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I. Postwar Development of Latin Auerica: A Synopsis
 

Latin American economic growth in the post war perio& has' been over-_,.
 

shadowed by an almost continuous sequence of balance of£ payments crises; In
 

part .this situation has been the consequence of real factors and in part it hash
 

been merely the resuilt.of a mistaken perception. In either case the effect on the
 

economic destiny of Lstin America has been well:nigh det ing.
 

The,balance.of.payments crises have had their origin in a number-of
 
circumstances.. Thefirst and perhaps most important of these is"an' nconsis­

tency.in the development,policies Latin American countrieshave pursued. Al­

k
'most a11 of them have had the major goal of an increase in the rate of.gro th
 

,..*of income. A,higher rateoi r 5roith l 

ports of -c'apital .goods, raw ma terial s and semi-manfactures. At the same
 

time,,hbowever, Latin 'American, countie'did -not a4dopt, export -promotion, polici.es 

designed"to .make available the foreign'exchange required by the impor ts implt­

ci-i in _the grqwth targe t. :.Thus., one of the.major 'reasons for the recurrent'
 

balance of payments crises ,has been the, inconsistency be tween:-the. targets of 

•iincome, and export growth,.: •In consequence, either the t target 'growhad to be 

abandoned in,'.totoi, or growth "took placein spurts and start s ,,,whenever the 

The author wishes to acknowledge his intellectual debt to Ing Marcelq.-
Diamand of Buenos Aires with whom fruitful interchange of ideas over the years 
has done much to shape the views here presented. For an exposition of Mr. 
Diamnd's analysis, the reader is referred to "Bases Para Uno Politics Tndustria 
Argentina", Cuadernos del Centro de Estudios Industriales, A%o 1, No. 2, 
Buenos Aires 1969. Appreciative thanks are also due to Prof. 0. Harberler, 
Dr. S.E. Guisinger and Mr. D. Dapice for valuable comments and to the latter for 
assistance in preparing the statistical material. The data shown in Tables 5a, 

6, 7, are from the country studies included in the IBRD Project on Protection in 
Developing Countries directed by Bela Balassa and to be published under the titlI 
The Structure of Protection in Developing Countries by The John Hopkins Univer­
sity Press. 
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balance of payments would alow'it to do so. J.This often took the form of a 

few years of rapid growth, a run down .of reserves, an acute balance of pay­

mnte crisis, then devaluation and recession followed by a period 

of recuperation of reserves and finally the resumption of the cycle. 

Table 1 shows the figures for Gross Domestic Product and Manufactur­

ing Dowstic Product for Argentina, Brazil, Chile, Mexico and Uruguay. Fig-­

ura 1"graphs these data on a semi-logarithmic scale. It will be noticed that" 

the cycle is clearly distinguishable in Argentina and Uruguay from 1950-1967; 

in Chile It has apparently receded after 1960 and 'in Brazil it has taken; hold 

after 1964,.. Furthermore, the cycle is more pronounced inmanlfacturing than 

in 'total WP, 

A second element leading0to balance of payments crisis has bean, the 

cycle of export revenue that affected.some of the Latin american countries. 

This '.cycle In itself wouldno have: been harmful had it been recognized', as 

such, however, therehas been" a tendency :to assume that every upturn of: expori 
revenue would be permanent. Asa result, higher level of export earnings- ied 

quickly, to $reaterL imorts and expansion of domestic activity which then proved 

.unsustainable .as the export cycqle turned down. The iensuing downward adjustment. 

has always been quite painful. 

A third.contributi 'lement-has come from the"fluctuations in the 

capital account. Consistent with the'upturns and downturns of the general eco­

nomic situation and with the ,total economic. and political climate in each natior 

rather sizeable capital flows 'on private as well as official account have taken
 

place. These flows have been prone to rapid turnarounds, often in anticipation 

of acute balance of payments crises, with the ensuing outflows leaving even 

leass foreign exchange available for import. Once again, as in the case of expoi 

cycles, had increases in capital inflows been regarded as cyclical rather than 

flows would have been substantiallysecular, the adjustment process to reverse 

less painful. 



Table 1: 

: GROSS DO(ESTIC PRODUCT OF SLEIZCTEDLATIN iRICAN
 

COUMTRIES 1950-67
 
(Units 'of Local Currency at Constant- Prices)
 

1950 1951 :1952 1953 --1954 1955-,,1956 1957. 1958. 1959 .1960 1961-. 1962i 1963 1964 1965 1966- A967--

Argentina
Total-GD? 710 739 692 741 76 822-835 881 945 890 961 1028 1009 974 1052 1142 1136 1158 
Total Manuf. 192 196 191 191 -,204 .227 -238 257, '282 -260 284 .312 298 284 327 369 1364. 

Brazil -

Total GDP 376 -'395 -417 431 4164. .496- 505 - 540 -575 618 659.. 707- 745 757 780 810 846 882 
Tota Manuf.- 42.1 44.8' 47.0 51.1- 355.461.365.5 69.2 80.5, 90.9 100. 110.8 113 -120.2. 126.2 120.2 134.4 

Total GDP 9983, 10415 11091584 116312 n616. 11682 12908 *13M6 -13-189, Y+&059 14929 15672 16412 117099 17956 19137 19800 
Total anuf. -2240- 2353 2339 2654 2750 2910,293239.3288 '3109_ 3207 .3484 3885 4049 4293 4567 4911 

Colombia 
Total GDP -1469 1515 - 1610 1708 1826-1898, 1975 2019 -2068 2213 2304 .:2418 2540 2624 2781 2870 2999 3120 
Total Manuf. 191 197 211 223 251 267 287 300- -313 338 359: 378 406 425 450 471 503 

Mexico 
Total GDP 41.1 44.2-45.9 46.0 50.9 55.3 59.0 63.4 6.9 68.9 74.3 76.9 80.7 85.9 94.6 99.6 107.0 1140 
Total Nanuf. 8.4 9.3 9.7 9.6 10.6 11.,6 12.9 13.8 14.5 15.8 17.1 17.7 18.9 20.6 23.5 25.2 27.8 30.2 

Uruguay 
Total GDP WO?08" I.14 -3,161 .llr1 13 1 45- ;A306- X%54 1%909 .491 15p05 .1 6015,124 14969 15566 15,711 11113 
Total Manuf. 2355 2638 2654 3092" 3289 3303i: 3481: 3545 - .3502. .3360 3464 '3378 . 3383 3348 3598 3620. 3649 

index,. V/. Data before ,1960not cmparable vith data :after. 1960.-
SOURCE: OECD, National Accounts .of'the .ess Developed, Countries tZ 
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Table 2 suaries the export performence and. capitil Tlow data for 

Argentina, Brazil, Chile, Colombia, Mexico and-Uruguay whereas"Figure 2'pre­

sents then in graphical form. It is ..readily appreciated ,that', the fluctu­

tions have been rather considerable. 

The min policy adopted todeal with the balance o a nts problem 

can best be described as import substitution. This, policy has been:
 

very a ttractive in par t, because it seems to be an .'obviousanswer to abalance 

of payments-problem. If the amount of imports necessary",to maintain output at 

any. given leve "canbe reduced, then a reduction.in'.,the availability of foreigi 

exchange will cause a.Smalleri decrease in the level of activity. At the samei 
time,: import,substitution.contriutes to the fosteringof industry, and iv.dus­

trial grdwth has been regarded in Latin America-as one of.the intrinsic.-,co­

popents of economic growth. Furthermorei once under way, the policy ,tended to 

create its own constituency, amongthe new industrialists and, industirial labor­

ers who were -its :benef iciaries. 

