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PREFACE

THIS volume seeks to understand the obstacles to growth in developing
countries. Its basic message has two parts. First, no policy orthodoxy—
whether that of openness or dirigism—can provide blanket solutions to the
problems of all countries at all times. No orthodoxy, in other words, can
substitute for the exercise of pragmatic judgement in particular country
situations. The contextuality of policy must be the starting point. This
contextuality, as the contributions by Tariq Banuri and Edward Amadeo
and Albert Fishlow show, is the product of a historical process which policy-
makers ignore only at the price of irrelevance, or worse.

Second, it examines in some detail the limitations of the dominant neo-
liberal orthodoxy when applied to developing countries. Alan Hughes and
Ajit Singh suggest that in the 1970s and 1980s, the most successful countries
have strayed far from the path of laissez-faire and openness, at least as these
terms are conventionally understood. And, as Lance Taylor argues,
development strategy in the next decade is bound to be constrained to an
inward-looking path by the lack of access to external sources of capital, at
least for heavily indebted countries, and by growing protectionism in the
North—unless, of course, an imaginative global strategy, involving debt
reconstruction and the recycling of surpluses to debtor countries in support
of domestic policy reform, is put in place. This would be necessary to counter
the deflationary bias stemming from the correction of the substantial external
US deficit under circumstances where the alternative of offsetting expansion
in the surplus economies seems unlikely to occur.

If, however, development is constrained by the absence of such a global
strategy, several questions arise. In such hostile circumstances, where will
countries—especially small, poor countries—obtain the needed stimulus for
their development process? How can they reduce their continuing vulner-
ability to international capital movements? What are the implications for
their trading policies and their relationship with the main trading blocks of
the North? These are among the key questions posed by the authors of the
papers collected in this volume.

Policy-makers in developing countries have been increasingly preoccupied
with the difficulties of implementing conventional policy prescriptions.
Many well-meaning attempts to apply the prescription have foundered on the
rocks of unanticipated political and institutional constraints. One may of
course, ignore this experience. This response runs the obvious risk of making
policy recommendations increasingly less relevant to the actual political and
economic problems faced by the governments of developing countries. The
authors of this volume think it more appropriate to change the policy
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prescription. This requires, as a first step, a much deeper understanding of
the specific institutions and history of particular countries.

Thus, much of the research that has gone into this volume has been
devoted to displaying the rich variety of the historical and institutional
contexts in which policies must operate—and the need to take this into
account in framing policy prescriptions. Neglect and misunderstanding of
the particular circumstances of particular countries (and thus of what policies
are feasible) lie behind the failure of many conventional adjustment
programmes emphasizing economic liberalization. On the other hand,
ignoring the market altogether has led to the failure of excessively dirigiste
and inward-looking strategies, whether in developing countries or the
socialist countries. (Another WIDER research project has brought scholars
from China, the Soviet Union, and other socialist countries of Europe
together to examine the lessons to be learned from the various forms that
perestroika has taken in the socialist world.) The problem for policy has
always been that of finding the proper balance between public intervention
and the market and this necessarily varies with particular country situations.

These concerns are illustrated in many ways in the following chapters. I
shall single out just three areas: the role of the state, the role of labour unions,
and the degree of integration of a country with international financial
markets. Albert Fishlow traces several distinct strands in the contemporary
analysis of the role of the state (which argues in favour of reduced
government intervention) and contrasts these arguments with the plain fact
that the state has played a crucial role in virtually all ‘late-developing’
economies, especially in Latin America. However, given the massive external
shocks of the early 1980s, the state faces formidable political and social
constraints, and its ability to overcome those constraints has been rather
limited. The message of Fishlow’s paper is that we must understand the
specific environment in which individual states operate in order to
understand their potential for encouraging development.

Tariq Banuri and Edward Amadeo point out that the importance of labour
markets in developing countries has been neglected by economists, in sharp
contrast to the attention given to them in the United States and Europe.
Latin American countries have a long history of labour moblization and
polarized capital-labour relations, which explains why repeated attempts to
destroy labour unions and other popular movements have failed. The true
task of governance, they argue, is to reconcile conflicting interests in
society—indeed, economic growth itself should be seen as a means to
maintain a harmonious society rather than as an end in itself. This has been
recognized by the East Asian countries, but not in Latin America.

The issue of international integration is approached from different angles
in Lance Taylor’s contribution and in the paper written jointly by Alan
Hughes and Ajit Singh. The Hughes-Singh paper rejects the view that the
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problems of Latin American countries can be attributed solely to overvalued
exchange rates and unproductive use of foreign borrowing: borrowing itself
made the economies of the region more vulnerable. The policy implications
are clear: countries are likely to be more concerned with reducing such
vulnerability than with the further liberalization of financial markets.

The work embodied in this volume will provide support for policy-makers
in developing countries who are committed to domestic economic reforms,
but who are at the same time concerned to ensure that the relevant policy
packages are viable in their particular institutional and political contexts.
Such packages have to be innovative and will require an appropriate degree of
flexibility on the part of the international financial institutions with which
they have to be negotiated.

Lal Jayawardena
DIRECTOR, WIDER
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Introduction

Tarig Banuri

Politics, as Bismarck once said, is the art of the possible. Development policy
is a common example of this art in Third World countries and, as one would
expect, it has generally been quite sensitive to factors which delimit the range
of the ‘possible’, namely: the nature and history of economic, social, and
political institutions in each country, its cultural milieu, and even the nature
and history of its ideological controversies. Development theory, particularly
of the neoclassical variety, has often been disdainful of such imperfections,
and since 1970, seems to have become increasingly universal and abstract. At
the same time, the self-assurance of the adherents of such views seems to have
grown in direct proportion to the distance they have placed between
themselves and the ‘impurity’ of institutional arrangements. This move
towards an unquestioning reliance on abstract and universal models and the
disregard of institutional specifities is disturbing because it can lead to
inferior policy choices and potentially harmful social consequences.

These concerns have assumed exceptional gravity at the present juncture
because of the special circumstances created by the global economic crisis of
the 1980s. The persistence of this crisis and the seeming inability of many
governments, particularly in Latin America and Africa, to manage it is being
interpreted by an influential group of development economists as a failure of
all alternatives to neoclassical wisdom. Likewise, the ability of East Asian
economies to withstand these shocks and to maintain their earlier growth
performance has been curiously and erroneously distilled into free trade
arguments, providing the basis for pushing Latin American and other
unwilling governments into dubious experiments of policy reform, including,
under the omnibus title of ‘economic liberalization’, the virtual elimination of
restrictions on international trade, deregulation and internationalization of
the financial sector, privatization, de-unionization, and the elimination of all
kinds of regulatory arrangements.'

Economic liberalization is being offered as a panacea for a country’s ills,
regardless of its institutional arrangements or historical background, and

' These arguments have been made in an extensive literature dating from the early 1970s.
Prominent names associated with it include Bela Balassa, Jagdish Bhagwati, Anne Krueger,
Ronald McKinnon, and more recently, Jeffrey Sachs; specific sources are cited as appropriate
below. A succinct statement of this perspective is to be found in Krueger 1986. The IMF has
always been a bastion of free-market liberalism; the World Bank, whose attitude had
traditionally been somewhat more eclectic, also fell under its hegemony in the 1980s.
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regardless even of the costs involved in the cure. Indeed, the broad agenda
for policy debate on development is being replaced with the narrow and
technical issue of the means and the speed with which liberalization ought to
be introduced in the economy. To stretch a metaphor, unlike the economic
orthodoxy of Keynes’s days, contemporary ‘Euclidean geometers in a non-
Euclidean world’ are bent upon straightening the lines at any cost rather than
merely ‘rebuking them for not keeping straight’.

Much of this exhortation has been visited upon Latin American
governments, partly because the extreme dislocations of their economies
following the capital market shocks of the turn of the last decade have
rendered them somewhat more suggestible than usual, and partly because
their greater dependence upon foreign financial resources has endowed
international institutions, such as the IMF and the World Bank, with
unprecedented power to force their advice upon reluctant recipients. As
Albert Hirschman noted recently,

This is not the first time that the United States, or multinational institutions strongly
influenced by the United States, have convinced themselves that they possess the key
to progress and development for all those wayward, hence backward, foreign
countries . . . But never have Latin Americans been lectured and admonished as
insistently as in recent years ... on the virtues of the free market, of privatization,
and of private foreign investment. (Hirschman 1987: 30-31)

The papers in this volume were presented at a conference on global
macroeconomics held at WIDER—the World Institute of Development
Economics Research—Helsinki, in August 1986. The overall theme of the
conference was the causes and consequences of the slowdown and volatility of
the world economy since 1970. Another set of papers, focusing more directly
on the determinants of the recent slowdown, was edited by Stephen A.
Marglin and Juliet B. Schor, and is being published separately under the title,
The Golden Age of Capitalism. The papers in the present volume are motivated,
on the one hand, by the urgent need to address the persistent and deepening
crisis in Latin America, and on the other, by grave reservations about the
strategy of economic liberalization and openness advocated as a solution by
influential theorists.

They examine, through a comparison of the recent experience of Latin
American and Asian countries, the differential consequences for the Third
World of the recent upheavals in the world economy. Given the prominence
of the argument for economic liberalization in discussions of this issue, these
papers take as their point of departure the fairly obvious shortcomings of this
strategy—its theoretical weakness, the dubious empirical support for its
assertions, and the inappropriateness of transferring economic policies from
one historical and institutional context to another. While the papers are
unified in terms of their underlying concerns as well as in their choice of
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approach and point of departure, they are far from identical. Indeed, they
complement each other—to the extent that the volume has to be read as a
whole in order to get the flavour of the argument.

In Chapter 2, Edward Amadeo and I analyse the argument for economic
liberalization from the perspective of ‘governance’. Using the perspective of
the ‘state as a mediator of social conflict’, we seek to establish a connection
between the degree of social tension, the nature of economic institutions, and
the feasibility of various economic policies in a country. In particular, we
show that given the wide variety of economic and political institutions in the
Third World, it is more than likely that policies which prove effective in one
context would turn out to be infeasible, ineffective, counter-productive, or
even disastrous in other conditions. The paper goes on to argue that since
liberalization is an implicit strategy of institutional reform, what is needed is
not a set of simplistic cross-sectional comparisons of economic performance;
rather, it is the social desirability and political feasibility of the proposed
institutional change which needs to be evaluated in the light of the history of
each country, particularly that relating to political mobilization and
participation.

In Chapter 3, Alan Hughes and Ajit Singh question the validity of many of
the empirical assertions which underlie the argument for liberalization. They
examine recent macroeconomic developments in nineteen selected countries
to demonstrate, first, that the view that Asian countries were hit harder by
external shocks is a misinterpretation of the evidence; it ignores the effect of
‘positive’ shocks to these countries (remittances, Middle East trade), as well
as the singularly adverse effect of capital market shocks—interest rate
escalation, capital flight, and debt strangulation—on countries with open
financial regimes, such as in Latin America. Second, they demonstrate that
the supposed relation between exchange rate valuation and export perform-
ance is not consistent with empirical evidence; nor is there a close fit
between exchange rate policy and capital flight. Lastly, they show that a
comparison of large countries—China, India, Brazil, Mexico—reveals the
key to superior macroeconomic performance as a cautious attitude towards
foreign borrowing and a reduction of exposure to world financial markets.

In Chapter 4, Lance Taylor introduces the important distinction between
trade openness and financial openness to evaluate the supposed connection
between openness and economic performance. Using a cross-section of fifty
developing countries, he shows that while financial openness is related to
greater vulnerability to external shocks and to the emergence of financial crises
and painful adjustment episodes, the relationship is the reverse of what is
suggested by proponents of liberalization. Besides this, neither trade
openness nor absence of distortions explains superior growth or adjustment
performance after controlling for other explanatory factors (e.g. the size of
the country). Fast-growing countries are more or less open and have diverse
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patterns of specialization, and their success is not obviously led by exports,
industrial or otherwise. Taylor goes on to examine critically the various
theoretical arguments for increased economic openness, and to show in
particular that while the neoclassical argument is far from watertight even on
its own terms, the certitude of its conclusions is seriously questioned by
structuralist macroeconomic models in which higher trade and financial flows
can often lead to slower growth and more costly adjustment.

Albert Fishlow, in Chapter 5, starts with some of the themes touched upon
by Hughes and Singh before going on to argue for the reconstruction of ‘a
Latin American development state that can consistently and effectively
implement the right policies, not just register the right prices’. In making this
argument, Fishlow questions several assertions underlying the case for
economic liberalization, and shows, for example, that the ‘dismal’ Latin
American performance has been exaggerated by the selectivity of the
comparison of the whole region against the best Asian performers; that,
contrary to the common interpretation, the shocks which struck Latin
American countries were more severe than those which affected Asian
countries; that faulty exchange rate or trade policies were neither the key to
lagging performance nor the central element of Latin American industrial
strategies in the 1970s; and that Jeffrey Sachs’s conjecture regarding the
political weakness of rural interests in Latin America has no basis in the
region’s history.

In the final Chapter, Edward Amadeo and I follow up on some of the issues
raised in our Chapter 2, and in Albert Fishlow’s recommendation to
reconstruct a developmental state in Latin America, by focusing on the
differences in the structure and evolution of labour market institutions in
prominent Latin American, South Asian, and East Asian countries. In trying
to understand these differences, we steer away from simplistic explanations
which rely entirely on differences in government policies and focus instead on
differences in historical, social, cultural, and ideological factors, which are
often shared by countries within the same region but over which governments
have very little control. The analysis indicates the existence of ‘hysteresis’ in
the labour market, whereby the nature of current economic relationships as
well as the feasible range of institutional change is limited and constrained by
the history of conflict and accommodation. As a result, prescriptions for
liberalization, which are increasingly seen as requiring de-unionization as
a necessary accompaniment, are not only undesirable in societies with a
long history of social and political mobilization but are well-nigh infeasible as
well.

The remainder of this chapter sets out the background to the current
discussion, namely the mainstream case for economic liberalization and its
connection to the recent crisis in Latin America, and the summary features of
the critique contained in the chapters that follow.
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1.1 THE CASE FOR ECONOMIC LIBERALIZATION

What is the case for economic liberalization? To go over some familiar
ground, an early theoretical case was based on the well-known neoclassical
result of the Pareto optimality of free trade. In the neoclassical view,
government intervention is justified only to correct market failure resulting
from externalities, dynamic rigidities, market power, and most importantly,
incomplete or missing markets—all of which are present (in spades) in Third
World economies—and only if the benefits of the intervention outweigh the
costs of interfering with the market. This theoretical argument was bolstered
by an empirical heuristic based on the example of Western countries, in
which the unfettering of markets and laissez-faire policies of governments
had supposedly led to the emergence of capitalism, the consequent rapid
economic growth, and generalized social improvement.

In much of the post-war period, however, these arguments were
dominated by powerful counter-arguments. In Western countries, the rise of
Keynesianism, the increasing legitimacy of social welfare institutions and
labour unions, and the acceptance of the need to regulate financial
institutions provided justifications for interventionist policies and weakened
the ideological support of the Western example for free trade policies in the
Third World. The importance of the Western experience was further
undermined by the example of socialist countries which appeared to be
succeeding in bringing about a dramatic structural transformation of their
economies through central planning and pervasive government intervention.
Lastly, development economists also provided a justification for government
intervention, particularly restrictions on international trade, along the lines
of the infant industry argument.”

The recent revival of neoclassical wisdom and the growing respectability of
economic liberalization among development economists (if not policy-
makers) is due largely to the economic crisis of the last two decades, which
has undermined confidence in received economic wisdom all over the world.
During this period, the example of centrally planned economies lost some of
its appeal as they began to run into serious economic and social difficulties of
their own. At the same time, Western countries witnessed an erosion of the
Keynesian consensus and a growing criticism of stabilization policies, labour
unions, social welfare institutions, and regulation of industrial and financial
enterprises. (This is somewhat ironic, since the countries which suffered the
least disruption in their economies—Austria, Finland, Norway, and Sweden,

2 A more recent argument for protectionism makes the same case by invoking the de-
industrializing effects of resource inflows and exchange rate appreciation—the ‘Dutch disease’
syndrome: see Banuri 1986: ch. 5.
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the ‘social corporatist’ countries—had the strongest and most well developed
institutions of the type mentioned here).’

More important, the example of the so-called ‘Gang of Four’ countries in
East Asia—Taiwan, Singapore, Hong Kong, but particularly South Korea—
was used by neoclassical economists to argue that trade-restricting, import-
substituting (IS) policies had failed, and should be replaced with trade-
oriented, export-promoting (EP) policies. Later, other forms of liberalization
were discovered by these writers as being equally necessary for successful
performance. Since the main area of concern here lies primarily in the Third
World experience, I shall pursue the last development in more detail.

In much of the post-war period, conventional wisdom in development
economics dictated IS as the preferred strategy for autonomous and stable
industrialization. Among the central propositions of this strategy were the
participation of the state in creating infrastructure, the use of tariffs and
quotas to protect selected industries, and, by implication, an overvalued
exchange rate and capital controls. During the 1960s, however, as the limits
of the domestic markets began to assert themselves, the process of
industrialization through IS started showing signs of exhaustion almost
everywhere. This forced a choice between three options: lowering the rate of
growth, (temporarily) increasing foreign borrowing, or shifting to the new
favourite, the EP strategy. Since this happened at a time of increasing
international liquidity, many countries, particularly in Latin America, were
able to opt for the debt-oriented strategy.’ This choice requires a few words
of clarification.

First, IS meant somewhat different things in Latin America and Asia. In
Latin America, the primary motivation behind this strategy was the fear of
vulnerability to foreign economic shocks and to foreign political interests. It
began as an ‘indigenous response’ to reductions in import capacities during
the two world wars and the Great Depression, and was subsequently
provided academic legitimacy by the economists of ECLA (the Economic
Commission of Latin America).6 In Asian countries, on the other hand, the
chief motivation behind IS was the desire to expand the domestic industrial

°* The discussion of analytical and empirical weakness in the neoclassical interpretation of
recent history would take us too far afield; Marglin and Schor 1990 provides an alternative
interpretation. For a description of the social corporatist experience and a discussion of the
relevant issues, see Rowthorn and Glyn 1988.

4 It is interesting to note that the enthusiasts of across-the-board liberalization of product and
factor markets fall over each other in trying to defend the distortions produced by restrictions on
free international movement of labor. See e.g. the exchange between Bela Balassa and Jagdish
Bhagwati in Bhagwati 1986: 119.

5 As we discuss later on in this section, Brazil and Colombia did follow the EP strategy during
die 1970s, which resulted in their exceptional export performance in the 1980s. See Hirschman
1987.

® Coming, as they did, during the populist political phase in Latin America, these policies
also proved to be pro-labour, particularly since the insulation of the economy allowed the
maintenance of high industrial wages.
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sector, and to emulate the production system of Western countries as soon as
possible. While it was an ‘indigenous response’ here as well, the response was
to the low industrial base and high import requirements rather than to a fear
of dependence or from a generalized hostility to foreign or comprador
interests.” Thus, while the promise of growth alone was not sufficient to
make EP attractive to Latin American economists and policy-makers, in Asia
it was; the main question there was not whether it should be adopted, but
whether it could be administered effectively and efficiently.

