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Provisional list of participants

Supplement to the provisional list of participants

"Latin American employment prospects in a more liberal trading
environment"/ Juan Carlos Collado, David Roland Holst, Dominique van
der Mensbrugghe

"The employment problem in Latin America"/ Gustavo Mérquez
"Inequality as a constraint on growth in Latin America"/ Nancy Birdsall,
Richard Sabot

"Poverty, redistribution, and political conflicts: a theoretical framework
with application to Latin America"/ Gilles Saint-Paul

"Financial factors in education and economic growth"/ José De Gregorio
"The German experience4 with employment policies”/ Frank Stille
"Micro-enterprise development and employment"/ Christian Morrisson
"Social tensions and social reform in Latin America"/ Louis Emmerij
"Labour policy in democratic Chile"/ René Cortézar

"Employment problems and challenges in Colombia"/ Alvaro Reyes Posada

. "Disinflation with unemployment in Latin America: sustainable?"/ Helmut

Reisen, Guillermo Larrain

. "Inflation and economic policy reform: social implications in Brazil"/

Edward Amadeo, Gustavo Gonzaga

"L.abour-market consequences of the economic reform in Argentina"/
Carola Pessino

"Economic opening, financial liberalisation and employment: the Mexican
experience”/ Roberto Villarreal Gonda, Adridn Jiménez Gémez
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EXPERTS SEMINAR
Wednesday, 2nd November 1994
OECD, Chiteau de la Muette
Roger Ockrent Room

Co-Chairmen: Jean Bonvin, President, OECD Development Centre
Enrique V. Iglesias, President of the Inter-American Development Bank
10:00 - 10:15 Welcoming Remarks: Jean Bonvin, President, OECD Development Centre
10:15 - 10:45 Overview: David Turnham (OECD Development Centre)
10.45 - 11.45 Session I: INTERNATIONAL OUTLOOK AND EXPERIENCE
"Latin American Employment Prospects in a More Liberal Trading
Environment" '
Juan Carlos Collado (Fundacién Tomillo, Spain)
David Roland-Holst (OECD Development Centre)
Dominique van der Mensbrugghe (OECD Development Centre)

"Policy Conclusions from the OECD Employment Study"
John Llewellyn (Head of the Private Office of the Secretary-General, OECD)

11.45 - 1200 Coffee
12.00 - 13.00 Session II: EMPLOYMENT, INEQUALITY AND GROWTH

“The ‘Employment Problem’ in Latin America"
Gustavo Mdrquez (Instituto de Estudios Superiores de Administracion - IESA,
Venezuela)

"Inequality as a Constraint on Growth in Latin America"
Richard Sabot (Williams College, USA})

13.00 - 15.00 Working lunch
15.00 - 16.00 Session III: STIMULATING JOB CREATION

"Poverty, Redistribution, and Political Conflicts: A Theoretical Framework with
Application to Latin America”
Gilles Saint Paul (Département et Laboratoire d’ Economie Théorique et
Appliquée - DELTA, France}

"Financial Factors in Education and Economic Growth"
José De Gregorio (IMF)

16.00 - 16.15 Coffee

e

16.15 - 18.00 Session IV: HUMAN CAPITAL AND COMPETITIVENESS

“The German Experience with Employment Policies"
Frank Stille (German Institute of Economic Research, Berlin)

"Micro-Enterprise Development and Employment"
Christian Morrisson (OECD Development Centre)



10.00 - 10.15

10.15 - 11.15

11.15 - 11.30

11.30 - 13.00

13.00 - 15.00

15.00 - 16.00

16.00 - 16.15

16.15 - 18.00

Thursday, 3rd November 1994
OECD, Chiteau de 1a Muette
Roger Ockrent Room

"Social Tensions and Social Reform in Latin America” -
Louis Emmerij (IDB)

Session V: LABOUR, EMPLOYMENT AND ECONOMIC POLICY

"Labour Policy in Democratic Chile"
René Cortdzar (former Minister of Labour, Chile)

"Employment Problems and Challenges in Colombia”
Alvaro Reyes (Deputy Director, ECONOMETRIA, Colombia)

Coffee
Session VI: MANAGING INFLATION WITH JOB CREATION

"Disinflation with Unemployment in Latin America: Sustainable?"
Helmut Reisen (OECD Development Centre)
Guillermo Larrain (OECD Development Centre)

"Inflation and Economic Policy Reform: Social Implications in Brazil"
Gustavo Gonzaga (Pontificia Universidade Catélica do Rie de Janeiro, Brazil)

Working lunch
Session VII: ECONOMIC OPENING AND SOCIAL TRANSITION
"Labour-Market Consequences of the Economic Reform in Argentina"
Carola Pessino (Centro de Estudios Macroecondmicos de Argentina - CEMA,
Argentina}
"Economic Opening, Financial Liberalisation and Employment: the Mexican
Experience"
Adridn Jiménez (Ministry of Trade, Mexico)
Coffee
Session VIII: SUMMARY AND CONCLUSIONS
"Social Tensions, Employment Generation and Economic Policy in Latin

America"
Juan Somavia, United Nations
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CONFERENCE
Friday, 4th November 1994
Ministry of Economy and Finance, Paris

8.30 Registration

9.30 Opening of Conference

Co-Chairmen: Jean Bonvin, President of the OECD Development Centre and
Enrique V. Iglesias, President of the Inter-American Development Bank

WELCOMING REMARKS: Edmond Alphandéry, Minister of the Economy, France

Panel:  Guillermo Perry, Minister of Finance, Colombia
Guillermo Ortiz, Under-Secretary of Finance and Public Credit, Mexico
Christian Noyer, Director of the Treasury, France
André Icard, Director General of Studies, Bank of France
Gert Rosenthal, Executive Secretary, United Nations Economic Commission for
Latin America and the Caribbean

DISCUSSION
13.00 - 15.00  Buffet lunch offered by the organisers

Panel: Domingo Cavallo, Minister of the Economy, Argentina
José Luis Dicenta Ballester, Secretary of State for Internationat Co-operation and for
Latin America, Spain
Manuel Marfdn, Under-Secretary of Finance, Chile
Ryokichi Hirono, Professor of Economics, Seikei University, Japan
Juan Prat, Director General for North-South Relations, European Commission
Alain Touraine, Professor, Maison des Sciences de 1'Homme, France

DISCUSSION
SUMMARY AND CONCLUSIONS: Jean Bonvin and Enrique V. Iglesias

18.00 End of Conference



i o3 ISTITUTO AFFARI
18! INTEENAZIONALL - ROMA

n° Lo ARSI
29 Nov. 19gk

2 3 LIOTECA




BANAQUE INTERAMERICAINE

Q‘\‘V_\.OPM£~).
R BANQUE INTERAMERICAINE DE DEVELOPPEMENT S5 guis™ %,
/ CENTRE DE DEVELOPPEMENT DE L'OCDE X s
, -'f// | EX S
DE DEVELOPPEMENT Forum International sur les Perspectives Latino-américaines o«‘:oq, ;‘6"7
Paris, les 2, 3, et 4 novembre 1994 flopeart®

Tensions sociales, création d’emplois et politique économique en Amérique latine

% %k Kk

INTER-AMERICAN DEVELOPMENT BANK
OECD DEVELOPMENT CENTRE

International Forum on Latin American Perspectives
Paris, 2, 3, & 4 November 1994
Social Tensions, Employment Generation and Economic Policy in Latin America

Liste provisoire des participants
(28.10.94)

Provisional List of Participants

Bureau éuropéen de la BID: 66 avenue d’Iéna 75116 Paris - Tel: (33.1) 40693100 - Fax: (33.1) 40693120
Centre de Développement dé I’OCDE: 94 rue Chardon Lagache 75016 Paris - Tel: (33.1) 45248200 - Fax:(33.1)45247943



Liste provisoire des participants
(28.10.94)
Provisional List of Participants

Présidents 2-4 novembre 1994 page 1
Chairmen 2-4 November 1994

Groupe d’experts de haut niveau 4 novembre 1994 pages 1-2
High Level Panel 4 November 1994

Auteurs - Séminaire d’experts 2-3 novembre 1994 pages 3-4
(Participants 4 novembre 1994)

Authors - Experts Seminar 2-3 November 1994

(Participants 4 November 1994)

Participants page 5
Séminaire d’experts 2-3 novembre et Conférence 4 novembre 1994
Experts Seminar 2-3 November and Conference 4 November

Participants pages 6-23
Conférence 4 novembre/Conference 4 November 1994

Corps diplomatique 2-4 novembre 1994 page 24
(y inclus délégations nationales aupres de 1'OCDE)

Diplomatic Corps 2-4 November 1994

(including national delegations to the QECD)

Corps diplomatique 4 novembre 1994 _ pages 25-28
(y inclus délégations nationales auprés de I’OCDE)
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(including national delegations to the OECD)
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217 bd Saint Germain

75007 Paris

Monsieur Jean-Luc Camplan-Amargier
International Financing "
ITHAC

12, avenue des Prés

78180 Montigny Le Bretonneux

Madame Juanita Caspari

Director of Interational Development
International Herald Tribune

181, avenue Charles de Gaulle

92521 Neuilly sur Seine

Madame Catherine de Kersauzon

Chef du Bureau Amérique Latine

DREE / Ministere de I’Economie et des
Finances

139 rue de Bercy

Teledoc 529

75572 Paris Cedex 12

Mr. John Chalmers
REUTER

8, rue du Sentier
75081 Paris Cédex 02

Monsieur Jean-Luc Chalumeau

Responsable du service Etudes Economiques
Banque Sudameris

4 rue Meyerbeer

75009 Paris
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Madame Frangoise Chamaillard
Economic Information Specialist
France Telecom

24, avenue du Petit Parc

94307 Vincennes Cedex

Monsieur Vincent Chamussy
Senior Vice President Exports
CEGELEC

13 rue Antonin Raynaud
92309 Levallois Perret

Madame Geneviéve Chedeville-Murray
Chef Adjoint de 1a Mission Multilatérale
Ministeére des Affaires Etranggres

23 rue La Pérouse

75016 Paris

Monsieur Gouro-Mahamane Cisse
¢/o M. Kassambara

Conseil en coopération industrielle
PROCITEC '

135 bd Vincent-Auriol

75013 Paris

Monsieur Raul Claure

Claure Konsult

4 impasse Raymond Quencau, Bat E, appt. 101
75018 Paris

Madame Anne Collin Delavaud
Professeur

IHEAL

28 rue Saint Guillaume

75007 Paris

Monsieur Christophe Cordonnier
Economiste

Banque Indosuez

46 rue de Courcelles

75371 Paris Cedex 08

Monsieur Michel Cote
Economiste

Compagnie Nationale du Rhéne
2 rue André Bonin

69316 Lyon Cedex 04 -



Monsieur Georges Couffignal
Directeur

IHEAL

28 rue St.-Guillaume

75007 Paris

Monsieur Christian Cucchiarini
SMBATI

9 rue La Pérouse

75784 Paris Cedex 16

Monsicur Xavier d’ Arthuys

Directeur

Agence de Développement Culturel Ad’Hoc
6, rue Notre-Dame de Nazareth

75003 Paris

Monsicur Jacques Danto

Directeur Géographique

Bureau de Recherches biologiques et minigres
B.P. 6009

45060 Orléans

Monsieur Yves Darricau
Conseiller Industriel

Service de ’ONUDI en France
118 rue de Vaugirard

75006 Paris

Monsieur Hervé L. de Colonges
HDLC African Development

86 rue du Ranelagh

75016 Paris

Monsieur Patrick Dechin
Directeur de Cabinet
MATRA HACHETTE

4 rue de Presbourg
75116 Paris

Madame Véronique Delorme

Responsable du Départment Amérique latine
Chambre de Commerce de Paris

2 rue de Viarmies

75040 Paris Cédex 01

Mr., Uwe Derboven
77 bd Saint-Marcel
75103 Paris

Madame Catherine Deschamps
Chargée d’étude

Prométhée

30 rue d’Astorg

75008 Paris

Monsieur L. Deschamps

Chargé de cours

Institut des Hautes Etudes de 1’ Amérique latine
8, avenue de Verdun

92170 Vanves

Monsieur Christian Deseglise
FINELY (Groupe CCF)

115-117 avenue des Champs Elysées
75008 Paris

Monsieur J.C. Dévé
Directeur Financier
Union Latine

14 bd. Arago
75013 Paris

Monsieur Robert Diethrich
EDF International SA

30 rue Jacques Ibert
75858 Paris Cédex 17

Monsieur Pier Luigi Ditta
Directeur

Monte dei Paschi di Siena
7, rue Meyerbeer

75009 Paris

Monsieur Olivier Dollfus
Président du GEMDER/GIS
10 rue Royale

75008 Paris

Madame Marie-Odile Echegut
Professeur d’Espagnol des affaires
Ecole Supérieure de Gestion

12, rue Emilio Castelar

75012 Paris

Monsieur Thierry Eisenstein

Spie Batignolies

10, avenue de 1'Entreprise - Péle Edison
95861 Cergy Pontoise Cedex



Madame Claudine Elhaik

Département des Relations intemationales
ANPE

4, rue de Galilée

93198 Noisy le Grand Cedex

Madame Estcla Erausquin
Université de Paris - Sorbonne
23 rue des Boulangers

75005 Paris

Monsieur Paul Falzon

Chief, Bank and Development Agencies
Section

UNESCO

7 place Fontenoy

75007 Paris

Monsieur Pierre Alexis Fauquet
Chargé de Mission

Crédit Lyonnais

2, rue des Italiens

75002 Paris

Monsieur Pascal Ferry

CEPEA (Centre d’Etudes Politiques Européo-
Andines)

72, avenue du Général de Gaulle

77000 Melun

Monsieur E.A. Fisher
Chief, Technical Advisor
GAMMA Institute

B.P. 235-16

75765 Paris Cédex 16

Monsieur Jean-Marc Fontaine
Directeur du Centre de
Economiques

IEDES - Paris 1

58 bd Arago

75013 Paris

Recherches

Monsieur Cyril Frémiot
PROCITEC

79 quai André Citroén
75015 Paris .
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Monsieur Frédéric Gabizon
Senior Vice-President

Credit Commercial de France
103 avenue des Champs Elysées
75419 Paris Cedex 08.

Monsieur Romain Gaignard
Secrétaire général - CEISAL
Université de Toulouse le Mirail
5 allées Antonio-Machado
31058 Toulouse Cedex

Madame Fabierme Game
Magazine Talents
7500 Paris

Monsieur Cecilio Garza Limon
Representante, Banco Nacional de Comercio
Exterior de Mexico

BANCOMEXT

4 rue Notre Dame des Victoires

75002 Paris

Monsieur Alvaro Garzon

Chef de Section de la Promotion du livre & de
la lecture

UNESCO

1, rue Miollis

75732 Paris Cedex 15

Madame Marfa Cecilia Gaviria
Juriste

Serra Michaud & Associés

2 rue de 1a Baume

75008 Paris

Monsieur Bermnard Gerardin
Gerardin Conseil

11, rue du 8 mai 1945
60350 Pierrefonds

Monsieur Yves R. Gibert
Chargé de cours .
Institut des Hautes Etudes de I"’ Amérique latine
5, square René Bazin :
78150 Le Chesnay



Monsieur Christian Girault

Directeur de Recherche

Centre National de la Recherche Scientifque
191 rue Saint-Jacques

75005 Paris

Monsicur Marc Gonthiez
SCDB

346, rue Saint Honoré
75001 Paris

Madame Dominique Graber
Deputy Chief Economist
Bangue Paribas

3 rue 4’ Antin

75002 Paris

Monsieur Raul Green
INRA

63 bd de Brandenbourg
94205 Ivry sur Seine Cedex

Monsieur Frangois Greslou

Chef du service Etudes-évaluations

Comité catholique contre la faim et pour le
développement

4 rue Lantier

75001 Paris

Monsieur Christian Gros
Directeur Adjoint
IHEAL

28 rue Saint-Guillaume
75007 Paris

Madame Huguette Guibbert
RCF International

3 rue Troyon

75017 Paris

Monsieur Christophe Guillemin
Directeur

Service de I'ONUDI en France
118 rue de Vaugirard

75006 Paris

Monsieur Frangois Haaser
Consultant international
CEFRA

14 aliée de la Forét Marly
78860 Saint Nom la Bretéche

Madame Gretchen Handwerger
Principal Counsellor .

World Bank

66, avenue d’Iéna

75116 Paris

Monsieur Etienne Henry
Directeur de Recherche INRETS
Gdr INTERURBA

162, rue Saint Charles

75740 Paris Cédex 15

Monsieur Edinson Hincapie
PROCITEC

79 quai André Citroén
75015 Paris

Monsieur Jér6me Hollande
Senior Vice-President

Crédit Commercial de France
103, avenue des Champs-Elysées
75008 Paris

Madame Martine Jacot
Joumnaliste

Le Monde, Service étranger
15 rue Falguiere

75015 Paris

Madame Karine Jesiolowska
Compagnie Parisienne de Réescompte
4 cité de Londres

75312 Paris Cédex 09

Madame Anne Joseph
Etudiante en thése
DIAL

8 reu Audran

75018 Paris

Mr. Thomas Keller

Assistant Director-General for Relations with
Extra-Budgetary Funding Sources

UNESCO

7 place Fontenoy

75007 Paris

Monsieur Jean-Luc Khalfaoui
CIRAD-CA

B.P. 5035

34032 Montpellier



Monsieur Jean Jacques Kourliandsky
Chercheur - Responsable Amérique latine
IRIS

12 rue Emilio Castelar

75012 Paris

Monsieur Denis-Clair Lambert
Université Jean Moulin

1, rue de I’Université

69007 Lyon

Monsieur Mario Lanzarotti

Centre de Recherche économique de I'IEDES
58, boulevard Arago

75013 Paris

Monsieur Georges Larroque
Directeur-Administrateur
ADRAL

159, boulevard Murat
75016 Paris

Monsieur Brung Lautier

Directeur, GREITD

IEDES / Université de Paris 1

58 bd Arago (63 passage du bureau)
75013 Paris (75011 Paris)

Monsieur Lé

Ingénieur de Recherche
ORSTOM

37, avenue Madame de Sévigné
78600 Maisons Laffitte

Monsieur James Leavy
Avocat

Serra, Michaud et Associés
2, rue de 1la Baume

75008 Paris

Monsieur Eric Lemaistre

Directeur DAC - Amérique du Sud
Banque Paribas

3, rue d’Antin

75078 Paris Cedex 02

Mr. Nicholas Livingston
P.G.F.

Chemin du Moulin Vieux
84210 Saint Didier
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Monsieur Hervé Lozac’h
20 rue Alfred Sisley
78590 Noisy-le-Roi

Mr. Alastair MacDonald
Journalist

REUTER

8, rue du Sentier

75081 Paris Cédex 02

Ms, Maira MacDonaltd
Journalist

REUTER

8 rue du Sentier
75002 Paris

Professcur Angus Maddison
Université de Groningen
60150 Chevincourt

Monsieur Maillard

Institut de Géographie
Université de Bordeaux III
33405 Talence Cedex

Monsieur Jean-Louis Marfaing
Ministre plénipotentiaire -
Ancien ambassadeur de France
Maison de I’ Amérique latine
217, bd Saint-Germain

75007 Paris

Monsieur Martin

Attaché Principal de Direction
BNP - Direction Amériques

3 rue Taitbout

75009 Paris

Monsieur Ginez Martinez
GM Consultant

1La Baroneric BP4

02310 Charly sur Marne

Monsieur Jacques-Philippe Menville
Fondé de Pouvoirs

Crédit Industriel et Commercial de Paris

66, rue de la Victoire
75009 Paris



Monsieur Enrico Meucci
Directeur Général
Banque Sudameris

4 rue Meyerbeer

75009 Paris

Monsieur Jean-Claude Meyer
Associé - Gérant

Rothschild et Cie Banque

17 avenue Matignon

75008 Paris

Monsieur Victor William Mimouni
Président

RANC Europe

64, avenue Marceau

75008 Paris

Monsieur Loic Mimouni

Israel Discount Bank of New York
64, avenue Marceau

75008 Paris

Monsieur Alain Yves Morvan
New York Stock Exchange Inc.
33 rue Galilée

75116 Paris

Monsieur Yves Mouillet
Responsable Amérique latine
CEGELEC

13 rue Antonin Raynaud
92309 Levallois Perret Cédex

Monsieur Jean-Claude Mourlon

Chargé des Relations Etats-Unis et Amérique
latine

Commissariat 2 I’Energic Atomique

31-33 rue de 1a Fédération

75752 Paris Cedex 15

Monsieur José Muchnik
Chercheur
INRA-CIRAD-SAR

73 rue Jean Francois Breton
34000 Montpellier

Mr, Mikio Ozawa

Director

The Yasuda Trust & Banking Co. Ltd
12, rue de la Paix

75002 Paris

Monsieur Vartan Ozinian
Consciller Affaires Internationales
Groupe AMYOT

2 rue Washington

75008 Paris

Mr. Jean-Marie Paintendre

Deputy Manager Director - International Dept.
Caisse des dépots et consignations

98, rue de I’Université

75007 Paris

Mr. Khosrow Pakbaz

International Trade Consultant & Technology
Transfer

B.P. 21507

75327 Paris Cédex 07

Monsieur Rafael Paniagua
Représentant du Mexique
Service de I'ONUDI en France
118 rue de Vaugirard

75006 Paris

Mr. Francisco Papa-Blanco
Consultant

UNESCO-ADB

49 rue de Genéve

01210 Femey-Voltaire

Madame Anne Pedretti

Responsable Etudes et Information
CNCCEF-Conseillers du Commerce Extérieur
22 avenue Franklin Roosevelt

75008 Paris

Monsieur Philippe Penel

Responsable des Financements Export
Banque Paribas

3 rue d’Antin/BP 141

75002 Paris



Monsieur Max Peyrard
Cirame/Université de Paris-Sorbonne
12 rue Céline

92160 Antony

Monsicur Henri Pla
Directeur Amérique latine
BIVAC International

14 rue du Général Audran
92400 Courbevoie

Monsieur Michel Rajadel

Chef du Groupemenet Amériques
France Telecom / DG-DI

6, place d'Alleray

75505 Paris Cédex 15

Madame Norma Remersaro
Avocat

108, quai Louis Blériot
75016 Paris

Monsieur Gérard Rémond

Premier Vice Président Division Internationale
Caisse Nationale de Crédit Agricole

90-91 boulevard Pasteur

75015 Paris

Monsieur Jean Revel-Mouroz
Directeur

CREDAL

28 rue Saint-Guillaume
75007 Paris

Madame Elizabeth Richard
Responsable Financements

TRT - Philips Communication Systems
16, avenue Descartes

B.P. 21

02352 Le Plessis Robinsont Cédex

Monsieur José Rivero
Crédit local de France
36, rue Monigallet
75012 Paris

Monsieur Roseli Rocha dos Santos
INRA

63 bd de Brandenbourg

94205 Ivry sur Seine Cedex
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Madame Deborah Rofman
Responsable Amérique latine
TECH'OFF

15, rue de la Paix

75002 Paris

Monsieur Rousselier

Chef du Secteur Amérique

Centre Frangais du Commerce Extéricur
(CFCE)

10, avenue d’Iéna

75783 Paris Cedex 16

Monsieur Francisco Rubio

Conseiller

Chambre de Commerce France-Amérique
Latine

217 bd Saint Germain

75007 Paris

Monsieur Ignacy Sachs

Directeur d’études a I’Ecole des Hautes Etudes
en Sciences Sociales

54, boulevard Raspail

75720 Paris Cedex 06

Monsieur Daniel Samoilovich
Secrétaire Exécutif

CRE Columbus

1, rue Miollis

75732 Paris Cedex 15 -

Monsieur Santiago Sanchez

Directeur Commercial Amérique latine
Renault VI

40 rue Pasteur BP 302

92156 Suresnes

Monsieur Américo Sanchez-Femandez
Economiste

118, rue du Chéteau des rentiers
75013 Paris

Monsieur Luis Schiriak
Trésorier Amérique latine
Schlumberger Ltd.