Import substitution ws mplemented throughout Latin America by the 

use o'high andincreasing import duties combined. at timeswith quantlitative 

restrictionspre-import deposits, multip le exchange .ra tes 'and'": other idevces, 
Import duties of 100. or more,:or equivalent quntitative.restrictions o 

multiple exchange rates, becam the ruleirather tha the except ion andwere ­

justified very: often on traditional infant in.dustr grounds but just as.coummonly 

as generalized-protection of the balance- of .paymnts. 

By superficial measures of success, ,the.policy 'of import substitution 

for some time brought satisfactory results. The,:ratio .of imports. to income 

http:quntitative.re


table 2. 

AMERCAN, COUNTRIES 1950-67.ED'OKTS AND CAPITAL FWS'FOR- SECrID LATIN 


cuillions odf -.XT)a S 

9 1960 1 9 62 ,1963 1964:- 1965t:
 

~951 1952- 1953 1954 - 1955'. 1956,_1957 81958 

Argentina: ::-.O •' -2-6' 1--3 - ' 4 .44 '139.--.150276 '15.553...1662-, 1795
54: --204 193. 1.238. -1191 7 2 ' - -1 1148-- 93:- .1068: 1099.: 6 '29Z'. -247-,1240: 161..:--C potS:oo L188; A:.I.:4399 "866 
24 909 133 447 434' -2A6-13-41":-276 -327 

Ca.Flow- -64 76 22-4'-3-12 5 

Irazil :8718101590 1409 14U35 1459- 1540 1328.• 1528.x' 1558 1747: 
L401 ,1833 1485-- 1654 1662. :1537 1635 :,400: 153 r24 112 16 191

Exports -163 320 720 46-108 35 13 169 ;256" 238 500 401-
Cap. Flow 

382 46 536 526 4412 414 488 551:- 521 w-!567 .-564 682 788 982; 997 
Exports -331 419 512 265 '231 206 157 '96 18 1-1 54 -13 6 18 80 119 107 -160Cap. Flw "24 -92 

6 0 28 8 0 
C F la o p 2 462l 


Colobia 715642 733 680 614 -:610 589 578 571 590 749 709 662 :71432 506 523 666 716 4 105 121 148 160 16 271.-Exports 20 96 7 .8 -64 44- 5Cap. Flow 3 33 2 

tbzico 1972..2132 .2145.
974 938 1:1055 1332 1392 1335 .1343 1438" 1354 1436 1564- 1699 1824 

Exports .803- -981 66 
-8 78 18 260 184 225 .299" 253 182 321 451 341 89 

CpFlu 19-14 89 91 

Uruguay ' 2301 .221 9 0 3 5 4 
Exot .293' 276 239 297 -:279---7197: 227:: 155 -168. -139 

0 -6 . 2 -27-3: 47 708-ap7" r .. 87 

esevsIncrease (decreae)in offcl r, i i Calculatedaimport inusexporjts plus (min)-It-e 
Fnancal Statistics, various years

IneratinalIF, Balace ofPaymntsYebok;SodkC: I 
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fell considerably in the early sta" of Import substitution In those coun­
tries'that, aiduoy practiced the policy and although after 
a tim the
 
ratio ceased falling, it stabilized'on a level substantially, below its ini­
tiLOm. The portion of this development occurring from 1950 to 1967 can
 
be folowed in Table 3 which tabulates the ratio of total Imports to ODP foi 
Argentina, Brazil, Chile, Colombia, Mexico and Uruguay. In term of the 

growth of industry, the policy can also. chalk up rather subtantial succeesse. 
'Am ,.: -be,. seGRf o6Tdb. . alotl I.I,. In .. atin
As can be, from Table 4, Lu almst all the Latn merican nations, the 

.w ,Ius tM-onre.w~ an imorate, of' growth Of Industry sustantilly exceede the rate of growth of total ..pl~ 

P. Thus the countries whlichrapplied a import substitution strategy should 

on ih hole be.empected to be very satisfied with the outcoma of their policy., 

such, howeverl, is not the case.l 

The first Maor Ldifficulty, arislg-out of Ut import substitution stra­

teyP ,peere"d i connection with th external. deoe y of: Latin American na­

tio.:.'ne It had in t. " Itim. w. ioaed Itben epectd tht imort:,substitution ,would ioa aitheLai
 
Amrican, ecomis fTRmthe flcutos 
 of their external account. In the 

eventA ever the more dpndent. Rather than. 

being Importers of a wide -variety,:of conaIsmsr adpoue o dtes 
of which could be te rriy restricted with itte pin inthe eent of a 

balance of payments ~criess lAtInAmrican countries: after, imp rt substitution. 
found..hmslves importing only esential raw. mterials" oza ital goods. This 

lied that If*& reduction of Imports bicame necessary, It would prforce, take 
pla.ce " the form of lower imports of raw materials or capital- goode, thus di­
rectly effecting the growth rate and/or the level of industrial employment 

in the economy. Thus, prior to import substitution a decline in imports in­

plied mainly a tighter belt for consumers; after import substitution a red4c" 
tion of Imports met unemploymnt and a lower rate of growth. A dramatic, 



TABJZ 3 

Or Z 

ZATIN MRICAN COIUUS 

1950 - 1967 

-T1 EVOLUTICU' ftT CCWICUUT in SIZCU 

j2-1951 .15:: 1953 -1954. .--1955 -1956 1957 1958 1959 1960:-1961 1962 1963 19641 1967--.' 

Aigeniiut .126 .181 .151.099 .116 .,132 .122 -133 .119 .1061 127 ,142 136 .108 120 .104 .112 .109 

"..razil .065 1 .100-.071" 071 60 . .. .0 ...056.054 -0'7.049 .0. ."36 043 .037. .045i .047 

Uruguay .222 :.293 .229 .178 .,232 .182 .168 .199 .133 .141 .180 .174 .196 .156 .167 .178 .135 

Ratio of Imports to GDP. "Imports" are debit item on-Goods and Services Account in DI Balance of Faymnts 
Yearbooks, In dollars. GDP is in constant prices, local currency. Imports are converted to local currency either 

.(a) at the official rate of the year of constant prices or (b) at the Implicit rate, being.a ratio of CIF 
.merchandise imports in local currency to CIF.merchandise Imports in dollars of the base year. 

GDP data before. 1960 not comparable with that afterwards. Zscudo rate of 3.4 per $used throughout. 



"eGrowth" of Domestic Product.and 'of 
-iufacturing in Selected Latin 

Ametian Countries 
.1950-52 to 1964-66-


Manufacturingj
 
count 'GDP GDP 

Argent~i .... 2Z,1 

Brail 5.3 7.8 

Chile 4.0o. 

Cooa4.6 '6.4,-

DoiicnRpui 5.1 -09" 

Guateala, 4.863 

Honduras 3.6 .8 

Jamaica 7.4'8.
 

iihzico 6.1e 76'
 

uicau a '5.:2;7 7.
 

