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Fiscal Policy for Full Capacity Industrial Growth in Latin America
 

by Daniel M. Schydlowsky
 

Abstract
 

Open unemployment in Latin America coexists with under

utilization of capital. This quasi-Keynesian situation cannot
 

be eliminated with a simple expansion of domestic aggregate demand
 

in view of the balance of payments situation facing these countries.
 

As a result, a part of the new output generated by putting the excess
 

capacity to work must be exported in order to pay for the imports
 

necessary for the higher levels of utilization to be sustainable.
 

The structure of the exchange rate system has a substantial
 

anti-export bias thus hindering the generation of industrial exports.
 

In addition, the "industrial inefficiency illusion" operates to
 

reinforce the conviction that industrial exporting is impossible.
 

For this and other-reasons arising from the labor and tax legis

lations, putting capacity to work is not profitable at private prices.
 

At social (shadow) prices, however, the benefits can be expected
 

to be substantial. A fiscal policy is therefore needed to bring
 

private profitability in line with the net social benefits. Such a
 

policy would be one of export subsidization.
 

Contrary to common belief such subsidies need not represent
 

a net outflow from the Treasury. The higher level of activity
 

concurrent with an increase in capacity utilization generates a
 

greater tax base and more revenue. The total effect of the foreign
 

trade and tax multiplier may well pay the whole cost of the subsidy
 

or mo:,e.
 



Finally, the implications of full capacity growth for several
 

Latin American countries are estimated for the year 2000. The
 

ball-park figures indicate that per capita income at three shifts
 

of operation would almost be double the level achievable in 2000
 

at one shift of operation and historical growth rates. It seems,
 

therefore, that a vigorous fiscal policy of capacity utilization
 

and industrial export promotion holds the promise of an impressive
 

payout for the Latin American economies.
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I 

A Lattn American enigm: Reynesian tamployamt? 
TIM Latin Anaican economies are generally thought to be 

amply endowed with labor and rather scarcely endowed with carital. 
It is usull¥y concluded that this structure in the relative avail
ability of factors of produation leads to the existemm of unMWloyjnt 
and of low productivity =aVoqyent of labor. U oymt in indeed 
high in Latin America at the pusent ti mevd it appear to be growl". 
The Latin American Institute of Scanamic and Social Plauaiq ha 
estimated the level of t In L A6=ia to be a 11% 
if the underemployed are included, this figure cliss to 25%. if output 
grows at histocicel rates, owrt uneANIngat Ls estimaed at 10 few 
1980. 	 LV 

* fPeAt-d to the 21sxt annual Latin Amrican Comfereme, ftivrsity

of F1ida, Gainesville, Fla. Nib. 17-20, 1971. Te underlytog
 
Research has been suppocted Is part by the Devo loepst Advisory
 
Sevce, navard University frem AID grant CIMD-1543 bovnver the
 
ne expressed do not neoessaily refleat them of AID. The campila

tion of some of the tables by Dr. David Dapice is gratefully acknowledged. 

Sthe eMpIMoyt ro"m In Latin AMeriO. OCVgaiatiou of
 
American States, third Zaternsricu a eee of Mintsters of
 
Labor of tbe Alliance far frogress. Domat 10, 18 5eIti a 1969. 
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While ths existence of unwmployment is indisputAble. evide=* 

ia also VraduaL aOtlahe opresae of underutilza1ti.o 

of zapivl. blot only do many of the Latin Amrican economies period

ically use their installed productive capacity at levels below their 

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

at leas than 24 hours a day Zcr 365 days a year less maintenance. 

whareas ia the doveloped countries, the relative factor endowuent 

makes it undeaixable to uso the capital stock 'round the clock and 

day in day out, in economics with a surplus of labor of the magnitude 

that the Latin American countries apparently have, it ia to be expected 

that the optimal uae of factors would require much more intensive 

utilization of the capital stock than is observed in developed countries 

or than is in fact observed in the Latin American ees thsves. 

Ailo systematic information of the extent of multiple shifting is not 

available at the present time, it in common knowledge in Latin America 

that on the average plant and equipment are used on a one shift basis, 

the exceptions being process centered industries in which 'round the 

clock operation is required for technical reasons. Deviations from
 

the usual norm have boon tabulated in Argentina for the periods
 

1961-65 and show capacity utilization to have fluctuated between 55%
 

and 67% of this norm on average. _/
 

The sectoral detail of these data are shown in Table I.
 

/ 	 Conade, Results of Survey on Production and Investnt Bzpeot

ation of Industrial Enterprise, 

Table 3.
 



UtLIizatfoa 

S 0 c t 0 r 

food and beverages 


Tobacco 


Textiles 

Clothing 

Wood 

Paper and cardboard 


Printing and publishing 
Chemicals 
Petroleum derivatives 


Rubber 

Leather 

Table I 

2Oilnttaled Campit 

Percentage of Actual Output
 
vith Respect to maxim
 

N tet.
 
