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Abstract
 

The basic conundrum of Latin American economic growth arises
 

out of the foreign exchange using nature of its industry. Unless the
 

industrial sector becomes foreign exchange producing, it can no longer
 

function as a leading sector and act as the engine of growth for the
 

whole economy.
 

Similarly, the industrial sector has not provided the solution
 

to the unemployment problem expected of it due in large measure to the
 

low, level of capacity utilization which is prevalent in Latin America.
 

The foreign exchange using nature of industry is largely the 

result of policy. The exchange rate system is structured in such a
 

way as to implicitly tax industrial exports while creating at the
 

same time an industrial inefficiency illusion.
 

The lowq lcvel of capacity utilization is policy induced as well.
 

Government policy has generated distortions by creating deviations be

tween the market price and the corresponding shadow price of production
 

for export, and by legislating higher effective corporate rates on pro

fits from the second and third shifts of operation. At the same time,
 

Government has tolerated discrimination of lending in favor of fixed
 

investment and against working capital. 



ihe basic policy conundrum drastically limits the possibility 

of success in obtaining the major policy targets of increased growth, 

and more equitable disincreased employment, greater price stability 

tribution. Whereas conventional devaluation is inappropriate to deal
 

with the conundrum, either a compensated devaluation or export subsidies 

the same time make are likely to be effective. These policies will at 

output from additional capacity utilization init pos:,Tjble to place the 

industry and earn foreign exchange needed to pay for the imported inputs 

of utilization. Full capacityrequired to sustain such higher levels 

as well, however, centeringutilization requires additional policies 


the price of capital goods imports, the lending
mainly on an increase in 


for capacity utilization, and the equal taxation of profits from differ

ent shifts of operation.
 

International trade policy thus can be said to lie at the
 

One must now look
heart of the development prospects for the region. 

to policy makers to increasingly recognize the conundrum as well as 

labor market. Once adequatelythe quasi-Keynesian situation in the 

recognized and diagnosed, the appropriate policies can follow.
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INTERNATIONAL TRADE IN E'CONOMIC GROWTHl OF'POLICY TIlE OFAI IN AIFRI:CA 

by 

Daniel .M. SchydIowsky* 

The Setting 

Perusal of official documents as well as conversations with 

pollcy makers reveals that the main goals of Latin Aerican economic 

development policy are fairly clear. Latin American nations want a
 

rapid increase in per capita Income, the disappearance of unemployment, 

an increase in the equity of the distribution of Income and wval'th, 

price stability, and no balance of payments probleos. Whi:le there is 

considerable agreement on this list, there exist important differences 

in emphasis between the different Latin America'n vountries; t.huu some 

emphasize both price stability and lack of balance of paymoints problems 

whereas others emphasize equity and employment. in the terms 

of the economist's jargon, the arguments of the utility function are 

the same but th6 relative weights attached to these arguments vary 

from country to country. 

The attainment of these goals in the po.twar p.riod has proved 

to be surpri.singly difficult. Most coutntrIes hvc, achieved a respectablL' 

rate (if per capita growLh, but despite very va] iant struggte iUdCLd, 

many countries still have very high rates of inflation, almust 1.l I.LaVo 

Rlu-earch support f rom the Deve]opntent Advi:;ory Service, Harvard 
Uni.vorslty Is i,rateful l' acknowledged. 
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rc, rrent balJance of paynlents crises, all have a rate of unemployment 

considerably above what they regard as acceptable, and almost none have 

a high degree of equity in distribution. 

The particular features of the situation such a:s high rates of 

inflation 'ith uneai~loyment ad uitilizebd .'ntalled" cdpacity, tighlt 

money leading to even greater inflation, devaluations nullifying thm

selves through almost instantaneous price increases, ete., have ',uzzled 

observers technical and non-technical. alike and added no little fucl 

to debates between conflicting and contradictory "explanatory the6ries". 

Thus monetarists and structuralists, protectionists nod free traders 

have debated each other for years in the attempt to decisively and perma

nently influence policy (Baer 1967). Yet after twenty-five years of 

postwar development, a consensus is not yet in sight. 'lie same con

flicting Lh,"or.cs are still uscd to explain the Latin American eco

any of somn. of fact';.nomic situation and one them still, only fits tho 

one orNonetheless, most Latin American policy makers are bclievers of 

another of these "partially true" faiths and as a result they view 

reality through prisms which introduce distortions of varying magnitude. 

As a result, the policies that are adopted are biased in a manner that 

often te.nds to aggravate the problems they are intended to deal with. 

Economic policy formulation in Latin America requires thus not only a 

more accurate theoretical framework but also tho abandonment by policy 

makers of outdated and only partially correct theoretlcal sc:heim ad 

their repilacemont by more appropryiate ec] t:.1 c v1i,':ws(l)1aand 1971, 

PP. 50-53). 

http:Lh,"or.cs
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II.
 

The Latin American Policy Conundrum 

A few basic and interrelated features of Latin Jme¢.irican economic 

___development explain in v-ryj lrge moasure the wix of griowth, hbaiaic:e 

of payments and empio.,ment problems that Latin Amor].can countries haVe 

faced in the postwar period and continue to face today.. 

]n simples:.., terms, the heart of the policy conuncrum lies in the
 

role and nature of Latin American industrial development° The indus

trial sector was chosen early in the postwar period as the motor of
 

growth, employment and better distribution. Policies of various sorts
 

but mostly involving protection and tax exemptions wore designed to
 

aid and intensify its rate of growth. These poi.cies were successful 

in the sense that industry has indeed beuo the leadinig sector in L]atin 

American growth, with a growth rate consistes'tly abovu that of GN,? Lis 

can be seen from Table 1. At the same time, however, industry in Latin 

America has been almost ever),where a foreign vexchangL using activity in the sensce of 

requiring some imported inputs into the production process. As a result, 

as industrial-growth proceeded, the ilport bill. required to maintain 

industrial output grew. On the other hand, foreign VxChange producing 

sectors have typically boon the pri-mary ones whosc growth rate w,: in 

l./ 
most cases below that of industry.- Il consequence, the incrLa;e Jn
 

demand for foreign exchange arising out of fast industrial growth
 

rapidly put pressure on the slower growing supplies of foreign exchange
 

from primary activities. These inherently different rates of growth
 

Th Peruvian fishmeal industry is the. exception. Yet Cvun it
 
consists of a manufacturing as well as primary part.
 

I!
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Table 1 

The Growth of Domestic Product aad of
 
Manufacturin3 in Sected Latin
 

ALerican Countries
 
1950-.52 to 1964-66
 

Manufacturing
 

Country GDP GDP 

Areentina 3.2Z 4.4%
 

Brazil 5.3 7.8 

MUtlG 4.0 5.0 

Co.ombia 4.6 6.4 

Dominican Republic 5.1 .5.9 

Guatemala 4.8 6.3 

Honduras 3.6 6.8 

J-aica 7.4 8.1 

Mexico 6.1 7.6 

Nicaragua 5.8 7.5 

Panama 6.4 9.8 

Paraguay 3.1 2.6 

Uruguay 1.5 2.5 

Vocezuela 6.4 9.3 

V0URCE: OECD, National Accounts of Less Developed Countries 

http:1950-.52
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would have imposed an early slowdown in industry's rate of growth had
 

it not been possible to free foreign exchange from existing uses
 

through import substitution in industry'. Such import substitution
 

behind ever increasing protective barriers managed for some time to
 

bring into balance the disparate rate of growth of production and use
 

of foreign exchange. Table 2 shows this process at work in Brazil and 

Chile.
 

In the early seventies, the process of import substitution is
 

virtually exhausted for the large Latin American economies and will
 

very soon be for the medium and small ones. At this point a continued
 

high rate of growth of industry is only possible if either (a) increa

sed foreign exchange is forthcoming for the primary industries, (b) new
 

sources and ways of import substituting are devised, or (c) industry
 

becomes a foreign exchange generator, not only a foreign exchange user.
 

