Assessing the New Economic Model in Latin America
by Albert Berry

| am very gppreciative of the study by Augusto de laTorre and Nancy Birdsall, whose
raison de etre and genera contents.

Augusto has summarized here. | think it is very opportune that we, the interested parties, begin to
reconsider the so-called "Washington Consensus'. A decade after the reform process has reached
al of the mgor countries of Latin America, it is clear that the outcomes have been disgppointing,
both rdative to the high hopes held out for them and in absolute terms. This should probably not
come as asurprise. Too many dements of that consensus lacked solid foundationsin the
combination of theoretical understanding and empirica support that is essentia to provide
confidence that one has found a good policy direction. Asthe 1990s moved aong we saw, and
dill see & many different levels, asharp level of debate and disagreement on globdization,
liberdization and what comes with these developments. Typically, however, both the proponents
of the new mode and its detractors have utilized wesk arguments. The latter have more often
been characterized by basic lack of understanding of economics and of the principles of
internationd trade theory, the former more often by unprofessona andys's and argument,
sometimes rather trangparently tied to powerful vested interests. Neither Sde deserves many gold
garsfor either balance (not surprising) or for depth. Now, with a decade of experience whose
effect has been to burst the bubble of the unfettered optimidts, it is surely time for usto get
serious in the way we address these crucia issues.

It iswdl to remember that Latin Americas economic performance under the old import
subdtituting indudriaization (1S1) modd was rather impressive. GDP grew at an average of
about 5.5% in each of the 1950s, 1960s, and 1970s. Income distribution was very unequa and, as
moderady reliable data on the levd of inequdity became available in the 1960s and 1970s,
there was awave of concern that inequality was becoming more severe. This was easy for
economigts to believe since they saw the ISI mode's connection to crony capitalism, monopoly
profits and a division between a favoured labour dlite and the rest (unfavoured) part of the
workforce. Concerns with the high level of urban unemployment contributed aso to the critique.
When a retrospective on the performance of this model became easier to achieve, from the
depths of the 1980s crids, that performance began to look better. The evidence on digtribution,
rather than pointing to aworsening, suggested stability, with one or two cases of worsening (e.g.
Brazil in the 1960s) and a couple of cases of improvement (e.g. urban Colombia over the late
1970s and 1980s). Overdl there was very little movement- -inequality remained dauntingly high
but at least did not get worse. Stop-go cycles were another defect of this modd in some countries
over certain periods.

In retrospect it may seem surprising that this mode was dropped in favour of the new one
given the latter's weaker performance on both the growth and the distribution fronts (see below).
Thefull political economy of this process has no doubt yet to be written, but some dements of it
are clear enough. For one thing, there was a generd shift in favour of the market asthe main
mechanism for resource dlocation. The centrd planning experiments were in difficulty; it was
easy to point to inefficiencies built into the various interventionist models, and the economics



profession, for reasons at least partly independent of the red world, was shifting increasingly to a
position favouring the market. This was associated, inter alia, with the declining popularity of
Keynesian economics, both for theoretical reasons and because fears of severe recessions or
depressions in the developed countries had waned. In the context of Latin America another factor
which became rdevant was the demondtration by the East Asian countries of just how fast
growth could be; 6% was not the red ceiling, as one might have thought on the basis of previous
Latin experience, but rather 9% or so. And these countries achieved their dramatic economic
growth on the basis of rgpid export growth; they adso (especidly Tawan) achieved impressve
equdity dong with the growth. An optimist might then have said to himsdlf: "if Latin America
could grow by 5.5% under the old model which we know had some serious flaws, it should be
able to do at least somewhat better under the new one, perhaps 7%, till not quite up to the best
achieved in East Asabut very good indeed.

It is now commonplace to note that those East Asian countries were nat, at the time of
their main growth burdts, free traders. Rather, they pushed exports with greet vigour, but aso
protected their own markets firmly, abeit sdlectively. In the most egregious cases of intdllectud
dishonesty these were characterized as free traders by the supporters of that policy preference. It
is now aso commonly observed that these countries had undergone important agrarian reforms
which laid the groundwork for equitable growth. What the East Asian cases did point to was the
cagpacity of countries (in their case relatively smal ones) to grow dramaticaly on the back of
strong export growth, sdective import protection, and very high investment rates.

