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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 sustainabie.

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 ne:d 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 morle,



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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Fiscal Policy for rull Capacity Industrial
Growth in Latin Amsrice
by

Daniel M. Schydlowsky
Bagvard mivarsity *

A Latin American enigma: Keynesian Unespl oyxent ?

The Latir Axsrican economiess are genexally thought to be
amply endowed with labor and rather scarcely endowed with capital.
It is usuzlly cencluded that this structure in the relative avail-
abllity of factors of preduction leads to the ezistence of unsaploymant
and of low productivity smploymsnt of labor. Chemployment is indeed
high in Latin America at the present tine and it appears to ke growing.
The Latin American Institute of Bconomic and Social Planmaing hag
pnmmmxmlozwmtmmmwmuhmm
If the undaremployed are incliuded, this figure risse to 25%. If output
grows at historicel xates, overt uneuploymeat is estimatod at 18X for
1980. 1L/

¢ Fxepantsd to the 2lat annual Latia Amsricsa Confereace, Uaiveraity

of Florida, Gaimesville, Fla. Fed. 17-20, 1971. The uwnderlying

Ressaxch has been supported in part by the Devolopmeat Adviscry

Service, Harvard University from AID grant CFD-1543 howsver the

news expressed do not necsssarily reflect thess of Axp, T0® compila-
tion of some of the tables by Dr. David Dapice is gratefully acknowledged.

i/ "The Unemployment Problem in Latin America®, Organization of
Amsrican States, third Interamerican Coaferemce of Ministers of
Labor of the Alliance fer Frogress, Docuseat 10, 18 Septesbeor 1969,



while the existence of unemployment is indisputable, evidence
is also graduslly sccumlating on the presence of underutilis=tion
of capitsl. DMNot only do many of the Latin Americar economiss period-
ically use their installed productive capacity at levels below their
own customary norm, the norw iteelf is based on utilization of capital
at less than 24 hours a day for 365 days a year less maintenance.
whareas ia the developed countrieas, the relative factor endownant
makes it undesiruable to usa the capital stock ‘round the ciock and
day in day out, in economies with a surplus of lazbor of the megnitude
that the Latin Amasrican countries apparently have, it ias to be expacted
that the optimal uae of factors would require mwch more intensive
utiliration of the capital stock than is cbserved in developed countries
or thon is in fact observed im the Latin American econcmies themsslves.
while systematic information of the extent of multiple shifting is not
available at the present tiwe, it is common knowledge in Latin Amerxica
that on the average plant and equipment are used on a one shift basis,
the exceptions baing prosess centered industries in which ‘round the
clock operation is reguired for technical reasone. Deviations from
the usual norm have been tabulated in Argentina for the periods
1961-65 and show capacity utilization to have fluctuated between 55%
and 67% of this norm on average. 1L/
The secteral detail of these data are shown in Table 1.

1/ conade, Results of Survey on Production and Investment Expsct-
ation ¢f Industrial Enterprise,
‘Tablie 3.
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Table 1

ﬁgentin&

Pexrcentage of Actual Output
with Respect to Maximum

S§ector QuEpyt
1961 1963 1964 1965

Food and beverages 48,8 53.2 48.%9 51.5
Pobacco 82.7 81.9 88.6 91.2
Texti les 83.2 59.2 68,9 77.1
Clothing 68.3 64.2 72.% 78.4
Wood 72.7 48.6 $3.2 70.4
Paper and cardboard 5.1 48.3 52.7 62.4
Printing and publishing 73.3 3%8.3 62.4 70.8
Chemicals 73.4 5%.2 68.1 73.8
Petroleum derivatives 87.9 78.2 84.7 83.€
Rubber 80.5 54.0 66.2 77.6
Leather 4.2 66.8 77.8 79.9
8tones, glass, and cexramics 70,2 $9.0 68.7 71.8
Metals, excluding machinery $9.4 <40.8 30.3 66,6
Vehicles and machinery (excluding

electrical equipment) 78,6 44.6 56.5 65.6
Rlectrical machines and equipment 539.2 43.5% 47.6 61.0
Weighted average 67.2 34.6 59.5 66.1

8ource: CONADE, Results of the Survey on Production and Investment
Expectations of Industrial Entexprisesc (Buenos Aires:
COMADE, Maxch 1963), table 3.
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The axistence concurrently of unutilized labor.and unutilized
capital throws considerable doubt on the preveiling hypothesis that
unemployment in Latin Amorica is of the structural kind. Rather,
it suggests the possibility thet Latin America is faced with s typi-
cal Xeynesian unemployment problem. Such a conclusion is tempting:
however, it wmust be born- in mind that production cannot simply go
forward on the bhasis of capital and unskilled labor as the only factore
of production., In the Latin American context, skilled lebor,
managemsnt and foreign exchangs axe equally crucial factors of
production. Yet none of theese factors can be thought of as existing
in absolutely fixed supply. Surely etilled laber can bg trained if
there io a demand for it: eatrepreneurs will appaear if there are
wrofit opportunities or may themsclves have “axcess capacity” and,
finally, foreign exchange is a produced input, and with suitable
ncaro-gconomic policies is available as any other intermgdiate product
rather than as a priwary factor of production. Thus it does seem
appsopriaste to conclude that Latin America is at present beset by an
uneaploymsnt problem more akin to a Keynecian situation than to a
structural developaenli ong.

