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Preface
 

The International Center for Economic Growth is particularly pleased 
to publish this executive summary of the resu!ts of a Joint Research 
Project betwcen ICEG and the Centro de Estudios de la Realidadl 
Econ6mica y Social (CERES) in Uruguay. "Fhis project is the work of 
Edgardo Favaro and Claudio Sapelli and was first published in Spanish 
is Prnonloci(ll'de .\1ol'I(tionl'sv ''crihnieno Ecolnf.ico. 

The authors disCuss the history of trade expansion and economic 
growth in Uruguay and show that periods of economic stagnation are 
clearly associated with tiade restrictions. They explain the correlation 
between open Irade systems and growth by the increased productivity of 
resources generally associated with cxport-oriented development strate
gies. Favaro and Sapelli show that despite these general relailonships. 
partial trade expansion based on incenlives to protected sectors and 
exporting to piotectcd markets rioes not necessarily raise productivity 
and can in fact be detrimental tv' economic growth. 

This study has important policy implications not only or Uruguay, 
but also for Latin America as well as developing and devcloped coun
tries throughout the world. In Latin America many countries have added 
export promotion me0asurCs to existing economic policies in an attempt 
to follow the broad example of' the Asian NICs. Unfortunately, unre
stricted import substitution policies remain in place, often leading to the 
counterproductive policy combination described by Favaro and Sapelli. 

Nicolis Ardito-Barletta 
General Director 

International Center 
for Economic Growth 

Panama City, Panama 
September 1989 



About the Authors
 

Edgardo Favaro is a forncr academlic director of the Centro de Es
tudios de la Realidad Economica y Social (CERES) and is currently on 
I:ave at the University of' Chicago. lie has been a professor at the 
Universidad de la Repiblica. visiting prolessor at fihe Universidad tie 
Chile, and economic advisor to the government of U r'tlUay. lie has 
served as aS a co1sultantl to ile United Nations Development Program, 
tie World Bank. the Ilteramnrican Devclopment Bank, and the Eco
nomic Conmission 'or Latin America. In 1986 he received tIle Eco
lonlics Prize A\wvrd for "xl'ernal Shocks, Degree of Openness, and 
Domlestic Policv." which he cowrotc with Claudio Sapelli. [ic is also 
tile author of articles oil the polilical economy of poverty, equily and 
growl. antd tradc lileralizat iol policies and the llects of enlly regula
tio oil oligopolistic interaction in the Uru.luayan banking sector. 

Clau(iio Sapelli is currntcll academic director of C[-RES. He has been 
a visiting professor at the Univrsidad de Chile and an advisor to the 
Central Bank of I.ruguay and the National Chamber of Commerce. Dr. 
Sapelli has served as a collullant to the World Bank, the United 
Nations, tle lIlteraincrican 1)evclopmentlBank. and a variety of private 
enterprises. In 1986 lie received the t-conomics Prize Award for "Ex
ternal Shocks. )egree of1 Openness. and )omestic Policy." which he 
cowrote %th1d1 rdo Il has, l papers laborlFavaro. liec so writtel oti 
markets, internalional trade. public finance and agrictlural CCOnOmliCS, 
moderniation of' the tax system in Uruguay, timploymcnt and index
ation policies, the political cConomy of taxation, and other topics. 



/0
 

Executive Summary
 

The purpose of this study is io examine the relationship between trade 
policy and economic pertormance. Focusing on the case of Uruguay, 
the study begins by examining the connection between import
substitution policies and economic stagnation; it goes on to analyze 
policies implemented to promote exports, and their effect upon the per
formance of the economy. 

" 	After years of' following import-substitution policies, Latin 
American policymakers have recognized that this strategy 
has had much to do with poor economic performance, and 
as a result they have ventured into what most call export
promotion policies. 

" 	Some of' these new export-prolilotion policies are simply 
continuations of import-substitution policies, encouraging 
the export of the same products manufictured previously 
and doing nothing to improve economic performance. Pcli
cyiakers seem to believe promoting exports means in
creasing the volume of exports without regard to what is 
exported. In fact, however, growth is achieved through ei
ther the increased use of' resources or an improved alloca
tion of resources. This improvement in productivity is what 
leads to increased exports. 