It is tempting to add foreign aid and foreign private investment to
 

this list of options; hoever, this would not be strictly correct. Foreign
 

aid by itself is likely to delay the reduction in the industrial rate
 

of growth for some time; however, for repayment to take place, a very 

large contraction of industrial activity would be required to free the
 

foreign exchange from other uses. Only if the public foreign debt
 

arising from aid were to increase continuously at a compound rate of
 

growth, a situation unlikely to be tolerated by either aid givers or
 

receivers, could repayment be postponed forever. Foreign private investment 

is on balance only slightly more helpful. If it is in new industrial
 

products, it will be foreign exchange using; indeed, it is likely to be
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Table 2 

THE DECLINING SHARE OF 

IMPORTS IN TOTAL SUPPLY 

BRAZTL- I 

1949 - 1964 

Imports as Percentage of Total Supply of Manufactured Products by Use 

Year 1949 1955 1959 1964 

Consumer Goods 
Durable 
Non-Durable 

Producer Goods 

60.1 
3.7 

10.0 
2.2 

6.3 
3.1 

1.6 
1.2 

Intermediate 
Capital 

All Manufactures 

25.9 
59.0 
19.0 

17.9 
43.2 
11.1 

11.7 
34.5 
9.7 

6.6 
9.8 
4.2 

CHILE- / 

1914/15 - 1963/64 

Share of Imports in Domestic Supply 

1914-25 1.927 1937-38 1952-53 1963-64 

Food beverages and tobacco 22.5 11.4 7.2 11.6 12.2 
Tctiles, clothing and shoes 57.6. 50.3 35.5 6.1 6.6 
Wood products 23.2 4.9 3.2 1.5 2.0 
Paper and printed matter '40.0 42.0 23.9 29.6 13.9 
Leather and rubber products 24.6 36.5 16.3 31.1 17.3 
Chemical products 91.3 71.3 60.6 51.8 38.5 
Nonmetallic products 81.0 75.5 29.5. 14.3 .1.1 
Metallic products 87.0 85.0 71.1 53.3 46.9 

Total 51.5 43.8 29.9 26.0 24.6 

Joel Bergsman and Pedro S. Malan, "Tile Structure of Protection in 
Brazil", in Balassa et al, The Structure of Protection in Developing 
Countries, Johns hlopkins Press, 1971, Table 6.1. 

2/ 	 O. Munoz, "Long-run Trends in tkei Manufacturing Industry in Chile since 

1914", as quoted in T. Jaoanneret, "The Structure of Protection in Chile", 
in Bal~assa et t.I., op. cit. , To[b)le 7.4. 
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even more Import Intensive than most existing industry.- Only if 

foreign private investment directs itself to the export oriented 

industries will it contribute in some measure to alleviate the 

conundrum.
 

The employment problem is also connected very closely to 

industrial development. In the early poEstwar period, industry was 

chosen as a leading sector in part becau.e of the promise it seemed 

to hold of solving the uncUIployment problem then existing. Examination 

of the current situation shows that such hopes ,.ere not fulfilled. 

Instead, there is no'.,' considerable di.sillusionment with industry's 

potent ial for providing employment (Baer and Herve 1966). Explanations 

for the lack of success in this regard focus mostly on the relative 

prices of capital and labor, it being argued that capital goods have 

been tco celiap and labor too dear to produce an adequate factor mix 

for leading to full]. employment. Such an analysis, while a natural 

outgrowth of the economic theory of factor use, leaves out a very 

important element, namely that installed capital : .c Itself also sub

stantially underec,:ployod Latin Th mmc'v:ploydin America. in labor 

coexists with unetuployed Li ta3l and there is L 9.- asI- Ilmynes ian 

.VIithsituation (SclvdLJ.oWsk1y JI' iI) capital ult.1 i ,d o1 tie average 

at approxiitely one shilt per day rather than the tL-chni cal MaXimm:1
 

of three, it %,ould ppear that the employment giving potential of
 

:indmitry has becn utilized approximately to a third of its real potential.
 

-!/
 
'Or a din ens::ionl o" t' .e effect of changes Iln thle coupon t ton of 

dei'And fci. lFelix. ] ).,I 
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It should be borne in mind, however, that the low degree of capital 

from private deeision waking wh:ch can he
utilization has resulted 

and is therefore "rationaJ"profit maximizatJonpresumed to derive from 

clearAt the same time, it does seom to be 
in the economist's sense. 

the iimos tofview, 

the factors 

that. from a.public policy pointw f this ' not 

desirable. Therefore, it becomes imperative to invcstjge 

that cause such a divergence between the private 
profit and the public 

good.
 

III
 

The Foreign Exchange Using Nature of Industry
 

It is important to realize that the foreign exchange 
using 

nature of industry is not an immutable fact of life, but very sub

stantially the result of the particular industrialization 
policy adopted 

The growth of industry was fostered by
by Latin American countries. 


a set of import restrictiofis which cumulated over time 
and eventually
 

led Latin American countries to have an exchange 
rate structure which
 

is systematically biased against industrial exports 
and makes these
 

Whereas the usual discussion f6cuses on "the" 
exchange


unprofitable. 


rate, the amount of units of local currency which 
must be given up to
 

obtain one dollar for purposes of financial transactions 
is best called
 

,, of its impact on
From the point of vie'.
the financial exchange rate. 


ist be analyzed

the econpmy, however, the financial exchange 

rate 


together with the trade taxation and other 
trade restrictions in force.
 

an "exchatu"e rate system"
Indeed, it is useful to think of 

composed of the financial exchange rate and a 
large
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To;" ter of "commodity exchange rates" which are the multiple exchange
 

rate equivalents of the existing taxes and other restrictions on
 

commodity trade. Each commodity rate is def.1ned as the number of
 

units of domestic currency for which a dollar's worth of iriports at
 

C...F--prices ,(or. exports at FOB prices) of, each particular commodity.
 

sells for on the internal market. Each commodity rate
 

the financial rate plus all the trade taxation and restrictions
is equal to 


assessedr on the import or export of that particular conmodity. In
 

general, there will be as many commodity rates as the economy has commo

dities tradeable internationally and often a single commodity may have 

more than one rate.l/
 

In Latin America, most countries operate with a set of import
 

restrictions which raise the commodity exchange rates for imports sub-


On the export side, some countries
stantially above the financial rate. 


on traditional export commodities
have operated at times with an export tax 


which has reduced the commodity exchange rate for traditional ex

ports below the financial exchange rate. Thus, for example, Argentina
 

was operating in 1966 with approximately the following exchange rate
 

system: 2
 

RAT CO WOSITION PESOS PER _
 

Agricultural Export = Financial less 10% tax 200
 

220
= Financial 


260
 

Financial 


Non-traditional Export = Financial+18% tax rebate 


Raw Material Import = Financial+50% duties = 330
 

Semi-manufactures Import = Financial+1
2 0% duty 460
 

Components Import = Financial+175% duty 600
 

Finished Products Import n Financial 2 2 0% dutv 700
 

1li!e; SL te.ero c,,w ar is'es when the ";11w1 cO,:;."odit-v has difforert ilpo1rL
 

rates; prCieLNLial iimport and export r'ugiuis differentiate rates even further. 

-/Taken from CARTTA 1966.
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A quick inspection of this rate structure will show why industry
 

fails to generate foreign exchange. Industry buys its raw materials
 
Ai,, 

at an exchange rate of 330 pesos per dollar, Its 4wported semi-manufactures 

at 460 and its components at 600. This implies an average cost exchange 

rate for imported inputs of approximately 400 pesos per dollar. Domo.tic 

* inputs have implicit exchange rates only slightly lower since most 

domestic producers do not sell at prices much below those of similar
 

imports. Thus, industry's cost exchange rate for all material inputs
 

is roughly between 380 and 420 pesos per dollar. At the same time,
 

the wage rate industry pays reflects the average industrial exchange
 

rate of about 600 pesos per dollar.-' Hence total industrial costs are
 

based on an exchange rate averaging 450 to 500 pesos per dollar. At
 

the same time, a dollar's worth of exports yield only 260 pesos per
 

dollar. The would-be industrial export producer thus faces an impliciLt
 

tax levied through the exchange rate system.of close to 50%. The
 

implications of this situation for the profit rate are rather dramatic.
 