Second, while EP also means different things to different people, and while
it seems to have metamorphosed into the broader concept of ‘economic
liberalization’, it has had, from the very outset, a strong association with the
experience of the ‘Gang of Four’ countries, although the link has become
increasingly tenuous as the concept has expanded to become almost
synonymous with laissez-faire. While the high growth rate, the successful
adjustment performance, and the export orientation of the Gang of Four is
not a matter of much controversy, there are serious differences among
economists over the causes of these phenomena. On the one hand, this
experience could be interpreted narrowly as a technical and bureaucratic
innovation: an efficient and dirigistic state pushing resources into selected
export industries through a combination of government fiat, subsidies, credit
controls, and export houses (see e.g. Pack and Westphal 1986). This
interpretation would lead, logically, to prescriptions for strengthening state
intervention and making it more effective and efficient. On the other hand, it
could also be interpreted, as neoclassical economists have consistently tried to
do, as a political or ideological innovation in the direction of a free market
economy—an interpretation which leads directly to a prescription for
wholesale liberalization.®

In the neoclassical literature, the title ‘export promotion’ was affixed
retroactively (and very selectively) to the experience of these economies.
Initially, when it meant a strategy which promised faster growth than IS, it
was used to prescribe import liberalization and devaluation.” Later, as
economists began to note on the one hand the limited success of import
liberalization reforms, and on the other hand the successful adjustment of

" In India, the concern was not so much with terms of trade losses as with a bureaucratic
desire to move quickly to the production of heavy industrial and capital goods as in the USSR,
and to see India as a self-sufficient economic power; in other Asian countries the adoption of this
strategy also resulted more from dirigistic concerns than from issues of North-South conflict.
See the illuminating discussion in Myrdal 1968: 720-5, 799-806.

8 A ‘political’ interpretation of the experience is provided, post hoc ergo propter hoc, by Jeffrey
Sachs (1985), who argues, in the face of all direct evidence on the ideological position of the
South Korean government, that South Korean policies emerged from an alliance of the State and
the rural political groups. For a detailed criticism, see Taylor, this volume. See also Pack and
Westphal 1986 and Dee 1986.

’ In terms of concepts popularized by Corden 1971, this required the replacement of
‘ordinary’ (or tariff) protection with across-the-board incentives to industry generally in the form
of’exchange rate’ protection. For an example of these recommendations, see Krueger 1978.
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East Asian countries to the recent macroeconomic shocks, a new title,
‘outward-oriented policies’, was invented to describe and promote policies
which promised growth as well as autonomy. These included, in addition to
trade liberalization, exchange rate unification, removal of capital controls,
and financial liberalization. The last of these recommendations, however, did
not have a sound empirical basis, since neither South Korea nor Taiwan had
free or open financial markets—unlike most Latin American countries,
whose financial institutions had long been open to international capital
markets. From ‘outward orientation’, it was a short step to the most recent
transformation, to the notion of ‘economic liberalization’, which meant
virtually a move towards laissez-faire—again, notwithstanding the fact that
laissez-faire was hardly an appropriate description of East Asian countries—
with the addition of privatization, deregulation, and de-unionization to the
list of desirable reforms (see e.g. Krueger 1986).

Today, while the term ‘economic liberalization’ is used to suggest, ideally,
the removal of controls from every market in an economy, the narrow set of
markets chosen by most advocates of liberalization includes the markets for
foreign exchange (both for current and capital account transactions), the
financial market, the labour market, and the market for agricultural
commodities (ibid. 16). Some writers, such as Krueger (ibid.) and Balassa
(1986a) claim that these changes will facilitate the efficient and effective
pursuit of virtually any economic or social goal. Others are less sanguine in
this belief, but argue nevertheless that even if government intervention could
improve welfare, governments should not be entrusted with such powers (see
e.g. Krugman 1987)."

All the above writers suggest, explicitly or implicitly, that their arguments
are vindicated by the recent successful experience of East Asian economies and
the dismal performance of Latin American societies. The broad outlines of
the differential performance are not a matter of much controversy; they can
be seen from Tables 1.1-1.3, which present figures on the GDP growth rate,
the inflation rate, and the debt burden for a select list of countries from three
regions of the Third World: East Asia, South Asia, and Latin America. In the
latter region, the deterioration in three performance indicators has been quite
dramatic: growth has been negative for a number of years, inflation has
escalated to historical highs, and foreign debt has assumed alarming
proportions. In the other two regions, by contrast, past growth levels have
been sustained into the 1980s (and, in South Asia, even exceeded), inflation is
moderate, and debt ratios, while high, are still manageable. If the entire
difference were due to the illiberal economies of Latin American countries,
and the ‘open’ and ‘liberal’ policies of Asian governments, it would constitute
indeed a formidable case for economic liberalization.

' These two views are not dissimilar to Franco Modigliani’s characterization of the views of
extreme monetarists in the US; see Modigliani 1977: 1.
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1.2 A CRITIQUE OF ECONOMIC LIBERALIZATION

In the real world, matters are rarely so simple, and indeed there are several
problems with this line of reasoning, many of which are brought out in this
volume. First, the empirical support for the argument, to put it charitably, is
weak and inconclusive. The identification of ‘successful’ Asia with openness
and ‘successless’ Latin America with illiberalism is little better than a crude
caricature. Institutions and arrangements in East Asian countries not only
diverge significantly from the neoclassical ideal of laissez-faire, but some of
their markets, particularly the market for domestic and international capital
flows, have been among the most heavily regulated anywhere—certainly
more so than in Latin American countries, which foundered on the rock of
capital market shocks precisely because of greater financial openness.
Moreover, South Asian countries (and China) succeeded with ‘illiberal’
economies, while Chile and Argentina languished despite the elixir
of liberalization. Indeed, larger samples of countries do not reveal a
significant empirical relationship between economic growth and either
outward orientation or export-promotion. Second, the supposed relationship
between prescribed policies and expected outcomes is not verified by
experience. Exchange rate ‘rationalization’ seems to lead frequently to
declines rather than to increases in export shares, and equally frequently to
balance of payments crises as to improvements. Policies turn out, often to be
ineffective, or, what is worse, counter-effective.

Last, and most importantly, even in the unlikely event that the connection
between free markets, government policies, and economic performance in
East Asian countries were to prove conclusive, it would still not be clear that
the relevant preconditions could be duplicated in other countries, particularly
those in Latin America. The neoclassical argument for liberalization rests,
ultimately, upon a willingness to believe in the efficacy and optimality of free
markets, which provides a way of interpreting recent experience, and, in a
circular fashion, using the interpretation to argue for economic liberalization
and free markets. Alternative interpretations would have a different view of
the efficacy of markets or the role of die government in contemporary
societies; the next section brings together in a summarized form the
arguments made by the contributors to this volume.

It is fitting to start with a slightly modified version of Lance Taylor’s
distinction between several related concepts in the literature on openness and
liberalization:

1. Openness is a description of the economy, indicating its degree of
integration with global economic forces. It can be divided into two categories:
(a) trade openness, which refers to the exposure of the goods market to
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the international economy and is measured by the ratio of exports to
GDP;

(b) financial openness, which indicates the exposure of the domestic
financial system to world capital markets and is measured by the
volume, nature, and regulation of international capital flows,
including such factors as the size of the foreign debt, or the existence
of capital controls.

2. Outward orientation is a description of government policies—import
liberalization, devaluation, changes in bias of trade policy—which supposedly
create economic openness.

3. The ‘liberal’ economy is, again, a description of an economy with
minimal government restrictions, not only on international trade in goods or
assets, but also in domestic financial, commodities, and labour markets.

4. Economic liberalization is a strategy of policy reform intended to take the
economy from a state of ‘illiberalism’ to that of ‘liberalism’, or, in more
hackneyed terms, towards laissez-faire.

The case for economic liberalization has rested upon the claim that all of
the above contribute to higher growth and reduced dependence of the
economy. However, the papers in this volume demonstrate that this claim is
not supported by the evidence, and that: (a) neither economic openness nor
outward orientation leads to improved economic performance; (b) changes in
policy orientation do not lead necessarily to changes in openness; (c) the
appropriate degree of openness is different in different societies, and
attempts to impose a universal solution by force have been costly as well as
ineffective; and that therefore (d) rather than getting hung up on how to
liberalize the economy, and at what speed, economists should be looking at
the institutional and historical features of different societies in order to
understand their functioning, the range of their prospects, and the feasible
and desirable directions of policy and institutional changes. The salient
features of this critique are summarized below.

1.2.1 Liberalization and economic performance

Lance Taylor looks at the recent experience of fifty Third World countries,
to find that neither trade openness nor outward orientation is linked with
higher growth or reduced vulnerabilty: ‘fast-growing countries are more or
less open, have diverse patterns of specialization, and their success is not
obviously led by exports, industrial or otherwise’. He also questions the
supposed association between economic performance and the World Bank’s
‘distortion index’.!" Citing work by Aghazadeh and Evans (1985), Taylor

""" A formal presentation of this index is to be found in Agarwala 1983, and a summary in
World Bank 1983. The index was criticized for its selectivity and bias by Aghazadeh and Evans
(1985).
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argues that not only was the index based on a biased sample of countries, but
that only two of the underlying variables—real wage growth and real
exchange rate appreciation—were negatively related to output growth. Since
these are determined by institutional factors, such as open distributional
conflict or the onset of ‘Dutch disease’, the perceived association represents
the impact of historical and institutional factors rather than that of misguided
government intervention in the economy.

Hughes and Singh also challenge the mainstream assertion that closed
economies are less capable of adjusting smoothly to external shocks. They
point out that in looking at the association between openness and
vulnerability, one has to distinguish between trade and financial openness.
The two are similar in a minor respect: both lead to an increased vulnerability
to shocks originating in their respective spheres. However, they are
dissimilar in an even more important respect: while trade openness does
increase flexibility to cope with financial market shocks, financial openness
reduces the ability to adjust to any exogenous shocks. The explanation is
simple. An external shock creates the equivalent of a transfer problem, which
is easier to handle in an open trade regime because of the larger size of the
tradable goods sector. On the other hand, financial openness can lead to
greater fluctuations in capital flows, and thus to more frequent ‘shocks’;
more importantly, in the event of a trade shock, financial openness can result
in large-scale capital flight, which will exacerbate rather than ease the
problem of adjustment.

While most neoclassical economists interpret this as the pathology of the
closed economy, the authors here suggest that it derives from the internal
inconsistency of an inward-oriented trade structure and an open financial
regime. The argument is, that if, for political, structural, or welfare reasons,
a country has a relatively closed traded sector, then it should choose a more
careful regulation of its international financial transactions as well as a strategy
of low foreign debt.

1.2.2 Liberalization and openness

The authors represented in this volume also disagree with the view that the
openness of the trade regime is a pure policy variable, arguing that the
supposed link between policy orientation and trade regimes is not borne out
in practice. Outward-oriented policies do not lead either to trade openness
(defined as a high ratio of exports to GDP), or to ‘benign’ financial openness
(absence of capital flight). Furthermore, there are sound theoretical reasons
why this should be so.

Edward Amadeo and I introduce the notion of political and social
constraints on policy making. The existence of social groups that, to use Joan
Robinson’s description of the economy, use political action to defend their
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interests can render some policies ineffective, others infeasible, and yet
others undesirable.'” In particular, as Lance Taylor points out as well, some
important economic variables—such as real wages or the real exchange rate—
represent underlying social and institutional arrangements, and often cannot
be determined by policy alone. As a result, policies which are introduced
with the intent of influencing such variables will not produce the same result
in all societies.

Hughes and Singh examine the recent experience of a number of countries,
from the North as well as the South, to demonstrate that empirical evidence
does not support the contention that exchange rate policies influence either
export shares or sustained capital movements. These results are consistent
with those of the few studies which have examined this link in any detail.
Albert Fishlow makes the same argument by looking at other recent
experiences. The point is that despite the almost religious belief in this
assertion, the bulk of the evidence points in exactly the opposite direction.
But then, as Lance Taylor reminds us at the outset of Chapter 4, facts do not
win arguments in economics.

1.2.3 The role of the state

The argument over liberalization boils down, eventually, to one over the
limits of state activity, and all the papers have something to contribute on the
issue. The problem is stated succinctly by Albert Fishlow:

The principal deficiency of the neoclassical approach, however, is its failure to inform
about the conditions under which the state can play a positive role. Beyond creating
(minimalist) rules to enhance the market, there is no policy advice. Nor, except for
resort to authoritarian tutelage, is there guidance about creating and sustaining
political support, even for liberalization. There is too much evidence of different types
of state action in the course of economic development, successful and unsuccessful,
for such a theoretical political economy to suffice. It is a central theme of late-comer
development that is not casually dismissed. And, even accepting the conclusion of
excess intervention in many countries at the present, there remains the need to
establish priorities about what the state should do and not do, and the need to
implement them. (Ch. 5, p. 000).

Many writers have pointed to the strong association between economic
liberalization and political authoritarianism, partly as a warning but also to

2 E.g. currency devaluation might be unacceptable to a prudent government because its
effects are not well understood and often deviate substantially from the predictions of simple
models; a shift from indirect to direct taxes may not be possible in the short run (and
occasionally, not in the long run either) because of administrative difficulties; and orthodox
adjustment programmes might be rejected by democratic governments because of the likelihood
of (anticipated or unanticipated) non-economic costs.
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suggest the difficulty of implementing these prescriptions in societies with
strong democratic aspirations. Rather than withdrawing from the economic
sphere, as liberalization enthusiasts hoped, the state in liberalizing societies
seems to have begun to invade every sphere of social activity.

In Chapter 2, Edward Amadeo and I address this paradox by arguing that
there is a misleading presumption in this literature—that the only choice
available to Third World societies is between a ‘hard’, authoritarian state,
which can impose the liberal order without the need for a political consensus,
and a ‘soft’ populist state, which would achieve political solvency through
distributional appeasement. Taking the ‘Keynesian’ perspective of governance,
we suggest that it is more appropriate to look at the state as a mediator of
social conflict, as an agency which can create the basis for co-operative
actions even by groups whose immediate interests are opposed to each other.
This perspective helps to distinguish between the (more problematic)
situation where the state is characterized by intense differentiation and
tension and that where the conflicts are relatively muted. To assume that a
simple ‘return to the market” will suffice in all possible circumstances is to be
wilfully naive and irresponsible. It would require, as indeed it has in Latin
American countries, the use of extensive state terror to coerce a highly
independent populace into submission; and even then the success of the
endeavour is far from assured.

A pertinent illustration of this dilemma comes from the analysis of labour
market institutions, taken up by Amadeo and myself in Chapter 6. The
argument for liberalization advocates the use of ‘tight’ (or ‘low-wage’) labour
policies and a move towards the decentralized labour unions existing in East
Asian countries. In an attempt to evaluate the consequences of this
suggestion, we look at the rich variety of structural and historical features
which underlay the evolution of labour market arrangements in various
countries. The immense differences in these characteristics indicates quite
convincingly that efforts to reproduce one system in another society will end not
only in failure, but in disastrous failure. The discussion has special relevance
for Latin America, where there have been several attempts in the last two to
three decades to roll back the democratic gains made over the last century by
the populations in general and working groups in particular.

Now, the kind of institutional change prescribed in many contemporary
writings seems singularly inappropriate and undesirable for a region with
Latin America’s history of conflict, struggle, and reform. Clearly, while
institutional reforms may be necessary, even desirable, in these countries,
they will have to be something entirely different, something more consistent
with this history. Chapter 6 shows that there are other possibilities too, of
which the one most consistent with social democracy and popular participation
is the Scandinavian model of ‘social corporatism’, which has been highly
successful (in economic terms). The suggestion is intended, however, not to
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assert the unquestioning superiority of this model over others, but rather to
suggest simply that alternatives to the authoritarian solution do exist.

1.3. THE LATIN AMERICAN EXPERIENCE

A major plank in the liberalization thesis has been its claim that the recent
downturn of economic activity in Latin America derives from the closed
nature of its economies and the unwisdom of the economic policies of its
governments. All the authors of this volume find this assertion question-
able.

Before we proceed, it may be mentioned that prominent neoclassical
writers discussing these issues often divide the countries according to some
simple index of policy orientation. However, the problem with this
methodology is that the recent economic performance of Latin American
countries is fairly uniform, while that of, say, ‘outward-oriented countries’ is
quite variable. Thus, this approach will either not be able to explain the
uniformity of regional experience or will obscure it behind a cloud of
arbitrary generalizations. The regional uniformity is not at all surprising in
view of the fact that countries within a region (but not ‘outward-oriented
countries’) often share similar colonial histories, sustained cultural and social
linkages, a lingua franca which facilitates the transmission of ideological
controversies, and occasionally even similarities in (physical and human)
resource endowments (see e.g. Maddison 1985: 53). Furthermore, it has to
be admitted that most analysts writing on these issues focus on the experience
of precisely one country, i.e. South Korea."> The average performance of any
group with South Korea as a member would automatically go up.
Recognition of this point would not only make the debate somewhat clearer,
but would also help to direct attention towards the hitherto ignored
institutional and historical factors which influence policies as well as
outcomes.

Returning to liberalization, the neoclassical argument here is that although
real incomes of the ‘open’ East Asian countries were affected more by the
trade shocks of the 1970s, they managed to accommodate them without
serious impairment of their economies; Latin American economies, on the
other hand, despite being better insulated from external shocks by virtue of
their low trade shares, were unable to adjust successfully because of the
closed and rigid nature of their economies. This assertion is contested here on
empirical grounds both by Albert Fishlow and by Alan Hughes and Ajit
Singh. They make two points. First, that the ‘dismal’ economic performance
of Latin American countries is somewhat exaggerated; and second, that the
direct impact of all external shocks was greater, not lesser, on Latin America
than elsewhere.
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1.3.1 Economic performance

As a guide to economic performance, Tables 1.1-1.3 present figures for the
last three decades on the customary indices of performance, growth, inflation
and debt accumulation. Table 1.1 shows, first, that while the growth
experience of individual countries was quite varied, at the regional level the
differences were not very significant until 1980. Between 1960-70 and
1970-80, median regional growth rates changed very little. The dramatic
downturn in economic performance came about at the end of the decade:
after 1980 Latin American growth fell precipitously, by as much as 4-6 per
cent.'* Subsequent experience has been equally disappointing, Brazil and
Chile being the only countries to recover their growth momentum (in 1984
and 1985, respectively). East Asian growth rates also declined but, except for
the Philippines, by a modest 2 per cent. In South Asia, the 1980s actually
witnessed an increase in growth rates.

Clearly, as far as adjustment to the first trade shock was concerned, the
difference between the two regions was not very significant. Yet, looking
from the perspective of the 1980s, it cannot be denied that in the long run the
Asian growth performance was superior. It must be noted, however, that this
perception is relatively recent in origin. Up until 1980, most observers
seemed to regard Latin American countries also as examples of successful
adaptation to external trade shocks:'> growth rates were high except in
countries plagued by exogenous political disturbances; and while foreign
debt was accumulating rapidly, it was being used primarily to finance
investment rather than consumption (Sachs 1985). This perception changed
dramatically with the onset of the debt crisis in 1982. Not only Mexico,
whose default action precipitated the crisis, or even Brazil and Argentina
with their large debt burdens, but the entire continent began to be seen as
being in a state of crisis.

Coming now to the issue of inflation, it should be stated at the outset that,
given the vast differences in political and institutional circumstances of the
countries being examined here, it would be simplistic to use it as an indicator
of policy adequacy. These differences are reflected in the well-known
tendency of Latin American countries towards high inflation, which derives

'S Of the other Gang of Four economies, Hong Kong and Singapore are city-states, and
therefore of limited relevance as models for other countries. Taiwan has strong similarities to
South Korea but its relevance is complicated by its geopolitical situation, which is even more
unique than that of South Korea, and its data are not as readily available as those for other
countries.

