necessary to review in
approximately reverse order some of the erroncous
contentions and the observations made on them
above.

With regard to a fundamental aspect —the feasi-
bility of achieving greater equity in the midst of
economic adjustments and restructuring— we should
recall recent experiences such as those of Costa Rica
and Mexico (Garcfa, 1991), which show that it is
possible to carry out far-reaching processes of
adjustment and restructuring of production with a
minimal social cost (in both degree and duration) in
terms of inequity, provided the political forces are
agreed that it is necessary to give maximum support
to levels of employment, minimum wages and
essential social spending,.

1. General considerations on education
and income in the 1980s

Generally speaking, “educational capital has conti-
nued to weigh heavily in determining the capacity to
generate income from work” (ECLAC, 1991b, p. 35).
In spite of the growing disparities between the
quality of free public education and paid private
education, this weight is reflected, in general terms,
in the correlation between the number of years of
study completed by young adults and their income.
Clearly, the differences in the quality of the first
years of education have a feedback effect —in terms
of educational backwardness and more or less early
abandonment of studies— on the number of years of
studies successfully completed. In most of the coun-
tries of the region, where less than one-fifth of young
people manage to continue studying after their sec-
ondary education and where another fifth or more
consists of functional illiterates, the dispersion of the
youth population in terms of number of years of
studies successfully completed means that this vari-
able continues to be useful for evaluating the educa-
tional capital of the youth labour force of today.
Another process which has affected equity in la-
bour remuneration is a secondary effect of the
relative stagnation in the creation of new jobs of
higher productivity (ECLAC, 1991c). This has re-
duced the effect of education as a channel for social
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mobility, since the difference in income between bet-
ter educated young people and their less educated but
better paid elders seems to have increased (ECLAC,
1991c). There has thus been a downward levelling of
average incomes in various middle-class or white
collar occupations; it was in these occupations which
demanded higher levels of education that previous
generations of young people had found theic main
channel of upward social mobility (ECLAC, 1991b
and 1991c). Up to a certain point, because of the
abundance of relatively well-qualified labour among
young people in the 1980s, they have had to pay a
good part of the social cost of the crisis and the ad-
justment.

Against this empirical background, various gui-
delines can be deduced for strategics aimed at
achieving greater equity in employment. As the main
problem posed by the more modest definition of
equity is the absorption of young people with less
education in productive jobs that give them sufficient
income to escape from poverty, it is worth looking
again at the observations on contention No. 8 on pro-
ductivity in the informal sector and contention No. 7
on absorption in the formal sector at lower wages.

2. Productive employment for young people in
the urban informal sector

In the less developed countries (and also in recently
industrialized countries which display social polariz-
ation), where there are relatively big urban informal
sectors and a current high growth rate of the young
cohorts, the need to reduce the prevailing inequality
of opportunities calls in the medium term for the pro-
vision of support to those microenterprises in the in-
formal sector which appear to be “viable candidates
for modernization and expansion” (ILO/PREALC,
1990, p. 81). As it costs less to improve the produc-
tivity of the informal sector than to create (adequate-
ly remunerated) jobs in the formal sector, the
informal sector can occupy a notably important
place, especially in the countries where it is larger
and is growing more rapidly.

The available information on the true magnitude
of urban informal sector heterogeneity (see the ob-
servations on contention No, 8) lead to a further con-
clusion: that in order to improve the opportunities of
productive employment for the less favoured young
people it is necessary to reduce to the minimum that
part of the urban informal sector which really does

correspond to its theoretical definition, that is to say,
those microenterprises which do indeed have ex-
tremely low levels of capital, know-how and integra-
tion into formal markets. In other words, if a good
proportion of informal sector jobs have levels of in-
come which are higher than the average income in
the same occupations in the formal sector (table 4),
this part of the urban informal sector does not raise
any problem of “underemployment”, The formal
sector is not always a synonym of modernity, while a
substantial part of the empirical informal sector, in
contrast with its theoretical abstract model, has mod-
ernized its activities in recent decades, raising its le-
vels of capitalization, training and productivity to
levels comparable with the same jobs in the formal
sector (ECLAC, 1989).

In order for the “modenized” urban informal
subsector to serve as a channel of mobility for
marginalized youth, it will be necessary to im-
prove and expand information systems on avail-
able jobs and local “labour exchanges”, while at
the same time providing assistance in the form of
credit, technical assistance and marketing services
to micro-production units which give employment
to these young people. 13

At the same time, as suggested in the observa-
tions on contention No. 7, it would be wrong to dis-
count out of hand the substantial capacity of the
formal sector to absorb the increasingly well-trained
youth labour force which is emerging in all the coun-
tries of the region (see observations on contention
No. 4). It could be said, as a working hypothesis, that
the countries which are still in the “casy phase” of
the employment fransition (ECLAC, 1989) require

B The supposed duality of the labour market disappears
when the policy of “formalization of the informal” is applied. A
novel way of generating jobs for unemployed young people in
microenterprises which do not suffer from the stigma of being
“informal” may emerge from another tendency which is also be-
ginning to be a concern for planners: the rapid increase in the
number of retirees and pensioners, During their working life,
many pensioners accumulate experience, a small amount of
capital (savings, pension funds, a house, or other real estate),
and often also knowledge of supervision or management. In
spite of the commonplaces about their “wage-earning men-
tality”, many pensioners who are in the situation described are
interested in beginning a second career of independent work,
either on their own account or in partnership with their peers.
Offering this type of person cheap credit, technical assistance
and support in marketing, on condition that they hire and help to
train unemployed young people, could be an effective way, in
some countries, of integrating marginalized young people into
productive jobs.
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lower growth rates of the product than the more de-
veloped countries of the region, which have already
exhausted this phase, in order to bring about a high
growth rate of creation of new jobs in the formal
sector, On the other hand, when the objective is to
achieve more equitable conditions of productive
work for young people in the countries with more
formal production structures, the detetioration of
wages in the formal sector is of crucial importance. It
is obvious today that this deterioration constitutes
one of the main costs of the adjustment (ILO/PREALC,
1990). Many enterprises have taken advantage of the
oversupply of labour and other factors in order to
achieve a spurious form of competitiveness based on
excessively low wages which have no relation with
the real productivity of the labour force (ECLAC,
1990a). There are substantial propottions of young
people and young adults who are currently receiving
lower incomes than those received by their peers in
the period before the crisis (ECLAC, 1991¢), and in
quite a number of these cases (ECLAC, 1991b) these
incomes are so low that they do not even cover the
minimum needs of a small household. It is perfectly
possible, and in fact often happens, that young
people are occupying jobs in the formal sector yet at
the same time living in a state of poverty. Combating
the lack of reasonably paid jobs for working-class
youth in the formal sector means creating a suitable
climate for the strengthening of trade unions
and collective negotiation, furthering the interest
of young people in participating, and involving
these collective actors of society in the concerta-
tion of national restructuring and economic and so-
cial development strategies.

3. Elements of educational strategies

In the countries which are at the most modern end of
the Latin American continuum, the adoption of
measures to assist the majority of young people who
have difficulties in completing their secondary edu-
cation is a priority objective which is quite capable
of being attained. If the forced abandonment of
studies is the most serious aspect of the early entry
of young people onto the labour market, as noted
in the observations on contention No. 6, then the
creation of jobs for young people must necessarily
be accompanied by universal access to secondary
education, support for the initiation and financing of
university studies, and training in “modem” occupa-
tional techniques.

Giving support to young people with economic
or academic difficulties in continuing their full time
studies —in formal secondary education or specific
occupational training programmes- is also a way of
putting off, at least during the first and most difficult
phase of the restructuring of production activities,
the entry of part of the current cohorts pressuring the
labour market each year. In order for this strategy to
make an effective contribution to reducing the
prevailing inequity in education, it is necessary
to increase substantially the financial resources for
programmes of positive discrimination in the poorest
schools, through scholarships, food subsidies, bo-
nuses on top of their salaries in order to attract the
best teachers, reduction of the size of classes, and
lengthening of the school day in these schools
(Simmons and Alexander, 1978).

However, bearing in mind that a substantial pro-
portion of the students who are today in secondary
education have already suffered the drawbacks of an
insufficient primary education and no longer aspire
to university studies, it would appear to be necessary
to combine formal studies with productive work
which could give them more useful learning pro-
cesses than those available to them in school. If it is
desired to increase in this way the opportunities open
to young people with few acquired capacities, it will
be necessary to coordinate efforts with employers
who really will provide training for these young
people at work.

In the countries which are at the least urban-
industrial end of the continuum, emphasis will
have to be placed on the rescue of young people
who are functional illiterates (see observations on
contention No. 2}, on the promotion of the equality
in education still not attained by young women
(sec the observations on contention No. 3), and on
the dual effort of training and support for the exist-
ing institutions in the urban informal sector and,
above all, in rural areas.

Functional illiteracy among young peoplé con-
tinues to be one of the most difficult challenges to
the modernization of production activities, especially
in the less developed countries (See the observations
on contention No. 2). In these countries, young adult
functional illiterates form more than half of the male
and two-thirds of the female populations (ECLAC,
1991b), and they are doomed to pass their lives in
lower-income * jobs as peasants, agricoltural la-
bourers, domestic servants, construction workers,
craft workers or day labourers (ECLAC, 1991c).
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IV

Elements of educational and employment strategies
for some subgroups of young people

1. Young women

The adverse employment situation of young women
in the less urban-industrial countries of the region
explains why the school attendance of this group is
greater in the remaining countrics. In the latter,
young women have some opportunities for social
mobility through education. Unlike young men, who
can enter some productive occupation with only a
minimum of education, combined with physical
strength and skills acquired informally, young
women need secondary education in order to escape
from unpaid domestic chores or the “underemploy-
ment” of being a domestic servant: around 80% of
young adult women with 0 to 3 years of schooling
are “inactive”, and the great majority of them are en-
gaged in these tasks (ECLAC, 1991c). Young women
increasingly enter paid employment through the so-
called modern female occupations -secretary,
teacher, shop assistant—, and these require secondary
levels of formal studies. In these countries and in the
relevant social subgroups, they require special public
support in order to attain the educational “privilege”
of crossing the minimum threshold for entering paid
women’s occupations.

2. Working adolescents

Policies directed at young people who are now be-
tween 15 and 19 years of age and who are working
must be differentiated in order to take account of the
capabilities and needs of the various subgroups of
working young people. In all cases, however, it is es-
sential to exercise increasing vigilance to ensure the
fulfillment of their legal rights with regard to mini-
mum wages, maximum working hours, dangerous
jobs and social security coverage, since these rights
are frequently violated.

For working young people of low educational
attainments, work experience is often much more in-
structive and useful than a forced formal schooling
of which they are not in a position to take advantage.
Even for this group, however, education continues to
be necessary in this stage of their lives, but it must

be adapted to their needs and it must give priotity to
the effective leaming of the basic skills of reading
and writing, the main arithmetical operations, and
basic civics (BCLAC/UNESCO, 1991).

Even these young people with less educational
background, however, must continue to be provided
—as an optimum option— with the possibility of conti-
nuing their studies and obtaining their secondary
school leaving certificate, which is a passport —not
sufficient in itseif, but increasingly necessary- to for-
mal employment. For the great subgroup of young
people who are working and are fully capable of
deriving benefit from secondary and post-secondary
studies, strategies for modernizing production pat-
terns with equity should include the allocation of suf-
ficient resources to enable these young people to
optimize their educational activities (for example,
through maintenance grants which permit those who
wish to do so to devote themselves full-time to their
secondaty or post-secondary studies).

A separate subsector is that made up of young
people who neither study, nor work, nor are looking
for work: the number of these young people is in-
creasing and they require special attention in public
policies for youth (ECLAC, 1991b). At the same time,
however, this aspect must be kept in proportion: the
percentage of males 14 between 19 and 24 years of
age who neither study nor are economically active
varies from 2.3% in urban Uruguay to 5.3% in rural
Costa Rica, whereas in the same two areas the
figures for young people who are working are 77.5%
and 86.6%, respectively (ECLAC, 1991c, Statistical
Annex, tables 1 and 4). In other words, although both
subgroups have been neglected in public policies, it
would appear that because of their large number, the
problems of young people who are working deserve
greater priority on the part of the State in terms of the
allocation of resources and the adoption of measures.

14 Almost all females between 19 and 24 years of age who
neither work nor study are engaged in domestic tasks. This is
due mainly to the persistence of traditionally dominant cultural
patterns with regard to the role of women, which continue fo
prevent many young women from studying or having paid em-
ployment.
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3. Rural youth

In the strategy aimed at giving opportunities to mar-
ginalized young people in the less developed coun-
tries of the region, where indigence is still a mainly
rural phenomenon (ECLAC, 1991b), a key element is
the effort to transform the fact of living and working
in rural areas from a depressing fate for young
people into a valid and real option for personal pro-
gress. It is a key element largely because this is the
only effective way to check the growth of the urban
economically active population due to the migration
of young people with little schocling, and above all
because it represents the most direct way of attacking
the worst forms of poverty. In particular, a strategy
aimed at inducing young couples to stay in the rural
areas where they now live and to give them support
through training and participation in production pro-
grammes can make all the difference in theitr possi-
bilities of setting up their own home in such areas.

It has been demonstrated that rural social de-
velopment faces a dual problem: the need to have
at least four years of formal studies in order to
benefit from support programmes for peasant pro-
duction, and the fact that rural young people who
want more education must seek it in urban centres,
yet if they return to rural areas they will not find any
productive opportunities for using their skills
(ECLAC, 1991c¢ and 1992).

In this context, more than in any other, it is
necessary to coordinate and synchronize pro-
grammes for the educational rescue or promotion
of rural youth with measures to provide support
for production units, whether they be agricultural,
agroindustrial, or of some other type. In commer-
cial agriculture, it is necessary to implement pro-
grammes to improve the productivity of the
young rural labour force, while at the same time
improving their position through trade union ot-
ganization.

The gradual attainment of universal basic edu-
cation does not of itself guaraniee greater equality
of opportunity in respect of this key tool. Some
studies made in more developed countries indicate
that although greater apparent equity is achieved
by reducing the dispersion of educational attain-
ments, at the same time there is a growing corre-
lation between these attainments and the economic
and social level of the students’ homss (Mare,
1981). Indeed, such a correlation also seems to

have risen in Latin America in the 1980s (ECLAC,
1991b). It has also been noted that programmes
of early stimulation and support providing “posi-
tive discrimination” in favour of poor children at
the primary school level give more positive results
in the long term if such support is maintained
throughout the educational cycle. Thus, here too
youth is a key phase for breaking the age-old
mechanisms that reproduce the marked inequality
of opportunities observed between the various stra-
ta making up Latin American societies.

To sum up, a close look at the heterogeneous
sitvations and features of youth in the various
types of Latin American countries makes it
possible, first of all, to dispe! some widespread
myths. Secondly, it brings an awareness of the
seriousness for the whole of society of the lack
of opportunities suffered, in the Latin American
economies of the end of this century, by a large
number of poor and under-¢ducated young people.
However, there are grounds for viewing with cau-
tious optimism the possibility of rescuing these
young people and thus helping to further equity
in these societies, provided the collective social
actors are willing to give priority to this task by
assigning public and private resources to it.

The question of which sector or sectors (urban
formal, urban informal, rural peasant or rural wage-
worker) should be given priority in policies to im-
prove the opportunities of marginalized youth will
depend on the type of country involved. Rather than
taking the form of specific programmes, such
policies should be part of the global strategy for
changing production patterns with equity in each of
these sectors. Their inner logic, for its part, should
form a virtuous circle with three elements that mu-
tually reinforce each other: i) increasing the labour
productivity of young people through education and
training; ii) increasing the productivity of the produc-
tion units where they work through technical, credit
and institutional assistance, and iii) promoting the
collective self-enhancement of marginalized young
people through support for trade unjon organizations,
party organizations, grass-roots social movements,
and the integration of young people in all of these. A
prior condition for this very necessary participation
in national consensus-building on economic policies
is to ensure the access of all subgroups of young
people, through education, to the basic cultural codes
of modernity (ECLAC/UNESCO, 1991).
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Decentralization
and equity

Sergio Boisier*

ECLAC has staked its all on the idée-force of changing
production patterns with equity and sustainability. It has
done well to take this decision, and it would be desirable
for all the “players” (at least those in the institution itself)
to unite their efforts to turn a test tube utopia into an ef-
fective and efficient socia) practice.

The task that must be carried out is not an easy one,
and progressing from the level of an idée-force to a
higher paradigmatic level involves —as has already been
recognized— defining each of the basic concepis and the
system as a whole more precisely, and above all making
them more operational.

This article explores, in a preliminary but nonethe-
less pointed manrner, the ways in which appropriate pol-
itical and territorial decentralization can help to
strengthen such a weak and historically elusive link in the
chain as equity, in so far as this is associated with better
access to two socially scarce resources: political power
on the one hand, and productive employment on the
other.

The creation of a broad set of representative spaces
which facilitate active participation and systematic meet-
ing of citizens and bureaucrats (in the good sense of the
term) and which are located between the State and the in-
dividual, and the potential offered by a modern sector of
small and medium-sized enterprises in terms of the cre-
ation of jobs are the two central proposals of the article, it
being naturally understood that both processes must take
place within a deconcentrated and decentralized frame-
work of policies and programmes.

*Coordinator of the ILPES Regional Planning and Policies
Area. The original version of this article forms part of a collective
document by S. Boisier, F. Sabatini, V. Silva, A. Sojo and
P. Vergara entitled La descentralizacidn: el eslabén perdido de
I cadena transformacién productiva con equidad y sustentabili-
dad (CEPALALPES(1003)C.2) document 91/8, Eseay series, 1991,

Introduction

“Changing production patterns with equity and sus-
tainability” is an idée-force, that is to say, a concep-
tual matrix which gives rise to research and action
proposals that seek to determine what lies behind the
basic concepts of this idée-force and, in particular,
answer the question of how to attain such a complex
multidimensional objective as that expressed in it.

On the basis of the two fundamental docu-
ments prepared by ECLAC (ECLAC, 1990a and
1991a) and the internal discussions held on them,
it was possible to identify a number of “pending
issues”, which is the term used to describe the set
of collateral (and in some cases operational) issues
which, understandably, were not considered in
those two proposals.

One of these issues —which is repeatedly
referred to in both studies— is decentralization, and
especially territorial decentralization, at the level
of regions or communes. It may be argued that
such decentralization is a necessary condition for
simultaneously achieving changes in production
patterns, equity and sustainability, although it must
not be interpreted as meaning that this condition
is equally important in all cases.

Consequently, a preliminary exploration will
now be made of the “interface” between one of
the basic concepts in the idée-force (equity) and
territorial decentralization.

The general argument which serves as a
framework for the study is that the process of
changing production patterns depends largely
—according to a number of authors— on the formation
of synergic agglomerates, that is to say, systemic
structures with a high degree of feedback made
up of enterprises, scientific and technological re-
search centres, business associations, corporations
and the government itself (at its different levels).
These agglomerates do not come into being spon-
taneously (one of their own components acts as a
catalyst), nor are they distributed randomly over
the territory, since there is a certain affinity with
some forms of accumulated capital (infrastructure,
industrial tradition, innovative attitudes, etc.)
which differ in different parts of the territory.

Thus, the coexistence of these latter elements
with a component which can act as a catalyst of
the synergic agglomerate, local government, can
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bring on a systematic process of innovation. It
goes without saying that the local government (of
a region or a commune) can only carry out a cata-
lytic function in a context of real decentralization.

Social inequity, for its part, has an undeniable
geographical configuration in each country, as is
shown not only by the well-known rural-urban
contrast but also by the interjurisdictional differen-
ces in levels of poverty (including their causal
factors).

There is a growing conviction that in order to
bring about profound changes in the current situ-
ation of social inequity it is essential to have a
modern labour market on a stable basis, The flex-
ibilization of this market appears to be more and
more closely linked with the behaviour of small
and medium-sized enterprises and promotion and
stimulation measures of an essentially local nature
-without prejudice to their forming part of the
general context of macroeconomic policies—, and
this in turn presupposes decentralization in favour
of governments at the level of regions and com-
munes.

The deconcentrated and/or decentralized admin-
istration of employment policies and programmes
can help substantially to increase their effectiveness
and efficiency. This would be of little use, however,
if the general trend of economic policy were
biased against growth of employment or in favour
of activities which make more intensive use of
capital than of labour.

According to numerous studies, enterprises of
different sizes and types display great variations
as regards their capacity to generate employment;
some types of producers make more intensive use
of labour than others. Likewise, the economic
soundness and viability of enterprises of different
types and sizes is considerably influenced by the
economic policy context in which they operate,
This means that if the economic policy has a ne-
gative bias, it is not possible to use the potential
for expanding productive employment by stimu-
lating particular categories of producers, such as
small and medium-sized enterprises, as shown in
a recent international study (Haggblade, Liedholm
and Mead, 1990).