The Argentinian exchange rate structure 'is typical for Latin
 

America as can be seen from Table 3 which tabulates the import commodity
 

rates by sector for Brazil, Chile and Mexico. In turn, Table 4 pre

sents for each industry 11 ihese three countries the factor remunera

tions payable on the basis of
 

export business as a proportion of remunerations currvntly being paid 

w Ma:ginal physical product (MPP) x price of output. If the 

unit of output IS set at an amount costing; $1 ClF, then we have 

marginal physical product x average comriodity :xch;ng' rate 
'io or oLutvtit.
fiiO[PI 

L 

http:system.of
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Table 3 

Infoort Coaunodity Rate. in Selected Latin
 

Amer c n ips
(Financial Rtoi- 1.00)
 

Brazi1 Chile Mexico 
1967 . 161 . 16 

::'Fn-etalic to!Ax.a. Products 1.40 2.39 .96 

!eta llurgy 1.34 1.66 1.30 

,Iachinery 1.34 1.84 1.30 

Zlectr.ca1 3-iuipnent 1.57 2.05 1.25 

Transport ESquipn:ent 1.57 1.84 1.26-1.52 

Wood Products 1.23 1.35 I.14 

Furniture 1.68 2.29 -

Paper and Paper Productn 1.4 15535 

Rubber Products 2.02 1..71.33 
Lu:nther Products 1.66 2.61 1.20 

C',,mica is 1.34 1.94 1.21 

r.,acoutica Ig 1.37 1...2 

P Imafurs and Soaps 1.94 - 1.10-1. 22 

Plastics 1.48 1.50 -

re)1ti1o 1.81 2.82 1.30 

C 1othi:A13 2.03 3.55 1. 10 

Fc.)d Producti3 1.27 1.82 1.1j 

L :v:ragos 1.83 2.22 1.28 

Toccco 1.76 2.06 1.31 

"'LAnting and Publishing 1.59 1.72 1.13 

.', al Products 1.59 1.31 

Fertilizers an insecticids - - 1.09 

,Ct'.rco: 	 Dorqz:.z4n, J. and Podro .malmn "The Structure of Protection 
i Lxazii" r.ablo 6.6,, ol. 5 

Jcanncrot, T. h'r.c Stru :ture of Protection in Chile", 
T,,!bo 7.,", Cal. 1 

,",iofPr |.oction in Me):ico", 

in i3. Baloaja rat al. TVc f-: :UW'.:Co On Proccaion i, ,-t v ,Y-
All cuties, johnls hojAki~i iFLJv1:1'. 



- 8b 

Table 4 

THE A TI-EXPORT BIAS OF THE EXCHANGE RATE 
SYSTEM IN SRLECD LATIN , ,ICA CO1=RZS 

Porcentaga of actual factor remuneration
 
payable on the basis of export sales
 

Brazil Chile Mexico
 
1967 1961 1960
 

1.06N~on-!Metniic Mineral Products 	 .64 N%1A 
.68 NVA .49 ,.tallurgy 
.71 .03. .57
Machinery 


Electrical Equipment .36 .11 .71
 

Transport Equipment 	 .46 .15 ,57
 
.78 .30 .75
Wood Products 

.32 NVA ----


Furniture 

Paper and Products ,54 .21 .38
 

.53.41 NVA 

.43 NVA .61


Rubber Products 

Leather Products 


.5
.66 NVA
Chemicals 


.65
.66
Pharmaceuticals 

NVA ---- .56-.77
Perfu=es and Soaps 

.49 .34
Plastics 

.68 •NVA .79*
Textiles 


.83
.34 NVA
Clothing 


.59
.66 NVA
Food Products 

.14 NVA 
 .55
Beverages 

.40 .04 
 .53
Tobacco 


Printing and Publishing .52 .31 .77
 
---- .28 
 .48
Metal Products 


---- .77
Fertilizers and insecticides 


the cost of inputs exceeds the receipts from
NVA - negative value added, i.e.: 
to factors are feasible.exports, hence no payments 


Cotton textiles
 
Railroad equipment only; motor vehicles have NVA
 

SOURCES:
 

Bergsman, J. and Pedro S. Ma Lan, "The Structure of Protection 
in Brazil"
 

Table 6.6.
 

"The Structure of Protection in Chile", Table 7.8.
Jeanneret- T., 


"The Structure of Protection in Mexico", Table 8.7.
Bueno, G., 


'01 A r, el 



on the basis of sales to the domestic market. A ratio of .6 means that 

(c.port soles would only allow payne',t of 60% of the current wages, salaries, 

By the same token, a ratio of .6 signifies that
interest, profit, etc. 


export sales can only go forward if the industry concerned has (marginal), 

costs of or can cut costs to 60% of current factor payments.
 

An additional and very important effect of the exchange rate 
struc

ture is what nay be called the "inefficiency illusion" of Latin American 

that Latin American industry is ineffi
industry. It is generally "knowr" 

is easily demonstrated by translatingcient and uncompetitive. This "fact" 

substantially
domestic industr:l costs into dollars, which turn, out to be 

above the price of comparative imports. This computation uses the finan-

Since we know that domestic costs ore based on the
 
cial exchange rate. 


commodity exchange rates that are usually considerably 
above the financial
 

find that domestic
 
exchange rate, it should not surprise us very much to 


an
 
costs will be higher than international prices when converted 

at 


which they are based. This
one onexchange rate lower than the 


of the obvious explanation,
phenomenon, in the absence 


has produced the inefficiency illusion effect and given 
Latin American 

that they have an industrial structure 
governments and public the impression 

The fact of the maLter 
out of kilter and hopelessly inefficient.totally 

an
is, however, that much of the inefficiency is merely the result of 

exchiange rate that is not applicableanimpruper comparison by the use of 

deflated by an appropriate
to the respective costs. When domestic costs are 

one that is related to the commodity exchange rates,
exchange rate, i.e., 
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that Latin American industry is substantially more o.ficentit turns out 

than generally believed. Table 5 gives an indication of the size of the 

production costsInefficiency illusion in Brazil by converting domestic 

Into dollars with an exchange rate reflecting the average cost rate for 

1/
 
industry.
 

bMas in the exchangeThe inefficiency illusion and the anti-export 

system have interacted to the mutual reinforcement of both and the 
rate 

of a change in policy. The inefficiency illusion reinforces
hindrance 

the belief of policy makers that industry is not efficA6nt enough to 

export. The anti-export bias in the e-changc rate structure takes 
cxports;
 

impossible. The resultant lack of exports confirms the policy makers'
view
 

In view of the obvious scarcity of
 that industry is unable to export. 


means 
foreign exchange, however, the impossibility for industry to e>:port 

This in turn 
that additional import substitution must be undertaken. 


implies higher 	import restrictions which cause an increase 
in the inef

ficiency illusion. As a result, the policy makers become even more con

vinced of the inefficiency of industry and its inability to export 
and
 

the same time the higher import restrictions increase the 
anti-export


at 


exthat industry will become foreign
bias thus making it ever less likely 

change generating. 