The expectations of the new modd were fast growth and (in the view of quite afew
though not al supporters) an improvement in income digtribution. The latter expectation was
based in part on the trade theory which predicts that as trade increases the price of a country's
abundant factor of production will rise; in this case the factor was presumed to be labour. Such
indeed was the East Asian experience, as exports of labour intensve manufactures--especialy
garments--fudled rapid increases in the demand for labour and ultimately in wages aswell. In
the Latin American case it was a o expected that freeing trade would be especidly beneficid to
agricultural workers (peasant farmers and proletariat) on the grounds that the ISl regime had
discriminated againg this sector. Freer trade should thus have been in aposition to help the
poorest segment of most of these societies.

None of these expectations were unreasonable but al have turned out, thus far, to be
wrong. One of the big questions now is whether the poor showing of the new modd will be
temporary or permanent. Even if one assumed that the performance will improve with time, it is
important to understand why it has been wesk thus far, i.e. why the optimists predictions were so
far off the mark. One way to look at thisissue isto ask firgt, why growth has been dower under
the new mode than under the old one, and secondly, what about the new mode or about other
things hgppening smultaneoudy with its introduction might have contributed to increasing
inequality rather than the expected decline therein.



Disaggregating the 2.5% growth gap between the old and new models (old: 5.5%, new, 3.0).

A hit of this difference is probably due to the decline in the rate of population growth
between the 1Sl period and the 1990s, leading to a dowdown in [abour force growth. But the
latter has been modest and is unlikely to account for much of the gap.

Another obvious factor has been the greater ingtability under the new modd, due mainly
to the ingtability of internationd capital flows. Thisis probably the most obvious and leest
forgivable of the flaws in the modus operandi of the new mode. The smilarities between
internationa hot money movements and stock market behaviour are too obviousto miss; in
retrogpect it seems hard to believe that this problem was not better anticipated and prepared for.
Thereis no doubt that it has caused a measurable loss of growth for the region, as countries take
severd yearsto get back on tract after suffering acriss of capita outflows. Also pernicious has
been the currency-appreciating effect of capitd inflows, appreciation makes investment look less
atractive in the tradables sector so, paradoxicaly, when the foreign capitd isthereto be
invested, the incentive to invest may be weak. Whether the best way to address these problemsis
a Tobin-type tax on short-term capita flows and whether such an imposition can be 0 easily
evaded that it will not be effective are matters of serious professiona debate. But asto whether
such short term capital flows give few benefits relative to the headaches they create (or have
creeted so far) there can belittle question. If the damage wrought cannot be alleviated by
refinements to the system, thiswill suggest alower growth potentid within the new model than
would otherwise have been attainable, not to mention the costs of the greater ingtability.

Most predictions of benefits from freer trade are based on static economic theory which
suggests that such trade will lead to a more efficient alocation of resources. Thistheory hasits
gtrong points and its wesk ones; one of the latter isthat it does not dlow for the "learning by
doing" phenomenon which condtitutes the main argument for temporary or “infant industry”
protection of the type which the East Asans seemed to use effectively. But even if we wereto
dishbelieve the merits of such protection (and thereis no doubt thet it has dl too frequently been
misgpplied), it is noteworthy that most quantitative estimates of the potentia gains from such
trade are of very modest proportions. Unless one assumes economies of scale are quite
important, it israre for these estimates of one-shot benefits to exceed 2-3% of a country's GDP,
i.e. the equivaent of Sx months of good rapid growth. In short, unless these estimates are wrong
the static benefits from freer trade, even if positive as generdly predicted, will be of quite modest
proportions. They could not begin to explain, say, a 2% better growth performance on a
continuing basis. Naturaly such benefits would vary from country to country, in particular being
greater in a country which has condrained its trade severdly so that it iswell below optimal
levels.

What isthe optima level? Few people would now argue that it islow, i.e. most
economists agree that most countries can regp major benefits from internationd trade. But this
does not mean that the optimd leve isthe maximum leve. Free traders, and the smplest of trade
theory, say that the optima level isthe leve corresponding to atota absence of barriers. More
complicated trade theory (e.g. the "new trade theory” which adlows for market imperfections)
does not come up with any such smple predictions. Presumably the acid test comes from the
empirica data. Helliwell's recent observation around that fact thet, while Canadals free trade



treaty with the U.S. has certainly produced alarge increase in trade between these two countries,
from an dready high absolute leve, it does not gppear to have spurred Canada's growth. The
1990s was the first decade in which Canada grew less rgpidly than the U.S.A. Such an outcome
may suggest thet the additiond benefits to moving from a high leve to amaximd (free leve)

may be amdl or nil.