42 rue St Dominique
75007 Paris



Madame Elizabeth Schofield .
(Représentant BESO de Londres)
8, rue de 1’Amiral Mouchez
75014 Paris

Monsieur Jean-Claude Schuller
Conseiller du Commerce Extérieur
61bis, bd de Beauséjour

75016 Paris

Monsieur André Schwartz
Service des Relations Extérieures
ORSTOM

213, rue Lafayette

75480 Paris Cédex 10

Madame Héléne Sideratos

Chargé de secteur -Amérique latine

DREE -Ministere de I’'Economie et des
Finances

Télédoc 529

139 rue de Bercy

75572 Paris Cedex 12

Dr. Anton G. O. Smitsendonk
Dutasia Development Services Ltd.
44, avenue Clodoald

92210 Saint Cloud

Monsieur Frangois Taglioni
Docteur en Géographie
INTERGEO-CNRS

191, rue Saint Jacques
75005 Paris

Monsieur Antony Thor
Sibille Dalle SA

86, rue Pasteur

94408 Vitry sur Seine

Monsieur Michel Tixeront
Directenr Conseiller
BRGM

BP 6009

45060 Orléans

Monsieur Jean Patrick Toulemonde
Stratégie Commerciale Amérique latine
Banque Paribas

3 rue d’Antin

75002 Paris
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Monsieur Jean-Louis Tournigand
Directeur Zone Amériques
Crédit Lyonnais

19, boulevard des Italiens

75002 Paris

Monsieur J. Trotignon
Professeur d’Economie Politique
TAE - Université Jean Moulin

1, rue de 1'Université

69007 Lyon

Monsieur Daniel Van Eeuwen

Directeur des €tudes politiques

Centre de recherches sur 1’Amérique latine et
les Caraibes

Institut d’études politiques

25 rue Gaston de Saporta

13625 Aix-en-Provence Cédex 1

Madame Helena Vargas
Unién Latina

14, boulevard Arago
75013 Paris

Monsieur Kostas Vergopoulos
Département d’Economie Politique
Université Paris VIII

139, boulevard Murat

75016 Paris

Monsieur Atberto Vidal Ortiz

Directeur

Centre d’Etudes et Recherches sur I’ Amérique
latine

13, rue des Ecluses Saint Martin

75010 Paris

Madame Héléne Vilmin
Forum du Droit et des Affaires
54bis, rue Dombasle

75015 Paris

Monsieur Thierry Walrafen

Directeur des Affaires ecuropéennes et
internationales

Caisse des Dépéts et Consignations
56, tue de Lille
75007 Paris



Monsieur Richard Ward
Consultant

OECD Development Centre
13 rue de Béam

75003 Paris

Monsicur Igor Wilkes

Sous-Directeur

Direction Internationale

Banque Fran¢aise du Commerce Extérieur
21, bd Haussmann

75009 Paris

Monsieur Patrick Wintrebert

Directeur Adjoint, Zone Amérique latine
Société Générale

29, bd Haussmann

75009 Paris

ITALIEATALY

Mr. Gianfranco Bellini
Directeur

Fochi International B. V.
Via di Porta Lavernale, 12
00153 Roma

Mr. Alessandro Costa
Consultant/Professor
Studio Costa Consulting
Via Clitunno 18

00198 Roma

Mr. Valerio Marabini
Executive Vice President
Head of Intermnational Division
Banca Popolare di Bergamo
Piazza V. Vencto §

24122 Bergamo

Ambasciatore Bermnardino Osio
Segretario Generale

Instituto Italo-Latino Americano
Piazza Guglielmo Marconi, 26
00144 Roma

Mr. Danilo Piaggesi
Telecom Italia-Telespazio
Via Tiburtina 965

00156 Roma
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Mr. Salvatore Vento
Sociologist

Ansaldo Strategic Planning
Piazza Garignano 2

16128 Genova

LUXEMBOURG/LUXEMBURG

Monsieur Matthias Z5liner

Responsable pour les opération en Amérique
Iatine

Direction des opération A l'extérieur de la
Communauté

Banque Européenne d’Investissement

100, boulevard Konrad Adenauer

2950 Luxembourg

PAYS-BAS/NETHERLANDS

Mr. Chr. Beets

Deputy Head

Department Asia, Latin America and Africa
Ministry of Economic Affairs

PO Box 20101

2500 EC The Hague

Mr. S.T.M. Bronsgeest

Corporate Regional Manager Latin America
Philips Electronics N.V.

P.O. Box 218 - Bldg VO-1

5600 MD Eindhoven

Mr. Eugen Jehle

Vice President

SIFQ-Foundation for Intemational Fiscal and
Economic Development

PO Box 75 338

1070 AH Amsterdam

Prof. Cristobal Kay :
Managing Editor, FEuropean Joumal of
Development Research

EADT - Institute of Social Studies

PO Box 29776

2502 LT La Haye

Mr. Theo Sparreboom
Ministry of Finance
The Hague



PEROU/PERU

Ms. Maria Luisa Romani
Sociologo

Avenida Ayacucho G4
Urb. La Capullana
SURCO Lima

Ms. Gloria Romani
Periodista

CIEDES

Avenida Ayacucho G4
Urb. La Capullana
SURCQO Lima

ROYAUME-UNVUNITED KINGDOM

Mr. Gabriel Buck

Export Finance Manager
Barclays de Zoute Wedd Ltd.
St Mary’s Court

100 Lower Thames street
London EC3R 6JN

Mr. Esteban Cichello Hiibner

B.A. M. Phil. European Studies - Latin
America

University of Oxford

Hertford College

0X1 3BW Oxford

Mr. Tim Connell

Director of Language Studies
City University

Northampton Square

London EC1V OHB

Ms. Denise Corks

Assistant, European Representative

Union de Bancos Brasileiros S/A -
UNIBANCO

22 Lovat Lane

London EC3R 8EB

Mr. John Cross

Director

Singer & Friedlander Ltd
21 New Street

London EC2M 4HR

Ms. Luz del Pilar Arata
Latin American Tutor
City University
Northampton Square
London EC1V OHB

Mr. Victor M. Diez
Managing Director

13 Glenalmond House
Manor Fields

Putney, London SW15 3LP

Mr. Alastair E. Forsyth
Adviser

J. Henry Schroder Wagg & Co. Ltd.
120 Cheapside
EC2V 6DS lLondon

Mr. Gonzalo R. Garcia
Manager, Corporate Finance
Kleinwort Benson Ltd.

PO Box 560

20 Fenchurch St

London EC3P 3DB

Mr. Michael J. Gibbs
Senior Representative
Banco Bradesco SA

3 Queen Victoria Street
London EC4N 8EL

Mr. David Glazier
Banco del Pacifico
45/47 Comhill
London EC3V 3PD

Mr. Alan Greening

John Charcol Investor Services Lid
10-12 Great Queen Sireet

London WC2B 5DD

Mr. Giuliano Gregorio
LIFFE

Cannon Bridge
London EC4R 3XX



Prof. David E. Hojman

Senior Lecturer in Economics & Latin
American Studies

University of Liverpool

P.O. Box 147

Liverpool L69 3BX

Ms. Suzanne G. Holder
London First Centre

1 Hobhouse Court
Suffolk Street

London SW1Y 4HH

Mr. Neri Infante . ‘
Director and European Representative
Unibanco S/A

22 Lovat Lane

London EC3R 8EB

Mr. Richard Jelley
Executive Director

Samuel Mongatu & Co. Ltd.
Thames Exchange

10 Queen Street Place
London EC4R 1BO

Mr. Ricardo Lago

Deputy Chief Economist

European Bank for Reconstruction and
Development

One Exchange Square

London EC2A 2EH

Mr. Marc Lee
City Forum Lid
2 Broad Street
BATH BAI1 5LJ

Ms. Mariana Llanos
M.A.

University of Oxford
St. Antony’s College
0X2 6JF Oxford

Mr, David Lubin

Samuel Mongatu & Co. Ltd.
Thames Exchange

10 Queen Street Place
London EC4R 1BO
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Mr. James C. Matthews
Assistant Director

British Consultants Bureau

1 Westminster Palace Gardens
1-7 Artillery Row

London SWIP 1R]

Mr, Michael G. Mecham

Head of Export Promotion to Latin America
Department of Trade and Indusiry
Kingsgate House

66-74 Victoria Street

London SW1E 6SW

Ms. Iréne Nyberg-Jirventaus
Dewe Rogerson Litd.

3 London Wall (Buildings)
London EC2M 58Y

Mr. Maurice J. O’Shamnassy
Mercury Asset Management
33 King William St
London EC4R 9AS

Ms. Susana Qlgiati

Alternate Financial Representative

Office of the Financial Representative of
Argentina

14-20 Chiswell Street

London EC1Y 4TD

Mr. José Antonio Padilla
Director & General Manager
Bancomer SA

Level 7, City Tower

40 Basinghall Street

EC2V 5DE London

Mr, Clive Palmer

Director

GEC Alsthom Ltd, Export Division
Devon House

12-15 Dartmouth Street

London SW1H 9BL

Mr. Julius Sas

Assistant Director

Union Bank of Switzerland Ltd.
100 Liverpool St

London EC2ZM 2RH



Mr. Oscar Silva
Managing Director
LTCB Latin America
125 London Wall
London EC2Y 5AH

Mr. Pedro N. Solares

Senior Vice President

Banco Mercantil (Venezuela)
1 Gracechurch St.

EC3V 0DD London

Mr. David Suratgar

Deputy Chairman

Morgan Grenfell International
22/23 Great Winchester Street
London EC2P 2AX

Mr. John Swinglehurst
Deputy Chairman

Bain Hogg International Litd
15 Minorities

London EC3N 1NJ

Madame Celia Szusterman
University of Westminster
9-18 Euston Centre

NWI1 3ET London

Mr. Dick van den Broek

Regional Co-ordinator - Western Hemisphere

and Africa

Shell Intermnational Petroleum Co. Itd

Shell Centre
London SE1 TNA

Mr. David Walasiey

European Community and Trade Relations -

DTI

Ashdown House, Room 618
123, Victoria Street
London SW1

Mr. Roger E. Wilby
Managing Director

Timespan Investments UK Ltd
25 Harmer Street

Gravesend, Kent DA12 2AP
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Mr. Ian Williams
MGK

64 Clapham Rd
London SW9 0]

SUEDE/SWEDEN

Mr. Anders Bladh
Managing Director
Intervalor AB
PO Box 6015
191 (6 Sollentuna

Mr. Weine Karlsson

Director

Institute of Latin-American Studies
Universitetsviigen 10, Hus B, Plan 5
106 91 Stockholm

Mr. Claes Nordstrém
Country Policy Adviser
EKN-Exportkreditnimnden
Box 3064

103 61 Stockholm

SUISSE/SWITZERLAND

Mr. Michel Akerib

American Graduate School of Business
Belmont 28

1820 Montreux

Mr. Claude R. Auroi

Secrétaire Exécutif

EADI

10 rue Richemont/P.O. Box 272
1211 Genéve 21

Mr. Salomé6n Benalar
Director General

The Socimer Finance Group
114, rue du Rhéne

1204 Genédve

Dr. Emst A. Brugger
FUNDES

Haus Inseli

8867 Niederurnen



Mr. Serge de Klebnikoff
Director Regional Program

Business Council for Sustainable Development

World Trade Centre Building, 3rd floor
10, Route de I’ Aéroport - CP 365
1215 Gengve 15

‘Mr, Hans-Peter Hefti
Nestlé SA

Avenue Nestlé 55
1800 Vevey

Mr. Erik Heyl

Managing Director, Capital Markets
SOCIMER Finance SA

114, rue du Rhéne

1204 Genéve

Mr. Paul Smyke

Associate Member of the Executive Board
World Economic Forum

53 Chemin des Hauts-Créts

1223 Cologny/Gengve

Dr. Franz X. Stimimann

Director

UNIDO Investment Promotion Service
Lowenstrasse 1

8001 Ziirich
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CORPS DIPLOMATIQUE 2-4 NOVEMBRE 1994
(y inclus délégations nationales auprés de ’OCDE)
DIPLOMATIC CORPS 2-4 NOVEMBER 1994
(including national delegations to the OECD)

ALLEMAGNE/GERMANY "~ COMMISSION EUROPKENNE
Mr. H.U. Spohn Madame Frangoise Moreau
Division Head Administrateur Principal

Federal Ministry of Foreign Affairs rue de la Loi 200

RL 330, Auswirtiges Amt 1049 Bruxelles

Postfach 11 48 Belgique

53001 Bonn

AUTRICHE/AUSTRIA

Monsieur Peter Jankowitsch

Ambassadeur

Représentant Permanent

Délégation de 1"Autriche auprés de I'OCDE
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Introduction

The last decade has seen a proliferation of regional trading agreements, and now these may be
embedded in a more liberal global scheme following the successful conclusion of the Uruguay Round.
The implications of these trends for industrialised countries can be inferred from recent history. The
advent of the EEC and steady liberalisation among most OECD members have led to dramatic growth
in trade and contributed substantially to rising living standards. For developing countries, on the other
hand, the consequences of regional or global liberalisation can be more difficult to ascertain. While
these economies have certainly benefited from expanding participation in the world economy, many
have also passed through difficult adjustments during the same period. In some cases their problems
are traceable to domestic or inward-looking policies, but there have also been negative experiences
originating from external sources. These include instabilities transmitted from commeodity-market
volatility and intensification of traditional comparative advantages which lead to low levels of human
capital formation and unsustainable patterns of resource utilisation.

It is now generally accepted that fuller and more transparent participation in the global economy
can be beneficial to developing countries. Given their variegated past experiences, however, it is clear
that the right domestic policies are necessary (if not sufficient) for success in this new trade
environment. Thus the appropriate co-ordination of domestic and trade policies poses a significant
challenge. Given the diversity of these countries in terms of endowments and institutions, it is
doubtful that general rules like those applied to trade will generally yield optimal or even
implementable domestic policies. For this reason, it is important to examine the adjustment process in
these countries empirically, so that policies can be devised which better facilitate realisation of gains
from trade.

Nowhere is the challenge of domestic and external policy co-ordination more apparent than in
labour markets, where endowment and institutional variations sharply differentiate domestic responses
to similar external market conditions. A central theme which emerges from our analysis is that the
opportunities created by greater outward orientation can only be fully realised by a labour force with
rising productivity levels. This is the reason trade expansion has been so beneficial to OECD and
dynamic Asian economies. Productivity can be raised by a variety of means, including education,
training, and investment (domestic or foreign), but it is essential if the accelerated resource use which
trade liberalisation induces is to translate into sustainable growth and higher and more equitable living
standards.

General principles derived from successful experiences elsewhere can provide some guidance,
but transferring specific policies can be difficult. Judging from the most rapidly emerging Asian
economies, for example, an activist approach to domestic labour markets, education, productivity, and
social affairs can greatly facilitate the growth effects of trade. While the principle of activism may be
a laudable one, however, the specifics of policy design and implementation must differ between the
Asian Pacific, Latin America, and Africa. What is certainly necessary in all these cases is a means of
appraising the effects of trade on the economy, its interactions with labour and labour markets, and
the expected effects of government policies.

This paper presents one such approach, an empirical tool for evaluating trade and labour policies
in developing countries. Using a calibrated general equilibrium (CGE) of the global economy, we
study the domestic consequences of more liberal trade regimes, i.e. the structural adjustments,
resource pulls, and income changes occasioned within countries. Using detailed specifications of
domestic labour markets, we evaluate the changing composition of labour demand by sector and
occupational status. These results indicate how labour requirements evolve with trade expansion, and
reveal where bottlenecks can occur in terms of human capital and productivity, limiting growth and
gains from trade.

The economies of Latin America are of particular interest in this context, since many of them
now combine affirmative approaches to trade liberalisation with recent histories of dramatic domestic
adjustments and policy reforms. As a variety of authors have pointed out, labour markets have played



a central role in the leading Latin American adjustment, stabilisation, and reform experiences!.
Human resources and labour markets will also be decisive in determining the capacity of these
economies to grow with trade, and for this reason we examine three of these economies in detail:
Argentina, Brazil, and Chile. '

The next section of the paper provides a brief discussion of demographic and employment data
on the three countries, followed by a survey of global and regional trade patterns. We then provide a
brief overview of the South American Labour Simulation Analysis (SALSA) modelling facility,
followed by our simulation results for a variety of regional and global trade liberalisation schemes.
Our final paragraphs are devoted to conclusions and discussion of how this approach can be applied
to other countries and policy issues.

An Overview of Demographics, Labour Mafkets, and Trade Patterns

Before assessing the economic consequences of alternative future scenarios, it is useful to
review the historical context in which these events might take place. This section provides some
background information on demographic and economic indicators for the three South American
countries which are the focus of our study, as well as a survey of regional and global trade patterns
prevailing in the base period of 1990. For all three countries, the interplay of labour markets and trade
appears to be of particular significance historically and will to have a commensurate influence on the
gains they ultimately realise from more liberal trade in the future.

Demographic and Labour Indicators

In a world of increasing capital mobility, demographic trends are becoming increasingly
important determinants of international comparative advantage?. Like any natural resource
endowment, however, the economic quality of labour can be as important as the quantity’. Indeed,
one of the main lessons derived from Asian economies is that their ample endowments of relatively
young labour contribute most to rapid and sustainable growth when they are educated, trained, or
otherwise prepared for higher productivity (and thus higher wage) employment. Other parts of Asia
are replete with examples of populous countries which have been very slow to develop the potential
of their labour force, and growth has been correspondingly slower. While inward-oriented trade
policies may have abetted low productivity growth in some cases, the observed differences have more
to do with domestic, than with external policies.

To get a general idea of demographic trends and their economic significance in the subject
countries, we examine a few population statistics for Argentina, Brazil, Chile, and a reference
aggregate of all OECD Member countries. The most arresting feature of Figure I is the disparity
between the three South American countries and the OECD’s population growth over the last forty
years. Despite an acceleration by Chile in the 1980s, the three are relatively similar in overall growth
during this period. Clearly they face significant challenges in terms of education and other
human-resource development. In per capita terms, they also have considerably less resources to meet
this challenge than their OECD counterparts.

Looking a little deeper into the composition of population, dependency ratios over the same
period (Figure 2) reveal a potential silver lining in the cloud of rapid population growth. This ratio
estimates the size of the retired population as a percentage of the economically active population, the
ratio of those over 64 to those between 15 and 64. As has long been predicted, the OECD population
is aging rapidly, and its ability to sustain living standards will increasing rely on accelerated
productivity growth and returns to foreign investment. For Argentina and Brazil, the picture is
somewhat more- optimistic, since their dependency ratios begin at lower levels and consistently
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progress more slowly because of larger average family sizes. Their ratios are now at levels the OECD
countries enjoyed in the middle of their economic boom years. The potential thus exists for a large
productive population which could comfortably support its young and elders, but this depends on
economic opportunities and the qualitative human assets, in terms of skills and productivity, required
to exploit them fully.

The real outlier in this context is Chile, which has maintained virtually constant dependency
ratios for the last twenty-five years. Its current level is about that of the OECD in the early 1960s, and
this combined with wage and employment trends discussed below, bode well for the growth and
sustainability of household incomes in this country.

Interactions between demographic conditions and labour markets can be elucidated by labour
force participation rates. Participation by males (Figure 3) is broadly similar among the three
countries and the OECD reference, but important differences can still be discerned. Argentina and
Brazil have higher participation among the very young, and this is usually associated with greater
incquality and more limited educational opportunities. The latter factor is of particular importance,
since most evidence indicates that the lifetime productivity/earnings gains from education exceed
those of on-the-job training until beyond secondary school®. Given the two countries’ rising
dependency ratios and relatively flat population pyramids, school retention or/and formal sector
vocational development should be primary objectives of sustainable development policy. Chile has
substantially lower youth participation rates, and direct estimates of school attendance bear out this
result. All three South American countries have large informal sectors with high levels of youth
employment, however, so comparisons with the OECD reference should be made with care. In all
likelihood, rates are higher than indicated in all age groups and probably exceed OECD rates.

It is apparent that all three countries are far from realizing the economic potential of their female
populations, particularly in their mature years (Figure 4). While it is true that women play a
prominent role in informal activities in South America, it is doubtful that this explains participation
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rates so far below those of the OECD. South
American participation exceeds its OECD
counterpart only for the youngest Brazilian
women, a group which would make a greater
long-term contribution by remaining in school.
The institutional factors at work here are of
course very complex, but female workers
clearly make a difference for the OECD, raising
it from Iast in male participation rates to first in
overall participation (Figure 5), and raising its
production possibilities and real incomes
accordingly.

Real wage rates in the three countries
have exhibited considerable volatility since
1980 (Figure 6), particularly during the main
adjustment period of the mid-1980s.
Manufacturing compensation, corrected for
domestic purchasing power, has recently
returned to its 1980 level, and conditions appear
to be improving, but the only reliable upward
trend at the moment is in Chile. As will be
apparent from the trade data discussed below,
contemporaneous differences between wage
adjustment in these countries may have to do
more with domestic than external forces.
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These differences are even more pronounced in trends in total employment (Figure 7). Argentina
and Brazil exhibit remarkable stability in unemployment rates, with about the same variance and a
significantly lower mean than the OECD. The latter is probably due to the large informal sectors and
underemployment in both countries, which provide relatively easy entry and exit from the “looking
for work” category used to define unemployment rates®. Chile also has a large informal sector,
however, and the contrast with its neighbours is striking. Comparison of their wage and employment
trends suggests fundamental differences in the dynamics of domestic labour markets, with Chile
relying more on quantity adjustment while Argentina and Brazil rely on price adjustment. This
inference is consistent with institutional studies, which generally agree that Chilean wages and
unemployment reflect more competitive labour markets and external policies during the difficult
adjustments of the 1980s6.

If the implications of these differences were important over the last fifteen years, they could be
even more so in the futnre. Labour-market rigidities are increasingly associated with siower growth of
employment, productivity, and real incomes, even in advanced economies where substantial
investments in human capital have already been made. Developing countries, where flexibility in
wages and labour mobility often compensate for lower initial productivity levels, can ill afford
rigidities which may rob them of early growth opportunities and the externalities these confer on their
labour force. These investment externalities include complementary- and productivity-enhancing
capital goods, private education in the form training, enlargement of the private tax base to finance
public education, and all the downstream benefits of a more productive and affluent labour force”.

What can also be inferred from the wage and unemployment trends is that employment security
may have been a largely illusory short term benefit. Real wage volatility in Argentina and Brazil was
quite comparable to unemployment volatility in Chile and, by the second half of the adjustment
period, the combined trends in Chilean wages and employment appear much more favourable.



Chilean rcal wage gains were certainly abetted by more successful deflationary policies, but that
success is itself partly ascribable to the export advantages of more flexible labour markets.

A general picture emerges of three economies with important demographic similarities and
institutional differences. All three have populations whose growth rates and age composition resemble
the OECD three decades ago. The labour markets in each country differ. substantially, however, not
only with respect to the OECD (average) but to one another. This is revealed by their varied
adjustment experiences, underlying which are domestic policies and institutions with very different
capacities take advantage of a more liberal global trading environment.

Global and Regional Trade Patterns

‘The SALSA simulation model is calibrated to a detailed matrix of bilateral trade flows for the
base year (1990). Before proceeding to discuss the formal model structure and reporting on simulation
experiments, some insights can be gained from this data on the existing composition of trade. For the
three South American countries in particular, these numbers reveal the patterns of new opportunity for
trade expansion.

The three South American economies relied on western OECD countries to buy between half
(Argentina) and two-thirds (Brazil) of their exports in 1990 (first suitable of Table 1). Brazil and
especially Chile had significant exports to the Pacific Asian group (Japan, Korea, Chinese Taipei, and
Singapore}, but Argentina had a limited commitment to that rapidly emerging market. What is perhaps
most conspicuous about the export patterns is the sparsity of intra-regional trade. Only Argentine
exports to Brazil represented more than 10 per cent of national exports for any of the three countries
in this region.

The same patterns generally emerge .from the import perspective (second suitable of Table 1),
with relatively low intra-regional import dependence, high levels with respect to Europe and NAFTA.
Again the three reveal a low level of participation in the Pacific economy, with only Chile indicating
import shares in excess of 10 per cent. All three of these factors indicate that the influence of
historical trade patterns has been slow to yield to emerging market opportunities. This is probably due
to a combination of domestic and external factors, including customary private and public
relationships, incomplete information, and domestic and foreign trade distortions.

What exactly is the potential of the regional and Asian Pacific markets? The results of the next
section will give some indication of this in the context of reduced trade distortions, but from these
trade matrices it is reasonable to infer that the potential of a South American trading community is far
from being realised. These economies should be sufficiently differentiated to permit more
specialisation and significant gains from expanded regional trade. the NAFTA and European groups,
by contrast, retain 42 and 72 per cent of their exports and 35 and 71 per cent of their imports,
respectively.