If this concluasion is cerrect, Latin America has &« very cone
siderable potential for increasing its level of income, its growth
rate, and its employnent simply by using its existing factors more
fully. The growth problem in Latin America then becomas very closely
ontangled with the problem of utilization of rescurces rather tl:.a
being in the first instance a problem of allocatiom.

Such a change in eaphasis also nakes considerakle difference
to the framewoxk Of analysis in which Latin Anerican policy is con-
ducted. For example, in such 2 context import substitutiom & ocutrance,
which lhas been repeatedly criticized on allocation grounds, appesrs
more reasonable. If all domestic factors are in excess supply, any
and all foreign emchange saving activity i dosirable. It is only
when at least one of the domestic factors have non-zero costs that
a comperison of different ways of saving (or earning) foreign exchange
becomes relevant. Although Latin American izpoxt substitution policies
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offer some grounds for bslieving that policy makers were aware of
the nature of their sconomies’ unemployment, such a recognition, if
extant, clearly did not carry over to other areas Of policy.

II

Barriers to capacity utdization

A nuaber V. caccw s anirbit the fulloar utilization of installed
capacity on the pert of industrial firias., The main Ones are the
following:

a. Unavailability cof market for tho product

The domestic markets of the varicus Latin Amsrican countries
are of such limited size that tho productive caopocity operating at one
shift or less is able to catisfy tho total dermond fextheoming at prices
that allow tho accustomed profit to o wnés. 3t is of courez true that
any one of the firms in an industry coculd reducs ito price and atteopt
to drive its competitors cut of businoss in crdexr to then satisfy the
whole wmarket at a fuller lovel of utilization of itc installed capscity.
From the point of view of the eccncmy 2o & wholo, such a devolopxeat
primarily reallecates excess capacity, uce only oxpanding to tha extont
that a lower price incroesses the total industry saloes.

Price cutting of this kind happens caly raroly, 4if at all,
because of the oligopolistic structure of the wmarkot, oasch participant
knowing that the others will rotaliato and uncertain of his ¢ final
success. At tho same times, the govexnment ic cwarc that an artificial
expansion of tho domestic market throuwgh tho cxteonscion of consumer o
preducer credit is not feasibls in the long run dus to the balance of
payments effects of expanding output. S8incw Latin samsrican industry
by and large requires some imported material inputs ia order to be able
to operate, an expansion of demand in ths demestic market amd the
consegquent increase in domestic productica to supply it implies
immadi ately a rise in importe which is not gustaincblo ower the long
term, given the balance payments situations of these ccuntries.
Finally, the export aarkst is not a relevant one for wxast Latin American
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producers dus to the leval of their costs which at the current
wacihuanyge ratee 1ls considerably above the prices they can cbtain in
the export markets. Market conditions are such then, that there is
nowhere to place the increased ocutput arising from fullexr utilizatiom
of capacity.
b. Unavailability of working capital

 since production is not inetantancous, & certain amount of
working capital iz necded for walntenance of stocks of raw wmaterial,
goods in process, and tinished producte. Lotin american industry
typically finances this working capital with bank credit. This implies
that unless credit for working capital were expanded, fuller utilization
of capital would be aande iupogsasible through a conetraint on the
possibility of maintaining the reguired imveantceries of various types
of materials and gooGs in procosa.i/ in additiom it oust ba borne
in aind that some of these inventuriee cemsist of imported products
and thus their increase has balance of paymente offacta.
Ce Unavailability of skilled parsonnel

; Skiiiod and supecrviecxy lahoraérn inputs complementary to
capital, unekilled labor and foreign exchange. The total unavailability
of such labor could thervfore prevent any production from taking place.
. The extreme case of such uraveilability arises in the famiiy fZirm
wvherein the management is fully concentrated in the owner himself,
who, Of course, cannot work 24 howre a day. Im larger £irms, with
hired menagoment, this problem becoaws lees acute. Nevartheless,
the procuremont of supsrvisory labor of adequate quality to work the
2nd and 3rd chifts iz no negligible problem. At the same tims, the
process centerad industries in which the nature of the technical
process requires working around the clogk, have found it possible
to obtain the requisite type of labor, thus, it is difficult to believe
that other industries would not be equally successful. It appears

'}/ For a general srgument in favour of considering credit a factoxr of
production cf. Maynard, G. and W. van Rijkeghem “sStalilization
Policy in an Inflationary Bconomy" in G.P. Rapanek, ed. Develooaent

felicy: Theery and Practige, Barvard University Press 1968.
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usaful, therefore, to think of this element more as generating an
extra cost rather Lhan as raising azquestion of absolute availability.

de. Labor cost structure

The movement €0 a second and or third shift implies a discrete
enlargement in the labor force in industry. In tha context of labor
regimeg in which hiring is considerably easier than firing due to laws
protecting the stability of employment, regulatiownsg governing saverance
pay, vacations, etc.é/, such a comnitment on ths part of industry ha:
aspects simllar to those of investment in a fixed at;set.r In addition,
labor laws or collecting bargaining comtracts oftea specify highar pay
for seconu and third shift work, thus making the hiring of additiomal
labor for fuller capacity utilization through multiple shifting more
expensive then the acquisition of a similar amount of labor to work a
first shift on additional capital goods.