From another point of view, political/
territorial decentralization, by creating repre-
sentative political spaces, automatically helps to

reduce social inequity, since this also depends on
limited access to power.

If a country and its economy are to be strong
in the long term, this calls for strong regions and
strong economic sectors. Territorial macrocephaly
is incompatible with an economy enjoying long-
term macroeconomic balance. Consequently, re-
gional development begins to shape a new field
of public policy and, among other attributes as-
signed to it, a “positive and active social attitude
with regard to the preservation of the regional en-
vironment” appears as a decisive variable in the
development of each region.

It does not seem possible to arouse and main-
tain such an attitude in a regional community,
however, if this does not have real possibilities of
managing its own environment: a question which
is once again linked with the process of decen-
tralization.

The extraordinary rapidity of technological,
economic, social and political change all over the
world is overthrowing utopias, ideologies, rationales
and concepts which it was believed were firmly
established. This process has naturally profoundly
affected the basis of the regional paradigm, in its
most Kuhnian sense (if we may use such an adjec-
tive). The professional training and intellectual en-
dowments of the recent past seem to have lost their
usefulness, and no-one knows for certain how to give
them validity again, since the new context of de-
velopment may be so ephemeral that it hardly gives
us time to understand it.

Paradoxically, in such a turbulent setting, which
tends to break up only to reorganize itself again,
we see the strength and permanence of the organized
territory, that is to say, of localities, which are ve-
ritable fractals of an apparently chaotic reality.

We are witnessing the dismemberment of
nation-States which subsequently regroup them-
selves into supra-national political and economic
structures, while at the same time their re-
gions and cities strengthen themselves in order
to recover their identity and compete for capital
and technology.

At the same time, the Welfare State and the great
social safety nets (big firms, big trade unions, stable
employment and collective social security) are col-
lapsing, while the local level is being strengthened
as a territory of solidarity.
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The crisis in the modern rationale is driving the
world towards an explosion of heterogeneity and
diversity. What is important today is not equality
pure and simple, but the ability to produce different
goods, consume different products, and live in a
more segregated manner. In the dialectic between
alienation and individualism, the special features of
the habitat, the uniqueness of the territory and the
patticular nature of the autochthonous are emerging
as a synthesis which may be either {ransitory or de-
finitive: no-one yet knows.

The transition towards changing production pat-
terns which are now compatible with social justice
(or at least with less injustice) and with the preserva-
tion of the fundamental structures of “Spaceship
Earth” seems to place the organized territory in the
position of a synthetic and systemic unit of an equit-
able and sustainable form of modernization.

Possibly the most significant contextual change
which has taken place in recent years in the approach
to local development is the preponderant role now
assigned to the localities themselves in the design of
their development proposals. In keeping with the
decentralizing and privatizing trends, the central and
national government has decided to transfer to the
regions themselves the tasks which until recently
were considered the responsibility of the central
authority, the most important of them being the de-
sign of the national regional plan.

From being a mere “by-product” of the social
relations of production, the individual space (or,
more exactly, the organized territory (region, prov-
ince, commune)) is now seen as the “agent” or “sub-
ject” of its own development, more endogenous and
equitable, but in no way autarkic and indeed, on the
contrary, fully incorporated into the world around it.

Decentralization: a new dimension of public policy

Latin America has a centralist type of culture, at-
tributable to the fact that it has not undergone his-
torical processes similar to the industrial
revolution, the French Revolution, or feudalism,
and also to the influence of a single religion of a
latitudinarian nature.

Regardless of whether one agrees or disagrees
with these hypotheses, one must recognize that
they do contain an element of common sense.
Whatever its origins may have been, and whatever
benefits it provided in the past, centralization has
become a characteristic feature (considered to be
negative in Latin America), and this explains its
generalized permanence, which makes it almost
immune to any attempt to change it.

As usvally happens in the case of a matter of
such political importance which at the same time
so deeply influences everyday life, the ideological
and political positions on this matter tend to be
polarized. Some see in decentralization a magic
concept capable in itself of producing a whole
mass of social changes, while others see it in al-
most demonological terms, as the ultimate attack
on what remains of the Welfare State or on the

idealized remnants of a social order inevitably
doomed to be replaced.

However, the real world operates in accord-
ance with a less emotional form of logic, and
the plain fact is that the tendency towards greater
decentralization, that is to say, the tendency to or-
ganize society at some intermediate point in the
centralization-decentralization continuum —a point
closer to the second of these poles, of course~ is
a sign of the times which cannot be ignored.

Historical periods in which old and new para-
digms overlap are naturally confused. A paradigm
is not discarded from one day to the next, and con-
sequently the new one does not come into effect
instantaneously either. Changes in paradigms take
time; it is necessary to adjust social, mental and
cultural structures. We are now passing through
one of these periods at the end of the twentieth
century, The prevailing development paradigm,
which among other features displays a bias in fa-
vour of large-scale (production and/or services) ac-
tivities, the formation of territorial conglomerates
which are big in terms of population and produc-
tion, and also -—as could hardly be otherwise—



108

CEPAL REVIEW No. 46 / April 1992

the formation of verticalized, distinctly ranked
and centralized systems of decision-making
and organization, is being penetrated by another
paradigm based on different concepts of industrial
and territorial organization and different forms of
distribution of decision-making power, extending
from political power to the chains of command
within business and social units.

For this reason, it is appropriate to speak of
certain megatrends of universal scope which re-
flect the deployment of forces accompanying the
new paradigm and tend to generate spaces where
old and new decentralizing political projects ac-
quire a potential viability which had been denied
them in the past. Of course, if it is correct to say
that there are universal megatrends, it is equally
correct to maintain that they do not manifest them-
selves in exactly the same way and to exactly the
same extent in each major region of the planet.
Consequently, when comparing these trends with
the actuval situation of Latin America, the results
must be appraised in relative terms.

Firstly, the scientific and technological revol-
ution is seen as a phenomenon which, through its
effects in the fields of production, information and
transport, is shaping a new industrial panorama,
or a new kind of industrial geography. It has been
termed both a dispersed economy and a variable
geometry economy, and its essential features are
the replacement of the Fordist model in the or-
ganization of industrial work; the breakdown of
large-scale trade union activity; new relations
between capital and labour; the preeminence in
production technology of “knowledge” inputs
over the traditional ones and, finally, in the sphete
of the territorial location of the new industrial
stock, the presence of structures of industry
which incorporate processes of delocation,
deconcentration and, in the long run, decentral-
ization,

Specifically, the impact of the scientific and
technological revolution in the production sphere
may be summarized through the following two
aspects:

a) With the new industrial technol-
ogy, economies of scale have lost importance in
the stage of the final assembly of the product but
have now become important in the phases of the

manufacture of component parts, accentuating the
flexibility of response by industry to variations in
demand.

b) Manufacture through systems such as
CAD (Computer Assisted Design), caM (Com-
puter Assisted Manufacturing) and FIM (Flexible
Integrated Manufacturing) makes its possible to
produce parts in different places in a country (or
in the whole world), for subsequent assembly
on production lines directly linked with the
final markets. In this way, it is possible to
dissociate the various production units in spa-
tial terms, without breaking up the functional
unity of the process but at the same time maxi-
mizing the productivity and profitability of
each location.

Both these aspects may acquire notable im-
portance in the context of the new trade integration
agreements (such as MERCOSUR), in connection
with industries such as motor vehicle manufacture
which are particularly suitable for operation under
geographically disaggregated schemes,

In the field of communications, the effect of
the scientific and technological revolution is re-
flected in such innovations as on-line computation,
fibre optics, image and data transmission systems,
and other systems which facilitate the spatial seg-
mentation of entrepreneurial functions by permit-
ting “face to face” communication through
electronic means. Brazil is perhaps the most not-
able example of the modernization of communi-
cations as a requisite for the geographical
deconcentration of the industrial system.

In the field of transport, the impact of the
scientific and technological revolution is most
clearly expressed in the expansion of high speed
trains (France, Japan, Germany, Italy, Spain); the
new intermodal systems which make possible
transport without breaking bulk; the solution of the
problem of saturation of air traffic which was so
visible a few years ago; and the replacement of
the types of goods transported in the past by pro-
ducts which weight less and have a higher unit
value per tariff unit. Obviously, in some aspects
the distance between the European situation and
that of Latin America is out of this world, but
nevertheless in the latter region there have
been by no means negligible advances in the port
infrastructure and management which have been
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reflected in a reduction of costs, with obvious fa-
vourable consequences for the location of produc-
tion activities on the “periphery”.

All these effects make up the new “variable
geometry economy” which is generating a poten-
tial space for greater territorial and decision-
making decentralization.

Secondly, the process of the political restruc-
turing of the State and the administrative restruc-
turing of government must be highlighted as
a trans-ideological force leading to decentral-
ization.

As in many other orders of things, this reveals
a dialectic operation. The changes in the system
of industrial production and those which conse-
quently take place in the mode of accumulation
of the new and mature industrialized economies
adversely affect the accumulation function of the
State. Neither the previous forms of direct accu-
mulation by the State (public ownership) nor the
indirect forms of support (certain public policies)
are of use any longer, and consequently the State
goes through a process of metamorphosis in order
to give rise to a new State which is functional to
the new conditions (an example of this is provided
by the modern policies of giving support to scien-
tific and technical research instead of applying
purely economic policies aimed at industrial pro-
motion, or by the leading role assumed by the
State in promoting new forms of international
insertion and internal deregulation).

But this restructuring in Latin America is not
due only to the need to bring the State (and the
government) into line with the new forms of ac-
cumulation and international insertion. It is also
due to the need to legitimize a new political order
which is emerging once again all over the world
—democracy— and which is also taking on new
forms and adopting new procedures. The new
democracy is of a more consensual nature, it as-
signs a more important role to civil society as a
whole rather than merely to political society, it
faces up to the challenge both of reaching under-
standing in cases of dissent and of expanding con-
sensus, etc. If it were only a new version of the
“old” democracy which was thus emerging, the
“old” State would still be functional.

“In short, the challenge faced by the State in
Latin America on the political plane is that of

profoundly changing its régime, due to the fact

that it has to face the problem of implanting and

exercising democracy in a society which is at
present corporativist, disarticulated and without

aclearsystem of hegemony” (Faletto, 1989).

Thirdly, mention must be made of the growing
and universal demand by the organized bodies of
civil society (many of them of a territorial nature)
for greater spaces for self-realization, which im-
plies the need for both decentralization (transfer
of power) and autonomy (specific fields of
competence),

It would seem that both individuals and col-
lective bodies are gradually reaching their
majority and becoming aware of the possibility
and desirability of having greater capacity for self-
government and sclf-representation. There is
growing skepticism and mistrust with regard to
national-level organizations (including political
organizations), which are accused of being hide-
bound, bureaucratic and centralist and more con-
cerned with their fundamental objectives of
permanence and expansion than with ensuring
proper representation of social interests. In this
context, the socio-territorial category of the region
is seen as a barrier to the danger of veritable ter-
ritorial anarchy when situations of exaggerated
localism atise.

Behind this demand, of course, there are vari-
ous forces which give special features to what at
all events has the stature of a universal megatrend:
ethnic, religious, economic and purely political
factors help to design and put into effect territorial
social movements andfor political parties with a
clear regional identity which question above all
the domination exercised by the central State itself
or its representatives, the central regions.

These demands are closely linked with a kind
of revitalization of participation. Thus, it is noted
that among the policies for stimulating participa-
tion within the anti-hegemonic matrix is decentral-
ization.

“In contrast with the dominant models, the

emerging matrix offers a social participation

model in which it demands local-scale bodies,
the relative autonomy of civil society vis-@-vis
the State, and the possibility of direct and con-
stant action in the recognized fields of partici-
pation” (Hopenhayn, 1988).
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Fourthly, mention must be made of the trend
towards the privatization of production and service
activities, as another megatrend which is contri-
buting to the design of scenarios favourable to
decentralization,

Strictly speaking, privatization is a formal act
of decentralization, since it means transferring
functions to bodies endowed with a different
Juridical personality from that of the body pre-
viously responsible for the production and/or sup-
ply of goods and/or services.

It has rightly been said that privatization is a
burning question, and like all questions of that
type, it has been advocated or attacked more often
than it has been understood.

“The reasons for the general concern about
this subject are clear, and although they vary
from country to country, some common basic
questions underlie the comparative analyses.
Three of these should be emphasized: i) the
imbalance in public financing, aggravated by
the restrictions of the recent past and by the
continuing growth of demands and costs;
ii) concern over the quality of public manage-
ment, which has been negatively influenced
by the vested interests of corporate groups and
by the rigidity of central bureaucracies in
adapting and responding to periods of rapid
change; and iii) the demonstration of obvious
instances of overall inefficiency in the econ-
omies of the region and the need to improve
their external competitiveness and rationalize
their internal functioning.

“From this point of view, greater decentraliza-
tion of decisions may be viewed as one of the
ways to mobilize resources through new proce-
dures and to overcome deficiencies in manage-
ment and, on the other hand, as a hope for
improving the prospects of adaptation to change
and to innovation” (Martin, 1988).

On the other hand, it is well known that
decentralization cannot be confined to the
juridical-administrative field. Unless it is accom-
panied by the transfer of financial resources, it will
remain mere empty rhetoric.

When a new system of allocation of fiscal
resources between the “old” central State and
the new local “quasi-States” is proposed, the
traditional administrators of public resources
react strongly and take all kinds of defensive ac-
tion. This attitude is understandable, since
they fear an assumed state of “fiscal disorder”
which could endanger the stability of the
macroeconomic balances.

The recent (1991) discussion in the Chilean
Parliament on the proposed constitutional reforms
in regional and municipal matters has reflected this
situation, which places at the centre of the discus-
sion a kind of fiscal regionalism derived from the
well-known theory of fiscal federalism.

It is held that centralized handling of public
funds is justified by reasons of efficiency (less tax
distortion), coordination (in the case of certain
types of indivisible public goods and services, or
goods and services where economies of scale are
important) and redistributive considerations. How-
ever, its drawbacks are no less important, as shown
in Box 1.

In short, the fact that the question of decen-
tralization has emerged anew with unusual
force at the present time does not seem to be
due to any kind of “perverse conspiracy”, but
to the dynamics and rationale of a varied set
of trends.

A sound social reaction would be to try to
take advantage of those trends in order to place
them at the service of certain objectives regard-
ing which there is little or no controversy:
greater democracy, greater geographical balance
of development, and greater confidence in the
capacity of civil society.

What is involved, in the final analysis, is a
social wager on a new “social compact” between
the State and civil society under which the latter
can systematically learn to assume once again the
responsibilities which it exercised in various peri-
ods and at various times in the past but sub-
sequently lost to the State. Demanding strict
economic rationality in respect of this wager
would be exaggerated, to say the least.
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Box 1
PROBLEMS OF THE CENTRALIZATION OF PUBLIC FINANCES

The centralization of public finances has certain shortcomings from the point of view of efficiency and
equity, as detailed below:

a) When the level, composition and form of financing of public expenditure are decided at the central level,
they tend to reflect the national average of the preferences of the population. In contrast, local autonomy in
determining them would permit greater flexibility to meet different tastes. Moreover, through a process of
migration known as “voting with their feet”, people with similar preferences would tend to go and live in the same
locality, thus achieving greater adaptation to individual tastes.

b) When the provision of tocal public goods and services is decided upon at the central level, this calls for
delegated bodies in each locality in order to obtain information on local needs and to supervise the execution of
the projects. This means higher administrative costs than those of a decentralized form of management.

¢) Central control of public funds raises problems in obtaining information on the value of certain local
public goods and services which, since they are not traded on the market, have no explicit price (for example, road
signs or clean air). This is because each locality tends to try to magnify the value of these goods and services in
order to obtain a greater share of the centrally decided public expenditure. In contrast, if public expenditure were
financed by the local community, that is to say, if the costs had to be borne by the local inhabitants themselves,
they would be more willing to reveal their real preferences.

d) There is always a risk that the person responsible for taking decisions may act in an arbitrary way. The
more centralized the decision-making process is, the more serious this problem, since there are more resources at
the disposal of the central authorities and the coverage of their policies is greater. It should be noted that arbitrary
action is further accentuated (since supervision is more complicated) when the benefits and costs of a project
cannot be objectively quantified: that is to say, when they do not stem from public goods and services with
explicit prices. For example, in allocating funds for the promotion of culture it is not easy to check that the
projects are correctly evaluated, since the value of culture is essentially subjective.

¢) In the field of taxation, there is also an aspect favouring decentralization. The closer the relationship
between public expenditure and the taxes collected, the less incentive there will be for tax evasion, since the
benefits derived from payment of taxes are perceived more closely.

To sum up, the decentralization of public finances must not be considered in completely positive or negative
terms, since it depends on many aspects which need to be evaluated at the moment that a particular structure for
the financial administration of the State is proposed.

Source: TASC (Economic Advisory Assistance to the National Congress) (1991). Descentralizacién de las finanzas piblicas,
Bulletin No. 21, 1LADES/Georgetown University Programme, Santiago, Chile, July.

I

Equity and decentralization: an interactive duo

The concept of equity is usually understood in three
senses: the first corresponds to a classical approach
and is connected with the ideas of commutative and
distributive justice; the second, known as the modern
sense, is associated with the philosophical principles
of the French Revolution, and the third or present-
day sense is broader than the other two and basically
calls for the elimination of the economic, social and

political barriers which stand in the way of its realiz-
ation (the achievement of equity). In turn, the mod-
ern sense has two variants: a liberal variant, which
lays its main stress on the importance of the in-
equality which has grown up as a means of social
stimulation, and a democratic variant which places
greater emphasis on the establishment of suitable so-
cial conditions for true equality of opportunity.
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“Therefore, as the inequality of opportunities for
participating in the competition of skills begins
almost at the moment when the child is con-
ceived, in order to ensure equality of oppor-
tunity it is essential to break the critical links in
the social reproduction of inequality of initial
conditions” (ECLAC, 1990a) (Our italics).

One of these “critical links” is of a territorial
nature, and it is through this link that equity is con-
nected with decentralization.

As several authors have pointed out, an individ-
ual’s possibilities of realization in the course of his
life depend both on his initial location in the social
structure and his location in the territorial system
(Alden and Morgan, 1974).

‘What is asserted here is very simple: for a given
social status it is “better” to be born in a big city than
in a remote village in the jungle or the mountains,
The possibilities for self-realization are different, and
consequently “equality of opportunity to become
unequal” is merely a fiction.

An important policy question also derives from
this assertion. If this hypothesis is correct, it means
that every social policy which aims at greater equity
must include a territorial component in order to
maximize its effectiveness and efficiency, and this
opens up an important interface between social
policies and territorial or regional policies (Boisier
and Silva, 1989).

This hypothesis has received substantial em-
pirical support, at least in Latin America. In par-
ticular, the studies carried out by Le6n (Le6n,
1982) with data from Colombia, Panama and
Venezuela (Box 2) confirm that the mere location
of persons, that is to say, their location in the ter-
ritorial system, explains between 10% and 20% of
the variation in income distribution among them.
These results are in line with those previously ob-
tained by Fields and Schuliz in Colombia (Fields
and Schultz, 1980). Likewise, the ECLAC report on
the magnitude of poverty in Chile (EcLAC, 1990b)
gives a very true picture of the territorial (re-
gional) dimension of this social problem.

Thus, regardless of whether the problem of
distribution is viewed from a purely conceptual
standpoint or from a normative one, its territorial
nature is evident, and it may therefore be asked
if the introduction of decentralized forms of

decision-making would help to correct situations
of inequality.

The nature of the territory in which each indi-
vidual spends his life thus becomes a factor influenc-
ing his possibilities of satisfying both his basic needs
and his needs for development or self-realization.
The differences of quality between territories also
determine the social distribution of the opportunities
to gain access to wealth or create it. It has been said
that the revolution in production and technology
opens up enormous possibilities for the social redis-
tribution of these opportunities. At the same time,
however, it is recognized that it has had important
real effects of greater inequity and impoverishment.
The euphemistically termed “flexibilization” of la-
bour relations may have meant, in addition to the
material impoverishment of workets for a long space
of time, a massive injection of insecurity into their
lives. They can no longer hope, as they did in the
past, to enter a big enterprise and protect themselves
through a powerful trade union. Moreover, the
Welfare State lies in ruins, It cannot provide them
with such security, since the task of the new State is
rather to support private enterprise, and it must try to
redistribute that support as much as possible. How
might it be possible to replace that model or pat-
tern of security which the workers want? One re-
sponse —and possibly a very important one— would
be decentralization and territorial development.

Structutally improving a situation of inequality
—particularly at the end of the twentieth century—
means improving the access of the persons suffering
from such inequality to two scarce social resources:
power and employment, without prejudice to the
need to apply certain direct redistributive policies.