" 	 Uruguay makes an interesting case study, because it has a 
long history of import barriers accompanied by a stagnation 
in GDP. These barriers (tariffs, quotas, deposits, prohibi
tion, and multiple exchange rates) were gradually lightened 
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between 1930 and 197 1. The trend was broken in 1974. 
when import barriers were lowered and a number of other 
policy changes (tax relorm, export subsidies, and preferen
tial trade agreements with Argentina and Brazil) also oc
curred. At about this time both exports and GDP began 
increasing subst;intially, but it is difficult to determine 
which of the new policies was responsible for this. 

In order to determine the cause of the increase in exports, a 
closer examination is made of four policies, and conclu
sions are drawn about their significance. 

1. The trade agreements with Argentina and Brazil are 
essentially "subsidy-swapping" agreements, which 
consist of an exchange of prefercntial tariffs, import 
quotas, and quota exemptions. Most of the exporting 
industries are highly protected and export only prod
1.cis that had been produced uinder import
sul, Stitution policies; these exports lead to a minor 
increase in productivity. It is also true that under this 
type of agreement, Uruguay effectively subsidizes 
Brazilian and Argentinian firms. 

2. 	There is no support to the claim that earlier import
substitution policies encouraged human capital for
mation, without which the increase in exports would 
have been impossible. 

3. 	 Export subsidies did not substantially increase total 
exports. What the export-subsidy policy tried to do 
was to subsidize each sector enough to export. When 
the subsidies disappeared, most of the subsidized ex
ports disappeared as well, but total exports did not 
fall, because other, nonsubsidized exports increased. 
The lack of change in total exports occurs because 
subsidies lower the price of foreign exchange, thus 
raising the price of exports in Foreign markets; this in 
turn, makes unsubsidized exports too expensive 
overseas. When the subsidies are removed, the 
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previously subsidized exports are no longer able to 
compete in foreign markets. 

4. 	 Reforms in fiscal and foreign trade policie', are 
thought to be responsible for most of the increase in 
expoils. Although productivity and exports did in
crease while discriminatory subsidies and preferen
tial trade agreements were in place, increases in both 
would have been much greater without subsidies or 
the trade agreements. 

Import-substitution policies do not lead to sustained 
growth; they encourage low productivity and poor econo
mies. An easy way to increase exports, but one that also 
encourages low productivity, is to subsidize import
substitution sectors and arrange trade agreements to make it 
easier for these sectors to export. Because they are detri
mental to other, unsubsidized sectors, these policies do not. 
in fact, increase exports. 

A more difficult, but more productive method of increasing 
exports involves removing all discriminatory barriers and 
subsidies. This has the effect of reallocating resources to 
more productive exporting sectors, which should be the 
consequence of every policy that claims to be "export 
promoting." 
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Economic Growth
 

After years of' following import-substitution policies, Latin American 
policymakers have recognized that these policies, which greatly limited 
trading opportunites, have had much to do with their economic prob
lems. As a result, a number of countries have tried to correct the prob
lem by promoting exports. 

UnfortunatCly, sone of the policies implemented under the banner 
of export promotion are only new versions of old import-substitution 
policies. They have, therefore, very little growtl,-inducing potential. 
Policymakers seem to have understood the message that we Must ex

port, but they have overlooked the reasons f'or exporting. In doing so, 
they have pursued a policy based on the belief that any new export is as 
good as any other, rather than on [he recognition that exports are evi
dence of high productivity and good quality-the real reasons for pro
rooting exports. 

Our study of' trade policy and economic perf'ormance in Uruguay 
began by exploring the hypothesis that economic growth was led by 
high exports, and that import substitution produced both export stagna
tion and falling per capita incomes (see Figure 1). In doing so, we 
delved into the history of' Uruguay and the development of' import
substitution policy. Once we became convinced that import substitution 

and stagnation were in some way connected, it was clear to us that the 
import-substitution policies had to be changed, as was done in the 
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FIGURE I Indexes of GDP and Export Volume, 1935-1986 
(1961=100) 
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SOURCE: H. Finch, IlistoriaEcon.',nica del Urugiw'av Contempordneo (Mon
tevideo: Ediciones dc la Banda Oriental, 1980). Uruguayan National Chamber 
of Commerce studies. Central Bank of Uruguay statistics. 

mid-1970s. We went on to analyze the policies that were then instituted, 
with an eye tc answering the following questions: 

* 	 If it is clear that it is in a country's best interests to export, 
what is the best way to promote this? 