In any case, it does appear that clams to the effect that significant increasesin trade
would contribute to large increases in growth must be based not on static resource alocation
arguments but on dynamic arguments, i.e. those related to the level of investment and to the rate
of technologica change. These effects, however, are much less understood than the static ones.

Another factor in the growth differentid, but less obvioudy attributable to the shift of
modéels, isthe lower investment rate, one of these two "dynamic' determinants of output levels.
Here the competing hypothesisis Smply that the region is il suffering the aftereffects of the
1980s criss and that investor confidence or capacity to find good opportunities has not yet
recovered from that debacle. The presence of FDI should normally have a positive effect. Freer
trade could in principle affect willingnessto invest in ether direction. The chanceto sed in
larger than home-country markets would be expected to remove a congtraint that sometimes
limits the desire to invest. On the other hand, it is possible that risk gppears higher when firms do
not have the relative certainty of protected status in their home market. Since aggregete
investment is one of the economic variables whose determinants are least understood, thisis
clearly an open question. The Hirschmanian hypothess that risk-taking is the scarcest of
resources in many developing countries might argue for the laiter interpretation, and the
prediction that investment would be weaker in more open systems would have some credibility.
It should be noted that there exists aliterature arguing, on the basis of cross-country studies, that
savings and hence investment is empirically grester in more open economies (more precisaly,
economies whose exports are higher or growing faster) but its persuasiveness is less than tota
dueto avariety of methodologica complications which make the results hard to interpret.

The impact of openness on the rate and type of technologica changeis dso hard to get at
clearly. It isgenerdly accepted that openness promotes faster change, though aso often argued
that it brings in inappropriate technology. One of the big uncertainties here revolves around the
possihility that openness may mainly bring in technology a bit sooner, i.e. the issue is more one
of timing that of yes vs. no. Since, however, the genera presumption is that the effect of greater
openness would be positive, this factor could not be a part of the explanation for the low growth
under the new modd!.

Why Has income Distribution Gone the Wrong Way?

Although there are exceptions, it is the case that most countries of Latin America have
suffered increases in income inequdity very shortly after the reform package was introduced (or
began to be introduced). In those countries which shifted towards openness in the 1970s (those of
the Southern Cone) inequaity rose in the 1970s. And so on for those adopting the new approach
in the 1980s and the 1990s. In no case has there been a Sgnificant improvement in digtribution,
while in agood share of those suffering aworsening this has been quite sgnificant. In short, the
income distribution experience associated with the new mode has generdly been of increasesto



an dready extreme leve of inequality. Why this outcome instead of the predicted improvement.
Undoubtedly there are a number of factors at work. One which helps to shift the presumption
from improvement to worsening is the fact, now generdly recognized, that Latin Americais not
alow wage region by world standards. (This notoriety belongs to the low wage countries of
Asan and Africa). Accordingly, Latin America could not expect the digtributiona boon thet the
East Asan countries got when they had the lowest wages of the mgor trading nations. Instead,
increased trade in Latin America may have helped to widen the gap between more and less
skilled workers. A second feature which may have been at work relates to the fact that larger
firms tend to dominate internationa trade and aso tend to be more capita intensive than smaler
ones. Thus, as acountry's trading ratios raise this factor can work againgt job creation. In the
East Asian cases of growth with equity (through the labour intengity of the exports, in part) the
fact that smal and medium enterprise was effectively tied into the export process conditutes a
magor contrast with Latin America, where the growth of exports, quite substantial during the
1990s, appears to have done nothing for employment creation.