/ 1Note that for a more accurate calculation each sector's costs should 
done,exchaingo rate. If this were

bu converted at that sector's cost 
again. However, thcecolumn, would chan.g once

th1e numbers In 	 the second 

would not be negated.
gecu'.-A. resutl 
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Tnble 5 

r ,D T, !.F )1 C. 7h-.', ILT.,IS 0N' IMUA.t,"IYD1 ,fTR.lT TI 

Excesm of domestic price (-coot) over inte.rnational price
 

At Industrial Cost
 
Exchange Rat.ur

F.nancial .At ate 


L ,!":. 1,0 - 5%, 

, i .3u .' -10 
N.t .hj n1'* ry 34 -10 

E1ectIc.. Equip-.ent 57 66";'"'"-, uincrm tn,,o-t l',q n.57 


23 -17
Vood Products 

13
68
Funru turC 


t'apv . ':rcducts 1:8 0 

},,J>:~" roduc'-s 78 20 

L' ;ti'r Pr o3ucs 66 12 
, 34 -10 

37 - 7
 

Pefuv~ avid Soaps 94 31
 

a :, 48 0
 

C!o.Io.: 103 37
 
27 -14
'od }rol. ' cts 


24C, r . 83 

ob,.c,. 78 20 

Printing and Publishing 59 7 

V!.Drived as follows rate for intermer.i, te productr, 1.49 

rate for waeics 1.48 

1.48
 

A negative sign indicates domestic pricc l; below international price. ,.
 

p()I.-F) Joe1 Bergsman and Pedro -Mal in, "The Struclure of Protection 

in srazil" in B. 13l1saa and' A:sociates, The Structure or 

Protection .in JxIve] .Coul-.rics, Johns Nlopkin Pres.3. 

TOlc 6. 6 Md 
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The Low Employment Generation of Industry
 

It has already been pointed out that industry's low labor absorp

tion is related to the underutilization of existing plant and equip

ment, and that with multiple shift-work industrial employment would be 

substantially increased. An understanding of the reasons underlying 

the single shifting decision of most industrial firms in Latin America 

requires the resolution of the apparent paradox that while private
 

profit maximizers find it preferable to operate three plants at one
 

shift, from society's point of view it would appear preferable to oper

ate one plant at three shifts, thus economizing on the scarcer resource,
 

capital, and using labor extensively. The paradox is resolved if it is
 

borne in mind that the private sector makes i.ts decisions at market 

prices whereas the public sector evaluates these private decisions at 

"social" or "shadow" prices. If market and shadow prices are suffi

ciently different, it is perfectly possible for the decision at private 

prices to lead to the installation of several-factories all of which
 

will be operated at one shift while the same decision when evaluated at
 

shadow prices would lead to the installation of a single factory to be
 

operated on a multiple-shift basis.. The inquiry then has to shift focus 

to the causes for divergence between market and shadow prices. 

The systematic distortions between private and shadow prices 

existing in most Latin Anerican economies aue the following: 

(a) the price of output: Under the existing exchange rate sys tcm 

onl:y 	 the n:arg.ina. revenie in the domestic miarkot j'. rCl'evan., frcri Uh 

)r 'V,. i.e po.. ,i' ,... U;:., thle oJi!,.opoH . 'H IWVI--.rC 01' v CO[',.WdiLLyric 

markets in Latin America, each seller perceives a low demand elasticity 

for his sales and a Mr,well below the going price. From society's 

http:IWVI--.rC
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point of view' the output is worth (potent j'lly) the foreign exchange It 

would earn if exported 	 multiplied by the shadow price of foreign exchaig1e, 

This value is without 	 exception a multiple of the privately perceived 

marginal revenue.
 

(b) 	 the price of capital goods: Most Latin American tar.;.ff 

laws provide for the duty-freestructures and industrial promotion 


import of capital good. Such a procedure im'plies charging. thc:
 

private buyer of'these 	 capital goods too little both for the scarce 

he. is using and for the scarce investment fundsforeign exchange which 

one would expect operationthat he is allocating. 	 On this count, to 

be overly capital intensive.
 

Aunerican -conomies, the w,'age(c) 	 Market wage rate: In most Latin 

is set by a co:-bi.nation of Institutional.rate in the industrial sector 

pr-ocesses involving government wage sctt ng and un Ionq . !n all. ca;e, 

above what a free labor ma"r'ret wouldthe result is substantially 

the .social marginalproduce. As a result, the market wage Iles above 

shadow price. On this accooIt, private
cost of labor, i.e., labor's 


labor in their operation,;.
tend towards underutilizingdecisions would 

The impact of the wage rate goes further, however; many Limes the 

which distorts the
legislation requires overtime 	 pay for night labor 

market wage from its shadow price evtii further.-. / F1nali' ,y:oct;,l 

labor may be exactly "right",1/ Note that the premium for night 


the social disutilit v of nig,,hit work.

i.e. may accurately reflect 

Nonetheless, night pay may exceed the niJiit shadow wag.e (just 

as the day wage exceeds its shadow wage). 

http:tar.;.ff
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security legislation and other fringe benefits,-I severance pay, and 

n2/ 
firing regulation2 may increase the cost of employing labor beyond 

Its take-home pay and further widen the differential between the market cosI 

of labor and its social cost. 

(d) 	 credit structure: In most Latin American economies, credit 

on considerablyto finance'installation of fixcd capital is available 


easier terms and in larger quantities than is credit 'for working capital.
 

Yet it is precisely the latter which is necessary for shiftmultiple 

working of plant since inventories of goods in process as a ratio of 

total capital. investment increases substantially in these plants. As 

a result once again, the private production decision is biased towards
 

ezcess fixed capital intensity. 

(e) tax structure: In most Latin American tax 	legislations, 

th depreciation deduct.able from corporate income tax is based on the 

nu.::er of years of the life of the equipment, with no allowance made. for 

result., second and third shift originated profitsintensity of use. As a 

tax rate than are are taxed at an effectively higher corporate income 

first shift profits. This pro;ressive corporate income tax by level of 

makers to
utilization of course is a disincentive for private decision 

inttns ive mult i ple shifting ope:rations.install capita] 

(f) unavailability of skilled and supervisory personnel: Skilled 

l/ The man,.nitude 	 of the fringe benefits is considerable. Ferrero (1957) 

be 4Y;.' of 'tWa'Cs in Peru, whi.oe C;r,.ory (1967) found theim
found then to 

to l, au1t 100,"; o1 on-the-Job earnings.
 

For a t i:cussin of tlbor force hiring ina a iixed 
Jtl~t':C i1 . - VI l,'011 (I ',' { ) 
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and supervisory labor 	are inputs complementary to capital, unskilled
 

labor and foreign exchange. The total unavailab.ility of labor could 

therefore prevent any production from taking place. Tlie extreme CaeC 

arises in the family firm wherclin the manaeimentof such unavailability 

of course, cannoL woi,,
is fully concentrated in the owner himself who, 

hours a day. In larger firm,, with hired manngemnct, the
twenty-four 

a cost problem. With this type of labor
availability problem becomes 


price will be high, both in the

' very,;scarce, it 'is obvious that its 


'lace art in terms of its shadow wage. It is likely, however,

market 

that the market wage will be above the shadow wage even in this case, 

since private supply price of nighttime labor is in part at least a 

function of the lack of nighttime amenities such as transportation,
 

con
security, etc. etc. From society's point of view, if the social 

a matter of course triple sh:ifting
text is reorganized to 	include as 


in the economy, these 	nighttime ser#i ces would be avallable
everywhere 

the daytime level. As a consequence, the private
in avolune similar to 

supply price would fall. Thus through the interdependence of social 

the shadow price of nighttime supervisory libor may well 
arrangements, 

*l/
 
be below the market price.

to remomber that the dist.ortionsIt may be well at this point 

tend to lead private decision makers to underutilize• 	 listed will 

and indeed to plan their investments in such a way
installed capacity, 

not. 
as to leave capital idle a certain proportion of the time. It does 

I/ owe this point to Dr. Stephen Guisinger. 



• -•- 15

follow, however, that the social optimum would be a twenty-four-hour-a-day 

operation throughout the year. Such a conclusion would require a particular
 

configuration between the shadow costs of factors and the shadow price of
 

output. The general arguments presented so far do not enable such a
 

conclusion to be drawn, although it is not unlikely that upon the empir

ical quantification of the relevant values, round-the-clock operation 

throughout the year would turn out to be the social optimum in a wide 

range of industrles.
 