8. lax legislation

Derreciation rules for corperate income tax purposes are
typically related to a number of calendar years uccording to the typa
of equipment. Mo allowance is made for tha level of intensity with
which the equipment is used. As a result, the toial allowable
depreciaticon can be used as a Jdeductiom from taxable profits arisirg
out of first ehift operation. If a second or third shift of producticn
is added, no further deduction for depreciation can be taken fiom
taxable profits. In consequence, the same tax ratc has o highar incidence
on each pesd of profit earned from a second or third ghift than it doas
on ¢ paeso of profit earned from the first shift. HNowever, such a
difforential impact is equivalant to & higher coxpurate tax rats on
second and third shift profits and congtitutes a disincentive to ths

oporation of such ghifta.

1/ The currant gost of fringe benefits to the hiring enterprisis was
estimated in 1957 by R. Ferrero for Peru at 4l1.4% of wages £or bluecoll
workers and 45,9% for white collar workers. The impact of a substan-

tial dismissal on company liquidity requires a differant anslysis,
howsver. Cf. Ferrero R.A, and A.J. Altmeyer "Estudic Economico de 12

Legislacion Social Peruana y Superencias para su Msjoramiento® Lima
1957,

2/ For a more general discussion of labor force hiring as a fixed
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The availability of a Market and of Foreign Exchange Inputs

we have néted before tha+ the internal market, at current levels
of agyregate demand, is not surric.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 intellerable strain on the balance of payments. The obvious solution
is to look to the expo-t market which has sufficient capacity to aboorb
the additional ontput J>f any one Latin Amexican country and indeed of all
of them together. 1In addition, the placing of ocutput on the foreign
market would provide the necessary foreign axchange te acquire the imported
inpute necessary for production to go forward. The problams of markat
availability and foreign exchange availability are therefore interdependant
and can be solved simultaneously. Moreover, it is worth bearing in mind
that as industrial exporte increase and the availability of foreign ex-
change ig thereby augmented, it becomes poesible to adopt a more expansive
aggregate demand policy thus absorbing soms of the increased industrial
output in the domestic market. In conseqguence, ths balanced policy will
be one in which only a part of the additicnal industrial product gets
exported, the remainder being absoxrbed by the demestic market through an
expansion in the agygregate demand therein. The praecisse point of balance
is one in which the new indusgrial exports aover precisely the new import
rsquirement generated by the ocutput itself as well as by tha additional
domsstic aggregate demand.

A necessary condition for such a policy to be feasible is ths
price competitiveness of industrial output. v This condition is generally

inveastment cf. vVernon, Raymond, “Organigation as a Scale Factor in
the Growth of Firms” in Markham J. and G.F. Papanek, cds. Industrial

Organization and Economic Development, Boston: Houghton Miff1lin 1970.
1/ This condition is not by itself likely to be a sufficient one.

Quality of product and marketing channels with appropriate inform-
ation feedback are two other conditions which are necessary omes in
most situations.
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thought to be 8o difficult to fulfill
that cviw Latin Americsn policy makars have typically not looked at the
export wmarket ae a likely place for placing any industrial ocutput. The
prevalent view ia that Latin American industrial production is “very
high cost” and "inefficient". BSuch a conclusion is derived from a
rather simple cost analysis which conseists of taking the costs of
production in local currency, dividing these costs through by the
exchange rate and compasing tie cesultant foreign exchange amount with
the current price in the intecrnationul wmarkets. Such an analysis is
fortunately highly wisieading.

Tho Latin American economice all gperate with an ifmplicit
maltiple exchange rate systenm which consists of a unified financial
sxchange rate and a highly differentiated set of import and export
taxes and other restrictions. whoreas the financial oxchange rate,
i.e. the amount of units of locel cuxrency for which a unit of foreign
exchange sells in the local financial market, is the figure that
receives most attention, from the point of wiew of ths impast on the
ecanany's verformance, the influsnce of the trade taxatiocn and other
trade cegtrlictions ia ot least as inmportant. Indeed, the whole
“exchange rate systea" is composed of the financial exchange rzte and
a large nuwber of comrodity exchange rates which are the multiple
ex~honge rate squivalents of the existing taxes and other restrictions
o commaxiity trade. Sach commadity exchange sa3te is defined as the
nurker of unite of local currency for which a dollsar’s worth of imports
at Clr¥ wrices (er axports st POB prices) sells for (is bought at) on
the Jomestic market. Each commocity exchenge xnte i3 equal to the
tinzancial axchange rate plus all the trade taxation and restrictions
assess0d on the import or export of thet particular commodity. A single
soumodity way natucrally have more than one commedity exchange rate
depending on whether it ie luported, exported, or traded under a
variety of regimes. .