While trade patterns in 1990 may conform to historic bilateral relations, they were far from
symmetric. Global export/import ratios in this year indicate substantial imbalances in bilateral
regional trade and large overall imbalances for individual countries (third suitable of Table 1). In this
year, all three South American countries had substantial export surpluses. Argentina in particular
experienced export outflows over two and a half times their import absorption, the difference largely
taking the form of debt service (not shown).

On a bilateral basis, the imbalances are even more extreme, and reveal a relatively specialised
mosaic of trade relationships. Argentine exports to China, for example, were more than eight-fold the
reverse flow, while NAFTA had a large bilateral current account deficit with China. Either those
sought-after Chinese imports were redundant in the Argentine market, or informational and other
institutional barriers have limited growth of this trade. The same observation applies to Brazil
regarding China and to all three South American countries regarding India. Admittedly the latter




country is less accessible than those of the Asian Pacific, but both the NAFTA and Other Latin
America groups maintained more balanced trade with India. Healthy exports of primary products
from Argentina, Brazil, and Chile are understandably in light of their endowments, but unit labour
costs in East and Southern Asia should make their imports attractive to high wage South American
economies.

A more focused image of trade patterns is presented in Tables 2 and 4, which detail the regional
composition of sectoral trade flows for the three countries. Each table depicts export and import
patterns separately, with sectoral shares in total trade in the rightmost column. These sectoral shares
reveal patterns of comparative advantage for exports and import dependence, while the totals for each
column measure the same regional trade patterns appearing in the rows of Table 1.

Argentma s exports in 1990 were concentrated in agriculture and food processing, with most of
these goods going to Europe, Brazil, NAFTA, OLA, and the composite Rest of World (ROW) group.
Sectors with lower export shares but greater regional trade diversification include nonmetal minerals,
metals, and motors & machinery. On the import side, Argentina relies heavily on foreign sources of
chemicals, including agrochemicals in particular, with most of this coming from NAFTA and Europe.
Machinery and advanced manufactures are also major import categories, and here the PAC group
plays a more significant role. Imports from lower-wage Asian countries are negligible in all product
groups, however.

It is noteworthy that NAFTA, which delivers over one quarter of Argentina’s imports, only
purchases about 16 per cent of its exports, while trade with Europe is more balanced. Major Argentine
exports to Brazil are agricultural goods, processed foods, and chemicals, while its main imports from
there are minerals, chemicals, metals, and machinery. Trade shares with Chile were quite small at the
time the data was assembled, dominated in the export side by energy, food processing, chemicals, and
metals, and on the import side by agriculture and metals. The relatively extensive (though small in
absolute terms) intra-industry trade flows between the three countries indicates considerable scope for
specialisation, reinforcing the case for trade expansion in the region.

Brazilian exports are concenirated in primary, extractive, and immediately downstream sectors,
with agriculture, minerals, food processing, and metals representing over 55 per cent. While this
country’s exports are still targeted primarily at NAFTA and Europe, they have more extensively
developed Asian ties than those of Argentina. Export shares with PAC and China are more than
double those of Argentina. Brazilian imports are more dispersed sectorally and regionally than
imports, but the country is heavily dependent on foreign energy, chemical products, and advanced
manufactures. Its trade with NAFTA is more balanced, but relatively imbalanced vis-a-vis Europe.
Exports to Chile were fairly small in 1990, consisting mainly of chemicals and manufactures, while
its Chilean imports were divided among agriculture, minerals, wood products, chemicals, and metals.

Judging from the trade data available for 1990, Chile is at once the most regionally diversified
and sectorally spectalised exporter among the three countries, Over three quarters of its exports were
in four sectors, agriculture, minerals, food processing, and metals. Geographically, Chile is more
articulated into the Pacific economy, to where (including NAFTA) more than 40 per cent of its
exports are directed. Especially interesting is the degree to which Chile has developed its
Asian-Pacific opportunities, sending about one quarter of its exports there. Its access to Chinese and
Indian markets remained limited, however. Chile had significant import dependence in chemicals and
advanced manufactures, but its import bill was otherwise fairly balanced. Regionally, it was
significantly more import dependent than export dependent on Argentina and Brazil, and its trade with
the former was particularly asymetric.

Examining the geographic and sectoral dispersion of trade for these three large and diversified
economies gives one a strong impression of opportunities forgone, particularly with respect to trade
within this group and with the rapidly emerging Asian Pacific. As these countries expand their
outward trade orientation, they will encounter a combination of external and domestic impediments,
many of which have probably reinforced the more specialised trade patterns prevailing until 1990.
The new regionalism and multilateralism provides an historic opportunity to overcome the external



obstacles, but identifying and overcoming the domestic ones remains’ a challenge for public and
private institutions alike. '

A Brief Description of the SALSA Modelling Facility

Dimensions

The SALSA model is global, with the totality of world production and trade aggregated into ten
regions. Table 5 provides a definition of the regional decomposition. Latin America has been divided
into Argentina, Brazil, Chile, and an aggregate region including all the other Latin American and
Caribbean countries except Mexico. The three North American countries, Canada, Mexico, and the
United States, are aggregated into a single NAFTA region. The European region contains all the
countries of the European Union (EU) and the European Free Trade Area (EFTA). There are three
Asian regions. The first is an aggregation of Japan and the four “tigers”, Korea, Taiwan, Hong Kong,
and Singapore. The other two Asian regions are China and India and each is modelled individually. To
close the model, there is a rest of the world region, ROW, which includes all other countries.

The second key dimension of the model is the commodity (or sectoral) breakdown of economic
activities. The model incorporates 19 sectors listed in Table 6. The purpose of the commodity
decomposition is to capture the essence of the trade patterns between the Latin American region and
the rest of the global economy. It includes some key linkages, such as agriculture and food
processing, textiles and apparel, and vehicle parts and vehicles. Construction and services represent
two key non-tradable commodities.

The third key dimension is the disaggregation of the wage bill into its components by skill level.
This will be described in more detail below in the discussion of the production structure of the model.

Finally, the model is recursive dynamic. The base year is 1990. The model solves for the years
1992, 1995, 1998, 2001, and 2004.

Production

As with many applied general equilibrium models, the SALSA model decomposes the
production structure into a series of nested decisions allowing for a wide range of substitution
possibilities between the various inputs. Figure 8 provides a graphical depiction of the nested
production structure.

The top level of the production structure decomposes the production decision between aggregate
non-energy inputs and an aggregate bundle composed of energy and value added (capital and labour).
While there is the possibility for allowing some substitution between intermediate inputs and value
added, for purposes, it is assumed that the substitution elasticity is zero, or in other words the value
added-energy bundle are always mixed in fixed proportions with the non-energy intermediate inputs.
It is also assumed that all the non-energy inputs are consumed in fixed proportion amongst
themselves, though it is possible to substitute between domestic and imported intermediate goods.

The next level of the production structure decomposes the energy-value added bundle into
aggregate labour demand, on the one hand, and a capital-energy bundle on the other. The
capital-energy bundle is split into its two components allowing for substitution between the two.

The labour component is further disaggregated into labour demand by skill. Producers will
choose the optimal mix of labour skills based on relative wages and the available production
technology. The model disaggregates labour demand into four components: a)} professionals and

managers; b} clerical, sales, and service workers; c) agricultural workers; and d) production,
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Figure 8.Production structure
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transportation and other workers. The degree of substitutability across skiils will be a key parameter
in the simulation experiments.

Consumption

In each region, there is a single representative consumer (household), who allocates' disposable
income across the various commodities. The model uses an extension of the familiar Stone-Geary
consumer demand system, known as the extended linear expenditure system (ELES). The ELES has
several distinct advantages over other demand systems. It allows for commodity-specific income
elasticities which can either be econometrically estimated or derived from literature searches, it is
easy to calibrate and implement, and it integrates the household saving decision in the consumer
optimisation process. In the ELES system, consumption is represented as the sum of two components,
a subsistence minimum (alse known as floor consumption), and a share of supernumerary income,
which is the residual disposable income after subtracting expenditures on the subsistence minima.
Household direct taxation is a fixed proportion of income.

Other Final Demand

There are two or three other final demand accounts: government expenditures, investment
expenditures, and possibly changes in inventory. Aggregate real government expenditure is assumed
to be fixed, while aggregate real investment expenditure will depend on the closure rule. The
decomposition into demand for commodities is assumed to use fixed shares in both cases.
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Trade

The model vses an extension of the familiar Armington hypothesis to implement trade equations.
The principle behind the Armington assumption is that goods are differentiated according to region of
origin. In practice this means that each agent specifies demand for a specific aggregate good (derived
from maximising utility for example). This good is known as the Armington good which is a
composite of two goods, one produced domestically, and the other produced abroad. At the next stage
of the demand system, agents decompose demand for the aggregate good into its domestic and
(aggregate) import components based on relative prices and (calibrated) penetration shares®. The final
stage of the demand system is the disaggregation of the aggregate import demand into import demand
from the different regions of the model. The modelling of trade in this fashion assures that the
inter-regional trade matrices are always globally consistent. It also allows each country to implement
partner-specific trade restrictions therefore encompassing the trend towards regional trading blocks.

Export supply is treated symmetrically to import demand, i.e. domestic producers are assumed to
differentiate between domestic and export markets. A rise in export prices (relative to domestic
prices), induces producers to shift production resources towards export markets. The model
implements a constant elasticity of transformation (CET) curve to capture this assumption.

Equilibrium

Production occurs assuming constant-returns-to-scale technology, therefore domestic supply is
determined identically to domestic demand plus exports, i.e. goods equilibrium is always insured.

Factor prices, wages and capital returns, are generally determined by equilibrium conditions. In
both markets there is a wide range of possibilities. In a long term model, we assume that capital is
perfectly mobile across sectors which leads to equalisation of profit rates. In a short term model, we
assume that capital supply is sector-specific, or in other words, there is no capital mobility, and
therefore the profit rates are also sector-specific. A medium term model would allow for some degree
of capital mobility. The dynamic nature of the model allows us to integrate both short term capital
immobility and long term capital mobility. This version of the model assumes a putty-semi putty
structure for capital markets, In other words, old, or installed capital is assumed to be only partially
mobile, while new capital is assumed to be perfectly mobile across sectors.

We usually assume that labour, at least in the short and medium term, is more mobile than
capital. In general, we will assume that labour of a specific skill is perfectly mobile across sectors
which implies a single economy-wide wage rate for each skill, assuming labour markets are
competitive. The model includes a labour supply curve, which can vary in its degree of flexibility, i.e.
it can be either completely vertical in which case labour supply is fixed, or it can have some slope, in
which case labour supply would increase if real wages were to rise.

Closure

There are three key macro closure rules. The first concerns the government revenue-expenditure
balance. For the purposes of the simulations, we assume real government saving is fixed in each
region. The instrument used to achieve the balance is the household tax schedule which will shift
either right or left to guarantee the balance holds®.

The second closure rule concerns the saving-investment balance. The SALSA model
incorporates two potential closure rules, both have savings-driven investment. Under a more
restrictive closure rule, domestic investment is equal to domestic saving plus an exogenous level of
foreign saving, which is fixed in any given time period, but allowed to vary over time!’. This has
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significant implications for trade liberalisation scenarios since the level of foreign saving is not
allowed to adjust endogenously to changing rates of return of investment. Under the alternative
closure rule, aggregate world investment is equal to aggregate world saving, and the global pool of
investment funds is allocated across countries as a function of the relative cost of investing!l,
Domestic investment is therefore determined by global decision making, and foreign saving is
endogenously determined as the difference between the level of domestic investment and domestic
saving. Under this assumption countries are not constrained by domestic saving. Trade liberalisation
scenarios tend to have a positive impact on foreign investment. With trade liberalisation, the local cost
of investing typically decreases relative to the costs in the rest of the world leading to an inflow of
foreign investment funds. All the simulations reported in this paper implement the second closure
rule, i.e. endogenous foreign saving.

The third and final closure rule concerns the external account. It is assumed that the trade
balance is equal to the level of foreign saving. Adjustment occurs through the real exchange rate. This
has powerful implications. A unilateral action to open trading normally leads to an increase in import
demand. With a given trade balance, this requires an increase in exports. If all else remains the same,
this typically generates a decrease in the real exchange rate (which can be approximated by a decrease
in domestic factor prices). The first investment closure rule reinforces this impact because the level of
foreign saving is fixed. Under the second closure rule, new flows of foreign investment will mitigate
the impact on the real exchange rate, possibly even leading to a reversal, or a real exchange rate
appreciation.

Dynamics

The SALSA model is a recursive-dynamic model which covers the period 1990-2004. Each
period is solved as a single static equilibrium, with transition equations used to link the static
equilibria. There is no forward-looking behaviour in the model. There are several important features
to the dynamics of the model: factor accumulation, putty-semi putty capital in production, and
productivity.

The labour supply curve is assumed to shift out at an exogenously specified growth rate which
is related to the population growth rate. Capital in each period is composed of two elements. Old
capital is equal to the previous period’s capital less depreciation. The depreciation rate is
region-specific but constant over time. New capital is equal to the previous period’s level of
investment. As we have seen, old capital is assumed to be partially mobile across sectors, whereas
new capital is perfectly mobile. In terms of the production structure, we also assumie that the
substitution possibilities for old capital, with energy and labour, are lower than the substitution
possibility for new capital. This implies that the aggregate substitutability will be an average over old
and new capital. Therefore, an acceleration of investment will lead to a more flexible economy over
time.

There are three sources of productivity increases in the model: labour, capital, and energy. Both
labour and energy efficiency are assumed to increase at an exogenously specified rate. Capital
efficiency is also normally exogenous. The exception is in the specification of the reference, or base,
scenarto. The reference scenario is used as a benchmark for subsequent simulation analyses. In other
words, the results from policy shocks will be compared to the results from the reference scenario. One
of the exogenous elements which enters the reference scenario is the region-specific growth path for
real GDP. In order to make the reference simulation results compatible with the exogenously specified
path for real GDP, the capital efficiency factor is calibrated in the reference simulation. In all
subsequent simulations, the capital efficiency factor is fixed at its value from the reference simulation.

In several simulations, we introduce an exogenous shift in the labour productivity factor. The
empirical evidence linking trade reform to productivity shifts is sparse, but is commonly believed to
be important. In simulations reported below, we exogenously add 1 per cent to the growth of labour
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productivity in some of the regions to assess the impact of this additional factor in trade liberalisation
10512
scenarios'~.

Trade Liberalisation and Empldyment in Three South American Countries

In addition to the general market efficiency improvements, trade liberalisation has many
dynamic effects. In particular, developing countries which liberalise often expect that trade expansion
and international price discipline will lead to domestic market restructuring, foreign capital inflows,
and accelerated productivity growth. Indeed it has often been argued that induced domestic efficiency
and dynamic growth gains far outweigh the essentially static benefits of reduced import prices,
improved export competitiveness, and trade realignments. Here, we examine the implications of a
variety of liberalisation scenarios for the Americas in general and Argentina, Brazil, and Chile in
particular. Our results accord with the view that dynamic effects can exceed static ones. Trade reform
only opens to door to growth opportunities. It is domestic conditions, including adjustment capacity
and productivity growth, which ultimately determine the course of real income growth.

The SALSA model was used to evaluate the effects of three types of multilateral trade
liberalisation, variants of well-known alternatives which have been under discussion in the region for
some time. The first experiment assumes that the three largest South American countries form an
exclusive free trade zone. In this free trade area, termed the Three-Economy Single Trade Area
(TESTA), it is assumed that Argentina, Brazil, and Chile eliminate all bilateral nominal tariffs and
maintain their existing bilateral tariffs against other countries!3. In a second scenario, we assume that
the three join NAFTA to form the tariff-free Six Economy Single Trade Area (SIESTA). Third, we
consider tariff abolition across both continents, a Pan American Single Trade Area (PASTA) including
all the economies of the Americas.

Simulation results for the three scenarios (Table 7) indicate that regional trade agreements are
generally beneficial to their participants, but may be detrimental to their neighbours because of trade
diversion. Argentina, Brazil, and Chile all gain from the TESTA arrangement liberalising bilateral
imports between them. By 2004, all three have real income and consumption levels well above their
business-as-usual trends. Equivalent Variation (EV) income indicates the change in real purchasing
power of domestic GDP. For the three members, this figure rises by $1.4, $2.2, and $0.3 billion 1990
above its 2004 reference levels. Although the TESTA liberalisation appears beneficial, it is reasonable
to conclude from this and subsequent results that this economic community is too small and
specialised to realise extensive gains from trade expansion.

Employment rises by 17, 83, and 30 thousand workers per three-year interval by 2004. Both the
Other Latin America (OLA) and NAFTA regions suffer slightly in this case because of reduced trade
with the TESTA group. The fortunes of NAFTA are reversed if it joins with the other three to form
SIESTA, but its gains are smaller than Brazil and only slightly larger than Argentina’s because of
smaller initial trade shares with this region. Employment for 2004 within the SIESTA region rises by
about one million additional workers as a result of liberalisation. The OLA group experiences modest
contraction as a result of their exclusion.

The most significant gains are for the comprehensive regional trade accord. By 2004, the PASTA
region enjoys additional three-year employment of about two million workers, almost half in the
newly included OLA region. EV income improves over the 2004 base by 2.7, 2.5, and 3.0 per cent for
Argentina, Brazil, and Chile, respectively. For the region as a whole, EV income in 2004 is
$38 billion (1990) above its baseline level, real GDP (RGDP) $40 billion higher, and real
consumption $25 billion hlgher NAFTA is the only SIESTA member which gains less from the Pan
American accord, but it still enjoys over 90 000 extra jobs per period by 2004

Capital flows appear to play an important role in expansion of the Latin American countries.
Total Investment rises faster than Consumption in Brazil, Chile, and (in the PASTA scenario) in OLA
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and almost as fast in Argentina, indicating that the liberalising economies are beneficiaries of foreign
investment. Indeed, judging from declines in Tinv for excluded countries and NAFTA in the PASTA
scenario, capital diversion is almost as important a stimulus as trade diversion in determining the
dynamic benefits of trade liberalisation. It is also apparent that capital inflows moderate and in a few
cases reverse the real exchange rate depreciation ensuing from tariff liberalisation. This is the familiar
cloud within the silver lining of successful FDI policies, where upward exchange rate pressure from
foreign inflows can reduce export competitiveness

The response of trade patterns to liberalisation is particularly interesting, since it has many
implications for bilateral relations. Results for the PASTA liberalisation (Table 8) indicate dramatic
growth of trade between Argentina, Brazil, Chile and Other Latin America, with bilateral flows rising
over 80 percent above 2004 reference levels in several cases. Trade between these three and their
NAFTA partners also expands significantly, but this time with more asymmetry since imports from
NAFTA rise much more steeply than exports from south to north. There also appears to be some trade
diversion which might be detrimental to other regions, but this is far outweighed by trade creation.
Global trade is $14.9 billion above its baseline 2004 value, and total imports and exports for all the
PASTA member countries increase by at least 5 per cent. While it appears that Latin American
imports from non-members are reduced by trade diversion, only Argentina exports less outside the
community by 2004,

The growth effects of removing market distortions and capital inflows have significant effects on
domestic labour markets, and the composition of these is more revealing. In the first three
experiments, it was assumed that average labour productivity remained constant during the period
1995-2004. In this case, the quality of labour becomes a limiting factor on growth and the realisation
of gains from trade and foreign investment. Real wages rise significantly in the three South American
countries and the Other Latin America Region (Table 9), particularly in the most highly skilled
occupational categories of Professional Managers (ProfManag) and Other Labour (Olabour, including
most skilled wage workers). While this is beneficial to incumbents, it indicates relative scarcity of
skills and productivity levels which are needed to facilitate faster and more sustainable growth.

One of the most sought-after fringe benefits of trade liberalisation in developing countries is the
constellation of so-called endogenous growth effects, including in particular labour productivity
growth. Our results indicate that human capital does limit the expansionary potential of trade
liberalisation in Latin America, and it is thus reasonable to ask what would be the growth potential of
such endogenous effects within the region. While the SALSA model simulates international capital
movements, it contains no specification of the domestic linkages between external effects and
productivity growth, learning by doing, x-efficiency, ete. The literature on endogenous growth offers
no consensus on a theoretical model, let alone one that could be implemented empirically. Despite the
difficulty in explaining its origins, it is clear that, in countries with appropriate domestic conditions,
productivity growth is an important and frequent companion of trade liberalisation. For this reason,
we have chosen to specify productivity growth exogenously. This permits interpretation of our results
subject to the reader’s own assessment of the plausibility of productivity growth scenarios.

To elucidate the role of domestic efficiency and productivity growth, we have repeated the three
liberalisation scenarios, assuming that each of the Latin American participants in each agreement
enjoys annual productivity growth of one percentage point for each of their four labour categories.
This labour productivity growth is specified as an exogenous counterfactual, without reference to a
verbal or analytical rationale about how it might eventuate in each country. The one per cent figure is
simply intended as a reference case for calibrating how productivity growth increases an economy’s
potential to benefit from trade liberalisation!?,

The aggregate results for these scenarios indicate that domestic productivity effects can
significantly amplify the domestic and regional gains from trade liberalisation. If a combination of
tariff reductions and domestic policies fostering human capital formation achieve even the modest
target of one per cent labour productivity growth per annum, gains from regional liberalisation will be
amplified considerably. For Pan American Liberalisation (PASTA), regional real GDP (RGDP) rises
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by $118 billion (1990) above its 2004 reference level, equivalent variation income $104 billion, and
real consumption $67 billion. Even with modest productivity growth, these results are more than
double their no-growth counterparts. Gains in the other two scenarios are generally greater than in
their no-productivity growth counterparts, but some results are ambiguous. The TESTA community,
for example, appears to be too small to realise full gains from specialisation for Argentina’s skilled
workforce, and thus employment actually declines with productivity growth. This effect is offset by
access to NAFTA markets in SIESTA, but the omitied Latin American countries are detrimentally
affected.

The Pan American economic community is again a beneficiary of substantial foreign investment,
and only the United States has total investment below baseline levels (a modest $1 billion). These
inflows are about two-thirds higher than those in the previous PASTA scenario, and are at once a
response to and raison d’étre for the assumed labour productivity growth. All that would be required,
with investment levels rising at the same rate as consumption, are the domestic conditions and
policies necessary to foster human-capital formation. It is also apparent that the income effects of this
process may provide the fiscal means to sustain educational and other human-capacity development
programmes which deliver the desired productivity growth as they have in Asia.

Under PASTA and by 2004, total trade in the region rises by $19 billion (1990) over its
business-as-usual level (Table [1), this despite contractions of exports and imports from non- member
countries. Trade diversion does appear to represent most of the adjustment, since total world trade for
the region expands only about 0.6 per cent. It is all the more remarkable then that this reorientation of
trade achieves such efficiency gains!®. In percentage terms, bilateral trade in the region rises by as
much as 91 per cent, and even Latin American exports outside the community expand in most cases.
Argentina and Brazilian trade expand the most in percentage terms, with Chile following close
behind.

Effects on domestic labour markets vary significantly in terms of wages, but are comparable for
employment. Productivity growth relieves the relative scarcity of labour and moderates wage gains,
particularly in higher skill categories, but they still enjoy superior (i.e. above reference) employment
and real wage growth everywhere except in Argentina. Despite these redistribution effects, per capita
real GDP and consumption still increase substantially. It should be borne in mind, however, that we
have made strong uniformity assumptions about both labour productivity growth and labour market
adjustments. For the former, we assume that domestic policies and endogenous forces achieve
uniformity of productivity growth across occupation groups. For the latter, we assumed that domestic
labour markets operate after liberalisation, without reference to historical precedent, in a purely

“competitive manner. These are extreme referential cases, but they point in a very rewarding direction
in-terms of domestic living standards and sustainable development.

‘Con¢lusions and Extensions

While the economies of the Americas are increasingly preoccupied with fostering more
extensive trade linkages, they would also do well to consider how domestic policies can best facilitate
the realisation of gains from trade expansion. Experience elsewhere has demonstrated that domestic
policies can be the most important determinant of success for regional trading blocs. Developing
countries are now well aware of this linkage, indeed some of the most sought-after fringe benefits of
trade reform are induced domestic changes which make their economies more conducive to growth.
Without these so-called endogenous growth factors, trade liberalisation can lead simply to
intensification of traditional comparative advantage, accelerated resource depletion, and stultified
-diversification, all of which undermine the basis for sustainable development.