Iarapaq 31 2.6 

Veeuea6.4; 9.3
 

8ORI OD atoa=Acut of Le eeoe'Cut 



exlmp of the evolution of the role of imports is offered by the Brazilian 

data tabulated In Table 5. 

of this policy ofThe second unexpected and undesirable consequenca 

As a result of theimport substitution followed directly from the first. 

grester dependency on imported raw materials resulting from the first round 

made to cut down the dependencyof input substitution, a renewed effort was 

on imported inputs by mans of further substitution. This, hovever, .required 

diverting scarce foreign exchange from "maintenance imports" (i.e., raw 

materials and intermediate goods for existing 'industries)to the imort of 

capital goods for the installation of additional capacity. Arestriction 

to increasingon the availability of maintenance imports, however, lead 

excess capacity inestablished industrial plants. Thus, Latin 

America found itself suddenly vith industrial plant. being.oper'ted at a 

fraction of rated capacity. The increase in industrial costs that, ensued 

Was validated with further protection. With the industrial sector often 

contributing upwards of 20Z of GN, the magnitude of the social wate implie 

by excess capacity is rather substantial. An estimate of its size.-can be 

derived from Argentinian data where capacity utilization has fluctuated between 

55Z and 67Z from 1961 to 1965.A / Taking an average of 60Z utilization and con­

sidering a taget of 90Z, Argentina could have had a 502 higher industrial out­

put. Since industry contributes 30Z to"35Z of GU, this implies that total (and 

each yea. Thus.',per capita) national income could have been soms 15Z higher 

excesseven excluding investment effects out of the higher income, capkcity 

meant that Argentina lost one year's worth of (NP every sixyears,. 

Cnsda Results of theSurvey on Production and. Ivestmentxp cta­

tion of Industrial EterpriseIa, Buenos hires,,'i .arch1965, Table 113. 



:M9 ROLE OF IMPIORTS IN BAtEL 

1949-1964
 

(a) Imports as Percentage of Tota Supply of Manufactured Products by Use 

Year Coodm G.odsProducer Goods All Manufacture, ­

•T-iable Non-Durable •,.Intermediste Ca.ital 

1949 60.1 3.7 25.9 59.0 19.0. 
1955 10.0 2.2 17.9 43.2 11,1eI
 
1959 6.3 1.1 11.7 34.5- 9.7'
 
1964 .6 .1.2 6.6 . 9.8 4.2:
 

(b), Percentage Composition- of Importsby Xs 

Conaump- Intermediate -Investmest, Goodo Total 
.t and :in U.S. millions6 

Goodi, Raw Material of 

.. IM.2.
: 
15 9.591 321 .,3O00;!
1959 61. 521 42 1,
10,64 8% 622* 302l 1,258. 

SOURCE:.,
(a),- Joel;Bergaman and Pedro S. Wian "The Stutreo artecto 

in Brazil", IBRD miso.,j TAble.'6.2. 

(Ib)J ECLA, Statistical Bulletin for Latin "America, telected,"issues., 
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II. 	 The Legacy for the 1970's
 

1970's wLth a set of unusually diversified
Latin America enters the 


economies. Far from having specialized according to their comparative advantage,
 

these economies have spread their productive effcrt over most economic sectors and
 

are operating them at widely dLfferrLng levels of productivity. An indication
 

of the extent to which Latin American economies have departed from the principle, 

of comparative advantage in choosing the sectors to operate can be derLved by 

calculating the real productivity of each of their existing economic sectors,in, 

terms of the amount of foreign exchange produced by a unit of domestic currency 

worth of domestic factors of production (labor, capital, etc.). The reasoning
 

in the Latin American economies most of
behind this calculation is as follows: 


the goods which make up-gross rMtional product are either export couodities or
 

import competing coumodities. It Is therefore possible tosa -them in cerms of 

their international price, beit the export price (FOB) or the import(CIF). Thus 

it is possible to speak Of a dollar 'worth of radios, a dollar's worth of sewing 

,mchines or a dollar's worth of wheat. Similarly, the mterial inputs required
 

to produce radios,, sewing machines, 
etc' can'also be valued at their 

internationa1
 

price. Subtracting the international value of thee-inputs from the international 

"obtain a net amount of .foreign exchange'which corresponds'va'lue -of the output, we 

to .the net .do.llar,worth*-of t he,.economic activity performed I(i.e. value added atC 

On the other hand, we can value'domes ticfactors of pro-.international.prices). 

,,.ductLon .at'their socLal cost and determLne the peso worth .of, dometic factors, usec 

If we now relate the net dollar worth of output on the one hand to the peso wrth 

used on the other, we can calculate for.each economicmactivity the.,
of factors 

number of dollars produced per peso of factors. Or conversely'we can define :how 

many pesos worth of factors are necessary in,each activity to produce a 

. 
dollar's worth of output. The latter quotLent is generally.called the domesti c 

resource cost of foreign exchange. It is worth mentLoning ,here that 

it is possible to calculate thLs 	indLcator 
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for each transforming activity in the economy, i.e., weaving, spinning, etc.; 

it is also possible to calculate it for each commdity in the economy. These
 

two calculations will provide different indices of productivity, since each pro­

duct results from the accumulation of different economic activities. 
Thus,
 

textile cloth is a result of the activities of groving cotton, ginning cotton,
 

spinning, weaving, and finishing. For our purposes it-is more appropriate to
 

look at each activity rather than each coinodity, since the opportunity is open
 

to the Latin American economies to import and export raw materials and inter­

mediate goods as well an final consumption and investment goods.- / 

The domestic resource cost of foreign exchange for each processing 

activity is tabulted in Table 6 for the economies of Chile, Brazil and"Mexico 

In thaes tables domestic factors have been valued at their market,prices siS .c 

data on .the brekdown of value added and on the relevant social prices is not.­

availablee.Furthermore,-in order to simplify comparison the domestic resource' 

cost is standardizedin term ofuthe financial exchange rate, i.e, :a domestic_ 

resource cost of 2100 escudos per dollar is shown as 2, since the financial', 

'exchange rate in Chile for the relevant year (1961) ii 1050 escudos per dollar.
 

'The diversification of Latin Amrican economies described above has
 

been produced by a very particular form of exchange rate system.. In usual par-

Iance thI exchange rate refers to the number of units of local currency that dis 

obtained for one unit of foreign exchange, usually one dollar, in the financial
 

market. For economic analysis purposes, however, +the "comodity" exchange-­

rates are equally relevant and important. Each commodity exchange rate is
 

defined as the number of units of domestic currency for which a dollar's vorth
 

(at international prices) of that particular comodity sells on the inter­

nal market. In general. there will be as many comnodity exchange rates as the
 

1_ For an extensive discussion of the measurement of comparative advantage 
Cf. Balassa, Bela and D.M. Schydlovsky, "Effective Tariffs, the Domestic Cost of 
Foreign Exchanse and the Equilibrium Exchange Rate"s Journal of Political 
l2on May/June 1968.
 