& typical Latin American exchamne rate egystem is structured
likc that of Argentina in 196t, which consisted of the following rates::/

1/ Token frum “Proyecto de Modificacion de lsz Bstructura Arancelario-
Cambiaria®”, Camara Argentinz de¢ Radie, Television, Telecomunicaciones
Yy &stiaes (Cartta), Septecdexr 1986.
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Rate Soaposition Xesop por 5
Agricultural Expext = Pinancial less 10% tax w 200
Financial = PFinancial e 220 = official
Won-traditicnal Lxport = Financial + 16% tax rebate = 260 rate
Raw Material Import = Pinancial + 50% duty = 330
Semi-Manufactures Iaport = pinancial + 1204 duty = 460
Couoponents Inport “  Pinanciad + 175% auty = 600
finished Products Iaport o PFinaaciai + 2z20% ducy = 700

Examining now the ceast structure of the typical Argentinian
industrial producer, we find that his imported material inpute woulad
be acquired at am oxchenge rate ranging frem 330 te 600 pegos per dellar.
His domestic matorial inputo would be supplied by lecal preoducers at
prices somowhot bolow the import point, i.e. at wrices reoflecting an
exchange rate range of say 31C to S80 pezes par dollar, Finelly, the
typical producer's wage rate would reflect an exchange rate approximating
the averaje exchango rate applying to iadustrisl output in cemeral ox
about 6CO pogos nar dollar.é/ Thus our producer's cest exchange rate
would approximate 450 to 500,

Two cenclusions can bo drown from this colculation of the cost
exchange rate. 7he first of thosoe is that at a pon-traditicnal expozrt
exchange rate of 26C, the typical Argentinian producers ceulc not have
been expected to export. Indeed, he was implicitly subject to a
substantial export tax through tho relative enchange xrstes £for costas
and sales wvith which he was confrontud. This sitwation, of COUr 8O,
genacalires ¢O Latin Amorica as 5 whole: the import cemapdity rates
npre very dirparate =nd inveriably higher than the financial and the
non-traditional export rates. Toble 2 shows the tatiéi%cnmodity ieport
rates to the financicl rates for twe digit industries in Brazil, Chile
and Mexico.

3/ v ~ targinal physical product (Mie) x price of output. 1If the
uniﬁigutput is pet «t an nmount costing 1 CIF, then we have

w r garginail pbyslicsl product x average commodity excharxje rate
for output.



fhe second conclusion is that it is inappropriate to take
local currency costs and compare then to world prices by means of
the finenclal exchange rata. Since costs are based on an axchange
rate substantially above the financial exchange rate, the comperison
of these coasts with world prices by rnwans of the financial rate implies
an overstatement in the dollar costs. The standard cost calculations,
thersfore, geasrate an “inedficieancy filusica' which "gubstantiates"
the conviction that Latia Awmerican industrial production is hugh gost
and inefficient. An impreossicn of the importance of the inegficiency
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 exchanye rate and an average industrial cost exchange
rate.

Several additional factars need to by mentioned at this point,
The anti-expozt bias introduced by the inequality of the industrial
cost exchange rate and the non-traditioaal oxport exchange rate is
made vwormae by the inpact of transportation costs which reduce O3 prices
below the CIF prices for ofuivalent commodities. Import dutics in the
developed cowntries serve to widen this FOB/CIF gap further and to
reinforce the anti-export bias of the exchange rate systew. wa Che
otker hand if exporta would be addit:.onzl to rather than subetitutive
of Jomestic seles and evcess capacity is available, they way well have
& avrginal cost below the average cost of output for the deaestic
masxet. 1L such wece the csse, the anti-export bias in the exchange
rate structctare and in the worl? nrice structure would ba gozevhat
offlgot. IFurther offswts could come from monopolistic marke: structures
in the Jdorestic comeodity markets of potential export products of
Latla Awerica. Such structure essentially iaplies a marginal coat
below the domestic price. Pinally, monopolistic pricing in developed
countries by producars of petential Latin American export productas
would aleo generata an offset by providiang a higher price floor which
ant. be rmndercut,
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Table 2

Import Commodity» Rates in Selected Latin

American Countriea

(PFinancial Rate = 1,C0)

Brazil Chile Mexico

1967 19561 196U
Non-Maetaliz #ineral Products 1.40 2.39 .96
Metallurgy 1.34 1.66 1.30
Machinery 1.34 l.841 1.30
Blectrical Bhuipment 1.57 2.05 1.25
Transport Equipment 1.57 1.84 1,26-1.52
wWood Products 1.23 1.35 1.14
Purniture l.68 2.29 -
Paper and Paper Products 1.48 1,55 1.35
Rubber Products 1.78 2.02 1.33
Leather Products 1,66 2.61 1.20
Chenicals 1.24 1,94 1.21
Pharmaceuticals 1.37 - 1.12
Porfumes and Soaps ‘ 1.94 - 1.10-1,22
Plastics 1.48 1.50 -
Textiles ' 1,81 2.82 1.30
Clothing , 2,03 3.55 1.10
Food Products 1.27 1.82 1.13
Baverages 1.83 2.22 1,28
Tobacco 1.78 2.06 1.31
Printing and Publishing 1.59 1.72 1.13
Metal Products - 1.59 1.31
Pertilizers and insecticides - ' - 1.09

e

——— L, ey s

Source: Bergsman, J. and Pedro S. Malan “The Structure of Protection
in Braril", Table 6.6, Col., 5