‘We have used a multilateral simulation model to appraise the prospects for trade liberalisation in
the Americas, with particular reference to Argentina, Brazil, and Chile. Our results indicate that there
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are substantial gains to be obtained from more liberal trade in the region, and that the more inclusive
the region, the greater are the overall gains. If, as one might reasonably expect, these market reforms
led to labour productivity growth of as much as one per cent per annum, the results would be
substantially more expansionary. If the Americas were to form a tariff-free zone in 1993, their
regional real GDP would by 2004 be over $100 billion (1990) above its level in the absence of
liberalisation. In the absence of productivity growth, regional GDP still rises significantly above its
2004 reference level (340 billion higher), but this is only about one third of the growth accruing to
one per cent annual labour productivity improvements over the same ten year interval.

Clearly, human-capital accumulation is important to the majority of the region’s inhabitants, and
domestic policies that foster it are essential companions to more outward oriented trade policies. The
results obtained here amplify this point - trade reform and adjustment alone are not enough. While
external policies can open the door to expanded market opportunities, domestic reforms are needed to
attract capital inflows (from expatriate as well as foreign sources} and promote domestic efficiency
and productivity growth. Most South American countries are still far from realising the potential of
their populations, both in terms of resources for public education and the labour-market flexibility
necessary to foster greater participation, efficiency, and human capacity development.

The empirical framework used for this research will be extended in several directions for more
detailed analysis of Latin America and, eventually, developing countries in several other regions.
Subsequent versions of the model will include a richer specification of labour markets, more detail on
income distribution, some endogenous treatment of growth effects, and greater regional
disaggregation. While conclusions about the need for external and domestic policy co-ordination will
likely remain unchanged, we feel strongly that more empirical work of this kind is needed to support
domestic policy reform in developing countries. Only with a better understanding of the. complex
linkages in their economies will they be able to design and implement policies that more fully realize
their economic potential, o ' o

U
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Notes

See e.g. Horton, Kanbur, and Mazumdar (1994).
See e.g. Fischer and Reisen (1994) for a discussion of links between demographics and capital flows.
USDE (1988) provides more empirical background and source material on this subject.

There is a large literature on returns to education, including detailed work on Brazil and Chile. These studies find high
rates of return to school retention well into the university level. See e.g. Berhman and Birdsall (1983}, Lam and
Schoeni (1993), Psacharopoulos (11985), and Riveros (1990c).

A large amount of migration between informal and formal employment does seem to have taken place during this
period, accompanied by large shifts from agriculture to tertiary and urban informal activities. See Dieguez and
Gerchunof (1984), Fiszbein (1992), Lindenboim (1985), Lubell (1991), and Marshall (1987) for more discussion. In
all three countries, the volume and composition of government employment has made significant adjustments during
the period. See e.g. Marshall and Romaguera (1981).

Compare e.g. Corbo and Meller (1984), Cortazar (1983}, Infante and Klein {1991), Llach (1987), Lopez and Riveros
(1988, 1990), Mann and Sanchez (1985), Paredes (1987), Riveros (1989, 1990a-c), Riveros and Diaz (1987), and
Sdnchez (1987). There is also a large regional literature on specific labour market rigidities such as minimum wages.
See ¢.g. Almieda Reis and Guilherme (1989), Camargo (1988), Corbo {1981), Paldam and Riveros (1987}, Riveros
and Paredes (1988), Sinchez and Giordano (19883)

Results for Chile by Corbo and Stelcner (1983) indicate that education and experience contributes over 50 per cent
more to earnings differences, and the majority of this is attributable to education.

The model uses the Constant Elasticity of Substitution (CES) functional form to implement the Armington
assumption.

This is equivalent to lump sum taxation or rebates.
The sum across regions of foreign saving must of course equal 0.
A CES function is used to implement the decision making behaviour of the “global” investor.

If the pre-liberalisation productivity growth rate is 3 per cent, the post-simulation productivity factor is set to 4 per
cent.

We do not consider the effects of nontariff barriers or export subsidies in any of the present scenarios.

By comparison, the dynamic Asian economies averaged two per cent annual total factor productivity growth over the
period 1970-90. -

Recall also that the baseline contains some growth in trade between the Americas and the ROW, but that this scenario
contains no exogenous efficiency effects which could stimulate ROW growth.,
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Table 1: Regional Trade Flows
(1990 percentages)

e Destination
Exporter Argentina Brazil Chile OLA NAFTA Europe PAC China India Other Total
Argentina i 12 a ] 16 33 3 2 ) 0 100
Brazil 2 0 1 6 27 35 13 1 0 14 100
Chile 1 6 0 s 18 16 25 0 0 & 100
OLA 0 3 ( 1 41 22 5 0 0 15 100
NAFTA 0 1 0 4 42 22 18 1 ) 10 100
Europe 0 0 0 0 8 72 4 0 0 13 . 100
PAC 0 0 o 2 34 20 20 4 0 19 100 -
China 0 0 o 0 0 23 32 0 0 13 100
India 0 o 0 0 18 3 15 0 o s 1w
Other o 0 0 0 12 3 n 2 1 B

Origin
Importer Argentina Brazil Chile OLA NAFTA Europe PAC China India Other Total
Argentina 0 13 Z g 26 37 7 T 0 0 6 100
Brazil 7 0 T2 8 25 26 E 0 0 25 100
Chile 8§ 8 0 8 20 3 B o o e 100
OLA 2 4 ¢ 1 34 26 -14l B 0 7 ' 100
NAFTA 0 i 0 4 35 20 2 2 0 ceedl e 100
Europe 0 1] 1] 0 7 71 G- I 0 0 12 100
PAC 0 1 0 0 3 17 -t s 0 29° - 7100
China 0 0 0 0 16 17 44 T 0 00 10
india 0 0 0 0 13 37 14 0 0o 100
Other 0 .0 0 2 10 39 .17 1 1 29 , . . 100
Pariner L AP Tl

Bilateral Export/Import Ratios Coa s e

' Argentina Brazil Chile OLA NAFTA Europe PAC ~China India Other . .., .Total
Argentina 0 223 361 790 152 726 206 — 865 2197 T N TT3
Brazil 45 0 97 128 158 203 273 213 780 87 1s0
Chile 22 103 0 80 80 164 257 68 532 1
OLA 35 78 125 100 123 &7 34 97 117 s 102
NAFTA 66 63 126 81 100 92 57 . 49 88 80 83
Europe 44 49 61 115 109 100 6% 65 145 3 -+ 100"
PAC 48 37 9 297 176 146 100 Co124 ue - 7
China 12 47 147 103 203 154 8 100 183 "y e
India. . 5 13 19 85 14 69 86 55 -0 86 82
Cther 12 115 58 45 126 ) 127 137 116 100 102
Note: Trade in services is excluded.

Sources:  CHELEM (i993), COMTRADE
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Table 2. Trade Flows by Sector - Argentina
(1990 percentages)

Export Composition Destination
; Argentina Brazil Chile  OLA NAFT Euwrope PAC China India Other Total
! " Agricultire T 000 228 047 153 142 1219 136 104 003 647 2650
2 Minerals 600  0.12 0.00 002  0.00 0.1t 0.03 0.00 0.00 000 030
3 Energy 0.00 012 0.78 .01 373 0.51 0.12 0.00 0.00 0.28 6.53
4 FoodProcessing 0.00 465 0.65 237 412 1418 1.27 0.42 0.13 813 3593
5 Textiles 000 034 0.04 0.04 017 0.37 0.00 0.00 0.00 0.04 1.01
6 Apparel 0.00 0.03 0.03 009 028 0.10 0.00 0.00 0.00 000 053
7" Leather Products 000 0.28 0.04 022 213 1.51 0.26 0.03 0.00 0.51 5.00
8  Wood Prod 000 040 0.14 026 021 0.45 0.1 0.00 (.00 0.17 1.74
9 Chemicals 000 122 0.61 125 098 1.36 0.17 0.05 0.03 0.76 6.44
10 NonMetal Minerals 000 017 0.12 0.14  0.11 0.12 0.00 0.00 0.00 0.07 0.74
11 Metals 0600 017 0.48 0.67 098 1.29 1.50 0.38 0.33 2.04 7.83
12 Motors&Machinery 0600 078 0.27 052 026 0.14 0.00 0.00 0.02 0.05 207
13 Inst. Electnics&ElecAppl 000 023 0.11 033 022 0.16 0.49 0.00 0.00 0.16 1.69
14 Vehicle Parts 000 037 0.06 0.10  0.16 0.22 0.00 0.00 0.00 0.06 097
15 Vehicles 0.00 0.00 0.06 0.26  0.05 0.01 0.00 0.00 0.00 000 038
16 OtherTransport 0.00 009 0.02 0.06  0.05 0.03 6.00 0.00 0.00 0.01 0.26
17 Other Manufactures 000 028 0.19 044 070 0.31 0.04 0.00 0.04 0.08 2.08
~ Total 0.00 11.55 3.77 933 1557  33.06 537 1.93 058 18.85 100.00
Import Composition Origin
Argentina Brazil Chile  OLA NAFT Euvrope PAC China India Other Total
{1 Agriculure 0.00 061 0.37 115 045 0.32 0.15 0.00 0.00 0.55 361
2 Minerals 000 227 0.06 018 032 0.09 ~ 0.00 0.05 0.00 0.08 34
3 Energy 0.00 0.16 0.00 496  0.86 0.24 0.08 0.00 0.00 0.67 6.97
4  FoodProcessing 0.00 038 0.17 031 015 0.41 0.02 0.00 0.00 0.06 1.48
5 Textiles 000 013 0.01 005 029 0.43 0.22 0.02 0.02 0.02 1.19
6  Apparel 000 001 0.00 008 009 0.08 0.00 0.00 0.00 0.02 0.31
7 Leather Products 000" 0.00 002 -000 004 0.07 0.04 0.00 0.00 0.00 019
8  Wood Prod 000 039 0.22 015 055 0.93 0.03 0.00 0.00 0.06 232
9  Chemicals 000 3.63 0.24 081 9.8 9.82 0.72 0.19 003 074 2536
1 NonMetal Minerals 06.00 0.14 0.00 003 011 0.56 0.05 0.00 0.00 0.00 0.0
1l Metals 6.00 117 0.62 0.02 043 1.35 0.23 0.00 0.00 024 405
12 Motors&Machinery 000 138 ¢.01 003 285 1167 0.60 0.02 0.00 06.32 1689
13 Inst. Electnics&ElecAppl 000 093 0.06 007 555 4.50 341 0.09 0.00 043 1502
14  Vehicle Parts 000 092 023 0.19 029 1.75 0.00 0.00 0.00 0.05 343
15 " Vehicles 000 038 0.01 013 017 0.97 0.37 0.00 0.00 0.05 2.08
16 OtherTransport 0.00 005 0.00 000 226 1.46 0.04 0.00 0.00 0.00 3.82
17 Other Manufactures 000 0.62 0.09 006 238 2.68 0.65 0.17 0.00 2.68 9.33
Total 000 13.17 213 820 2597 3731 6.62 0.57 0.07 597 100.00
Sources: CHELEM (1993); COMTRADE,
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Table 3: Trade Flows by Sector - Brazil

(1990 percentages)

Export Composition Destination
Argentina  Brazil Chile  OLA NAFTA Europe PAC China India Other Total

1 Agriculture 0.09 000 002 0.12 2.22 6.60 151 008 003 124 1199
2 Minerals 0.34 000 000 0.24 099 462 335 016 006 130 1107
3 Energy 0.02 .00 000 .13 1.74 0.06 005 000 000 0.02 203
4 FoodProcessing 0.06 0.00 004 0.43 414 870 104 039 0.07 349 1834
5 Textiles 0.02 0.00 005 0.13 0.40 069 004 000 000 021 1.55
6 Apparel 0.00 0.0¢ 002 0.17 0.64 047 000 000 000 006 137
7 Leather Producits 0.00 000 000 0.11 345 1.74 015 000 000 012 5.60
8 Wood Prod 0.06 000 007 0.32 0.82 202 052 0060 000 077 4.59
9 Chemicals 0.55 0,00 023 1.05 1.45 1.77 064 011 016 073 6.65
10 NonMetal Minerals 0.02 0.0 003 0.19 0.21 016 002 000 000 010 0.74
11 Metals 0.18 0.00 019 0.59 2.63 247 490 037 025 300 1459
12 Motors&Machinery 0.21 000 019 0.79 3.20 1300 010 000 000 O0.86 6.66
13 Inst. Electnics&ElecAppl 0.14 000 0.17 0.56 1.18 1.03 015 000 000 022 345
14 Vehicle Parts 0.14 000 Ol 0.14 0.82 027 002 000 000 018 1.68
13 Vehicles 0.06 000 024 0.71 0.45 1.18 005 002 002 025 296
i6 OtherTransport 0.00 000 000 0.32 1.10 051 000 000 00O D02 2.06
17 Other Manufactures 0.09 000 Ol11 0.42 1.33 084 028 003 000 152 4.63

Total 1.99 000 149 6.43 26,77 3451 1280 118 0.63 1419 10000
Import Composition Origin

Argentina  Brazil Chile OLA NAFTA Europe PAC Chipa India Other Total

1 Agticulture 1.32 000 030 1.44 0.97 029 008 008 000 058 5.07
2 Minerals 0.07 0600 078 0.62 0.86 007 000 000 008 033 2.81
3 Energy 0.07 000 000 1.45 1.69 0.16 008 047 000 2089 2481
4 FoodProcessing 2.69 000 018 1.37 0.14 149 001 000 000 038 6.27
5 Textiles 0.20 0.00 004 0.17 0.21 031 012 000 000 002 1.06
6 Apparel 0.02 000 000 0.18 0.04 008 002 000 000 000" - 035
7 Leather Products 0.16 000 000 0.44 008 . 008 008 002 000 013 0.99
8 Wood Prod 0.23 000 023 0.07 0.62 057 003 000 000 0132 - 1.88
Y Chemicals 0.71 000 027 1.27 5.08 572 054 011 002 110 14.82
10..  NonMetal Minerals 0.10 000 000 0.04 0.18 025 006 000 000 000 0.64
11 Metals 0.10 000 050 0.39 0.46 094 023 001 000 026 - 2.88
12 .. Motors&Machinery 0.45 000 000 0.02 2.84 617 094 005 000 015 1062
13 = Imst. Electics&ElecAppl 0.13 000 000. 007 5.37 355 363 004 000 . 047 .1327
4 Vehicle Parts 0.21 000 000 0.00 0.51 146 023 000 000 000 - 242
15 Vehicles 0.00 000 000 0.00 0.21 05F 013 000 000 001 0.88
16 OtherTransport 0.05 0.00 000 0.00 4.48 1.87 001 000 000 000 6.41
17 Other Manufactures 0.16 000 000 0.03 1.64 204 082 004 000 009 4.83

Total 6.68 000 231 7.57 2538 2554 7.03 083 0.12 2454 100.00
Sources: CHELEM (1993); COMTRADE.
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Table 4: Trade Flows by Sector - Chile
(1990 percentages)

Export Composition : Destination
. Argentina  Brazil Chile OLA NAFTA FEuroper PAC China India Other Toial
1 Agriculture 0.22 0.79 000 048 7.48 7.43 3.97 0.02 0.04 206 2248
2 Minerals . 0.03 205 0.00 0.11 0.75 3359 5.41 013 0.03 0.41 12.51
3 Energy - 0.00 000 - 000 043 0.09 0.01 0.00 0.00 0.00 0.02 0.55
4  FoodProcessing 0.10 047 000 076 2.82 4.86 379 0.01 0.00 1.87 14.67
5 Textiles 0.00 0.10 000 008 0.12 0.05 0.00 0.00 0.00 0.00 0.36
6  Apparel 0.00 0.00 000 007 0.48 0.03 0.00 0.00 0.00 0.00 0.58
7 Leather Products 0.00 0.00 000 008 0.28 0.09 0.04 0.00 0.00 0.00 0.51
8  Wood Prod 0.13 0.61 000 104 0.23 1.80 1.08 0.24 0.03 0.17 5.33
9 Chemicals 0.14 0.71 000 0.63 0.82 0.90 0.34 000 0.06 0.12 373
10 NonMetal Minerals 0.00 0.00 000 004 0.02 0.01 0.00 0.00 0.00 0.03 0.11
1 Metals 0.37 1.31 000 083 403 1692 1057 000 o011 200 36.13
12 Motors&Machinery 0.00 0.00 0.00 007 0.02 0.06 0.00 0.00 0.00 0.02 0.20
13 Inst. Electnicsd&ElecAppl 0.04 0.02 000 006 0.02 0.06 0.02 0.00 0.00 0.00 0.22
14 Vehicle Parts 0.14 0.00 000 0.00 0.00 0.04 0.00 0.00 0.00 0.00 0.18
15 Vehicles 0.00 0.00 000 002 0.00 0.01 0.00 0.00 0.00 0.00 0.04
16 OtherTransport - 0.00 0.00 000 004 0.00 0.05 0.0t 0.00 0.00 0.00 0.09
17 Other Manufactures 0.05 0.00 000 022 0.46 0.14 0.08 0.00 0.00 1.32 2.28
Total 1.26 6.05 0.00 497 1763 3606 2532 041 0.27 8.04 100.00
Import Composition Origin
Argentina  Brazil Chile OLA NAFTA Europe PAC China India Other Total .
1 Agriculure 0.34 0.10 000 099 0.74 0.11 0.16 0.03 0.00 0.25 272
2 Minerals 0.01 0.04 000 006 0.56 0.02 0.00 0.00 0.00 0.03 0.72
3 Energy 1.52 0.00 000 432 0.89 0.33 0.06 003 0.00 274 9.90
4. FoodProcéssing 1.26 0.22 000 057 0.58 0.97 0.00 0.00 000 0.29 391
5 _. Textiles 008 0.27 000 031 0.56 0.50 1.14 0.05 0.00 0.09 3.00
6 Apparel 005 . 009 000 010 0.27 0.24 024 ° 0.3 000 0.12 1.25
7 . Leather Products 0.09 0.04 0.00  0.09 0.06 0.06 0.13 0.02 0.00 0.02 0.51
8  Wood Prod 0.26 033 000 011 0.54 0.82 0.12 000 000 0.02 2.24
9 Chemicals 1.20 1.18 000 104 491 498 092 009 001 043 1476
10 NonMetal Minerals 0.23 0.14 000 007 0.21 0.43 0.03 002 0.00 0.04 1.19
11 Metals 0.94 0.98 000 015 0.42 0.98 0.34 0.00 0.00 0.42 424
12 Motors&Machinery 0.53 0.96 0.00 -0.00 700 898 0.75 0.08 0.00 054 1884
i3 Inst. Electnics&ElecAppl 0.21 0.88 000 014 381 4.72 420 0.12 0.00 049 14,57
14 Vehicle Parts 0.12 0.55 000 -000 0.45 0.59 0.19 000 000 - 001 1.90
15 Vehicles 0.12 1.22 0.00 -0.03 1.81 1.25 342 001 0.01 0.37 8.18
16 OtherTransport 0.03 0.00 000 001 2.98 0.78 0.03 0.00 0.00 0.04 388
17 Other Manufactures 0.38 0.56 000 026 2,93 2.69 1.02 0.18 002 016 8.19

Total 738 7.59 000 819 2872 2844 1277 0.7% 006 6.06 100.00

Sources: CHELEM (1993), COMTRADE.
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Table 5: Repional Decomposition of the SALSA Model

1. Argentina . - . ARG
2. Brazil ' BRA
3. Chile . oLa
4.  Other Latin America 7 o LAT

All other Latin American and Caribbean countries
5, NAFTA o NFT

Canada, Mexico, United States :

The European Union, EFTA

7. Pacific - i
Hong Keng, Japan, Republic of Korea, Singapore; Taiwan

9. India 0 IND

10. Rest of the World

All other countries
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Table 6: Commodity Decomposition of the Model

L :Agriculture ' Agric

Grains, other food and non-food agricultural products

2.+ " Mining . Mining
fron, non-ferrous metals, non-metal minerals

3.. . Energy Energy

Coal, crude oil, natural gas, coke, refined oll, electricity

(and water distribution)

4.  Food Processing FoodProc
Grain based foods, fats (including dairy products), meat and fish,

canned meats and vegetables, sugar, chocelate, animal feed, beverages,
tobacco

5.  Textiles Textiles
Yarn and textiles

6.  Apparel Apparel
Apparel, hosiery, rugs and cloth furnishings

7., Leather Products : LeathProd
Footwear and other leather products

8.  Wood Products WoodProd
Wood, furniture, pulp and paper, printing

9. Chemicals Chemicals

Basic chemicals, farm chemicals, basic organic chemicals,

paints efc., toiletries, pharmaceuticals, plastics and resins, plastic

products, rubber

10. Non-metal Minerals NMMin
Cement, gypsum, ceramics, tiles, bricks, glass and glass products

11. Metais Metals
Iron and steel, primary iron products, non-ferrous metal products

12. Motors and Machinery MotorMach
Motors, turbines, pumps, farm equipment, construction and

extraction equipmeni, other industrial machinery, military equipment

13, Electrical Goods and Appliances ElecProd
Precision instruments, watches, optical equipment, electronic

parts, radio and television equipment, telecommunication

equipment, office and computer equipment, household appliances,

electrical equipment and parts

14. Vehicle parts VehParts
15. Vehicles : Vehicles
Automobiles, motorcycles and scooters, trucks, and rail cars

16. Other Transportation Equipment OthTrpEqp
Ships, airplanes, etc.

17. Other Manufacturing OthManu
Basic metal products, hardware, precious gems, gold, other

manufacturing ) :

18. Construction : Const

19. Services Services
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Table 7: Aggregate Results

Argentina
EV (3 bill.)
RGDP
TCons
Tinv

TEmp (1,000s)
EV(%)
TExp(%)
TImp (%}
TEmp(%)
REX (%)
Brazil

EV (% bill.)
RGDP
TCons
Tinv

TEmp (1,000s)
EV(%)
TExp(%)
Timp (%)}
TEmp(%}
REX (%)
Chile

EV (3 bill.)
RGDP
TCons
Tinv
TEmp (F,000s)
EV(%)
TExp(%)
TImp (%)
TEmp(%)
REX (%}
OLA

EV ($ bill.)
RGDP
TCons
Tinv
TEmp (1,000s)
EV(%)
TExp(%)
Timp (%}
TEmp(%)
REX (%)
NAFTA
EV ($ bill)
RGDP
TCons
Tinv

TEmp (1,000s)
EV(%)
TExp(%)
Timp (%)
TEmp(%)
REX (%)

Total Regional
EV ($ bill.)
RGDP

TCons

Tinv

TEmp (1,000s)