Many people remain in a situation of poverty or
a comparatively underprivileged situation because,
apart from other factors, they lack organizational and
political spaces in which they can make known their
needs and demands: in other words, they do not have
“intermediators” to represent them vis-a-vis the State
or other organizations of civil and political society
which could wholly or partly remedy their situation.
This means that in order to improve their living con-
ditions these persons need to have access to political
power. Of course, this assertion does not imply any
concealed support for “clientage”™: a common but
spurious form of socio-political mediation.

In a classic article written fully twenty years ago
it was stated that:
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Box 2
THE TERRITORIAL DIMENSION OF SOCIAL INEQUALITY
The studies made on this subject with data from Colombia, Panama and Venezuela are based on the hypothesis

that interregional disparities in income are basically determined by the specific form of insertion of the workers in
question in qualitatively differentiated strata of the system of production, concentrated in differentiated areas or

regions of the territory.
The following figures show the magnitude of the relative regional dispatities in the three countries in
question:
Relative regional disparities, 1970 (in US dollars)
Panama Venezuela Colombia

1. Administrative area with highest average income (1) 2375 1 368 1758
2. Administrative area with lowest average income (2) 569 519 493
3. Ratio 1:2 (3) 4.2 26 36
4. Percentage of administrative areas with income

levels below the national average 67 83 65

In Panama, income in the Metropolitan Area was 57% higher than the national average, and corresponded to 41%
of the country’s population. In Venezuela, income in the Metropolitan Area was 38% higher than the national
average and corresponded to 32% of the population. In the case of Colombia, three areas (Bogotd D.E, Antioquia
and Valle), with 40% of the population, had an average income 37% higher than the national average.

The relative importance of the territory in this problem is shown below (on the basis of Theil indices):

Breakdown of overall disparities

(Percentages)
Panama Venczuela Colombia
Overall disparity 100.0 100.0 100.0
Disparity between areas 22.4 10.2 13.2
Disparity within areas 77.6 89.8 86.8

The differences in average income between regions are due to the existence of strata which are very different
from the point of view of average productivity and forms of technico-social organization in each of the sectors of
production.

Source: A. Ledn (1982), op. cit.

“It is unquestionable that power is a determi-
nant (sometimes of a relatively autonomous
nature) of income distribution. Furthermore,
the dynamics of the income structure are
strongly influenced by the operation of
power. It is quite true that power has its own
logic, but there can be no doubt that such
logic derives from important economic rea-
sons. The roots of power lie deep in the
structure of the distribution of wealth and in-
come and, above all, in the most active vein
of production relations” (Graciarena, 1971).

Another author, writing of poverty, participa-

tion and regional development, said:

“The search for alternative approaches has
caused poverty to be defined as a politically
determined phenomenon, while equity, accord-
ing to B. B. Schaffer and G. Lamb, has been
defined as an ideological construct on the dis-
tribution and sharing of resources in society, so
that it is a political issue, in the sense of an
intervention in the struggle between political
ideas.

“The relationship between economic power and
political power means that the total or partial
solution of poverty calls for the reorganization
of the existing power structures. For a long time,
the response was to call for radical political
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change. The frustrations and difficulties en-

countered in experiments in this direction, how-

ever, have caused attention to be shifted to

‘alternative strategies. Among these, the expan-

sion of patticipation and political mobilization

of the poor groups, as the fundamental basis for

a process of real improvement, has received in-

creasing attention.

“... These approaches, in turn, are to be found in

a more disaggregated view of the contradictions

within societies. In support of these ideas, it is

argued that class interests are not the only ones,
and that on the contrary, the interests of ethnic,
regional and electoral groups form a more com-
plex picture. Moreover, the existence of elitist
groups with an altruistic form of behaviour
should not be ruled out. An approach of this
nature emphasizes localized action on a small
scale. The success of the strategy calls for its
generalization, however, in view of the fact that
the poor are a majority, and it therefore means in
the long run a substantial restructuring of the

distribution of power” (Uribe-Echevarrfa, 1986).

Correcting social inequality then, involves pol-
itical and territorial decentralization, s0 as to create
numerous intermediate spaces between the State and
the individual (extending all the way from neigh-
bourhood associations, through the municipality, to
the region itself), which multiply the probability —for
any individual- of having access to intermediation
bodies or more direct means of finding a solution.
Thus, decentralization is seen as a condition for
equity.

Participation, which is another form of crea-
ting power, cannot be understood apart from
decentralization, if we are speaking of real and
not merely formal participation. It has been as-
serted in this respect that:

“The contra-hegemonic participation matrix

calls for decentralization processes which make

it possible to strengthen resource management
and use in the local spaces. One of the tasks of
greatest scope and relevance in the design and
application of social policies which aim to
strengthen their impact through a participative
reception in the community is to investigate and
design models for securing better linkages
between local governments and grass-roots or-
ganizations. Decentralization makes it necessary
to rethink the relationship between central

planning bodies, ministerial offices connected

with the execution of policies and programmes,

municipalities and communities” (Hopenhayn,

1988).

At the same time, improving the access of per-
sons to employment naturally calls for a growing
supply of jobs, because of the changes which may be
expected in the size and composition of the labour
force (higher rates of female activity, for example),
and it also calls for jobs which are not only intrinsi-
cally productive but also of growing productivity, so
that increases in income will have a real, permanent
base and not a purely monetary and hence inflation-
ary one.

As maintained in a number of recent studies, the
net generation of employment is proportionately
greater at the level of small and medium-sized enter-
prises, due pattly to the competition strategies of the
large enterprises, which are based more on produc-
tivity than on employment.

From this viewpoint, it is important to mention
the study by Yoguel and Gatto prepared in ECLAC for
the Federal Investments Council of Argentina. This
study offers a most valuable discussion on the grow-
ing importance of small and medium-sized enter-
prises in the context of technological change and the
crisis in production, which strongly supports the ar-
gument put forward here (Yoguel and Gatto, 1989).

Now, if the generation of employment in this
stratum is to be accompanied by growing productiv-
ity, this presupposes the systematic introduction of
technical progress in the activities and organization
of these enterprises. As is well known, however,
these enterprises have structural difficulties in gain-
ing access to innovations, they very rarely have their
own research and development departments, and
they run into many barriers when they try to enter the
international science and technology market.

Consequently, the modernization of this stratum
of enterprises must be based on the existence of a
localized science and technology market where an
active and interactive innovative role is played by the
universities and research centres located in the geo-
graphical space where these enterprises operate: that
is to say, in the region or, in more general terms, at
the local level.

However, the mere introduction of technical
progress into small and medium-sized enterptises
may not be successful unless there has been prior
training of the staff to use the innovations.
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Consequently, human resources training is another
key point for correcting the situation of inequality.

An important consideration in this context is
that the increase in employment generated in this
stratum must be based above all on a systematic
increase in the number of establishments, rather
than in their size, since the latter option would
ultimately lead these enterprises to adopt the same
competition strategies as large enterprises. Thus,
from the point of view of the application of prac-
tical policies, the question is how and where to
eliminate the barriers which prevent or hinder the
creation and consolidation of small and medium-
sized enterprises, such as for example difficulties
in gaining access to the capital market or in sur-
viving in a “hostile” economic, social and terri-
torial environment.

The linking of small and medium-sized enter-
prises, through subcontracting, to large enterprises
which are applying long-term competition and trade
strategies (and which are assuredly completely inde-
pendent of the “good fortune” of their territory) is an
alternative which should not be discounted when
seeking to impart dynamism to this stratum.

As noted in an ECLAC study:

“Moreover, in the period under consideration

there was notable growth of employment in

small enterprises (that is to say, with less than 10

employees). According to a non-weighted aver-

age for seven countries, employment in this sec-
tor is estimated to have increased 23% more
than that of employment as a whole... It may be
assumed that this phenomenon was due, inter
alia, to the need of large enterprises to maintain
their competitiveness during the crisis: they
therefore sought to reduce their labour costs (by
freeing themselves, among other things, from
their social commitments) by contracting from
small enterprises part of the goods and services
which they had previously produced in their

own establishments” (ECLAC, 1991b, p. 29)

As may be noted, the equity-employment com-
bination, from a normative point of view, is begin-
ning to point the way to a systemic approach, with
integrated and interactive treatment of the various
aspects of the problem, which may be an important
requisite for the effectiveness of the policies,

The question that arises here is, in the final
analysis, whether all this can be achieved more

efficiently through the centralized handling of
policies and instruments, or if some degree of terri-
torialdecentralizationisneeded. '

As frequently noted, in the area of public local
development policies (especially regional policies)
Latin America may be accused of indiscriminately
copying concepts and experiences originated and
used in the North. At the present time, however, it
would be a serious error to close our eyes to the new
forms of regional action which are being tried out,
particularly in Europe and especially with reference
to employment, which is the main subject of this
article. Consequently, the following references are
worthy of note, at least as points to be borne in mind.

Some authors, in commenting on the emergence
of a new industrial organization model, well repre-
sented in practice by the Italian regional experience,
note that:

“This style of industrialization has far reaching

cultural consequences. It does not seek to deal

only with an economic problem that calls for
greater decentralization and flexibility. It also
secks to meet the need that the form of econ-
omic organization adopted should reflect desires
for cultural and local identity, humanization of
working conditions, and reconciliation of the
values of solidarity and cooperation with those
of efficiency and productivity (Ffrench-Davis,

Meller and Muiioz, 1990).

A lengthy and powerful argument in favour of
the decentralized management of employment cre-
ation policies is given by Xavier Greffe. According
to this author:

“Local initiatives in favour of increased employ-
ment are viewed with mistrust; how, it is asked,
can they offer a solution at a time when the glo-
balization of the economy highlights the import-
ance of large-scale technological options and the
necessity for coordination of short-term
policies?

“This skeptical attitude leaves aside the new re-

alities conceming employment and investment.

“Local development initiatives order the envi-

ronment where activities arise and are carried

on, s0 as to favour their continuation there and
facilitate change. Their principles are clear: “sol-
vency” of new needs, insertion and qualifica-
tion, development of a positive attitude to
entrepreneurial activities and to the idea of asso-
ciation, encouragement of services networks,
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and appropriate use of the social economy. The
measures extend from nurseries of enterprises to
poles of technology, via schools of production,
informatics workshops and local risk capital
companies. They concern both urban and rural
development.

“Why, then, should we be afraid of a form of

decentralization which represents the main

lever for such initiatives?” (Greffe, 1988 (our
italics)).

The key issue, according to this same author,
is that of permanent innovation in order to create
new activities: a point of view which is also
strongly maintained by Porter, in his well-known
article on the competitive advantage of nations.
Referring to what he calls the “diamond” of na-
tional advantage, he asserts that vigorous domestic
competition stimulates the development of unique
sets of specialized factors, especially if the com-
petitors are located in a single city or region,
while another effect of the systemic nature of the
“diamond” is that a country is rarely the site of
only one competitive industry: instead, the dia-
mond produces an environment which promotes
conglomerates of competitive industries. These are
not scattered at random throughout the economy,
but are generally connected through vertical (sel-
ler, buyer) or horizontal relations (clients, techno-
logies and common channels). Nor are the
conglomerates physically scattered: they tend to
be geographically concentrated, since one compe-
titive industry helps to create another, in a mu-
tually strengthening process (Porter, 1990) (our
italics).

At the practical level, DATAR (Dé€légation
pour 1’Aménagement du Territoire et de
I’ Action Régionale), a French body coming under
the Ministry of Equipment, Housing, Physical
Planning and Transport, has published a note-
worthy guide for local economic action: a manual
containing novel and practical guidelines for cre-
ating activities and employment at the local level
on the assumption —it is worth noting— that the
centralized management of employment policies in
the present accumulation context is not efficient.

Mention should also be made ~in the field of
initiatives for creating local employment- of the
original and successful experience of the LEDA

(Local Employment Development Action) pro-
gramme of the European Economic Community,
which is designed to promote local development
both in backward rural areas of Europe and in
declining industrial areas.

Under the title “Local development concerns
human beings of flesh and blood”, Morley (1990)
describes the essence of the LEDA programme, as-
serting that the fundamental message in it is that
human beings are important: not much can be done
without money, but nothing can be done without
human beings. Local development is not a tech-
nocratic activity for experts and specialists, but a
political activity concerning the way we organize
our lives and support the underprivileged groups
in society. It is also a social activity, concerned
with constructing strong and viable agricultural,
industrial and services sectors. In all these pro-
cesses, motivating, mobilizing, educating and
training people is just as important as the corre-
sponding material investments. The two most im-
portant matters are association and the
development of capacities. “Association” means
not only improving the vertical relations between
local, regional, national and Community public
authorities, important though these are, but also
strengthening horizontal associations at the local
and regional level by furthering cooperation
among all those concerned, be they entrepreneurs,
workers, local branches of national government
departments, local administrations, or voluntary
associations. “Development of capacities”, for its
part, means everything that can help to strengthen
the capacity to participate in this process of asso-
ciation at the local level. There is a problem here,
however: local capacity to organize and direct pro-
jects, to manage resources —especially financial re-
sources— and guarantee high quality in the
operation of such plans is as yet underdeveloped.
The positive aspect here, however, is that the LEDA
programme and other activities have shown that
even though this capacity may be lacking, it can
be developed through sujtable support and training
and these local weaknesses can be overcome by
developing the strong points in the people in-
volved and constructing local organizational struc-
tures (Moriey, 1990).

See, in this respect, the examples given in
Boxes 3 and 4.
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Box 3

“BLAZING THE TRAIL”: ESTABLISHING SUITABLE CONDITIONS FOR THE
ESTABLISHMENT OF A REGIONAL TECHNOLOGICAL CIRCUIT
IN THE METAL PRODUCTS AND MACHINERY SECTOR

As part of the development strategy for the Biobfo region of Chile, various agents in the development of that
region were interviewed. Thus, information was obtained from small and medium-scale entrepreneuts in the metal
products and machinery sector on their concern for making progress in ways ranging from the provision of
services to large enterprises to the manufacture of equipment for the lumber industry (the activity of greatest
importance and dynamism in the region).

The enterprises studied have an average of 36 employees and operate in the fields of metal-casting, structural
engineering, machine tools and hydraulic services. In the region, there are 50 similar workshops with an average
of 30 workers each, while the small and medium-scale metal products and machinery sector in the region consists
of 300 enterprises, of which less than 15 have over 40 employees.

Bearing in mind this relative specialization, the entrepreneurs propose to approach the development of
production and technology on an associative basis, for which purpose they must overcome their limitations with
regard to technical design and market information. There is an initiative aimed at bringing their concems to the
attention of two universitics and coordinating the various actors involved in the formation of a regional
technological circuit (CTR).?

As a result of meetings held with the participation of entrepreneurs, academics, and national and regional
government representatives —plus the talks held by entrepreneurs with one of the universities and with a public
sector body—~ over a period of approximately one and a half months, the proposal of the entrepreneurs gradually
began to take shape. It was proposed that a new enterprise should be established which would carry out the work
of design, assembly (on the basis of purchases from the existing small and medium-scale firms), quality control
and marketing. In coordination with the university, the product was defined as a set of machines for the processing
of wood (manufacture of window frames), an area in which one university already has designs and patents.

Within the framework of the preparation of the strategy, work has been carried out on:

i) The formation of the enterprise in question, which would be devoted in particular to transfer of technology
and marketing; for this purpose, collaboration has been received from the regional public sector connected
with the production sector and especially small and medium-scale industry;

ii) The linking up of this idea with an international technical cooperation project which is expected to provide
machinery and make available models for such machinery;

iii) The organization of trips by entrepreneurs to explore markets and technologies, for which purpose support
would be available from the recently created Regional Development Corporation and a public sector body
specializing in export promotion;

iv) The possibility of supplementing this idea with support in the field of management for the enterprises
involved, the number of which has been increasing since the early stages of organization of this CTR,

At the same time, the following activities would have to be carried out:

i) More precise definition of the market to be served, and communication with large and medium-sized
enterprises and potential clients in order to generate mutuval confidence;
ii) Study of possible linkages with other universities for the study of materials, optimization of designs, quality
control and training; and
iii) Exploration of possible financing for the stages of preinvestment, design, testing of prototypes, etc.

The coordination process has been the responsibility of a regional public body responsible for providing
support to small and medium-sized enterprises, with the collaboration of the regional planning body, thus
confirming the role of the regional government in the generation, formulation and follow-up of these types of
activities.

Source: ECLAC/ILPES/UNDP (1990): La regién de Biobic al encuentro del siglo XXI, ECLAC/ILPES/UNDP Technical Cooperation
Report, Concepcién, 1990,

2 CTRs are defined as bodies bringing together entrepreneurs, universities and technological centres, organized around technical

and entrepreneurial training programmes aimed at improving product design and quality and raising the levels of production,
productivity and competitiveness.
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Box 4

LOCAL CREATION OF EMPLOYMENT
MINAS GERAIS: Community Development Programme (PRODECOM)

Artisanal Carpet Production Project *

Through the Social Action Programme for North Central Minas Gerais {ASCENOMIG), a project was initiated and
established for the training of local craft workers to produce artisanal carpets. This project, which was supported
by the CEAGMG, is aimed at integrating into the labour market, in the short term, a substantial amount of labout
which has no other opportunities in the Diamantina area (Valley of the Jequitinhonha). In a second stage, the craft
workers trained by ASCENOMIG were grouped together in a cooperative (the Regional Craft Cooperative of
Diamantina, CARDI), which was set up at the end of 1978 in order to consolidate and expand the activities
envisaged in the initial project. In order to improve on the action already begun, a project was submitted to
PRODECOM for the consolidation of all that had been done so far and an increase in the number of craft workers.
The necessary resources were budgeted at 9 252 340 cruzeiros (approximately equal to US$340 000) at September
1979 prices, of which the community, through the mobilization of various sectors and with its own counterpart
resources, raised resources estimated at 5892387 cruzeiros. PRODECOM’s share, amounting to 3359953
cruzeiros, represented nearly 36% of the necessary resources, while the community provided the remaining 64%
as counterpart resources. This project is one of the most expensive of all those examined and approved up to the
moment, and the financing provided by PRODECOM, which benefits 7 000 persons, is also one of the largest yet
registered, amounting to 480 cruzeiros per beneficiary (around US$18). The apparently high cost is justified (the
other projects are concerned with public works and above all the provision of services) because in reality this is a
project for the creation of employment in a poor region which is extremely short of capital, recognized as one of
the biggest “poverty pockets” in the whole country. In other words, if the project is considered from the point of

3 Tapetes arraiolos, in the original Portuguese.

view of the investment per person employed, the ratio is extremely low.

Source: P. R. Baddad (1980): Participagéio, justica social e planejamento. Rio de Janeiro, Zahar Editores.

It is worth repeating that it is not a question of
copying indiscriminately. The cost of lack of infor-
mation or, even worse, of trying to “reinvent the
wheel”, however, can be socially very burdensome.

Another matter is that of microenterprises, a
substratum of small and medium-sized enterprises
which has received much less study and attention.
In Argentina, the Federal Investments Council is
trying out a programme of support for mictoen-
terprises (Box 5). It is interesting to note, apart
from the figures given in the box, that only 12%
of the total number of microprojects are located
in the three most developed provinces (Buenos
Aires, Cérdoba and Santa Fe).

In order to conclude this brief discussion of
“equity and decentralization” and the role of em-
ployment policies, it should be noted that Latin
America has not yet internalized the central
issue (which is crystal clear in other parts of the
world), namely, that the development paradigm
which is still in force is incapable today of sat-
isfying the demand for jobs.

The BCLAC Social Development Division
clearly recognizes this inability in the following
statement:

“Since economic growth no longer seems to

be having the same positive effect on the cre-

ation of new jobs as in past decades, it is esti-
mated that productive employment will
increase by less than 0.5% per year, while the
labour force of the region will grow by an

average of 2.8% per year. These facts lead to a

clear and inescapable conclusion: that growth

alone will not be sufficient to cope with the
problem of employment unless profound
changes are made in government policy”

(ECLAC, 1987).