1961 1963 1964 1965 

48.8 53.2 48.9 51.5 
82.7 81.9 88.6 91.2 
83.2 59.2 68.9 77.1 
88.3 64.2 72.5 78.4 
72.7 48.6 55.2 70.4 
55.1 48.3 52.7 62.4 
73.3 58.3 62.4 70.8 
73.4 59.9 68.1 73.8 
87.9 78.2 84.7 83.6 
80.5 54.0 66.2 77.6 
84.2 66.8 77.8 79.9 

Stones, glass, and ceramics 70.2 59.0 68.7 71.8 
Metals, excluding machinery 59.4 40.8 50.3 66.6 
Vehicles and machinery (ecluding 

electrical equipnent) 78.6 44.6 56.5 65.6 
Electr cal machines and equipment 59.2 43.5 47.6 61.0 
Weighted average 67.2 54.6 59.5 6.1 

Sources CO Be Results of the Survey on Production and Investment 
Expectations of Industrial Entexpries (Duenoe Aires. 
COaDZ, March 1965)o table 3. 
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The existence Cncurrently of UnUtilized labor.and unutil.ized 
capital throws aonsiderable doubt on the prevailing hypothesis that 
unemployment in Latin America is of the structural kind. Rather, 
it suggests the possibility that Latin America is faced with a typi
cal Keynesian unemployment problem. Such a conclusion is tempting; 
however, it must be born- in mind that production cannot simply go 
forward on the basis of capital and unskilled labor as the only factors 
of production. in the Latin American context, silled labor, 
mangement and foraign exchange are equally crucial factors of 
production. Yet nono of these factors can be thought Of as existing 
in absolutely fixed supply. Surely skilled labor can be trained if 
there is a demand for it: entrepreneurs will appear if there are 
ycofit opptunities or may themselves have "axcess capacity, and, 
finally, foreign exchange is a produced input, and with suitable 
=aro-eccomic policies is available as any other intermediate product 
rather than as a priary factor of production. Thus it does seem 
apopriste to cocluds that Latin America is at present beset by an 
unemployment problem more akin to a Reynec.ian situation than to a 
structural aOvelopmonL One. 

If this conclusion is correct, Latin America has a very cC

siderable potential for increasing its level of income, its growth 

rate, and its omploy-not simply by using its existing factors more 
fully. The growth problem in Latin America then becomes very closely 

entangled with the problem of utilization of cesources rathe tl..a 
being in the firat instance a problem of allocation. 

Such a change in emphasis also awkes considerable difference 
to the framew=k of analysis in which Latin American policy is con
ducted. For example, in such a context import substitution & outrance, 

which has been repeatedly criticized on allocation grounds, appears 

me reasonable. if a domestic factors are in excess supply, any 
and all foreign exchange saving activity il desirable. It is enly 
when at least one of the dmestic factors have non-zero costs that 
a coupeison of different ways of saving (or eaning) foreign exchange 
becomes relevant. Although Latin American Lapowt substitution policies 



offer some grounds for believing that policy makers were aware of 

the nature of their economies' unemployment, such a recognition, if 

extant, clearly did not carry over to other aream of policy. 

I
 

Barriers to capacity utfizHot 

A nunibe j. anwbit the fullar utilization of installed 

capacity on the part of industrial firis. The main ona are the 

following: 

a. Unavailability of market for the yroduct 

The domestic markete of .w variouo Latin American countries 

are of such limited size that the productive capcity operating at oe 

shift or less is able to satisfy the total doand f c ig at prices 

that allow tho accustomed profit to ?= made. it is of cource true that 

any one of the firms in an indu'try could reduce ito price and attempt 

to drive its c ipettrs out of buainoom in arde to tn atisfy the 

whole market at a fuller level of utilization of its installed capacity. 

From the point of view of the economy to a whole, ouch a dwelowt 

primarily reallocates excess capacity, uce only expading to the extant 

that a lower price increases the total industry sales. 

Price cutting of this kind happens only rarely, if at all, 

because of the oligopollatic structure of the m-rkot, each participant 

knowing that the others will retaliate and uncertain of hi. am final 

success. At the same tim, th g t is aware that an artificial 

expanio of the domestic ma ket through the extonaian of co 

producer credit is not feasible in the long run due to the balance of 

payments effects of expanding Output. tnem Latin &=ricau industry 

by and large requires sm imported material inputs JA order to be able 

to operate, an expansion of demnd in the dawatic market and the 

consequent increase in domestic production to supply it implies 

imedl ately a rise in imports which is not suctainablo over the long 

term, given the balance payments situations of thece coutries. 

Finally, the es4port market is not a relevant one for wm:s Latin mrican 
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pcoducors duo to the level of their costs wtich at tko crrent 
a.aij rates is considerably above the price. tbey can obtain in 

the export markets. Market conditions we smch the, that there is 
nowhere to place the increased output arising from fuller utilization 

of capacity. 
b. Unavailability of working capital 

Since production is not instantaneous, a certain amount of 
working capital i ncided tor aainteramce of stocks of raw material 
goods in proces, anU inished pwoducta. Latn Aaericam industry 
typically finances thlis workivn capital Wlth bank credit. This implies 
that unless credit for working capital were expanded, fuller utilization 
of capital would be tuada imposible through a constraint an the 
possibility of maintoining the required inventories of various types 

/of materials and goods in prasa. In addition it must be borne 
in mind that sow of these inventwrie consist of imported pcoducts 
and thus their increase has balance of payments efcts. 
C. Ulavailability of skilled personnel 

Skilled and supervisory labor are inputs cemplimentary to 
capital, urasilled labor and foreign exchange. The total unavailability 
of such labor could therefore prevent any production from taking place. 
The extreme case of such unvailability arisen in the fauiLy firm 
wherein the -management is fully concentrated in the omer himself, 
who, of course, cannot work 24 hours a day. In larger firms, with 
hired maaagement, this problem become less acute. Nevertheless, 

the procurement of supervisocy labor of adequate quality to work the 
2nd and 3rd ohifte in no negligible problem. At the sam time, the 
process centered industries in which the nature of the technical 
process requires working around the clock, have found it possible 
to obtain the requisite type of labor, thus, it is difficult to believ 
that other industries would not be equaaUy successful. It appears 

j/ For a general argument in favour of considering credit a factor of 
production cf. Maynard, 0. and W. van Rijkehea "BtaO.Alization 
Policy in an inflationary cosoay" in G.L. mapanek. ed. a-3-iMnWMl 
ftlicy aheov ari .JL€A os Harvard L tversity gross 1968. 
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usafui, therefore, to think of this element more as generating an 
extra cost rather .han as raising a'equestion of absolute availability. 