" 	Are all exports alike in their growth inducing potential? 

" 	In what way should the new export-promotion policy be 
related to the old import-substitution policy? In short, what 
is areal export-promotion policy? 
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One important covclusicn of the paper is that tile language used in 
economics often leads to confusion. WC have used conventional lan
guilge up to this poinL, and perhaps nothing has sounded wrong. What 
does it mean to say "export-led growth"? What does "the growth induc
ing potential of exports" mean? How do exports "lead to" or "induce" 
growth? Once we look at growth theory, we see that this language is 
pl;inly wrong. Exports do not induce or lead growth. Instead, growth is 
produced either by increasing the use of factors of production or by 
using them better or more productively-what we usually call an "im
pi oved allocation of resources." 

With phrases such as "export-ied growth" as slogans, it is not sur

p ising that policymakers conclude they have to export, no matter what: 
to promote exports. then, means to increase tile volume of exports, 
period. 

The real policy lesson is, regrettably, not this one. It is that import
substitution policies lead to low overall productivity, and therefore to 
stagnation of both exports and GDP. Export-promotion policies are 
those policies that lead to higher overall productivity in the economy, 
and therefore to more exports and growth. They are policies that lead to 
the reallocation of resources toward more productive sectors. As politi
cians shy away from policies that imply (sometimes large) reallocation 
of resources, tile easiest way to go from an import-substitution to an 
export-promotion policy-as they understand it-is to subsidize the 
export of those goods that are produced under import substitution. That 
is, to subsidize them as much as necessary to make their prices competi
tive in foreign markets. Another policy that makes this transition easy is 
to find foreign markets more protected than the domestic market, with 
even less productive industries, and offer trade-diverting concessions 
(to buy there what would otherwise be bought elsewhere) in order to 
obtain preferential tariffs to export to those markets. In this strategy no 
opposition exists between import-substitution and export-promotion 
strategies, one simply perpetuates the other. Obviously, no resource 
reallocation will take place through these export-promotion policies. 
Therefore, exports can grow, but no growth will follow. But we have 
gone too far in telling the end of the story. We must begin by examining 
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how Uruguay's experience shows a need for a change in policies to 
achieve growth. 

Uruguay provides an attractive case study because exports, after 
years of stagnation, grew strongiy after 1974 (see Figure 2). At the same 
time, the economy started growing after twenty years of declining per 
capita incomes. A clear policy change occurred in the mid-1970s, but 
the changes were complex, and it is important to determine which par
ticular changes produced the sudden export explosion. 

FIGURE 2 Index of Export Volume, 1895-1987 (196 1= 100) 
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SoUR('t-: See Figure I. 

We will begin by examining the history of Uruguay's GDP stagna
tion, which is accompanied by progressively restrictive anti-import poli
cies. In 1974 a reversal of these policies occurred, some barriers disap
peared, and tariff rates were considerably reduced. We will then turn to 
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analyzing how exports were affected by other policy changes that 
occurred at the same time. These include trade agreements with Argen
tina and Brazil, and export subsidics. Finally, we will discuss the policy 
conclusions of our study. 

History of Import Barriers 

The volume of exports shows two clear inflections in trend in the 1930s 
and the 1970s (see Figure 2). The first coincides with an increase in 
import barriers and tile second with a decrease in import barriers ac
companied by other changes in foreign trade legislation (see Table 1). 
The average niaxiuum tariff was 37 percent until 1931 when. with tile 
balance of payments crisis that coinci led witlh the Great Depression, a 
considerable policy shift occurred that resulted i tihe imposition o01 
exchange controls and inport quotas. The exchange coitrols--monopo

lization of tihe foreign exchange market by the Banco de lit Republica 
Oriental del l. rtuea' I3ROU. who decided on what Items foreign ex-

chIan.zc wats used, and "he exch. mI,,e rate :tt whicli It was bought and 
sold-'ed to multiple exchange rates. Both tlutas ald exchange COn

trols. as well ,, monetary policy, were mianaged by (lie BROU. which, 

as central bank, investment bank, and foreign trade customs, exercised a 
lot of discretionuary power in assigning quotas and exchange rates. The 
haphazard SC 01' this power over tile iext tenty-five years led to a 
systen of such complexity that it was said ilobody understood it. An 
attempt was male to rationalize the systn in 1956: this reduced the 
number of exchange rates to oulrteenl-.-cleven for imports and three for 
exports. 