" In at least half of the big Latin American countries, the severe economic decline started in
1982; the exceptions being Argentina (1980), Bolivia (1979), Brazil (1981), Colombia (1981),
Uruguay (1981), and Venezuela (1978).

" Hirschman (1987) labels the period up to the end of the 1970s as Latin America’s Trenle
glorieuses, after the term coined by Jean Fourasti for the French post-war experience. In this
regard, see also Ominami 1987.
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Table 1.1 Per capita GDP growth rates in Latin America and Asia (% per year)

Country 1960-70 1970-80 1980-7
Latin America
Major debtors
Argentina 2.8 0.6 -1.7
Brazil 2.5 6.2 1.1
Chile 2.4 0.7 -0.7
Mexico 3.9 2.1 -1.7
Others
Venezuela 2.6 1.7 -2.6
Colombia 2.1 3.6 1.0
Ecuador 5.8 _14
Peru 2.1 0.4 -1.1
Bolivia 2.9 2.3 4.8
Uruguay 0.1 32 -1.8
Paraguay 1.7 5.4 -1.9
Simple average 23 29 _14
Asia
East Asia
China 33 4.0 9.2
S. Korea 6.1 7.8 7.2
Taiwan 6.6 7.3 4.6*
Philippines 2.1 3.6 -3.0
Malaysia 3.7 5.4 1.8
Thailand 5.4 4.7 3.6
Indonesia 1.9 53 1.5
Simple average 4.1 54 3.6
South Asia
Burma 0.4 22 29
Pakistan 39 1.6 35
Sri Lanka 22 2.5 3.1
Bangladesh 1.3 1.3 1.0
Nepal 0.7 0.0 2.0
India 1.1 L5 2.5
Simple average 1.6 L5 25
*1980-5.

Source: World Bank 1982, 1987, 1989.
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Table 1.2 Inflation rates in Asia and Latin America (% per year)

Country 1960-70 1970-80 1980-7

Latin America

Major debtors
Argentina 21.7 130.8 298.7
Brazil 46.1 36.7 166.3
Chile 33.2 185.6 20.6
Mexico 3.6 19.3 68.9

Others
Venezuela 1.3 12.1 11.4
Colombia 11.9 22.0 23.7
Ecuador o 14.4 29.5
Peru 10.4 30.7 101.5
Bolivia 3.5 223 601.8
Uruguay 51.1 62.3 54.5
Paraguay 3.1 12.4 21.0

Asia

East Asia
China ... L. 42
S. Korea 17.4 19.8 5.0
Taiwan 3.5 12.2 3.3%
Philippines 5.8 13.2 16.7
Malaysia -0.3 7.5 1.1
Thailand 1.8 99 2.8
Indonesia .. 20.5 8.5

South Asia
Burma 2.7 11.2 2.1
Pakistan 33 13.5 7.3
Sri Lanka 1.8 12.6 11.8
Bangladesh 3.7 16.9 11.1
Nepal 7.7 8.6 8.8
India 7.1 8.5 7.7

* 1980-5.

Source: World Bank 1982, 1987, 1989.
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from the more pronounced level of distributional conflict and the existence of
inertial propagation mechanisms rather than from failure in adjustment. In
any event, the differences in historical experience of various countries are
brought out in Table 1.2. Before 1970, only one Asian country, South Korea,
experienced double-digit inflation, as against more than half of the larger
countries in Latin America. After 1970, while every single country in our
sample registered an increase in average rates of inflation, the increase was
much more pronounced in Latin America, and became even more so after
1980.

The third index of economic performance is the accumulation of foreign
debt. Table 1.3 presents figures on debt—GNP ratios in 1970, 1981, and 1987
for the same sample of countries. While on average the debt ratio in Latin
America in 1981 (37.8 per cent) was higher than that in East Asia (12.9 per
cent), or South Asia (15.8 per cent), the latter two figures were pulled down
by the weight of China and India, which pursued debt-free policies. If these
two countries are excluded from the sample, the debt ratios in the three
regions seem not significantly different. There are, however, significant
differences in debt-servicing requirements, because, first, Latin American
countries export a much smaller proportion of their output than do the East
Asian economies; and second, a higher percentage of the Asian debt
(including that of South Korea) was on fixed interest rates, which provided
partial protection against the interest rate escalation of the late 1970s.

This, however, is not the entire story on debt. As it turns out, the rapid
accumulation of debt in many Latin American countries is related not to
policy or structural factors, but rather to the openness of their capital
markets, which allowed large volumes of capital flight—Mexico $26.5 billion
(48 per cent of gross capital inflows), Argentina $19 million (65 per cent),
Venezuela $22 billion. In Asia, the only country where capital flight is
considered significant is the Philippines (World Bank 1985)."° In contrast,
countries with some forms of capital controls (India, South Korea, Brazil,
Colombia) suffered far smaller volumes of measured capital flight. In fact, as
Sachs (1985) reports in a table reproduced here as Table 1.4, the cumulative
current account deficits in Latin American countries were quite comparable
to those in Asian countries. Excluding mineral-exporting Indonesia, Malaysia,
and Venezuela, Latin American current account deficits are no higher (and,
in fact, are somewhat lower) than the East Asian figures, even though their
debt ratios in 1981 were somewhat higher.!” The obvious inference is the
existence of capital flight in the former countries.

' Notice that illegal capital flight through the black market is more difficult to measure and
may be understated, particularly in the case of countries with financial sectors strongly linked to
the Western states; see also Sachs 1985.

7 The debt ratios in Table 1.4 differ from those in Table 1.3 because the latter includes only
publicly guaranteed long-term debt. Note here that the Philippines seems once again to be closer
to the Latin American norm than the Asian one.
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Table 1.3 Debt ratios (total long-term debt/GNP) in Asia and Latin America

Country 1970 1981 1987
LatinAmeriea
Major debtors
Argentina 233 41.8 73.9
Brazil 12.2 24.4 394
Chile 322 40.6 125.2
Mexico 17.0 232 77.5
Others
Venezuela 8.7 22.7 94.5
Colombia 22.5 16.5 50.2
Ecuador 14.8 42.7 107.4
Peru 38.1 345 40.5
Bolivia 473 92.0 133.7
Uruguay 12.5 14.9 58.6
Paraguay 19.2%* 17.0 54.7
Weighted average,
Latin America 187 37.8 60.1
Asia
East Asia
China 0.7* 0.7* 10.4
S. Korea 233 33.0 343
Taiwan - 11.3* 7.9%
Philippines 21.1 27.1 86.5
Malaysia 10.9 30.4 74.3
Thailand 11.1 20.6 44.2
Indonesia 30.0 21.7 79.6
Weighted average, East
Asia 6.5 129 33.8
South Asia
Burma 5.0 28.5 42.1%**
Pakistan 30.8 28.9 47.1
Sri Lanka 16.4* 374 72.4
Bangladesh 0.0* 27.5 54.4
Nepal 0.3 10.1 34.2
India 154 11.5 18.8
Weighted average,
South Asia 15.6 15.8 25.9

* = Public and publicly guaranteed debt only/GNP.  ** =1985.
Source: World Debt Tables 1988—89.
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Table 1.4 External debt indicators: selected countries

Cumulative current
account deficit

1970-80 D/Y D/X

(% of 1981 GDP) 1981 1981
Argentina 2.3 31.6 3347
Brazil 22.8 26.1 298.7
Chile 19.8 47.6 290.0
Mexico 13.9 30.9 258.8
Peru 19.3 44.7 223.5
Venezuela -7.5 42.1 134.0
Weighted average 13.6 31.3 271.5
Colombia 0.4 21.9 182.9
Indonesia 0.6 24.1 87.1
S. Korea 24.6 27.6 76.6
Malaysia -2.0 27.8 51.8
Thailand 224 25.7 103.1
Weighted average 6.4 26.0 77.0
Philippines 18.3 40.6 214.6

Source: Sachs 1985: table 3.

The above data suggest that the decline in Latin American growth
performance is quite recent and dates from the complex of real and financial
shocks which hit the world economy during 1979-82, not from the terms of
trade shocks of the early 1970s. Indeed, both Latin American and Asian
countries managed to accommodate to the first oil shock, partly by relying on
foreign resource inflows. However, the higher (and increasing) dependence
of the former on external financial markets, and the large volume of capital
flight from their countries, made further adjustment along similar lines
impossible.

1.3.2 Magnitude of external shocks

The second aspect of recent experience which has figured in the advocacy of
liberalization policies is the argument that the exogenous shocks which led to
the deterioration of economic conditions in Latin American countries were
smaller in relative magnitudes than the shocks which hit East Asian countries
at the same time. The inference is that the extent of the damage in the former
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must have been produced by domestic policy factors—in particular, by the
closed, and hence rigid, nature of their economies—and not by the shocks
themselves. This contention is challenged by Fishlow and by Hughes and
Singh, on the grounds, first that the crucial external shock (i.e. debt
strangulation) was concentrated entirely in Latin America, and second, that
the argument ignores several other shocks, internal as well as external, whose
effects were distributed much more favourably for Asian countries.

Conditions in many Third World countries were influenced adversely by a
succession of external shocks during the 1970s and the 1980s. These shocks
included: (a) the terms of trade effects associated with the increases in price
of oil and foodgrains in the period 1972-3; (b) export volume effects of the
recession-induced slowdown in world trade persisting, with some inter-
ruptions, for almost a decade and a half; (c) the second oil shock in 1979;
(d) capital losses and adverse current account effects of the increase in
interest rates in world financial markets since 1979; and (e) the financial
squeeze due to the drying up of the flow of credit to many third world
economies with the onset of the debt crisis in 1982."®

The direct effects of the frade shocks were generally larger in Asian
countries, whose goods markets are more exposed to the world economy;"”
those of the interest-rate shock were more equally distributed between the
continents, while the effects of debt strangulation have been felt primarily in
Latin America. This result has been established in many recent studies
including Balassa (1986&),” Balassa and McCarthy (1984), Helleiner (1986),
and Sachs (1985), as well as by Lance Taylor in this volume. Thus, while
external shocks in general could not have caused the crisis in Latin America,
debt strangulation might have had a role to play.

The second point is that the external shocks mentioned above were not the
only exogenous source of disturbance for Third World economies in the last
two decades. First, with the exception of Pakistan and Bangladesh (which
were recovering from a traumatic civil war and the partition of the country in
1971), and later the Philippines, the period from 1973 to 1985 was one of
remarkable political stability in Asian countries, while Latin America

'® Most analyses have, however, focused attention on the first four shocks and ignored the
debt shock, presumably because they saw it as the consequence of policy and adjustment
behaviour of the affected countries rather than of purely external circumstances.

1 See Sachs 1985: 5-7, esp. Table 2; also Taylor, this volume, esp. Tables 4.4 and 4.5. While
both sets of data are in broad agreement on the 1979 shocks, Taylor also quotes figures on the
1973 shock which differ from those for the 1979 shock only in that disruption in Chile is greater
than in most Asian countries.

% For instance, Balassa 19866 showed that the average adverse impact of the two external
shocks (excluding the debt strangulation) on ‘outward-oriented countries’ (OOCs, which
included only Chile and Uruguay from Latin America), as a percentage of GNP, was between
two to three times that on ‘inward-oriented countries’ (IOCs, which included Argentina, Brazil,
Mexico, Peru, and eleven others).
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witnessed an exacerbation of political tension almost everywhere: Argentina,
Brazil, Chile, Ecuador, Peru, and Bolivia, not to mention the expanding
conflict in Central America. As Fishlow suggests, these political conflicts
could not but affect economic performances.

Second, as Hughes and Singh show, several Asian countries received
‘positive’ economic shocks during this period. Pakistan, Sri Lanka, India,
Bangladesh, and to a lesser extent South Korea and the Philippines registered
substantial increases in the receipt of worker remittances from their nationals
working overseas and benefited from the expanded market for agricultural
and other imports in the oil-exporting countries of the Middle East.
Furthermore, many Asian countries (Pakistan, Bangladesh, Malaysia,
Thailand) registered strong agricultural growth during this period for reasons
unconnected to the external environment, and the resulting increase in
exportable surpluses helped moderate the effects of the terms of trade shocks
on payments balances.

Third, as Hughes and Singh also point out, Latin American countries
received other adverse shocks during this period in addition to political
disturbances. These included the ‘contagion effect’—the Mexican default
leading to a cut-off of loans even to those Latin American countries which
had not defaulted; ‘Dutch disease’—the relatively greater incidence in Latin
America of the adverse effects of foreign exchange bonanzas; the equally
higher incidence of capital flight, which has already been mentioned; and the
initiation in the Southern Cone countries of Latin America—Argentina, Chile,
and Uruguay—under the urging of neoclassical economists, of a programme of
liberalization, which may have had even more of an impact on their domestic
situation than the external shocks.”'

1.3.3 Policy errors

Lastly, there is the view that the debt crisis emerged in Latin America
because of the inappropriate commercial policies pursued by governments
during the adjustment process. The adjustment policies used by various
countries in recent years have been characterized in terms of demand
contraction, expenditure switching, and debt accumulation by many writers
including Balassa (1986ft), Helleiner (1986), and Taylor (Ch. 4 this volume).
Demand contraction was not used significantly during the first shock period
by countries in either region but had become important everywhere by the
time of the second shock.” With respect to the choice between the other two

2l The story of these experiments has been related in several recent papers. For an excellent
structuralist analysis, see Foxley 1983. For a sophisticated neoclassical defence of the
experiments, see Khan and Zahler 1985.

22 Within the rubric of aggregate demand management, however, there are some interesting
patterns: Several countries in Asia (S. Korea, Thailand, the Philippines) as well as in Latin America



INTRODUCTION 23

options—expenditure switching and debt accumulation—there are significant
differences between Latin American and Asian countries. Balassa (19866)
reports that ‘Outward Oriented Countries’ (OOCs, a term that includes most
East Asian economies) relied primarily on expenditure-switching policies,
while Latin American countries used foreign borrowing to offset the adverse
consequences of the shocks. Balassa, however, looks at the behaviour of the
affected variables (output, trade, debt, etc.), rather than at the policy
variables (exchange rates, budgetary variables, etc.), where the differences
are not as significant.

In principle, it is possible for the same observed level of accommodation to
be introduced immediately (in one or two years), gradually (spread out over
a longer period), or belatedly (at the end of a period of worsening
conditions). Naturally, looking at discrete data separated by a few years would
tend to obscure this pattern.

The pattern in expenditure-switching policies becomes clear from Table 5,
which presents data on the movement of the real exchange rate” in selected
countries between 1978 and 1983. Most countries registered a real
devaluation of 20-50 per cent over this period, the exceptions being resource-
rich Venezuela and Thailand, war-torn Argentina, and the somewhat
anomalous Colombia.

The interesting picture, however, is the dynamic one of a slow appreciation
of Latin American currencies (except the Brazilian cruzeiro) following the
1979 shocks, and a massive real depreciation with the start of the debt crisis
in 1982. In Asian countries, on the other hand, the oil shock was followed by
an immediate, though smaller, real depreciation, in most cases maintained
throughout the period.”* The only exceptions to this regional pattern were
the Philippines, which was close to, but less extreme than, the Latin
American experience; Brazil, which had a massive devaluation immediately
after the second shock and maintained it thereafter; and the OPEC countries

(Chile, Uruguay, Argentina) reduced consumption but raised investment, in many cases by an
even larger amount, in response to the first shock, and did the reverse of this action in response
to the second one.

3 1t should be noted that much of the perversity of the Latin American response to the onset
of the crisis in the late 1970s can be explained by experiment of global monetarism in the
Southern Cone countries of Latin America, which had been started at the behest of the very
economists who were later to deplore the dismal performance of their client countries. This
project led these countries to experiment with fixed exchange rates in order to influence price
expectations and therefore the rate of inflation by refusing to validate the latter. For a review of
these experiments, see Diaz-Alejandro 1981, or Hirschmann 1987. For the Chilean experiment,
see Foxley 1983.

* Sachs 1985 suggests that one reason for this difference is the fact that Latin American
economies continued to maintain their parity with the US dollar during the period when it was
appreciating with respect to other hard currencies, while Asian economies were quick to shift to
a basket of currencies and managed to hedge themselves against this appreciation.
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Table 1.5 Real exchange rate movement (end of year)

1978 1979 1980 1981 1982 1983 1984 1985 1986
Latin America
Argentina 100.0 68.3 47.7 90.5 231.5 2543 2279 2649 2393
Brazil 100.0 181.3 269.9 270.6 287.7 4654 5052 529.2 490.8
Chile 100.0 85.4 72.1 704 1246 1219 1623 181.0 1734
Colombia 100.0 94.1 93.1 969 106.7 1164 147.6 1537 166.8
Mexico 100.0 90.7 78.4 76.1 185.1 1493 1282 165.6 232.8
Uruguay 100.0 75.1 64.1 62.5 1667 1450 160.1 157.7 137.1
Venezuela 100.0 89.8 78.4 76.4 80.1 789 117.6 114.1 126.9
South Asia
Bangladesh 100.0 100.9 101.1 122.6 140.5 1443 1339 143.6 138.6
India 100.0 90.9 89.3 102.7 107.3 111.4 129.0 121.9 1209
Pakistan 100.0 103.1 101.8 100.7 127.5 131.7 142.0 1442 152.1
Sri Lanka 100.0 93.9 994 103.0 102.4 106.9 96.0 104.7 104.7
East Asia
Indonesia 100.0 82.3 69.5 66.0 71.9 944 95.0 955 1164
S. Korea 100.0 91.1 1084 109.6 116.7 1237 128.6 138.3 1339
Malaysia 100.0 96.3 99.8 109.1 1174 1174 119.2 125.1 1503
Philippines 100.0 94.9 91.8 97.8 107.5 152.6 1493 1262 1372
Thailand 100.0 97.7 924 1045 107.7 1085 1312 1304 128.7

Source: IMF 1987.

Note: The real exchange rate index is calculated by deflating the dollar exchange rate with the
ratio of the domestic to the US GDP deflator index. An increase in the index means a real
devaluation.

in the sample (Venezuela and Indonesia), which maintained the values of
their currencies more or less to the end.”

These data might suggest that expenditure-switching policies in Asian
countries were timely, while those in Latin American economies were
delayed by reliance on debt finance until the increasing difficulties due to the
debt crisis and loss of credit-worthiness made further postponement
impossible;* alternatively, they could indicate that, given the domestic rate
of inflation, particularly of wages, and the nature of social conflict, it was
impossible for Latin American countries to enforce a real devaluation without
running the risk of the exacerbation of tensions and the incurrence of

% A similar result is reported by Khan (1986), who estimated real effective (against a trade-
weighted basket of currencies) exchange rates for two groups of countries, that of industrial
exporters (East Asian), and those from the Western hemisphere.

% See for instance, Balassa 1985, 19866; Sachs 1985; Khan 1986; and Bianchi, Devlin, and
Ramos 1987.
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excessive social costs. However, the general recognition of the economic
crisis enabled the emergence of a consensus in which massive depreciation
could, and indeed did, take place. In any event, it is not clear whether this
path would have turned out to have been so fraught with adversity in the
absence of capital flight.

The picture which emerges from the above discussion is the following.
While it is generally believed that Asian economies were hit harder by the
recent external shocks (due to their greater exposure to the international
economy), there are good reasons to doubt this assertion. When domestic
political events and other exogenous factors are taken into account, it would
seem that Latin American countries found themselves facing a particularly
unfortunate conjunction of events in the 1970s. The situation of Asian
economies, while similar with respect to the international terms of trade
shocks, was otherwise more comfortable than that of their Latin American
counterparts. As such, while there are significant differences in growth
performance between the two regions, it is not entirely clear that these
differences can be attributed solely, or even primarily, to differences in policy
choices or to the relative degree of openness of the different economies.