d. 	 Labor cost structure
 
The movement to a second and or third shift implies a discrete
 

enlargement in the labor force in industry. In th4 context of labor
 
regiima in which hiring Is considerably easier than firing due to laws
 
protecting the stabi lIty of employment, regulations governing saverance
 

-pay, vacations, etc. /, such a commitment on th5 part of indutztry hat; 
aspects sii<.lar to those of investment in a fixed auset.W/ in addition, 
labor laws or collecti" bargaining contracts oftea specify highar pay 
for secon6 and third shift work, thus making the hiring of additional
 
labor for fuller capacity utilization through multiple shifting more
 
expensive than the acquisition of a similar amount of labor to wark a
 
first shift on additional capital goods. 

a. 	 I-ax legislation
 
Derreciation rules for corporate incom tax purposes are
 

typicalll related to a number of calendar years according to the typa
 
of equipment. No allowance is made for the level of intensity with
 
which the equipent is used. As a result, the toal alowablc. 
depreciation can be used as a deduction frou taxabla profits arlsiDg
 
out of 	first shift operation. If a uecond or third shift of production 
is added, no further deduction for depreciation can be taken f&om 
taxable profits. In conseqoence, the xame tax rat( has a hiqhar incidence 
on each pes of profit earned from a second or third shift than it does 
on o peso of profit earned from the first shift. 1oiw., such a 
difforential impact is equivalent to a higher corporate tax rate on 
second 	 and third shift profits and constitutes a divincentiw,- to the 
oporation of such shifts.
 

I/ 	 The currant S of fringe benefits to the hiring enterprisis was 
estimated in 1957 by R. Ferrero for Peru at 41.4% of wages for bluecoll 
workers and 45.9% for white collar workers. The impact of a substan
tial dismissal on company liquidity requires a different analysis, 
however. Cf. Ferrero R.A. and A.J. Altmeyer "Estudia Economico do la 
Legislacion Social Peruana y Superenias para su Msjorafiento" Lima 
1957. 

2 For 	 a more general discussion of labor force hiring as a fixed 



III 

The availability of a Market and of Foreign Exchange Inputs 

we have noted before the+- f-hr intArndl market, at current levels 
of aggregate demand, is not surric4.ent to absorb the additional output 
arising from fuller utilization of the industrial capacity. At the came 
time, it is not possible to expand the aggregate demand without placing 

an intollerable strain on the balance of payments. The obvious solution 
is to look to the export market which has sufficient capacity to aboorb 

the additional output af any one Latin American country and indeed of all 
of them together. In addition, the placing of output on the foreign 

market would provide the necessary foreign oxchange to acquire the imported 
inputs necessary for production to go forward. The prck'lems of markat 

availability and foreign exchange availability are therefore interdependent 
and can be solved simultaneously. Moreover, it is worth bearing in mind 
that as industrial exports increase and the availability of foreign ex

change is thereby augmented, it become possible to adopt a more expansive 

aggregate demand policy thus absorbing soa of the increased Andustrial 
output in the damestic market. In consequence, the balanced policy will 
be one in which only a part of the additional industrial product gets 
exported, the remainder being absorbed by the domestic market through an 
expansion in the aggregate demand therein. The precise point of balance 
is one in which the new industrial exports cover precisely the new import 
requirement generated by the output itself as well as by the additional 
domestic aggregate demand.
 

A necessary condition for such a policy to be feasible is the 
price competitiveness of industrial output. 1/ This condition is generally 

investment cf. Vernon, Raymond, "Organization am a Scale Factor in 
the Growth of Firms" in Markham J. and G.F. ftpanak, ads. Industrial 
Organization and Economic Development Bostons Houghton Mifflin 1970. 

1/ This condition is not by itself likely to be a sufficient one. 
Quality of product and marketing channels with approeliate inform
ation feedback are two other conditions which are noceusary ones in 
most situations. 
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thou jht to be so difficult to fulfill 

that ww Latin American policy makars have typically not looked at the 

export market as a likely place for placing any industrial output. The 

prevalent view is that Latin American industrial production is "very 

high cost" and "inefficient". Such a cawlu&ion is derived from a 
rather simple cost analysia which consists of taking the costs of 
produtiou in local currency, dividinzj these costs through by the 

echanige rate aind~ cw~ainy t -Lu -:4juI1aat korsiga echange amt wiLth 
the current price in the Intenationl markets. Suchi an analysis in 
fortunately highly misleading. 

The Latin Amarican economice all operate with an implicit 
multiple echange rate system which consists of a unified financial 
exchange rate and a highly differentiated not of impact and export 
taxes and other restrictions. Whereas the financial ee rate, 
i.e. the amount of units of local currency for which a unit of foreign 
exchange sells in t local financial market, is the figure that 
receives -most attention, from the point of tiew of the inpact on the 
econoan's performance, the influence ot the trade taxation and other 
trade reatxictions is at least as important. ndee, the whole 
N exchange rate syatez" is composed of the financial exchange rtte and 
a large number of coawodit exchange rates which are the multiple 
exchange rate equivalents of the existing taxes and other restrictions 

on comweity trade. Each commodity eachange ats is defined as the 
number of unite of local currency fo-r which . dollar's worth of imports 
at ae ricev (or exports at POB pri'es) sells for (is bought at) an 
the dwestic airket. Each co~mocJty exchange rate is equal to the 
financial exchange rate plus all the trade taxation and restrictions 
asset d on the import or export of that particular caumodity. A single 