On the other hand, however, in the main cur-
rent proposal by ECLAC —changing production pat-
terns with equity— consideration of one of these
“profound changes” is left aside: we refer to
decentralization, which, as shown above, is now
indissolubly linked with equity precisely through
its importance for the creation of jobs.
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Box 5
PROVINCIAL MICROENTERPRISES PROGRAMME (CF1/FFI)

In Argentina, a programme has been cartied out for financing microprojects generated and located in the provinces
and aimed at creating employment there. These projects have access to resources provided by the Federal
Investments Fund (FFI) through Act S-47/90, and most of them are initially identified by the UEPs (Provincial
Liaison Units) of each province, which are a decentralized branch of the Federal Investments Council (CFI). The
municipalities and provincial sectoral bodies have only identified some 15% of the total number of projects put
forward since the entry into effect of Act S-47/90. This is connected with the difficulties of “real decentralization,
which must initially be necessarily based on procedures which merely involve deconcentration.
Some conclusions reached by the CFl with regard to the initial stage of the programme highlight the following
features:
i) the 263 projects evaluated have generated 1 044 new jobs;
ii) the cost of each job amounts on average to US$4 300 of total investment and US$3 100 of financing
from the FFI;
iii) the types of goods or services produced are predominanily (84%) for final consumption;
iv) some 81% of the sales of the products go to local and regional markets;
v) in nearly 60% of the projects, the raw materials are locally supplied, and in almost all of them (93%) the
technology used is traditional;
vi) almost half the projects are located in provincial capitals, and only one-fifth of them are in rural areas, which
suggests that deconcentration must not be confused with full dissemination, contrary to basic economic

principles.
Average employment generated and credit requested, by provinces
Employment Credit reé]uested Cost of generating
Province generated per project”  pet project” (US$) employment (2:1)
1) @ )

Buenos Aires 4.0 11 864 2 966
Catamarca 7.8 8572 1099
Coérdova 1.6 3 995 2 497
Chaco 7.1 12 654 1782
Chubut 37 12 594 3404
Entre Rios 2.9 6 237 2151
Formosa 4.0 6 362 1 590
Jujuy 57 13 375 2 346
I.a Pampa 30 13 900 4 633
La Rioja 4.6 13 202 2 870
Mendoza 12 997
Misiones 35 9379 2 680
Neuquén ° 23 13 857 6 025
Rio Negro 35 11 812 3375
Salta 39 8 220 2108
San Juan 38 4162 1095
San Luis 1.5 8 827 5 885
Santa Cruz 4.1 11 104 2 700
Santa Fe 6.2 13 130 2118
Santiago del Estero 6.5 9 728 1497
Tierra del Fuego 6.0 14 180 2363
Tucuméin 3.0 16 078 5359
Average 4.0 9717 2 429

Source: Federal Investments Council, Projects Department, Project Formulation and Evaluation Unit, Buenos Aires, 1991.
* Information corresponding to 271 projecis covered by the survey.

® Information cerresponding 1o 299 projects covered up to 15 April 1991,

“ Four projects are still to be studied.
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III

The territory: a synthetic and systemic linking space
in the chain of changing production patterns with
equity and sustainability

Changing production patterns with equity and sus-
tainability is a process of a systemic nature, as we
are constantly reminded in the two basic ECLAC do-
cuments referred to. In other words, each of the con-
cepts involved in this proposal, which we have called
Joundational in this article, is related to the other
ones so that they form a mesh or network with a high
degree of feedback and synergy. For the moment, the
intention to adopt an integrative approach is clearer
than the fact of forming a system which really works,
which is still to be attempted.

Beyond a necessary normative voluntarism,
however, what can the systemic nature really be ex-
pected to contribute to the ECLAC proposal?

ECLAC develops in greater depth the argument
aimed at demonstrating the systemic nature of
changing production patterns when it emphasizes
that:

i) ... “The generation and adoption of technical
progress as well as increasing competitiveness are
systemic processes in the sense that an economy’s
technological performance depends to a much
greater degree on the presence of a whole series of
differing types of synergies and externalities than it
does on the optimization efforts of individual firms
in response to changes in the price system”

ii) ... “the systemic character of technical pro-
gress and competitiveness has to do with the condi-
tions under which interaction takes place between
the originators of technological innovations and
users ...” (ECLAC, 1990a, p. 71).

With regard to equity, however —it must be
noted- less conclusive results are reached with re-
gard to the systemic structure of the proposal as a
whole (ECLAC, 1990a, pp. 77 et seq.). Nowhere in
those pages are such explicit arguments as the fore-
going put forward; instead, using a basic argument
developed in previous studies, the systemic hature of
the technical progress-equity combination is as-
serted. In the first place, however, equity is not
strictly speaking a necessary condition for competi-
tiveness in absolute terms (otherwise, there could not
be any such thing as “spurious competitiveness”,

although it is such a necessary condition for the auth-
entic competitiveness proposed by ECLAC; and sec-
ordly, the feedback (between competitiveness and
equity) is not a sufficient condition to make the pro-
cess systemic. Feedback is of fundamental import-
ance in cybemetics, and it is essential in control
processes {control or amplification of deviation), but
it takes account of only a single functional element
within the whole idea of a system. It may be noted,
in this connection, that interest is concentrated on
control as “amplification of deviation”, that is to say,
in the system advocated by ECLAC the underlying
idea is one of progress and qualitative change.

If competitiveness and equity made up a binary
system, feedback would be a simple circulatory rela-
tionship, whereas if it is sought to show that these
two elements are integral parts of a complex system,
then according to Ashby they must be considered as
such, and no attempt should be made to identify in-
dependent feedback circuits in them. Feedback and
control are associated with the imposition of certain
restrictions, and therefore, when seeking to explain
these processes, at least two levels of rank must be
taken into consideration. This therefore gives rise to
the question of what the relative rankings of compe-
titiveness and equity are.

It would appear that the conditions which permit
a given set of elements to be described as systemic
are first of all their organized or unorganized com-
plexity (variety, levels of rank and non-linear link-
ages) and secondly, the state towards which this
structure tends, that is to say, equilibrium with
maximization of entropy in closed systems, or the
maintenance, preservation or modification of the sys-
tem itself with high levels of synergy in some non-
dissipative open systems. These states depend on the
manner of setting out and managing the flow systems,
which determines the complexity of a structure, since
every system is a flow system (of information, en-
ergy or matter). In other words, we are speaking here
of the functional aspects of the system. The concept
of autopoiesis formulated by Maturana (Maturana
and Varela, 1984) is, it is true, a valid definitional
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characteristic of living systems, but it is not so clear
when it is applied to social systems,

With regard to the third foundational con-
cept —that of sustainability- its contribution to the
systemic nature of the ECLAC proposal is even less
clear, because the mere addition of elements to a
whole does not necessarily transform this into a
system; the comments made previously about feed-
back are pertinent here also.

In one of the basic ECLAC documents, there
is a paragraph which perhaps contains the key
for turning this aggregation of concepts into a
systemic structure:

“ ... On the other hand, when major changes

in technology are occurring rapidly, the need

for geographical and cultural proximity
becomes more important. In such cases, the
possibility of direct contact and a common cul-
tural context can be of decisive importance for
information exchange” (our italics) (ECLAC,

19904, pp. 71-73).

Despite the general validity of this assertion,
it must also be borne in mind that we are witness-
ing the rapid development of systems of produc-
tion based on the use of a type of information
which reduces spatial friction to zero.

Can the rerritory perhaps be a reference, con-
tainer or cross-section capable of generating a sys-
temic structure of which changing production
patterns (or competitiveness), equity and sustaina-
bility are integral parts?

The territory can indeed be considered as the
first of the structural elements in this system. Its
limits, which define its borders and its separation
as a function of the intensity of its relationship
with other systems (the outside world), determine
its character of a container, which maximizes the
functional elements (flows, controls, lags and feed-
back). The territory intersects with the structural
and functional elements and makes possible sys-
temic configuration of changing production pat-
terns with equity and sustainability. Moreover,
as ECLAC rightly suggests, it incorporates an
identity factor, which is important because what
is involved is the operation of a social and not
a mechanical system. Its identity is probably in
inverse relationship to its “size”, in the light of
the internationalization and transnationalization
of present-day society.

It is worth repeating something already com-
mented upon, namely, that the exponential inno-
vation typical of the world of today -a requisite
for non-spurious competitiveness— seems to be as-
sociated with the formation of synergic agglom-
erates, that is to say, systemic structures (and
hence structures with a high degree of feedback
and complexity) made up of numerous social
agents: enterprises, science and technology cen-
tres, universities, associations (business associ-
ations, trade unions and others) and the
government (in some of its multiple functions and
levels of operation).

These agglomerates do not arise by chance or by
spontaneous generation, although such possibilities
must not be completely ruled out. Instead, they are
built up by virtue of the inductive and catalytic role
exercised during a certain length of time by one or
more of the agents mentioned earlier. In this respect,
the government is seen to be in a privileged position
because of its normative capacity, its capacity to
manage information, its control over certain material
resources, and other reasons such as the use of its
legitimacy to create consensus. The government’s
position is therefore a dual one: it is both a bureau-
cratic apparatus and a political arena,

It has also been maintained that these synergic
agglomerates (whose origin goes back conceptually
to Marshall’s industrial districts) have an affinity with
particular territories: they do not spring up at ran-
dom in the national space. This affinity is connected
with the need to be located in an environment which
already has skilled labour, infrastructure, entrepre-
neurial spirit, a culture favouring innovation, etc.
Other agglomerates, however, do not have such a
clear affinity of this type.

Such territories, which in the sense of their
historical development may be considered as in-
itially natural, subsequently equipped, and finally
organized, that is to say, structured and interactive,
are precisely what we mean by regions (using this
term in a broad sense).

Thus, in the final analysis and in a figurative
sense, the question boils down to a system of two
equations: the agents and activities which will sub-
sequently make up a systemic structure, and the
territories and agents which can serve as a basis
for this. The solution of this system gives a
“value” to the dependent variable represented by
local government (using this term in the broad
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sense of territorial government) and its capacity
to play a catalytic role in the territory under its
jurisdiction or within its area of control. This role
can only be played to the full, however, in the
context of decentralized decision-making power,
which makes it possible to have the capacity, re-
sources and potential to generate concertation
strategies.

Where do equity and sustainability come in all
this, then?

Apart from the technical considerations, which
are clearly set forth in the ECLAC documents, espe-
cially where they put forward the concept of “auth-
entic competitiveness”, it is necessary to reaffirm the
ethical dimension which is implicit in the develop-
ment proposal, and which is all the more perceptible
the smaller, more representative or more wotka-
day is the space in which people live and work.
Who can maintain that a situation of overall national
equity has an exact counterpart at any subnational
level? The situation described in connection with
income distribution could probably be repeated in
this respect.

If changing production patterns, as a process,
must be extended specifically to sub-national spaces
(regions, provinces, municipalities), it must be
agreed that the (regional) economic growth deriving

from it must be placed above all at the service of
human beings (through equity) and also that these
changes must be secured by ensuring that the terri-
tory (the region) and its resources must always be at
the service of human beings (through sustainability).

The foregoing considerations bring the discus-
sion, but especially the idée-force, to an area which
is mainly, but not exclusively, concerned with re-
gional (subnational) development: a question which
is outside the scope of these comments and regarding
which there is an increasingly obvious need to over-
come the limitations of cartesian analysis in order to
apply synthetic methods which can explain the sys-
temic complexity of the regional unit.

In conclusion, it should be noted that the sug-
gestion which we have tried to express more clear-
ly in this article is that adequate consideration of
territoriality and the necessary decentralization
can help to make the systemic conception of the
ECLAC proposal more operational, by facilitating
its transfer from the abstract space of ideas to the
concrete space of policies.

Consequently, it may be said that decentraliza-
tion can help to improve a situation of inequality if
government is decentralized and suitable incentives
are provided to encourage the non-State sector to
generate employment.
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Central American
integration
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The Central American countries promoled a vigorous in-
tegration process which gave rise to valuable experience.
The increased trade furthered industrialization and stimu-
lated investment, modernization of production and econ-
omic growth. However, the exhaustion of the past growth
model based on agricultural exports and the persistence
of the system of over-protection of substitution industry,
which was continved longer than was necessary, led o a
profound crisis in the economies and ia the integration
programme itself.

On the basis of a review of that experience and re-
flections on the preseat conditions and the role that com-
munity action can play in a new development strategy,

this article presents some proposals for rethinking the .

process. It is proposed to move from a demand-based
approach to one based on the complementation of
supply, as an essential means of achieving a new and
effective form of insertion in international trade and
thus regaining the path to development in Central
America,

*Head of the Economic Development Section of the ECLAC
Subregional Headquarters in Mexico.

Introduction

In the mid-1940s, the governments of the Central
American countries began to move towards closer
mutual relations, which were achieved in 1951 with
the signing of the Charter of the Organization of
Central American States.

In the 1950s, there were many initiatives which
reflected the political will to progress in various as-
pects of these links. It was only in 1960, however,
that the countries signed the General Treaty on
Central American Economic Integration, which was
to be, for a number of years, one of the most import-
ant factors in the growth and industrial development
of the economies of the region.

In spite of the spectacular results achieved
with regard to intra-regional trade during the first
decade of application of the Treaty, unfortunately
timely action was not taken to correct some short-
comings of the system, such as the lack of mech-
anisms to avoid the benefits of the increased trade
being concentrated in a few countries. This led to
one of the parties suspending its integration com-
mitments in 1971, In the 1970s, intra-regional
trade continued to grow and the institutional sys-
tem was further consolidated, albeit against the
background of an abnormal legal situation tol-
erated by the parties, since one of the countries
was only participating partially in the commit-
ments originally entered into.

In the early 1980s, the region suffered the effects
of the international economic crisis. The exhaustion
of the growth model based on agricultural exports
and import substitution, which had facilitated the in-
tegration process in the past, now became evident.
First the depletion of the international reserves, and
then the scarcity of external resources obliged the
govermnments to seek greater national financial sta-
bility. This led to the almost complete abandonment
of the integration instruments and commitments, and
hence to a systematic decline in intra-regional trade.
This was yet another element which depressed the
national economies by weakening regional demand,
and this tendency lasted throughout almost the whole
of the 1980s.

In mid-1990, the Central American Presidents
met in Antigua (Guatemala) to redefine the future
role of integration as an important element in a
new strategy of openness to the exterior and
modernization of production.
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In the context of this renewed impulse for inte-
gration, expressed at the highest regional political
level, this article presents some reflections based on
various studies carried out at the ECLAC Subregional
Headquarters in Mexico (ECLAC, 1991a, b and c) re-
garding two processes which it is considered must be
simultaneous and must be initiated as soon as
possible: i) the preparation and negotiation of a new

legal and institutional scheme to back up progress
towards a Central American economic community,
and ii) the normalization of the legal aspects of the
present scheme and the application of measures de-
signed to reactivate trade, together with other
measures in respect of mutual economic relations de-
signed to boost national efforts to return to the path
of development.

A retrospective view

In order to understand the outlook for a new inte-
gration process, it is worth recalling the experience
built up by the region over the last 30 years.
This section therefore seeks to draw up a general
balance-sheet of the process in order to draw les-
sons from this and identify the aspects which could
be improved. The following analysis distinguishes
between four stages corresponding to the marked
changes in trends observed over the period 1960-
1990: i) buoyant growth and normality, ii) institu-
tional abnormality, iii) emergence of the crisis,
and iv) deepening of the crisis.

1. The period of growth and normality
(1960-1969)

In 1960, after various attempts to work out an
economic cooperation scheme, the Central Ameri-
can Common Market (CACM) was finally set up
with the purpose of achieving faster and more
autonomous regional development: the General
Treaty on Central American Economic Integration
was signed in Managua and formally came into
effect in four countries in June 1961, with Costa
Rica entering the system in July 1962.

Once the free trade area and the common exter-
nal tariff (which eventually covered 96.7% of the
regional tariff universe) had been established, the
new integration process rapidly gave rise to steady
growth in trade. Thus, trade rose from a little over
US$30 million in 1960 to nearly US$300 million in
1970, and the common market’s share in the total
external trade of the region rose from 6.7% in 1960
to 20% in 1966 and 26.1% in 1970. The industrial
sector expanded, and productive activities in general

were boosted. A Central Ametican highway system
was built, fleets of heavy transport vehicles were es-
tablished, a Central American telecommunications
system was set up, and an interconnected electricity
grid was consttucted. In addition, regional financial
support was mobilized for important infrastructural
works and for the main production sectors.

The common external tariff consolidated the
creation of a regional space by eliminating distor-
tions in competition and in the allocation of in-
vestments caused by the existence of different
national tariff systems with clear fiscal orienta-
tions. Together with the free trade area, the com-
mon external tariff played an important role in
Central American industrialization, in the training
of new entrepreneurs and in the buijlding-up of
management capacity. A particularly important
feature was the high share (90%) of industrial pro-
ducts in intra-regional trade. This represented a
significant change from the traditional investment
model and gave rise to some reallocation of capital
for the creation of new production capacity, as
well as new jobs offering higher productivity and
wages than in other sectors of the economy.

The common external tariff encouraged in-
vestment in the manufacturing sector because of
the tariff protection given, which was high in some
cases. Even so, however, in general it did not reach
the level of protection given in other Latin Ameri-
can countries nor that of the non-tariff protection
prevailing in some of the industrialized countries.

The regional system of institutions also played a
very important role. Within a few years of the sig-
ning of the Treaty, the range of functions of the
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region’s institutions was widened through the estab-
lishment of a Central American institutional system
made up of the specialized regional bodies and of
commissions and committees with specific com-
petence in particular sectors.

Despite the favourable effects of integration
on the national economies, however, the process
became bogged down at the level of the free trade
area, since only trade in goods was liberalized and
mobility of factors was never introduced.

Gradually but increasingly, some contradic-
tions in the scheme began to emerge, including
the unequal shares of the countries in regional
trade, the lack of flexibility of the system for cor-
recting tariff imperfections, the operational diffi-
culties in implementing the Central American
Agreement on Fiscal Incentives for Industrial De-
velopment, the failure to foresee the difference in
national capacities to adapt to the stimuli of the
expanded market, and the exhaustion of the easy
stage of import substitution.

At the same time, the incorporation of many
aspects of integration into the activities of the in-
stitutions without having made the necessary
modifications in the latter was gradually creating
two bottlenecks: i) the increase in the budgetary
needs of the institutions, which raised problems
of allocation of funds in each of the countries, and
ii) the growing difficulty of the organs of the
General Treaty in directing Central American in-
tegration as the process became more complex and
incorporated new sectors of activity (agriculture,
transport, etc.). The incorporation of new sectors
called for decisions on matters coming within the
competence of several ministries, whereas the or-
gans of the General Treaty were made up exclu-
sively of representatives of the economic
authorities.

2. The period of institutional abnormality
(1970-1978)

In 1969, the dissatisfaction of Honduras with the in-
tegration process on account of the -unequal trade
benefits received, and its growing problems with E]
Salvador, led to an armed conflict between the two
countries. Despite the shortness of the war, it had
consequences which continued to affect the integra-
tion process until only a few years ago. From that

period onwards, the process was carried on in abnor-
mal conditions because one of the members of the
CACM withdrew from the organization, which had
adverse consequences for trade liberalization and
further increased the inequality of the industrializa-
tion opportunities. !

Intrazonal trade -as measured by exports—
continued to increase, however, until it reached a
peak of US$1 250 million in 1978, representing
around 25% of the total exports of the region.

Since mid-1971, three types of macroecon-
omic imbalances which threatened to destabilize
the economies were identified (EcLAC, 1971): in
the balance of payments, in public financing, and
in regional trade. The balance of payments of the
region vis-a-vis the rest of the world had deterior-
ated with the passage of time, and the import com-
ponent had become less and less flexible because
of the change in the composition of imports: fin-
ished goods gave way to capital goods and inter-
mediate inputs vsed in the process of import
substitution.

In general terms, the composition of intra-
regional trade did not change substantially be-
tween 1970 and 1980, since it continued to be
concentrated on manufactures for final consump-
tion, above all textiles, food products, and indus-
trial chemicals, These branches represented over
55% of intra-regional imports in 1970, and in 1980
the figure still stood at 51%.

The two.main intra-regional exporters also
continued to be the same countries as before. In
1970, Guatemala was the main intra-regional
exporter (with 35.6% of sales), followed by
El Salvador (25%) and Nicaragua and Costa Rica
(around 16% each). The share of Honduras in
intra-regional sales went down from 12% in 1968
to 6% in 1970. In 1980, Guatemala continued to
generate 35.7% of total exports within the region,
and El Salvador, 26.2%. The most noteworthy
changes were the growing share of Costa Rica,
which almost reached the level of El Salvador
(23.9% of regional sales), and the decline of

1Through decree No. 97 of 31 December 1970, the
Honduran Government took the country out of the free
trade system by imposing tariffs on intra-regional imports.
Because of the conflict with El Salvador, diplomatic relations
between the two countries were broken off until 1980.
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Nicaragua as an intra-regional supplier to a
level (6.7%) even below that of Honduras
(which accounted for 7.4% of total exports).

3. The emergence of the crisis (1978-1984)

Between 1978 and 1984, the CACM gradually be-
came weaker for various reasons. As from 1979,
the Central American countries faced serious diffi-
culties: the decline in the demand for exporis to
third countries and the further rise in oil prices ag-
gravated the fragile situation of the region’s trade.
The member States thus encountered increasing
difficulty in meeting their obligations and main-
taining full freedom of intra-regional trade. The
“chronic debtors”, as well as sometimes lacking
foreign exchange to make their payments, tended
to give priority to payments to creditors and finan-
cial institutions from outside the region when they
did have such foreign exchange. For their part, the
creditors took measures to avoid entering into
trade transactions when these were not backed up
by immediate payment in foreign exchange.

Intra-regional trade slumped in this period to a
little over half the amount registered at the end of the
1970s, and there was no indication that this decline
was likely to stop (see table).