A new protective device was then implemented: if a firm wanted to 
import something. it had to depom.it, at the time of' starting the import 
formalities, I() percent of' the value of imports. Since no interest was 
paid on this deposit, the result was a new cost on importers, which 
increased with tile inflation rate. In this way legislators had designed a 
systel in which inflation hecame a protective instrument: high inflation 
meant high )rotection against imporls. 

In the 195'0s the BROU adopted the Real Bills Doctrine (which 
states that money issued to back a real transaction is not inflationary and 
leads to a greater GDP, but evidence does not Support this) and so 

http:depom.it
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TABLE I Import Barriers, 1815--1917 

Maximum 
Year tariff 

1815 45c, 
1829 25 
1837 31.5 
1X50 31 
1856 35 
1861 22 
1875 42 
1886 51 
1912 31 
1931 48 

1956 48 

1960 150 
1963 300 
1964 450 
1965 450 
1966 450 
1967 450 
1971 450 
1974 200 
1975 200 

1977 150 
1978 110 
1979 90 
1981 75 
1982 55 

1987 45 
SOURCE: Authors. 

Changes in other barriers 

Foreign exchange controls, quotas, BROU 
intervention 

Simplificaition to 14 exchange rates, 50-150% 
deposits 

Single exchange rate, quotas end 
90 day prohibition 
Prohibition, 20014 deposits 
Prohibition, I00 4 cosipM14ionles 
Prohibition 
Prohibition. 200(( consiplciotnes 

1200(/ consipaciones 

35(1( consignaion('s 
CunsiRlCIioICS, prior deposits, and foreign 

exchange controls end 
Port taxes reformed 

Gauge prices (minimum import prices) introduced 



EDGARDO FAVARO AND CLAUDIO SAPELLI 15 

issued money to finance real transactions backed by commercial paper. 
This discounting process had a substantial subsidy implicit in its low 
fixed interest rate. The business community in Uruguay then became a 
partner with the government in collecting the inflation tax. More infla
tion meant more protection against inpors and more subsidies through 
credits. 

In 1959. the Blanco Party took power lor the first time in this 
century. It decided to change the entire quota system for a more trans
parent tariff system and abolished the multiple exchange rates and quo
tas. It increased the maximurn tariff f'om 48 to 150 percent. The same 
law authorized the executive power to prohibit imports for short peri
ods. 

Together with a considerable deterioration in the management of 
fiscal and monetary policy, the 1960s became a decade of recurrent 

balance of payments crises. In N63. tile sccon-d Blanco government 
enacted the first import prohibition for ninety days and raised the maxi

iun tariff fron 150 to 300 pcrcent. Pirohibitions were enacted again in 
!964, 1965, 1966, and 1967. Also, in 1964 the laxinlill tariff was 
raised to 450 percent. The deposit that had to he made belore importing 

was increased to 2(X percent of tilevalue of inlporls. In 1965 a new 

protective device called onLvi<,iwiwws was enacted: this worked simi
larly to the deposits but had a qotl1a system1 incorporated. That is,above 

tile 20() percent non-interest-paying deposit (inflation averaged 50 per

cent in the 1960ts). a 100 pcrcent coisilluu ion had to be made. But 

importers with quotas did not have to make the deposit required by the 
consivitacion systcn. This deposit rqCuirclent was increased to 200 
percent in 1967 and to 12() percent ii 1197 1. 