Yccodity w.,iy naturally have more than one comw ity exchange rate 
depending on i-Awther it is Importe,, expycted, or traded under a 

veriety of roaqime.o 

A typical Latin Arerican 6xchange rate system is structured 
-line. that of Argentina in 19" , which conaiated of the following rates 

A_ Taken fcm "Proy'cto do :. diticacion do la Rstructura Arancelario
C~abr ia', Camera Argentinc U RdA , Television, TJe ou aMicacionoes 
y Mines (Cartta), Setecaer 1,66. 
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Agricultural Export - Financial less 10 tax W 200
 
Financial = Finaucial 
 - 220 a official 
EIX-traditional Eixport f Financial + 18% tax robote 4 260 rate 

Raw Haterial import W Financial + 509 duty a 330
 
Semi-anufactures Import - iinancial + 12 A duty - 460
 
Components Zraprt Pizncial + i75/ Jty - 600
 
Finishod Product lXaport iaaciali 
+ 2k04 duty - 700 

Examining now the cost structure of the typical Argentinian
 
industrial producer
 , w find that his imported material inputs would 
be acquired at an oxchange rato ranging from 330 to 600 pesos per dollar. 
His demstic matorial inputo wnuld be supplied by Local producer@ at
 
prices eomiwhat balow the 
 iLmprt point, i.e. at Wices reflecting an
 
exchange rate range of say 310 to 580 pewo par dollar. 
 Finally, the
 
typical producer's wage 
 rate vould reflect an xchange rate approximating 
the average oxcbmwjo rate applying to industxial output in general or 
about 600 pesos per dollar.l/ Thus oti producer's cost exchange rate 
wuld approximate 450 to 500. 

Two conciusions can be drawn frou thkt calculatiA of the cost 
exchange rate. The firt of those is that at a iO-traditiaial export 
exchange rate of 260, the typical Argentinian producers cmld ot have 
been expected to export. Inmld, he wao implicitly subject to a 
substantial expwt tax through the relative exch n e rtes for costs 
and sales -4th which he was confrontod. This situation. of cour s 
generalizes to Latin America as e whole, the impact modty rates 
ore very dirparate and invariably higher thtan the ginancial d the 
non-traditional export rates. Table 2 shon riai 0of 

*aiAboadityimportratea to the financial rates for two diqit industries in acaail iChile
 
and Mexico.
 

w -, fatginl physical prouct (Ai) x price of output. If the
 
unitOutput is oet at an rnount costing 1 CXF, then we have
 
w rgiil phyuiclp product x avexje commodity exchagje rate 
for output*
 



1Zhe XecOnd conclusion is that it is inapproyriat, to taXw 
local -:urrency costs and compare them to wcrwd prices by mwoAs of
 
the financial exchange rate. Since costs are based an an exchange
 
rate substantially abowe the financial exchange rate, the comparison
 
of these costs with world prices by means of the financial rate implies 
an overstatement in the dollar costs. The standard cost calculations,
 
therefare, qenerata na Oae3ficicncy i1iusioa" which "substantiates"
 
the conviction that Latin Aaerican ixduatrial production is .high cost
 
and inefficient. L irapression of the importaue of the inefficiency
 
illusion can be derived from Table 3 which presents estimates of
 
the excess of local costs over the world price for Brazil on the basis
 
of the financial exchan.je rate and an average industrial coat exchange
 
rate.
 

Several additional factors need to be leantioned at this point. 
The anti-export bias introduced by the inequality of the industcial 
cost e~whange ra t& the non-traditioiul oxport exchange rato is 
made worse by the i..pnct of transportation costs which Lcduce '0-3 prices 
below the CIF pri-es for oquivalant c dities. Import duties in the 
devel oped cotmtxies serve to widen this FOS/CIF gap further aud to 
reinforce the anti-expm-t bia- of the exchange rate systu.. a the 
other hmn-i if expm-tn would be MdditLonal to rather than substitutive 
of .2omevtic seles and e:uev capacity is available, thy may well have 
a m"rgnaL cost below the average cost of output for the doeastic 
w-k-et. U2 such we the case, the anti-erport bias in the exchange 
rate etrue7tzre and iaL tho wor! 1 prica structure woul,J 'be soxehat 
of :sot. Further offsets could come from monopolistic market structures 
in the .etc commodity markets of poLentLal ezport products of 
Lat1 America. Such structure essentially iAplias a marginal cost 
below the doristic price. Fina1ly, monopolistic pricing in developed 
counitres by producers of potential Latin American exp~t pcoduct. 
would also genorate an offset by providing a higher price floor which 
ountt be ,.inderctto 

http:exchan.je


Table 2 

Import Commodity Rates in Selected Latin
 
.... - Ameripan.€ountgiesA 

(Financial Rate 


Non-meta 	lic tni.e.ra ! Produc-s 

Meta 1lurgy 


Machinery 


Electrical Squipment 


Transport E-mipment 


Wood Products 

Furniture 


Paper and Paver Products 

Rubber Products 


Leather Products 


Chentica is 
Pharmaceutica is 

Perfumes and Soaps 

Plastics 

Textiles 

Clothin 9 
Food Products 
Beverages 


Tobacco 


Printing and Publishing 


Metal Products 

Fertilizers and insecticides 


1.00) 