V 

Implications of the Conundrum
 

The inconsistency in the growth rates of sectors using and 

supplying foreign exchange has effects of the greatest importance oil the 

major policy problems confronting Latin American governments. Tn what 

follows, the impact of the conundrum on the following four areas of 

policy concern will be disoussed: (a) balance of payvicnts;(b) stabilizat ionu; 

(c) employment; and, (d) distribution. 

(a) balance of payments: Economic theory teaches us that a balarice 

of payments deficit can be corrected through recoursc to relat-jve pritce 

changes and to real income changes. Price changes are usually i11,lmnted 

through a devaluation which raises the price of tracd goods compared to 

non-traded goods. As a result, a country exports more and Imports. less. 

At the same time, a lower real income ensues ,'hich reinforces the fall 

in the demand for imports as well as reducing domestic demand for 
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exportables thus supporting the increase in exports.
 

Under Latin American conditions, the price effect i.s virtually 

null for several reasons. On the import side, substitution possibli]tes 

between existing impor[ an domestic production are small or nonexistent 

rn.
since the overwhelming proportion of imports consists of industrial 


materials which -are not available domestically. Price elasticity for 

imports tnen comes primarily from substitution in final demand between 

cormodlties of different import intensity. With imports making up a smal 

of costs only, however, the price increase of imports themproportion 

comrnoselves has to be substantial in order to cause the price of the 

are embodied to rise differentially. Thus; evendities into which they 

respectable own price elasticities for final goods translate into quite 

low elasticities for the imported components. On the other side of hbe 

it has been very difficult to incorporate new:balance of payments, 

into the export trade because of the size of the devalu.tioncommodities 

necessary to overcome the cost differential between traditional and non

the magnitude requfred
traditional comnodities. Indeed, devaluations of 


would be so large as to'k set off reactions on the part of income rece.ivers 

that vould rapidly nullify the devaluation. Thus any elasticity in the 

overall supply of exports results from increased production of traditional
 

export products as well as from diversion to the export market of quanti

ties destined to the home market.
 

of Income for btlarte paymeit'The importance the effect the of 

adjustment process is reinforced by these rigidities. Wi.th importctd iu-

puts being alm'st a fied proportion of indwu;trnH] output, an adl,.w-i nt't 
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on the import side requires a fall in final demand, i.e. a reduction in
 

real income. On the other hand, on the export side, a fall in real
 

income can contribute to export revenue through reduction
 

in the domestic consumption of exportables.
 

If industrial exports existed in the economy, the balance of pay

ments adjustment process could rely much more than at present on the
 

price effect since in that case the supply of exports would be sub

stantially more elastic due to the greater ease with which existing 

industrial products are converted into new export products.
 

(b) price stabilization: Traditionally, Latin Americpn stabili

zation:; emphasize adjustments on the demand side of the market. It is
 

ar,;ue&! that if de:"and is reduced sufficiently, prices can no lonner 

rise. As a result, the main policy tools traditionally used are tight
 

money and a reduction in the government deficit. In fact, this appro.nch
 

is often self-defeating since lower demand may well lead to a lower icre,
 

of activity with the concomitant reduction in government revenue both
 

directly and throu glh a lower 
level of trade taxcs .- I The only clc ar 

success 'hich this approach can guarantee is an impr vemrrnt in the 

baance of payment.' thr,_gQh the real income effect on imports. 

Mori re ce1tl', , so::e att:ontion has been p :1d to cost pu.h inflation 

originating in wn.;s and attempts have been made to stabilize through 

Phia c-''' tv pe :.;e an':and price agrcements,., This approach h;:s bcn fulo'd.',.4 

in CUPIts (LQuas 1971) and Argqntina (IDES 196y, .1qd). JIithe latter 

i an opir icl] eu tiato cf tax multipliers in n q'n.s-i--..',tesian 
! r i n,,,lS f ...v, .it." i . 1971a.o ao.. 
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case, due consideration was not given to the impact of the conundrum since
 

the possibility of cost increases originating from changes in the exchange
 

rate were not built into the policy framework and as a result not enough
 

emphasis was given to the need to increase export earnings in order to
 

prevent devaluation and the consequent break-up of the price-wage agreciment.
 

The underlying problem arises from the difficulty, in the face of
 

a balance of c.payments contraint, of increasing domestic production
 

in order to dampen price increases from the supply side of the market.
 

Under these circumstances, stability at low growth is c;ssible but an 

increased rate of growth cannot be sustained.
 

In the presence of industrial exports, a policy reducing domcstlic
 

de-and can be effectively supplemented by one increasing export der:-and 

through selective or general devaluation, thus creating a stabilizc-tion
 

in total derand and improving the balance of payments by dive- rinp supplies
 

from the domestic market to the foreign market. At the same time, the
 

ensueing availability of foreign exchange would allow maintenance and even 

expansion of domestic production with the consequent ant.-inflatiorinry 

impact of increased supply. Furthernore, economic gr.th could be ;icccler

ated with increased participation in the export market thus creaLin-,g t 

availability of forei,,n exchange needed for cxpandin, supply to the domstic 

market and the further dampening of domestic inflationary situations. 

(c) employrent" Three possible routes to raising the level of 

employment exist: 

(i-)increasing the growth of capital stock with a constant capital.
 

labor ratio.
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This alternative is directly affeced by the c,,uidrm ince ii 

implies raising the growth rate and hence the requir,:d level nf imports. 

(ii) better use of existin? level of capital formation through 

investment in more labor intensive indus tries, i.e. change in the capita] 

labor ratio. 

"Jhi' alternative does hold more promise of not being totally iAbb

ited by the basic policy conundrum but it should be noted that it is not
 

at all certain that labor intensive technologies are also import saving.
 

Indeed, it may well be that the opposite occurs (e.g. higher raw material
 

w'astage) in which case greater labor intensity would mean an aggravation
 

of the growth problem.
 

(iii) more intensive use of the capital stock.
 

Vhile the underutilization of lnor has been recognizod In Latin 

America for a long time, evidence is only grajually accumulating on the
 

Not only do many of the Latin American
underutilization of capital. 


econom:ics periodicaliy use installed productive capacity at lov,'s below
 

their own customary norm, the norm itself is based on utilization of
 

capital at less than twenty-four hours a day three-hundred-and-sixty-five
 

days a year less maintenance. While detailed information on the amount
 

of shift work is unavailable, it.appears that multiple shift ing takes place.
 

primarilv in the process centered indu:stries in uhich tyeonty-r er--:'ar 

operatien is requircd for technical rea::;on; . I Co'u:.,',ii. avai l Ye data 

show that capital is used at about 50% of twenty-four-hour capc,ity on the 

averag'e .(Thowumi 1972). Available data from Arnc t ina show dc,\i aLions fro:u the 

usual norm of utilization to have fluctuated between 55% and 67. of this norm. 
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Tackling this problem, however, requlircs cominKn to grips with 

ut iliv.tion wo,l,
the basic conundrum:i itself. Expanding capacity 

have only minimal frcin exciange investment requir.wnt., hoeeve, and 

the resulting expan:;ion of the level of inJu.;Lrial outIpuL means larger 

hiher level of employientimports of industrial inputs. Thus a 


through capacity utilization is possible only if the foreign exchange
 

source of such an
availability increases and the most plausible 


some of the product aNsing from
increase is in the sale abroad of 


increased capacity utilization itself. Such a solution would, how

ever, imply making industry foreign exchange generatiug and therefore
 1/ 

is identical with solving the basic policy conundrum.
 

a more complete discvssion, cf. Schydlowsky, D.M., "Fiscal POlIcy
For 

in Latin Acrca", preent,'d at 
for Full Capacity Industral Gro'..th 


Florida,
 
the 21st Annual latin American Conference, 

University of 
nLt '

ation al Affairs Hconv',ic Dcvc o.10pm: 
February 1971, Center for inte 


Report No. 201, lHarvrrd University, ON7].
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Table 6
 