It is clear that any change tile 1960 reforn made was merely for

mal. The new tariff and export tax system merely replicated the multiple 
exchange rate system, 450 percent tariffs and 300 percent deposits con

tinued tile qluota system. Deposit requirements of 1200 percent were 

equivalent to a prohibition of imlports unless you held a deposit exempt 
quota. So, whatever the protection device was, Uruguay had de facto a 
complex protectionist system that used quotas. or qluota equivalents, and 
multiple exchange rates or their equivalents for most of the 1931-75 
period. 
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The drive towards higher and higher taxes on imports stopped in 
1974, when the maximum ,ariff was reduced from 450 to 200 percent 
and consinaciom's were lowered from 1200 percent to 35 percent. A 
year later consignciumes, as well as prior deposits, were eliminated 
altogether, implicitly ending the qLuOta system. The exchange controls 
were also lifted. Since thcn the maximmin tariff has been steadily re
duced from 200 to 45 percent in 1986. Nevertlheless, during the 1981 
depression a new protective tool, the "'gauge" price, was implemented: a 
tariff was placed on goods priced below tils level. This policy was 

enacted originally as an antidlumlping device, but was transformed into a 
protective mechanism thereafter. 

In any case, the trend towards liberalization was clear and uninter
rupted between 1974 and 1981. From this story and the evolution of' 
exports seen in Figure 2, it will become clear why economists usually 

regard imporlt protcCtion as Clui\'alenl to a lax on exports. When protec
tionisni grew. exports stagnated. When protectionism started to decline, 

exports giew steadily. 
Because an im port-subs!it it lion policy is the same as an anti-export 

policy, econoni ists usually rCommnld dislnantling tile protectionist 

measures as an export-prololioll policy. 
Inl any\ case. the lerm "prolectlionisnl" has in Iis context aIwarm 

ring to it. not reflecting the nature of the reality associated with the 
policies named. This may be a )robleml of the terns tLSCd ill economics. 

Al ilol)tt-sIbstituLion polic is a system that authorizes ce;ain linns 
to use scarce rCsources in tnilprodt liVe ways. In addition to constituting 

penrnission for inefficiency, it hides iniportanll n-opoly profils. The extent 
of these profl s becones clear when we see tha Under the quota system 80 
percent of all imports were made by only twenty-eight finns. There is no 
better way to characterize impo a substitution than as a ',,ystenu of privi
leges. This sVstlem had to IV changed, and a change OccUTrred. 

Actually. many other policy changes were enacted at the same time. 
A tax re form replaced pat of Ihe employers" payroll lax, as well as 
more than 100(t minor taxes, with a value-added tax. This tax is very 
good In com plying with the golden rule of' "'not exporting taxes," since 

it is easy to do the border-adjustlnenl. Other policies included I boost to 
the integration policy with Argentina and Brazil, and an increase in 

export subsidies. 
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All of' these changes occurred at approximately the time that ex
ports started growing at incredible rates. Which of them was the key to 
the translormation? By answering this question. we would know a great 
deal about the best way to go from import substitution to export 
promotion. 

Analysis of Recent Trade Policies 

Integration with Argentina and Brazil. The agreements with Argen
tina and Brazil have become similar as a result of tile 1985-86 changes. 
They consist of a host of preferential tariffs, quotas, and luOta exenip
tioils for Uruguayan exports to enter tile highly protected Argentinian 
and Brazilian markets. These are made for a wide range of products, 
though trade with both countries differs. Most exports to Argentina are 
f'rom highly protected industries that export only to Argentina. Exports 
to Bifazil include goods that have alternative markets or goods that have 
high transport costs. 

UruguaV's concessions to Areentina and Brazil are mostly trade 
divert in¢. That is. tariff concessions are civen so that capital goods that 
had been bought f'romit third countries arev now bought from our neigh
bors. Especially with Argentina. the agreements can be summarized as 
an exchange of subsidies to industry. Argentina gives Uruguay a quota 
to enter its market, with which UruguIay's firms capture part of tile 
monopoly rents producetu by the quotas. Uruguay imports from Argen
tina what it was importing firuin other countries by lowering its tariffs 
and losing revenue: it is as if' this revenue was used to -ubsidize the 
Argentinian industry. Therefore. instead of* being constituted of' "'indus
try swapping" arrangements, in which each country specializes at what 
it does best, integration areements are constituted of "'subsidy swap

ping" agreements, in which the subsidized firm is selected at tile negoti
ating table. Through this 'subsidy swapping," countries formally corn
ply with the current impulse to promote exports. 