Table 6 

~JBLJTIVIT! PROFfi&VL 9~SLED uLTI MRIC=lI coxm 

Noo-Mstallic Mineral Products 
Metallurgy 
Machinery 
Electrical Equipment 

Transport Equipment 
Wood Products 

Furniture 

Paper and Products 

Rubber Products 
Leather Products 

Chemicals 

Pharmaceuticals 

Perfumes and Soaps 
Plastics 
Textiles 

Clothing 

Food Products 

Beverages 

Tobacco 

Printing and Publishing 

Metal Products 

Fertilizers and Insecticides 


.CottonTextiles
 

Brasi Chile 1Mexico 

1967 1961 1960 

1.47 3.48 1.97 
1,44 3.62. 1. 73 
1.38 1.89 1.08 
2.72 2.17 1.13 
2.15 2.07, 1.3-1.5/,­
1.27 1.221 I'30 
3.08 3 24, 
1.78 1.46 1.82 
2.42- 2.22 1. 34' 
2.13 1.94 2.45 
1.48 
.1.48 

2.11,:, .24-1035
'1.09-­

-3.15, 1.52-195 
1099 1.48 
5.12 9-64 1.22! 
2.93 5.18 336.6. 
1.55 
7:02 

54.5,
9.27 

1.23 
3.92/ 

2.47 2.46 2.24 
1.93 1.93 1'55 

.. ,.:1.46 1.62 
---- ... 1.06 

MCost of producing a dollars worth of value added iL ech activity as;a.. 
-',multiple of the official exchange rate. .. 

SOURCES: 
Bergman, J. and Pedro S.Malan,."'The Structure of Protection in Brazil",-

Table 6.6.
 

Jeanneret, T., "The Structure of Protection in Chile". Table 7.8. 
Bueno. G., "The Structure of Protection In Mxico,.Table, 8. 1 .
 
IBRD Project on the Study of Protection in L;D.C.'s, B. lalasssaiDirector.
 



economy has comodities tradable, internationally and oottei, a ,single coMoity 

may have more than one rate. All the comnodity exchange rates together with 

the financial'rate form the exchange rate system., In Latfn America, most 

countries.operate with a set of import restrictions which raise the commodit: 

exchange rates ,for imports substantially above the financial exchange rate. 

On the export sde, some countries have operated at' times with an export tax 

on traditional export comnodities which has reduced the comindity exchange 

rate for traditional',exports below the 'inancial exchange'.rate. The net, 

result.isanalogous td a multiple exchange-rate system. Thus, for example" 

Argentina .was .operating in 1966 approximately withthe f1ollowing exchange 

rate system: . 

RATE composition: Pesos, per . 

Agricultural'Export .= Financial'less 10%7 tax = 200 

Financial = Financial = 220 

Non-traditionalExport = :,Financial + lST ,tax. 2 60 
rebate'. 

Raw iterial Import = Financia + 50%duties = 330: 

Semi-manufactures Import - Financiil4 1207, duty = 460 

omponent Imprt: -Financial + 1-75% duty = 600,, 

Finished Products Import = Financial + 22(0% duty . 700 

It is worth noting that with this kind of an exchange rate structure 

,itis almost impossible for industrial exports .to take place. This is simply, 

the consequence of the interaction of the exchange rates 'applying to import, coi 

modities and to non-traditional export coninodities. Consider-the normal in-.
 

dustrial manufacturer in. the Argentina example givni.above". He will purchase
 

his inputs- on the ibasis of an exchange rateranging from 330;peso to 600 per- dollar",
 

iL Taken from "Proyecto de Hodificacion de la Estructura Arancelario-

Cambaria", Camira Argentina de Radio, Television, Teleco-municaciones y Afines
 

(CARTTA), September, 1966.
 
If the inputs are imported, this is obvious. It also holds broadl3 

for domestic inputs, .however, since the domestic producer is unlikely to sell at 

much below the price of similar imports. 



--

industrial exchange rate 
the Wage rate hewpay. ill be based on the average of 

on exchange rate of 450 
Thus his costs are based 

about 600 pesos per dollar. 
tine he is requested to export at 260 

sameto 500 pesos per dollar. At the 

how the Argentinisf industrialist could 
aos per dollar. It is hard to see 


an exchange rate­
the export market in face of such 

, expected to operate in rather widespread in. 
this type of situation is 

uUfortunately, y
1f.uaelti
tructuree 


from the data for Brazil, Chile and ,Mxico shown
 

stn America as can be seen 


The ratio.presented relates for each industry factor: remunera-. 
n Table 7. 


the basis of export business to factor.emansterations currentl
 
onions payble 

'Thus a'ratio Of .5 
the domestic market)

the basis of sales in
sins paid (on 

, sa­ia current 
that export sales would only allow payment of half, the

am 
can. sgni that 

At the same time, a ratio of .5, 

ities. interest, profit, etc. 


° r' can 
if the dustry c°nceMd,ha'cistc 

can only go forward 
export sales 

i . t is clear 'from Table 7 
of current factor payment

to one-halfcut costs 
rate: systeman exchange 

as heritage into the. 1970's 
that Latin America takes 

traditonal exports. 
with a structure subst ntialLy biased against non 

effect of. the exchange rite structure 

An additional and very important 
it 

iswhat may be called the ineffiiaincy illusion of Latin' Amrican_,industry. 

and ucOMPeti, 
Lai mrican -industry is inefficient:,n 

i s nall'y "Ia "tha 

fact" is easily demonstrated by translatingits cots'ino,;,l!? 
tie 1his 

the price of c rative.,ports. "Ths 
to be substantially above

they turn out 
know that dom.sSince we 

the financial exchange rate,, 
operation naturally uses 

usually con­
the codity exchange rates and these 'ar 

ontic costs are based 
veryshould not surprise us

rate, it 
siderably above the financial exchange 

' ' 

mch to find that domestic costs will be higher than international prices-when 

based. This on which they are 
converted at an exchange rate lower than the one 

of the obvious explanation has p oduced he, 
in the absence

exoected phenomenon, 



Table 7 

T113 ANTI-EXPORT BIAS 01 11HE EXCHANGE RATE. 
SYSTEM IN SELECTED LATIN AMERICAN COUNTRIES 

Percentage of actual factor reuneration
 
payalble on the basis of export sales 

-ndustry Brazil Chile Mexico 

Non-Mtallic Mineral Products .64 EVA t.06 
Metallurgy -. 68 VA .49, 
Machinery ,71 .03 "57 

Electrical Equipment 
Transport Equipment 

.36 
-46 

.11 

.15 
.71'
.57ii 

Wood Products .78 .30 .:75 
Furniture .32 EVA 
Paper and Products 
Rubber Products 

.54. 
;41 

.21 
N A 

.38' 
53 

Leather Products .43 EVA .61 
Chemicals .66 NVA 05 
Pharmaceuticals 66 .65 -

Perfumes and Soaps EVA --- 56-.77 
Plastics ,49 ,34 -

Textiles G68 NVA, 79* 
Clothing .34 V .83 
Food Products '.66,,VA .59 
Beveras ., EVA .55 
Tobacco .40 .04. .53 
Printing and Publishing 
Metal Products 

.52 
---

31 
.28 

.77 

.48' 
Fertilizers and Insecticides -.. 77 

,NVA .negative valu addedi .e:no payments to factors feasible
 

Cotton textiles: 
Railroad equipment only; motor I;les have 'EVA 

SOURCES: 
Bergeman, J. and Pedro S. filan, "The Structure of Proection in. Brazit" 
Table 6.6.
 