TESTA SIESTA PASTA
1995 1998 200t 2004 1995 1998 2001 2004 1995 1998 2001 2004
0.4 0.6 1.0 1.4 0.7 2.1 38 59 0.8 23 40 6.1
0.2 0.5 0.8 1.1 0.6 20 36 54 0.5 20 36 5.6
02 04 0.7 09 0.5 14 26 39 0.6 15 27 4.1
0.2 0.3 04 0.5 1.4 1.9 25 33 14 20 206 3.4
-13 -0.0 9 17 29 76 113 144 37 85 123 155
0.2 04 0.5 0.7 0.5 1.3 20 28 0.6 1.4 22 29
32 34 3.6 38 5.2 6.0 6.8 1.6 6.6 7.5 83 9.1
8.2 8.6 8.9 9.2 22.4 23.1 237 242 26.9 279 288 29.5
-0.1 -0.0 0.0 0.1 0.3 0.7 1.0 1.2 04 0.8 1.1 ]
0.5 0.5 0.5 0.4 -0.5 -0.7 -0.9 -1.1 -0.5 -0.7 -0.9 -E.1
0.3 08 1.5 22 1.3 5.4 9.9 15.0 1.6 6.1 11.1 16.7
0.2 0.7 14 2.1 12 5.3 10.1 153 1.4 6.0 11.2 169
0.2 0.5 0.9 1.3 0.3 33 6.1 9.1 1.0 37 6.8 10.2
0.7 11 1.4 1.9 5.9 8.1 10.8 14.0 6.4 59 11.8 154
24 43 67 83 234 411 540 645 254 444 583 698
0.0 0.2 03 0.4 0.3 1.2 1.9 25 0.4 13 21 2.8
14 15 17 1.8 4.3 5.2 6.0 6.7 5.6 6.6 75 83
3.2 34 36 38 18.3 19.2 199 203 211 223 232 239
0.0 0.0 0.1 0.1 0.5 0.8 1.0 11 0.5 0% 1.1 1.2
-0.0 -0.0 -0.1 -01 -0.9 -1.1 -14 -16 -1.0 -1.2 -1.4 -1.7
0.0 0.1 0.2 03 0.0 04 0.8 1.2 0.0 04 OB 13
0.0 0.1 03 0.4 0.2 0.6 11 1.6 0.2 0.7 1.2 L3
0.0 0.0 . 0.1 .2 0.0 0.2 0.5 0.7 0.0 0.2 0.5 0.8
0.1 0.2 0.2 03 0.6 08 1.0 1.3 0.6 0.9 i1 1.4
1l 17 24 29 40 67 90 11 46 74 99 121
02 0.4 0.6 08 0.2 1.2 21 3.0 0.2 1.3 2.3 3z
24 2.6 29 31 4.8 58 6.8 7.7 6.0 7.1 82 9.2
38 4.0 4.2 44 9.3 10.0 10.6 11.2 113 121 129 13.7
02 03 0.4 0.5 0.8 1.2 1.6 I8 0.9 14 1.7 20
T 05 0.4 03 0.3 -0.4 -0.7 -1.0 -1.3 -0.4 -0.7 -1.1 -14
-0.0 -0.0 -0.1 -0.2 -0.4 D6 -0.8 1.1 0.9 39 7.4 1.5
-0.0 -0.0 -0.0 -0.1 -0.0 -0.3 -0.5 -0.7 [ ] 5.1 9.2 13.7
-0.0 -0.0 -0.0 -0.1 -0.2 -0.4 -0.5 07 0.6 2.6 4.9 76
-0.0 0.0} -0.0 -0.0 -0.3 -04 -0.4 -0.5 4.4 5.8 15 94
-4 6 -8 -9 -29 -45 -36 -65 296 586 807 982
-0.0 -0.0 0.0 -0.0 -0.1 -0.2 -0.2 -0.3 0.3 1.3 23 il
-0.0 -0.0 -0.0 -0.0 -0.0 -0.2 -0.2 -0.3 6.7 7.9 89 99
-0.0 -0.0 -0.0 -0.0 -0.5 -0.5 -0.6 -0.6 5.4 10.3 11.0 t.6
0.0 -0.0 0.0 -0.0 -0.0 -0.0 0.1 -0.1 0.7 12 1.5 L7
-0.0 0.0 0.0 0.0 -0.0 -0.0 -0.0 0.0 -0.6 -1.0 -13 -1.6
-0.1 -0.2 -0.3 -0.3 2.1 4.0 54 6.7 1.9 22 2.4 25
-0.0 0.0 -0.1 0.2 2.6 4.0 53 6.6 20 1.8 L7 1.7
0.1 0.2 -0.2 0.2 i3 30 4.0 50 1.3 1.6 1.7 1.9
-0.1 -0.1 0.2 -0.2 23 2.6 3.1 37 -1l -1.3 -L.5 -1.5
-0.2 -0.8 -1.2 -1.5 75 95 108 117 7'7 g3 88 93
-0.0 -0.0 -0.0 -0.0 0.0 0.0 0.0 0.1 .0 00 0.0 0.0
-0.0 -0.0 -0.0 -0.0 25 25 25 25 29 3.0 30 30
-0.0 -0.0 -0.0 -0.0 2.1 2.1 21 2.1 22 22 22 22
-0.0 -0.0 -00 -0.0 0.0 00 (.0 0.0 0.0 0.0 0.0 0.0
-0.0 -0.0 -0.0 -0.0 03 0.3 0.3 0.3 0.4 0.4 04 0.4
0.5 1 2 3 4 11 19 28 5 15 26 38
0.4 1 2 3 5 12 20 28 6 16 27 40
0.3 0 1 2 3 . 13 18 3 10 17 25
0 1 2 P 10 13 17 22 12 16 22 28
18 59 91 1t% 350 604 794 952 710 1273 1700 2050
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Table 8: Regional Trade Flows

Billions of 1990 Dollars

Exporter
Argentina
Brazii
Chile
OLA
NAFTA
Eurcpe
pacC
China
India
Other

Percentages

Exporter
* Argentina
Brazil
Chile
OLA
NAFTA
Europe
PAC
China
India
Other-

- - I P Imponer P N . P .

Argentina  Brazil  Chile  OLA NAFTA Euwope  PAC  China  India  Other  Total
0.0 LT 03 0.7 02 00 00 00 00 0.0 23
08 0.0 03 12 15 02 00 - 00 0.0 0.0 43
0.1 05 0.0 03 02 0.1 0.0 0.0 0.0 0.0 14
05 15 0.4 00 24 05 0.1 0.0 0.0 0. 60
1.8 15 13 109 00 53 36 03 01 22 9.9
or 05 02 20 06 00 02 00 00 02 -39
00 02 01 -1 25 0.0 00 00 0.0 01 37
00 00 00 00 03 0.0 00 0.0 0.0 00 03
00 00 00 00 00 00 00 00 00 00 00
00 01 00 ° 04 00 03 02 00 00 00 -1
3.1 9.9 19 96 10 46 38 03 01 17 149

. i Importer ) .

Agentima  Brazil  Chilk  OLA NAFTA  Europe  PAC  China  India  Other  Totl
00 450 369 327 5.4 03 07 -9 27 0.0 9.4
83.8 00 399 354 110 11 0.8 03 0.0 07 79
885 600 00 375 76 1.7 2.1 1.7 09 L1 8.2
928 564 440 0.0 6.1 18 1.4 18 1.5 29 60
828 843 387 343 00 21 20 27 23 -2l 1.7
35 43 S3 S 02 00 00 01 00 00  -04
30 40 56 58 08 0.0 00 00 0.0 00 05
42 34 62 59 -0 0.0 0.0 0.0 0.0 00 03
25 66 31 42 07 00 00 0l 00 00  -02
31 19 40 47 00 00 01 02 00 00 -02
3.0 263 146 97 01 05 05 04 03 02 04
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Table 9: Wages and Employment Growth

(percentages)

TESTA SIESTA PASTA
Argentina 1995 1998 2001 200471 1995 1998 2001 2004 1695 1998 2001 2004 Ave
Real Wages -
ProfManager -0.9 0.0 0.5 0.7 -0.6 26 4.5 58 -0.5 28 4.8 6.1 33
SalesClerical 0.2 0.5 0.6 0.7 -0.0 0.8 1.4 1.7 -0.0 0.9 1.5 1.8 1.0
Aglabor 0.2 04 05 0.6 0.8 13 1.7 2.0 1.0 1.5 1.9 22 1.6
OthLabor -0.6 -0.5 -0.4 -0.3 0.3 0.8 1.1 1.4 03 0.8 1.2 1.5 10
Employment
ProfManag -0.0 -0.0 00 0.0 -0.0 0.3 04 D.6 -0.0 63 0.5 0.6 03
SalesCler 0.0 0.1 0.2 0.2 -0.0 03 04 05 -0.0 0.3 04 0.5 0.3
Aglabor 0.2 04 05 0.6 0.8 1.3 1.7 2.0 1.0 L5 19 22 16
OthLabor -0.6 -0.5 -0.4 -0.3 0.3 0.8 1.1 1.4 0.3 0.8 1.2 1.5 1.0
Brazil
Real Wages ‘
ProfManager 0.3 0.6 0.8 1.0 1.1 38 53 6.1 1.5 . 44 6.0 7.0 47
SalesClerical 0.1 03 03 0.4 0.6 1.6 21 24 0.7 1.7 22 2.5 18
AglLabor -0.0 0.0 0.0 0.0 0.5 0.9 1.0 1.1 0.6 0.9 1.1 1.2 1.0
OthLabor 0.2 0.2 0.2 0.3 1.1 1.5 1.7 19 1.2 1.6 1.9 21 1.7
Employment ‘ ‘
ProfManag 0.0 0.0 0.0 0.0 0.1 0.4 0.5 0.6 0.1 0.4 0.6 0.7 05
SalesCler 0.0 0.0 00 0.1 0.2 0.5 0.6 0.7 0.2 0.5 0.7 0.7 05
AgLabor -0.0 0.0 0.0 0.0 0.5 0.9 1.¢ 1.1 0.6 0.9 1.1 12 1.0
OthLabor 0.2 0.2 0.2 0.3 1.1 1.5 1.7 19 2. 16 19 2.1 i
Chile ' ' ‘ o
Real Wages B ) : vt
ProfManager 1.6 21 26 3.0 3.1 57 78 941.. 42.. 68 [ 90 10.7 17
SalesClerical 0.3 04 0.6 0.7 0.4 1.1 1.6 2.0 0.7, 4.7 19 24. .1 L6,
Aglabor -0.2 -0.0 0.2 03 0.5 1.3 1.9 23 05 13.- 19 23 15"
OthLabor 0.6 0.8 0.9 1.0 2.0 2.5 29 32 227~ 28 32 3.5 2.9
Employment T o o
ProfManag 0.2 02 0.3 03 03 0.6 0.8 09]" 04 07" 09 .o 67
SalesCler 00 01 02 02 ©1 03 05 06 02 04 06 07 05
AgLabor 0.2 -0.0 0.2 0.3 05 1.3 19 , 23| 05 1.3 1.9 23 %.5
OthLabor 0.6 0.8 09 1.0 2.0 25 29 32 22 28, 32 35 29,
OLA
Real Wages : N - PR
ProfManager -0.0 -0.0 -0.1 0.1 -0.4 0.6 -0.6 0.7, 39 7.6 9.9 11.2. -+ B2~
SalesClerical 0.0 -0.0 -0.0 -0.0 -0.0 -0.1 -0.1 0210 03 13 20 23 155
AglLabor -0.0 -0.0 -0.0 0.0 -0.0 -0.2 -0.2 02 00 10" 17 21 R
OthLabor 00 00 00 00/ 01 01 -0%' 02| 21 26 29 31 27
Employment . N ' o -.._‘ e
ProfManag -0.0 -0.0 -0.0 -0.0 -0.0 -0.0 -0.0 -0.0 04 0.7 0.9 1.1 08
SalesCler 00 00 00 00 00 00 00 00 00 04 . 06 07 04
AglLabor 00 00 00 00| 00 02 02 02| 00 o 17 21 .12,
OthLabor -0.0 -0.0 -0.0 -0.0 -0.1 -0.1 -0.1 -0.2 2.1 2.6 2.9 3.1 2.7
NAFTA :
Real Wages - S
ProfManager -0.0 -0.0 -0.0 -0.0 03 0.4 04 0.4 0.2 03+ 03 0.3 03
SalesClerical 0.0 -0.0 -0.0 -0.0 0.0 0.1 0.1 0.1 00- 007 00 00 - 00
Aglabor 0.0 0.0 00 00| @00 00 00 00" 007 00 00 00 0O
OthLabor 00 00 00 -00f 01 01 01 01y’ 01 01 01 01 0l
Employment ) ‘ h e
ProfManag 00 00 00 -00f 00 00 00 00} 00 00 00 00 00
SalesCler 0.0 -0.0 00 -0.0 0.0 0.0 00 . 00 0.0 0.0 0.0 0.0 00
Aglabor 0.0 00 0.0 -0.0 -0.0 -0.0 -0.0 0.0 0.0 0.0 -0.0 -0.0 0.0.
OthLabor 0.0 -0.0 0.0 -0.0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
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Table 10: Aggregate Resulls
[One percent productivity growth for Latin American Members {excluding Mexico)]

Argentina

EV (3 bill)
RGDP

TCons

Tinv

TEmp (1,000s)
EV(%)
TExp(%)
TImp {%)
TEmp(%)
REX (%)
Brazil

EV (§ bill}
RGDP

TCons

Tinv

TEmp (1,000s)
EV(%)
TExp(%)
Timp (%}
TEmp(%)
REX (%)
Chile

EV ($ bill.)
RGDP

TCons

Tinv

TEmp (1,000s)
EVY(%)
TExp(%)
Timp (%}
TEmp{%)
REX (%)
OLA

EV ($ bill.}
RGDP

TCons

Tinv

TEmp {1,000s)
EV(%)
TExp(%)
TImp (%)
TEmp(%)
REX (%)
NAFTA

EV (3 bill))
RGDP

TCons

Tinv

TEmp (1,000s)
EV(%)
TExp(%}
Tlmp (%)
TEmp(%)
REX (%}
Total Regional
EV ($ bill) -
RGDP

TCons

Tinv

TEmp (1,000s)

TESTA SIESTA PASTA

1995 1998 2001 2004 1995 1998 2001 2004 1995 1998 2001 2004
0.4 LB 4.5 B8 0.7 33 7.5 135 0.8 3.5 1.7 13.8
13 2.1 54 10.4 0.6 36 8.2 14.3 0.5 36 83 14.9
02 12 11 6.0 0.5 23 5.1 9.1 0.6 24 5.2 93
0.2 08 1.7 31 1.4 24 3.9 6.0 14 24 19 6.1
-13 -74 =75 -34 b 2 29 94 37 11 40 106
0.2 11 24 4.2 0.5 20 4.0 6.4 0.6 21 4.1 6.5
32 4.1 53 7.0 52 6.6 8.5 108 6.6 8.1 10.1 12.5
8.2 7.5 15 8.0 224 2.0 222 229 269 26.8 274 284
-0.F -0.7 -0.7 -0.3 0.3 0.0 0.3 08 0.4 0.1 04 0.9
05 0.7 0.9 L0 0.5 -0.5 -0.4 -0.4 -0.5 0.5 0.4 0.4
0.3 6.3 19.0 389 1.3 111 8.0 526 1.6 11.8 292 54.5
0.2 89 24.3 41.3 12 13.7 333 61.0 14 14.3 344 62.7
0.2 4.0 11.9 24.1 0.8 0.9 17.3 325 1.0 7.3 8.1 336
0.7 4.7 10.7 19.8 59 11.8 204 324 6.4 12.6 215 339
24 -85 186 685 234 283 663 1249 254 318 711 1307
0.0 1.3 36 6.6 0.3 24 53 8.9 0.4 25 5.6 9.2
1.4 31 5.5 85 4.3 6.8 10.0 13.6 56 8.2 i1.5 15.4
32 2.2 2.0 221 18.3 17.9 18.2 18.7 211 21.0 217 226
0.0 -0.2 04 1.2 0.5 0.6 13 22 0.5 0.6 13 23
-0.0 0.2 0.5 0.6 -0.9 0.8 -0.8 -0.8 -1.0 -0.9 0.8 0.9
0.0 04 09 [.8 0.0 0.6 1.5 27 0.0 0.7 1.6 28
0.0 0.5 L3 2.5 0.2 1.0 22 38 02 1 23 4.0
0.0 0.2 0.6 11 0.0 0.4 09 16 0.0 04 0.9 1.7
0.1 02 - 04 0.7 0.6 0.9 1.2 1.7 0.6 0.9 13 1.8
11 -8 -11 0.2 40 42 57 83 46 50 67 95
0.2 1.2 26 4.3 0.2 2.0 4.2 6.6 02 21 44 6.9
24 35 50 6.8 48 6.8 9.1 116 6.0 8.1 10.6 13.2
38 39 43 4.9 9.3 9.9 10.7 11.8 11.3 12.2 13.3 14.6
0.2 -0.1 02 0.0 08 0.8 1.0 1.3 0.9 0.9 1.2 1.6
0.5 09 1.3 1.6 -0.4 0.2 -0.0 0.1 -0.4 -0.3 0.1 0.0
-0.0 -0.0 -0.0 0.1 -0.4 -D.5 -0.7 0.8 0.9 6.6 15.2 272
-0.0 -0.0 -0.0 0.0 0.0 0.3 0.4 0.6 1.5 B9 19.3 333
-0.0 -0.0 0.0 0.0 0.2 04 -0.5 -0.5 0.6 44 10.2 18.2
-0.0 0.0 0.0 0.1 0.3 -0.3 0.3 -0.3 4.4 6.7 98 13.9
-4 -2 2 9 -29 -41 46 -46 296 307 505 837
-0.0 0.0 -0.0 0.0 0.1 -0.2 -0.2 0.2 03 2.3 4.6 7.3
0.0 -0.0 -0.0 -0.0 -0.0 -0.2 -0.2 -0.2 6.7 B8 114 143
-0.0 00 0.0 0.1 «0.5 -0.5 0.4 0.3 9.4 10.1 11.2 125
-0.0 -0.0 0.0 0.0 -0.0 -0.0 0.0 -0.0 0.7 0.6 10 1.5
00 00 -00 00 -0.0 0.0 -0.0 0.9 -0.6 -0.5 0.3 -0.2
-0.1 C-0.0 03 1.0 21 42 6.1 8.1 19 27 38 54
-0.0 -0.0 0.2 0.6 26 4.1 5.7 74 20 21 2.5 33
-0.1 0.0 0.3 0.7 1.5 31 4.5 6.0 13 1.9 28 40
-0.1 0.2 0.6 11 23 3.0 3.9 5.2 -11 -0.7 -0.0 09
0.2 0.9 28 5.2 75 97 112 125 77 90 102 115
-0.0 -0.0 00 0.0 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0
-0.0 -0.0 -0.0 0.0 2.5 25 25 2.5 29 29 3.0 30
-0.0 0.0 00 0.0 2.1 21 22 22 22 23 24 2.5
-00, 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 2] 0.0 0.0
-0.0 -0.0 -0.0 -0.0 0.3 03 03 0.2 0.4 0.4 04 04
0.5 8 25 51 4 19 42 76 5 25 58 104
0.4 12 3 (] 5 22 49 86 6 30 67 118
0.3 5 16 32 3 | ) 7 49 3 16 37 67
0.9 6 13 25 10 18 29 45 12 22 36 57
18 -168 105 666 350 383 815 1504 710 776 1425 2460
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Table 11:.Regional Trade Flows

(One percent labor productivity growth)

Billions of 1990 Dollars

Importer
Exporter Argentina  Brazil Chile OLA NAFTA, Europe PAC China India Other Total
‘Argentina . 00 12 04 08 03, 01 00 00 00 00 29
Brazil 09 00 04 15 22 09 04 00 00 04 68
Chile 02 06 00 03 03 03 02 00 00 00 19
OLA 0.5 16 04 00 35 13 0S5 00 00 07 87
NAFTA 18 72 13 110 00 53 36 03 01 22 97
Burope 02 08 03 23 07 00 -01 08 00 01 47
PAC £0 03 D1 -l 26 00 00 00 00 00 -4l
China 00 00 00 00 04 00 00 00 00 00 04
‘Tndia 00 00 00 00 00 00 00 00 00 00 -0l
Other 00 02 00 05 00 04 02 00 00 00 -16
" 30 93 20 96 25 31 29 02 00 -10 190
e
Importer

:{lf.}'.xpoﬂer'.‘ Argentina  Brazil " Chile OLA NAFTA Euope PAC China India Other Total
Argentina 00 473 436 374 8.0 17 19 02 02 13 116
Brazil o2 00 494 436 158 49 S1 48 46 49 125
Chile E, [ 906, 633 00 414 100 45 41 44 42 43 108
FOLA e 4 9Ll 599 506 00 8.9 44 SO 49 52 44 86
"NAFTA'" © 798 814 387 348 0.0 21 20 26 23 24 1.6
Burope , 58 10 15 69 03 00 00 00 D00 00 -05
‘PAC . 60. 70 I1 63 09 00 00 00 00 00 05
China 59 48 66 67  -12 00 00 00 00 00 04
‘India 62 78 93 32 -0.8 00 01 01 00 00 03
Other 9 30 70 62 00 01 £H1 01 00 00 02
et e 265 247 149 96 03 03 04 03 02 01 06
L A ot o o L

! v ol

(Y} I yr 0 . “. § 0
4 i i K (R
iy 1 i ! L AE:

P4 Iy £ g o
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Table 12: Wages and Employment Growth
One percent productivity growth (percentages)
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TESTA SIESTA ) PASTA

Argentina 1995 1998 20m 2004 1995 1998 2001 2004 1595 1998 2001 2004 Ave
Real Wages . s
ProfManager 0.9 -53 =53 -32 0.6 27 -13 1.8 -0.5 25 -10 22 . 04
SalesClerical 0.2 -4 L6 -L0| 00 -0 07 00} -00 0.9 0.7 00 04
AgLabor 0.2 0.9 -1.1 0.7 0.8 00 0.0 0.6 - 10 0.2 0.3 08 0.6
ihLabor -0.6 -0.9 0.5 0.0 0.3 04 10 1.7 0.3 05 1.0 1.8 0.9
Employment

ProfManag -0.0 -0.5 05 0.3 -0.0 -03 0.1 0.2 -0.0 -02 01 0.2 -0.0
SalesCler 0.0 -0.4 0.5 0.3 -0.0 -0.3 0.2 0.0 0.0 -0.3 02 00 - 01
-AgLabor 02 -0.9 -1.1 0.7 (1% 0.0 0.0 0.6 10 0.2 03 0.8 0.6
OthLabor -0.6 -0.9 0.5 0.1 03 0.4 1.0 1.8 03 0.5 1.0 1.9 0.9
Brazil

‘Real-Wages . .

ProfManager 0.3 29 -0.8 36 1.1 03 38 9.0 1.5 0.9 4.5 9.9 42
SalesClerical 0.1 -1.0 -0.0 16| - 06 04 1.7 36 0.7 0.5 1.8 8 17
AgLabor 0.0 04 0.2 14 0.5 04 12 ‘25 0.6 0.5 1.3 2.5 1.2
OthLabor 0.2 0.3 12 23 1.1 1.6 26 39 1.2 1.7 28 4.1 25
‘Employment

ProfManag 0.0 0.3 -0.0 0.4 0.1 0.0 0.4 0.9 0.1 0.0 04 1.0 0.4
SalesCler 0.0 0.3 -0.0 0.5 0.2 0.1 0.5 1.1 0.2 0.1 0.5 1.1 0.5
AgLabor -0.0 0.4 02 1.4 0.5 04 1.2 25 0.6 0.5 13 25 .. 12
OthLabor 0.2 0.3 1.2 23 1.1 1.6 26 30 1.2 1.7 2.8 4.1 25
Chile '

‘ Real Wages . Ca
‘ProfManager 1.6 04 0.4 14 31 4.0 58 82 42 52 7.1 2.6 6.5
SalesClerical 03 0.0 0.1 04 0.4 0.7 1.3 19 0.7 1. 1.6 23 14
Aglabor 0.2 -1.2 -14 -0 0.5 0.1 0.3 1.0 0.5 0.2 04 1.1 05
OthLabor 0.6 0.2 0.2 c.4 2.0 19 22 27 22 22 25 300 25
- Employment ' . . -

" ProfManag 0.2 0.0 0.0 10 0.3 0.4 0.6 08 0.4 0.5 07 .08 0.6
" SalesCler 0.0 0.0 0.0 ol -0 0.2 04 0.6 0.2 03 05 0.7 - 04
AgLabor 0.2 -1.2 -14 -l.i_ 0.5 0.1 0.3 09 0.5 0.2 0.4 1.1 035
OthLabor 0.6 0.2 02 04 2.0 1.9 22 27 2.2 22 25 30 25
OLA '
iReal Wages ) !