Unfortunately, this does not change the substance of tie preexisting 
system. Uruguay exports import-subst itut ion products to its neighbors
this isonly a step towards deepening the import-substitution policy. 

To corroborate this impression, we did some econometric work to 
test [he hypothesis that exports promoted by these igreements "pro
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duced" less growth than other exports. It is very important to see that 
this last assertion is incorrect. This is, as we said, a key conclusion of 
the paper. What we should attempt to demonstrate is whether the poli
cies that increase exports to the rest of the world produce a different 
increase in productivity than those that increase exports to our neigh
bors-given that these lat policies are dominated by the agreements 
described. Our results show that policies that "promote" exports to the 
rest of the world increase prolductivity fiuMCen tim's more than poli
cies, such as preferential trade agreements, that use exports as a way to 
extend the inpor!-substitution policy. 

It is important to realize that what is wrong is not the integration 
policy per se. but the particular \Wvy these countries have chosen to 
integratc. Economic integration can be welfare enhancing or not, de
pending on the kind of agreement that lormis it. 

Ilntant industry. The Econ miic Commission on Latin America 
(ECLA), the institution that originally backed import substitution has 
not accepted that this policy is largely responsible for GI1) stagnation. 
ECLA claims that the export-promotion drive would have been impos
sible without the previous iunport-substttitton pol icy, which, it is 
claimed, encouraed human capital formation in ildustries that later 
exported-the infant industry arglnent rOr protection. These assertions 
are made without evidence. We desi.ned a test for the assertion that the 

growth of the industrial sector led to the formation ot a human capital 
stock with a positive value at the ime exporting began. The test showed 
a zero value of that stock. TheiC is,therefore, no evidence that the 
import-sblstitulion policy had a positive effect on the export-promotion 
drive of the 1970s. Import substitution was a tax on exports prior to the 
1970s, and this does not seem to have been compensated by a positive 
externality in exports when thc import-substitution policy was removed. 

Export subsidies. To extract the influence of export subsidies from 
the data was not easy. The impression one gets (it is difficult to make 
deilnitive judgments here) is that export subsidies were not the major 
driving force behind the export boom. We \ill center on explaining the 
growth of nonbeet. nonwool exports. We do this because beef and wool 
exports are affected in the medium run by a host of noneconomic variables, 
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such as disease and climate, and also because the growth of other. 
nontraditional exports was the main f'eature of the boom. In 1973 non
traditional ex'norts were 26 percent of total exports. in 1980 they were 
61 percent of total exports and have remained at tha.tt level up to the 
present. Between 1973 and 1987. they grew at a1 average an1nua.ll rate of 
12 percent. 

We can perfor:n a sort of static experiment by comparing averages 
for 1961-67 and 1984-87. Both periods are comparable ilthat subsi
dies are very low, and nontraditional export prices are similar (see Table 

K2). But nontraditiona ' eXp)rts vcrc twelve times larger il1984-87. As 
Imatter of fict . Table 2 shows that the e'olution of the real exclange 
rate. of expowt subsidies, and of' prices cannot explain the evolution of 

exports. Between 1969-73 and 1973-78 the cffcctivc exchange rate 
(nleasured inii pr),- dolllar aid obtained bw ltllti)l\ving all three 

variables) rose 16 percent and exports grew 251 percent. Between 

1973-78 and I)81-87. the cfftcti\c xchange rate tell 17 percent and 
exports .ivi' 35 percent. Thtus wc co ctde that the structral r,.forms, 
illthe legal fralnc\ ork ol 1lorciwItradelC and iS':al po0licy., WeI the key to 

tile increase illexports.
 