Jeanneret, T. “"The Structure of Protection in Chile",
Table 7.8, Col. 1

Bueno, G. "The 8tructure of Pr:tection in Mexico",
Table 8.7, Col. 3

in B. Balassa et al. The Structure of Protection in Develop-
iny Countries, Johns Hopkins Press .
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fable 3

.THE "INDUSTRIAL INEFFTICIENCY TLLUSION" TN BRAZIL

Excess of domestic price (=cost) over international price

Sector

At Financial Exchange Rate At Industrial Cost / 2/

Exchange Rate;

Non-Metallic Minerals 40% - 5%
Metallurgy 34 -10
Machinery 34 -10
Electrical Equipment 57 6
Trangsport Lquipment 57 6
Wood Praducts 23 =17
Furniture 68 13
Paper and Products 48 0
Rubber Products 78 20
Leather Products 66 12
Chemicals 34 -10
Pharmaceuticals 37 -7
Perfunes and Soaps 84 31
Plastics 48 0
Tezxtiles 81 22
Clothing 103 37
Food Products 27 -14
Beverages 83 24
Tobacco , 78 20
Printing and Publishing 59 7
i/ Derived as follows -~ rate for intermediate products 1,49

rate for wages

1.48
1,48

2/ A negative sign indicates domestic price Is below international price.

SOURCE: Jo2l Bergsman and Pedro Malan,

"the Struciture of Protection

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

Protection in Developing Countries, Johns Hopkin Press.

Table 6.6 and 6.8
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The Frivate and Sosial Benefits and Ceats of Capacity Utilizstien

we have already sstablished that utilization of capacity requiraes
industrial exporting. we have also suggasted that the genaration of
such exports is hampered by an exchange xste gystem that hes a sufficient-
ly large anti-expoxrt bias to malle exporting unpzofitable, i.o. at private
prices benofits from expart sales (revenue) fall ghart of costs (expan-—
diturxe).

An ostimate of the excess of costs of productica inr Zrazil.
chile and Moxico over prices in develoged countries on the assumptiea
of fully compotitive markets all arcund and no excose capacity is shown
in Table 4. Dus to the varicus coasideraticns digcussed at the end of
the last saction, thaso figuras ovaratate ths true cost/price gap,
however, the precise extent of thisc ovargtatement awalts a guantifica=-
tion of tho impact on marginal costs and prices of levels of cepacity
use and market ctructure in both thse exporting ond importing countries.

The effect of thoe anti-export bias in the exchange rate system
can be expressed as the porcentage of por unit curxemt value added
that could be pald to factors on thoe basis of rovenue fria exprxt sales
under the existimg exchange rate structurs. Table 5 shews such data
for Brazil, Chile, and Mexico. It will be noticed that in sowe casss,
the anti-export biss is such that revenue from export sales would ba
ingufficient to cover the costs of the material inputs reguired by such

sales.
The socia) cost, L.8. the cost at shadow prices, of additional

industrial production is substantially below private ccsts for a nuaber
of reagons. Labor costs would be much lower on several counts: unskilled
labor is generally recognised to be in surplus supply and thus would

have no opportunity cost from the point of view of tho econody as a
whole. sem-skilha&flwlfid not s0 extensively available, but could

be generated through the training of soms of the existing surplus of
unskilled labor. This training cost, however, when viewed im relatiea
to the useful lifotime -of the trainees, beccass a negligible magnitude.
Nor is it appropriate to imclude in the shadow price of labox an item
tfor reduction in seclety's tnvutum:y except in the ualikely cass that

)/ The "Little~Mirless” adjustmeat. Cf. ORCD “Manual oa Froject Analysis”
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Tabls 4

THE EXCESS OF COST OVER EXPORT PRICE FOR SELECTED

LATIN AMERICAN COUNTRIES

Brazil Chile Mex{ico
Irdustrial - Industrial Indpstrial
Own Country : 1/ Own Courtry : Own Country
Sector Tariff Tariff Freight Total Tariff Tariff Freight Total Tarfiff Tar{iff FPrefight Total
(%) (%) (%) (%) ) (%) (%) (%) %) - (%) (%) (%)

Noa-Met," 40 5 5 62 139 5 5 177 -4 S 5 11
Metallur 34 5 15 85 66 S 15 131 29 S 15 78
Machirery. 35 22 8 °0 84 22 8 103 30 22 8 84
Electric : :