Nicaragua and El Salvador suffered from
heavy deficits in their trade with the other coun-
tries, and in 1982 Costa Rica adopted restrictive
trade measures against Nicaragua. The Central
American Clearing House became in practice a
credit mechanism for financing the debit balances
between pairs of countries, thus weakening the
multilateral nature of the payments system. The
result was a form of intra-regional trade settled
bilaterally through payments in foreign currency,
or characterized by the adoption of barter or bi-
lateral credit procedures.

The economic crisis in the region also gave rise
to a constant decline in the effectiveness of the
institutional framework of the integration pro-
cess. On the one hand, governments adopted res-
olutions aimed at revitalizing the process, but on the
other they cut down the budgets for the regional
institutions —especially the Permanent Secretariat
of the General Treaty on Central American Econ-
omic Integration (SIECA) and the Central American
Economic Integration Bank (BCIE)~ whose capacity

to cope with the various problems of integration was
thus reduced.

The delays by member countries in paying off
their debts with the BCIE became chronic, and this
limited the Bank’s capacity to finance new pro-
jects. This situation was further complicated by
problems of organization and administrative man-
agement in the institution. The Central American
Monetary Stabilization Fund (FOCEM) was ex-
hausted, and on top of this there were the coun-
tries’ needs to change their exchange and monetary
policies, so that the regional impact of the cacM
was reduced, and there was growing disharmony
in this field.

4. The deepening of the crisis (1985-1990)

The integration crisis became even worse during
the period 1985-1990 on account of the persistent
lack of a political definition on the importance and
desirable features of intra-regional links, in view
of the continuing irregular nature of the CAcM. In
addition, there was the problem of the abnormal
external relations of Nicaragua. Because of the
weakening of integration as an institution and as
an “idée-force”, national strategies to meet the
crisis did not give a central place to integration.
On the contrary, in this period the application of
adjustment and stabilization programmes at the na-
tional level became more generalized and more
intensive, leading to the almost complete abandon-
ment of the integration instruments. As the pro-
grammes were defined individually by the
countries —in some cases in line with programmes
negotiated with international financial institutions—
it was virtually impossible to coordinate rates of
action, time limits and degrees of implementation
at the regional level.

In 1986, intra-regional trade reached its lowest
ebb (US$417.6 million, or only 10.4% of total
exports), because of the serious imbalances in
intra-regional trade and the collapse of the re-
gional payments system due to the accumulation
of intolerable debit balances between pairs of
countries,

As from 1988, however, the integration pro-
cess showed its intrinsic vigour: intra-regional
trade stopped falling and began to recover slowly
but surely. Although the number and value of the
transactions carried out within the framework of
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Table
CENTRAL AMERICA: VALUE OF INTRA-REGIONAL TRADE AND ITS
RELATIVE WEIGHT IN TOTAL EXPORTS OF GOODS (FOB)
1970 1975 1980 1981 1982 1983 1984 1985 1986 1987 1988  1989*  1990°

Value of exports to the rest of Central America
(thousands of Central American pesos)

Total 286304 536380 1129157 936790 765455 766623 719182 487816 417567 506 141 548991 651679 638900
CostaRica 46091 107227 270328 238023 167196 198184 192913 142904 100507 109612 129800 144575 123100
ElSalvador 73768 141759 295795 206483 174229 164894 156217 95728 90984 119598 139801 182548 154000
Guatemala 102345 168227 403727 355501 320068 308689 285238 205127 192005 232200 236441 261200 287600
Honduras 18044 26593 83888 65911 51876 61380 47722 19893 18836 25931 23800 38324 37800
Nicaragua 46056 92574 75419 70872 52086 33476 37092 24164 15235 18800 19149 24942 36400
Value of exports to the rest of Central America, as a
percentage of the value of total exports
Total 255 22.8 23.1 214 20.0 20.0 18.1 12.9 10.3 13.3 138 154 4.4
Costa Rica 20.0 21.7 270 238 19.2 23.2 19.3 15.2 9.3 9.9 11.0 10.8 9.1
El Salvador 313 26.6 27.5 25.9 24.7 218 215 14.1 117 20.2 23.0 36.7 26.5
Guatemala 345 26.2 266 275 274 283 252 19.3 18.3 237 220 22.8 231
Honduras 10.1 8.6 9.9 8.4 7.7 8.8 6.5 2.5 21 31 2.7 4.0 4.0
Nicaragua 257 24.7 16.7 14.0 128 7.8 9.6 8.0 6.2 6.4 81 8.6 11.3

Source: ECLAC, on the basis of official figures and data provided by the Permanent Secretariat of the General Treaty for Central American

Economic Integration (SIECA).
 Revised preliminary figures.
® Preliminary figures.

the Central American Clearing House tended to be
close to zero, mutual trade found ways of offset-
ting this state of affairs. On the one hand, agree-
ments were reached between pairs of Central
Banks, and on the other, enterprises made arrange-
ments to accept payment in their respective na-
tional currencies.

Intra-regional trade continued to be restricted
to the “traditional” products traded between the
countries in the past, while because of the opening
up to supply by third countries, a reverse form of
substitution took place, with intra-regional sources
of supply being replaced by external suppliers. In
the case of agricultural products, the limitations
persisted on free trade in basic grains and other
food items such as edible oils, dairy products and
poultry products.

In short, although the process displayed great
vitality in its first phase, since a system of inte-
gration actions was kept in effect and mutual trade

machinery was established, numerous internal and
external factors acted to check this dynamism and
maintained the integration process at an incom-
plete stage. The programme gradually flagged be-
cause of the disputes over its real beneficiaries,
the exhaustion of the easy stage of import sub-
stitution, the inability to put into practice initia-
tives such as those concerning integration
industries, and the deterioration of the multilateral
payments system because of growing problems of
liquidity.

At present, even though the strong links of in-
terdependence built up irn recent decades still exist,
and there is still a political will to take advantage
of integration as one of the motive forces for re-
suming the path of development within the frame-
work of a growth model, the legal anomalies still
persist and the process still suffers from the weak-
ness of an institutional framework designed for an
outmoded integration model.
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Elements conditioning a new development strategy

The changes which have taken place in the interna-
tional environment, together with the new situations
which have arisen in Central America, form a set of
conditions and challenges that must be faced in de-
fining a new Central American development strate-
gy. It is clear, however, that economic integration
continues to be just as necessary as it was in the past,
although now in a different context.

1. The international environment

The tasks of stabilization, adjustment and economic
recovery facing the Central American countries must
now be carried out in an international economy
which tends towards the regionalization of markets
and the emergence of new trade barriers.

The first of these tendencies is reflected in the
formation of great economic and political blocs
polarized around North America, Western Europe
and the Pacific, which mean a realignment of
world economic power. Clearly, the formation of
these subsystems calls for changes in traditional
styles of bilateral and multilateral negotiation and
cooperation. Agreements and conflicts within a
multipolar international structure involve an inter-
action of interests which is not foreign to national
policies but goes beyond them. The logic imposed
within each expanded economic and political
space and the degree of coordination with other
blocs filter and subtly influence the interests of
each country.

In this new institutional framework which may
be expected to govern international relations in the
future, it must be borne in mind that the countiies or
zones which are not as yet aligned with those inter-
national subsystems cannot avoid taking a stand on
their own linkages with them. The definitions of the
links with these international blocs —in terms of
forms, preferences and rates of change— will deci-
sively influence national development strategies and
even regional development proposals.

The second trend connected with the process
of regionalization is reflected in the propensity to
intensify protectionist policies within each bloc. In
contrast with the paradigm which is supposed to

be in force, and in view of the foreseeable in-
cidence of recessionary conditions, the possibility
of consolidating policies for the liberalization of
trade in goods and services and movements of la-
bour between countries still seems far off. The per-
sistence of protectionist practices, such as those
defended in the Uruguay Round of GATT, augurs
frequent friction between the macroeconomic
policies of the industrialized countries and the
blocs which each of them are forming.

2. The regional framework

In this last decade of the twentieth century, Central
America has largely overcome the regional political
crisis, but the economic crisis persists.

The end of the regional political crisis was the
result of a great effort at consensus building among
the five Central American governments, dating from
the Esquipulas Declaration of 25 May 1986.

It is now hoped that, within a reasonably short
space of time, it will be possible to put an end to the
domestic political tensions in some countries of the
region, without which it will not be possible to re-
store the conditions needed for economic and social
development.

At the same time, resuming the path of de-
velopment after the situation of profound deterior-
ation in the productive and financial fields suffered
by the economies of the region is a task which is
much greater than any challenge Central America
has faced in the past. This deterioration became
even more marked because of the dispersion of
the efforts made by the Central American countries
to cope with the crisis, and although they are
aware of this, they have not yet managed to co-
ordinate their macroeconomic policies.

The difficult situation just described is further
complicated by the growing social demands, which
have long been put off but naturally tend to become
more pressing in periods of greater political open-
ness. It is therefore urgently necessary to resume the
path of sustained growth in order to be able to re-
spond to these demands and consolidate the demo-
cratic processes in the region.



REORIENTATION OF CENTRAL AMERICAN INTEGRATION / R, Caballeros 131

The role of integration within a new development strategy

In the face of the changes which have taken place in
regional and international conditions and the incor-
poration of the concept of integration into a new de-
velopment strategy in Central America, what is
needed is not to reconstitute the original integration
scheme, but to redesign it and bring it up to date in
order to broaden its scope and enhance its objectives.

1. Redefining the scope of integration

Expanding the scope of integration does not mean
giving up the idea of a regional economic identity,
but rather achieving greater weight in external rela-
tions through a more effective form of openness and
firmer cohesiveness vis-a-vis the outside world.

In its day, the CACM was an expanded market of
its member countries. This is because the integration
process itself placed limits on it by restricting the
mutual relations fundamentally to the area of trade.
Unfortunately, this market suffered a marked decline
because of the preference for using tariff-based
policies, the excessive persistence of which gave rise
to a type of protectionism which prejudiced competi-
tiveness and efficiency.

The concept of integration outlined here differs
both from that which amounts to the mere aggrega-
tion of demand and from that which involves the
creation and restructuring of economic blocs in the
developed world.

The formation of these great economic spaces
is a response to the multipolarity now prevailing
in the industrialized world, which has given rise
to disputes or alliances aimed at gaining supre-
macy in production, trade, finances, technology
and international politics itself. These blocs tend
to be homogeneous in their interior and maintain
strong similarities between themselves in terms of
competitiveness.

The processes of association in Latin America,
and above all in Central Ametica, have opposite
characteristics to these. There is no question of hege-
mony involved, their international insertion is one-
sided, and the regional structure is heterogeneous.
Nevertheless, there are possible points of cooperation
or relationship between the two processes which

should be explored in order to see how they can con-
tribute to the changes in production patterns required
by the Central American countries.

A form of integration which goes beyond the
limits of the Central American region will un-
doubtedly lead to greater links with the new econ-
omic spaces and permit a more decisive form of
openness to the rest of the world; the study of the
options for integration or cooperation agreed with
other Latin American countries —as well as with na-
tions of North America, Burope ot Japan and the
Pacific- is associated with the need to gain a greater
share in world trade.

International openness of this type must be
understood as a willingness to accept criteria of
greater competitiveness and benefits in trade flows,
together with a policy of market diversification. It is
not a synonym for unrestricted liberalization or de-
regulation, since the more developed countries con-
tinue to apply high margins of protection, without
taking account of criteria of productivity and compe-
titiveness.

This is of great importance for the less de-
veloped countries, where global liberalization would
cause ill-effects that could not be offset or checked in
other areas of economic activity. This means that
while we should support a process of openness, this
should be one which is linked with gradual and se-
lective liberalization, and which eliminates from the
start the evils of excessive protectionism and the ob-
stacles which hold back productivity and hinder
better use of resources in economic and social terms.

The aim of this new approach to integration is to
avoid the restriction of agreements and concertation
mechanisms solely to the area of trade. Integration
must cease to be the pedestal for a belated process of
import substitution, or the prop of a traditional agri-
cultural export model. Likewise, it must leave behind
it the image of a mere expanded internal market, in
order to become instead a platform for community
investments with international projections.

2. Enhancing the purposes of integration

Integration understood in this way will help to pro-
mote productive activity and its restructuring by
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taking advantage of the benefits deriving from con-
centration of resources and economies of scale. This
is patticularly important for Central America because
of the small size of its economies, the low levels of
domestic saving, the serious external financing prob-
lems, and the increasing difficulties in operating in-
dividually in international capital markets.

The obstacles standing in the way of projects
such as integration industries indicate that a firm pol-
itical will is needed in order for initiatives of this
type to result in dynamic poles of development in-
corporating technical progress and for production ac-
tivities to be diversified and placed on a more solid
basis.

In the agenda defined by the Presidents them-
selves, most of the points of which are contained in
the Economic Action Plan for Central America,
valuable initiatives are proposed which will un-
doubtedly help to enhance the new integration

scheme, especially in the areas of physical infrastruc-
ture and the generation of new community projects:
transport corridors, communications, customs, ports
and energy production; schemes for concerted nego-
tiations on activities and measures connected with
the external sector; agricultural and agroindustrial
complementation programmes; scientific and techno-
logical cooperation policies aimed at promoting in-
novation, and finally the selective incorporation of
new production, management and marketing tech-
niques designed to conquer extra-regional markets.

Among these proposals, the governments will
assuredly carry out those based on the most suitable
economic and political criteria. It will be of fun-
damental importance, however, for the execution of
the programme, project or policy finally selected
to be undertaken on a regional basis, thus giving
Central American integration a new and more dy-
namic turn.

Some elements for restructuring the integration process

The Declaration of Antigua, adopted by the Cen-
tral American Presidents on 17 June 1990, placed
on record the governments’ commitment to “re-
structure, strengthen and reactivate the integration
process, as well as the Central American regional
bodies, by adapting or redesigning their legal and
institutional framework in order to give them
renewed dynamism and facilitate their readapta-
tion to the new strategics of external openness and
modernization of production being undertaken by
the Central American countries, with the objective
of the formation and consolidation of the Central
American Economic Community”.

For its part, the Economic Action Plan for
Central America, which forms part of the Dec-
laration of Antigua, provides for “the initiation
as soon as possible of the analysis and study of
the legal and institutional instruments of inte-
gration in order to establish a new legal and
operational framework for it”.

In order to fulfil this commitment, adjustments
could be made to the General Treaty on Central
American Economic Integration, which is the main

instrument currently in effect. However, this does
not seem to be the best option: firstly, because the
General Treaty was prepared 30 years ago, in a
different conceptual framework and against a
background of national, regional and international
sitvations very different from those of the present
day, and secondly, because the idea of keeping the
Treaty in being in a modified form is not politi-
cally viable, particularly for some of the States.

It would be better to prepare a new and very
brief legal and institutional framework limited to
the establishment of the bases for the normative
and institutional structure of the new scheme. In
this way, the creation of community law would re-
main the preserve of the States and regional organs
in all the areas where they have been endowed
with regulatory and policy-setting powers.

A legal instrument of this nature would have
the dual advantage of being easier to approve,
while reserving for the signatory States and the
integration organs the possibility of directing the
process in a flexible manner, in accordance with
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the situations which may arise, without losing
sight of the essential objectives of the path thus
traced out.

1. Some basic principles of the new scheme

Since it is essential to prepare a suitable legal and in-
stitutional framework for a renewed integration
scheme —without prejudice to continued efforts to re-
activate the present system—, it seems appropriate to
reflect on some of the fundamental elements that
such a scheme should contain.

Whatever the institutional form or scope that
the new integration process may have, it must be
based on certain basic criteria, including the fol-
lowing:

i) The proposed economic community must
pursue the economic and social development of its
member States and of the region as a whole, in
order to raise the standard and quality of life of
the Central American people;

ii) Regional integration is complementary to
national development efforts, which means that it
must contribute to the success of national policies,
while the latter must take maximum advantage of
the possibilities provided by the expanded region;

iii) Regional integration and participation in the
international economy are likewise complementary.
Internal and external resources together are the
source of the dynamism of the Central American
economy;

iv) The interest of the countries in the differ-
ent fields that may form part of the integration
process will vary according to circumstances; de-
velopment, as an objective, must give coherence
and stability to the whole. Consequently, the in-
tegration process must not be subject to a succes-
sion of stages that must be completed in a
predetermined sequence.

The new integration scheme should be guided
by some fundamental principles which should
form basic standards for the decisions of the States
and of the integration institutions. It should pro-
vide for geographical expansion and the incorpor-
ation of the most varied economic and social
activities. In this way, the globality of the inte-
gration process would be in keeping with the fun-
damental purpose of development, since both of

these can only be achieved gradually. The deci-
sions on the areas to be incorporated and the time
of their incorporation would be sovereign acts by
the States, in response to domestic problems or
external situations.

In every case, before signing agreements or
entering into commitments it will be necessary to
make a careful evaluation of the real possibilities
for fulfilling them. Entering only into commit-
ments for what is really possible, and not necess-
arily what is desirable, will avoid subsequent
disappointments that could reduce the credibility
of the integration process.

In selecting the areas to be incorporated in the
process and laying down priorities, certain criteria
must be taken into account. Above all, the pro-
grammes, projects and activities must correspond
to needs which are recognized by all the countries.
Secondly, priority must be given to the projects
which have the greatest possibility of being ex-
tended to other areas or activities, in order to rec-
oncile short-term objectives with the creation of
longer-term forms of interdependence. Finally, it
is desirable to select a considerable number of pro-
grammes and projects, so that the success of some
of them will make up for the lesser benefits ob-
tained in others. The integration process also in-
volves two situations which must be tackled in line
with these basic principles. One is the different
capacity of the countries to progress in the inte-
gration process, and the other is the distribution
of the costs and benefits of that process.

With regard to the first of these, while it is
desirable that the integration process should be
very flexible and that the commitments entered
into should be shared by all the parties, sometimes
there are countries which cannot progress at the
same rate as the others. Consequently, it is necess-
ary to define the different forms and degrees of
execution, together with the measures that should
be taken to back up countries with difficulties and
the measures that these countries themselves
should take in order to overcome them.

With regard to the costs and benefits of inte-
gration, it may be noted that in the various inte-
gration schemes an attempt has been made to
define the concept of balanced development, but
no general agreement has been reached on this
matter. Frequently, balance is equated with the
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absence of a deficit on intra-regional trade, which
could perhaps only be achieved if trade were based
on barter. In more general terms, the problem of
using the concept of balanced development in an
integration process is that the notion of balance
corresponds to a static comparison of situations,
whereas development is essentially dynamic.

The ultimate aim of the Central American
economic community should be that integration
should promote the development of all the member
countries, so that for each country the total bene-
fits of integration exceed its total costs.

This is better reflected in the concept of re-
ciprocity, which does not mean ensuring benefits
in all areas for all countries, but rather achieving
as a general balance suitable compensation of the
costs when, in particular areas, these are not equi-
valent to the benefits.

2. A new institutional scheme

The proposed Central American Economic Com-
munity must have a new set of organs to direct it,
and redesigned institutions to manage the process.

In the light of the experience of recent years, the
supreme organ of the Community should be the
Meeting of Central American Presidents, which
should be responsible for outlining Community
policies.

There would be two other main organs: one
which would direct the implementation of the
Community’s policies and ensure the fulfilment of
the obligations laid down in the treaty of associ-
ation, and a technical and administrative organ of
the Community.

The directive organ would be made up of the
incumbents of the ministries responsible, according
to the internal legal order of each State, for the mat-
ters to be dealt with at each meeting. As indicated by
both Central American and international experience,
this is desirable in order to be able to handle not only
specialized issues in the administrative field, but also
political issues which demand that the national
spheres of competence should be taken into account
in dealing with them.

This scheme leaves open the problem of the
continuity which should be observed in the direc-
tion of the process. So far, this continuity has been
guaranteed because the integration bodies have
been made up of the Ministers of the Economy.

One solution would be that these Ministers could
form a permanent part of the directive organ: this
would not be at variance with Central American
experience.

This solution might be difficult to put into
practice, however, since it is not easy to bring
together a very large number of ministers at once.
They could, however, be represented by other of-
ficials fully authorized to take decisions, thus
achieving both of the objectives pursued: that of
competence fo take sectoral decisions, and that of
continuity.

The technical and administrative organ of the
Community, for its part, should be endowed with
some capacity for taking initiatives or decisions.
It would be of an authentically Community nature,
since its members would not represent individual
countries, in contrast with the members of the
organ made up of Ministers and, of course, the
supreme organ of the Community.

As a body which would be responsible for
preparing projects and presenting them to the
decision-making organs, the technical and admin-
istrative organ should have machinery for consult-
ation with non-governmental sectors, so that the
economic and social interests of the latter could
be properly reflected in the exercise of its capacity
for taking initiatives.