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

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

IBRD Project on the Study of Protection In L.D.C.'s, B. Balassa, Director
 



Inefficiency illusion effect and given Latin Amrican governments ad public 

the impression that they have an industrial structure totally out of kilter 

and hopelessly inefficient. The fact of the matter is, however, that much' 

of the inefficiency is merely the result of an improper comparison by the use 

of an exchange rate that is not applicable to the respective costs. When do-.. 

mstic costs are deflated by an appropriate exchange rate, i.e., one that is 

related to the commodity exchange rates, it turns out that Latin Amricsnin-. 

dustry is substantially more efficient than generally belived. An indication 

of the size of this effect can be drived from the data for Brazil shown in 

Table 8. 
The.pattern of nonspecialization of the Latin Aimerici economie and 

the lare differencesin the real productivity between theprimary producers. 

and the newer industrial sectors also explain the difficulties thit the bal­

ance of payments adjustment mechanism has faced in Latin Amrica, Under con­

ditions of specialization approximating those called for by comprative, advan­

,tags and where differepcas in real efficiency between sectors are rather small, 

,the burden of adjustment toa& shortage of foreign exchange or a desire for addi 

tional imports falls upon two variables: the level of real incoe of the coun­

try and the relative prices of traded and domestic goods. A balance of payment 

deficit is absorbed by exporting more, importing les, and having a lower level 

of real income. The concomitant is usually that newcoinditiea become 

exportable as vel as that traditional exports expand;, in volume. In 

Latin America, it has been very difficult to incorporate new comodities into 

the export trade because the size of devaluation necessary to overcoam their 

cost disadvantage has been of such a magnitude as to call forth reactions of 

income receivers that nullify the devaluation. Thus all the adjustment has 

had to be borne by the income variable and this has been one of the major rea­

sons why balance of payments adjustment processes in Latin America have often 



Table 8 

TIM. II=TI n an~iicy. iLLUSION" Im BAz~ibL 

EXcess of domestic price (-cost) over International price 

Sec tor- "At Finncial Exchanage Rate At Indusrrial West ., 2/ 
kfchangea ate- ­

Non-Metallic Minerals 40 -- 51 
Metallurgy 34 -10 
Machinery o34 -w0 
Electrical Equipmnt 576-
Transport Equipment 57 6 
Wood Products 23 -17: 
Furniture 68,,3 
Paper and Products 48 0 
Rubber Products 78 20 

-
Leather Products 66 12 
,34 -10Chemicals 

Pharmaceuticals 37-
Perfumes and So'ps 94+ +3 
Plastics 48 0 
Textiles 8l 22 
Clothing 103 37: 
Food Products 27, -14.:' 
Beverages 83. 24, 
Tobacco 78 20 
Printing and Publishing 59 7 

DerivedY as follws - rate forinteriediate products :, 1.49
 
~ f~
wanma1.48: 

1.48
 

price below :inteiational, pric.hngative sig indictes do itlc sio 

iSOURC E: Joe Ierlman and Ieaan o cit. Table .6 anPedroand 6.8 

http:wanma1.48


taken the fork of a reduction in industrial activity and," lyment, iae.
 

a recession if not a depression.
 

1lZ. Action in t.he 1970'.: IndustriiI Exorts to the, More Developed Countries
 

Industrial exports to the more developed countries are a fundamental 

pOlicy goal for the 1970's from several points of view. In the first place. 

it i dlifficult to imagina a manner in which the excss, capacity existing in 

the idltrial- sctors of the LatIn ,mrican countries "cai:be put:rtouse with­

:out reqiring the., genration of induisrial'eaports. It. is probable that' b ex 

pandiug domstiaa ggregate demand in-the Lati- Amrican economies, 'a market 

for amt of the industrial groduce potttially available could be crested. 

At the sa ti es however, such action vould also generate a need for addi­

tionalimports Ohich would be impossible to satisfy with the existing$level 

of export nd other foreign exchange revasus. In consequence, it becomes in­

dispensible to: .xort part of the industrial produce generated by putting the 

excess capacity to' use in order to pay. for the importineeded to Maintain the 

h leghr operation econo. the second place, manylvel of of the In in Latin 

Amrican countries the potential for isport substitution had been exhausted 

to a:iarp extent. As a result, industrial growth would have to slow down 

to, the rate of expansicu of the domestic market thus ceasin to:be an -engine 

.of rowth, or industry imst break -into the export market. Thirdly, the pre­

sent' bleakness of the unemlpoymwt situationand its prospective deteriora­

tion make the creation of Imre joiurget.- As a consequence:of 

' I;hese employment offactsthe utiliation of ecessl indstria capacity andthe 

maintenanc, of a high rate of industrial growth acquire a human and political 

dimension which heightens the essentiality of generating industrial exports. 

Urban unemployment has been determined by surveys for various Latin 
Amrican cities to be between 51 add 18; ILPIS has estimated the overall unea
 
ploynt rate to be about 112 which rises to 251 if the underemployed are in­
cluded. At historical. growth rates of output overt unemployment is estimated
 
at I8 for 1980. For a detailed survey of this situation Cf. "The Unemployment 
Problem in Latin America", Organization of American States, Third Interamorice 
Conference of Ministors of Labor on the Alliance for Progress, Document 10.
18 September, 1969. 



Slare ad growing industrial eports from te lss 

developed countries would produce, a substantial change in the process, of, bal­

ance oflpayment Adjustment. In the absence of industrial exports, 88 has al­

roaybeen mntioned, theadjusent has to be borne almost totally by theiin-

Someefectiththe consequent unemployment and other utilization of-capacity 

probleme in thepresence of industrial exports with their narrower productivit: 

differential, the adjustment process of Latin American countries would become 

much more similar to that of developed countries. As a reSult, devaluations 

would becom a more effective policy tool and it is quite likely that inflation­

devaluation cycles would become much less common to the, Latin American countries 

than they have been in the, past. 

In order to-ganerate these exports of industrial commodities to the de-

Velope Icountries a number of conditions have to hold. Among thes, the fol­
low"gC an be enumerated; a) Price' competitiveness in the buyIng marts is. 

required; b) CamPetivens in quali s required; c) Camrcial channels must 

be a*ivated; d) Informstion ist be available in the lass developed countries­

on thi mrkets and demand in. the developed countries; e) A decrease in, the per­

ceivd risk of exporting mast take place in the lesS. developed countries. 