Equipzaqt 57 ‘22 8 122 105 22 -8 191 ° 25 22 8 77
Tranerostetlon

Equipzent 57 22 8 122 14 22 e 161 26% 22 8 78
Weod rroducts 23 S 30 119 35 S 32 140 14 -5 30 103
Furaiture 58 16 8 117 129 16 8 210 -— 16 8 -
Paper & Products 48 ) 8 61 3% 5 8 €9 35 5 8 65
Rubber Products 78 8 S 124 ir2 8 8 154 33 8 8 67
iezther Products 656 16 8 114 iol 16 S 252 20 16 8 62
Chenicals 34 8 8 69 94 8 8 54 24 8 8 56
Pherraceuticals 37 8 8 3 - 8 8 | — 12 8 8 41
Perfumes & Soaps 94 - 16 8 162 — 15 8 -_ 10%* 16 8 48
Plastics 48 8 8 87 30 8 8 64 -— 8 8 -—
Textiles 31 8 8 128 2 8 8 255 - 1244k 8 8 41
Clothing 103 16 8 174 255 16 8 339 10 16 8 48
Metal Products —_ 8 8 —_ 50 8 8 100 31 8 8 65
Fertilizers &

Insecticides —_— 8 8 - - & 8 - 9 8 8 38

l/ : Industrial tariff freio 2
Total = (1+ -5 R-BAXLEL) (34 2l eortffy 1+f6.(l;$...dlt.) -1

6T

100
SOURCES: Cwn tariffs: Fergsman & }alan, Jeanncrct, Pu2ro, op. cit., Industrial Country Tariffs, Balassa, B.,
"The Structure of Protection {n Incdustrial Countries end Its F€lect on the Exports of Processed Gools from Developing
Countries." Paper sclzitted to UHTZTAD il, Table 1. Freight: 3Halarea, B., footnote in above source taken from
"Urade Prosgesis in Decnloping Nacions

TR Ty enuiyment only, 2% soap only, “H catton tew' flas ol
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Table 5

THE ANTI-EXPORT BIAS OF THE EXCHANGE RATE
SYSTEM IN SELECTED LATNGAN=TTCAN COUNTRIES

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

Industry Brozil Chile Mexico
Non-Metzllic Mineral Products 64 NVA ——-
Metallurgy .68 VA .49
Machinery W71 .03 .57
Electrical Equipment +36 .11 .71
Transnort Equipment ) .15 .57**
Wocd Products .78 .30 .75
Furalture $32 NVA ————
Paper and Products 54 W21 .38
Rubber Products 41 NVA .52
Leather Products A3 NVA .61
Chemicals .66 NVA )
Phaimacneuticals 66 —— .65
Perfum:s and Soaps NVA ———— «56-.77
Plastics 409 34 —_—
Textiles 68 NVA .79%*
Clothing .34 NVA .83
Food Products 66 NVA .59
Beverages .14 KVA .55
Tonuecco A0 .04 .53
Printdug and Publishing 52 .31 W77
Metal Preducts —— .28 JAE
“——— ~——— W77

Fertilizers and insecticides

NVA = pegative value added, i.e.! no payments to factors feasible

*
Cotton textiles

*k ‘
Railrcad equipment only; motor vehilcles have NVA

SOQURCES :
Bergswan, J. and Pedro S, Malan, "The Struvcture of Protection in Brazil',

Table 6.6,
Jeanncret, T., "The Structure of Protection in Chile', Table 7.8.

Bueno, G., "The Structurec of Protcction in Mexico', Table 8.7,

in Bela Balassa and Associates, The structure of Protection in bevelonim, Geudt
Johns Hopkins University Press, 1971
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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
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gennral (i.e. marginal utility of foreign exchange), as is likely to
be the case with commodities at the higher end of the protection

npoctrum.y
From an empirical point of view, most productive activities in

Latin America yield positive social benefits under (a) and of the
renainder only a few would fail to do so undexr (b). Thus, it can be
concluded in general that the social tenefit of using installed capacity
is positive. whsther the social benefit will also excesd the social
cost depends both on the size of the benafit as woll as cn the importance
of the user cost of capital as a social cost. It is to be expected,
however, that utilization of inatalled capacity in a hxoad spectrum

of activities would have a high excess of social benefits over sccial
cost.

v

Fiscal policy for capacity utilization

80 far we have argusd the following:

(1) The utilization of capacity requires that some of the new
output generated with that utilization be exported;

(2) At social (shadow) prices the export of part the production
arising from capacity utilization will leave a positive net benefit for
a wide spectrum of activities;

(3) At private prices, exports ars unprofitable.

It follows, therefore, that fiscal policy for capecity utilization
must coneist of making tha export of industrial production profitable
in those sectors in vhich it leaves a net benefit at social (shadow)
prices. A version of such a policy is ene which subeidises cxports.