1.4 CONCLUSIONS: POSSIBILITIES FOR THE FUTURE

Abraham Maslow once said that if the only tool you have is a hammer,
everything begins to look like a nail. The prescription of liberalizing all
conceivable markets in countries in every conceivable political circumstance
is beginning to look increasingly like the application of Maslow’s hammer.
The argument of the papers presented in this volume is that these
prescriptions are neither feasible nor desirable, and are likely to cause greater
damage than the malady itself. Having said that, however, it must be stressed
that the need for urgency in the search for a solution to the stalemate in Latin
America is readily apparent. The attempt here to point out the limitations of
economic liberalization is intended not as a counsel of despair, but rather as a
step in the discovery of more fruitful ways of handling the situation.

The proposals which emerge from this volume focus on three aspects of the
situation: (a) short-run solutions to the immediate crisis; (b) long-run
(structural) solutions pertaining to the links with the international economys;
and (c) long-run solutions of an internal character. On the short-run issue,
Lance Taylor speaks for all the authors when he stresses the urgency of
instituting some form of debt relief so that the flow of resources from the
North to the South can recommence (or, at least that reverse flows can be
arrested). Unless concerted international effort is undertaken to initiate some
form of recycling (Okita, Jayawardena, and Sengupta 1986), or debt write-off
or write-down, the only alternatives may be overt or veiled repudiation. The
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point is that without some concerted international effort in this direction,
most Third World countries will be starved for investment resources and will
suffer slow growth for the foreseeable future.

On the international aspects of the long-run solution, Taylor as well as
Hughes and Singh are explicit in their recommendations for the ‘selective
delinking” of the economy. This is not because selective policies are
unproblematic, but rather because they are less risky in current circumstances.
The idea is that each country should be able to choose an optimal degree of
openness to the international economy, one which would allow the utilization
of benefits from trade without exposing the economy to excessive dependence
upon external events beyond its control. One area of clear agreement is the
desirability of some form of insulation from fluctuations in the international
capital markets. For larger countries, the optimal strategy may include, in
addition, an ‘inward-oriented’ trade strategy as well, but this will not be
feasible for smaller countries (defined by Taylor as having a population of less
than 20 million). This indicates that the current dim prospects for world
trade pose the greatest threat to the smaller countries, and some means will
have to be sought to offset their disadvantage. South-South trade may be one
solution, but it is not likely to be a major factor in the immediate future.

On the structural solutions of an internal character, the proposals revolve
around Albert Fishlow’s notion of reconstructing a developmental state.
Such a state would seek to manage rather than to suppress or ignore social
conflict, and would encourage the construction of institutions which facilitate
this task. The urgency of institutional development would depend, of course,
on the nature of social conflict in each country, but two generalizations can be
advanced. First, in labour markets, given that the object of social institutions is
to enable labour and capital to reach stable and credible compromises; in this
model, the effort should be to strengthen rather than to weaken the labour
movement and to incorporate it into national economic decision-making so
that a larger number of social decisions can be reached in a co-operative rather
than a conflictual manner. In addition, the idea is for labour unions to shoulder
the burden of social responsibility to complement their often unacknowledged
but real influence over social and political life in the country.

Similarly, when it comes to assets markets, greater liberalization means
the unfettering of the financial sector from the imperatives of industrial
development, whether state-led or not. An alternative solution is a co-
ordinating role for the state, by maintaining some form of regulation over the
financial sector (including such elements as nationalization of banks and
other financial institutions), some form of control or restrictions over
international capital movements and maintaining a policy regime which can
keep up with the development of informal financial institutions. The parallels
and analogy between the two sets of propositions may be evident.

To summarize, the authors of this volume believe that current attempts to
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seek a universal approach to the problems of Third World economies based
on neoclassical prescriptions of liberalization and openness are seriously
misguided in that they ignore the important role of institutions and history—
as opportunities as well as constraints. Recognition of these factors would
lead us to examine more closely the special circumstances of each country or
region in order to discover its particular strengths and weaknesses, and to
chart out a desirable direction for social change. This is not a new message,
by any means, but it bears repetition precisely because it is all too readily
forgotten. G. W. F. Hegel warned us a long time ago that ‘the only thing we
learn from history, is that we learn nothing from history’. This collection of
papers is, among other things, an effort to avoid the consequences implicit in
this warning.
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Policy, Governance, and the Management of
Conflict

Edward J. Amadeo and Tariq Banuri

2.1 INTRODUCTION

This paper is concerned with a simple puzzle. Why have Latin American
economies proven so remarkably fragile in the face of the macroeconomic
shocks of the 1970s and 1980s? Even a decade ago, there was great optimism
in the region. Growth was high, per capita incomes compared favourably
with the rest of the Third World, industriahzation and urbanization were
proceeding apace; even though there were problems, they did not appear
insurmountable. Today, that optimism has disappeared. In many countries
growth has been negative for a succession of years, inflation has skyrocketed,
and foreign debt has reached alarming proportions. No one today places
much faith in the ability of the governments or economists in Latin America
to find a way out of this deepening quagmire.' In contrast, Asian countries
have been able to maintain respectable rates of growth despite the recent
crisis, and in some cases even to exceed their earlier performance.

The contrast between the crisis in Latin America and the relatively
‘successful’ outcomes in Asia has been explained by a group of neoclassical
economists as the result of massive government interventions and erroneous
and misguided policies by governments of the former group of countries.
Part of the motivation for writing this paper is our profound disagreement
with this line of reasoning. Our argument is that the crisis emerged not from
the use of ‘wrong’ policies, but because the nature of political constraints on
policy-making in Latin America had rendered most conventional policies
ineffective, infeasible, or undesirable. Thus, in a sense, policy-makers were
right in refusing to adopt the policies recommended by neoclassical advisers
and bureaucrats, since their results would not have been very wholesome. On
the other hand, Latin American governments were not entirely blameless,
since they had failed to create arrangements which would allow effective
policy intervention when it was needed. In other words, we see the failure of
Latin American policy-makers not in short run, contemporary terms, but in

' Of course, Latin American countries are not the only ones in trouble. Aftica is in a similar
crisis, and even most of the industrialized countries have not recovered from the recent
recession; Africa’s fragile ecology, persistent droughts, and civil wars are reasons enough. In the
industrialized countries, too, growth has been variable, not consistently negative. Clearly, Latin
America is a case apart.



30 EDWARD J. AMADEO AND TARIQ BAURI

historical terms—in not creating institutional and political bases for effective
action when the opportunities still existed. In this perspective, economic
liberalization and openness can be interpreted as one among many different
ways of re-recreating policy effectiveness, but one which is neither very
desirable, nor even feasible, in the circumstances prevailing in Latin America
today.

To make this argument, we shall use the concept of ‘governance’, namely
of a perspective which sees the goal of state action in a contemporary society
to be the maintenance of economic and political stability, the management
(not elimination) of social conflict, and the creation of institutions and
arrangements in which various social groups can co-operate with each other
in the economic life of the country. This is by no means a radical perspective.
The problem of governance was central to much of Keynes’s writings, and
distinguishes the Keynesian perspective on economics from its competitors.

The organization of this chapter is as follows. Section 2.2 presents a
pohtical model of economics, which is then applied, in Section 2.3, to the
analysis of political constraints on policy-making. Section 2.4 applies the
lesson to the crisis of policy-making in Latin America, and Section 2.5
summarizes the argument and provides some concluding observations.

2.2 A POLITICAL MODEL OF ECONOMICS

There is a curious inconsistency in the neoclassical attitude towards
government policy. On the one hand, the government is seen as being
completely omnipotent and unique in its ability to choose policies and to
pursue macroeconomic objectives; on the other hand, it is seen as being
almost completely impotent and incapable of actually improving anything
(except when they chose policies to ensure the freedom of markets). The
extreme political naivete of this view, which underlies much of the theorizing
in favour of economic liberalization, has been noted by many influential
writers, including economists as well as pohtical scientists.”

We believe that in most areas of social activity, contrary to what is
suggested by economists’ monistic vision of politics, governments are neither
all-powerful nor completely powerless. On the one hand, polities as well as
governments are characterized by differentiation and tension, rather than by
monolithicity of structure and function. In order to understand the
functioning and consequences of social decision-making, it is important to

2 A symmetrical criticism can be made of those non-neoclassical economists, who believe in
the omnipotence of government policy, and its impotence in maintaining ‘truly’ free and
competitive markets. Indeed, Albert Hirschman (1987) places the blame for the economic
disasters in Latin American countries not on the use of policies considered by economic theorists
to be wrong, but rather for following too religiously policies considered by theorists to be right—
of the structuralist variety in the 1960s, and the neoclassical one in the 1970s and 1980s.
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replace monistic perspectives with more plurastic views; to make greater use
of analytical tools, particularly those of political scientists, which are
designed to analyse conflict; and to see policy-making as the constrained
decisions of one among many actors operating in a situation of conflict and
tension, rather than autonomous actions of an independent and omnipotent
actor.

On the other hand, the government plays an important and unique role in
maintaining social peace, managing social conflict, and facilitating social co-
operation. The ineluctability of this role invalidates the perception of the
powerlessness of governments to achieve any social ends whatsoever: even if
one believes the neoclassical assertion that governments cannot optimize
social welfare, it is still possible to argue that governments can be more, or
less, successful in managing conflict and pursuing the goal of social peace—
and not only by freeing markets.

The view that the nature and intensity of social divisiveness and polarity
can constrain the autonomy of governments to use certain policies or to
pursue certain objectives has been expressed by many influential social
theorists. Vito Tanzi for example, has argued that policy prescriptions for
developing countries differ inherently from those for industrial countries
because, inter alia, changes in policy instruments are often neutralized by the
reaction of forces outside the control of the government, and that authorities
often find unacceptable the policies which are seen as desirable by economists
(see Tanzi 1986). Margaret Weir and Theda Skocpol (1985) similarly suggest
that the structural features of the state affect the ability of the government to
innovate, institutionalize, and implement different types of economic
strategies.

On the other hand, the pragmatic role of governments in facilitating social
co-operation has also been emphasized by many writers, most notably by
Albert Hirschman, who has repeatedly questioned the theoretical certitudes
of economists and social theorists and has shown that governments have erred
most often when they gave up a pragmatic attitude in favour of blind
obedience of theorists’ prescriptions (see Hirschman 1987). Tony Killick
draws upon a vast literature in political science and sociology to argue that

decision making in the face of major divisions becomes a balancing act rather than the
search for optima; a process of conflict-resolution in which social tranquility and the
maintenance of power is a basic concern rather than the maximization of the rate of
growth or some such . . . The maintenance of government authority and social peace
will tend to be dominant themes, with adoption of a development objective
conditional on the extent to which it furthers these higher-priority, ‘non-economic’
concerns. (Killick 1983: 360)

A conceptual framework for the above line of reasoning has recently been
provided by Jukka Pekkarinen (1988), who draws upon the work of Weir and
Skocpol to suggest an illuminating distinction between the ‘theory model’
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and the ‘policy model’ of economics in Scandinavian countries (which can
just as easily be applied to Third World countries). While the term, ‘theory
model’ refers to a conventional, axiomatic theoretical system (neoclassical,
neo-Keynesian, or neo-Marxian), a ‘policy-model’ is defined as a nationally
specific and coherent framework of ideas, which comprises structural,
ideological, cultural, and institutional factors, and

is not the kind of closely-specified conceptual framework that is characteristically
developed by economists. Rather, it consists in a more diffuse set of cultural biases
that delimit the agenda of economic policy-making. Professional economists who rely
on international economic theories, can meet serious problems of communication with
these diffuse, yet powerful, policy models. If hostile to the policy views implied by an
economic theory, the policy model usually does not generate an analytic argument but
rather a broad consensus that the economic theory is ‘unrealistic’ or ‘irrelevant’.
(Pekkarinen 1988: 3)

Given this perspective, one can understand why the adoption of
liberalization packages, for example, has taken place in but a handful of
countries (and that too under considerable duress),* in spite of the immense
intellectual and financial pressures on Third World governments from major
international institutions. As we argue in Chapter 6, Latin American
countries, with their high levels of political tension and their long history of
political mobilization and organization along functional lines, are faced with a
problem quite different from that confronted by East Asian countries, where
these developments are extremely recent, or by South Asian countries, whose
long history of political mobilization is not characterized by a similar
evolution of functional organization and polarization. The reluctance to
accept liberalization has derived, arguably, not from some deep-seated
pathology in these countries, but rather from the greater sensitivity of policy-
makers to the specific institutional arrangements prevailing in their
countries, or from the ‘policy models’ of their economies, which seem to differ
considerably from the ‘theory model’ of neoclassical advisers. We now turn to
a discussion of the underlying determinants of this ‘policy model’.

2.2.1 A taxonomy of policies and states

In analysing the connection between politics and economies, use has often
been made of Gunnar Myrdal’s illuminating distinction between ‘hard’ and

® This distinction as well as its problematic implications are not unique to macroeconomic
policy. Stephen Marglin 1988 has drawn a very important distinction between two forms of
knowledge, which he calls ‘episteme’ and ‘techne’. The former, like Pekkarinen’s ‘theory view’,
is impersonal, axiomatic, analytic, articulated, cerebral, non-contextual, and with a strong claim
to universality. The latter, like the ‘policy view’, is personal, intuitive, implicit and
indecompasable, practical, and contextual. Marglin shows that there is ubiquitous belief in the
Western world that ‘epistemic’ knowledge is superior to ‘techne’, indeed that it is the only form
of knowledge. He goes on to argue that many contemporary social problems can be traced back
to this belief. *For a complaint of this nature, see Krueger 1986.
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‘soft’ states. While we are critical of the simplistic manner in which this
distinction has often been used, it would not be out of place to describe its
evolution in the literature. Myrdal argued that the latter term described most
South Asian governments—Burma, India, Indonesia, Pakistan, Sri Lanka
(then Ceylon)—which were reluctant to impose social discipline in their
societies, the implication being that these governments dealt with social
conflict by seeking to postpone rather than to manage or control it He
contrasted these countries unfavourably in this respect with Japan and
China—supposedly hard states, willing and able to impose social discipline
(i.e. to suppress social conflict)}—and suggested that softness was an aspect
of underdevelopment which these societies would have to overcome to
modernize themselves. (South Korea had not yet caught the eye of
economists, but presumably Myrdal would have approved.)® He was careful,
however, to explain that the nature of the state depended upon cultural and
structural features of the larger societies (in addition to, say, the regime’s
willingness to use force), and that these underlying features are not
transformed completely into their opposites overnight. Nevertheless, given
the tenor of the times, particularly the unequivocal priority of growth and
modernization in national agendas, such views could not help but give strong
ideological support to emerging authoritarian regimes in various parts of the
Third World.

In recent years, the optimistic view of hard states has been questioned,
partly because of their association with social repression but more importantly
because attempts to construct hard states in countries with a high degree of
political mobilization seems to have resulted in endemic political instability.’
In an influential monograph published in 1976, aptly entitled No Easy
Choice, the eminent political development theorists Samuel Huntington and
Joan Nelson argued that neither of these two choices was internally stable.
Populist (soft) regimes brought about improvements in economic and
political equality at the cost of rising aspirations and declining incomes, while
bureaucratic-authoritarian (hard) regimes improved economic growth at the
cost of political repression and worsening inequalities.® Both led to increasing
political instability and a swing towards the other extreme.

> See Myrdal 1968, esp. ch. 18, sects. 13—14; ch. 19, sects. 3—4; app. 2, sect. 20.

® The model of hard states spans the (Western) political spectrum from right-wing
authoritarian regimes (e.g. South Korea, Taiwan, Singapore, Chile 1973-88, Argentina 1976—
83, Brazil, 1964-78), which denigrate, if not ignore entirely, the role of social conflict or human
rights of their citizens; to left-wing regimes (e.g. China, North Korea, Burma, Vietnam), which
rely on central planning by an efficient state to introduce desirable forms of social change in the
country.

07 ;Z has recently been discovered by numerous authoritarian leaders, including the Shah of
Iran, Ferdinand Marcos of the Philippines, U Ne Win of Burma, Jean-Claude Duvalier of Haiti,
Leopoldo Galtieri of Argentina, and perhaps even Chun Doo-Hwan of South Korea.

® The concept of bureaucratic-authoritarianism was introduced by Guillermo O’Donnell

(1973), to describe the spate of military regimes which came into power in Latin American
countries in the 1960s and early 1970s.
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In economic terms, hard states would be expected to take the ‘economically
correct’ policy decisions, with little regard for their political consequences.
For example, if it is believed that adjustment to external shocks requires a
change in the distribution of income through changes in real wages or the real
exchange rate, or reductions of subsidies or transfers, the government will try
to bulldoze the decision through over the heads of representative groups.” In
the presence of organized political forces, repeated instances of this nature
can lead to growing unrest even culminating in the overthrow of the regime
by populist groups.'® Soft regimes, on the other hand, would resort to any
number of ad hoc regulatory actions to protect incomes and to avoid having to
face conflict. But this has problems as well. Although there will be instances
when the conflict simply disappears with time, the more common situation
will be that postponed conflicts will accumulate and eat into the political and
fiscal resources of the state until they cannot be postponed any longer. This
would create an opening for groups which favour hard regimes to come into
power.

There are exceptions, however. On one hand, three of the four successful
East Asian countries (Singapore, South Korea, Taiwan) are said to have
stable authoritarian regimes, going back almost three decades or more;
Burma, China, Indonesia, and Thailand provide other examples. On the
other hand, India and Mexico have had stable and soft states for an even
longer period.!" The presence of such exceptions has created the hope that
they could be replicated in other, hitherto less stable, polities; and also that
the adverse features of either type of state would turn out to be transitory and
disappear over time—hard states would become more democratic, and soft
states more efficient in economic terms. These hopes have been surprisingly
persistent, despite repeated refutation by experience.

The advocacy of economic liberalization, like the promises of political
development experts of the 1960s, stems precisely from the hope that stable
as well as hard regimes (such as South Korea) can be created everywhere and
will generally benefit society. The strong association of liberalization
experiments with political authoritarianism, particularly in Latin America,
has been noted by many writers (see e.g. Sheahan 1980; Hirschman 1981).
This is not surprising, since the hard state is the one most compatible with
economists’ monistic view of politics; since there is only one ‘right’ theory,
there is no scope for conflict on what is desirable for society.

It seems to us, however, that the contrast between hard and soft states is a
false dichotomy, and that most regimes fall into a third category, which can

° While this is not intended as a normative exercise, concern must be expressed about the
denial of democratic and participatory rights entailed in this vision of the state, bordering, in
extreme cases, on torture, terrorization, and brutal repression.

' Recent examples include the Bhutto regime in Pakistan, the Aquino regime in the
Philippines, or the Garcia regime in Peru.

' On the political economy of India, see Bardhan 1984.
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be entitled a ‘pragmatic’ state, and which may occasionally include nominally
hard or soft states.”” The unstable exceptions to this generalization are
provided by governments which blindly obey the advice given by social
scientists on the basis of their theoretical priors; or, to use Pekkarinen’s
categories, governments which will accept the replacement of their ‘policy
model’ by the ‘theory model’ of theoretical economists. Albert Hirschman
has brilliantly analysed the growing crisis in Latin American countries as the
result of precisely such a blind adherence to theoretical dogmas."* The same
analysis could easily be applied to similar cases in other regions—Pakistan
during the 1960s, the Philippines during the martial law period (1972-85),
India during Indira Gandhi’s emergency rule (1974-7), and several countries
pursuing the liberalization dogma in recent years.