Before the projects thus prepared are put for-
ward for a decision to be taken on them, active
work to seek consensus is indispensable. This
work could be carried out by the technical organ
(as has been done in the past, although to an in-
sufficient extent). Alternatively, a body of perma-
nent representatives of the countries could work
together with the technical organ with the specific
task of maintaining direct contact with govern-
ments and passing on in both directions the infor-
mation which could facilitate the search for
consensus.

The Community would also have a Central
American Parliament. Its functions would be
defined in the Treaty of Association, which should
be in keeping with the new institutional structure.

Finaily, there would be another body -the
Tribunal- which would interpret and apply the
treaty setting up the Community in a uniform man-
ner, together with its complementary or subsidiary
instruments,
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Elements of a strategy for the transition

Passing over to a new integration scheme will in-
volve a transitional period during which the new
treaty will be negotiated, signed, approved and
ratified. In this period, it will be essential to ensure
basic legal continuity. For this reason, it is con-
sidered indispensable to temporarily restore the
full validity of the General Treaty, and it wili also
be necessary to adopt a set of measures designed
to return the integration process to a state of nor-
mality, so that the stage can begin in better cir-
cumstances.

Up to mid-1990, it seemed clear that in the
state of deterioration to which the CACM had de-
clined it would not be viable to put into effect a
restructured scheme without first of all taking
measures for reactivation, that is to say, measures
to restore as far as possible a state of normality
under the prevailing legal framework.

The Declaration of Antigua represented a radi-
cal change. In view of the political will to restruc-
ture and reactivate the integration process, there
cannot be a division between these two elements,
since the measures to reactivate the process cannot
be of a short-term nature, and consequently they
must be combined with the restructuring measures.
In reality, they form two parts of a single short
and medium-term strategy for regional integration.

The measures included in a transitional pro-
gramme could reactivate those integration mech-
anisms which are inactive or suffering from
problems in their operation, and put into effect
projects which all the countries consider necessary
and which have both short and long-term effects.
These projects could be incorporated in the pro-
grammes approved by the Community when it
comes into operation.

In view of the foregoing, it is proposed that
the transitional programme should at least include
measures and projects 2 aimed at:

2Most of these measures are included in the Economic
Action Plan for Central America. Although these measures have
been discussed and studies have been begun on them, however,
the executive decisions needed to put them into practice are stiil
lacking.

i) Restoring free trade among the five Central
American countries. The aim would be to recover
and surpass the previous levels of trade. The main
measures for this purpose were laid down in the
agreement signed in September 1989 between the
Central American governments and the Central
Banks of the area, on the one hand, and the Com-
mission of the European Communities on the other,
and in the agreement signed on 13 December of the
same year by the Ministers responsible for Central
American Economic Integration and Regional De-
velopment and the Presidents of the Central Banks;

ify Keeping in being the Central American
Clearing House, which, under the above mentioned
agreement with the Commission of the European
Communities, would now be responsible for estab-
lishing a Central American payments system;

iii) Strengthening the process of regional coordi-
nation in the fields of exchange, monetary and credit
policy in order to reduce exchange and price insta-
bility, which have had such serious effects on re-
gional trade. Cooperation in this field would obviate
the adoption by the countries of unilateral compen-
satory measutes that would militate against the resto-
ration of free trade;

iv) Strengthening the Central America Monetary
Stabilization Fund, which gave important support in
the past to the balance of payments of the Central
American countries;

v) Making the Central American customs tariff
system uniform again® at levels compatible with the
objective of making regional production internation-
ally competitive. Future changes in the tariff system,
if considered necessary, would be subject to the rules
of the Agreement on the Central American Tariff and
Customs Regime;

vi) Coordinating economic policies aimed at
modernizing Central American industry, without
however neglecting other sectors of the economy;

*In this respect, the Meeting of Central American Presi-
dents (Puntarenas, Costa Rica, 15-17 December 1990)
reached an agreement of great importance for whose implemen-
tation definite time limits were set, and at the San Salvador
Summit the main parameters of the new tariff system were
established.
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vii) Modemizing Central American transport
and rehabilitating, reconstructuring and extending
the regional road network. A good deal of progress
has already been made in this field thanks to the
work of the Meeting of Ministers of Transport and
of the Central American Bank for Economic Inte-
gration;

viii) Defining the positions to be adopted in
negotiations within the framework of the Enterprise

for the Americas, Europe 1992, and negotiations with
the Far Eastern regional bloc and with other Latin
American countries or blocs, especially the Group of
Three (Mexico, Colombia and Venezuela); 4

ix) Strengthening the regional institutions,
which have had to assume a large number of respon-
sibilities. For this purpose, it is necessary to create a
mechanism for the automatic financing of the regular
budgets of the regional institutions.

Possible areas of integration

As already noted, the new scheme should be suffi-
ciently flexible to cover all the fields where Com-
munity action is desirable and possible. By way of
illustration, some of these fields are mentioned
below.

An area of high priority is that of trade inte-
gration, the formal objective of which continues
to be a Customs Union, and the economic objec-
tive of which is to create a regional space which
makes possible economies of scale, stimulates in-
vestments, and facilitates the creation of new
linked production systems. Trade integration paves
the way for the region to project itself onto the
international market.

In the future, efforts should be made to
strengthen agricultural integration by consolidat-
ing the possibilities for intra-regional trade in
agricultural products, especially basic grains. It
would be important for the Community to attain
food security at the regional level, and this would
call for joint efforts in the production, technology
and distribution of basic grains. Joint efforts will
also have to be made to raise the international com-
petitiveness of agricultural production in general
and to present a common front in forums which
are negotiating the adoption of agreements on
the regulation of production and exports of agri-
cultural goods.

Particular importance should be given to in-
dustrial integration. Its specific objectives should
be to modernize established industry, to expand
the production capacity of the sector, and increase
its productivity and international competitiveness.

The substitution process should be brought into
line with criteria of regional efficiency, and it
should be selective. At the same time, intensive
efforts should be made to export manufactures to
the international market.

In the new integration scheme, particular im-
portance will be assumed by cooperation and in-
tegration in the field of external trade, with the
aim of gaining a much larger share of trade in new
agricultural products and, in particular, industrial
products in the region’s international trade. There
is still a great deal of dispersion of effort in this
field, even though the existence of great economic
blocs makes it increasingly necessary for the Cen-
tral American countries to act in a joint and co-
ordinated manner. The Community should give
high priority to the coordination of its external
trade policy, because of the changes taking place
in the international environment and, in particular,
the trends shown by foreign investment in Central
America and the difficulties of access to sources
of external credit.

Physical integration, for its part, is one of the
most effective ways of creating a regional-scale
economy.

Finally, among many other areas which are
suitable for complementation and integration, par-
ticular attention should be given to monetary and

40n 10 and 11 January 1991, a meeting of Presidents of
Central America and Mexico was held in Tuxfla Gutiérrez,
Chiapas, and it was agreed to work out arrangements for a free
trade area withir a period of five years.



REORIENTATION OF CENTRAL AMERICAN INTEGRATION/ R. Caballeros 137

financial cooperation and integration, In this field,
it will be necessary to consolidate the substantial
progress already made and, in some cases, ensure
that commitments are effectively fulfilled.
With regard to financial integration, there is still
a great deal of room for Community action, such
as the development and consolidation of a re-

gional capital market and the strengthening of
Central American capacity to obtain external fin-
ancing. In view of the profound and apparently
irreversible changes which have taken place in the
international financial field, joint action by the re-
gion could improve its possibilities of gaining ac-
cess to sources of external credit.
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This article analyses the evelution since the middle of the
past decade in the integration process between Argentina
and Brazil which subsequently gave rise to MERCOSUR.

Studies on economic integration usually concentrate
on the analysis of structural factors of an economic and
political nature in each of the countries participating in
the process. This article naturally fully recognizes the im-
portance of these kinds of factors, such as imbalances be-
tween the economies of the respective countries, low
volume of mutual trade, the conflictive nature of certain
trade issues, and even possible military conflicts. How-
ever, it also highlights and analyses the importance of
another type of factor, termed processai factors, which
together with the structural factors determine the
progress of the integration process.

The common feature of this second type of factors
is that they imparl greater dynamism to the integration
process by modifying in various ways restrictions of a
more structural nature. Among these factors, mention is
made of the coanvergence of external policy views and
shared political will in favour of integration; the review
of bilateral trade policies and the favourable conditions
for subregional economic projections; the existence of
technical cadres trained for and sensitive to cooperation
and integration, as well as the presence of sectoral
interests favourable to the process; and the loss of
importance of the hypothesis of military conflict.

The article concludes that, despite the current
degree of progress made in the integration process, it
may still be affected by macroeconomic divergences
between its member countries. At the same time, how-
ever, the new horizon of economic and political interac-
tion which has already been opened up has laid the
foundations for the emergence of a whole network of var-
ied and increasingly close linkages.

*Researcher of the Latin American Faculty of Social
Sciences {FLACSO), Buenos Aires.

Introduction

In Latin America, the integration option has always
been associated with an economic development
recipe advocating the expansion of the regional mar-
ket and the formulation of a common industrializa-
tion strategy. For almost three decades, however, the
normative aspects present in Latin American re-
gional integration projects have not been accompa-
nied by the real conditions needed to give them
success, either because of the difficulties en-
countered in reconciling the different economic
policies laid down in developmentalist models, or
because of the nationalist sentiments accompanying
these policies, or else because of the recurrent
situation of institutional instability prevailing in
the region.

Today, in a post-authoritarian era, this recipe
is associated with the conditions for interaction
provided by pluralistic and democratic political
systems. The trend towards the reduction of pol-
itical rivalries and the solution of territorial dis-
putes in the region is the result of the processes
of internal and external pacification carried out in
recent years in a number of Latin American coun-
tries. Noteworthy changes are also to be observed
in the economic field, including the exhaustion of
substitution models based on a linkage between
closed market strategies and an active role of the
State in production activities, and all this has led
to structural reforms. These changes, in turn, have
been furthered by the new horizons glimpsed in
the international economic sysiem, where tenden-
cies towards regionalization and others favouring
multilateralism are superimposed on each other.

In the subregional area made up of Brazil and
the Southern Cone countries (excluding Chile),
this set of changes begun in the mid-1980s has
been accompanied by a strong drive towards econ-
omic cooperation and integration. Under the
leadership of the Argentina-Brazil axis, a process
has been set afoot which combines institutional
stability, the review of international economic
insertion strategies, and the establishment of a
common space for production activities.

Although slow and tortuous, this process has
displayed over the last six years important vital
signs which incentivate the use of a neoliberal and
neofunctional approach in its analysis. After a bat-
tery of well-intentioned declarations put out by the
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governments of the two countries late in 1985, today
—six years later— intensive negotiations are underway
among four countries (Argentina, Brazil, Paraguay
and Uruguay) with a view to the formation of a
common market in 1995.1

In addition to the analytical horizons opened up
by these approaches, their use also makes it possible
to link the MERCOSUR process with the expansionary
tendencies being displayed by other integration
initiatives at the present time.

Structural and processal factors

In the mid-1980s, the conditions for embarking on
an Argentine-Brazilian integration process were
particularly unfavourable, From a neo-realist
point of view, the conception and application of
the Argentine-Brazilian Integration and Economic
Cooperation Programme (PICE) simply had no
point, in view of the imbalances between the two
countries and their increasingly conflictive effects
on bilateral relations. However, if an analysis of
the negotiations which set the Programme in
motion takes account of the activation of its pro-
cessal factors, it clearly reveals the existence of
dynamics favouring the identification of common
interests rather than the maintenance of a “de-
fensive positionalism”. z

! Between 1986 and 1988, 24 protocols were negotiated
which laid down guidelines and goals for the following areas:
capital goods, trade, binational enterprises, financial matters,
investment funds, energy, economic studies, aeronavtical co-
operation, iron and steel industry, land and sea transport, com-
munications, cooperation in nuclear matters, cultural
cooperation, public administration, monetary instruments, bor-
der industries, and economic and social planning. In 1989,
Argentina and Brazil signed the Treaty on Integration and
Cooperation, providing for the establishment of a common
space within 10 years. In July 1990 the two couniries signed the
Buenos Aires Act, providing for the establishment of a common
market between them as of 31 December 1994, Soon after, the
Economic Complementation Agreement within the framework
of ALADI (ACE 14) was negotiated, which condensed all the
sectoral negotiations already carried out and at the same time
established a gradval programme of trade liberalization with a
view to the complete elimination of tariffs and non-tariff restric-
tions on mutval trade between the two countries. In March
1991, a programme was established for the formation of a
common market in the Southern Cone, with the participation
of Paraguay and Urugoay.

% This expression was used by Grieco (1987) to describe
the resistance of the LAFTA countries to the forther fulfilment of
their commitments with regard to tariff reductions.

However, the possibility of changing the struc-
ture of this relationship has not meant the imme-
diate entry into operation of a smooth and rapid
process. On the contrary, the incidence of struc-
tural factors has made it necessary —at least so far—
for this process to coexist with a set of adverse
aspects which hinder its expansion and consolida-
tion. The structural factors condition the scope and
depth of the processal factors, which are the ones
that lend dynamism to cooperative interaction. In
accordance with this distinction, we must try to
identify the aspects which, over the last six years,
have complicated the efforts at integration and co-
operation which began at the bilateral level and
are now taking on a subregional aspect.

This analytical purpose, although designed to
aid in the study of MERCOSUR as a whole, con-
centrates on the Argentine-Brazilian relationship.
The structural and processal factors which have
made themselves felt in the recent cooperation
and integration efforts between the two countries
are the following:

a) Structural factors
i) Economic imbalances.
ii) Low level of mutual trade.
iii) Conflictive list of trade issues.
iv) Hypothesis of military conflict.
b) Processal factors
i) Convergent lists of external policy concerns.
ii) Political will in favour of integration.

iii) Review and modification of bilateral trade
pattems.

iv) Technical cadres prepared for and sensi-
tive to the need for cooperation and integration.
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v) Sectoral interests in favour of integration.
vi) Favourable conditions for subregional pro-
Nection.

vii) Formulation of measures raising confidence
in respect of strategic issues.

The first group contains the factors which ne-
gatively affected cooperation between the two
countries. It may be of interest here to recall what
was stated by Axelrod (1984, chapter 9) on the
dynamics set up in a cooperation effort between
the forces of the past and the potential of the fu-
ture. According to this author, the emergence,
growth and maintenance of cooperation call for
some prerequisites regarding individuals and the
social context. They require that an individual
should be capable of recognizing the other player
who was a previous opponent, and that the pre-
vious history of interaction with that player should
be recalled, so that the right answer can be arrived
at (Jbid., p. 174). However, Axelrod concludes that
it is the future which will play the decisive role
in cooperation, provided that the potential it pro-
jects (its “shadow”) is sufficiently broad. As this
same author suggests, this potential is only in a
position to assert itself when the actors have con-
fidence in respect of the most recent acts of their
counterparts.

If these requisites are fulfilled, it is assumed
that a turning point has been reached which can

give rise to a process of cooperation. In the
Argentine-Brazilian integration process, this point
was reached in November 1985, with the an-
nouncement of the Iguazi Declaration. From that
time on, the processal factors projecting a new
“shadow” over the future of relations between the
two countries were gradually activated.

There is no question of trying to establish here
a simplistic link between factors considered to be
structural and the past, since some of these factors
are permanent aspects of the Argentine-Brazilian
relationship. However, the capacity of these fac-
tors to act as obstacles may vary as the “shadow”
over the future of the cooperation process
broadens. This brief digression permits a differen-
tiation to be made, this time within a given
universe, between reversible structural factors and
permanent structural factors. Of the four structural
factors listed earlier, only one of them is perma-
nent: that regarding economic imbalances. The
others are partly or totally reversible.

Among the processal factors, only that regard-
ing the convergence of external policies has varied
substantially in recent years. At the present time,
it is not a particularly active element in the
MERCOSUR process, if we look at its specifically
political dimension. However, both countries have
an interest in preparing a convergent agenda in the
area of their external economic policies.

The process underway

When Argentina and Brazil took the first steps to-
wards a programme of cooperation and integra-
tion, their points of convergence on international
policies played a crucial role. This was the item
with the biggest scope and significance in the
first document announced by the Argentine and
Brazilian governments in November 1985, and it
formed the origin of the political will which has
impelled the process. For this reason, the bases
of operations in the two countries were their re-
spective foreign ministries, which, starting
from different levels of political dynamism,
saw long-term bilateral association as an option

which would further the projects they had for im-
proving their international insertion.

*See the Iguazd Declaration of 30 November 1985. The
convergent external policy positions of the two countries were
1o be seen with regard to the Cartagena Consensus, the Contado-
ra Support Group, the establishment of an area of peace and co-
operation in the South Aflantic, and the Argentine position
claiming sovereign rights over the Falkland Islands (Malvinas)
in the United Nations. In turn, these points formed part of pro-
jects aimed at expanding the leeway for action by the two coun-
tries with regard to the international system. At this point, it is
necessaty to take up again the set of assumptions forming the
basis for the functional approach which gives priority to politi-
cal affinities and loyalties between States (Mitrany, 1968).
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In the case of Argentina, this association was to
serve as an instrument to break the country’s political
and economic marginalization at the international
level, while at the same time seeking to develop a
new model of external insertion on an autonomous
basis, similar to that formulated by its neighbour.
The idea of creating a common universe of econ-
omic interests at the subregional level was present in
Argentina ever since its first approaches to Brazil. 4
Subsequently, and once again through Argentina’s
own efforts, the agenda of points of convergence in
external policy was transformed into an economic
integration programme.

The immediate adherence by the Brazilian gov-
ernment was connected fundamentally with that
country’s political interests. For Brazil, the estab-
lishment of stable and permanent closer relations
with Argentina, as well as eliminating a point of ten-
sion on its southern border, increased its possibilities
of increasing its economic and political projection
inside and outside the region. In the eyes of the
Brazilian diplomatic project, the definitive deactiva-
tion of the hypothesis of conflict with Argentina was
an essential step in the consolidation of a peace giv-
ing greater autonomy and prestige in the interna-
tionat system. A specific concern of Brazil in this
case was to “defuse” the international pressure re-
garding its advances in the field of nuclear technol-
ogy, by developing a relationship of confidence and
reciprocity with Argentina in this field.

The preliminary phase of the Argentine-
Brazilian talks was fully in line with the idea of a
prenegotiation stage, which is initiated when one
or more parties consider negotiation to be a political
option and communicate this decision to other par-
ties. 5 The first contacts between the two countries
with a view to the establishment of a cooperation and
integration programme coincided with a moment at
which their trade relations were going through a
critical stage, both as regards the amount of the

“The first idea of the Alfonsfn government was to reach
agreement with Brazil on common action for the renegotiation
of their respective external debts. It was in this context that the
two governments negotiated their participation in the Cartagena
Consensus in early 1985.

3 Gross Stein, 1989, p. 4. In the case of the talks between
Argentina and Brazil, this stage took place in the months
preceding the Alfonsin-Sarney meeting in December 1985, at
which it was decided to set up a joint commission for bilateral
cooperation and integration. Three working groups were set up
at that time: one on economic issues, another on transport and
communications, and another on science and technology.

transactions and as regards the bureaucratic and ad-
ministrative problems involved. 6

There were three reasons for these divergences.
Firstly, as from the mid- 1970s the differences be-
tween the two countries with regard to their macro-
economic policies, especially those conceming external
trade and industrial policy, became increasingly
marked. Whereas Brazil was pressing forward with a
new stage in its substitution strategy, this time in the
area of capital goods, Argentina decided on greater
trade openness and adopted a set of measures of a
typically liberal nature. Secondly, the external debt
crisis of the early 1980s led Brazil to adopt an exter-
nal trade policy which, in addition to closing its
economy still more, gave priority to trade links with
the industrialized countries, while as from the 1980s
Argentina’s import capacity was affected by the very
rapid increase in its external financial commitments.
Thirdly, the complementary nature of the two econ-
omies was gradually becoming less and less pro-
nounced after the modifications made in Brazilian
agricultural policy in the 1980s. All this increased the
imbalances in the trade between the two countries,
which were not only unfavourable to Argentina but
also fostered conflictive perceptions and rivalries on
both sides. 7

The fact that the Argentine-Brazilian negotia-
tions were preceded by a highly conflictive period is
not unusual in the recent experience of economic
association. Making allowance for the differences in
the cases, the negotiation of a free trade agreement
between Canada and the United States took place
in a similar context, What is noteworthy in the
Argentine-Brazilian case is the low level of
bilateral trade which existed when the process of
rapprochement was initiated.

S After having reached US$1.8 bitlion in 1980, this trade
fell to US$1.4 billion in 1981, US$1.2 billion in 1982 and
US$1 billion in 1983. In 1984 it rose to US$1.3 billion, but in
1985 it dropped again to US$1.1 billion. There were many
reasons for the trade conflicts between Argentina and Brazil,
outstanding among them being the heavily restrictive policy of
Brazil over imports; the application of safeguard clauses to pro-
ducts traditionally exported by Argentina to the Brazilian mar-
ket; the suspension of imports from Brazil by the Argentine
Government, and the reluctance of the Brazilian Government to
renegotiate Partial Scope Agreement No. 1, For a detailed ana-
lysis of Argentine-Brazilian trade relations in this period, see
Hirst and Lengyel, 1986.