‘ProfManager 0.0 0.0 -0.0 0.0 04 0.5 -0.6 05 39 39 6.2 9.7 59
SakesClerical 00 0.0 00 0.0 -0.0 0.1 0.1 0. 0.3 - 02 08 --- 18. D8
AgLabor 00 0.0 00 0.0 0.0 0.1 0.2 0.2 00 03 0.2 Il 0.2
OthLabor 0.0 -0.0 .00 0.0 0.1 0.1 -0.1 0.0 21 22 26 3.2 25
' Employment

. ProfManag -0.0 -0.0 0.0 D.[} -0.0 -0.0 0.0 00 0.4 0.4 0.6 ~0.9 0.6
>SalesCler 00 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 03 ‘0.5 0.2
AgLabor 0.0 0.0 0.0 0.0 0.0 0.1 0.2 0.2 0.0 -0.3 02 1.1 02
OthLabor .00 -0.0 00 00 0.1 0.1 -0.1 -0.0 2.t 2.2 26 32 25
NAFTA

Real Wages

ProfManager 0.0 0.0 0.0 0.0 0.3 04 0.4 ‘0.4 0.2 0.3 03 0.3 03
‘SalesClerical 0.0 0.0 0.0 0.0 0.0 0.t 0.1 0.1 0.0 .0 0.1 0.1 0.0
AgLabor 0.0 0.0 0.0 0.0 -0.0 -0.0 0.0 0.0 0.0 0.0 0.0 -0.0 0.0
OthLabor 00 0.0 00 * 0.0 0.1 0.1 0.1 0.2 0.1 0.1 A 0.t 1
Employment :

ProfManag 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
SalesCler 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Apglabor 0.0 .00 -0.0 0.0 -0.0 -0.0 -0.0 .0 0.0 0.0 0.0 -0.0 0.0
OthLabor 0.0 0o 00 0.0, 0.1 0.1 0.1 ‘ 0.2 0.1 0.1 D.1 0.1 0.1
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In spite of the successes of economic adjustment in most Latin American countries, which
translated themselves into surging growth and abated inflation since the end of the 1980s, poverty and
inequality continue to sour the political environment. The concemn that elections in Brazil and Mexico
would result in a reversal of reform, the return of Venezuela to interventionist policies, the suspected
protectionist overtones of some measures of the new Colombian administration, are all issues that
cause.a great deal of concern in the international community about the resolve of Latin American
governments and societies to continue advancing down the path of economic adjustment.

The adjustment effort is criticised by the political opposition on the grounds that an outstanding
macroeconomic record has not translated itself into increased welfare for the population, at least when
measured through poverty and inequality reduction. Doubtful as these claims may be from an
economic point of view (see Box 1), the sheer political force of them should not be understated.

The reaction of incumbent governments under attack has been the development of a new, and in
some cases innovative, package of compensatory transfers to endangered groups of the population.
This compensatory policy usually encompasses a shift of resources away from the traditional
providers of education, health, and social security services, towards a host of narrowly targeted direct

Box 1. Is equality compatible with growth?

A recent World Bank study (Psacharopoulos er al., 1992) suggests that the choice is not necessarily between growth
and equality, but rather that growth reduces inequality. It is a well-established fact among economists that growth
reduces poverty, while recessions tend to increase it (Fields, 1991). This new study or poverty and income
distribution in Latin America indicates that the same relationship can be established with inequality: growth reduces
inequality and recessions increase it.

Inequality reduction and growth for selected Latin American countries in the 80s.
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The graph above plots the percent variation of the Gini coefficient against per capita GDP growth during the 1980s. A
regression line can be fitted to the data (t values in parenthesis below the coefficients).

Though these results are solely indicative, they show a positive relationship between growth and reductions in
inequality during the 1980s: a 1 per cent increase of GDP per capita on average reduced the Gini coefficient by
2.9 per cent (from (0.496 to 0.482). This questions somewhat the conventional wisdom about “the social costs of
adjustment”; if adjustment allows growth to resume (as has been the case in Argentina and Peru), then its
consequences may be an improvement in both efficiency and equity.




transfers to particularly vulnerable groups of the population. These programmes are justified on the
grounds that, through increased concentration of resources on really needy groups, they increase the
efficiency of government actions in poverty alleviation.

Poverty and inequality are the result of a complex process of sectoral shifts in labour allocation
that has resulted in lagging productivity and falling real wages. This is the product of ynsustainable
econdmic policies maintained through the 1980s, and of the progressive deterioration of the
mechanisms of human-capital accumulation. Compensatory policies may help to cushion the impact
on vulnerable groups of the consequences of this long-term economic and social deterioration, but
poverty and inequality reduction require a different working of the labour market, one that cannot be
achieved simply by adopting the “right” economic policies.

Labour markets are important, because sustained growth can only be the product of a continuous
increase in labour productivity. Trade liberalisation, financial reform, and general reliance on market
guidance for resource allocation are all important measures aimed at generating a growth-oriented
economic environment. But growth ultimately relics on more qualified and productive human
resources, that can provide the complementary skills needed by the increasingly sophisticated
investrnent in physical capital necessary for successful integration into the world economy. This
implies that properly functioning labour markets must provide adequate signals for agents to allocate
heterogeneous labour among different activities. Labour-market policies must induce, and labour
regulations allow for, the degree of labour mobility needed to profit from efficiency gains arising
from capital-skill complementarities. Finally, the institutional framework through which labour
regulations are enforced and labour policies implemented must be efficient and able to carry their
mandate effectively.

Without sweeping labour-market reforms Latin American policies {and politics) will continue to
be the victims of this divorce between the “right” economic policies and compensatory social policies.
The recognition that poverty and inequality reduction will only be the result of increased labour
productivity, which requires serious labour-market reform, will allow us to escape the trap of reform
unpopularity. The current record shows that governments have been much more enthusiastic about
producing macroeconomic policy reforms (including fiscal and monetary policies and the trade
regime), than at changing the rules of the game in the labour market (see Table 1). This may be
explained by the different human, institutional, and political resources needed by both types of reform
(Naim, 1994).

The labour-market problem is one of jobs and of people. Jobs need to be generated in high
productivity sectors and activities that create the conditions for rising real wages. A sustainable
economic policy is needed in order to create a growth-oriented environment. Governments should
concentrate on not hindering the development of new dynamic activities, rather than in choosing
winners at the starting gate. People need to be educated and healthy in order to be able to fill these
new jobs. Some people will have difficulties adapting to the new demands that the labour market
poses in terms of skills, and they need help. In order to devise the necessary new policies we need to
recognise that help should not always, and even not often, come from the government, but from a
structure of incentives that makes the private sector more inclined to provide training.

Key problems and facts

The labour market and its problems occupy a prominent place in the public discussion in Latin
America, but numerous misunderstandings and some outright mistaken arguments are often used.
Rising unemiployment is often denounced as a consequence of a stabilisation programme or its failure,
even though open unemployment has responded very little to economic conditions. On the other hand,
bleak images of declining productivity tend to be raised, even though value added per worker in
industrial and agricultural activities has consistently increased during the last two decades.



In order to create a more informed basis for the ensuing discussion, this section is devoted to the
discussion of the key facts that characterise the Latin American iabour markets. After discussing the
demographic background in the next sub-section, we present the changes in the sectoral structure of
employment that are at the root of the productivity and wage evolution discussed in the last
sub-section. .

The demographic background

Population growth rates in Latin America have fallen in the last 20 years, though they stili are
well above the developed countries’ average. Latin American countries have entered a stage of
demographic maturity, whereby the proportion of working age population is increasing. The
dependent population under 14 years old is declining, in some cases very sharply, while the
population over 65 years old is beginning to increases (see Figure 1).

Figure 1. The demographic structure in selected Latin Ametican countries, 1970-1990
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Source: Statistical Yearbook for Latin America and the Caribbean, 1993 Edition,Tables 1-15 to {-16, Santiago de Chile,
February 1994.

This fall of dependency rates reveals enormous opportunities for increasing standards of living:
even without changes in labour-force participation rates, Latin American countries could mobilise in
productive activities a much larger fraction of their total population. However, it also raises questions
about the stability of the fragile social security throughout the region, which will suffer the pressure
of an ageing population’s demands on the pension system.

Labour-force participation rates increased as a result of a larger proportion of women entering
the labour market (see Figure 2}, Male participation rates have not changed substantially, so average
participation rates have increased. Together with the increase in working-age population, this increase
in participation rates has resulted in the labour force’s growing much more rapidly than total
population. In spite of this increase in the labour supply, the labour market has been able to generate
enough jobs so that unemployment rates do not show any upward trend (see Figure 3).



Figure 2. Female labour force participation rates in selected Latin American
countries, 1970-1990 (percentages over total female population in each age group)
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Figure 3. Urban unemployment rates in selected Latin American

countries, 1980-1993 (percentages over total labour force)
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Figure 4. Changes in the sectoral structure of employment, 1970-1990
(percentages over total employment)
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Unemployment levels remained unchanged, even if the share of rural population — which by
the characteristics of agricultural activities normally exhibits lower unemployment — was rapidly
falling. In 1970 six out of every ten Latin Americans lived in an urban area, by 1990 this proportion
had risen to almost eight, Poverty and unfavourable working conditions continue to be an important
source of concern in rural areas (de Janvry et al., 1989), even though political and demographic
reasons make the urban poverty problem more visible Even is higher in rural areas, most of the poor
families reside in urban areas.

The sectoral structure of employment

Changes in the sectoral structure of employment were quite consistent with this urbanisation
process: between 1970 and 1990, the share of industrial employment in total had shrunk from 24 per
cent to 18 per cent, that of agriculture from 39 per cent to 24 per cent, while the service sector had
expanded its share from 37 per cent to 58 per cent. This was a generalised process: in all countries
shown below, the shrinking of the agricultural share of employment and the expansion of the service
sector is quite evident (see Figure 4).

Though internationally comparable data on the characteristics of jobs in each sector is scarce
and of unknown quality, national studies coincide in signailing that self-employment and shortages of
complementary capital are a salient trait of service-sector jobs!. In this sense, service-sector jobs in
the informal segment are ways of earning while unemployed, suggesting that a lack of productive
employment opportunities is at the root of this expansion of the service sector. This would be quite
consistent with the fact that the GDP-weighted average of the investtnent share GDP for the countries
in our sample has fallen from 21.6 per cent in 1970 to 15.7 per cent in 1990, after experiencing a high
of 24.7 per cent in 1980.

The importance of the service sector and the characteristics of its jobs may explain to a large
extent the seemingly endless ability of the labour market to adjust to the adverse shocks that hit these
economies during the 1980s without dramatic increases in unemployment. However, the price that
these economies paid for this was stagnant productivity (see Figure 5) and declining real incomes.

In 1990 value added per worker in Latin America was a paltry 4.4 per cent higher than it had
been in 1970, While overall productivity grew at an-annual 1.9 per cent in the [970s, it declined
1.3 per cent annually during the 1980s. These averages, however, hide very different sectoral
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Figure 5. Value added per worker: a tale of three seclors
Product per occupied person in selected Latin American countries, 1970-1990
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evolutions. For a sample of seven Latin American countries, the employment-weighted average value
added per worker in agriculture was 50 per cent higher in 1990 than in had been in 1970. For industry
it was 22 per cent higher, while for services it was 25 per cent lower. The optimistic vision of the
pioneers of development theory, by which the expansion of the industrial sector was going to induce
an increase in agricultural productivity, was fulfilled. The situation in 1990, however, is not one of
-converging productivities in all sectors, but instead one of an ever widening cleavage between
industrial and service activities in the urban areas.

The reasons for this productivity fall in the service sector may be found in fiscal constraints and
in the evolution of informal employment in the private services sector. Typically, public employment
represents around 20 per cent of total employment and around half service-sector employment in the
countries in our sample. Fiscal adjustment in the 1980s was mostly done through reduction of public
expenditure. Given the dominant share of wages on total public expenditure, this was reflected in a
reduction in public employees’ real wages. According to UN National Accounts methodology, value
added in public sector activities is measured by production costs (wages and inputs). Therefore, the
reduction of public sector real wages was synonymous with a fall in value added per worker in
public-sector activities.

On the other hand, the expansion of informal-sector activities is mostly located in the service
sector, given the lower capital requirements for eniry. The long economic decline of the 1980s
resulted in low employment generation in the modern segment, thus pushing a large number of
workers towards informal-sector jobs. The resulting overcrowding of the service sector depressed real
wages and lowered productivity.

Thus, when looking at the “tertiarisation” of employment in Latin American we are looking at a
very different process than that in developed economies. While in the latter it reflects the
development of modern, highly productive activities, in the former we observe the consequences of
labour under-utilisation in the informal sector.

Wages and unit labour costs

In most of the countries in our sample, average real wages in- 1991 were at the same level, or
lower, than 10 years before. This was not for lack of trying: in: most cases minimum wages were set
in such a way as to signal the desire of governments to increase the level of wages. This policy had
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Figure 6. The evolution of wages and unit labour costs
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been almost unanimously abandoned by 1985, and by 1991 minimum wages had been drastically
lowered (see Figure 6).

It 1s curious that the countries where wages fell in a more acute way were those that engaged in
“income policies” as part of failed heterodox stabilisation programmes (Argentina, Brazil, and
Venezuela). Colombia stands out as the only country where wages show a stable, slowly rising trend,
while"Chile and Mexico both show a U-shaped wage profile, with wages responding to adjustment to
external and domestic shocks,

The evolution of real wages, however, does not tell the whole story about the labour cost per
unit of product, which is the really important indicator in terms of a firm’s hiring and firing decisions.
Looking at the right-hand side of the figure, it is clear that the evolution of unit labour costs (ULCs)
is quite different from that suggested by the evolution of average and minimum wages. ULCs are
jointly determined by wages and productivity, with strong productivity increases, it is thus possible
that UL.Cs could fall even if real wages increase (insofar as the real wage rise is less than productivity
growth).

The two ways of expressing ULCs are important. First, in domestic currency terms, the figure
will rise if real wages in domestic currency rise faster than productivity (measured as production per
emplayee). Second, in dollar terms, the figure will rise if, for a given level of ULCs in domestic
currency, the domestic currency revalues against the dollar. Thus, ULCs expressed in dollar terms
reflect the evolution of domestic wages and productivity, compounded by the effect of exchange-rate
policy, and give a better idea of the joint effect of labour market and macroeconomic policies on
competitiveness.

From the beginning of the 1990s both Argentina and Mexico were experiencing rapidly
increasing ULCs in dollar terms, even if in domestic currency ULCs were constant or decreasing?.
Chile and Colombia were experiencing the same phenomenon, but on a smaller scale, while Brazil’s
ULCs were suffering from the vagaries of unsuccessful stabilisation policies. Venezuela stands out as
the country where ULCs were falling, measured both in dollars and in domestic currency.

The paradox that this evolution of ULCs shows is that countries that have successfully used
“nominal anchors” in the stabilisation process (radically in Argentina and Peru, in a milder form in
Mexico), are beginning to suffer from increasing labour costs measured in dollar terms, which is
hindering their efforts to compete in the world market. The way out of this paradox, obviously, is by
increasing labour productivity and reducing total labour costs. But increased labour productivity will
follow only from drastic reforms in the rules of the game in the labour market, while reduction in
labour costs can only come from the reduction of payroll taxes (which account in some cases for over
30 per cent of total Iabour costs).

The moral of the story is that governments concerned with the evolution of incomes wonld do
much better by concentrating on measures aimed at stimulating productivity growth, thus creating
room for real wage increases that do not reduce competitivencss. Past concentration on “income
policies” shows that, in the final analysis, they are not very efficient at rising real wages, and can
reduce employment generation in dynamic sectors.

The underlying causes

Why have labour markets behaved in such an unsatisfactory way during the 1980s? Clearly
employment sectoral composition, and productivity and wage evolution are just the symptoms of a
more profound malaise that has left us with a dismal record of poverty and inequality. The easy
answer to the question is that during the 1980s Latin American governments engaged in the “wrong”
macroeconomic policies, thus producing inadequate and distorted price signals which resuited in an
inefficient allocation of resources in the labour market. Such an answer — correct as it may be —
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Figure 7. Investment/GDP ratios in setected Latin American countries, 1970-1992
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begs the question of what the “right” policies are, unless one is ready to admit that macroeconomlc
policies are the only ones that matter.

For anyone concerned with the changing context of Latin American policies, it is obvious that
the dismal record of the 1980s is the result of a much more complex story than “wrong”
macroeconomic policies. Distortions and misallocations resulting from inadequate economic policies
were large and important, but the deterioration of social policy mechanisms and rigidities in labour
market regulations were also crucial in determining the outcome with which we are dealing now.

This section will explain that three underlying causes were instrumental in determining the
evolution of employment, productivity and wages. First, there was a fall in the investment/GDP ratio
that slowed the creation of productive employment opportunities. Second, labour-market regulations,
that had not caused major disturbances in the context of a closed and growing economy, began to
cause serious disruption when growth stopped, and hindered resource mobility when some of these
economies began to open. Third, traditional social policies began to show their ineffectiveness in
terms of facilitating human-resource development and, in a context of fiscal constraints, became
prisoner to the vested interests of public-sector employees, ceasing to serve the general public
interests.

The evolution of investment

Investment is a driving force for the labour market. On the demand side, investment generates
jobs directly, through direct employment during the construction and operational stage of new
productive facilitics, and indirectly, through its effects on aggregate demand. On the supply side, new
investments incorporate new technologies and processes that increase average productivity both
directly and indirectly. :

A reduction in investment when the labour force keeps growing reduces the marginal
productivity of labour, because new workers have less capital available with which to work. Reducing
the marginal productivity of labour also reduces real wages in a competitive market.

Investment, in turn, is a medium- to long-term commitment that is carefully evaluated by
investors in the light of current and prospective macroeconomic, social, and political conditions. An
-unstable environment tends to reduce investment, because rates of return to capital must be increased
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to compensate for the higher risks implied. Political authoritarianism, social unrest, or unsustainable
macroeconomic policies all tend to make investors shy due to the increased level of risk and of the
availability of safer environments elsewhere.

The deteriorating situation during the 1980s had a large and sustained effect on investment. The
GDP-weighted average of the investment share on total GDP for the countries in our.sample has
fallen from 21.6 per cent in 1970 to 15.7 per cent in 1990, after experiencing a high of 24.7 per cent
in 1980. This was quite a generalised process, as can be seen in the country graphs in Figure 7. Even
successful performers, such as Chile and Colombia, show investment shares on GDP smaller than
those of 1980. Of course, it can be argued that investment in 1980 was facilitated by the availability
of external financing before the debt crisis, but then why was investment in 1970 so much higher
even without the expanded availability of foreign credit?

This reduction in investment has generated quite perverse effects on the labour market, reducing
opportunities to develop physical and human capital complementarities and, therefore, labour
productivity. As a result, the informal sector in these economies has expanded quite rapidly, filling the
gap that “modern” activities were leaving between labour force growth and the creation of high
productivity employment opportunities.

Reducing macroeconomic instability and creating a strong commitment to sustainable economic
policies are necessary first steps in regenerating the conditions that will make possible an increase in
investment in these economies. However, keeping relative prices “right” — that is, avoiding large
overvatuations of the domestic currency — is also necessary to allow the development of new
productive investment projects. Reformist governments are faced with the need to perform a
balancing act between their objectives of creating credibility for the stabilisation programme — that
seems to require the establishment of a fixed exchange rate as a “nominal anchor” — while giving the
right price signals to investors willing to venture in the development of new productive activities.

It is true that overvaluation creates pressure on local firms to increase productivity, thus driving
relative prices down and compensating for the original overvaluation. The question, however, is how
much firms can do to increase productivity without deep changes in labour market regulation.

Figure 8. Severantce paymenis in four Latin American couniries
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Lahour market regulations

Labour regulations are essential for an efficient working of the labour market. Labour contracts
are not suited to the perfectly competitive market environment that economists tend to evoke, and
even in the most “casual” spot markets a structure of regulation and dispute resolution’is important
for efficiency reasons. As Coase (1990) points out, those institutions and regulations are efficient in
the sense that they allow for the development of transactions that in their absence would not take
place.

Two traits of labour contracts make the role of regulations especially important. In the first
place, labour contracts are affected by uncertainty regarding the object of transaction. Firms can
contractually obtain command over the time of the workday, but cannot always measure without cost
or effort the amount of productive effort the worker develops during that time. Faced with this kind of
uncertainty, both firms and workers gain by the development of a structure of governance that
regulates the opportunistic behaviour of the partner with the information advantage. This structure of
governance tends to be very specialised, given the specificity of the information needed for dispute
resolution.

In the second place, a large number of labour relations imply important investment in specific
capital (without value outside the firm or for other workers). Firms invest in seeking, selecting, and
training workers, investments which maust be repeated for each worker. Workers invest by acquiring
training without value outside the firm, and by the development of a certain reputation. As neither the
firm nor the worker can acquire well-defined property rights over the worker or the job, contracts
with important investments in specific capital would not be realised in the absence of regulations that
safeguard both partners against opportunistic behaviour by the other side.

Even if the nature of the labour contract calls for a well defined structure of governance,
implying regulations and an institutional enforcement framework, the question is to what extent this
structure must be implemented through legal means (public order instruments that have a blanket
effect over all transactions), or through contractual means (private order instruments that cover more
or less specific transactions). In Latin America, the dominant pattern is the first, with labour
regulations predominantly legal, while collective contracts or agreements have the law as a minimal
benchmark (Mérquez, 1994a). ‘

The general spirit of labour market regulation in Latin America is a protective one, in the sense
that workers are perceived as the “weak” party in the labour contract. Against this perceived
weakness, labour laws develop two kinds of remedies: a judicial presumption in favour of workers in
any contractual dispute, and wide latitude for administrative or judicial intervention in labour
relations. There are two specific areas where labour regulations have an especially important
distortionary effect: hiring and firing, and collective bargaining.

Severance payments and firing regulations

In all cases analysed in Mérquez 1994a and 1994b, there are strong penalties for worker
termination, when the firing is done without legally established “just cause”. “Just cause” is usually
narrowly defined in the law, and mainly includes misbehaviour. Only in the Chilean case are penalties
reduced when firing is associated with technological changes or unfavourable changes in demand. In
all cases these severance payments increase with tenure and wage (see Figure 8).

The closed enumeration of “just cause” and the legal presumptions in favour of the worker
create incentives for workers to litigate and for firms to avoid litigation, in practice making all firings
unjustified ones. In addition to severance payments, workers at the moment of firing also receive
payment of funds that were accumulated in special accounts for the duration of the contract. In many
countries, workers also have access to unemployment insurance in addition to these payments.

_ Severance payments and the disbursement of accumulated funds create a’ very particular
structure of incentive for firms and workers. Whereas firms have strong financial incentives against
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any measure that increases tenure or wages (including on-the-job training), workers can increase their
disposable income by creating the conditions where firms have to fire them (mild indiscipline,
shirking, etc.). In societies where a substantial part of the population’s skills are acquired outside the
labour market, it is easy to imagine the regressive impact these incentives have on human capital and
income distribution.

An additional, and perhaps more perverse effect, of these regulations arises when considering
that enforcement of labour regulations against firing is quite unequal for firms of different “visibility”
for the law. If all firms were equally visible, intreducing severance payments would just produce an
immediate reduction of employment, later followed by a fall of take-home payment that would again
align marginal productivity of labour and labour costs (now including severance payments).

Firms are not equally visible to the law, both because of imperfect law enforcement, and because
of differences in firm size, degree of formal organisation, and capital intensity. Larger, more “visibie”
firms, which will more likely be inspected for compliance with reguiations, will develop more formal
labour relations and will tend to respect the job security rules. Smalier, more informal firms, will find
it to their advantage to evade the law.

To the extent that labour costs for *visible” firms increase in the amount of severance payments,
labour demand in these firms will be reduced. Workers who cannot find a job there, will “invent” a
job in informal activities, in smaller firms working with less capital. As labour productivity is lower
in these informal jobs, wages will fall and income distribution will worsen. Therefore, in the presence
of firm heterogeneity, the distributional effects of severance payments are not neutral, nor negligible.

Collective bargaining and functional flexibility

Functional flexibility arises as a managerial demand in the midst of processes of economic
opening and industrial restructuring, translating itself into increased demand for “flexible” workers,
defined as those workers able to perform in different jobs within the plant, and with skills and
abilities more widely defined. In turn, remuneration of these workers tends to be based on systems
that pay for abilities and skills, contrasting with the traditional forms of fixed payments per unit of
time.

The introduction of functional flexibility in work organisation collides with labour market
regulations in most Latin American countries. On the one hand, most national legislation defines
“indirect firing” as a change in work conditions or in job definition, with the same penalties for the
firm as those associated with unjustified firing (see previous section). On the other hand, collective
contract regulations establish that any new contract cannot “worsen” the conditions of the previous
contract, without defining how this worsening is to be measured (Mirquez, 1994b). This imprecision
is reinforced by empowering the labour authority to intervene in a quite arbitrary way at any stage of
the bargaining process, thus creating incentives for both firms and unions to concentrate their efforts
in political lobbying and not in substantive discussions. Both types of regulations hinder the adoption
of technological change and limit the ability of firms and workers to adapt to the changing
environment of an open economy. Additionally, customised and collective contracts frcquently create
“closed shop” conditions, by which union members are glven preference in hiring, again hindering the
firm’s ability to adapt to new conditions. :

As is only natural, these regulatory hrmtatlons tend to be quesuoned durmg the adoptlon of
technological change and modernisation, that happen anyway if for no other reason but to viabilise
the existence of the firm and the job. These conflicts must be resolved by recourse to the
administrative or judicial labour authority, highlighting the inefficiency of these institutions to cope
with them. Given the incentives that firing penalties create, workers experience small costs in fighting
against restructuring through mild indiscipline or other less subtle forms of work attrition.