1/ Given some level of availability of foreign exchange, the marginal
utility of foreign exchange is equal to 1 + } m,t, whare the mji are
the marginal propsnsities to import and the ty are the tariffs or
tariff equivalents of import restrictions. The marginal utility of
a tradable commodity is given by 1 + t4. Defining 844 as the input
of material j into one unit of i, all taken at free trade prices,
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Export subsidies have traditionally been opposed by the policy
makers of Latin America, on the grounds that they foster inefficient
industries and that in addition they draw on very scarce fiscal resources
which are better employed elsevhare. The first of these reagons is
based on the comparison of domestic industrial costs and international
prices by use of the financial exchange rate. This procedure has already
beeén shown to be an inappropriate way of undertaking these comparisons.
It is biased ggainst the coaclusion that industrial cost will allow
exporting and instead gives rise to the phasncwenca of "industrial in-
efficiency illusion". Tho second objectica is not conclusive either.

An export subsidy, once enacted, will only generate fiscal expanditure
if experts in fact take place under it. Such exporto would at the same
time, however, imply additional economic activity which in itseif and
thrcugh the foreign trade multiplier would gensrate a substantial in-
creasa in the tax bese. Thie increas in the baso would in turn generate
additional revenue for the exchoquer. Thie new revenrus would serve to
cover in part or in whole the subsidy necessary to generate the exports
in the first place. Thus, through 3 cowbined foreign trade and fiscal
maltiplier, the export subsidy generates its own (partial or total)
financing. Under the lLzatin American conditions in which the marginal
import propensities are rather low, foreign trade tax mmltipliers tend
to »e high and as = result fsirly large export subsidies can be supported
by the xevenue generated in this form, particularly if they are paid
only te new oxpoxts. In esgence, what is at issue is the uso of a full
capacity utilization budget to estimate the fiascal ilmpact of expxt
subsidies. This full capaeity budget ie analogous to the fuli employ-
ment budget intreduced recently in the U.8. However, whereas in the
U.8. version, the issuo is a spending (reducticn) of government revenue

it can easily be szaen that negative net benefits under (a),

L - 3 a44 <0, dpes npt in general imply negative benefits under

M), (1 +ty) - (1L +Zmitj) & a4y 0. Por the derivation of the
marginal utility of foreign exchange, Cf. D.M. Schydlowsky "On the
Choice of a Shadow Price for Foreign Exchange“, Economic Development
Report 108, Harvard University Coenter for Internatiomnal Affairs.
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to generate domestic activity and additional domestic employment which
in turn will thon finance the governmant expenditure, in Latin Amerxica
we are faced with a situation in which it is the expenditure of public
funds for the creation of exporte which generates a higher level of
economic activity and in conssguence an increase ia revenus.

A simple model of the following xind allows the calculation of
a fuil atilizatiom budget and specificeily of the maximal subsidy
payable without net fiscal cost tO the eoxcheguer.
pefine:

i

- total expenditure of the private sector

= marginal propensity to spemd of the private sector
imports at CIF prices

- marginsl (= average) propensity to import

= jncome at market prices

= exports at FC3 prices

= governuant expanditure

fiscal revenue

= rate of ad valorem impoxt duties

td = rate of direct taxes on incoms

ti = rate of taxation om domestic transactions expressed
as a percentage of national income

powe B8 2 W ox
L}

2 3
:

Then:
P = po+ pll-td-ti-ad) v ()
M(l+a) = ma-td-ti-ad) ¥ (2)
E = Bg (3)
G = Go (4)
Y= @t G+ (B=M) (5)
T = aM + (td+ti)y (6)

This eystem of equations tells us that gross private disposable
income 5/ dete:mines the level of final demand for domestic goods and

74 Note that this is defined at factor cost ~ hsncs, the terms for
indirect tazation and iaport duties.



for imports measurad in domestic prices (eqq [l and i]). that exports
and governaent expsnditure are exoyenously determined (oqq [3 and {l).
that income must equal expenditure (eq 3) and that fiscal revenue =omes
from several kinds of taxes.

The total <differcentioal of iiacal revenue with regasd to incoans
fras exports will sliow tiw et inoreasa in fiscsl resources Per peso
of zaditiOnal Lncome Of QRPOLESrS.

"jrr = ik (l-tx} - ii ‘;’c.lj_z‘ ’{'ts-i ""‘;.: 7-.) . dE (7)
(1+a) . 1=(i=tx) ["p-iafl+a)

where tx = td+ti+a %

Incarporating expart subsidies expiicitly requires substituting
E by E* = (1+8)E, where s = rate of subsidy on FOB value of exparts.
The net fiscal change after export subsidy payments cen now be written as

_ o, amfl=tx) + (Ll+a td+td - .
iTn e e e )} 9B T2~ dB*  (8)
Applying these formulae to Argentina with tx = .43; td = .0467:

ti = .07;: a = ,024;: m = ,159, p = 1, cne obtain

ATn = .566 dE* - 1—2; dEw (S)

To obtain the mazimal subsidy rate, s, which causss no net
deficit, equation (9) is set equal to zero and s = 1.3 which means that
in Argentina a subsidy rate of upto 130% of the FOB value of the axport
will not disiaprove the Ffiscal balance. 4 Other countrios will gurely
have different and probably lower, cutoff points but econcmias as closed
as the Latin American ones cannot fail to have high fereign trade
rmultipliers, and hence room for zuhstantial export subsidization without
a noyative net fimcal impact.