Arden t Vna
 

Utilization of Installei Cp jc1ty
 

Percentuge of Actual Output 
,Sector ~ith ]P.. c-.t to M,:: :uto: ( uort : 

1961 1963 164 .1 '(15 

Food and beverages 48.8 53.2 48.9 .5 

Tobacco 82.7 81.9 88.6 91.2 

Texti les 83.2 59.2 68.9 77.1 

Clothing 88.3 64.2 72.5 78.4 

Wood 72.7 48.6 55.2 70.4 

Paper and cardboard 55.1 48.3 52.7 624 

Pri:pting and publishing 73.3 58.3 62.4 70.8 

Ch.vicals 73.4 59.9 68.1 73.8 

Pctrcvcum derivatives 87.9 78.2 84.7 83.6 

Ru:-or 80.5 54.0 66.2 77.6 

Leather 84.2 66.8 77.8 79.9 

Stones<, glass, and ceramics 70.2 59.0 68.7 71,8 

MCtal;, excluding machinery. 59.4 40.8 50.3 66.6 

VchIcl:s and machinery (excluding 
electrical equipment) 78.6 44.6 56.5 65.6 

Electrical mac1inas and equipment 59.2 43.5 47.6 61.0 

We ighted averago 67.2 54.6 59.5 66.1 

Source: CONAv , Results ,I he Survey on Pr cil ct on and IflVt..,ml t 
. t',c ot, j :trIal ' nt rpr' v," (h!',incq Ai :'f,::: LJ:, 

(CiNMfl1K, 'March 11%)(0, U1100 3. 
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(d) distribution: Changes in the regional and personal distribution
 

of income as well as changes in the income shares of the public and private
 

sectors are an increasingly important policy goal for Latin American govern

ments. In addition to the greater difficulty of achieving such readjustments
 

under the conditions of relatively slow growth forcdd upon the economy by 

the continuation of the basic conundrum, there are some direct connections
 

hetween the :ourcos and uses of foreign exchange and the possibility of exe

cuting a successful redistribution policy. One major.connection runs from
 

the exchange rate to export prices and to the income of exporters as com

pared to urban laborers. This is most obviously the case if wage goods 

are also the country's primary export products. If the exchange rate goes
 

I/up, agricultural producers get higher incomes and the cost of living rises.-


If agriculture is in the hands of large landowners, this will mean a nega

tive redistribution of income, although it may-at the same time be a neces

sary adjustment in the incentives to provide foreign exchange. Thus dis

tributional policy clashes directly with the balance of payments policy. 

If industrial exports existed, balance of payments policy could accommodate 

a lower increase in prices for farmers, increasing instead the foreign
 

exchange earned by industry.
 

On the other hand, a reorganization of land tenure or the insti

tutionalization of worker participation in mangement of the mines or 

indeed of government participation in mining or the merchandising of
 

export products may lead for a time at least to some disorganization,
 

lower productivity and lower value of exports thus causing contraction in
 

the rest of the economy and producing reductions in everybody's income
 

The same distributional effects obtain even if the export products 
are not wa,,e goodh. In that case, devalu:tI lon will increa::e export 
earnin._-, and tlh WajC pric,' 0 rt:irLkduto rV1a onfr;;:;Ln ,.;V:ia of 
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r!J.her than redistributions. Were industry foreign exchange producing 

rather than foreign exchange using, adjustments of an o'rganizational. 

nature in the primary sectors would be much more bearable since the 

economy would be able to compensate a short fall of earnings from these 

sectors through an increased amount of industrial exporting.
 

VI 

Generating Foreign Exchange from Industrial Production
 

The basic policy conundrum will only be solved when industry
 

becomes foreign exchange generating as well as foreign exchange using.
 

Tvio necessary conditions for such a conversion are price competitiveness
 

of industrial output in the world market and the availability of marketing
 
1_/
 

channels.
 

Price competitiveness
 

The achievement of price competitiveness requires a modificatlon
 

in the exchange rate system. Two techniques are available for this:
 

(a) compensated devaluation, and, (b) export subsidies.
 

A compensated devaluation is one in which simultaneous and 

offsetting adjustments are undertaken in the financial exchange rate 

and in the trade restrictions such that all the commodity exchange rates 

for imports and traditional exports stay unchanged, the only net change 

taking place in the financial rate and in the nontraditlonal ep:port )at.c. 

stu1Sidy.As a result, non-traditional exports obtain the ecLu[vnlrnLt 	 of a 

s:yst~UonC:UdAn exampl e can be ,!,jvL1 with the ArgenLinian exchan 1e ra,,* ( it,forC 

.1 

These two conditions may by themselves not be suffit.ent, however. 

In addition, ouality of product,, regularity of slipply, minj M quantity 

and other elements may be required. 
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Pre-Compensated Devaluation Post-Compen ated Devaluation
 

Total Tax/Subsidy Basic Rate Basic Tax/Susid Total
 

Agri cult ural 
200 - 10% 220 Exports 330 - 40% 200 

220 0 220 Financial 330 0 330
 

Non-traditional
 
260 + 18% 220 Exports 330 + 18% 390
 

Raw Material
 
330 + 50% 220 Imports 330 0 330
 

Semi-Manufactured
 
460 +120% 220 Imports 330 + 47% 460
 

Component
 
600 +175% 220 Imports 330 + 80% 600
 

Finished Product
 
700 +220% 220 Imports 330 +115% 700
 

Inspection will show that with a compensated devaluatiou, the 

exchange rate for nontraditional exports has had a real inc,-ease of 50% 

in comparison with the remainder of the rates, being much closer now to 

the industrial cost rates, and, indeed, exceeding the raw material imports 

rate.
 

The export subsidV directly affects thu .co:riod .1t1v .- change r;ttc 

for tiontr;Id.itional eXpOrt.5 and therefore elim i na tes te r Iii, hine:,ist. 

If the export subsidy Js given across the board as a i:e XOU rceit.aI 

of the FOB value of exports, its administration is extremely simple. 

The ma.in objection to export subsidies arisce.-, from the suppose,.! 

f:iscal cost. It is argued that such subsidies, if succesiful, imply 

substantial di sbursement-; from the treasury Which, under the stri,, ont 

fJscl co,n it liis in I.. tin A ,,rica, are better u:;cd e v;wh e . 'This 

http:rceit.aI
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objection is not generally valid, however. If the subsidy programil is 

indeed successful and exports take a place under it, additional economifc 

activity would result which in itself and through the foreign tritIde 

multiplier would gener.te a substantial increase in the tax base. This
 

increase in the base would, in turn, generate additional revenue for 

the exchequer. This new r,.,venue would then serve to cow r in part or 

in whole the subsidy necessary to generate the exports in the fir ;t plac . 

Thus through a combined foreign trade and fiscal mul.tiplier, export 

subsidies generate their o.n (partial or total) financing. Under the 

Latin American conditions in which the marginal Import propen -itie- arr 

rather low, foreign trade tax multipliers tend to be high and as a rec.ilt 

fairly large export subsidies can be supported by the revenue 2vwr't.d 

in this form, particularly if they arc paid only to new,' exports. In v.;,.r.ncc*, 

such a viEw of the fiscal impact of export subsidizatiC o i mis the u';t' 

of a full capacity utilization budget. This full capacity uitlIzatiun 

budget is analogous to the full employment budget Introduccd recently in 

the United States. The difference is that in the United State,: version 

by government or a reduction of r enue wi 1-,'neratCan expenditure 

domestic activity and additional demestic ermployment which will in turl', 

then f~nance the change in the fiscal situation. In Latin Anierlca, it Is 

of eyport:s t at J'CneraLcsthe expenditure of public funds for the creation 

a higher level of economic activity and thrf furc an Jncriai;e in rc\,,,nn, 

A simple model of the following kind allows the calculation of a fUll 

utilization budg'et and specifically the maximal. ::ub,;idy payable withou t 

net fiscal costs to the exchequer. 