Al econometric test ()Ithese ,sert lo, v as made. comparing tlhe 

effect of the effective exchlane rale and otfstructural ielorms. The test 
revealed that illo t of tihe increaise illnlonlradiliollal exports Can he at

tribuled to the redlucioln in the anti-cxpot ia, piodllccdL by changes ill 

fiscal policy and illimpor-ub-tittion polic,. 
These resllts, in 1trn, canl explain why neither the decrease illthe 

effective exchanle rate no tlhe rCdulcCd siibsitlies produced a reduction in 

expols ton tile contrar. - coi tinuied growin Ill. 1985. with an lefc
tive exchaneue rale Similar to 1974 (I 23 vs. 128) and all reformis incfect. 
the level of nontraditional exports was ihrce times higher than illtile earlier 

year. 
The subsidy policy seems to have Ibeen marginal to the export 

boon-hotugh some people witouI evidence, still defend it as an 

"inf.ant-ildustry policy l'hr,.ports. We now neled to sludy tile real 

effects of this policy. 
The export-subsidy policy was biased towards giving higher subsi

dies to the import-sulbsitution sector. In a sense, tile policy tried to give 
every illdtttrial sector tilSubsidy Itneeded to export. When subsidies 

http:an1nua.ll
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TABLE 2 The Effect of Subsidies on Imports 

Change Real Price of Effective EER 
in Export exchange nontrad. exchange without 

exports I subsidy rate 2 exports3 rate4 subsidies5 

(("I) ('4) (pesoslS) (pesos) (pesos/S) (pesos/$) 

1961-67 39 1.0 I(X) 01 102 101 

1967-69 91 9.0 107 101 118 108 
1969-73 -5 14.7 91 115 120 105 
1973-78 251 18.0 82 144 139 118 
1978-84 3 10.6 78 137 118 107 
1984-87 31 1.0 11.4 t(0 115 114 

I. Percentage change in nontraditional exports Ironi preceding period. 
2. 1961-67 equals 100. 
3. 1984-87 equals 100. 
4. Obtained by nultiply'ing subsidies, the real exchange rate, and the price of 
nontraditional exports. 
5. Effective exchange rate without subsidies obtained by multiplying the real 
exchange rate by the price of nontraditional exports. 

SOURCE.: Authors. 

disappeared, these exports disappearedi as well, but total exports did not 
fall. Other exports increased Ibcausc subsidies lower the equilibrium 
exchange rate, effectively favoring those exports with high subsidies 
and deterring those with low subsidies. The end of discriminatory subsi
dies boosted undersubsidizcd exports. The ultimate effect of subsidies, 
therefore, was to change the structure of exports. This leads us to ask 
how this type of export-promotion policy, and the bias in exports it 
produced, affected growth and productivity. 

The structure of subsidies changed quite a lot between 1974 and 
1978. It became more diverse, favoring those sectors that had a higher 
effective protection in the domestic market (these sectors had a subsidy 
8-12 percent higher than the rest). These were sectors that existed be
cause of the import-substitution policy, which although considerably 
reduced, persisted at levels higher than the pre-1931 era. This strategy 
of subsidizing sectors that were created Linder import substitution, en
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abling them to export, has effects identical to those produced by the 
preferential trade agreements described above. 

The subsidy system wovked to tfavor the same sectors favored by 
the import-substitution policy. It is a policy concernel with the fomial 
act of increasing exporls *1nd not with the more substantive act of in

creasing productivity. The Similarity ot the two policies is evident in the 

fact th0t subsidies for those sct,!s that cxiportel predominantly to Ar
gentina or Brail were hioher than for other sectors. Therefore. the 

effect of subsidies interacting with the preferential tariffs biased exports 

toward these two countries. As was seen above, this change in the 

composition of exports biased theil towards those with lower growth 

potentialL To put it more precisely, neither the subsidies nor tile prel'r
ential tariffs increased productivity substantially. Both distributed in
collic to those sectors that employ resources (at international prices) in 

less produclivC ways. By promoting their expansion, it is possible that 
these policies could have lowered average productivity' in the econonly. 
But it seems ihat in this case, by takinc advantace of ccononics of*scale 
made available througoh increased exports. these policies had a small 

positive effect on ipoClucti\Vity. Nevertheless. Is said above, policies that 

promote exports in i less discrim inatory way, such ts tax simplification 
or IC(Luction ill import protection, have at considerably larger effect on 
productivitv--mm CftCC that is in fact fotleCCn times as large. 