Brazil
1967 

Chile
1961 

Mexico
1960 

1.40 2.39 .96 

1.34 1.66 1.30 

1.34 1.8r 1.30 

1.57 2.05 1.25 

1.57 1.84 1.26-1.52 

1.23 1.35 1.14 

1.68 2.29 -
1.48 1.55 1.35 
1.78 2.02 1.33 

1.66 2.61 1.20 

1.34 1.94 1.21 
1.37 - 1.12 

1.94 - 1.10-1.22 
1.48 1.50 -

1.81 2.82 1.30 

2.03 3.55 I.10 

1.27 1.82 1.18 
1.83 2.22 1.28 

1.78 2.06 1.31 

1.59 1.72 1.13 

- 1.59 1.31 

- - 1.09 

Source: 	 Bergsman, J. and Pedro S. Malan "The Structure of Protection 
in BraZil", Table 6.6, Col. 5 
Jeanneret, T. "The Structure of Protection in Chile",
 
Table 7.8, Col. 1 
Bueno, G. "The Structure of Pr-Aection in Mextico", 
Table 8.7, Col. 3 
in B. Balassa et al. The StructguxE of Protection in Develop
ing Countries, Johns Hopkins Press 1971. 

http:tni.e.ra
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Table 3
 

THE "INDUSTRIAL INEFFICIENCY ILLUSION" IN BRAZIL 

Excess of domestic price (-coat) over international price
 

Sector At Financial Exchange Rate At Industrial Cost l/ 2/ 
Exchange Rate. 

Non-Metallic Minerals 40% - 5%
 
Metallurgy 34 -10
 
Machinery 34 -10
 
Electrical Equipment 57 6
 
Transport Equipment 57 6
 
Wood Products 23 -17
 
Furniture 68 13
 
Paper and Products 48 0
 
Rubber Products 78 20
 
Leather Products 66 12
 
Chemicals 34 -10
 
Pharmaceuticals 37 - 7
 
Perfumes and Soaps 94 31
 
Plastics 48 0
 
Textiles 81 22
 
Clothing 103 37
 
Food Products 27 -14
 
Beverages 83 24
 
Tobacco 78 20
 
Printing and Publishing 59 7
 

- Derived as follows - rate for intermediAte products 1.49 
rate for wages 1.48 

1.48
 

- A negative sign indicates domestic price Is below international price. 

SOURCE: Joel Bergsman and Pedro Malan, "The Structure of Protection
 

in Brazil" in B. Balassa and Associates, The Structure of
 

Protection in Devel.pigCountries, Johns Hopkin Press.
 

Table 6.6 and 6.8
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IV 

Tbs Private and Sosial De st and Cents of Capacity UItliaatLen 

W hae already established that utilization of capacity requires 

industrial exporting. we have also suggested that Utw geasration of 

such exports is hampered by an exchange cat* syeten Wwt has a sufficient

ly large anti-export bLas to make exporting unwpofitab o i.e. at private 

prices benefits from export sales (revenue) fall chart of costs (expen

diture). 
An ostimate o the exxwss of costs of jpoduct~ic in wasil. 

Chile and X=Lco over prices in ckvelo9gd countries an tha assumpti n 

of fully comp*tLtivo markets all around and no e=mws capacity is hwm 

in Table 4. Due to the various consideraticas discussed at the end of 

the last ection, tbhse figures ovarstate the true cost/price gap. 

howevr, the precise extent of this ovwretatemnt awaits a qwatifica

tion of the impact an mrginal costs and prices of level, of capacity 

use and market structere in both the exporting ind Lmyortims cotmtxies, 

The effect of the anti-export bias in the excha=ne rate system 

can be expresed as the percentage of pe unit current value a4ded 

that could be pyaid to factors on the basis of revenue frL.A expart sdes 

under the existing exchange rate structure. Table 5 ubvs such data 

for Brazil, Chile, and Mexico. It will be noticed that in mom cases. 

the anti-export bias is such that revenue from export sales would be 

insufficient to cover the costs of the material input, required by sch 

sales. 
The social cost, i.e. the cost at whadow prices, of addLtional 

industrial production is substantially below private costs for a nver 
lower unskilldof reasone. Labor coats would be much on several counts: 

labor is generally recognised to be in surplus supply and thus icmud 

have no opportunity cost fio the point of view of tho ec nW as a 

0whole. semi-akiLl 1 at&~not so extensively available, but could 

be genrated through the training of m of the existing surplus of 

unskilled labor. This training cost, however. when viewed An elatim 
t the use al ifeti± -of the trainee, hoos a negligile wanitude. 

Nor is it anropriate to include in the shadow price of labor an itm 

for reduation in seoiety's investmentl / e=ept in the laikely came that 

I/ The OLttl-NLrlees" adjustment. Cf. CECD naual o Project Alysis". 



XI{_EXCESS..OF COST OVER EXPORT PRICE FOR SELECTED 

lATIN AMERICAN COUNTRTIS 

BraziL Chi le Mexico 

Irdustrial Industrial

Own IndastrialCountry


Sector ii Own CoutptryTariff Tariff Freight Own CountryTotal- Tariff Tariff Freight Total Tariff Tarif _rigtToa 

Taif Fregh Tota
(.) eo t (7.) (7.) (7.) (7%) (7.) (7) (.)
Non-Yet4inerals 40 (%) (%) () (7.)5 5 62 139 5Metae1ur 5 177 534 5 5 1115 86 
 66 5 
 15 131achr.er. 34 22 29 5 15 788 90 84 
 22 8 103 30 22 8 84ElectricPa.1

Equipra_ut 57 '22 8 122 105 
 22 
 8 191 25 22 8 77Trav o: tat konEquipmer.t 57 22 
 8 122 84 22Wood Produc ts 23 5 8 161 26* 22 8 7830 119 35 5Furniture 58 16 