http:gener.te
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Define: 

P = total expenditure of the private sector
 

p - marginal proponsity to spend of the private sector 

M = imlports at CiF prices
 

m = marginal (= average) propensity to import
 

Y = income at market prices
 

E = exports at FOB prices
 

C = government expenditure
 

T = fiscll revenue
 

a = rate of ad valorem import duties
 

td = rate of direct taxes on income
 

ti = rate of taxation on domestic transactions expressed 

as a percentage of national income 

Then: 

P = po + p(1 - td - ti - M) Y (1) 

=M(I + a) m(]- td- ti- a-) Y (2) 

E E (3)
0 

G = G0 (4)
 

Y = P + G 4- (E - M) (5)
 

T = aM + (td 4- ti) Y (6)
 

This sy;tIm of equZations tells us that griss private disposable incomn

dc tLl":i,,; til ]cvei of fi nal demand for domestic goods and for 4.irport's 

NoIu t .Lt t'hi:; 1:- d f i1ed It faLctor cost -- hion , , the ( orn,; for iff ir,.c't 
t :. !..,.,I !It)(! i : : ~ ' t ,.l, i ,' ; . 
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measured in domestic prices (eqqf[1 and 2]), that exports and government 

e-penditure are exogencuslv determined (eqq[3 and 4]), that income must 

equal e:.:penditure (eq 5) anj9 that fi scal ri'vcnuc come:.; from ,everal 

kinds of taxes. 

The total differantial of fiscal revenue with regard to income 

from c×yortg will show Lhe net increase in fiscal resourcs per peso 

of additional income of e:porters.
 

dT-n(l - tx - (1 + a)(td - ti (7) 
(1 + a)il - (I - tm)[p - v/ (1 -a)]j 

= td + ti + d. 
-..here tx 

Incorporating cxport subsidles explicitly requires substituting 

E by E* = (I + s)E, where s - rate of subsidy on FOB value of exports. 

TWe net fiscal change after export suh-i Oy pay:ents can now be written 

as 

dTn ( + +1 " )] - +-r" 

Applying these formulae to Ar:gent2na .oh tx = .43; td .0467; 

ti = .07; a .02!4; = .159, p -3 cvc obtains 

dfn .566 dE* - - II* (9) 

To obtain rn:: tnl rat h, Whi,JcLIcausOs 1o nCt 

equation (9) is set equal to zero and s '- 1.3 whi h ran.; th t In 

the subsidy ch dQ,'*lr Jt, 

Argentina a subidy rate of up to 330% of tim FOB value of the export: 

1/ 
will not disimprove the fi.sc:al balance.-- Other countrien will surely 

1/ 
For iore Mtail on tii; rodv! i ncludin. period ma,IvS... , Suctnral. 

i t i v i .t  disr.,ruat n and sn,: an:aly'i: or the parameters',
 

Cf. Schydlwsky, 197>:.
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have different and probably lower cutoff points but economies as closed 

as the Latin A.meric.n ones cannot fail to have h igh foreign trade mu]

tiplierr and hence room for :;ubt :rtial export sbsi dization wJthout
 

a nentive net fi'cal a:,act.
 

An eSti!,ate Of the excess of costs of production,: over priecs in 

dev'c. Yied :ountries and hence of the subsidies required for export com

pettiiveess in Brazil, Chile and Mexico on the assuiption of fu ly 

competitivu markets all around and no excess capncity is shown in 

Table 6. ihose figure, overesti:ate the true price/ceost yap to the 

vex tent that exForts are addi tjona 1, Lo ra ther than subs Ltu Les for, domestic 

sale; and that excess capacity exists; marginal cost may then well 

be below the average cost for the domestic market. A 'i:ilar offset 

would cove rron ronpo]istic pricina in tOe JA:epstic co::oditv market:s 

of potentKI1 Latin Aimcrican export product:. hich wou]d also imply 

marginal cost blw pre . inal. , monopolin tic pri .; "'n eloped 

countries by producers of potential Latin A:er ican export products 

would also gunc rate an offqc hv vi mu a floor which:'b:y higher price 


mlst be iUp."cut.
 

If the cempensated evalutiLon and in export subsidy yielding
 

preciselv the same commoditv exchianqe rater were compared, the following
 

differences would emerge:
 

(1) Under compensated devaluation, the financial exchange rate 

has bcen raised whercan this does not take place under a subsidy program. 

Tlhiis modificat en ionl.: a net l ss (gain) in :e;a1 ror all inudividuals 

and Jirms in the domestic tcecl Ii\ Wi Lii net fore in I Oa Ii t:s (.;cass'). 

Also implj.:i.d is. a ruduct ion in 
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the expected profitability of foreign private investors../
 

(2) The fiscal impact of the new exports. will be identical under
 

both systems. However, the shift In tax base under,' the compensated
 
Iv 

devaluation is likely to produce an Increase in revenue if the balance 

of trade was initially in surplus and a decrease in revenue if it was
 

initially in deficit.
 

In most real world cases, the adoption of a compensated devaluation
 

would produce a somewhat different structure of exchange rates than would
 

result from the adoption of an export subsidy program. The main dif

ference would arise from the impossibility of fully compensating the
 

devaluation on the import side since some tariffs will initially bave
 

been below the level of the desired export subsidy equivalent for non

traditional exports. As a result, some increase in import cormuodity 

exchange rates will take place, albeit at the lower end of the spectrum. 

As a result, compensated devaluation will have .aslightly higher tax 

yield, and a small increase in prices as well as perhaps a slightly 

weaker net export incentive, if the nontraditional exports are heavy 

users of the commodities whose import exchange rate has been raised. 

In choosing between these two alternative policies, consideration 

rust additionally be given to some factors that, though not fundamentally 

economic in nature, are nonetheless very important. These are the
 

New foreign investors will find offsetting effects: 
(i) their dollar capital expenditure goes down in so far as they 
pirchase non-tradt.d goods aid domestic, labor; and (b) the dollar 
rcpatriation value of their profit stream will be reducted propor
tiouately Lo the. devalliation. Unless th, capital L'X)C1ndiftui i 
total. 'n local currency, the result wi.11 le reduced profitabildLy 
for a given :dcm.i ' opct-at. Fortign Inv'ostors iiav, h owvvc r, find 

....- tC f :tc', .i t' ti I L., , tl , hf k:i'o v.h' 'ro tLh ;.1t.vi!.;illt 1 ; 

as perceived by the foreign .Lnvc.btr SeC Vcrtiou J1)(A, pj. 54f. 
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following:
 

(1) effect on the inefficiency illusion in industry: Comipensated
 

devaluation, through its modification of the financial exchange rate,
 

affects the inefficiency illusion, reducing it proportionately to the
 

0,han'ge in- that- financial' exchange' rate'.' The export subsidy program has 

no effect whatsoever on the inefficiency ill.usion. 

(21the national commitments regarding export subsidies: Under CATT 

rules, an explicit subsidy may well be Illegal whereas a compensated 

devaluation falls outside GATT rules and into the IMF rules under which 

it is perfectly acceptable; indeed it is regarded as liberalization and 

therefore "good". This difference is less definitive than it might 

seem, however, since tax refunds have repeatedly been accepted by the
 

GATT and it is very hard to distinguish in practice between the tax
 

refund and an explicit export subsidy.
 

(3)the apparent distribution of the tax burden: Under compensated 

devaluation, traditional exporters seem to be paying a substantial
 

export tax. As a result, charges of discriminating against the goose 

that produces the golden foreign exchange may well be levied. On the 

other hand, the explicit export subsidy policy may well appear a giv,. 

a:ay program to industrialists and the charge will be levied that the 

high income groups are milking the tax system. 