The digtributiona impact of more open trade and more generdly of a more market-
friendly set of economic policiesis much more complicated than the themsel ves complicated
linksto growth. Yet, for Latin Americaat least, it may be the digtributiond effects which prove
the main Achilles hed of this strategy of development. So they need to be looked at carefully,
leaving aside the ideol ogy- based arguments which have played too large arole so far. We do
know that heavy participation in internationa marketsis not per se inconsistent with equdity.
When the exports are labour intensive they can promote equdity, dthough when thisroute is
taken the " swesat-shop” charge islikely to come up frequently. We aso know, especidly fromthe
Scandinavian experience, that socid networks can be built which help to achieve equality and
gability in spite of the inevitable shocks which are a fegture of dependency on many world
markets. The former route to growth with equity will probably not be open to Latin America
unless smal and medium enterprises (SMES) can betied into the export process much more than
they have been in the past, thereby raising the labour content of exports, again following the East
Asan examples, especidly those of Japan and Tawan. The latter route is made difficult by the
currently week socid safety netsin many Latin American countries (week especidly in coverage
of poorer people), and by the fact that the new macroeconomic stringencies which came first
with the debot crisis and then with the attempt to keep inflation low, have curtailed socid
expenditures in away which makes it very hard to follow this particular route.

It would be useful to be able to distinguish between (i) basic flaws in the open, liberdized
€conomy as away to manage an economic system, (i) correctable flaws and (iii) other reasons
for itsweak performance which have had nothing to do with the new mode as such. To the
extent that the main explanationslie in the last category, they are likely to have no policy
implications for the reforms which have been undertaken; if they fdl in the second category, they
will suggest the reforms that need to be undertaken, and if in the first they will suggest a
reconsderation of the choice of the new modd and possible reversd or other changes away from
it.

Whether the Free trade area of the americas will proceed or not remains an open question.
Its direct impact on Canada will presumably be margind. If, as Helliwell and others have
concluded, the net effects of our free trade area with the U.S.A are not easily detectable, it is hard
to believe that those of the FTAA would be. What happensin this area matters mainly for the



norntNAFTA countries, South and Centra America and the Caribbean. Here the risk isthét,
through continued actions as ill-thought through as those of the last 15 years will lead to further
losses and to the generd failure of freer trade to bring such benefits as it may be capable of. The
worgt poss ble outcome might be the adoption of the FTAA without due consideration of the
problems which have arisen thus far with the new market-friendly model, and the possibly grest
difficulty in reversing those stepsin future, should its defects continue to be evident. Latin
Americamight find itsdf locked into atrading system not constructed on the basis of a
professond anadyss of how to satisfy its needs and very costly to modify. The best decison at
this time might be adday of 5-10 years during which a better understanding of the nature of the
problemsis achieved; then further advances might inspire some confidence. Plunging aheed at
thistime is very much a gamble undertaken without much fed for the odds of success. At the
same time there is no good reason to believe that waiting would have severe cods. If mgor
benefitsto an FTAA arein fact possble thisis not evident to date; more likely the potentia
benefits are modest for most countriesin any case.

Two excdlent tests of whether the policy thinking is becoming more competent will be
provided by the evolution of thinking and actionsin the areas of capitd flows and of
employment. Aslong as there is serious defense of unfettered internationa financia flows, one
can safely conclude that seriousness has not set in. On the employment front, the presence of a
serious chdlengeis clear from the 1990s record in Latin America, in which the bulk of job
creetion was in the microenterprise sector, even though GDP growth was occurring a 3% per
year. Employment cannot smply be assumed to take care of itsdf aslong a growth is adequate.
Reaching 5% growth, perhaps not an easy target in the light of the 3% for the 1990s, would
probably not be enough to tighten the relevant |abour markets, aslong as it (the growth)
continues to be accompanied by rapid technologica upgrading. The role of SVIEs appears to be
pivota here, and the Latin American countries have not yet serioudy addressed the probable
complexity of designing and implementing an effective policy package for this sector.

Both sdes of the debates have been guilty of gross errors and overasmplifications. The
argument that freer trade will create jobs iswrong, as trade economists routingly point out,
unless one has evidence that the increased imports will not displace as many workers as the new
exports create. That more trade is necessary for competitivenessis dso, as afirst approximation,
wrong athough it might be valid under very specid circumstances. Criticisms of MNCs and
other large firms because of the low wages they pay or the hard work conditions are equally
suspect. These are indeed concerns, but the main worry about an increasing role for such firms--
the main way in which large firms sabotage the possibility of generdly risng wages, is by not
creating enough jobs, not by underpaying the workers. Both defenders and critics are thus dl too
often debating a the wrong level; aslong asthe discussion is a that leved thereislittle chance of
dedling successfully with the complex issues which confront us.