The notion of a ‘pragmatic’ state is derived from the perspective of
‘governance’, which was central to Keynes’s writings on political economy.
In contrast to hard and soft states, which seek, respectively, to repress or
postpone social conflict, pragmatic states seek to manage conflict, not to
eliminate it. In purely economic terms, the idea can be expressed in the form
of a support for government intervention to guarantee economic stability.
This perspective has always distinguished Keynesian economists from their
neoclassical counterparts. For example, a leading Keynesian economist, the
Nobel laureate Franco Modigliani, used the following words to describe the
difference between Keynesians and monetarists (in the United States):

[Keynesians] accept what I regard to be the fundamental practical message of The
General Theory: that a private enterprise economy using an intangible money needs to
be stabilized, can be stabilized, and therefore should be stabilized by appropriate
monetary and fiscal policies. Monetarists by contrast take the view that there is no
serious need to stabilize the economy; that even if there were a need, it could not be
done, for stabilization policies would be more likely to increase than to decrease
instability; and, at least some monetarists would, I believe, go so far as to hold that,
even in the unlikely event that stabilization could on balance prove beneficial, the
government should not be trusted with the necessary power.

In broader, socio-political terms, it means that in order to live together
people have to co-operate with each other, conflicting interests notwith-
standing; that this can be accomplished only through institutions which can

2 This is not meant as a moral approval of these regimes. What is possible, given the political,
moral, and ideological circumstances of a particular country, need not lie within the bounds of
the morally desirable.

B See Hirschman 1987, which argues that the rigid reliance on structuralist’’Keynesian
theories was just as harmful to Mexico as the adherence to monetarism was to Chile and
Argentina in the 1970s. Hirschman finds the recent tum to pragmatism in Latin America a
reason to be optimistic about the future.

“ The excerpt is from Modigliani’s presidential address to the American Economics
Association, 17 Sept. 1976. See Modigliani 1977: 1 (emphases in original).
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channel incipient conflict into manageable directions; and that the state is the
paramount social agency which can contribute to such institutionalization."

Most regimes try to manage social conflicts with available political,
economic, bureaucratic, and ideological resources. Given that the nature of
conflicts, as well as the nature and magnitude of available resources, differs
from country to country and from time period to time period, the
requirements of governance will be different as well. The failure of a state
does not derive from its refusal to adhere to a theoretical dogma. On the
contrary; it derives, in the short run, from its abandonment of the goal of
governance in favour of theoretical certitudes; and in the long run, from its
inability or unwillingness to create or modify institutions to facilitate the
management of conflicts which are forever changing in form and intensity.

This can be stated differently. The existence of political pressure groups
makes the task of governance that much harder by creating countervailing
forces which can nullify the effect of given government policies. A pragmatic
state will try to shift to alternative policies; but if the (unsuccessful) short-run
solution becomes permanent, allowing the underlying imbalance to persist
and to grow increasingly unmanageable, a problem emerges. The next
section tries to illustrate this argument with an example.

2.3 THE POLITICAL ECONOMY OF CONSTRAINTS

To discuss the issue of ‘governance’, and in particular, the failure of Latin
American governments in this respect, we shall begin by looking at the
conditions which determine the effectiveness of government policies.
Whether a policy can be implemented at all, whether if implemented it will
have the desired effect, and whether or not it will be associated with
undesirable side effects, is determined by the nature of economic institutions
and the balance of political forces in a particular country.

For this purpose, it is convenient to think of an economy not as a collection
of markets, but rather, as Joan Robinson once described it, as a collection of
groups that use political action to safeguard (or increase) their legal rights to a
share of the total output,'® by direct action (e.g. industrialists raising output
prices), or indirectly, by imposing costs on other groups or on society at large.
The ability of a particular group to protect its share within a given amount of
time will depend on the specific institutional arrangements and the nature of
political organization, and will generally differ from country to country and

5 Many of these ideas are expressed in the recent literature on social corporatism. See e.g.
Przeworksi 1987.

' We restrict the discussion to conflicts over income distribution only for purposes of
simplicity. In many countries, other forms of conflict—e.g. minority groups’ fears about cultural
domination by the majority—may be more significant.
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from situation to situation. Two conflicts which are prominent in economic
analyses are those between labour and capital (the Marxian conflict) and
between finance and industry (the Keynesian conflict). Recognition of these
conflicts implies that government policies which affect the distribution of
income between these groups could have unanticipated consequences. In
particular, policies which seek to alter key relative prices—the real wage rate,
die real exchange, and the real interest rate—which in turn affect the income
shares of labour, capital, and finance will be less effective, and often counter-
productive, in more conflict-ridden societies."’

These two conflicts are relevant to the discussion of policy effectiveness,
particularly in the context of economic liberalization, because they have a
bearing on the choice between market-oriented and regulatory policies. It is
well known in the political economy literature that labour will often oppose
government policies based entirely on market considerations, while financial
institutions are generally perceived as being the bastion of laissez-faire ideas
and staunch opponents of interventionist or regulatory policies. Industrial
capital falls somewhere in the middle of the spectrum. While an extensive
discussion of the reasons for this preference would take us too far afield, the
simple explanation is that the income of the financial sector, as well as its
ability to influence national economic and political choices, derives precisely
from its anarchic nature, from its quickness and flexibility, its ability to take
advantage of transient profit opportunities without being bogged down by
longer-run considerations and obligations. On the other hand, while
industrial capital requires a stable environment in order to be able to translate
potential profit opportunities into realized profits, it does need room for
manoeuvre to be able to take advantage of these opportunities. Lastly,
labour’s earnings depend upon a stable and growing economy; its ability to
affect economic outcomes derives from the need for co-operation in
production activity, while its influence on national choices emerges mainly
from its organizational capacity. In general, therefore, labour will support
regulations which try to create stability and to encourage growth; industry
will support stability-seeking policy interventions and restriction of competi-
tion, but will oppose the extension of similar privileges to others—workers,
foreigners, and so forth; while finance will tend to favour laissez-faire and the
existence of maximum possible opportunities.

Parenthetically, a curious asymmetry may be pointed out here. Economic
liberalization proposals typically recommend the liberalization of capital as
well as labour markets. However, while the liberalization of labour markets is

" Much of economic policy is concerned with the proper exercise of the government’s control
over the nominal value of these prices. We argue that the link between nominal and real prices is
determined by underlying political processes and institutional arrangements in addition to
market forces. Other relative prices which hide underlying conflict include the terms of trade
between agriculture and industry and those between traded and non-traded goods.
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intended to weaken the influence of the workers vis-a-vis the state, financial
liberalization has the opposite effect of increasing the influence of the financier
class in economic and social decision-making. Thus, the liberalization
proposal, far from being politically neutral, is strongly biased in favour of
groups whose commitment to the local economy is the least secure.

Be that as it may, the question for the state is, first, how to minimize the
adverse consequences of these conflicts without stifling either the willingness
of various groups to co-operate with each other or the incentive for them to
contribute to national economic and social progress. A second question is
how to ensure that the need for policy intervention is minimized and the
effectiveness of such intervention enhanced. Both these tasks require
management of the conflicts which exist in society. Conflicts between labour
and capital were handled typically by (a) encouraging organization, nego-
tiation, and bargaining; (b) legal guarantees of income stability; and
(¢) macroeconomic policies designed to reduce economic instability. Conflicts
between finance and industry were addressed through the institution of
central banks, which restrained destabilizing speculation, guaranteed
liquidity, helped insure deposits, and regulated and supervised financial
institutions. However, as the nature of conflict changes, the demands of
governance also change. The differences between Latin American and Asian
countries reflect precisely the different circumstances surrounding these two
conflicts, and therefore differences in the demands which governance places
upon the governments in the two regions. We shall examine each of the two
types of conflict below.

2.3.1 Wage resistance

The effectiveness of government policies will be affected by the nature and
intensity of the conflict between capital and labour, which, while conditioned
by the existence of labour organizations and labour legislation, does
not emerge only because of these institutions. Since production requires
co-operation between a large number of people, a conflict over wages
can affect labour productivity and profits, even in the absence of labour
organizations, through a widespread reluctance to co-operate voluntarily.'®
The economic consequence of this type of conflict is wage resistance."” A
clarification is necessary before proceeding further. Wage resistance is not
the same as wage rigidity, which is defined as the empirical observation that

'8 In his discussion of wage rigidity, Keynes emphasized that this did not depend upon the
existence or strength of formal trade unions. Non-union resistance can effect labour
productivity, and hence profits, presumably through the absence of motivation, deliberate
slowdown of work, or even sabotage. Some of these ideas have recently been taken up in the
efficiency wage literature. See e.g. Akerlof and Yellen 1986.

' To simplify the discussion, we focus only on the effect of the capital-labour conflict on
wages, ignoring e.g. conflicts over the pace and intensity of work, or control of the labour
process.
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(real or nominal) wages do not change. Rather, it means that smooth and
sustained changes in wages are resisted by political factors and can be overcome
only by political means, such as consensual agreement, political concessions by
workers in an emergency or crisis, or even direct repression.”’ In what
follows, we develop a simple model which illustrates the impact of wage
resistance on the effectiveness of protectionist and adjustment policies.

Consider an economy with three sectors, a non-traded sector (services), an
exportable goods sector (agriculture?), and an importable goods sector
(manufacturing?), with output prices, p, px pm respectively (all variables
are in rates of change).

Px =etpF=gitw (2.1
Pm=ett+p*=qn+w 2.2)
P =W (2.3)
Px*=pm*=0 2.4

The starred variables are the (rates of change of) world prices of the two
traded goods (assumed constant), e is (rate of depreciation of) the exchange
rate, ¢ is the (proportional increase in) the tariff rate, w the (growth rate of)
money wages (assumed to be the sole determinant of the changes in the non-
traded goods price) and gy and ¢, are the prices of export and import goods
normalized in terms of the wage rate. If labour is the only input in
production, the normalized prices will also index the rate of increase of the
profit share, and thus of the level of protection for each industry.

Now, consider the situation where the government wishes to shift the
terms of trade in favour of tradable goods, i.e. to increase g, or g, or both.
There can be three different reasons for seeking this outcome. One would be
the desire to stimulate the import-substituting or the export industry in the
pursuit of economic growth. A second reason may be the desire to correct
persistent balance of payments deficits, which necessitates the contraction of
demand for and the expansion of supply of the traded goods sector, both of
which, in the conventional approach, are approached through changes in
relative prices: a real devaluation of the exchange rate, which influences the
economy largely through a reduction of real wages.”’ Third, the need to
adjust to an external terms of trade shock may also necessitate a depreciation

2 Latin American countries, for example, have been characterized by wage resistance but not
by wage rigidity in recent years: despite the existence of a strong labour movement and other
impediments to unilateral reductions of labour’s share of income, real wages have declined by as
much as 50 per cent in some episodes of the recent adjustment crisis. Indeed, it could be argued
that in polarized or conflictual situations, one of the consequences of wage resistance must be the
absence of wage rigidity, or at least the presence of a high variance in the observed real wage. If
non-political means are not sufficient to bring about a decline in wages, the government might be
inclined to overcompensate whenever it has the opportunity to bring about such a reduction.

2l This will accomplish both ends—a fall in consumption, and a rise in the profit share—and
hence, it is to be hoped, will increase investment and output in the traded goods sectors.
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of the real exchange rate (i.e. an increase in the relative prices of the two
traded goods), in order to stimulate the traded goods sector.

In a static economy, either of these will require a transfer to the traded
goods sector from some other sector. In general, the transfer is expected to
come out of a decline in the wage share,”” and the success of the policy is
expected to depend on the behaviour of wages. Given that foreign prices are
stable, if nominal wages are constant as well (w = 0), a devaluation (i.e. an
increase in e) will raise both g, and ¢, while an increase in the tariff rate, ¢,
will raise ¢y, alone.”” These will fulfill the objectives of the policy, but only by
retarding the share of wages in income. This means, first, that the success of
the policy will depend upon the willingness of workers to accept a decline in
their incomes (which will differ from place to place); and second, there may
be no such thing as ‘appropriate’ or ‘equilibrium’ real wages, since it is not
necessary that a certain level of wages produce both internal balance (full
employment) and external balance (payments balance), in addition to being
acceptable to workers. The discussion will focus on the implications of the
last point.

To discuss real-wage resistance, assume that wages adjust with a lag to
increases in the domestic price level (a weighted average of the prices of the
three goods).>* This could be represented by the following formula.

Wil = APy T ApPm + anpn, ay + ay +a,=1. (2.5)

After some manipulations, this will yield a dynamic equation describing the
path of normalized trade goods prices, ¢x = a, (¢x)-1- In other words, the
positive impact effect of the devaluation on relative prices will erode over
time, at a speed determined by the share of the non-trade goods prices (or the
pure wage sector) in the economy. This means that the maintenance of a
desired level of the terms of trade between traded and non-traded goods will
require repeated devaluations, and consequently a constant rate of inflation.
However, if this leads to a progressive shortening of the lag between the
devaluation and the wage adjustment, then an ever increasing level of
inflation will be needed to produce the same effect.”

2 In a dynamic analysis, an increase in wages could also provide a stimulus through aggregate
demand effects. See Marglin and Bhaduri 1990. We are abstracting from these issues here
because in Third World countries, the aggregate demand stimulus applies mainly to the non-
traded goods sector, while the contractionary effect of higher wages applies primarily to the
preferred traded goods sector.

2 These two policies are the simplified versions of the textbook recommendations on export
promotion and import substitution policies, respectively.

* The three weights (a,, @m, a,), which add up to unity, can be thought of as shares of the
three goods in the consumption basket.

» For example, in indexed countries such as Brazil and Argentina, conflicts developed over
the speed of indexing since the greater the retardation in relative prices, the more slowly nominal
prices adjust to the price level.
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If wages adjust instantaneously, some other sector in the economy will
have to bear the resource burden of the protection. Assume that real wages
are constant, i.e.

W = apx T apPm t* an pn ax t anm t a, = 1. (2.53)
In addition, at least one price in the economy, say p,, adjusts with a lag. Or,
Pn =w-i. (2.3a)
In this case, since the lagging sector will bear the distributional burden of the
protection, its size will determine the short-run effectiveness of policies.”
The remaining results are similar to the previous case.

Lastly, devaluation will be completely ineffective in two cases. First, if
wages as well as relative prices adjust instantaneously, devaluation cannot
produce any change in relative prices. Second, if the traded sector is
effectively isolated and wages are tied to the exchange rate, i.e. w = e
(although in this case, tariffs could help protect the import sector). The last
assumption is not intended as a curiosum, however. In many Third World
countries the exchange rate is a ‘sensitive’ price, changes in which will often
trigger immediate adjustment of a wide range of domestic prices (see Katseli
1986). In fact, the shift towards somewhat flexible exchange rates in these
countries may have the hidden advantage that it has helped ‘desensitize’ this
price, and therefore made it possible for small changes in it to have real
effects.

To go from prices to output, protection will stimulate industry only if
output adjusts more rapidly than relative prices. If the expansion of output
depends on the installation of new capacity, the long-run effect will depend
crucially on expectations of future profitability, which, in turn, will be based
on expectations of future protectionist policy and changes in speed of
adjustment in lagging prices. If the policy is successful in offsetting any
increases in domestic factor costs and is credible, output will expand in the
long run. In the short run, however, the expansionary effect will be
negligible, and will generally be swamped by the contractionary effect of
macroeconomic policies which accompany devaluations.”” Be that as it may,
the extent to which factor costs can be restrained by government policy will

% This can be demonstrated readily. Substituting from (2.1), (2.2), and (2.3a) into (2.5a),
and setting ¢, p*, and p,* at zero, we get: gn = ¢x = a, (e-w_I). The larger is a,, the larger is the
protective effect on the traded goods industries.

7 This pattern in the impact of devaluation on output is well recognized in the literature as
the J-curve effect: output first declines (due to contractionary macropolicies which normally
accompany devaluations during adjustment phrases), and then rises as the response to
stimulative effects filters through. The effect was first demonstrated by Cooper (1971) in a classic
article. Recent theoretical explanations from somewhat different perspectives are to be found in
Krugman and Taylor 1978, and van Wijnbergen 1986. The importance of restraining wages in a
successful devaluation has been emphasized by Khan and Lizondo 1987, Blejer 1979, Connolly
and Taylor 1976, and Rodriguez 1978.



42 EDWARD J. AMADEO AND TARIQ BAURI

depend on the nature of labour market and other institutions, and therefore
will differ from country to country.*®

Furthermore, even if the policy is successful in restraining wages, it could
be counter-productive in the face of worker resistance. It could actually lead
to lower profits, because of strikes, work stoppages, and a general decline in
productivity. It would thus fail to stimulate investmentor output; indeed, the
decline in wages could restrain aggregate demand, and thus lead to lower
output and employment (see Bowles and Boyer 1990; Marglin and Bhaduri
1990).

This approach can be extended to analyse anti-inflationary objectives. As
has been argued in well-known structuralist macroeconomic models,
lowering the rate of inflation requires the retardation of one of the relevant
nominal prices, which can be accomplished only if relative prices are flexible
and, in particular, if workers are willing to accept a decline in their
purchasing power (see e.g. Ros 1987). If workers resist the decline and
demand higher money wages, inflation will tend to increase and the real
devaluation will be short-lived.

Where do the above considerations lead us in terms of the choice between
various policy options? First of all, recognition of institutional and political
sources of wage-resistance would lead to the exercise of a certain amount of
caution in the use of policies which rely on the retardation of the wage rate in
order to be effective. Whenever wages are not determined solely by market
forces or solely by government fiat, however significant the two might be,
such policies will be relatively ineffective, and policy-makers will tend to
resist using them no matter how ardently they are espoused by the orthodoxy
of the times.”” Secondly, as already mentioned, the emergence of real wage
resistance means that changes in the general price level will no longer have
the effect of redistributing income and expenditure, nor of moderating the
conflict over the distribution of income between wages and profits. If the
adjustment mechanisms adjust money wages with a lag, then only an increase
in the rate of inflation will have a redistributionary effect; but this effect will
also erode over time, as the increase in inflation generates pressures to
shorten the period between successive wage adjustments.

There are two interrelated solutions to the dilemma. First, the problems
related to growth strategy could be avoided by resorting to ordinary or tariff
protection. Since this seeks to protect only a subset of the traded goods

# Comparison of two different experiences, then, would generally be irrelevant unless one is
willing either (a) to argue that the two sets of supporting institutions are broadly similar, or
(b) to prescribe that the ‘successful’ country’s institutions be reproduced in the other country.
Most mainstream analysts assume both (a) and ().

¥ For example, Krueger 1986 identifies the ‘liberalization’ of labour markets as an essential
component of the desired policy reform. Fields 1984 showed that export promotion policies were
successful only in countries which had low-wage (or ‘tight’ labour) policies, and not in countries
which had high-wage (or ‘loose’ labour) policies.
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sector, it requires lower resource transfer. A simple version is to examine the
effect of a neutral tariff, which discriminates only between exports and
imports but not among different imports. The impact effect of such a tariff
on the imported goods price is p, = a, (tw_) + ax; recall that an
equivalent devaluation will produce p, = a, (e-w-1), which is smaller.
However, the effect will not be that much different if the export sector is too
small to provide an adequate surplus, or if it is sufficiently organized to resist
the extraction of this surplus.*® Moreover, since part of the burden is taken
up by the export sector, even though the protection erodes over time it never
goes to zero. The protection will be even higher, and the resistance less, in
the more realistic case of selective tariffs; however, these will create
incentives for rent-seeking as well as other efficiency costs.