M.1arketing Channels 

Marketing channels are equally as necessary a condition as price 

competitiveness for industry to become rapidly foreign exchange generating. 
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It is use.ful In this contoxt to divide potential export commodities 

into two kinds: (a) standardized commoditle's; and, (h) di.fforentiaLed 

commodities. Into the first group fall iw.mis such as sLeul and cLUhmi

cals which are sold on a specification basis and which have highly com

pot:itive international. mrarkets. In these, the marketing problem i1; no 

diffc.rent from the price competitiveness problem. Any pree:i;tin,, im

port fiouse can becornxe an export house and sell standardized comodities 

un the world market by simply having an attractive quotation. Price is 

everything and quality is easily determined with standard rebates 
Existing for quality differences. In the case of ste;..,rdized conmodities, 

therefore, the existence of price competitiveiicss alone will very soon 

generate the necessary marketing, channels. 

The marketing problem for nonstandartized co:imioditics is much
 

more complex since it is in 
 these in which brands, user preferences
 

and product quality 
are important elements. For the marketing of 

this type of product, the multinational enterprise offers a unique
 

potential 
since it controls internally a very substantial market
 

and i.: .b] e to monitor qua].itLy rnd guarantee performance world

%.ido. Covernments interested in stfimuaLl11, the establishment 

of marketing channels, therefore, -re we].1 oadivsed to look into 

the possible conversioil, of the production facilities of multina

tional enterprises "Aithin their jurisdictions from foreign exchange 

users to foreign exchange producers / 

-'.,ico and more recently B)razil have successfully used this
 
technique.
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Generating Industrial Employment 

The industrial sectrrs ef L.atin Aierica will only ber'ome ;.i 

............ nificant contriLbutors to thec solution of .the l;ttIn Amer i cn u'tmpioym-nt... 

problem if the rate of capacity util iztion is "ncread sull-,tantially 

If such an increase occurs, a doublin- of industrial tnpqioymcnt Shou]d 

be achievable at a minimum. 

Increased capacity utilization concurrently with a high rate of
 

growth requ-ires a substantial expansion of the market for Latin American 

industrial products. On the other hand, a4 increased capacity utilization 

and a higher level of industrial output alsO,}requires a greater availa

bility of foreign exchange to pay for the imp rted inputs. A convenient 

way of solving both these problems simultaneou ly con:i:ts of routing 

a part of the additional output onto the forei n market and in the pro

cess earn the foreign exchange necessary to acquire the imported inputs. 

In policy terms, the generation of industrial exports in ordec to 

utilize capacity is no diffc.rc'nt from the generation of industrial ex

ports for any other 1urpo. ct. Therefore, the polici es outl.Ined in Section V1 

nre directly applicable. 

In addit.Lion to maihg a market available, it j. iierccssarv to go 

at least some part of the way towards, correcting- the distortions. which 

exist in factor prices. The main element in this instance may be the 

h'igh cost of labor which exceeds the shadow ,.a,, by a cot,. d(rable 

e>:tent. This .s an item ..,hich Is very difficult to a rfft i% pol icy 
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precisely beaiuse of its magnitude, i.e. the theoretically desirable 

wage subsidies are simply not fiscally fean ble. It is therefore neces

sary to ick to the cth or co.st distort:in, elements for an improvenent. 

The cost of capita1 goods c'm be a ff.c tod ra,hvr casily th ron!n 

an increa,, in the i:port tariff on ti;es. I t m . Such a pAi .v changUt,
 

would iring the ratio of the prices of capital goods aud labor closer to
 

the ratio of their shadow prices and thus is likely to lead private 

decisions on the scaling and utilization of plant to confurm more closely 

to the socially optimal level. Furthernore, rules governing depreciation 

nould be a..ndel in order to all.ow. depreciation for the use of capital 

equip:mnt to vary as a function of utilization. in this way, the progres

sive 	 taxation by levI 1 of utilization existinp, at present would be Om

i:ated 	 and the incentive to Eng]shift in multiple p];.nts reduccd 

a. 	uordingly. 

Finally, special landinF programs in whi ch fuN 'w.',l]d to made 

available as working capital for t. utilization of plant and equipc nt 

rathicr than for its .installati.on wouid provide a substantial anti-distorting 

measure in the capita] ma12. t. Such an innovation of lending for capital 

use would, hoever, constitute an importl:" departure from existing prac

tice in which lending apa:no• the real svcurity of the machine in xtroemely 

common ind in whi ci borro.ers are expecte d to provide tho. major part Af 

their 	working capital. 

It shonld be noted that a full-fledged capacity utilization program 

requii. r' conizigl the oxi.s tunco of qom, c-.; terral i tics in theu 

multiplc shiftin; L.IA Iotn; of diffcront .... '.. Thvse arise' tlhrongh 

1J 1, t(111' k' !' :! o ~-, %; r iAt sc %iCLn n a s tr1ans

http:stallati.on
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portation, electricity, restaurants, etc. etc. As a result, a synchron

ized plan in which num'c'roien plants convert to iultiple shifting nt the 

same time rav well be socially more eff icilot and easfer to acconp~i.ish 

than the piecemeal trans.ition to multi,'t, shifting of indiv idual p1 tLs.n 

VIII
 

Contribution of Trade Policy to Latin A'erican Eccno:nic Growth 

In the foregoing it has been argued that the basic conundrum of
 

:ntin A:erican econcric growth arises out uf the foreign exchange using
 

nature of its industry. Unless the industrial sector becomes foreign
 

exchange producing, it can no longer function as a leadinlg sec:tor and
 

act as the engine of growth for the i i: ec imui. 

Si.ilarly, the industrial sector has not provided the solution 

to Or un iyut proller exp(ected of it Ku-', i. larqo mpaure to the 

low ]eval of capacity utilization which is pnvv::!.cnt in Iatin Ar'crln. 

The fornigu ccinge, ,i.u, nature of indina.rv i:; ar:ely the 

result of policy ".M V.;.:ciiainc r;: e system trct. urd in si rh a 

Way a5 to 2:.p)icitly Lax industrial exports iYiil- crowaing at the 

sn..e ti mrcnn, industrial inefficiency ii]:, o . 

The low level of capacity uti.1::.t ian is policy :induced as el. 

Goviermen poic LON Fu';~:udiaLcd dlw.~Lion.nn ny cro;iny~ chuvintionm betwoen 

the ,r-rket price rnd tMLU cc,'esnondIg shado'' price of producL ion for 

- 'rL, an l ' J j. . . hinhc,1.r cf Cfet v t Vr I.; "n ]r iM : 

from the second nnd third Sh ilLs of operation. ,AL the . M, ;ovvernL" 

vwt.ILO Land 'i rn i in:; w rixod tin'v'1':; n of. i, i n "f 

went and n:nins. wo.'rk:iv; c in ilii. 

http:dlw.~Lion.nn
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The basic policy conundrum dra;ticaily limits the possibility 

of tiuccess in obtaining the major policy' target.:s of increased growth, 

increased e::ployment, preatcr pr.lc, . st-abilitv and more equitable d is

tril-ution, t'herens co:pvcnt io:a1 (rv;,.t cu -. , n mropriate to dea] 

V."L!.- the conundrum , either a coirpensnted dvaluatlon or export sub.s[.d.s 

,ire likely to be effecLive. These policies will at the same time make 

it possible to place the output from additional capacity utilization Ji 

indi; try and earn foreign ex:chune needed to pay for the imported inputs 

r( ujred to sustain such higher levels of utilization. Full capacity 

uti izaticn requires aditional ioldcjcs as well, however, centering 

Ainly on an increase in the pri ce of capital goods irn-orts, the lending 

for capacity utilization, and the equal taxation of profits from differ

ent !;hifts of operation. 

Inte-.rational trado policy%. thus can I,,, .;zaid to lie at the hart 

of the dc:vleop:,ent pro.;pects for the reglon, Oile must no%,cck to 

policy makers to incr,'asniiJy recognize the,, conundrum as well as the 

quasiJ-Keynes iau s .ituat, a, in the ji.,e arl, t Once adcqpuntelv recop?

niz,.-d and U ;;no:'d, the appropriate poli.cies can fol . 
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