1l/For more detail om this modsl including period analysis, sactaral
Jisaggregation and sensitivity analysis of the pexazmeters, Cf.
D.M. Schydlowsky "“Short Run Policy in Semi Industrialired Bconcmies”,
g : hg April 1971.




VI

The effects of multiple shifting

Fuller utilization of capacity will naturally generate a once
and for all increase in the level of income., &ince .3.omd ond third
shifts are typically somewhat less productive thar the first shift,
one can expect the addition of a second shift to gsomowhat less than
double the contribution of industry to GNP, and the addition of a third
shift to add again somewhat less than the second shift. Assuming that
the complementary factors of production can all be made available, and
fiscal policies adopted to achieve the macro balance necessary, ball-park
lavels for per capita income at one, two and three shifts of operation
of industry can readily be calculated. Table 6 presents ouch esctimatas
for Argentina, Brazil, chile, Colombia and Peru for the year 1967,
in terms of index numbers of real per capita income based on Bsckerman's
studyl’ in which U.8. per capita income in 1960 is taken at 100. In
this calculation it is assumed that industry opsrates on the average
at one shift of capacity.

In addition to producing a once and for all increase in the
level of income, full utilization of capacity reducez the capital cutput
ratio. Purthermore, if the wmarginal savings rate is above the average,
there will be an increase in the average savings rate. These two
factors together will generate a higher rate of gxrowth. Unless the
lavel of demographic increase is strongly and positive affected by the
level of per capita income, the higher level of aggregate growth will
algo signify higher per capita income growth. The combination of a
larger base and a higher rate of growth arising from multiple shifting
generate much quicker increase in the level of income in multiple
shifting countries.

The implications of applying full industrial capacity growth can
be seen by comparing income on the assumptions of l, 2 and 3 shifts
of operation of the industrial sectops of Argentina, Brazil, Chile,
Colombia and Peru in the year 2000. This comparison is presented in
pable 7 which showc that triple shifting almost duplicates the per capita
income attainable in the year 2000.

1/ packerman, W. "International Comparisons of Real Income™, OECD.



Table 6

ESTIMATED REAL PER CARITA INCOME OF SRLECTED
LATIN AMERICAN COUNTRIES AT DIFPERENT
NUMBER OF SHIFTS WORKED IN INDUSTRY
1967
(U.S. 1960 = 100)

e Shift Two Ghifts Three Shifte

Argentina 26.0 30.4 34.0
Brazil 13.0 15,0 16.5
Chile 21,0 23.6 25,9
Colawabdia lz.¢C 13.1 14.0

Paru | 16.0 10.8 11.4
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Table 7

ESTIMMTED REAL PER CAPITA INCOME OF SELEBCTED
LATIN AMERICAN COUNTRIES AT DIFFERENT
NUMBER OF SHIFTS WORKED IN INDUSTRY
FOR YEAR 2000
(U.8. 1960 = 100)

one ghi ft Two Shifts Three Shifts

Argentina 42 80 87
Brazil . 25 41 47
Chile 35 70 97
Colombia 20 35 33

Paru 23 29 31



In this paper we have arguad that unemployment in Latin Anexica
coexists with underutilization of capital. Thiw T u-eyne «ian
situation cannoiﬁg; elidnsted with a siqple expaasion of Jomestic
aggregate demand in viow of tho Ralagce of paymants aituation facing
these countries. s o result, a part of the new output canerated Dy
putting the excess capacity to wori must be sxportsd in order to pay
for the faporte Necassary foxr tho higher leveis of utilizatic: to be
sustainable,

The structure of the excharnge rate system has a Bubstantiol
anti-export bias thus hindering ths generaticn of industrial exports,
In additian, the "industrial inafficiency illusion® oparates to re-
inforce the conviction that industrial exporting is impossible. For
this and other reasons arising from the labor and tax legislations,
putting capacity to work is not profitable at private pricaes.

At social (shadow) prices, however, the bsnefits can be exvect-
ed to be substantiaol. A fiscal policy is therefore nssded to bring
rrivate profitability in lime with the net cocial bemefita., sSuch a
policy would be ocne of export subsidizatiom,

Contrary to common belief such subsidies neod not repreassnt
2 net outflow from the Ireasury. I higher level of activity
concurrent with an incresse in capacity utilizacion generates a
greater tax base and more revenus. The totel effect of the foreign
trade and tax aultiplier a3y well pay the whole cost of the subsidy
or more.

Finally, the implications of full capacity growth for several
Latin Amervican countries gountries were estimated for the year 2000,
The bell-pork figures indicate that per capita income at three shifte
of operation would almost e double the level achievable in 2000 at
one shift of operation and historical growth rates. It seens,
therefore, that o vigaorous fiscal policy of capacity utilization and
induatrial export promotion holds the Fromise of an inpressive
payout for the Latin Awerican econcmies.

Schydlowsky/201,
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