Second, it might be possible to maintain growth rates, or to avoid
adjustment dilemmas, by resorting to foreign borrowing. This will keep
wages high by allowing the maintenance of an overvalued exchange rate, and
will keep profits (and hopefully investment) high by protecting import-
substituting industry with tariff and other barriers. In general, this will
require some selective forms of protection to single out industries where
investment is highly elastic to profit rates, and where it might be socially
most desirable. Foreign borrowing can be increased indefinitely as long as the
real interest rate is less than the growth rate of the economy,’ and as long as
the financial markets consider the country to be a good credit risk. If
borrowers cannot respond quickly to short-term fluctuations in perception of
credit risk, or to overvaluation of the currency or other policy measures, the
economy will be reasonably insulated despite the debt exposure.

However, with the emergence of financial openness, this channel can
become weaker. Financial openness can lead to destabilizing speculative runs
on the currency, i.e. to destabilizing capital outflows. Such capital flight can
be caused by the overvaluation of the currency, expectations of a devaluation,
the use of low interest-rate policies at home, or political disturbances which
influence expectations of future variables. Under fixed exchange rates,
capital flight will of course lead to rapid increases in foreign debt and may
help impair the creditworthiness of a country. Under flexible exchange rates,
we get back to the earlier problem of wage resistance. If exchange rates are
flexible, capital flight will induce depreciation and initiate a wage-price
inflationary spiral. More important, if there is real wage resistance it may
not be possible to protect the industrial sector by government policy.

3% Such resistance can be political (lobbying, political unrest, conflict between states and the
federation, etc.), or economic (decline in output or shift towards smuggling and capital flight
through currency black markets, thus creating balance of payments difficulties).

' This condition simply means that the debt/GNP ratio can be stabilized at any level if
further borrowing becomes unnecessary. If the interest rate is higher than the growth rate, then
the debt/GNP ratio will explode even without fresh net inflows.
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2.3.2 Financial openness

Unlike the capital-labour conflict, which revolves around the maintenance of
a given distribution of income of the two groups, the finance-industry
conflict revolves around the maintenance of conditions under which each of
the two groups is best placed to maximize its profit opportunities. Thus, the
political and economic influence of financial groups will be aimed not at the
effectiveness of government policies which seek to reduce a particular level of
income, but at those which affect the rules of the game and inhibit the
unencumbered pursuit of profit. Whether or not such political influence will
exist, or will be called into play, will depend on the nature of the financial
system in a particular country.

Consider the relationship between finance and industry, taking ‘industry’
to mean the productive sector of the economy, comprising manufacturing,
construction, and non-financial services, especially merchandise trade; while
‘finance’ refers to the financial intermediation sector, covering banks,
insurance companies, investment banks, and commodities, stock, and bond
markets. The traditional view of the relationship of these two sectors is that
of ‘finance as a handmaiden to industry and trade’; in other words, of finance
as a passive activity which accommodates itself to the imperatives of the
active sectors. In this perspective, the task of finance is to transfer resources
from surplus economic units to deficit ones, and to ensure the optimal
distribution of risk across the economy. The return to finance is then
equivalent to the social value of channelling resources and assuming the risk
of the transfer from one level to another.

This, however, is a non-institutional view of finance, which ignores the
effect of specific features of financial intermediation arrangements upon rates
of return as well as on the quality of the service and the nature of the
outcomes. To look at these effects, one can start with a distinction between
‘dependent’ and ‘autonomous’ financial institutions, where the degree of
dependence or autonomy derives from the degree of control of the state or of
industrial capital upon decision-making in financial institutions.

‘Dependent’ financial institutions can be further divided into ‘bureaucratic”
or ‘industry-dominated’ systems. The former refers to a financial system
comprised mainly of government bureaucrats, and which therefore tends to
represent and implement the economic and other objectives of the
government. The efficiency and quality of the service will depend upon the
degree of efficiency in the public sector in general. South Korea and Taiwan
are illustrations of an efficient bureaucratic financial system, while Bangladesh,
India, and Pakistan have competent but inadventurous institutions.

‘Industry-dominated’ institutions correspond to the case where financial
institutions have strong symbiotic ties with industrial houses, particularly
when they are the subsidiaries of these industrial houses. The Philippines is
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the best example of this pattern, although many countries went through this
stage in the early period of financial development—e.g. the United Kingdom
in the eighteenth and nineteenth centuries, the United States in the
nineteenth and early twentieth centuries, Pakistan in the 1950s and 1960s.

‘Autonomous’ finance can also be subdivided into ‘conservative’ (or ‘bank-
dominated’), and ‘anarchic’ (or ‘market-dominated’) systems.”> The former
represent domination by conservative, quasi-bureaucratic personnel of
commercial banks, who take a long-run view of the economy and resist
actions, no matter how profitable, which would overextend the system or
overexpose their financial portfolios. Japanese and continental European
financial systems, particularly until the 1970s, could be placed in this
category. ‘Anarchic’ financial systems are dominated by internal groups, who
perceive their role, in classic Smithian fashion, as one of profit maximization
as an end in itself, and one which is independent of any connection to
industry, the state, or to industrial labour. The United States in the 1970s
and 1980s has begun to resemble this pattern, as have many Latin American
countries.

In other words, while there is often a symbiotic relation between industry
and finance, on occasion this relation can break down. In such a case, finance
can become a source of macroeconomic instability; and the desire to avoid
instability will result in an excessive solicitude for the concerns of financial
groups. This has become increasingly the case since the breakdown of the
Bretton Woods system. As many observers have noted, we increasingly seem
to be living in a world in which capital flows have a dominating influence on
the conditions under which production and trade takes place. The reasons are
not hard to discover. The Bretton Woods system was built upon extensive
domestic arrangements for regulating and supervising the financial sector,
and ensuring its domestic orientation; the breakdown of this system was at
the same time a cause and an effect of the increasing autonomy of the
financial systems of key member countries.

The ability of finance to influence the economy stems from two sources:
the stock market, which is very sensitive to investor psychology (but which is
relatively unimportant in the Third World); and international capital flows,
which figure very prominently in policy discussions and economic analyses of
Third World countries. This influence is higher in countries whose financial
systems are relatively more autonomous and those where there is greater
financial openness, i.e. where there are strong connections between domestic
and international financial markets and where there are limited or ineffective
capital controls.

The view of the role of the financial sector is in direct contrast to the
neoclassical position, such as that presented by Ronald McKinnon (1973),

32 In terms of behaviour, these categories correspond, roughly, to Frankel and Froot’s (1986)
distinction between ‘fundamentalists’ and ‘chartists’ in the currency market.
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who sees financial activity as necessary not only for the mobilization and
efficient allocation of resources but also as a stabilizing force in the economy.
The neo-classical perspective leads unequivocally to a prescription for
deregulating and privatizing the financial sector, while the Keynesian
perspective leads in some instances towards regulation and in others towards
deregulation. At issue in the former view is the removal of distortionary
controls, while the latter view is concerned not with controls but with
governance, the requirements for which could vary in different circumstances.

Thus, autonomous finance, particularly when it acquires an ‘anarchic’
orientation, can create problems for economic pohcy and performance.
Speculation will tend to become destabilizing in nature, and economic
instability will increase as even small and transient changes in economic
performance, future expectations, or investor psychology will lead to large
swings in economic activity.” More importantly, it will influence economic
and political decision-making at the national level. An increase in interest
rates (and the return to finance) is likely to result,*® as is the inability of
governments to pursue protectionist policy (see e.g. OECD 1982: 58-61). In
fact, it is well known that the election of pro-labour governments in Western
countries affects the economy adversely through the reaction of the stock
markets.

Given this situation, consider a government which seeks to stimulate
economic growth or to facilitate macroeconomic adjustment by one of the
following actions: (a) low interest rates combined with preferential access of
industrial investors to institutional credit; (b) currency devaluation; or, (¢) an
overvalued currency combined with tariff barriers and preferential access of
industrial investors to foreign exchange. In the presence of financial
openness, none of these policies will be effective. High capital mobility
will permit capital flight if the domestic interest rate is lower than the world
interest rates. Because of the possibility of large international -capital
flows, exchange rate pohcy will become purely reactive rather than active, in
order to avoid speculative pressures and balance of payments problems (high
debt, reserve losses). Furthermore, even trade restrictions will be difficult to
sustain without capital controls, since easy availability of foreign exchange
can facilitate low-cost smuggling operations (Banuri 1988). In this case,
therefore, governments will be unable and unwilling to pursue such social
objectives as income distribution or economic stability whose urgency and
need is not perceived as such by financial groups.

3 This view has come to be associated with Keynes (even though it pre-dates Keynes) and
with prominent Keynesian economists, most prominently, Hyman Minsky. See Minsky 197S.

* The interlocking nature of financial institutions means that there will be considerable
variation in the distribution of benefits as well as in institutional support for higher interest rates.
For example, during the 1970s in the US, the savings and loans associations were badly hit by the
rise of interest rates, because of the nature of their portfolios, which had short-term liabilities
and long-term assets.
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To summarize, we have made two points. First, the existence of well-
organized labour groups will, by creating wage-resistance in the economy,
erode the effectiveness of ‘market-type’ economic policies; most advocates of
economic liberalization have implicitly recognized that in order for their
prescriptions to be effective and successful, the political influence of
organized labour will have to be considerably diminished. Second, the
existence of financial openness will reduce the effectiveness and increase the
costs of interventionist and regulatory policies. This, too, is well known from
another context, namely the opposition of financial groups to interventionist
policies. In the next section, we shall apply these results to an analysis of the
Latin American situation.

2.4 THE LATIN AMERICAN CRISIS

The relevance of the above analysis to the current crisis derives from the
differences between Latin American and Asian countries in terms of wage
resistance and financial openness. In Chapter 6 we examine the nature of
labour-market institutions in Latin American and Asian countries, to
discover that the former are characterized by a long history of worker
mobilization and extensive legislation guaranteeing rights and benefits to
workers; while in South Asian countries, although such legislation has
existed for a significant number of years, the labour movement is fragmented
vertically as well as horizontally; and, in East Asia (except the Philippines),
labour mobilization has a relatively shorter history, and labour laws are weak
and often loosely enforced. It can be ventured, then, that there would be a
strong element of real wage resistance in Latin America and relatively little in
East Asia; in South Asia, since the labour movement has been unable to
organize itself at the national level or to acquire a national identity, the main
form of wage resistance is at the enterprise level, and pertains to nominal
rather than real wages.

2.4.1 Financial openness

Contrary to the impression obtained by looking at trade shares, it turns out
that the financial sectors of countries in East Asia are relatively more ‘closed’
than those in Latin American countries. While the nature of financial
institutions has been changing very rapidly in Latin America,” at the time of
the recent crisis period (1979-82) most Latin American economies had open

3 For instance, Chile, Argentina, and Uruguay initiated a process of financial liberalization in
the early 1970s, but some controls were reintroduced in the 1980s with the worsening of the
economic picture. On the other hand, Mexico which had always had an open capital account and
a privately owned banking sector, nationalized its banks, ended the convertibility of dollar
accounts, and introduced capital controls in 1982.



48 EDWARD J. AMADEO AND TARIQ BAURI

capital markets. The two exceptions, Brazil and Colombia, are often singled
out for strong economic performance and low incidence of capital flight. The
presence of foreign-owned banks,*® currency black markets, and multi-
national corporations®’ has also been much more extensive in Latin America.

In Brazil, although the process of the internationalization of the financial
system was far more timid than, say, in Chile or Argentina, it has come a long
way since 1964 when the new military regime, despite its nationalistic
rhetoric, opened the Brazilian economy to foreign capital. While there are
stringent capital controls (which are being opposed by the financial
institutions), there are other links to the international financial system.
Despite the legal restrictions on foreign banks, their participation in the
economy increased dramatically during the last two decades. In 1970,
11.6 per cent of the deposits, and 13.3 per cent of the lending, were made by
purely foreign-owned banks; by 1980, these numbers had increased to
15.2 per cent and 28.9 per cent respectively. The number of banks with
foreign participation increased from 11 in 1970 to 22 (out of 40) in 1980; and
their share of the total credit went up from 44 to 67 per cent in the same
period. The number of foreign banks with representative offices in Brazil
increased from 67 in 1969 to 408 in 1981. The exposure of the Brazilian
economy to international capital has also been influenced by the influx of
transnational corporations (which financed a significant part of their
investment with foreign capital) and by the rolling over of the foreign debt
after 1977.

In Asia, only Indonesia and Malaysia have no restrictions on capital
outflows. India, Pakistan, Bangladesh, and South Korea have always had
strong capital controls. All four countries have had a nationalized banking
structure since before the first oil shock, and have had low participation of
foreign banks in the domestic financial sector. In all four cases, however,
there has been a gradual move towards liberalization, beginning in the early
1980s. Capital restricitions have been eased, as have been the restrictions on
foreign banks, and dollar accounts have been allowed in limited cases.

Take the case of Korea. As Cole and Park (1984) have so painstakingly
documented in their study of financial development of Korea, until recently
all major financial decisions were controlled by the government or the central
bank. ‘The government allocates anywhere from 50 to 70 percent of domestic
credit, depending on the classification of “directed” or “policy” loans, to
predesignated sectors, industries, and uses. The remainder is then, in theory,
allocated at the discretion of the D[eposit] Mjpney] B[ank]s, but, in reality,

3% Except for Brazil, no Latin American country placed strong restrictions on the ability of
these banks to do domestic business.

7 In their influential reference volume, International Finance Handbook, George and Giddy
remark that these enterprises can and do transfer funds in and out of a country with much
greater facility because they can enter into reciprocal contracts with similar institutions abroad
that need to transfer money into the country.
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these banks exercise little control over even the residual banking funds’ (Cole
and Park 1984: 173).%*

The Taiwanese financial institutions are remarkably similar to those of
South Korea. As Cheng notes, ‘whereas other Pacific Basin nations have
liberalised their financial regulations since 1980 in the face of domestic and
international market forces, Taiwan, China stands nearly alone in the region
in retaining a system dominated by bureaucratic government banks,
continuing to ration credit at below market-clearing interest rates under
behind-the-scenes direction of the central bank’ (Cheng 1986: 143).

In other words, the Latin American financial system would be characterized
as ‘autonomous’, while the financial systems in East and South Asia are
generally of the ‘bureaucratic-dependent’ type. The autonomy of the former
derives in large part from the links between domestic and international
financial markets.

2.4.2 Policy ineffectiveness

The upshot is that Latin American countries are generally characterized by
wage resistance as well as financial openness; South Asian countries by wage
resistance but not financial openness; and East Asian countries by neither.
Policy effectiveness will therefore be highest in East Asia and lowest in Latin
America, and any objectives of economic policy (say, adjustment), will be
more difficult to pursue in the latter region.*

This is where the choice between hard and soft options becomes relevant.
A hard option, as in the neoclassical prescription of liberalization, is to
eradicate wage resistance and to re-establish market forces in labour-capital
relations. In this scenario, the government would, for example, cease the
automatic wage increases of indexation mechanisms, leaving the decision
entirely to employers. Alternatively, it might freeze wages, while allowing
prices to increase or even devalue the currency. This could require using
police or military force to deal with labour unrest, strikes, lockouts,
productivity declines, and riots. This strategy was employed in Chile and
Argentina during their liberalization episodes, with disastrous consequences:
decline in output, increase in unemployment, capital outflows, capital flight,
payments crises, exchange rate depreciation, and inflation. However, the
adoption of this strategy is often based on a willingness to accept short-run

% However, the situation is changing as South Korea proceeds towards its stated policy
objective of complete financial liberalization and openness. Already banks have been given
almost complete autonomy in loan sanctioning, and are allowed to engage in foreign exchange
transactions. The stock market and other domestic markets for financial assets are also to be
opened up to international investment and competition.

% Tt should perhaps be clarified that this does not mean that governments in Latin America
do not do anything. When either the disturbances or the impact of policies are small, they will
generally be effective. It is only when a major reordering is called for that policy effectiveness
becomes an issue.
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economic as well as political costs, under the assumption that in the long run
the new rules of the game will be accepted by all parties, and that such
conflicts will not recur in the future. The experience of the Southern Cone
countries does not bear out even this limited degree of optimism.

An alternative policy is the soft option of postponing the conflict by relying
on ad hoc measures such as increasing foreign borrowing, selective protection
for industries in crisis, social welfare spending, consumer subsidies, or
selective credit controls. It must be stated that this option is not without its
strengths. First, in the case of temporary shocks it may be wiser to incur a
balance of payments deficits rather than to seek to modify the economic
structure.* Second, political resistance notwithstanding, selective policies
will work without significant social or political costs. Third, the dynamic
efficiency of expanding output could offset static inefficiencies of selective
policies.*' Lastly, if it is conceded that in a situation of polarization and
confrontation, the acceptance of controversial policies by social groups is
facilitated by the shared perception of a crisis, then the postponement of
conflict could be the pragmatic choice: if the shock turns out to be temporary
or if production responds to growth incentives, there will be no problem; if
the shock is permanent and the long-run stimulative policies do not work, the
resulting crisis will mobilize public opinion behind the need for corrective
measures.

The problem is, however, that rarely is postponement of conflict a long-
run option. Perhaps this is best explained by an example—the relatively
greater propensity of Latin American countries to use inflation and foreign
debt for resource mobilization. In a situation of differentiation and tension,
inflation and debt can play an important role in maintaining social harmony
and postponing social conflict. Inflation enables the postponement of conflict
primarily through its ambiguity: it can help retard real wages and redistribute
income from workers to capitalists and from the private to the public sector,
but not through an explicit mechanism which is likely to be resisted by the
affected groups. Similarly, foreign debt accumulation can postpone conflict
because those who will pay for it in the future are not mobilized at the time
the debt is contracted and are not likely to resist the initial action. As a
result, these two processes are of great potential use to a government faced

“ This may constitute something of a problem since it is difficult to know ex ante which
shocks will be temporary and which permanent. The two oil shocks are an illustration that
general perceptions may be more often wrong than right: many economists expected the 1973 oil
price increase to be temporary, and the 1979 increase permanent, but the first turned out to have
permanent consequences, while the second soon reversed itself. For a discussion of these
perceptions, see Bianchi, Devlin, and Ramos 1987.

4l For example, in the 1970s Brazil and Colombia adopted a strategy to maintain a high and
stable aggregate demand and used selective policies to shift incentives towards investment in the
traded goods sector. As Hirschman (1987) and Bianchi, Devlin, and Ramos (1987) have shown,
it led to their relative success in expanding exports in the 1980s.
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with escalating tensions without adequate institutional means of managing
them.

The level of inflation in Latin American countries was significantly higher
than in the rest of the world, even in the 1950s and 1960s, and can be argued
to have resulted from the need to transfer resources to the industrial sector
without excessive social cost in terms of heightened conflict. Beginning in the
mid-1970s, however, inflation appeared to have lost its efficacy in Latin
America as a tool for mediating social conflict. The inflation rates escalated
from one-digit to two-digit to three-digit and even to four-digit levels in some
countries. A major reason for this was the ubiquity of indexing arrangements,
which considerably weakened the distributional effect of inflation and hence
its effectiveness for resource mobilization. As a result, serious efforts began
to be made to bring down the level of inflation, often at high cost.

Similarly, most Third World countries with access to the expanding
international credit market in the 1970s borrowed extensively to finance
investment while maintaining (or even expanding) consumption, thus
effectively postponing the distributional conflict which would have been
precipitated by the high investment programme. However, from the late
1970s onwards, the changes in world interest rates, the perception of
increased risk in Latin American borrowing, private capital outflows, and
finally the debt crisis ensured that debt had also outlived its utility as a tool
for maintaining social harmony. Analogously to the earlier situation, efforts
began to be made, perhaps under duress, to bring down the level of the
debt—often, indeed always, at a high cost.”? In other words, while inflation
and foreign debt accumulation were not irrational choices, given their
importance for maintaining social peace in several countries, what the
emerging crisis has revealed is that such solutions cannot work forever.