It is true that the introduction of functional flexibility expands the scope of managerial authority,
and generates changes in the equilibrium of forces between labour and management within the firm.
Given the protective spirit that informs labour regulations, these changes are perceived as negative for
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the workers, even if the associated productivity increase ends up by benefiting those same workers. kn
order to eliminate this perception bias, the elimination or reduction of severance payments and the
reduction of the power of labour authorities to intervene in an arbitrary way, must be accompanied by
a wider autonomy of firms and workers to negotiate working conditions, in order to allow job
redefinition while efficiently protecting the interests of affected workers. As Mertens. (1990) and
Calert (1991) point out, this implies fundamental changes in a union’s organisation 4nd interests
which must become instruments of a workers’ organisation oriented towards a productive partnership
with management rather than dedicated to political lobbying.

Social policies and human-capital accumulation

Social policies are one of the issues of utmost interest in today’s public discussion in Latin
America. The decade of the 1980s witnessed a progressive deterioration of the ability of social
policies to enhance the productive potential of the population. Even though the weight of fiscal
adjustment has not fallen disproportionately on social expenditure, resource constraints gencrated a
change in the composition of expenditure. The share of wages increased at the expense of inputs,
operational materials, and investment; while programmes supported by intensely organised minorities
(as in university education) gained at the expense of higher social return activities (like pre-school
and primary education) (Groshen, 1990).

The client tradition of social policy institutions has generated an enormous institutional
dispersion, with each client group enjoying access to their special institution with little or no regard
for a general strategy to cope with social problems. The budgetary practice of “acquired rights”, by
which each institution has the “right” to the same level of resources it had last year, has complicated
the situation even more, with policy-makers having effective command only over marginal increases
of the budget.

The 1980s left us with more unequally distributed human capital (the variance of educational
attainment increased), while basic social indicators (infant morbidity and mortality, caloric intake,
etc.) stopped their secular improvement. The deterioration of the operational capacity of the social
sector led to the reapparition of endemic diseases that were controlled 30 years ago, as happened in
Venezuela with dengue (a mild form of malaria). At the same time, the unstable macroeconomic
environment had a deleterious effect on social security systems. The increase in the importance of
informal employment, a more unequal human-capital distribution, and the real wage decline caused an
increase in poverty, that today affects groups that 10 years ago were well above poverty conditions.

Though Latin America has advanced in terms of quality of life since 1965, its advance has been
slower than that achieved in the developed countries. Adult literacy, schooling, and school enrolment
are all well above the levels of the developing world, and male-female differences in these indicators
are insignificant. Public expenditure in education and health is slightly higher than in the developing
world, but still well below the levels in developed countries. The “intermediate” level of these
indicators raises the question of how they should be interpreted: are they high relative to the level of
development, or are they low relative to population expectations?

In terms of level of development, one can compare secondary school enrolment rates with those
of successful Asian countries at the time they had similar per-capita income levels (Taiwan and Korea
circa 1980). Secondary school enrolment in Taiwan at the time was almost 70 per cent, while in
Korea it was close to 90 per cent. The disappointing Latin American level results both from
widespread inefficiencies in the production of educational services, and from the disproportionate
share of superior education in total educational expenditure.

In terms of population expectations, one must consider the high degree of urbanisation and the
recent spread of democratic governments through the region. It is doubtful that further reductions in
ULCs can be durably achieved by lowering wages, without questioning :the social and political
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sustainability of adjustment. Increases in productivity are needed to enhance competitiveness and, in
turn, they require more and better human resources.

Integration into the world market requires a vastly more sophisticated human-resource base than
the one presently available in the region. Therefore, beyond sensible macroeconomic policies, social
po!icy efforts and signiﬁcant investments must be undertaken aimed at rising the standatd of living,
impréving the quality of primary education, and extending the reach of secondary education (Birdsall,
1693).

The obstacles that hinder this enhanced social-policy effort are related to the institutional and
organisational structure of social services in Latin America. The education, health, and social security
systems are highly inefficient public monopolies, that have fallen prisoner to the vested interests of
their employees. Budgetary methods and the organisation of the production precess give unions and
bureaucrats the power to decide about resource allocation, and the results are low quality services
(Hausmann, 1993). At the same time, Tesource constraints associated with fiscal adjustment have
translated themselves into rationing of high priority services.

A policy agenda

The employment problem in Latin America is a problem of jobs and people. High productivity
jobs need to be created, and people need to be prepared to fill these jobs. The policy agenda implied
by these objectives goes well beyond the realm of macroeconomic policies, and demands profound
changes in social policies and in the regulations and institutions that implement labour policies.

Macroeconomic policies: the creation of a growth-oriented economic environment

Reliance on the market for resource allocation is essential to reduce the political power of
corrupt bureaucracies and the economic power of their monopolistic clientéles in modern firms.
Economic opening and trade liberalisation help to reduce the monopolistic power of privileged
groups, and to induce a more efficient resource allocation. Financial liberalisation and pension reform
are needed to increase national savings, thus providing reliable sources for investment financing.

Sound and sustainable macroeconomic policies are important. On the one hand, sound
macroeconomic policies help to reduce fluctuations arising from domestic or external shocks. In a
more stable economy, modern enterprises can grow and absorb part of the workforce that today is
employed in the informal sector. This in turn generates increasing productivity levels, even without
technological change in the modern firms. On the other hand, new investment will take place only if
macroeconomic prospects are positive and credible, which requires a sustainable policy. New
investment increases productivity, because new technologies (both physical and organisational) are
incorporated into the new productive processes. ~

The task for macroeconomic policies is far from simple. The nominal anchor-based stabilisation
programmes in Argentina and Peru have led to drastic overvaluations of their national currencies that,
given current productivity levels, generate cost levels well above those of foreign competitors. Real
anchors, now the preferred alternative, often lack credibility given the political pressures that
governments face in an uncertain political environment.

These problems notwithstanding, there are motives for optimism. To give just an example,
privatisation simultaneously helps to unload the state from unprofitable enterprises, and to attract new
investments. These new investments often generate more employment than the old public enterprise.
The feared job losses are often more than compensated for by employment generation m the new
activities around a more efficient private firm. - -~ - el
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Labour policies: from protective laws to active labour policies

The creation of a growth-oriented macroeconomic environment is a necessary, but far from
sufficient, condition to increase employment generation and productivity. The protective spirit of
labour regulations and the inefficiencies of enforcement institutions place obstacles before efficient
functioning of the labour market in two ways. On the one hand, the imposition of job security
regulations and important severance payments create disincentives to hiring new workers and to
training. On the other, the arbitrary power of the labour authority to intervene in collective bargaining
and conflicts hinders functional flexibility, and creates conditions for confrontation between labour
and management at the expense of a more productive collaborative relationship.

Severance payments and unempiloyment insurance

Severance payments should be phased out in favour of a more efficient unemployment insurance
system, carefully designed to avoid generating incentives against work. Unemployment insurance
should be conceived as a series of mechanisms and rules that stimulate a worker to obtain a job as
soon as possible and, only if he/she cannot, then provides some limited (in time and amount) income
support. Cases that cannot escape the trap of unemployment should be helped, but help should come
as additional training.

The political and social constraints under which the reform must operate are considerable, but by
changing conceptions of the nature of unemployment support much can be done. Unemployment
support must change from a system designed to provide income support for the unemployed into a
system whose primary objective is to enhance the functioning of competitive labour-market
mechanisms to help increase productivity, and only secondarily to provide income support for the
unemployed. The best protection the unemployed can receive is a new job. It is this change of
philosophy that should serve as a guide for action in this area.

Labour ministries should evolve towards a facilitating role by (1) enhancing informational flows,
(2) generating stimuli for firms to provide training (after all they are the ones who demand the trained
workers) and hiring workers, and (3) as a last resource and for a limited period of time, providing
protection for workers who are unemployed.

The idea of employment agencies as mechanisms to enhance informational flows among firms
and workers is a promising one. However, it must be understood that this function will be carried out
within an economy where firms have their own selection mechanisms for hiring and dismissing
workers. Given the heterogeneity of workers and jobs, this function could best be provided in areas
and sectors where Labour Ministries have some comparative advantage, but it should be in
competition with private employment agencies, to provide a clear bench mark for the relevance of
these activities and to encourage the competitive provision of a wider variety of services.

The encouragement of additional training investments should rely on benefits, guidelines, and
other innovations that create possibilities for firms to offset payment of contributions against direct
provision of training. Rules should stimulate workers to receive training, and firms to offer it (by
schemes of “buy-a-job” where workers assume part of the costs of training, or by offsetting payments
against direct provision). This implies that the labour authority should play a supervisory and quality
— and relevance — control with regard to the training provided by third parties, Within the context
of the supervisory role, rules should be established which provide stimulus for firms to hire trained
workers.

These reforms should operate in the context of the idea that unemployment insurance is but one
of a set of programmes making up the social protection network society offers. As such, it caters to
the needs of workers that have been fired or cannot find a job. It does so by partially protecting their
income, but not to the point where the protection becomes an incentive for not seeking work. In fact,
the most effective programmes effectively produce monetary incentives towards active job searching.
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Collective bargaining rules

Collective bargaining and labour conflicts are crucial areas in terms of functiopal flexibility,
because it is during the negotiation of collective contracts when job definitions, working conditions,
and pay structures are fixed for the duration of the contract. Labour conflicts, in turn, are just
mechanisms for dispute resolution in these discussions. Most of the problems found in this area are
related to a union structure centred on political lobbying, and in a managerial perception of workers
as competitors in rent appropriation.

Current regulations give the labour authority a wide latitude of intervention, and tend to increase
conflict and introduce uncertainty in the bargaining process. Legal dispositions related to
“improvement” of the previous contract and the ability of the labour authority to intervene in an
arbitrary way, create uncertainty and induce actors to incur the cost of political lobbying at the
expense of bargaining. This arbitrariness is usually justified on the grounds of the “economic
inferiority” of workers, but in fact serves to advance the circumstantial interests of the government
that not always, nor necessarily, coincide with those of the workers.

The fundamental criterion of reform in this area is the creation of a transparent bargaining
environment, based on the existence of rules, procedures, and lapses which are clearly defined. These
definitions would narrow the scope of arbitrariness of government intervention, limiting it to
circumstances that could affect public order or the provision of essential services. These two
situations should be positively established in the law, in order to avoid excesses of interpretation.

A good example of this type of regulation could be that seen in Chile, where the wage offer of
the employer determines the lapses and procedures that have to be followed to further the discussion
and, eventually, to declare a strike. These kind of rules favour the development of collaborative
bargaining, whereby both parts can evaluate in advance the costs and benefits of alternative courses of
action, thus avoiding the temptation of political lobbying.

Two additional rules are required. In the first place, the effects of the collective contract are
limited to the signatories. This would limit the authority of the government to extend the obligations
and benefits of the contiact to firms and workers who have not signed or discussed it, as is allowed
currently by the imposition of sector-wide agreements by administrative fiat. This would introduce an
adequate degree of decentralisation of the bargaining process, and would facilitate the introduction of
more manageable productivity considerations at the firm level.

In the second place, all decisions related to collective contracts or labour conflicts should be
adopted by secret vote in the context of legally established procedures. In many countries these
decisions can be taken by the union leadership or by non-secret vote, both procedures prone to all
kinds of distortions as the political system in these same countries has long ago recognised.

Social policies: from compensatory policies to human resource development

There is general disenchantment with the traditional organisation of social polices, while at the
same time there are urgent problems (associated with nutritional and sanitary risks) that require swift
action from these same inefficient institutions. Reforming these institutions is a hard task, because
unions in the health and education ministries are usually the most numerous and organised. Given
these constraints and needs, policy makers often decide to develop a “parallel” set of institutions that
can deliver urgently needed services in a more efficient way.

Even if this “parallel” institutionalism of social policies is more efficient — because it delivers
narrowly targeted services to specially needy groups ~ it is necessary to recognise that this increase in
efficiency does not compensate for the decline in quantity and quality of the traditional social
services, nor does it improves their efficiency. Traditional social services are important, because
education, health, and social security form the backbone of any policy of human-resource
development. Focusing services solely on the poor may isolate them from the political mainstream,
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and may even worsen the quality of the services they receive. The crucial point is that without
reforms in the traditional institutions in charge of social policies, little can be done to improve the
level and the distribution of human capital of the population.

Institutional development is the key to social policy reform, and 2 means without which no
change of the methods of resource allocation within the system is possible. Decentralisation is just a
mechinism for changing the distribution of power in the social service production system, away from
unions and bureaucrats, and towards the general public, but fulfilling this task requires defining new
budgetary methods that devolve power to the consumers.

It 1s necessary to distinguish between two different questions in this regard: who produces the
services and who pays for them? The first question relates to the relative efficiency of public and
private producers of social services, and should be solved in terms of the more efficient producer. The
second question relates to the social vs. private return of differemt services: in cases where social
returns exceed private ones, the state should clearly subsidise access. This is quite a conceptual
revolution in an area where universality and gratuity have been synonymous with public monopolistic
producers.

On the other hand, budgetary methods should be changed from the historical “acquired rights”
basis towards budgets associated with service delivery. If consumers can choose between different
providers, and a degree of cost-sharing is introduced, then competitive forces will control costs and
introduce some market discipline on producers. Given the present productive inefficiencies it is
difficult to think of cost-sharing as a mechanism of cost recuperation. Just to give an idea, the yearly
per-student cost of university education in Venezuela is much higher than the equivalent cost in an Ivy
League University in the United States. This implies that deep organisational changes are needed in
order to reduce the burden on society of inefficient producers.

A daunting task?

The agenda described above is, without doubt, daunting, fraught with political difficulties, and
bound to encounter strong resistance from vested interest groups. This agenda is not feasible without
a sustainable economic strategy and a fair political system. As Nelson (1991) points out, the
willingness of unions to participate in a reform process hinges essentially on three issues: economic
feasibility, political viability, and a reasonable expectation that today’s sacrifices are going to be
compensated by a fair participation in tomorrow’s gains. Curiously enough, these same conditions
have been often mentioned as those required by the private sector to risk their capital in new
investrnents. :

Notes

1. For a recent sample of Latin American studies see Mdrquez, 1994b; for a more general discussion see Mazumdar,
1989,

2. Another case in point, not showed here, is Peru where a “nominal anchor” stabilisation programme is producing a
drastic real revaluation of the domestic currency.
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Table 1.

Economic situation and reforms in selected Latin American countries in mid-1994

Argentina

Brazil

Chile

Colombia

Mexico

Peru

Venezuela

Macroeconomy

Stabilized in 1991,
low inflation.

Unstable, high
inflation.

Stable, moderate to
low inflation.

Traditionally stable,
moderate inflation

Stable, moderate
inflation.

Stabilized in 1992,
moderate inflation.

Unstable, increasing
inflation. Price,
exchange, and import
controls imposed in
1994,

Public sector reform

Enacted.in 1990,

Pending stabilization

Enacted in 1975.

Began in 1985, two

Fiscal adjustment

Improvements in tax
administration,

New taxes enacted in
1993/94. Privatiza-

exchange rate regime

movements and
interest rate
determination, fixed
exchange rate.
Supervision mecha-
nisms being revised.

movements and
interest rate
determination,
pepged exchange
rate, all pending
stabilization plan,

movements and
interest and exchange
rate determination.
Adequate banking
supervision.

movements and
interest rate
determination,
pegged exchange
rate. Adequate

| banking supervision.

movements and
interest rate
determination,
pegged exchange
rate. Adequate

banking supervision.

mevemenls and
interest and exchange
rate determination,
Supervision
mechanisms being
revised.

improved tax plan. Privatization and tax reforms in 1991 began in 1985.
collection, rapid deregulation since and 1992, privatiza- Improved tax expenditure control, tion stalled since
privatization and mid-eighties. tion in eamnest since collection, privatization since 1992, deregulation
deregulation process 1991. privatization and 1992. being reversed in
sinee 1991, deregulation since 1994,
: 1990.
Financial sector reform and Free capital Free capital Free capital Free capital Free capital Free capital Financial seclor law

enacted in 1993.
Banking crisis in
1994. Controlled
exchange rate and
capital movements.

NAFTA in force in

Trade reform enacted

Trade reform enacted

1992, Pension reform
in 1994,

1979 and 1990,
pension reform in
1979,

1990, pension reform
in 1993,

1993,

Trade reform Tariffs reduced in Tariff reduction Trade reform enacted | Trade reform and
1992, average tariff programmed, QRs in 1975, uniform opening accelerated 1994. Overall in 1990, average in 1990, partially
15% eliminated in 1990, tariff of 11%. in 1991, average average tariff of tariff 15%. reversed 1993-94.
average tariff of tariff of 7%. 13%. Average tariff 17%.
21.1%.
Labor market reform Partial reforms in No reform. Reforms enacted in { Reforms enacted in No reform. Pension reforms in No reform.
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Table 2. Some indicators of human capital accumulation for selected Latin American countries circa 1990

(a) ) (©) () {2
" Country HDI DRR Adult literacy Median schooling Schoeol entollment Public expenditure in...
: 1965-87 (%) (years) (%) (% of GDP)
All Males Females All Males Females Primary Secondary Tertiary Education Health
Argentina 26 95 96 95 8.7 8.5 89 74.0 1.5
+ Brazil 34 81 83 80 39 4.0 KR 88.0 390 12.0 39 3.9
Chile 5.0 93 94 93 75 78 7.2 86.0 74.0 18.0 29
" Colombia 33 87 88 86 7.1 69 1.3 73.0 52.0 14.0 29 3.0
: Mexico 4.5 g8 90 85 4.7 4.8 4.6 98.0 58.0 14.0 4.1 29
" Peru 2.5 85 92 79 6.4 7.1 5.7 95.0 67.0 35 2.4
. Venezuela n.a. 88 87 90 6.3 6.4 6.2 61.0 35.0 28.0 41
Sample average 36 86 &7 84 53 5.3 5.2 82.7 50.7 14,1 3.6
- Developing countries 23 65 75 55 37 4.6 2.7 83 40 7 34 37
" Developed countries 51 10.0 10.4 9.6 92.5 377 52

Sources:  (a} Lindenberg (1993), HDI DRR refers 10 the rate of advance of a composite index of longevity, education and income developed by the UNDP.
{b) and {c) Human Development Report 1993, UNDP, Tables 5 and 14 respectively, Developing and developed countries lines from UNESCOQ, Statistical Yearbook 1992.
{d) Primary rates are net, secondary and tentary arc gross rates.
(€) Hiuman Development Report 1993, UNDP, Table 18, Developed countries line from UNESCO, Statistical Yearbook 1992.
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Argentina

0}

1970 1975 1980 1981 1982 1983 1984 1985
Demographics
Total population (1.000s) 23 962 25 999 28 237 28 663 29 086 29 505 29 921 30331
Urban {as % of total) 78.4 80.6 82.7 84.6
Dependency rates (%) 570 58.3 618 62.4 62.9 63.4 63.9 64.1
Labour force (1.000s) 9 430 ' 10 278 10 503 10 732 10 967 11 207 11 452
Labour force participation rates (%)
Males 73.9 72.5 712
Females 24.5 24.6 254
Employment (thousands of employees) of which: 8 968 10 011 10 009 10 164 10 463 10 691 10 753
Agticulture (%) 16.0 13.0 11.6
Industry (%) 34.3 338 26.9
Services (5) 49.7 532 61.6
Urban unemployment (% labour force) 49 3 26 4.7 53 4.6 4.6 6.1
Incomes (index: 1988=100)
Average real wage 1229 102.8 91.9 82.3 103.3 130.6 110.8
Average minimum wage 10.7 10.5 10.5 16.4 17.9 12.1
Average unit labour costs (index: 1988=1)
in US$ 2.90 2.69 1.09 0.75 0.77 0.03
in domestic currency 0.87 0.81 0.79 0.99 1.26 1.15
memo:
CPI inflation rate (annual) 13.6 1829 100.8 104.5 164.8 3438 626.7 672.1
Exchange rate (index: 1988=1) n.d. nd. 39 696.0 19 7148 40327 828.1 152.0 1.0000
GDP
Total (M US$ 1988) 107 599 124 500 136 639 131 103 122 744 125 904 128 250 119 704
per-capita (USS 1988) 4 490 4789 4 839 4 574 4 220 4 267 4 286 3947
Fiscal balance (% GDP) -1.4 -99 2.7 -5.3 -3.7 10t -57 2341
X+M/GDP (%) 16.2 19.8 18.0 19.0
Current account BOP (% GDP) 0.4 -1.9 -4.2 -16 -2.0 2.0 2.0 -0.8
Gross dom. investment (% GDP) 23.8 25.1 [9.6 19.2 15.3
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Argentina (continued)

1986 1987 1988 1989 1950 1991 1992 1993
Demographics
Total population (1.000s) 30 737 31137 31 534 31929 32 322 32713 33101
Urban (as % of total) 86.2 86.8
Dependency rates (%) 64.3 64.4 64.4 64,3 64.0 63.6 63.0
Labour force (1.000s) 11 618 11 786 11956 12 129 12 305 12 483 12 664
Labour force participation rates (%)
Males 69.7
Females 26.1
Employment (thousands of employees) of which: 11 014 11 090 11203 11183 11382 11 672 11777
Agriculture (%) ' 10.4
Industry (%) 209
Services (5) 68.7
Urban unemployment (% labour force) 5.2 5.9 6.3 7.8 7.5 6.5 7.09.5
Incomes (index: 1988=100)
Average real wage 112.5 105.9 106.0 85.6 80.9 84.1 83.7
Average minimum wage 11.8 12.9 10.0 45 43 6.0 5.1
Average unit labour costs (index: 1988=1)
in US$ 0.13 0.1 1.00 0.60 0.21 224 5.35
in domestic currency 1.1 1.03 1.00 .91 0.88 0.86 0.79
memo:
CPI inflation rate (annual) 90.1 131.3 3430 3079.8 23140 171.7 24.9 10.6
Exchange rate (index: 1988=1) 0.50713 0.24324 1.0 0.14912 0.00i70 0.00077 0.00073 0.00073
GDP
Total (M USS 1988) 128 518 131 742 129 291 121 141 121 369 132 372 143 880
per-capita (USS 1988) 4 181 4 231 4100 3794 3755 4 046 4 347
Fiscal balance (% GDP) 232 -5.7 -4.0 2.7 -1.4 1.1 0.3
X+M/GDP (%} 17.0 16.7 [8.6 19.5 22.5 221 24.1
Current aceount BOP (% GDP) 24 33 42 1.0 14 18 - 55
Gross dom. investment (% GDP) 16.4 18.4 18.4 14.8 13.3 15.3 18.5

n.d. = No data
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Brazil
1970 1975 1980 1981 1982 i983 1984 1985
- Demographics
(a) Total population (1.000s) 72 325 95 847 107 349 118 998 124 068 126 898 126 862 132 744
(b) - Urban (as % of total) 55.8 518 67.5 72.7
{©) Dependency rates (%) 84.1 719 AN 709 70.3 69.7 69.2 68.7
(d) Labour force (1.000s) 30 225 44 628 45 891 47 190 48 525 49 899 51311
Labour force participation rates (%)
(&) Males 71.5 729 73.0
) Females 18.4 269 28.7
(g) Employment (thousands of employees) of which: 28 260 41 816 42 266 44 217 45 274 46 356 48 592
(h) Agriculture (%) 44.9 31.2 276
i) Industry (%) 218 26.6 18.3
Gy Services (5) 333 42,2 54.1
k) Urban unemployment (% labour force) 6.5 63 79 63 6.7 7.1 5.3
Real incomes (index: 1988=100)
()] Average real wage 76.6 96.9 1051 117.8 109.2 101.8 108.3
{m) Average minimum wage 145.6 1520 152.7 139.6 127.2 120.4
Average unit labour costs (index: 1988=1)
(n) in US$ 2.12 2.58 3.17 2.09 1.39 1.27
(o) in domestic currency 092 1.05 1.21 1.17 1.06 1.10
memo:
(p) CPI inflation rate (annual} 224 29,0 82.8 105.6 97.8 142.1 197.0 226.9
()] Exchange rate (index: 1988=1) 37 008.4 20 958.6 32657 1 894.3 983.0 339.7 102.7 304
: GDP
r) Total (M US$ 1988) 123 102 201 215 279 662 267 012 272 229 267 318 281 184 302 978
(s) per-capita (US$ 1988) 1702 2 099 2 605 2 244 2194 2107 2 165 2282
t) Fiscal balance (% GDP) -0.4 10 22 -2.2 -3.1 -4.3 -5.0 A1
() X+M/GDP (%) 215 204 200 20.1
™ Current account BOP (% GDP) 13 64 54 4.8 6.0 2.7 0.0 -0.0
(w) Gross dom. investment (% GDF) 21.5 233 27.1 19.1 134
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Brazil (continued)