33 140 14 5 30 1038 117 129 16 8 210 ?aper & Products 48 16 8 5 8 31 55 5 8 89 35 5Rubber Products 78 8 8 658 124 102 8 8 154 33Lea :hcr Products 66 16 8 8 678 114 161 16 2Chemicals 34 8 8 69 94 8 8Pharrace ut ica Is 37 8 54 24 8 8 568 73  -Perf=nes & Soaps 94 16 
8 8 12 8 8 418 162

Plastics 48 
- 16 8 - 10"* 16 8 488 87 30 8Textiles 

8 8 64 8 881 8 8 128 82 8Clothing 103 16 
8 255 12*** 8 8 418 174 255 16 8 330 10 16Meta IProducts - 8 488 8 G0 8 8 100 31 8Fertilizers &
Insecticides 
 - 8 8 8 8 - 9 8 8 38 

1/ Industrial t'riff r 2T(+ 10 t)
SOURCES: r.n tariffs: -1ergsan & . an, Jenneret, uer.o, op. ci. Industrial Country Tariffs, Balassa, B.,
"The Structure of Protection in Industrial Cou-ntries and its F.fect on the Ex<ports of ProcessedCount.ries." Pciper su-ited to U:,-c,'D IT, Tildec 1. Freight: • .5laea,B. 

Coo~s from Developing 
foomnote in above source taken from

"Tr.K':. Prospce" . . s in !T.': it);,: n , *.'; n.rs 
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Table 5 

THE ANTI-EXPORT BIAS O1" THIE EXCIHINGE RATE 
SYSTEM IN SELECTED TCAN COUNRIES 

Percentage of actuol factor remuneration
 
payable on the basis of export sales
 

Industry Brr.2iIl Chile Mexico 

Non-Metallic Mineral Products .64 NVA ---
Metallurgy .68 hWA .49 
Machinery .71 .03 .57 
Electrical Equipment .36 .11 .71 
Transport Equip-ment .4.6 .15 .57** 
Wood Products .78 .30 .75 
Fu rni ture .32 NVA 
Paper and Products .54 .21 .38 
Rubber Products .41 NVA .53 
Leather Products .43 EVA .61 
Iemirc.s .66 NVA .5 
Pharmaceut icals .66 ---- .65 
Perfuan-.r- and Soaps NVA .56-.77 
Plastics .49 .34 
Textiles .68 FVA .79* 
C] othing .31. NVA .83 
Food Pcoduets .66 NVA .59 
Beverages .14 lVA .55 
Tob.,;cco .40 .04 .53 
Printiitg and Publishing .52 .31 .77 
Metal Products .28 .48 
Fertilizers and insecticides .77 

NVA - negativc value added, i.e.: no payments to factors feasible 

Cotton textiles
 

Railroad equipment only; motor Vehicles have NVA
 

SOURCES:
 
Dcrgsian, J. and Pedro S. Maln, "The Structure of Protection in Brazil",
 
Table 6.6.
 

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

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

in Bela Balassa and Associates, .heStructure of Protection in uevul.CS ,un1 

Johns Iopkin; University Presq, 1.971 

http:uevul.CS
http:Protcct.on
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consumption out of the new wage bill caused a reduction in the absolute
 

level of investment that would be forthcoming in the absence of the capacity
 

utilizing production. The social cost of labor in production is therefore
 

neglible.
 

The social cost of capital is also substantially below the
 

private cost. Since the use of installed capacity is at issue, the capital
 

outlay has already been made. The only relevant cost for utilization is
 

a possible user cost. This in turn depends on whether scrapping of installed
 

capital is the result of actual physical deterioration or of technological
 

obsolescence. If scrapping arises from wear, the social cost is equal to
 

the present value of the output foregone due to earlier scrapping. Assuming
 

the production from years 20 to 40 is at issue, this will be substantially
 

reduced by any reasonable discount rate. If scrapping is due to obsolescence,
 

be it at private or social costs, then the marginal cost of using installed
 

capacity is zero, except for additional maintenance cost.
 

The social benefit of capacity utilizing industrial production can take
 

two forms, depending on whether the output is (a) exported, or (b) used to
 

increase domestic absorption of the goods produced over the level obtaining
 

in the absence of such production. In the first case the social benefit is
 

equal to the net foreign exchange made available, i.e. to the difference
 

between the foreign exchange value of the output and the foreign exchange
 

value of the material inputs. For the output, FOB prices are relevant and
 

for inputs FOB or CIF prices should be used depending for each material
 

input on whether it is exported or imported (or substitutes for imports).
 

If the output is used to increase domestic absorption, the social
 

benefit is equal to the excess of the marginal social utility of the
 

good whose absorption is increased over the marginal social cost of the
 

material inpurts required for production. This cost will equal the foreign
 

exchange value of the material inputs converted to local currency at the
 

marginal social utility of foreign exchange, if the material inputs are
 

traded on the margin. It is worth noting that an activity may
 

have negative social benefits under use (a) and still yield positive
 

benefits under (b) if the commodity concerned has a demand price (i.e.
 

marginal utility) greater than the demand price for foreign exchange in
 



genral (i.e. marginal utility of foreign exchange),, as is likely to
 
be the case with coumodities at the higher end of the protection
 
spectrum.
 

From an empirical point of viev, most productive activities in
 
Latin America yield positive social benefits under (a) and of the
 
remainder only a few vuld fail to do so under (b). Thus, it can be
 
concluded in general that the social bnefit of usAng installed capacity 
is positive. kiather the social benefit will also exceed the social 
cost depends both on the size of the benefit as wall as an the importance 
of the user cost of capital as a social cost. it is to be expected,
 
however, that utilization of installed capacity in a broad spectrum
 
of activities would have a high excess of social benefits over social
 
cost. 