The cost o i1pr0mti m.g eXports through discrim ilatory subsidies arid 

prefcrential ttade agrecinents (with "'subsidyswapping," astwe called it) 
is 1t exact resolrcs flro11 sectors that C1an produce more with these 

resourcs. milkin, the nation lporer. In suLai1ry. although 111 1970s 

rel'ornms caused Cxports and GIDP to ,io\, without these two policies 
GDP probably would have grown even More. 

Policy Conclusions 

Inpor-susltitution policies have not produced susltined growth. They 
have eticOURaged low produclivily atid therefore poor ecotonies. A 

change was Lid is ineCded. In ilplementing a new policy, it is important 

to understand the leitmotif of the change. In this case the objective is 
inreased plrthictvirit. which is similar to increased competitiveness: 
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more output per unit of' input or unit of account. Such a policy would 
lead to increased growth and therefore more exports. 

The objective isnot a simple increase in exports. Uruguayan policy
makers have seen it this way and so devised a way for a costless 
transition between imlport-substitution and export-promotion policies. 
The policy was to subsidize import-substitution sectors so they could 
export. However, this policy had no mijor elfect on productivity, and 
reallocated few resources. These policies were not the keys to the ex
port boom and high growth of the1 970s that Iollowed 40 years of 
export stagnation and 20 years of GDI' stagnation. 'File policies that 
induced growth in tile 1970s produced a realllocation of resources-the 
most noteworthy of which is the sudden reversal of the increasing clo
sure of Uruguly to imports thtt occurred in 1974-75. 

We should 1ot conclude that integration is a bad policy. A CLIstOnS 
union is not good or bad per se. It is an instrument: it call be either, 
depending on which sectors are included in the aegreement. and which 
countries enter into it. Agreements such as the one with Argentina do 
not imply more competition Ifor Urucuayan firms, since Uruguay gives 
preferences only in goods it (foes not produce. On the other hand, it 
obtains preferences (quotas) that permit Uruguayanl goods access to a 
market with a higher rate of protection: this is a captive market and 
access to it (foes not sti nulate conpetition or increase efficiency. These 
agreements have 1101 increased product ivity. But there are ways to write 
an agreement thatr does. For example. all across-the-board agreenent, 
with no quality limits, would be much better. 

Somethine similar can be said of tile subsidies: they did not in
crease overall produclivity and discri intiaed in favor of' sectors with 
low produtctivity. This (foes not mean1 that export subsldies are bad per 
se. Ali overall export subsidy can work towards compensating the anti
export bias that illlOrl-substitution policies iutmroduce. BLIt a selective 
program, as was implemented. Ihs esuil ts that become more ambigutoIs 
as discrimination ill ltvor of imporl-substitution sectors increases. The 
policy ofsubsidizing exports aMd discriminating according to their coin
parative disadvantage (the less comparative advantage, the higher the 
subsidy) could even have negative consequences by increasing the re
source tramsf'er to low productivity sectors. 
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In both cases, the costs or benel'its of preferential trade agreements 
these policies are or export subsidies result Iroll the way in which 

designed. The removal of import barriers is good because it will induce 

a resource transfcr out of low-productivity, import-substituting sectors 

sectors. This should be tile
toward high-productivity, export-promoting 

consequence of every policy that can really be called an "export-promo

tion policy." Policies with other results. like those descriied. are import

substitution policies under new names. 

There is no short cut towards growth. Import-substitution policies 

failed because they diminisled overall productivity. There is, therefore, 

no way to growih apart from transferring those resources to higher 

productivity sectors. Going from iIlport substitnt ion to meaningful, effi

cient export promotion r1cqtir's i reallocation of resources. 

There is no costless transition; to carry out export-promotion and 

It the same time, with both policies biased
import .';ubstitulioni policies 
toMvalrds distribut ing income to import-substitution sectors, is a round

about way of dleepcning the import-sulbslitution policy. 
the flexibility of theThe costs of the transilion depend largely on 

labor market-on the ability to ret rain the workforce and produce tile 

cpiIl needed ill the new sectors. Inflexible labor markets,new humnJ 
poor retraining schemes, ald inefficient education systems all add to the 

costs of the trznsition and make the temptation of ducking change all 

the more difficult to resist. 
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