" These imbalances refer to the relative weight of bilateral
trade for each of the countries on both the import and export
side; to the composition of this trade, and especially the unequal
proportions of primary commodities; and finally, to the deficit
position occupied by Argentina during the period 1980-1985.
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The naturally unequal position of Argentina in
its negotiations with Brazil meant that the question
of balance was of special concemn to that country.
Ever since the prenegotiations on the Argentina-
Brazil Economic Integration and Cooperation Pro-
gramme (PICE), the Argentine authorities resisted the
idea that such a programme should merely serve to
strengthen the trends observed since the mid-1970s:
ie, a form of complementarity between the two
economies in which Argentina supplied primary

commodities and Brazil further consolidated its posi-
tion as an exporter of manufactures. Argentina’s
main concern was to reverse that trend through
diversification of its exports. Without balance, there
would be no reciprocity. The strategy adopted in
order to achieve these objectives was to propose a
privileged space for intra-sectoral integration. At the
same time, mechanisms were instituted to guarantee
balanced positions for both countries in their bilateral
trade through gradual selective removal of tariffs.

The technical component

The rapid mobilization of technical cadres in the
two countries, motivated by the idea of creating a
common economic space, speeded up the bilateral
negotiations, This processal factor undoubtedly
stimulated the adoption of a neo-functional ap-
proach in analysing Argentine-Brazilian integra-
tion. In spite of the differing origins and the
changes in composition over the last six years, the
incidence of this factor in the PICE - MERCOSUR
process is one of the reasons for the latter’s conti-
nuity and continued expansion. Ever since the
period of initial formulation and implementation
of the PICE, inter-burcaucratic networks were set
up in both countries which were coordinated
from the respective Ministries of Foreign Affairs.
In Argentina, because of the way the Foreign
Ministry operated, there was a greater mixture of
political and technical cadres. Although at times
this led to power vacuums, it eventually generated
a more solid political base for integration than in
Brazil.

The efforts of the technical cadres to set in mo-
tion an expansionary process which would ensure
achievement of the common goals led to the prepara-
tion of a broad arsenal of operational rules and in-
struments, as well as the definition of mutual
expectations and commitments. A curious type of
dynamics was thus set up, whereby failure to fulfil
previously established goals led to the preparation of
new goals which were even more ambitious in terms
of time limits and objectives.

The fact that the area of operation of the
technical cadres was intergovernmental and not

supranational was no obstacle to the application
of a neofunctional approach. Bearing in mind
the natural imbalances, first of all between two
and subsequently between the four countries of
MERCOSUR, the persistent instability of their econ-
omies, and the small scale of their economic in-
teractions (in the field of trade, financial or
investment operations) and their political contacts
(at the party or parliamentary level), supranation-
ality will be a result rather than a cause of the
process, as occurred in the European Economic
Community.

There is technical resistance —greater on the
Brazilian than on the Argentine side— to
the creation of a supranational structure. In addi-
tion to the reasons already mentioned, a factor
which weighs against supranationality is the
“burden” of the past genecrated by the frustration
of integration projects. It is also quite true that in
a first stage, avoiding this option facilitates the
political management of the process at the Latin
American level, thus making it less costly to ex-
clude other participants. Even so, the increase in
the number of members of the project and the ex-
tension of its objectives will mean that the inter-
governmental efforts will give decreasing returns.
As the agenda for the negotiations and the State
and non-State interaction networks become more
complex, including such issues as the settlement
of disputes or the coordination of macroeconomic
policies, it will become increasingly pressing to
yield sovereignty on specific matters. As is well
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known, intergovernmental actions always offer
fewer guarantees of reciprocity, especially for the
smaller countries.

~ Having formalized their participation, first of afl
through the constant preparation of protocols and
their respective annexes and afterwards through the
negotiation of treaties, the bureaucrats involved in
the process (the future “Mercocrats™) are working in
two directions. On the one hand, they are trying to
keep the flame of political will alight by creating a
direct commitment between the governments and the
integration process; this commitment has made up on

occasions, at least in political terms, for the difficul-
ties encountered in gaining the support of govern-
ment economic bodies which had never given high
priority to subregional integration. On the other
hand, at the private level, they are trying to “sell” the
integration project to business sectors by incorpora-
ting them in the process, not as co-formulators of it,
but as its first beneficiaries. This political option,
while ensuring a “fieer” field for managing the PICE,
has reversed the technical expectations regarding a
positive response by some sectors of industry to the
Programme.

The question of politicization

Since both countries have presidential systems and
recently consolidated democratic regimes, the com-
mitment of the Heads of State of Argentina and
Brazil was a factor which was favourable to the inte-
gration process from the very beginning.8 This was
one of the reasons behind the “change” of profile and
of the operational time limits for this project as from
1991, when the PICE was turned into MERCOSUR.
However, this was a piece of makeshift political en-
gineering which, although it does keep alive the pol-
itical will to support integration, does not take care
of the political needs of an integration process. Con-
sequently, it is essential that the political will should
be spread more widely, making use of the resources
available in pluralistic political systems. The possi-
bility of achieving this depends on the identification
of specific functions for the political classes of the
countries involved, and this has begun to be envis-
aged through the establishment of a parliamentary
structure for MERCOSUR.

This item is also connected with a considerably
more complex aspect of integration processes: that

1n the case of both Argentina and Brazil, the integration
programme was the only point on the external policy agenda of
the governments ending in 1989 and 1990, respectively, which
was recognized by the new Heads of State as a permanent ob-
jective of those countries.

?The first step in this direction was the establishment of a
Joint Parliamentary Commission, proposed in article 24 of the
Treaty of Asuncién. With its entry into operation, debates were
begun on the structure and terms of reference of a MERCOSUR
Parliament.

of their politicization. The greater this politiciza-
tion is, the more room there is for controver-
sy, causing the sought-for solutions to escape from
technical control. In the neofunctionalist analyses of
integration experiences in Latin America, the pol-
iticization aspect has been underrated because of the
region’s limited possibilities for adapting itself to the
model of modern pluralistic industrial democracies.
In the Latin American case, politicization took on a
negative connotation, since it was related with the
exaggerated nationalist feelings and perceptions
of the operators of these processes. Bearing in
mind the new democratic environment in which
MERCOSUR is emerging, however, this might be
a suitable time to adopt the notion of politicization
as originally conceived in the neofunctional lit-
erature,

Referring to this aspect, Nye (1971, pp. 219-
220) gives various reasons why an integration pro-
cess is politicized: for example, a larger number of
groups becomes involved due to the expansion of
transactions, prior links, or the formation of deliber-
ate coalitions. The greater the number, the greater is
the possibility of divergent interpretations with re-
gard to the common interests involved in an integra-
tion process. The broadening of the powers of the
central institutions not only becomes more visible to
public opinion, but also stimulates the action of
groups opposed to integration, including national
bureaucrats who are jealous of any infringement of
their powers.
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The continuity of an integration process must
therefore lead to a growing adjustment between
the political will behind this process and the pol-
iticizationt in which it may become entangled. This
outlook is not necessarily adverse, if the political
class has a clear idea of its functions.

In the case of MERCOSUR, unlike what hap-
pened in the EEC, the national parliamentarians and
their party organizations had only a passive role
in the period of prenegotiations and negotiations.

The only country which displayed politicization
before its participation in the process was
Uruguay. This passivity may have been due to
the absence of solid regional intra-party net-
works and the fact that the political class was
taken up with strictly domestic problems. Never-
theless, this will not prevent the rise of politici-
zation deriving from the concrete effects of the
process, when, for example, it becomes essential
to negotiate Community legislation,

Societal interests

Another field of action which is of fundamental
importance for those operating the integration pro-
cess is that of private interests, which are essential
for the expansion of that process. It is undoubtedly
in this field that the distributive problem arises most
intensively. The Argentine and Brazilian economies
have only limited scope for developing competitive
strategies which stimulate specialization in produc-
tion and intra-sectoral trade, so that there are
particular misgivings on the Argentine side that the
structural imbalances between the two countries
may be further increased. These fears also stem
from the uncertainty caused by the recurrent situ-
ations of instability and economic stagnation in the
productive sectors of these countries, especially in
Argentina.

During the period of operation of PICE, the
strategy for expanding economic interaction was
carried out selectively and gradually by means of
protocols, which established an initial level of
trade to be liberalized between the two countries
on a sector-by-sector basis, In this stage, some en-
trepreneurial sectors exercised a reasonable powet
of veto, so that certain negotiations lasted longer
than the operators of the programme had expected.
Although it was less effective than had been fore-
seen, the sectoral method displayed several ad-
vantages: i) it generated an appreciable increase
in bilateral trade on an orderly and managed basis,
without aggravating the imbalances which had
affected that trade; ii) it created a mini-
mum winning coalition in entrepreneurial circles,

and iii) it enabled the various productive sectors
of the two countries to gain a greater awareness
of their respective comparative advantages.

These three aspects were particularly important
for generating what is usually known as the “down
payment” of economic integration processes. The
political and techno-sectoral work was more syste-
matic on the Argentine than on the Brazilian side
during the PICE phase, Argentina mobilized itself
economically, markedly increasing and diversifying
its sales to the Brazilian market. Brazil, however,
made little change in the composition of its exports
to Argentina, which continued to account for almost
the same percentage share of its total exports be-
tween 1985 and 1989.19 During the PICE phase, the
main efforts of the Brazilian technicians were of an
internal bureauctatic nature, aimed at softening the
protectionist bias of the sectors responsible for con-
trol of external trade.

As from the second stage of the process, antici-
pated by the 1988 Integration Act and finally defined
through the Treaty of Asuncién in 1991, the sectoral
strategy was replaced by a policy of generalized
trade liberalization, carried out through automatic
removal of tariffs. The aim of the integration process
ceased to be the balanced expansion of sectoral inter-
actions and instead became the formation of a free
trade area, a customs union, and finally a common

19 Between 1985 and 1989, Argentina’s exports to Brazil
increased from 5.9% to 11.8% of its total exports. Over the
same period, the Argentine market registered only a marginal
change in its imports from Brazil, which represented between
2.1% and 2.3% of the latter country’s total exports.
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market, within the space of five years and with the
patticipation of Uruguay and Paraguay.

The change in course begun in 1985 had differ-
ent repercussions in the productive sectors of the
four member countries of MERCOSUR, and immedi-
ately increased the problems of distribution of the
costs and benefits of the process.!! The differences
between the sectors benefited or prejudiced by the
process were further increased by the new strategy,
which primarily favoured the principle of com-
parative advantages. Perceptions based on a zero-
sum logic became generalized, leading in some cases
to reactions of resistance to the integration plan. At
the same time, there was an active “learning” move-
ment and multilateral activities among the productive
sectors of the four countries involved, especially in
Argentina and Brazil.12 The pursuit of cooperation
came to be clearly associated with the need to reduce
the disadvantages, and a strategy was put into effect
whereby the common interest in expanding the mar-
ket nevertheless left room for the application of solu-
tions which made it possible to spread out the losses.

The agricultural sectors of Brazil, especially in
the south, were the most sensitive area for that
country. In Argentina, except in a few industrial sec-
tors, conditions of competition with Brazilian indus-
try were secen as unfavourable. In Paraguay and
Uruguay, the industrial sectors considered that the
short and medium-term economic benefits offered by

MERCOSUR were only limited. From the point of
view of the economic interests of these two small
countries, participation in this project was inevitable
rather than desirable. In view of the size of both
countries’ trade with Argentina and Brazil, the cre-
ation of a common market between the latter would
naturally cause a serious impact on their external
sector. Adjusting to the process from within by de-
veloping an active policy to deal with its results be-
came a more desirable course than merely passively
suffering the consequences.

With regard to societal interests, it should be
noted that the working class is an actor which is still
absent from the MERCOSUR process. Its participation
is entirely subject to the destiny of the productive
sectors, and it suffers the effects of the redistributive
shocks registered by the latter. The Argentine, Bra-
zilian, Paraguayan and Uruguayan trade union organ-
izations, increasingly conscious of the social costs of
the process, see their activities prejudiced by the pol-
itical and social limitations caused by the economic
reforms underway in their respective countries. At
the same time, if this sector is to have an expansion-
ary role in the process this will depend on the de
facto creation of a common market involving free
circulation of all factors of production. In that case,
the need to bring the social policies of the four coun-
tries into line with each other would make a process
of politicization in the trade union field inevitable.

The catalysts

In the academic debate on the pros and cons of the
neofunctional approach, an item which was particu-
larly questioned was the automatic nature attributed
to regional integration processes, which it was
claimed were favoured by continual trickledown
dynamics. It was argued, in opposition to this notion,
that these processes lacked catalytic elements which
would automatically stimulate them. In the attitudes

“Preliminary studies are being initiated on the percep-
tions held in entrepreneurial circles in the four countries regard-

ing the costs and benefits of MERCOSUR, in the light of the
comparative advantages of different sectors.

2There was a notable increase in meetings, fairs and
joint exhibitions, seminars of producers’ associations, secto-
ral organizations, business chambers, etc.

and expectations observed among the Argentine
and Brazilian productive sectors, as well as among
those in Uruguay and Paraguay, the identification
of those catalysts is of fundamental importance in
explaining their recent gradual abandonment of
“defensive positionalisms”.

In the case of Argentina and Brazil, two types of
catalysts have been in action, one of them internat
and the other international. At the intemnal level, it is
considered that a catalytic effect has been exerted by
the economic reform processes begun in the last two
years in these countries, which have led to a pro-
found redefinition of the rules governing the produc-
tive sectors, with regard to their relations with both
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the State and the intemational market. The new ex-
ternal trade regimes have taken away the justification
for the defensive attitude of the entrepreneurial sec-
tors which impeded the implementation of tariff re-
ductions in these countries in the past. At the
international level, the pressure has come from the
process of regionalization observed in the world
economy, from the division of the latter into three
great dynamic blocs, and finally from the expecta-
tions created by the United States that an expanded
free trade area will be established at the hemis-
pheric level.

This latter element was a catalyst which un-
doubtedly influenced the Argentine-Brazilian deci-
sion to turn their bilateral integration project into a
subregional venture, and it intervenes in a sensitive
field of MERCOSUR: its externality, that is to say, the
external projection of collective interests which pres-
uppose a minimally constructed identity. Although in
principle an external identity can fulfil an important
function, excessive exposure may end up by having
ill-effects. Thus, the emergence of an unnecessary
crisis could stimulate anti-integration coalitions
which would ultimately be prejudicial to the conti-
nuity of the process.13 In the case of MERCOSUR, this
type of risk is clearly to be seen in the problems the
member countries have run into in trying to maintain
coordinated and harmonious practices in their exter-
nal economic relations, especially in the area of
trade.!4 Jointly facing up to the growing international
tensions caused by the difficulty of maintaining a
multilateral trade system, which are particularly
marked in the area of agricultural products, is a

thorny problem for the countries in this case. So far,
the depth and scope of the common interests gener-
ated by the subregional integration process have
been sufficient to ensure solid collective positions
free of contradictions.15

The main challenge that MERCOSUR will have
to face in its future external economic relations
will be that of its negotiations with the United
States in connection with the Enterprise for the
Americas. A good result in these negotiations
would undoubtedly be an important indication of
successful action at the external level. However,
the linking up of various bilateral trade agendas
which already exist in respect of the United States,
in a context of shaky collective identity, could
have an adverse effect on the achievements al-
ready made by the subregional integration process.

Just as catalytic elements which give a boost
to the integration process can be identified, it is
also possible to identify elements which lead to a
process of disintegration. This is the case of fac-
tors external to the process which can cause a
backward movement. In the case of MERCOSUR,
elements which act as “negative” catalysts are the
recurring situations of economic instability of the
member countries: in addition to causing crises of
imbalance in their trade relations, these make the
whole development of the process less predictable,
thereby making the addition of new actors more
difficult and preventing progress in such a vital
field as the harmonization of macroeconomic
policies.

VII

The military and strategic aspect

With regard to the political and strategic dimension
of the MERCOSUR process, this article subscribes to
the thesis of the neoliberal school, which questions
the classification of issues into those of high and low

B See, in this respect, Nye (1968).

e spite of the harmony observed amoag the policies of
trade openness applied by the MERCOSUR countries, there are still
substantial differences in their tariff policies. Thus, the average
nominal tariff in Argentina is 9.8%, while that of Brazil is 35%,
scheduled to be reduced to 20% in 1994,

politics when analysing the interaction of States in an
interdependent context (Keohane and Nye, 1977,
p- 24). In a regional integration process such as
that under analysis, even though there is no a priori

% Conerete examples which bear out this assertion are
the purchases by both Argentina and Brazil of subsidized pro-
ducts from the United States and the BEC, In spite of the for-
mal and explicit undertaking that such a policy would aot be
followed.
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relation of interdependence, this can be expected to
be established in the course of the process, so
that the universe of the so-called high politics
will have decreasing importance on the agenda of the
countries concerned.

This decline has indeed been observed as from
1979, when the main geopolitical controversy be-
tween Argentina and Brazil (over the hydroelectric
resources of the River Parand) was settled. These
negotiations marked a turning-point in the dispute
between the two countries for hegemony over the
River Plate Basin which had underlain their respec-
tive military doctrines since the early decades of the
nineteenth century. As well as opening up new pros-
pects for joint achievements by the two countries,
these negotiations permitted greater intervention by
diplomacy in their conduct. The possibility of
making the demilitarization of relations between
Argentina and Brazil coincide with the processes
of transition to democracy in the two countries fa-
voured still further the preparation of a bilateral
political agenda which relegated old conflictive
perceptions to the background.

As from the end of 1985, when the process of
rapprochement between the two countries began, ex-
plicit mention began to be made of the possibility of
creating a space for cooperation in a key strategic
area: that of nuclear energy. Indeed, within the
framework of PICE a field of interaction was set up
which was specially devoted to nuclear cooperation,
and over the last six years this has shown notable
capacity for expansion.l® Since it was originally
conceived, the main function of this cooperation has
been to maximize the capacity of both countries to
maintain their nuclear activities in the face of inter-
national control and verification systems. The press-
ures for greater subordination of these activities to
international monitoring were most clearly expressed
after the announcements by Argentina (1983) and
Brazil (1987) that they possessed the technology

1 With regard to nuclear issues, the Presidents of Argenti-
na and Brazil have signed several joint declarations: the Decla-
ration of Iguazd in 1985, the Declaration of Brasilia in 1986, the
Declaration of Viedma in 1987, and the Declaration of Iperé
and the Declaration of Ezeiza in 1988. Within PICE, two proto-
cols (Nos. 11 and 17) were devoted specifically to the question
of nuclear cooperation. In 1990, the two countries approved a
Common Accounting and Control System for all material within
their respective programmes, and in 1991 they signed a safe-
guard agreement with the International Atomic Energy Agency
(IAEA) guaranteeing that the nuclear programmes of the two
countries would be used purely for peaceful purposes,

for enriching uranium. They therefore started off
from the classical assumption that cooperation in
areas of security would give benefits in the area of
security itself. 17

In the Argentine-Brazilian nuclear negotiations,
the perception of these benefits was shared on both
sides by the technical sectors of the respective
Atomic Energy Commissions and diplomatic circles.
In both countries, an effort was made to educate
military circles in this respect in order to reduce their
resistance to such cooperation. This concern was par-
ticularly marked in Brazil, in view of the association
in that countty between nuclear activities and pro-
grammes to develop military technology.

From the point of view of international policy,
the most appropriate way of defending the
“legitimate” continuation of the nuclear pro-
grammes in Argentina and Brazil was to give as-
surances that they were committed solely to
peaceful uses. It became generally accepted among
those engaged in nuclear cooperation that in order to
prove the peaceful nature of the programmes they
should be capable of being verified and controlled
through a system of safeguards. After meeting more
resistance on the Brazilian side than in Argentina,
this solution gained currency as from 1990, when a
Common Accounting and Control System was nego-
tiated to cover all the material used in the nuclear
activities of both countries. The next step was the
decision of the two countries, through this System, to
sign a safeguards agreement with the International
Atomic Energy Agency (IAEA), similar to that signed
between that agency and EURATOM.

The confidence-building measures taken in the
field of nuclear cooperation and their institutionaliza-
tion through bilateral and international agreements
were well received abroad and became a precedent
for similar measures in the military and strategic
field. Mention may be made in this respect of the
agreement outlawing chemical weapons signed by
Argentina, Brazil and Chile, and the growing interest
on the part of those three countries in the entry into
force of the Treaty of Tlatelolco outlawing nuclear
weapons in Latin America.