Aw$ these various 'conditions the one most amenable to policy action oni 

Sthe part of governments is price competitiveness. In order to assess the sag­

nitude involved, it is useful to anayze first the process of price formation 

in the' mlticountry:,mltiproduct world and then to explore some actions that 

doveloped: as'well as less developed countries' can take to narrow the Sap. between 

Sthe. price in the developed countries and the Cost in the less developed countries 

Consider first the situation in . whlch there is one developed country 

laid numrous less developed countries, wV1ih the formr exiporting industrial 

products to the latter where in turn acertain amount of industrial produc-,. 



tion goes on, beind tariff wills.- In suich atsituation. the;,prices of ipr 

competing gpods in the ls develotied countrai. would be expected to be ap­

proximtely equal to-the prices of siiar caoditis in the developed coun­

try but for the tariff Imposed on the imports of these commdities and:the 

transportstion costs incurred in bringing them from the developed country 

to the Is developed "ones. Thus, if there are no significant monoPolies 

in the production of goods in the loe developed countries, vwwould expect 

!the differnce of the cost of production in these less developed countries 

and.,:the prices -in the markets of the developed country to be approximated 

by the tariffs agaist imports. in each of the less. developed countries and.the 

respective txansportation costs. To the extent that there are import com­

peting, monopoli" in the LDC's. one would expect the difference between the 

cost in these countries snd the -price in: the developed' country to be less 

than the import restricting tariffs n: the less diesloped countries plus the 

transportation costs. The situation can be easily visualized in Figure 3. In 

diagram (a) we have the standard competitive situation of an import-competing 

industry. DD a the domstic demand curve; Sod is* tedomestic supply curvt, 

PlS3- isthe sOupply curve of Imports, assumed to be* infiitely,elas tic.. Since' 

a tariff Is imposed, the relevant import supply curve, is ,'Sm(l+t).. The total 

supply curve therefore is SoCBS (l+t). Market equilibriu is reached at B 

and the domestic price settles at I'm,- n(ltt). Since, Pm equals the export 

,price of. the developed country plus friekht, wehsveiP. a- Pn(l+t), = P (lf): 

(l+t) where f is the percentage freight rate., In diagram (b) .of. Figure. 3r.we 

have a:monopolist competing with imports. Under these circunstancas the de­

mnd :curve facint the monopolist is kikd ioe, P'BD. Th in rem 

us curve is therefore discontinuous*- Equating marginal cost,-to marginal re-: 

venue produces equilibrium at A ith costs tC. In this case , we, have 

Cost 
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,In diagram (c) of Figure 3 we have the situation of one of:,ny coupe­

titive firms in an industry operating with ezcess capacity. in this type of 

situation firms are assumd to behave in the short run like monopolistic; Com­

petitors and develop an implicit market-sharing behaviour. The resulting short 

run equilibrium is thus the Cherlinin tanoncy solution with marginal:+colt 

below price. Thus in this case mar.inal but not average cost will be less then 

Px(l+f) (1+t). 

If there Vre two or more developed Countries rather than one the san 

analysis would hold, with the export price of the lowest cost developed couIn­

try becoming the determining factor. 

If the less developed countries wish to export to the uarkets of the 

developed countries they must be able to produce at a price equal to that 

paid in the mar!t of the importing country minus whatever import duties are 

levied upon entry *inus the cost of transportation between the less developed 

countries and the market in the developed country. awFromwat have previ­

ously established about the forntion of prices in less developed countries 

we can conclude that in the absence of monopolies and price differentiation, 

this required price will be below the cost of production in the less developed 

country concerned by an amount approximately equal to twice the freight rate, 

plus the rates of import duty imposed in both the importing developed coun­

try and the exporting less developed one. Should the export price of the de­

veloped countr- concerned be lower than the price at which the saw product 

mells in the domestic market, this differential offsets the cost disadvantage 

aoted before. Furthermore, if the importing developed country Is not the lo­

wat cost producer, the freight cost from the lowest cost producer to the 1-

Porterts market will provide an offset to the cost/price differential. Finally, 

Lf import competing producers In less developed countries are monopolists or 

uoatitive monopolists, the cost disadvantage is further reduced and my in­
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deed vanish altogether. 

Table 9 tabulates an estimate of the dIfference:between costs of pro­
duction: in Brasil, Chile and Naxico and prices indevelopedcountries on the
 

assumption of fully competitive markets all around and sales to the market * ' 

of the lowest lcost .producer. Since developed country exporters often price 
at marginal cost for eport, Latin Amricn ioftan oligopOlistic[dustry. 

in structure, and'sales: may take place in markets of other than the lowe'st. 
cost countries, these estimates are likely to overstate the true cost/price 

gp.; 

The rather "large gap. existing between the costs of developing coun-., 

tries ind the price in the develooedcountry markets can be narrowed in part 

by th extension of, import duty preferences: on the part of developed countries. 

4t will -be realdta n fthe. slem,ietli isted'above as contributing to 

thoecost/price differetial iisJthe import duty imposed by the developed cour­

tries. If thse are waived, it ismade correspondingly easier for the indus­

trial eports of deelopiAcountries :to be price cometitive in developed, 

country markets. A rough ression of the quantitative importance of developed 

Country tariffs in thc +totalprice/cost gap-a be derived fionTable,9. 

Less developed countries for their part can:.utdertake, to narrow the
.Ioat/price differential by, h " .f•i~e~~i ns'

t in techniques: the first of these constitutes 

the payment of an export subsidy and the siecond of these, is the undertaking of 

a compensated '3 theie techniques are directed atdevaluation."iBoth essentially 

making the export exhange rate for nontraditional commdities similar to the 

comOdity exchange rates of inputs in these industries. 

ixport subsidies can be used as a direct mens to bridge the gap betwee 

cost of production and sales price by making a cash payment through the Trea­

sury, It is important to point out, however, that this outpayment through the 

Treasury need not burden fiscal financei. if the respective country has excess 



-TABLE.9
 

-TE EXEsioF COST oV REXPRT ICE FOR SELCTED, 

LATIN AERICAN ,COUNTRIES 

Brazil Chile:Mxc 

..-dustrial
€or
'.0Ub++ un-+ . ,.l/oiO:...;€Ut+trY'Industrial •:- ow+ni 'IndusCountril.:r .I
C .. 
Sector 
 Tar Tariff Freight- TotalTariff 4Tariff - Frieigih Total Tariff 
 Tariff +Freight Total
 

Non-Met, Minerals, 40 5 5 62- 15
139. 5 + -1774
MeItallurgy "34 5 1t
5 15 86 66 ­5 15 131 29 1578
ac1h. iery -34 22 8 90 84 22 8 103 30t22 8 84
 
Electrical ..
 
Equipment 57 *22 8 122 
 105 22 8 -191 25 22 -8 
 77
Transportation 
 227
Equipment 57 
 22 8 122 84 22 
 8 161 -26* 2-
Wood Products 8 78
23 -5 30 119 -35 5 
 30 .140 14
Furoiure _ 68 16+ 8 " 117 129 '16 8 21008 

5 30 103 
162Paper & Products 48 5 
 -:8 '81' 55! 5 8 
 89 35 .5
Rubber Products 78 8 -8 124 102- 8 8 14 33 -8 

8 65 
8 *6Leather Products 61.8 -1i4 -. 161 :16 8 252+ .:20 16 8 62-Chemicals 34 8 8 69 94 8 8 2Pharmsceuticals 37 8 -8 8 a548 56. d73. 1 8 8Perfi & Soaps 

. 

4.., 12 . 841162 *68 168Plastics 488 8488 87 + 3864,88
Textiles ­81 8 8 128 -82 -8 8 255 1 '* 8 8 41-Clothing 103 6 8 :174 25 16 8 . 380 10 16 8 48-Meta Product - 8 8 - 60 8 8 31 8 8 • .65t00 

Fertilizers &

InsectLicdes - :8 8 - - 8 8 ­ 9 8 
 8 38'-..
 
17-iij -6 Inu'ra
 

Total -l+ J-aL )(1+ •100 . ..tariff) L 2+ -1
Indutria .
 
>- SOURCES: Own tariffs: Bergsman&.lan,+Jeanneret, Buenobop. ciy. IndustrialCountry 
 Tariffs, Bali:.:B. 