Thus, we are back at the earlier dilemma. The hard option is costly in the
short run and ineffective in the long run. The soft option is less costly in the
short run, but equally costly, and perhaps more costly, in the long run. To
see our way out of this dilemma, we shall have to go back to the notion of
governance with which we started this chapter.

2.5 CONCLUSIONS: THE CASE FOR PRAGMATISM

In order to discuss the notion of the pragmatic state, a few points have to be
noted. First, the analysis is relevant mainly for major conflicts which impact
upon the nature of the society as a whole: the conflicts between labour and

2 At the risk of gross oversimplification, it could be argued that just when inflation ceased to
be effective as a social lubricant, foreign debt came along, but when debt ran out of steam a few
years later, no other instrument emerged to take its place. Hence the crisis.
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capital, between finance and industry, or even between various ethnic groups
in culturally heterogenous societies. Unlike smaller or local conflicts, which
can be handled by all but the most inept of governments, these conflicts
cannot be suppressed without adequate firepower (and the willingness to use
it) relative to the organizational and other resources of countervailing social
groups. Nor can they be managed unless institutional arrangements exist to
facilitate management. Finally, even postponement requires the expenditure
of fiscal or communicative resources of the state, which may not always be
available in adequate magnitude (especially when the conflict has been
postponed too many times and for too long). Where a conflict of major
proportions can be neither suppressed nor postponed nor managed, the result
is a breakdown of the civil order, such as in Lebanon or in some African
states.

This brings us to the crux of the issue. Faced with an unmanageable
conflict, a pragmatic state may, in the interest of social peace, choose either
appeasement and postponement or neglect and civil war, or even confrontation
and suppression; but it will make the choice not as a permanent solution to
the crisis but rather as a tactic to buy time in which to construct appropriate
institutions for managing similar conflicts in the future. Latin American and
South Asian governments were right in refusing to pursue policies which
would not have worked in their institutional and political circumstances; but
they erred in not trying to create institutions which would have facilitated
social co-operation and restored policy effectiveness. In talking about the
economic instability which can be produced by the instability of wages,
Keynes once said that it was fortunate that workers, though unconsciously,
were instinctively more reasonable economists than the classical school. In an
analogous manner, it could be said that it is fortunate that (some) policy-
makers, though unconsciously, are instinctively more reasonable economists
than the neoclassical school.

The mainstream analyses of the Latin American dilemma are not ignorant
of this dilemma, even though they do not talk about it overtly. The
suggestions of Balassa, Krueger, or Bhagwati can be understood as attempts
to achieve wage flexibility by weakening trade unions and rolling back the so-
called impediments to the smooth functioning of labour markets. Likewise,
in Jeffrey Sachs’s venture into political economy, the alliance of the state with
rural groups is identified as the key to effective policy-making in East Asia,
and by implication as the appropriate direction of political reform in Latin
America. Our suggestions differ from those of such authors mainly on
account of our different reading of the region’s history. Both the mainstream
proposals require a concerted effort aimed at weakening the political and
economic influence of industrial labour. Implicidy or explicitly, the first
group allocates this task to the power of the state, which is expected to
railroad over any opposition. Sachs is more ambivalent in his prescriptions,
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but the obvious implication is that the alliance with rural groups will provide
a counterforce to the political influence of urban groups.

What is missed in these analyses is the fact that urban labour is politically
influential in Latin America, partly because of its organizational strength,
and partly because of a shared consciousness emerging from a long history of
conflict and struggle. The task of destroying this political influence is not
comparable to policy-making in the absence of such influence in South Korea
or in the rest of East Asia. First, while the actions of the latter governments
can be considered ‘pragmatic’ in nature, Latin American governments would
have to be ‘hard’ (and, therefore, unstable) states in order to be able to
accomplish the tasks set for them by neoclassical theorists. Furthermore, just
as policies are often constrained by institutional factors, the feasible range of
institutional reform is also conditioned by the history of political conflict and
reform. As is revealed by the example of liberalization experiments in the
Southern Cone, attempts to destroy union organization and influence were,
in the final analysis, unsuccessful in addition to being undesirable and costly.
They did not succeed in changing the perceptions of industrial workers of
their rights and responsibilities in a democratic society. The problem with
history is that it is often resilient to the frequent attempts by interested
groups to rewrite it.

The strengthening of the financial sector also appears in a new light from
this perspective. By making government policy reactive rather than active, it
has the effect of inhibiting legislation protecting the rights of industrial
workers, and thus of reducing their influence. However, given the nature of
the social consensus, the result has only been a stalemate.

To discuss alternative paths of institutional development, the state will
have to acknowledge the high level of mobilization and political influence of
organized labour as well as the ability of finance to resist policies which
appear to be against its interests. The question for a pragmatic government is
how to channel these sources of influences into economically fruitful
directions—in other words, how to create conditions in which these powerful
groups will be willing to co-operate with each other and with other groups in
society. Noting that both the economic stalemate and the ineffectiveness of
economic policies derive from the emergence of wage resistance and financial
openness, policy reform will seek to minimize the effect of these two factors
in a manner which is politically feasible.

First, the restoration of wage flexibility does not require the destruction of
labour unions. It does, however, require that the flexibility be based on a
credible and stable compromise between labour and capital. For this
purpose, it will be important to institutionalize the political influence of
workers into more manageable channels. Thus, instead of seeking to destroy
labour unions and to push wage-bargaining down to the plant level in an
attempt to divide and weaken the workers, the government would encourage
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participation in national level negotiations to agree on real wages, employment,
investment, and growth. This is an analogue of the rise of labour unions
within each plant. Instead of destroying the unions and bringing down the
wage negotiations to the level of each worker, the strengthening of the unions
allowed the money wage bargain to be made at the centralized level of the
plant at discrete intervals, thereby ensuring long periods of peace as well as
improvements in productivity because of an increase in worker loyalty. This
did not mean that the conflict between labour and capital disappeared—
indeed, the current crisis is in part a result of the success of the earlier
compact—nor that the conficts between workers were also taken care of. It
simply meant that the most potent form of conflict was neutralized for the
time being.

Latin American governments in the 1930s and 1940s were successful in
constructing precisely such institutional arrangements, but they were
overtaken by an ideological shift in favour of hardness and repeated (though
ineffective) attempts to destroy these institutions. The optimistic aspect of
the current crisis is that the mood of polarization and confrontation has given
way to a new period of search for social peace through participation,
democracy, negotiation, compromise, and consensus. The greatest danger
posed by liberalization attempts is their potential for derailing these new
initiatives.

Second, most countries would be well advised to maintain some form of
barriers against international financial flows, and some central control or
influence over the domestic financial sector. This would require regulation or
mediation by the central bank, which should not only supervise the activities
of financial institutions but should also act as their representative in national
decision-making. The idea behind this reform is also to compensate the
actual level of influence of a social group with an equal amount of social
responsibility.

It should be noted here, however, that the changes in the international
financial arrangements, as well as the increasing sophistication of internal
financial markets (both official and unofficial) in Third World countries, are
such that it may have become impossible for any government to maintain
overvalued exchange rates or to protect itself against sustained pressures on
its currency. This means that our proposals for maintaining restrictions on
capital flows is intended not as a long-term policy instrument, but rather as a
means of insulating the economy from the short-run instability which these
flows can generate. As the OECD 1982 report on capital controls points out,
capital controls can perform useful functions even in this limited role. First,
in normal times, they may help to influence capital flows sufficiently to
ensure that minor disturbances causing pressure on exchange rates or
domestic capital markets are minimized. Second, in the event of a major
disturbance, they might help to gain time while more fundamental policy
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adjustments are being made. Third, they can help the government politically
by demonstrating that action is being taken to stem the more obvious
channels of capital outflows and to prevent windfall gains to speculators.

Similarly, regulation of financial institutions is proposed not to enable the
government to pursue arbitrary policies, but to give it leverage in meeting
unanticipated crises. Likewise, the managerial approach to labour organiza-
tion will lose its effectiveness if it is used consistently in the interest of
political expediency.

The generality of these suggestions is meant to underscore the fact that
detailed solutions will have to be found for each country in the context of its
own political and institutional development. For too long, the Third World
in general, and Latin America in particular, has served as a testing place of
universal social theories which deny the uniqueness of every experience. It is
time that the Third World began to write its own history.
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The World Economic Slowdown and the Asian
and Latin American Economies: A Comparative
Analysis of Economic Structure, Policy, and
Performance

Alan Hughes and Ajit Singh

3.1 INTRODUCTION

Since the slowdown of world economic growth, beginning in 1973, two
outstanding features of the economic experience of developing countries have
attracted the attention of economists. First, the developing countries were
able to withstand the first oil shock and the consequent upheavals in the
world economy reasonably well, but were affected much more adversely by
the trade and financial shocks, which hit the world economy during the period
1979-82, and the associated economic slowdown in industrialized countries.
After the first shock, whereas the trend growth rate of industrialized
economies nearly halved—from an annual average rate of 4.9 per cent in
1960-73 to 2.8 per cent in 1973-9—the developing countries suffered only a
relatively small decline in their pace of economic expansion: from 6.3 per
cent during 1960-73, to 5.2 per cent in the later period, between the two oil
shocks.” However, the impact upon the Third World of the changes in the
world economy during 1979-82 have been devastating. At the bottom of the
recession, in 1982 and 1983, the aggregate GDP of developing countries grew
at an annual rate of only 2 per cent, below the rate of population growth.”
Although growth did resume in 1984, because of the recovery in the US
economy and the pick-up in OECD economic growth, it lost momentum
again in 1985 and 1986 (World Bank 1986).

The second important aspect of the Third World’s economic experience is
the differential performances of the different parts of the Third World,
particularly since 1979. As Table 3.1 indicates, economic growth did not slow
down in the 1980s in all parts of the South. Indeed, China, India, and other
low income Asian countries managed, on average, almost to double their pace

' World Bank 1984. There is no suggestion here that the oil shocks were the ‘cause’ of the
deceleration in world economic growth in the 1970s and 1980s. For full analysis of the reasons
for the world economic slowdown, see Glyn ef al. 1990.

2 In fact, 1982 was the first year since the Second World War when per capita GDP in the
developing countries actually fell.
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of economic expansion—from 4.0 per cent during 1965-80, to 7.8 per cent
during 1980-6; in middle-income East Asian countries as well, although
there was a decline in the trend of economic growth in the 1980s compared
with the 1960s and 1970s, the growth record is still respectable. It is the
economies of Latin American and Sub-Saharan countries which have
performed particularly poorly in the 1980s. In the Latin American and
Caribbean countries, GDP per capita fell at a rate of more than 4 per cent per
annum for three consecutive years—1981, 1982, and 1983. For the region as
a whole, per capita GDP levels in 1983 were lower than in 1977, and in some
countries as low as in the 1960s. Similarly in the sub-Saharan African
countries per capita GDP has contracted at a rate of almost 5 per cent per
annum in each of the years 1982, 1983, and 1984. Reduced economic growth
has, not surprisingly, been accompanied by large falls in levels of
consumption and employment, and in a number of African and Latin
American countries by enormous under-utilization of industrial capacity and
massive de-industrialization.

The reasons why the Third World countries as a whole were able to
withstand the first oil shock and the associated turbulence in the world
economy relatively well are not far to seek. Firstly, they were able to borrow
on the private capital market at an unprecedented scale, and at extremely low
real interest rates. Secondly, the recession in the industrialized countries
which followed the 1973 oil price rise was sharp but of short duration,
compared to the shallower but more prolonged recession following the oil
price rise of 1979 and the associated mix of contractionary economic
policies.” Lastly, the availability of private foreign capital which had
permitted many Third World countries to maintain economic growth
between 1973 and 1979 declined sharply after 1981.

This chapter is concerned with the second aspect of the South’s economic
experience outlined above, i.e. the question of differential economic
performance. In particular, the question asked is why the Asian economies
apparently coped with the world economic crisis in the 1980s so much better
than the Latin American countries?* Is it mere coincidence—a matter of good
luck—or are there more systematic forces at work, deriving from economic
structure, initial conditions, or economic policy, which can help explain the
differences in economic performance in the countries in the two continents?

3 After the first oil shock, the recession in industrialized countries lasted for two years, 1974
and 1975, when GDP growth fell (from the 1973 level of 6.1%) to 0.8% and -0.4% respectively;
in 1976, it was 4.7 per cent, almost back to its trend level. In comparison, after the second oil
shock, the growth rate went from 3.3% in 1979, to 1.3% in 1980 and 1981, -0.5% in 1982 and
only 2.3% in 1983.

* The differential economic performance of the sub-Saharan African countries is not
considered in this essay because the initial level of economic development and the structural
characteristics of these economies are rather different from those of Latin American countries
For a study of the sub-Saharan African countries, see Singh 1987.



Table 3.1 Population, GDP, and GDP per capita, GDP growth rates, various country grouping

0,
GDP  Population GDP/cap. GDP growth rates (average annual % changes)

1985 1985 1985 1965-80  1980-5 1980 1981 1982 1983 1984*

Developing countries 2,027.0 3,681.5 550.6 6.1 33 2.5 2.4 1.9 2.0 5.4
Low Income Asia 500.7  2,026.0 2471 4.0 5.5 6.3 5.2 5.6 8.6 10.2
China 265.5 11,0403 2552 64 9.8 6.1 4.8 7.3 9.6 14.0
India 1757 765.1 229.6 3.7 52 6.9 5.7 2.9 7.7 4.5
Low Income Africa 84.4 312.0 270.5 29 0.7 1.3 1.2 0.5 0.3 0.7
Middle-income oil importers 906.9 718.8 1,261.7 5.2 1.7 43 0.9 0.7 0.8 4.1
East Asia and Pacific 239.1 192.4 1,242.6 7.5 4.5 3.6 6.7 42 6.4 6.4
Middle East and N. Africa 27.1 46.8 5799 3.7 3.5 42 24 5.5 29 4.1
Sub-Saharan Africa 23.4 34.8 6733 56 29 5.5 3.9 1.1 -14 -1.1
Southern Europe 163.0 97.2 1,6774 5.9 1.8 1.5 2.3 0.7 0.9 2.7
Latin America and Caribbean  370.8 316.1 1,173.1 4.7 -0.3 5.8 2.3 -0.4 1.7 3.7
Middle-income oil exporters 533.1 523.3 1,018.7 7.1 1.0 2.4 2.4 0.9 3.1 2.5
High-income oil exporters 170.3 18.4 92554 7.8 2.2 7.4 0.0 XXX -7.1 1.3
Industrial market economies 8,568.9 737.3 11,622.0 3.6 2.3 1.3 1.3 -0.5 2.3 4.6

Source: World Bank 1987; IMF 1987.
* = Estimated
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In view of the obvious analytical and policy significance of these issues,
they have recently been investigated by a number of scholars (e.g. Balassa
1984; Maddison 1985; Sachs 1985; Singh 1985b). Section 3.2 briefly revies
this literature and outlines the competing hypotheses. Section 3.3 examines
comparative economic performance for a more comprehensive group of Asian
and Latin American economies than has been attempted in earlier studies.
Differences in economic structure, initial conditions, and the nature of the
economic shocks suffered by the two groups of countries are considered in
Sections 3.4 and 3.5. Section 3.6 offers some comments on economic policy
differences between the countries. Section 3.7 briefly analyses the individual
economic experience of the large semi-industrial countries in the two
continents—China and India in Asia, Brazil and Mexico in Latin America.
The main conclusions are summarized in Section 3.8.

3.2 THE REASONS FOR SUPERIOR ASIAN PERFORMANCE:
ALTERNATIVE HYPOTHESES

In the analysis of East Asian success and Latin American failure to cope with
the recent economic shocks, most economists have come to focus on a single
issue—the degree of openness of the economy. Neoclassical economists have
maintained, first, that the main reason for the difference in economic
performance was the openness of East Asian economies to international trade
and financial flows, and the relatively closed nature of Latin American
economies; and second, that this openness was determined solely by the
nature of economic policies in the two regions, and particularly by exchange
rate policies which have a significant effect on the competitiveness of the
tradable goods sectors. Other writers have argued that the issue is much more
complex, and that the relationship between economic openness and
vulnerability to external shocks depends upon the nature of the openness, the
nature of the shocks, and the state of the international economy.

The mainstream views on this issue are best contained in the works of
Bela Balassa, Anne Krueger, and Jeffrey Sachs. While the first two writers
criticize interventionist governments for creating inefficient, ‘inward-oriented’
or ‘illiberal’ economies, Sachs places the blame squarely upon commercial
policies, namely, overvalued exchange rates in Latin American countries
which not only reduced competitiveness but also encouraged capital flight.’
For example, Sachs (1985) writes:

The most important differences seem to centre on exchange rate management and on
the trading regimes. Latin American and Asian countries have differed not only in the
amounts borrowed, but also the uses to which the loans were applied. Simply put the

5 Indeed, he goes even further, to suggest, on the basis of rather weak evidence, that the
superiority of the policy regimes in Asian countries stems from the supposedly greater
dominance of rural interests in these policies. For a criticism of this argument, see Taylor, ch. 4
this volume.
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Latin American countries did not use the foreign borrowing to develop a resource
base in tradable goods, especially export industries, adequate for future debt
servicing.

These writers also argue that openness to world trade may reduce rather
than increase the vulnerability of the economy to external shocks. Balassa, for
example, writes:

At any rate, one should not exaggerate the vulnerabilty of an economy with a high
export share. Thus, during the 1974-75 world recession, export-oriented developing
countries in general, and South Korea in particular, fared relatively well, since they
had more of a margin to spare as far as imports are concerned. By contrast, countries
which went the farthest in import substitution, and limited imports to what appeared
to be absolutely necessary inputs, suffered serious production setbacks because of
their inability to procure these inputs as their balance-of-payments situation
deteriorated.

Finally, as the author has elsewhere noted, the degree of instability of the world
economic system should not be overstated. ‘This is because the confluence of the
circumstances existing in 1974—the quadrupling of oil prices and the doubling of
grain prices, together with a deep world recession, partly caused by reactions to the
sudden oil price increase and partly the consequence of the super boom of the years
1972—73—cannot be expected to recur.” (Balassa 1981: 355-6)

Balassa’s second point above need not detain us: the post-1979 experience
of the world economy has shown him to be conclusively wrong on this issue.
However, on the first point, leaving aside for the moment his empirical
assertion, he has a more reasonable a priori case. The theoretical argument is
very well put by John Williamson, as follows:

A country with a very small trade sector generally has a limited range of exports based
on resource-intensive products that are exploiting some local comparative advantage
bestowed by geology or climate. These products tend to exhibit both inelastic supply
and inelastic demand, so there is a very little possibility of export expansion at the
margin. Import capacity tends to be entirely preempted in importing intermediate
goods, including oil, that are necessary to keep industry going for the domestic
market. Hence, there is minimal elasticity in the trade structure to permit adjustment
to trade shocks. This is the basic, though not the only, reason why the size of the trade
sector is significant in enabling countries to overcome external shocks. (Williamson
1985: 569-70)

An alternative analysis of differential performance of Latin American and
Asian economies, which also stresses the role of openness as well as that of
economic policy, is provided in Angus Maddison’s (1985) fascinating
historical comparison of the effects of the recent decade of slow growth in the
world economy (1979-83), with an earlier downturn in 1929-39. Maddison
finds that the effect of economic openness and orthodox policies was
essentially reversed in the two crises. During the Great Depression of the
1930s, Latin American countries achieved a much higher rate of economic
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growth than Asian countries, despite being subjected to relatively larger
exogenous shocks. According to Maddison, this was partly because of the
greater protection provided to the domestic economy by Latin American
policies, and partly because of the orthodox contractionary economic and
financial policies of the colonial governments in Asia. In Latin America, ‘the
sharp experience of recession in the independent countries of Latin America
induced a change in attitudes towards the liberal international economic
order, and [fostered] an inward-looking developmentalism . . .” He goes on
to argue that ‘in the conditions of the 1930’s, the verdict must be in favour of the
import-substitution policies, for openness to the world economy of the type
Cuba was compelled to follow meant large scale unemployment of productive
resources’ (Maddison 1985: 23).