In the area of Argentine-Brazilian relations, the
deactivation of conflictive perceptions in the respec-
tive military circles was also furthered by the efforts

" For an analysis of the motives for cooperation in the
area of security, see Jervis, 1988.
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to establish a common agenda of understanding and
debate on security matters of interest to the armed
forces of the two countries (drug trafficking, the en-
vironment, military technology, the Inter-American
defence system, etc.).18 The organization of periodic
“learning” exercises on the respective perceptions
has stimulated, even in some military circles, the
idea of creating a “security system” in the MERCOSUR

area which would give greater stability to this pro-
cess. There can be no doubt that a space in which
military sectors could play a positive part in the
integration process could increase the conditions
for its institutional stability, provided this space
was fully in keeping with the consolidation of
democratic and pluralistic regimes which has taken
place in the subregion.

VIII

Final considerations

There is still, to be sure, a marked imbalance be-
tween the levels of scope and depth reached in the
integration process, and this makes it particularly
vulnerable to macroeconomic “squalls”, In this re-
spect, the “transitional” period, which is formally
due to end in 1995, should fulfil its role of filling out
the skeleton plan, It may well be that the ambitions
projected by the Treaty of Asuncién themselves hin-
der the achievement within this space of time of a

18 Annual meetings between the Joint Chiefs of Staff of
the two countries are held for this purpose, at which aspects and
possibilities of cooperation in the field of security are discussed.
Uruguayan and Paraguayan military representatives also recent-
ly began to participate in these meetings.

minimum programme such as the creation of a free
trade area. The reversal, and even the mere adjust-
ment, of initial expectations could give rise to a
process of politicization among the social and
State actors which could unnecessarily complicate
the integration process.

In spite of its difficulties, however, MERCOSUR
has opened up new horizons for the interaction of its
members. The foundations have been laid for the es-
tablishment of a system of economic, political, social
and cultural links which, it would appear, is en-
countering more acceptance than resistance, The
institutional stability provided by the consolidation
of pluralistic democracies is obviously an essential
asset in this context.
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This article analyses the role played by international in-
dustrial linkages in the export development of Chile. In-
ternational industrial linkages or cooperation are taken
here to cover a wide range of international entrepreneu-
rial activities other than majority equity contributions.

In order to study this subject, interviews were ar-
ranged with executives of 32 enterprises in four sectors of
activity specially defined for this study: i) marine pro-
ducts and related industries; ii) agriculture and agroin-
dustry; iii) forestry, lumbering and paper and pulp
industries; and iv) chemical industry.

It is concluded that the special features of the Chi-
lean export process, which makes use of natural resources
in which the country has comparative advantages, mean
that in an initial phase the export potential of national in-
dustries does not depend to a major extent on industrial
linkages with enterprises in developed countries. Export-
oriented Chilean firms probably need to have recourse to
cooperation agreements with such enterprises, however,
since the penetration of new markets calls for products
with a high component of technology. This is because
most countries have tended to set up non-tariff barriers by
raising quality standards and imposing strict requirements
on products secking to enter their markets.
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Introduction

Transnational corporations are the main source of in-
dustrial technology in the world, and the most im-
portant actors in international technology transfer.
Foreign direct investment has traditionally been the
main way in which transnational corporations have
transferred technology to the developing countries,
since this implies the direct and continued ownership
of technology. Technology is one of the intangible
assets of those enterprises which they refuse to
share, since it constitutes one of their main compe-
titive advantages.

Up to the end of the 1970s, technology transfer
took place mainly through the establishment of
industries located in the host country.

However, the rapid expansion of transnational
corporations in the 1960s and 1970s increased inter-
national competition among suppliers of technology
and enabled the governments of the developing
countries to pass restrictive laws limiting the estab-
lishment of wholly-owned subsidiaries of transna-
tional corporations. The establishment of joint
enterprises, however, was seen as a way of increas-
ing technology transfer while maintaining partial
control of the production process.

At the same time, the deterioration in the
economic outlook and the more evident instability
in most of the developing countries has caused the
transnational corporations to change their strategy.
Many of them have realized that they can gain
satisfactory profits if they offer their tangible
and intangible assets for particular investment
projects without necessarily owning or financing
the latter. The transnational corporations have
therefore intensified joint operations and transac-
tions which do not involve contributions to
equity; in this way, they continue to receive
profits on these assets, while at the same time
reducing their exposure to the trade and political
risks associated with foreign direct investment.

The wide range of international entrepreneurial
activities known as “new forms of investment” in-
cludes: i) licensing agreements, ii) franchise agree-
ments, iii) management contracts, iv) marketing
contracts, v) technical service contracts, vi) turnkey
contracts, and vii) international subcontracting
(Oman, 1989). In some cases, these new forms of
investment are accompanied by minority participa-
tion in the equity of the joint enterprises with local
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partners; in other cases, the local enterprise main-
tains total control of the project.

The developing countries are currently dis-
playing a growing tendency to liberalize their
economies, and especially their policies on foreign
direct investment, with the aim of attracting more
investments of this type in order to cope with the
acute balance-of-payments problems which arose
in the early 1980s. There are indications, however,
that the new forms of investment will continue to
gain importance in the developing countries, com-
plemented with foreign direct investment in
many cases.

We will analyse here the case of Chile, a couniry
which, unlike other Latin American countries, under-
took far-reaching economic reforms in the 1970s
which have transformed the Chilean economy into
one of the most highly liberalized in the region.

The military coup in that country in late 1973
was followed by the reprivatization of many com-
panies, the lifting of the extensive price controls
then in force, and the abolition of innumerable ad-
ministrative regulations, Later on, measures were
taken to promote fiscal reforms and the liberali-
zation of external trade and financial markets.
Consequently, by the early 1980s Chile already
had an open market economy, with an even tariff
of 10%, free interest rates, a relatively liberalized
capital market, and, as a result of the severe
measures dictated by the authoritarian regime, a
disciplined and non-conflictive labour force.

During the most acute period of the external
debt crisis, the Chilean economy suffered problems
similar to those which hit other Latin American
countries so hard, The Chilean economic model was
subjected to slight adjustments, but it retained its
essential features. Throughout the 1980s, the process
of privatization and opening up of the economy to
the exterior continued.

Lxchange rate devaluation was one of the most
important economic policy instruments used after the
crisis of the early 1980s. The real devaluation of the
exchange rate brought about changes in the relative
prices of non-tradeable and internationally tradeable
goods, with resources being reassigned to the latter
sector. The doubling of the real exchange rate be-
tween 1982 and 1988 helped to expand exports from
20.4% of the gross domestic product in 1981 to
28.9% in 1989. This export boom has been described
as one of the most positive results of the Chilean

adjustment process; it is therefore interesting to see
what role the so-called new forms of investment
have had in increasing Chilean exports.

Since 1990, the country has been engaged in a
process of transition to political democracy. The
current economic authorities have stated that one
of the fundamental pillars of their development
strategy is the energetic promotion of more and bet-
ter integration of the Chilean economy into world
markets. They therefore maintain that Chile must
keep up its free trade policy, and they assign the
market the role of allocating resources, while the
private sector is responsible for leading the na-
tional development process.

In this article, an attempt will be made to deter-
mine how important the new forms of investment
referred to earlier have become in Chile, and what
effects they have had on the development of the
country’s export capacity; what the economic condi-
tions of the country have been; the interests of
foreign and domestic enterprises; the governmental
measures taken to encourage pariners to engage in a
specific form of cooperation, and finally, the
measures the various parties involved could adopt in
order to strengthen international industrial linkages
through these new forms of investment so as to
benefit developing countries like Chile.

In order to seek answers to these questions, a
series of interviews were held with executives of
32 companies from four sectors of the Chilean
economy, In all cases, those who provided the
answers were the general manager, the chief of
operations, or the chief of development.

In order to ensure that the sample of companies
selected was representative of the Chilean economy,
the analysis concentrated on four sectors specially
defined for this purpose: i) marine products and re-
lated industries, ii) agriculture and agroindustry,
iii) forestry, lumbering and paper and pulp industries,
and iv) chemical industry. These sectors were se-
lected because (if copper is left out of the reckoning)
they generate 62% of Chilean exports and because
their external sales registered an appreciable increase
in the 1980s. The mining sector, which contributes
nearly half of the country’s exports, was not taken
into account in this study because of its very special
characteristics.

Section I of this article gives a brief description
of the mechanisms used for technology transfer in
the country. Section II deals with the external trade
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structure of the Chilean economy. The main body of
the study (section III) is made up of the data col-
lected and their analysis, and it examines in detail,

sector by sector, the interviews carried out with the
various companies. Finally, the main conclusions de-
riving from this study are given in sector IV,

Mechanisms for technology transfer in Chile

A characteristic feature of the Chilean economic
model since late 1973 has been the explicit incorpor-
ation of foreign direct investment into the develop-
ment process.

This is because foreign direct investment is con-
sidered to be an essential complement of the insuffi-
cient capital accumulation based on domestic saving,
and it is seen as indispensable for achieving a rate of
investment which will permit sustained economic
growth.

As from 1974, this was reflected in the enact-
ment of new legal rules on foreign capital which
have resulted in significant simplification of the
regulations previously in force. The new rules, con-
tained in Decree-Law No. 600, provide solid guaran-
tees for foreign investment: basically, they involve
the principle of non-discrimination compared with
local investors and almost unrestricted access to do-
mestic markets.

With the adoption of the new rules, large
amounts of foreign direct investment began to flow
into the country, although to begin with they were
less than the credits obtained from international
banking institutions (ECLAC, 1991a).

In the early 1980s, as a result of the international
external debt crisis, there was a marked decline in
foreign investment, especially because the lower
profitability associated with the risk of non-
fulfilment made it less attractive for investors.
Despite this decline in absolute terms, however, the
importance of foreign direct investment grew consid-
erably compared with the flow of external credit.

This tendency became even more evident as
from 1985, when a set of regulations was approved
and sanctioned by the Central Bank, grouped
together in Chapter XiX of the Compendium of In-
ternational Exchange Regulations. These rules per-
mitted and promoted the conversion of Chilean
external debt paper into equity, and through this
means, non-resident foreigners can convert Chilean

external debt paper into local currency for invest-
ment in the national economy.

This new mechanism has played a decisive
role in the flow of foreign capital into the country
since the mid-1980s. According to the Executive
Secretary of the Committee on Foreign Investments,
however, in the early 1990s investors have been
operating much more under Decree-Law No. 600
than under Chapter Xix. The advantages of the
first-named law are becoming more and more evi-
dent as the external debt paper needed in order to
operate under Chapter XIX is disappearing and the
Chilean debt paper is rising in value, so that there
is little interest in selling it.

With regard to current regulations on the new
forms of investment, since 1990 firms have had free
access to the exchange market, so that neither they
nor natural persons need to make application to the
Central Bank in order to obtain foreign exchange.
Consequently, in practice the latter body has ceased
to have any control over remittances abroad in con-
nection with any of the oontractual arrange-
ments between foreign firms and Chilean
enterprises. !

Payments in respect of licenses and other
charges connected with industrial property are sub-
ject to Chilean tax legislation, just as any natural
or juridical petson resident or domiciled abroad
must pay tax on income generated in Chile. The
legislation establishes a flat rate of 40% on total
payments for the use of trade marks, patents, tech-
nical assistance and other similar contracts, and
persons or enterprises must retain and deduct
these taxes when paying the royalties. As the
rate of tax is calculated on the net value of the
royalty (that is to say, including the value added
tax), it currently amounts to 67%.

! For an analysis of the regulations in force before 1990,
see CINDA, 1989.
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Little use has been made of industrial subcon-
tracting in Chile. There are no regulations on this
matter, and only a few isolated cases are on record,
in the clothing industry.

The foregoing analysis shows that the Chilean
legislation is extremely open and flexible with regard
to the different mechanisms used for technology
transfer. The present development model gives
export activities the role of acting as the motive
force for economic growth, and this has led to the

application of policies designed to facilitate the ac-
cess of this sector to the most modem technologies
available in the world. Consequently, the present
regulations, both on foreign direct investment and on
other forms of technology transfer, emphasize the
provision of guarantees and other incentives rather
than the application of controls. This means, among
other things, that national firms have extensive fa-
cilities for directly acquiring on international markets
the technology they require.

Structure and evolution of Chilean exports

Ten years ago, it could be said that Chile was a
country that was absolutely dependent on sales of its
main export product: copper. Today, however, al-
though Chile continues to be basically dependent on
this metal, the tendencies observed in the 1980s give
grounds for expecting greater diversification of the
country’s exports in the future.

Although in the last years of the 1980s the share
of copper in total Chilean exports increased (from
41.2% in 1987 to 47.9% in 1988 and 50.2% in 1989),
this was due fundamentally to rises in the price of
this metal on international markets rather than to
increases in the amount exported. In fact, the price
of copper rose from an average of 62 US cents per
pound in 1986 to US$1.29 per pound in 1989.

There can be o doubt of the growth in Chilean
expotts (figure 1). In 1983-1989 they represented an
average of 27.1% of the country’s gross domestic
product, compared with only 22.2% in 1977-1983
(figure 2). As already noted, this significant change
has taken place within an economic scheme which
gives priority to the open market economy.

Statistics on Chilean exports reveal that the four
sectors of economic activity covered by the present
study generate 32% of Chile’s exports and over 60%
of its income from non-coppet expotts (figure 3).

Analysis of the evolution of the different types
of goods exported shows that non-copper exports ac-
count for an increasing proportion of total Chilean
export income. This trend will be further accentvated
as the added value of export products rises. Large-
scale copper mining continues to be the main soutce
of foreign exchange for Chile, and will probably

remain so in the future, because of the enormous
comparative advantages which Chile has in this type
of production. However, exports of agricultural pro-
ducts and marine products trebled in the 1980s, while
industrial exports (mainly fish meal, wood pulp,
paper and chemical producis) more than doubled
over the period 1984-1989.

In order to make possible this export growth,
the country has had to strengthen its road and port
infrastructure so as to provide smooth and efficient
outlet channels for meeting its external trade com-
mitments. This increase in infrastructural invest-
ments has enabled the country to exp~rt fresh
products (fruit, fish, seafood, flowers, etc.) under
the high quality conditions demanded by external
markets.

Each of the sectors defined earlier for the pur-
pose of this study will now be analysed in detail.

1. Marine products and related industries

In the early 1980s, this activity registered import-
ant growth which has continued throughout these
years. Thus, its average share in total Chilean ex-
ports came to 11.8% in period 1982-1988, and
the fluctuations in this share have not exceeded
one percentage point.

The main raw material used in Chilean fishery
production is pelagic fish, which account for
around 93% of total landings. In addition, fishery
production uses demersal fish, crustaceans, mol-
luscs, echinoderms and benthonic macroalgae.
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Figure 1
CHILE: TOTAL EXPORTS, 1978-1989
Billions of dollars FOB
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Figure 3
CHILE: COMPOSITION OF EXPORTS, 1988
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Source: Central Bank of Chile

The fish meal and fish oil industry has been
the most important activity in this sector to date
(figure 4). This is because, from a private point of
view, it is more profitable than production for direct
human consumption, such as tinned and frozen pro-
ducts, In addition, efforts can be concentrated mainly
on the production stage, since fish meal and fish oil
are substantially basic commodities which do not
need great marketing efforts.

If such variables as employment generation ca-
pacity and linkages of the fisheries industry with the
rest of the economy are taken into account, however,
it may be concluded that the current production
structure of the sector should be substantially modi-
fied. These changes call for sustained technological
efforts in order to strengthen production for direct
human consumption.

Fish farming (salmon breeding and cultivation
of algae), the export of chilled fresh fish, and canned
fish production have latterly become more important,
although they are not yet really significant, in total
fishery activities. As already noted, in order to in-
crease exports of these products, substantial changes
must be made. On the one hand, it is necessary to

improve production techniques in order to meet the
quality standards imposed in external markets., On
the other hand, exports of these products require sub-
stantial marketing efforts. Development of the can-
ning industry is particularly important from a
strategic point of view, because of its close linkages
with part of the Chilean metal products and ma-
chinery industry.

The problems faced by this sector are due
mainly to the variability of the availability of fishery
resources along the Chilean coasts. Thus, in 1990
pelagic fish concentrated more along the Peruvian
coast than the Chilean one. This was reflected in
increased fishing costs and reduced profit margins.

Finally, aquiculture is an activity of higher
added value which allows for increased patticipation
by the processing industry in the domestic market. It
is limited by the lack of research on the feeding and
reproduction habits of the species involved.

2. Agriculture and agroindustry

The export boom registered by Chile as from the sec-
ond half of the 1980s was reflected in a very special
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Figure 4

CHILE: EXPORTS OF MARINE PRODUCTS AND
RELATED INDUSTRIES, 1981-1988
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way in this sector. Thus, its average patticipation in
the total exports of the country rose from 7.4% in the
period 1980-1983 to 13% in the period 1984-1988.
This increase of over 75% was the greatest and fas-
test registered by any sector of the Chilean economy
in that decade.

Within the agricultural sector, fruit-growing was
one of the activities which developed most rapidly in
this period. Whereas in 1975 and 1980 income from
fresh fruit expotts accounted for 63.3% and 69.1% re-
spectively of total agricultural sector export income,
by 1985 this share had risen to 84.3% (figure 5).
This increase was due mainly to a 16% rise in
physical shipments between 1979 and 1985, since
over the same period real prices only rose by 1.9%.

Fresh fruit exports first began to assume import-
ance in the 1960s, but they only definitively became
an important source of foreign exchange in the
1980s. This delay is explained mainly by the lack
of suitable storage and transport facilities, as well
as the difficulties in controlling certain pests and
post-harvesting diseases.

The fruit-growing industty is very sensitive to
the restrictions imposed by the recipient countries on
imports of Chilean fruit. This is due, no doubt, to the
relatively low level of diversification of the recipient
markets abroad (although this has been increasing in
recent years) and to the fact that over 80% of the

1985 1986 1987 1988

Fish meal

income from fresh fruit exports comes from sales of
grapes and apples.

In spite of the rapid development of this activity,
the products exported are generally of quite a low
level of processing, so that their promotional effect
on Chilean manufacturing is only limited. The
vegetable and fruit exporting sector is mainly
linked with the export packaging industry, especially
the branches using paper and wood.

3. Forestry, lumbering and paper and
pulp industries

The growth of exports by this sector speeded up in
the last three years of the 1980s. Chile’s natural ad-
vantages hold out expectations of an even more
promising future for this sector of export activity.
The higher income from sectoral exports in the last
years of the decade was due mainly to the increase in
exports of timber (figure 6).

Chile’s forestry resources consist mainly of
Monterey Pine (Pinus Radiata D. Don), which
originated in California. This species has adapted so
successfully in Chile that it now registers growth
rates much higher than those observed in its region
of origin. Chile has over a million hectares planted
with this species, most of them consisting of very
young trees, so that there are enormous future oppor-
tunities of expansion for industries in the sector.
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These industries display quite a high degree of
vertical integration, extending from forestry and
forest management to the use of the wood in the
many branches of the paper industry.

In recent years, thanks to skilful management of
forest resources in terms of pruning and thinning, the
enterprises in this sector have increased the possi-
bilities of producing goods of higher added value.

4, The chemical industry

The chemicals sector covers industries producing in-
termediate and final chemical products mainty for
manufacturing, mining and the agricultural, health
and public sectors, It cotresponds to Division 35 of
the Internationat Standard Industrial Classification of
All Economic Activities (ISIC) and includes the fol-
lowing major groups:
351 Manufacture of industrial chemicals
352 Manufacture of other chemical products
353 Petroleum refineries
354 Manufacture of miscellaneous products of
petroleum and coal
355 Manufacture of rubber products
356 Manufacture of plastic products not
elsewhere classified
The main exports by this sector are of inorganic
chemicals (lithium carbonate, molybdenum oxide,
saltpetre, iodine), organic chemicals and plastic

products, These exports have grown steadily since
1974. Some 95% of them are accounted for by indus-
trial chemicals, but this group comes third in import-
ance in the chemical sector when measured in terms
of the gross value of production. This group (351) is
known as the industrial chemicals industry, and at-
tention will be centered on it in this article in view of
its importance in Chilean foreign trade.

The main common feature of enterprises in the
chemical industry is that their essential production
processes are based on chemical reactions carried out
at the industrial level. Most of the products of this
industry are intermediate goods, so that it is of great
importance for the growth of the rest of the economy.

The main clients of the chemical industry are
manufacturing (especially the chemical industry itself),
agriculture and mining. The export market is of con-
siderable interest to this industry, and there are enter-
prises which are heavily dependent on it and indeed
are organized as a function of such trade. The bulk of
exports consists of inorganic chemicals (figure 7).

On the domestic market, chemical firms tend to
have few competitors within the country, and in
some cases they are the only producers. The great
majority of industrial chemicals produced, however,
have to compete with imported chemicals. Such
competition is based generally on the price/quality
ratio of the goods.

Figure 7

CHILE: EXPORTS OF CHEMICAL PRODUCTS, 1981-1985
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Results of the study: analysis and interviews

In this section, we will examine the results of the
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