"the Structure of Protection in IndustrialCountries and Ita Effect on the Exports,.o
Countries." ase 0
Paper submitted to UNCTADJIT, Table 1. Freight: 
 Balassa, B., footnote*in above source takenfrin
"Trade Prospects in DeveloDine Nat;n_"­
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subsidized exportscpaity in its industrial plat.' re t of the s 

a igher level. of domestic activity an of imports will ensue. Both theme 

increases aupent the tax base -thus"yildi higher levels of tax collec­

tLon' at the sam tax rates. •Since in the presence of excess capacity there 

wbill be an income ultiplier effect, the taxes collected may well be suffi-". 

Ciently large to pay for the,subsidy necessary to,generate the exports in. _: 

the first place. Indeed, In some c..esa nctnaslu. may r..lt., Calcula-, 

tions performed for the case of Argentina suggest that. indi,rect .-tax ef­

fects are taken into account export subsidies.up to the 130Z of the FOB value 

of the nay exports will not Worsen the fiscal situation., Forr,the. case of Pert 

a comparable figure is of the order of 70,!' 
and'rOfl ......n&. 

A compensated devaluation consistl of a simultaneous a ofsetting 

adjustment.of the financial exchange rate and the .trade restrictions such. 

that all the coodity exchange rates for imorts and. traditional export. 

"stay unchaned. The only net change takesn plicen6the rfinanciail rate and,, 

the non-traditional export rate. As a r sult t la ter. obtain the eqi­

valentof a subsidy.' -An example miht betae from the Argeti cx-_ 

change system as folLws:-' 

I1/ For a detailed presentation and discussion of the model used tob: .-. 

derive these results on an aggregate and sectoral basis, Cf. D.N. Schydlousky­
."ShortRun Policy in Semi-Industrial Economies", Economic Development and Cu­

aural Chanze (forthcoming).
 

A/ For a detailed presentation and discussion Cf. D.,. Schydlowsky 

"From Import Sub3titutiWA to Export Prmotion for Semi-GrowU-Up Industries:. 
A Policy Proposal", Journal of Development Studies, July 1967. 

V Taken from "Proyecto de )odificaci6n de la Etructura Arancelario-
Cebiaria", CSmara Argentina de Radio, Television, Telecomnmicaciones y Mine 

S(CARTTA), September, 1966. 

http:adjustment.of
http:subsidies.up


SPrS-COmynsatad Devaluation Post-Compensated Devaluation 

Total Tax/Subsidy Basic.. Rate Basic Tax/Subsidy Total 

Aricultur­
al200 ­ 101 220! xports 330 401 200 

220 0 220 Financial 330 0 330 

Non-tradi­
t0onal201.220 Exporte.- 330 +18 :390 

Raw Material
330", + 50Z 220 Imports 330 0 330 

Semi-Manufac-,

460 +120Z: 220 
 tured Imports 330 
 + 47Z 460
 

component

600 +175Z 220 Imports 330 801 600
 

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

It
iioortant to note that under a'situation 
 "of.
excess capacity and
 
unemployment of labor, :he use 
of d stic resources entasil 'little 
or no cost to
 
socie, that is,the use of ial.labor and some of the
a
. ......... .. + •d 
 e+.s al e idle ,
 

capaity io produce f.orxport does no. require the..soci 
 to sacrifice.much, if
 

any, other output., As.airesult, under such circumstances it is appropriate to
 

tivate all.exi ting industry, wheth' or, rresponds toi:

act cot thelon '-term
 

comparative ,adva'ntage ofthe country. .When 
 full capacity tilizatio'n in All sectors 
of industryis reached',further export (and other economic) expansion, nowen­
.tailing capacity expansion as elshudb drce 
tothose sec,tors in.
 
-which the economyhas a comparative a a ana
 

-,diversification 
 that has been followed-in the past. 
 Thus, whereasforthe short
 

run, while excess capacity persists, all industrial output ca be promoted,
 

pithe longer run considerable 
 selectivity must be exercised (this+may"merely
 

consist of setting an uppereboundt on the export -subsid y'
 



i 

-It should also be mentioned. that neither of the' two policies. suggested 

an ansver'to. the, probleaof cric inflation that plages soms Latin Amri­

can countries., This problemhuld be, dealt with by a separate although con­

comitAnt set.-of policies.O -iti.s likely, however, that under a higher level of! 

Activity 'and with lsari industrial exports -the greater flexibility introduced 
into the adjustment process will produce an easing of the policy conundrum 

facing'stabilization efforts in the past, 

IV. Action in the. 197016: Economic nteiration 

The benefits expected from economic integration in Latin Amrica have 

been often cited. Among then are: greater competitiveness of industry, ore, 

scope for utilization of economies of scale, .gains from greater specializa­

.
tion, continential import substitution, and greater bargaining strength4 

negotiations with the developed countries. It is our purpose here to take: 

up two problems that arise in the context of economic integration and that 

have received relatively scant attention. 

The first of these problems is related to the pattern of specialize­

tion hich wi1l emerge between the Latin American nations. It has already 

.been poited out that each Latin Aerican country operates with aniexchange 
rate.:system wich has substantlly biased their developmet away: from. the 

comarative advantage outcome. -Each particular ochange rate systemhas rts= 

oi anti-exp'rtwirbias arising from the particular combirationi of financial 

excmhane rare, export.,taxes and*import du4ties of which it,.' opsd Undere 

h.onditions, the.formation a union that rmve intra-unio,of c , 

iImport duties but leaves untouched tIhe remaindr to the exchange rate system, 

.ffers no guarantee whatsoever of generating an expansion. of trade and a spe­

.ciaiization in productioncorresponding in any sense to-n optimal spatial 

distribution across the continent. In fact, there is every reason to believe 

that i.quite the Opposite rwill occur. The bi es"in.. t' existing exchange rate' 



eye 1M 'are likely to overpower whatever comparative advantage exists.
 

An obvious example of this situation arises in the context of trade
 

between Colombia and Venezuela in an expanded Andean Group. Colombia's ex­

change rate system includes an implicit export tax on coffee and a set of 

preferential non-traditional export rates in addition to the 

usual multiple import commodity rates. Venezula, on the other'hand has 

equated its financial rate to that of oil exports and non traditioAl ex-, 

port comnodities receive no preferential treatment.. .Thus, with the removal 

of tariffs one would expect Colombia to be able to sell its industrial pro­

ducts in Venezuela but not vice versa. The cause, of course, lies largely 

in-.the- Way Colombia's export exchange rates compensate for the reel prcd'h-_ 

tivity differentials between coffee production and industrial production, 

-whereas Venezuela's does not compensate for their similar differential be­

'iean oil and industry. That this type of situation is general across the
 

'Latin American economic landscape can be seeb from Table 7 by comparing the 

anti-export biases for the sam industry across the three countries shown. 