V 

Fiscal policy for capacity utilization 

So far we have argued the following: 
(1) The utilization of capacity requires that sow of the new 

output generated with that utilization be exported; 
(2) At social (shadow) prices the export of part the production 

arising from capacity utlixation will leave a positive net benefit for 
a 	wide spectrum of activities;
 

(3) At private prices, exports are unprofitable. 
It follows, therefore, that fiscal policy for capacity utilization 

must consist of aaking ths export of industrial production profitable 
in those sectors in which it leaves a net benefit at social (shadow) 
prices. A version of such a policy is one which subsidizes exports. 

,/ 	Given sm level of availability of for ign exchange, the marginal 
utility of foreign exchange is equal to I + I nat A %barethe mzi are 
the marginal propensities to import and the ti are the tariffs or 
tariff equivalents of 1mport restrictiona. The marginal utility of 
a tradable csoodity is given by 1 + ti. Defining a t as the input 
of material j into one unit of i, all taken at free trade price , 



-.19 -


Export subsidies have traditionally been opposed by the policy 

makers of Latin America, an the grounds that they foster inefficient 

industries and that in addition they draw c very scarce fiscal resources 

which are better employed elsewhere. The first of these reasons is 

based on the couparisom of d mstic industrial coats and international 

prices by use of the financial exchange rate. This procedure has already 

been shown to be an inappropriate way of undertaking these comparisons. 

it is biased Lgaist thb coaclusion that industrial cost will allow 

exporting and instead gives rise to the phEnomenan of "industrial in

efficiency illusion". The second objection is not conclusive either. 

An export subsidy, once enacted, will only generate fiscal expenditure 
if exports in fact take place under it. Such exporto would at the same 

time, however, imply additional economic activity which in itself and 

through the foreign trade multiplier would generate a substantial in

crease in the tax base. This increas in the base would in turn generate 

additional revenue for the exclwquer. This new revenue would serve to 

cover in part or in whole the subsidy necessary to generate the exports 

in the first place. Thus, through a combined foreign trade and fiscal 

multiplior, the export subsidy generates its own (partial or total) 

financing. Under the Latin American conditions in which the marginal 

import propensities are rather low, foreign trade tax multipliers tend 

to be high anO as a result fairly large export subsidies can be supported 

by the revenue generated in this form, particularly if they are paid 

only to new exports. In essence, what is at issue is the use of a full 

capacity utilization budget to estimate the fiscal impact of expirt 

subsidies. This full capacity budget is analogous to the full employ

wient budget introduced recently in the U.S. H, whereas in the 

U.S. version, the isues is a spending (reduction) of government revenue 

it can easily be seen that negative net benefits under (a). 

L - Z aj <O dpes npt .n general imply negative benefits under 

(b), (I + ti) + Z miti) Z8jj O. P= the derivation of the 

marginal utility of foreign exchange, Cf. D.M. Schydlowaky "on the 

Choice of a Shadow Price for Foreign uxchange", icenomic Development 

Report lo0, Harvard University Center for International Affairs. 
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to generate domestic activity and. additional domstic employment which 

in turn will then finance the government expenditure. in Latin America 

we are faced with a situation in which it is the expenditure of public 
funds for the creation of exporta which generates a higher level of 

economic activity and in consequence an increase in revenue. 

A sirmple iwdal of the following kind allows the calculation of 
a full utilization budget and spciicizly of tho maximal subsidy 

payable without net fiscal cost to the exchequer. 

Doefinei 

P total expenditure of the private sector 

p - marginal propensity to spemd of the private sector 

M = importm at CIF prices 

m -warginol (- average) propensity to import
 
V - income at market prices
 

E - exports at FOS prices
 

G = goverment expenditure
 

T - fiscal revenue
 
a - rate of ad valorem import duties
 

td - rate of direct taxes on inome 

ti - rate of taxation on domestic transactions expressed 
as a percentage of national inc 

Then: 

- P0 + VUtd-ti-) Y(1) 
M(l+a) m 1 -td-ti:-M= Y (2) 

E -go (3) 

G - Go (4) 
Y V f . G + CH-M) (5) 

T aM + (td+ti)X (6) 

This system of equations tells us that gross private disposable 
income V determines the level of final demand for domstic goods and 

W Note that this is defined at factor cost - hence, the terms for 

Indirect ta:4tion and import duties. 



for imports measured in dwwstic prices (eqq [1 and 2j), that exports 
and govexnawnt expaniture are OxogeMosly determined (Gqq [3 and 3 " ), 
that income must equal expenditure (eq 5) and that fiscal rvenuo omes 
from several kinds of taxes. 

'rho total difforential of iiscal revenue with regacd to Licome 
frc; expoztz will zhiow tto in-oaz in fi.caI rOso'zwcos per paso
 
of dojit.onal Lnccu co-A".'
 

tJT at a,a (I-t2Ej + [ + ) ( :+ ii . f"- . . - (7) 

where tx - td+ti+ad
 

Incorporating export subsidies expiicitly requires substituting 
E by E* = (l+s)E, where s - rate of subsidy on FOB value of exports. 
The net fiscal change after export subsidy payments can now be writtan an 

am (1-tx) + (l+a) (tl+ti) _( 

Applyimj these formulae to Argentina with tx - .43; td - .0467:
 
ti = .07; a - .024: m - .159, p = 1, am obtain
 

dTn - .566 dE* - 1 E (9) 