However, the position is reversed in 1973-83. Maddison believes that the
less favourable record of the Latin American countries during this decade is
essentially due to the poor quality of their domestic policies. He writes:

In Latin America, most governments still rely on inflation as a way of raising
revenue ... In Asian countries [fiscal], monetary and exchange rate policies were
more cautious, trade deficits and foreign borrowings were much more modest . . .
Because of better domestic policy, these countries have not been plagued by massive
capital flight by their own nationals, as Latin America has been. (Maddison 1985: 46}

Maddison’s analysis helps to bring out the contextual nature of the
argument for openness and its relationship to economic vulnerability. These
issues were also emphasized in an earlier study by one of the co-authors of
this Chapter (Singh 1985&). This study examined the recent experience of
five large, semi-industrial economies—Brazil and Mexico in Latin America,
and India, China and South Korea in Asia—to argue that India and China
performed better than Brazil and Mexico precisely because they were less
closely integrated with the world economy. These two countries had long
followed the path of ‘self-reliance’ and import-substitution industrialization;
they also depended relatively little on foreign debt. In contrast, the two large
Latin American countries chose to follow outward-looking industrial
strategies based on multinational investment and foreign debt. The result was
that

when the world economy was growing rapidly, these countries benefitted from their
greater integration with it in much the way orthodox economics extols the virtues of
increased trade and specialization. However, their industrial structures which were
suitable for an expanding world economy and world trade also left them vulnerable to
prolonged economic disruption when the international economy ceased to grow.
(Singh 19855: 3)

It is true that among the countries which opted for an outward-oriented
strategy, South Korea was far more successful than the others, but its success
was due less to the exchange rate policies than to the direct state promotion of
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exports. The present study builds on the earlier work by using a larger
sample of countries and by focusing more directly on the issues thrown up by
the above disagreements.

To review the foregoing discussion: the differences between the various
perspectives can be traced back to two underlying issues. First, how is
‘openness’ or ‘the degree of integration with the world economy’ to be
defined? Does the concept simply refer to foreign trade as a proportion of
GDP, or does it also encompass foreign investment and foreign debt? It
seems to us that if the second definition is used, the supposed empirical
relationship between openness and economic performance breaks down.

Related to the first question, and perhaps of greater importance, is the
question of the relationship between economic vulnerability and the degree of
integration with the world economy. Neoclassical logic, positing that the
greater the openness, the lesser the vulnerability to international economic
fluctuations, seeks reassurance in South Korea’s recent experience. On the
other hand, the experience of the large countries, as well as the regional
pattern during the Great Depression, suggests the opposite.® Moreover, as
the following analysis will show, the relationship also depends critically upon
the precise nature of the external shock: most countries adjusted to the trade
shocks without much difficulty, but were severely impaired by the shocks
originating in the financial markets.

3.3 THE COMPARATIVE ECONOMIC PERFORMANCE OF ASIAN
AND LATIN AMERICAN ECONOMIES

In this section, we shall review briefly the background to the subject of
discussion, namely, the differences in economic performance in Latin
American and Asian countries. We shall focus most of our attention on
nineteen of the larger countries in the two continents. The information is
assembled in Tables 3.2-3.5 and suggests that the major differences in
economic performance emerge after 1980, when Latin American growth
dropped precipitately, while Asian countries maintained or even improved
upon their earlier growth performance. The differences in underlying
behavioural variables do not become significant until the 1980s, and this too
largely because of the sudden increase in the debt repayment burden.

Table 3.2, which compares the long-term rate of growth of GDP of the
selected countries, for three periods (1960-70, 1970-80, and 1980-7), reveals
not only the superior performance of Asian countries in the current decade,
but also the remarkable uniformity of economic experience within each

¢ However, as noted specifically in Singh 1985i, a country’s vulnerability is not just a function
of the size of its trading sector but depends on the nature of its exports and imports as well as a
host of other factors.
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Table 3.2 GDP Growth rate in Asian and Latin American countries (% per year)

1960-70 1970-80 1980-7
Asia
China 5.2 5.8 104
India 34 3.6 4.6
Indonesia 39 7.6 3.6
Korea 8.6 9.5 8.6
Malaysia 6.5 7.8 4.5
Pakistan 6.7 4.7 6.7
Philippines 5.1 6.3 -0.5
Sri Lanka 4.6 4.1 4.6
Taiwan
Thailand 8.4 7.2 5.6
Median 5.2 6.3 4.6
Latin America
Argentina 4.2 2.2 -0.3
Bolivia 5.2 4.8 2.1
Brazil 5.4 8.4 33
Chile 4.5 2.8 1.0
Colombia 5.1 5.9 2.9
Ecuador 8.8 1.5
Mexico 7.2 5.2 0.5
Peru 49 3.0 1.2
Venezuela 6.0 5.0 0.2
Median 5.1 5.0 1.0

Source: World Bank 1982, 1989.

continent. For neither group were the 1960s significantly different from the
1970s (which included the period between the two oil shocks—the so-called
inter-shock period, 1973-9). After 1980, however while the median’ annual
rate of economic growth plummeted in Latin America, from 5 per cent to
one per cent during 1980-7, in Asia it fell only slightly from 6.3 to 4.6 per cent).
Indeed, four Asian countries—China, India, Pakistan, and Sri Lanka—
managed actually to increase their rate of economic expansion during the last
decade of turbulence in the world economy.®

7 Since economic policy is carried out at the individual country rather than the continental
level, and the focus of the study is inter-country comparisons, the median is a better summary
measure of central tendency than the weighted average (weighted by GDP) used in Sachs 1985.
The latter measure will simply reflect much more the experience of the larger economies.

8 The improvement over historical trends was much more significant for China and India,
whose economies were the least integrated into the world markets. It is arguable that these two
countries have been even more successful than South Korea in coping with international
economic fluctuations.
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Table 3.3 Rates of inflation in Asia and Latin America, 1960-1987 (average annual
% growth of consumer price index)

1960-70 1970-80 1980-7
Asia
China . . 4.2
India 7.1 8.5 7.7
Indonesia 20.5 8.5
Korea 17.4 19.8 5.0
Malaysia -0.3 7.5 1.1
Pakistan 33 13.5 7.3
Philippines 5.8 13.2 16.7
Sri Lanka 1.8 12.6 11.8
Taiwan 3.5 12.2 33
Thailand 1.8 9.9 2.8
Median 34 12.6 7.3
Latin America
Argentina 21.7 130.8 298.7
Bolivia 3.5 223 601.8
Brazil 46.1 36.7 166.3
Chile 33.2 185.6 20.6
Colombia 11.9 22.0 23.7
Ecuador L. 14.4 29.5
Mexico 3.6 19.3 68.9
Peru 10.4 30.7 101.5
Venezuela 1.3 12.1 114
Median 11.1 223 68.9

Source: World Bank 1982, 1989.

Besides the Philippines—the only Asian country to suffer a sharp decline
in its growth rate—and Indonesia, a member of OPEC, all the Asian
countries managed to register an annual growth rate of close to or over 5 per
cent during 1980—6. On the other hand, only one of the nine Latin American
countries achieved a growth rate of more than 3 per cent in the same period
(and only Brazil and Colombia were above 2 per cent). This continental
uniformity in economic performance is all the more significant in view of the
wide inter-country differences in economic structure, economic policy, and
even in the basic economic system.’

Table 3.3 records the well-known inflationary experience of Latin
American countries, where the median annual inflation rate doubled from

° This is particularly true in Asia, where countries like China, India, and South Korea not
only have different economic systems, but the two market economy countries (India and South
Korea) have traditionally followed very different economic strategies.
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11 per cent in the 1960s to 22 per cent in the 1970s, and tripled again to
69 per cent in the 1980s. In Asian countries, while the 1970s witnessed a
quadrupling of the median inflation rate, this increased it only from 3.4 to
12.6 per year; from which level the rate fell in the 1980s, to 7.3 per cent.
During 1980-7, only one Latin American country, Venezuela, managed to
achieve a lower inflation rate than the Asian country with the highest
inflation rate, the Philippines.

Tables 3.4 and 3.5 report on two indicators of debt burden for the two
groups of countries—the debt/GDP ratio and the debt service/export ratio
(DSR). The debt figures for each country refer to the gross external liabilities
and include both short- and long-term debt. In the inter-shock period (1973-9),
while the average debt/GDP ratio in Asian countries was greater than that in
Latin American economies—South Korea, Indonesia, Pakistan, Sri Lanka,
and Philippines had higher ratios than Mexico and Brazil—the formers’
average DSR was only about half that of the latters’. This is explained,

Table 3.4 Total External debt/GDP ratios in Asia and Latin America (%)

1973-9 1980-3
Asia
China - ...
India 14.2 13.5
Indonesia 35.5 30.8
Korea 31.9 50.6
Malaysia - ...
Pakistan 52.5 38.7
Philippines 31.1 582
Sri Lanka 46.7 55.3
Taiwan .. -
Thailand 15.2 30.6
Median 31.9 38.7
Latin America
Argentina 17.8 46.2
Bolivia .. R
Brazil 21.3 33.8
Chile 43.1 64.6
Colombia 21.6 252
Ecuador A ...
Mexico 26.7 45.1
Peru 53.1 55.8
Venezuela 24.9 46.2
Median 24.9 46.2

Source: World Bank Data Bank.
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Table 3.5 Public foreign debt service/export ratios in Asia and Latin America (%)

1973-9 1980-5
Asia
China L 1.0*
India 13.7 9.8
Indonesia 10.0 124
Korea 11.5 13.7
Malaysia 5.0 7.9
Pakistan 19.3 22.6
Philippines 9.4 12.8
Sri Lanka 13.9 10.1
Taiwan .. o
Thailand 3.1 9.5
Median 10.7 10.1
Latin America
Argentina 19.5 25.4
Bolivia . 30.8
Brazil 22.9 31.9
Chile 26.3 23.7
Colombia 12.0 18.7
Ecuador . 28.6
Mexico 38.8 344
Peru 27.1 25.7
Venezuela 6.6 13.6
Median 22.9 25.7

Source: World Debt Tables 1986-7.
*=1980-4.

partly, by the softer loan conditions (the greater role of official development
assistance) for Asian countries, but more significantly by the higher degree of
trade openness (i.e. larger exports/GDP ratios) in Asian countries.

In the 1980s, while the DSR did not change by much, the debt/GDP ratio
increased appreciably in both continents, much more so in Latin America
than in Asia. In the Latin American case, this increase reflects three factors:
the effect of higher real interest rates (a larger fraction of the Latin American
debt was on variable interest rates), a large volume of capital flight, and a
decline in the rate of growth of GDP after 1980 (Table 3.2). The increase in
the Asian debt ratios is explained more simply as the result of higher current
account deficits in the 1980s as we shall see below (Table 3.7). This increase
was not uniform across the continent, however, as India (and China'®)

10 The comparable figures for China’s debt are not available in the World Bank data bank.
However, see Section 3.7 below.
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continued to have relatively very small debt burdens throughout the 1970s
and 1980s. This was not fortuitous but the result of a deliberate act of
economic policy, as will be discussed in Section 3.7.

3.4 EXPLANATIONS OF DIFFERENTIAL ECONOMIC
PERFORMANCE

Tables 3.6 and 3.7, which present investment and savings rates, respectively,
in the countries of the two continents, indicate three things: first, the
similarity of investment rates across the two continents during the 1970s;
second, the recent decline in Latin America, significant (from 25 per cent of
GDP during 1973-80 to only 20 per cent during 1980-5), but less
pronounced than the fall in growth rates (in fact, four countries registered
modest increases in investment ratios in this period); and third, a more

Table 3.6 Investment performance of Asian and Latin American economies (Gross
domestic investment/GDP, %)

1965-73 1973-80 1980-5
Asia
China o o o
India 18.4 22.6 244
Indonesia 15.8 24.5 29.4
Korea 25.1 31.8 30.7
Malaysia 223 28.7 36.1
Pakistan 16.0 16.5 16.2
Philippines 20.6 29.1 25.8
Sri Lanka 15.8 20.6 28.9
Thailand 23.8 26.6 24.4
Median 19.5 25.5 27.3
Latin America
Argentina 19.8 21.8 16.3
Bolivia 254 249 16.0
Brazil 26.1 26.2 20.4
Chile 144 17.4 17.5
Colombia 18.9 18.8 20.0
Ecuador 19.0 26.7 23.2
Mexico 214 252 254
Peru 27.7 28.9 28.0
Venezuela 29.3 32.6 19.9
Median 214 25.2 20.0

Source: World Bank 1987.
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Table 3.7 Domestic savings in Asian and Latin American countries (gross national

savings/GNP %)
1965-73 1973-80 1980-5
Asia
China
India 17.9 22.3 22.6
Indonesia 13.7 24.6 26.6
Korea 21.5 26.4 26.9
Malaysia 21.6 29.3 27.3
Pakistan 10.9 12.5
Philippines 20.6 243 20.0
Sri Lanka 14.6 13.5 17.1
Thailand 22.6 21.5 18.5
Median 20.6 23.3 21.3
Latin America
Argentina 19.7 21.2 11.3
Bolivia 29.2 18.2 6.9
Brazil 243 21.7 16.9
Chile 12.9 12.2 6.9
Colombia 17.2 19.2 15.0
Ecuador 16.3 21.2 18.3
Mexico 19.9 21.3 23.5
Peru 27.2 24.9 23.7
Venezuela 30.0 34.5 24.9
Median 19.9 21.3 16.9

Source: World Bank 1987.

uniform decline in national savings rates. Part of the decline in Latin
American investment and savings rates is explained by the increase in
interest payments on foreign debt from fairly low levels in the 1970s to as
much as 3—4 per cent of GNP in the 1980s (and, in some cases, even to
7 per cent). In Asian countries, despite the world economic slow-down, the
trend of increasing investment ratios has been maintained in the 1980s, rising
from less than 20 per cent of GDP in 1965-73 to 25 per cent during 197380
and over 27 per cent in 1980-5. Table 3.7 shows, however, that although
Asian countries performed better than Latin American countries, savings
mobilization did not match the improvement in investment demand.

Taken together, the investment and growth records suggest an increase in
the average incremental capital/output ratio (ICOR) in both continents.
Table 3.8 indicates that there was in fact a rise in ICORs during the 1970s for
almost every group of countries in the world economy, the largest increase



Table 3.8 Incremental capital-output ratios in world market economies at 1975 prices

1960-5 1965-70 1970-5 1975-80 1960-70 1970-80
World market economies 4.1 4.7 7.1 6.4 4.4 6.7
Developed economies 43 5.1 8.3 6.7 4.7 7.4
Developing countries 32 2.9 3.8 5.4 3.0 46
Developed economies
North America 4.1 6.9 7.9 5.7 54 6.6
Africa, Asia, and Oceania 33 3.1 8.1 7.0 32 7.5
Europe 4.8 5.2 8.8 7.6 5.0 8.1
Major industrial economies 4.2 52 8.4 6.4 4.7 7.2
Other developed economies 4.4 5.2 7.8 8.8 4.8 8.2
European Economic Community 4.9 52 9.2 73 5.0 8.1
Developing countries
Latin America and the Caribbean 3.5 34 4.1 5.5 3.5 4.9
Africa 2.7 2.5 6.2 4.8 2.6 5.2
West Asia 1.6 1.7 2.0 107 1.6 4.5
Asia and the Pacific 4.5 33 4.1 4.1 3.7 4.1
High-income 2.8 2.6 3.6 6.1 2.7 4.8
. . 2.8 33 3.8 4.4 3.1 4.2
Medium-income
Low-income 6.1 35 4.9 4.6 4.3 4.7
Least developed 4.1 6.1 5.2 4.0 5.1 44
Capital-surplus energy exporting 0.9 1.0 1.9 133 1.0 5.2
Other net energy exporting 2.8 3.0 4.1 4.5 2.9 44
Net energy importing 4.2 3.5 4.2 5.1 3.8 4.7
. 1.9 2.0 3.2 6.0 2.0 4.7
Petroleum-exporting
. - 37 2.7 29 44 3.1 37
Newly industrialized
. 4.8 3.8 5.2 5.7 4.2 5.5
Agricultural product exporters
Mineral product exporters 2.8 3.7 7.1 6.3 33 6.6

Source: UN, reproduced from Raj 1984.
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being for the developed market economies. Given the low capacity utilization
in Latin American countries in the 1980s due to the severity of the balance of
payment constraint, the average ICOR is bound to have risen above the levels
reported in this table.

Table 3.9 provides data on the current account balances of the countries in
the two continents. In 197380, they were broadly similar, but after 1980 the
deficits increased somewhat faster in Asia than in Latin America.'' This does
not reflect superior international performance on the part of the Latin
countries, simply that the debt crisis obliged many of them to sharply and
often precipitately reduce their deficits. However, the similarity of current

Table 3.9 Current account balance in Asian and Latin American countries,
19651985 (current account balance/GNP %)

1965-73 1973-80 1980-5
Asia
China . o o
India -0.5 -0.3 -1.8
Indonesia 2.2 0.1 -2.8
Korea -3.6 53 -3.8
Malaysia -0.7 0.6 -7.6
Pakistan . -5.6 -3.7
Philippines 0.0 —4.8 =59
Sri Lanka -1.2 -7.2 -11.8
Thailand -1.1 -5.1 -5.9
Median -1.1 =5.1 -5.9
Latin America
Argentina 0.0 -0.6 -5.0
Bolivia -0.2 -6.7 -9.1
Brazil -1.7 —4.5 -3.5
Chile -1.4 -5.2 -10.6
Colombia -1.8 0.4 -5.0
Ecuador 2.7 -5.5 -4.9
Mexico -1.5 -39 -1.9
Peru -0.5 —4.1 —4.3
Venezuela 0.7 1.9 5.0
Median -1.5 —4.1 —4.9

Source: World Bank 1987.

"The comparable Chinese figures are not available in Table 3.9, but as will be reported in
Section 3.7, the Chinese ran a current account surplus for much of the period and had
accumulated enormous reserves by the early 1980s.
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account balances in the two regions obscures the more severe balance of
payments problems of Latin American countries because of capital flight.
For example, Venezuela, which registered on average a current account
surplus in all the three periods, ended up contracting enormous debts
because of capital flight. The question of capital flight will be considered in
Section 3.6.

Tables 3.10 and 3.11 summarize the main characteristics of the economic
and industrial structure of Asian and Latin American countries in 1985. The
exceptional features of the South Korean economy are evident, not only from
the high exports to GDP ratio but more importantly from the uniquely low
share of primary goods in its merchandise exports. Even ignoring the oil-
exporting countries in the sample (Indonesia, Ecuador, Mexico, and
Venezuela), South Korea’s 10 per cent share of primary goods exports is far
below those of Latin American e