The second major problem arises in connection with the stability of
 

thediecio ofinrareional trade. Some Latin Americagn countries are 

nore notorious than others for their high rates of inflation. Nevertheless,
 

many Latin American nations devalue regularly and the majority, of them do so 

in a step-ise fashion. This iplies that.their,exchange rates are sequen­

tially over-and under-valdid at different points in time as: the domestic price
 

rise ileads or lags behind the adjustment in the exchange rate. For any one 

country this cycle causes considerable swings in its balance of trade. If 

averal Latin American trading partners have such cycles and they are not 

.synchronous, an amplified effect results with what may well be substantial 
swings in the volume and direction of trade. For exaple, if Argentina has 

just devalued and Brazil is in its overvaluation phase of the cycle, Argentine 
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pices viii look very attractive to Brazilian bbyers thus leading to.large 

axports from AIkrgentina .to Brazil. At the sam ti Brziliahnproduicts are
 
priced out of the Argentinian market. Further along the 'cycle, 
 Brazil de­

values and Argentina ' exchange rate becomes overvalued' 'The co titive 

,situation is then reversed: Brazilian exports to Argetinavil soar whereas 

Argentina trill be priced out of the Brazilian. market. Such trade reversals 
and the concomitant boom and bust cycle, are clearly undesirable on economic, 

veli'are grounds. In-addition, however, they will produce considerableresis­

tiance.to tariff cuttinkintatives: onr the part of industrialists a non of. ..... ' on the inend a 

th twil view the prospect of seeing his market samped by imports with equani­
minit ev h. ets the occasio to reciprocate the couresy som time later. 

A further and equally serious consequence is the resulting uncertnty .about 

theappropriate location of investment as between the various" producing and
 
coning-areas 
.inthecontinent. With relative priceas and the direction of
 

trade fluctuating widely, location decisions 
ceae -o 'have a firm grounding
 

in the'underlying economic, realities and becom unduly influenced -,by the. cyc­

lica overl.y. In.consequence, existing distortionsfetheocat on-and.; .l 

strucut, of£ production are unlikely to iprove sinificantly ith tha inte­

gration procss. 

A prelinary assessment- of the relationship of the'valuationcycle 

and the direction of trade be'madecan on the basis of.Figure 4 which com­

pares, the di-ation. of the exchange rate .from its purchasing. power parity ;tc 

hbthe of tradewith' the Latin Amrican Free Trade Area, for Argentinabalance 

and Brazil in the period 1960 to.1965. It isstriking to observe in. ho"w dam 

abliling-a mnner their; cycles have interacted.
 

Poliy in'the'1970's will have 
 to address itself to the solutionof 
.these.probem-ft.eOnmi inortioU..
,


thee em cot in Latin Amrica is to become;a suc­

cessful rather thanan ailin reality. The ingr.dien.tsfor auch apolicy A 
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Fig. 4 

Percentage deiation. of the Exchange. Rate, from its,
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SOURCE: 	-ATA Secretariat, "Influencia de los Tipos de Cambio Sobre las-Corrientes de 
Comercio Exterior Entre los Paises de la ALALC.." November 1966 



compensated devaluition or.export iubsidie on the on. hand and price stabili­

zation or a crawling peg on the other. Compensated devaluation or export sub­

s'idies would aim at equalizing the anti-export biases in the exchange ate eye­

tm , thus leading towards trading and investment according to comparative ad­

vantage., Price stabilization'or the crawling peg would deal with the value­

t0n cycles in order to eliminate the policy induced swings in trade with theil 

negative effects. An-interesting combination of these masures would be.the 

formation of a payments union going considerably beyond the pattern of the 

clearing agreements currently in force, by including flexible exchange rates 

between each msmber's currency and the clearing currency unit plus full free 

trade within the union.: . The flexible exchange rates could; then iron, out the 

biaes in the'exchangserate systems while at the time compensating continu­

ously for the various degrees of domestic inflation.-

The package which appears preferable depends to a large extent ,on-the1 

.context in which econoic integration would take place in Latin merica.. In.­

the context of a world wide export -promotion campaign, the-export subsidies 

or rcompensated devaluation established .would presumably leave only minor die­

rate systems of the varioue Latin. American coun,tortions between the exchange 

tries which could be easily taken.up by additional andi minor policy action in 

the nature of special subsidies or other remedies. On the other.,hand , if eco' 

nomic integration of Latin America is thought of as a substitute. to world wid 

Sxport promtion, then it i probable that the payments uion is the prefer­

'able solution although compensated devaluation or eort subsidies and acra, 

ling peg would accomplish the samespurpose in a slightly more cumbersome me= 

orA specific formulation of a payments union of this kind, Cf. ,• 
.DX.L Schydlow ky, . "A Payments Union for Underdeveloped Countries", Document, 

TDB/iAC.31L29" 10 June 1966, UNCTAD.. 
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V. us ry and Conclusions 

In the foregoing we have argued that in the post-vatrpriod Latin-Ameri­

can ecod€oic development and even mre Latin American scmoroi policy has been 

decisively influenced by the balance of payments situaton. The typicalres-, 

ponse has been to import substitute industrial goods. Contrary to expecta­

tions, this had led to greater foreign dependency and in addition has produced 

considerable excess capacity in the industrial plant. 

As a resut of this process, Latin America enters the .1970 sCwith eco­

nomies which are widely diversified and operate their productivesectors at 

many different leVels of real efficiency. This considarabe ideparture from 

specialization along comparative advantage lines is the 'consequence of an ex­

change rate system which is implicitly of the wIltiple ate typeand consists 

of. numerous differing, comodity exchane rates in addition to the financial 

rate. The particulir structure of. the exchange rate system has a.strong bias
 

infavor of import substitution and against industrial exports. In addition
 

it. create the illusion, that Latin American industry is hopelessly inefficient.
 

inally' the lare differance in real productivity it has validated explain in 

large easure-the observed fact that the balnce of poyments adjustment mechan­

ion in, Latin America operates primarily through the! income-Jeffect and only to 

a minor extent :throutgh adjustmentsin relative prices. 

Policy action in ,the 1970's ust. be directed strongly to the generation 

of industria exports'. This'.is indispensable if in'stalledecs capacity -Is: 

to be put to us*n also if industry is .to perform a role as engine .of growth 

and provider of employment. In addition, such exports will help improve the 

balance of payments adjtment mechanism .and lead to. greater. economic stability. 

Success on this front will require the cooperationof d',epoldand less dea­

veloped countries to devise L mea to narrow the cost/price differential between 

producers in the formerl and alikets in.ths lattera well'as to increase pro-. 
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tm.rica ese 6t n economiaesductive, capacity and h adjus ofLtinst towards 

producing norein accrdnce ithI their coarative av 1a. In this con­

text,tiff i preferences eiport subsidies and cOMPensated devaluation have. 

beenr pr4oedand exmned As- tools to narrow the cost/price differential@* 

Aid could ell.bolster this process"in a variety of ways uhile private capi­

tall inflow .could. help the econoIes row in the direction of further indus­

trial- expOrts. aconomiccitegration has. lmo been examined in this, connec­

tion and it:has been found that the 'msti g exchange, rate s temare likelm 

to produce distorted patterns of specialization; steprise devaluation accen­

tuates these distortions by craating recurrent cycles in the direction of, 

trad. An. i proved outlook for integration would remir. the uniforization 

of the exchane rate. structures of the participating countries and the' smooth­

inj of the over-and' under-valuation cycle. 

In sum, a healthy economic development of Latin America inthe 1970:' 

calls for som novel departures in the :testructuring of the ang, rate 

systs of the Cotinent. 

Schydlowsky/150 