To obtain the ma -. which causes noimal subsidy rate, a, net 
deficit, equation (9) is set equal to zero and a - 1.3 which mans that 
in Argentina a subsidy rate of upto 130%of the FOB value of the export 
will not disiwprove the iiscal balance. MherO/ coumtries will surely 
have different and probably lower, cutoff points but econcaien as cloed
 
as the Latin American ones cannot fail to have high fWreign trade 
multipliers, and hence room for suhstantial export sbsidizaticn without 
a negative net giscal impact. 

l./For more detail n this model including period analysis, rectoral 
disagregation and sensitivity analysis of the paramters, Cf. 
D.M. Schydlowaky "Short Run Policy in Semi Industrialized cmlosieu
 
Sconcaic Devetogmgt ggd Qultural Chawlt Wtil 1971.
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VI 

The effects of multiple shifting
 

Fuller utilization of capacity will naturally generate a once
 

and for all increase in the level of income. Since _3%.ond cnd third 

shifts are typically somewhat less productive that. the first shift, 

one can expect rhe addition of a aecond shift to somewhat less than 

thirddouble the contribution of industry to GNP, and the addition of a 

somewhat less than the second shift. Assuming thatshift to add again 

the complementary factors of production can all be made available, and
 

fiscal policies adopted to achieve the macro balance necessary, ball-park 

capita income at one, two and three shifts of operationlevels for per 

of industry can readily be calculated. Table 6 presents such estimates 

1967,for Argentina, Brazil, Chile, Colombia and Peru for the year 

of index numbers of real per capita income based n Beckerman'sin terms 

study/ in which U.S. per capita income in 1960 is taken at 100. In 

an the averagethis calculation it is assumed that industry operates 

at one shift of capacity. 

In addition to producing a once and for all incxease in the 

level of income, full utilization of capacity reduces the capital output 

rate is above the average,ratio. Furthermore, if the marginal savings 

there will be an increase in the average savings rate. These two 

factors together will generate a higher rate of growth. Unless the 

level of demographic increase is strongly and positive affected by the 

level of per capita income, the higher level of aggregate growth will 

also signify higher per capita income growth. The combination of a 

larger base and a higher rate of growth arising from pultiple shifting 

the level of incom in aultiplegenerate much quicker increase in 

shifting countries.
 

The implications of applying full industrial capacity growth can 

be seen by comparing incom on the assumptions of 1, 2 and 3 shifts 

of operation of the industrial sectows of Argentina, Brazil, Chile, 

Colmibia and Peru in the year 2000. This comparison is presented in 

Table 7 which shows that triple shifting almost duplicates the per capita 

income attainable in the year 2000. 

/ Bckerman, w. "International Comparisons of Real Income", OECD. 
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Table 6
 

ESTIMATED REAL PER CAPITA INCC*IE OF ELBCTED 
LATIN AIERICAN COUNTRIES AT DIFFEREBT 

NUMBER OF SHIFTS WOYMED IN INDUSTRY 

1967 

(U.S. 1960 = 100) 

Argentina 26.0 30.4 34.o 

Brazi1 13.0 15.0 16.5 

Chile 21.0 23.6 25.9
 

12. 13.1 14.0 

Peru 10. 10.8 11.4 
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Table 7 

ESTIMATED REAL PER CAPITA INCOME OF SELECTED
 

LATIN AMERICAN COUNTRIES AT DIFFERENT
 

NUMBER OF SHIFTS WORKED IN INDUSTRY
 

FOR YEAR 2000 

(U.S. 1960 = 100) 

One Shift Two Shifts Three Shifts 

Argentina 42 80 87 

Brazil 25 41 47 

Chile 35 70 97 

Colombia 20 35 38 

Peru 23 29 31 
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VIZ 

Coiclusicn
 

In this paper we have axgusd that ummplOyMent in Latin pnuricac0esxista with und rutilization of capital. Thits TU 'i-' eyne .iansALuation cannot br e-tin.Itnat w-.tIh a si~gle expa4sion of domestic
aggraate demand in view of tha ba±rce of qaYUntfs sit tion facingthose countries. As a result, a part of the new output vanerated by
putting the excess capacity to wor-. must be exported n order to payfeo thO iUportg necOssary for the hiihar leves of utilizati¢c 
 to be
 
Sustainable.
 

The structure of the exchutge rate system has a substantial
anti-6XPOrt bias thus hindering thd g9oerati of industrial expots.
In addition, the "industrial inefficiency illusion" operates to reinforce the conviction that indurxial exporting is imposmible. Forthis and other reasons arising grom the labor and tax legislations,
putting capacity to work is not profitable at private prices.
At social (shadow) prices, however, the benefits can be eyvectad to be substantial. 
A fiscal policy is the 
 e nee to bringprivate profitability in lin with thQ not cocial bmefits. Such a
policy would be one of export 
subsidization.
 
Contrary to common 
 belief such subaid.ao need not represeta net outflow from the Treasury. "F- higher level of activity
concurrent with an increase in capacity utilization gqeeratesgreater tax base and 

a 
atore revenue. 
The tota effect of the foreigntrade and tax multiplier may well pay the Vhole cost of the subsidy
 

or more.
 
Finally, the implications of full capacity growth 
foe several
Latin American co=tries
QAse9wi*s were estimated for the year 20000Inm ball-park figures indicate that per capita incems at thre shiftsof operation would almost be double the leel achlevable in 2000 atone shift of operation and historical growth rates.therefore, that a vigorous 

It sem, 
fiscal policy of capacity utilization andinduntrial export promotion holds the ypcoise of i iessivean 

payout for the Latin American economies. 

Schydlowsky/201.
 

http:subaid.ao