1986 1987 1988 1989 1950 1591 1992 1993
Demographics
(a) Total population {1.000s) 135 564 138 328 141 068 143 77t 146 432 149 042 151 598 154 105
(b) Urban (as % of total) 76.9 71.3
-(e) Dependency rates (%) 68 67.3 66.6 65.8 64.9 63.9 62.9
(d)  Labour force (1.000s) 52 647 54 018 55 425 56 868 58 149 59 868 61 427
Labour force participation rates (%) '
(e) Males 726
) Females 303
(@ Employment (thousands of employees) of which: 50 752 52 019 53319 54 991 55 840 56 875 57 803
(h) Agriculiure (%) 24.3
(] Industry (%) 17.8
() Services (5) 57.9
(k) Urban unemployment (% labour force) 3.6 37 18 33 4.3 5.0 59 56
Real incomes (index: 1988=100)
) Average real wage 117.7 102.1 100.0 99.1 84.9 85.1 97.3
(m) Average minimum wage 129.5 105.7 100.0 104.9 71.7 87.2 834
Average unit labour costs (index: 1988=1)
(n) in US$ 1.79 1.63 1.00 0.82 0.36 1.62 .14
{0) in domestic currency 1.16 1.00 1.00 0.99 0.90 0.91 107
: memo:
()} CPI inflation rate (annual) 145.2 229.7 6823 12870 29378 440.9 1008.7 2 148.4
Q) Exchange rate (index: 1988=1) 12.5 54 1.0 0.1 0.00373 0.00054 0.00006 n.d.
GDP
(r} Totat (M US$ 1988) 326 788 337755 337 301 348 050 332 791 335283 331 534
(s) per-capita (USS 1988) 2411 2 442 2391 242 2273 2 250 2187
{t) Fiscal balance (% GDP) -13.3 -11.2 -21.5 =249 -14.3 n.a. n.a.
(u) X+M/GDP (%) 18.2 19.3 20.7 214 22.1 22.8 257
(v) Current account BOP (% GDP) -1.7 -04 1.2 03 -1.0 -0.4 1.7
(w) 18.7 18.7 17.1 17.6 14.5 15.1 14.5

Gross dom. investment (% GDP)
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Chile

1970 1975 1980 1981 1982 1983 1984 1985
Demographics
Total poputation (1.000s) 9 504 10 312 11 145 11327 11 519 11717 11 919 12 122
Urban (as % of total) 75.2 78.3 g1.1 83.6
Dependency rates (%) 79.1 729 63.9 62.7 61.7 60.8 60.1 59.5
Labour foree (1.000s) 2 857 3606 372 3 839 3961 4 087 4217
Labour force participation rates (%)
Males 65.4 62.6 65.0
Females 18.1 21.3 24.2
Employment (thousands of employees) of which: 2 740 3180 3308 2991 3212 3 3492
Agriculture (%) 23.2 16.5 14.3
Industry (%) 28.7 25.2 18.7
Services (5) 48.1 58.3 67.0
Urban unemployment (% labour force) 4.1 15.0 11.8 1t.1 221 189 18.5 17.2
Incomes (index: 1988=100)
Average real wage 68.8 99.0 107.8 107.5 96.1 96.2 92.6
Average minimum wage 135.3 133.8 140.2 127.5 109.2 103.4
Average unit labour costs (index: 1988=1)
in USS 1.11 1.59 1.61 1.06 1.08 0.78
in domestic currency 0.90 0.95 0.99 0.97 0.96 .95
memo:
CPI inflation rate (annual) 325 3747 35.1 19.7 9.9 27.3 19.9 30.7
Exchange rate (index: 1988=1) 20 740.3 61.3 6.2828 6.2828 5.1083 3.1172 2.5278 1.5430
GbhP
Total (M US$ 1988) 19 791 17 889 25 409 27 205 23 576 22 984 24 324 24 765
per-capita (US$ 1988) 20824 17348 22799 24018 2 046.7 1961.6 2 040.8 2 043.0
Fiscal balance (% GDP) =20 2.0 35 3.1 -2.6 -3.7 2.9 -1.8
X+M/GDP (%) 332 51.4 474 479
Current account BOP (% GDP) 04 -5.8 92 -19.0 99 -5 -9.0 -5.9
Gross dom. investment (% GDP) 20.3 207 12.1 11.3 . 12.2
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Chile (continued)

1986 1987 1988 1989 1990 1991 1992 1993
Demographics
Total population (1.000s) 12 327 12 536 12 748 12 961 13173 13 386 13 599
Urban (as % of total} 85.6 . 86.6
Dependency rates (%) 59.0 58.5 58.2 57.9 57.8 57.8 58.0
Labour force (1.000s) 4 329 4 445 4 563 4 685 4 810 4 938 5070
Labour force participation rates (%)
Males 66.9
Females 27.0
Employment (thousands of employees) of which: 3762 3916 4 098 4 348 4 497 4 578 4 816
Agriculture (%) 12.5
Industry (%) 22.1
Services (5) 65.4
Urban unemployment (% labour force) 131 11.9 10.2 1.2 6.5 7.3 50 48
Incomes (index: 1988=100)
Average real wage 94.2 918 100.0 101.9 103.8 108.8 116.1
Average minimum wage 99.6 93.5 100.0 108.0 118.4 129.4 135.0
Average unit labour costs (index: 1988=1})
in US$ 0.87 0.90 1.00 1.04 1.10 1.22 1.45
in domestic currency 0.98 0.96 1.00 0.98 1.02 1.02 1.04
memo:
CPI inflation rate (annuval) 19.5 19.9 14.7 17.0 26.0 21.8 15.4 12.7
Exchange rate (index: 1988=1) 1.2708 1.1187 1.0000 0.9202 0.8047 0.7020 0.6763 0.6064
GDP
Total (M USS 1988) 26 140 27 669 29 706 32 624 33 258 35263 38 925
per-capita (US$ 1988) 2120.5 22072 23302 25171 25247 2634.3 28623
Fiscal balance (% GDP) -0.5 2.4 37 5.2 14 1.6 27
X+M/GDP (%) 51.5 53.5 545 59.5 59.8 62.8 69.2
Current account BOP (% GDP) 4.9 30 06 2.2 1.7 0.4 .14
Gross dom. investment (% GDP) 12.4 14.8 15.5 17.5 16.4 15.3 +16.9
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Colombia

1970 1975 1980 1951 1982 1983 1984 1985
Demographics
(a) Total population (1.000s) 21 360 23 816 26 525 27 495 28 085 28 299 28 895 29 48]
{b) Urban (as % of total} 512 60.0 64,2 . 67.4
{c) Dependency rates (%) 97.1 844 77.8 715 76.5 71.2 70.2 69.2
(d) Labour force (1.000s) 6382 8 837 9 102 g 374 g 655 9 944 10 242
Labour force participation rates (%)
{e) Males 69.6 64.8 64.6
(f) Females 202 263 . 297
) Employment (thousands of employees) of which: 5 706 7980 8 355 8 502 8 516 8 602 § 798
(h) Agriculture (%) 393 342 30.5
(i} Industry (%) 233 235 i6.5
G Services (5) 374 423 52.9
&) Urban unemployment (% labour force) 106 11.0 9.7 8.2 9.3 11.8 13.5 4,1
Incomes (index: 1988=100)
m Average real wage 73.5 85.0 86.1 89.0 93.5 100.3 97.4
(m) Average minimum wage 91.0 90.0 943 98.2 103.3 99.5
Average unit labour costs (index: 1988=1)
{n) in US$ I.11 1.28 1.44 1.52 148 i.18
(o) in domestic currency 0.89 0.94 0.97 1.01 1.05 1.01
: memo;
) CPI infiation rate (annual) 68 229 26.5 215 24,5 19.8 16.1 24,0
) Exchange rate (index: 1988=1) 16.2 9.7 6.3 55 47 38 3.0 2.1
GDP
(9] Total (M USS 1988) 19 736 25 843 33 745 33988 34 367 35 001 36 300 37 602
{s) per-capita (US$ 1988) 924.0 1 085.1 12722 12362 12237 1236.8 12563 12755
) Fiscal balance (% GDP) -1.0 0.0 -2.0 -1.2 =20 -1.0 -4.3 2.7
(u) X+M/GDP (%) 33.5 . 33.2 . 319 . 26.7
) Current account BOP (% GDP) -43 0.8 -0.6 -6.1 -85 9.1 -4.0 5.0
{w) Gross dom. investment (% GDP) 19.8 i9.1 16.1 22.0 16.7
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Colombia (continued)

1986 1987 1988 1989 1990 1951 1992 1993
Demographics
©(a) Total population (1.000s) 30 054 30 619 31180 31739 32 300 32 862 33 425
- {b} Urban (as % of total) 70.3 73.0
{c) Dependency rates (%) 68.2 674 66.8 66.1 65.3 64.3 63.2
() Labour force (1.000s) 10 550 10 868 11 196 11 533 11 880 12 238 12 606
Labour force participation rates (%)
o) Males 65.7
H Females . 316
(€3] Employment (thousands of employees) of which: 9004 9 586 9942 10 391 10 656 11 014 11 346
{h) Agriculture (%) 273
() Industry (%) 15.0
(] Services (5) 577
(k) Urban unemployment (% labour force) 13.8 11.8 1.2 9.9 10.3 10.0 10.0 8.6
: Incomes (index: 1988=100)
(M Average real wage 102.0 101.3 100.0 1014 98.5 955 101.2
(m) Average minimum wage 103.9 102.8 100.0 100.8 98.2 94.9 924
: Average unit labour costs (index: 1988=1}
- (m in US$ 1.08 1.02 i.00 1.03 095 0.95 1.08
(@ in domestic currency 1.03 1.02 1.00 [.03 0.99 0.97 1.02
. merno: .
[{2)] CP1 inflation rate (annual) 189 233 28.1 25.8 29.1 - 304 27.0
()} Exchange rate (index: 1988=1) 1.5 12 1.0 08 0.6 0.5 0.4 0.2
GDP
)] Total (M US$ 1988) 40 036 42 143 43 967 45 408 46 984 48 017 49 795
(s) per-capita (UJS$ 1988) 13321 13764 1 410.1 1 430.7 1 454.6 14612 1 489.8
(t} Fiscal balance(% GDP) -13 -0.5 -1.4 -1.7 -0.1 -0.8 -1.5
(u) X+M/GDP (%) 29.2 32.2 31.0 304 345 359 40.6
v} Current account BOP (% GDP) 1.0 0.8 0.5 -04 1.1 4.5 1.7-
(w) Gross dom. investment (% GDP) 16.3 16.8 17.5 15.6 149 144 16.1
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Mexico

1930 1975 1980 1981 1952 1983 1084 1985
Demographics .
(a) Total population (1.000s) 50 328 58 380 64 450 66 095 67 715 69 362 7t 019 72 689
(b Urban (as % of total) 59.0 62.8 66.4 69.6
(©) Dependency rates (%) 101.6 99.1 922 88.8 86.7 84.6 824 82.0
(d) Labour force {1.000s) 13 406 22 317 23102 23915 24 756 25 627 26 529
Labour force participation rates (%)
(e) Males 65.7 704 701
) Females 15.2 263 27.4
(g} Employment (thousands of employees) of which: 12 468 21 313 22132 2291 23 122 24 167 25 362
th) Agriculture (%) 44.1 36.6 C 332
(i) Industry (%) 24,3 29.0 230
i Services (5) 316 34.4 438
k) Urban unemployment (% labour force) 7.0 7.2 4.5 42 42 6.6 5.7 4.4
Incomes (index: 1980=100)
1)) Average real wage 139.5 144.5 145.6 112.6 104.3 105.9
(m) Average minimum wage 184.5 213.5 216.2 1413 133.4 131.2
Average unit labour costs (index: 1988=1)
(n) in US$ 1.91 225 1.50 0.82 1.09 1.27
(o) in domestic currency 113 1.12 1.18 0.97 0.91 0.94
memo:
P) CPI inflation rate (annual) 52 15.2 26.4 27.9 589 101.8 65.5 57.7
(q) Exchange rate {index: 1988=1) 181.8 181.8 95.0 92.8 45.8 19.2 13.6 9.2
‘ GDP
[¢y) Total (M USS 1988) 83 657 120798 158 523 171 139 169 285 161 279 167 146 171 839
(s) per-capita (US$ 1988) 1 662.2 2 069.2 2 459.6 2 589.3 2 500.0 23252 23535 2 364.0
(6] Fiscal balance (% GDP) -1.7 -5.3 -3 -6.5 -11.% 8.2 -7.2 216
(u) X+M/GDP (%) 20.5 26.1 27.4 27.2
v) Current account BOP (% GDP) -3.7 -6.1 -6.1 -10.2 -4.0 35 2.6 07
{w) Gross dom. investment (% GDP) 2.2 27.2 239 21.8 183
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Mexico {continued)

1986 1987 1988 1989 1990 1991 1992 1993
Hemographics .
(a) Total population (1.000s) 74 374 76 075 77 789 79 515 81 250 82 997 84 770
by Urban (as % of total) 726 73.7
[(e) Dependency rates (%) 79.8 715 753 733 71.6 70.4 69.4
@ Labour force (1.000s) 27 432 28 366 291332 30 330 31 363 32 431 33 535
7 Labour force participation rates (%) '
(e) Males 71.8
H Females 29.2
{£) Employment (thousands of employees) of 26 253 27 260 28 305 29 451 30 485 31 555 32 562
which:
(h) Agriculture (%) 300
(i) Industry (%) 19.7
G Services (5) 503
(k) Urban unemployment (% labour force) 4.3 39 15 29 2.8 2.7 29 34
Incomes (index: 1980=100)
) Average real wage 99.7 99.4 100.0 104.9 108.6 115.8 126.9
{m) Average minimum wage 119.7 1135 100.0 937 83.9 80.4 777
Average unit labour costs (index: 1988=1)
(n) in US$ ) 0.88 0.72 1.00 2.08 2.24 2.82 3.0
(o) in domestic currency 0.95 0.97 1.00 1.05 1.08 115 1.26
memao;
{p) CPI inflation rate {annual) 86.2 131.8 114.2 20.0 26.7 22,7 15.5 9.8
{qQ) Exchange rate (index: 1988=1) 4.0 1.7 1.0 0.9251 0.8090 0.7575 0.7345 0.7295
GDP
() Total (M US$ 1988} 164 743 167 625 169 848 176 300 184 519 191 362 196 434
(s) per-capita (US3 1988) 2 215.1 22034 21834 22172 22710 2 305.6 23173
() Fiscal balance (% GDP) -13.0 -14.2 9.6 -5.0 28 33 4.5
(u) X+M/GDP (%) 28.4 333 316 4i.1 43.1 46.3 45.0
(v) Current account BOP (% GDP) -1.1 25 -1.4 -2 3.5 -5.4 -10.6
(w) Gross dom. investment (% GDP) 153 113 19.1 20.1 21.2 22.1 21.8
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Peru

1970 1975 1080 1981 1982 1983 1984 1985
Demographics
{a) Total population (1.000s) 13173 15017 17 325 17 699 18 058 18 568 18 992 19 417
®) Urban {as % of total) 574 614 64.5 . 674
© Dependency rates (%) 90.4 87.9 83.0 81.9 80.6 804 79.6 76.9
(d) Labour force (1.000s) 4219 5 666 5 837 6014 6 196 6 384 6577
Labour force participation rates (%)
(e) Males 67.6 66.3 66.6
f) Females 26.0 26.3 269
® Employment (thousands of employees) of which: 42190 5 656 5 441 5617 5639 5816 6577
[15)] Agriculture (%) 471 40.0 37.3
(3] Industry (%) 17.6 183 13.2
G Services (5) 353 41.7 49.6
(k) Urban unemployment (% labour force) 71 6.8 6.6 9.0 89 10.1
Incomes (index: 1988=100)
()] Average real wage 1499 1314 133.8 144.8 122.7 114.6 102.0
{m) Average minimum wage 192.3 161.9 1496 155.0 119.8 104.6
Average unit labour costs (index: 1988=1})
(n) in US$ 1.13 1.13 1.38 0.99 0.90 0.61
(o) in domestic currency 1.23 1.13 1.26 1.25 1.15 114
memo:
()] CPI inflation rate {annual) 50 236 59.1 754 64.4 11j.2 110.2 163.4
()] Exchange rate (index: 1988=1) 12009 1 160.5 1634 112.1 69.6 30.8 144 4.6
GDP
(r) Total (M US$ 1988) 22 821 29 560 32 047 34 171 34 066 29 409 30718 31 220
(s) per-capita (US$ 1988) 17324 1 968.4 1 8498 1.930.7 1 B86.5 1 5839 16174 1 607.9
(t) Fiscal balance (% GDP) -14 -4.9 -2.9 -19 -3l 73 4.4 -3.0
(u) X+M/GDP (%) 46.1 418 44.1 . 37.7
) Current account BOP (% GDP) 2.6 -9.6 0.2 -5.5 -4.8 3.1 0.7 0.3
W) Gross dom. investment (% GDP) 17.2 283 - 275 293 15.2
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Peru (continued)

1986 1987 1988 1989 1990 1991 1992 1993
Demographics
(a) Totat population (1.000s) 19 840 20 261 20 684 21 113 21 550 21 998 22 454
) . Urban (as % of total) 70.2 712
(c) Dependency rates (%) 756 74.4 73.1 71.9 70.7 69.6 68.5
(@ Labour force (1.000s) 6 761 6 949 7143 7 343 7 548 7759 7975
Labour force participation rates (%)
(e) Males 67.1
() Females 27.5
() Employment (thousands of employees) of which: 6 396 6516 6 579 6 763 7 584 7 301 7 497
(h) Agriculture (%) 4.7
(i) Industry (%) i
{]] Services (5) 54.2
k) Urban unemployment (% labour force) 54 4.8 79 79 8.3 59 6.0
Incomes (index: 1988=100)
] Average real wage 128.1 133.1 100.0 545 48.0 51.6 531
(m) Average minimum wage 108.5 1148 100.0 48.8 45.0 30.6 30.6
Average unit labour costs (index: 1988=1)
(n) in US$ 1.27 1.89 1.00 0.13 1.50 0.81 2.93
(o) in domestic cutrency 1.25 1.22 1.00 0.64 0.67 0.67 0.72
memo:
(s)] CPI inflation rate (annual) 71.9 85.8 667.0 3398.7 7 481.7 409.5 73.5 48.6
@ Exchange rate (index: 1988=1) 34 2.9 1.0 nd. n.d. n.d. n.d. n.d.
. GDP
® Total (M US$ 1988) 34752 38 296 34 849 30 316 28 903 29 755 29 086
(s) per-capita (UUS$ 1988) 17516 1 890.1 1 684.8 14359 13412 13526 12954
t) Fiscal balance (% GDP) 4.3 6.9 -39 -6.3 -54 -1.9 20
(u) X+M/GDP (%) 364 347 33.2 372 37.7 38.5 407
) Current account BOP (% GDP) -3.3 -4,0 -3 12 -2.4 -4.6 -6.4
(w) Gross dom. investment {% GDP) 18.6 221 219 16.8 20.2 234 24.4

n.d. = No data.
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Yenezuela

1970 1975 1980 198] 1982 1983 1984 1983
Demographics
(a) Total population (1.000s) 7 963 10 604 12 089 15 024 15 485 15940 16 318 16 739
(b} Urban (as % of total) 724 779 83.3 87.6
(© Dependency rates (%) 944 87.1 79.5 784 77.5 76.6 75.9 74.0
@ Labour force (1.000s) 2970 4 641 4 824 5015 5213 5419 5633
Labour force participation rates (%)
(e) Males 65.2 64.3 65.6
(3] Females 17.8 21.9 24.6
(g) Employment (thousands of employces) of which: 2738 4363 4528 4 65% 4 681 4 693 4 951
(1)) Agriculture (%) 26.0 16.1 13.3
i} Industry (%) 24.8 284 234
()] Services (5) 49.2 55.5 63.3
k) Urban unemployment (% labour force) 7.8 8.3 6.0 6.2 7.1 10.2 134 12.1
Incotnes (index: 1988=100)
(1)) Average real wage 151.5 149.1 1487 127.6
(m) Average minimum wage 111.7 96.3 87.7 826 74.3 108.2
: Average unit labour costs (index: 1988=1)
(n) in US$ . 1.93 2.49 1.65 1.55
(o) in domestic currency 1.68 1.40 1.37 1.28
memo: .
(4] CPI inflation rate (annual) 25 10.3 21.5 16.2 9.6 6.3 12.2 il4
{Q) Exchange rate (index: 1988=1) 33 34 34 34 34 34 22 1.9
GDP
[{y)] Total (M UUS$ 1588) 30 405 38 570 45 683 59 217 59 520 57 999 56 326 57 510
(s) per-capita (US$ 1988) 2 867 3191 3 041 3824 3734 3554 3 365 3 351
t) Fiscal balance (% GDP) -1.2 0.7 C 04 22 -2.1 -0.6 28 20
{u) X+M/GDP (% at 1980 prices) 80.3 570 59.2 48.1
V) Current account BOP (% GDP) -1.3 10.3 12.3 74 16 8.1 9.9 6.6
(w) Gross dom. investment (% GDP) 17.3 28.5 27.7 24.1 16.6
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Venezuela (continued)

1986 1987 1988 1989 1990 1991 1992 1993
- Demographics
{a) Total population {1.000s) 17 164 17 595 18 026 18 457 18 889 19 321 19 753 20 186
(b) Urban (as % of total) . 90.5 93.7
©) Dependency rates (%) 73.0 72.1 71.2 70.2 69.2 68.1 67.0
{d) Labour force (1.000s) 5836 6 046 6 263 6 489 6 722 6 964 7214
Labour force participation rates (%)
{e) Males 66.2
H Females . 26.9
&) Employment {thousands of employees) of which: 5238 5532 5831 5 866 6 057 6 358 6 702
{h} Agriculture (%) 11.0
i) industry (%) 223
G Services (5) 66.7 o
(k) Urban unemployment (% labour force)} 10.3 8.5 6.9 9.6 9.9 87 7.1 6.9
Incomes (index: 1988=100)
N Average real wage 120.4 1129 100.0 733 0.0 64.2 70.9
(m) Average minimum wage 101.0 121.5 100.0 g1.5 66.3 61.6 67.8
Average unit labour costs (index: 1988=1)
(n) in US$ 1.67 0.89 1.00 0.50 0.55 0.56 0.68
(0) in domestic currency 1.29 1.14 1.00 0.81 0.75 0.65 0.70
memo:
{r) CPI inflation rate {annual) 11.5 28.1 29.5 242 40.8 34.2 314 38.1
@ Exchange rate (index: 1988=1) 19 1.0 1.0 0.4799 03102 0.2559 0.2132 0.1607
GDP
) Total (M US$ 1988) 61039 63 783 67 732 61 941 65 785 72 684 78 564
(s) per-capita (US$ 1988) 3 469 3 538 3670 3279 3 405 3680 3 892
(8] Fiscal balance (% GDP}) -0.4 -1.6 -74 -1.0 -2.1 -2.8 -34
) X+M/GDP (% at 1980 prices) 51.0 50.0 55.0 512 5241 55.5 5318
{v) Current account BOP (% GDP) 2.6 -1.8 -8.6 33 11.1 2.2 -39
(W) Gross dom. investment (% GDP) 16.3 17.9 19.5 10.0 8.7 14.2 18.1
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Notes to country tables

Progreso Econémico y Social en América Latina - Informe 1993, Cuadro A-1, Interamerican Development Bank,
Washington, October 1993.

Statistical Yearbook for Latin America and the Caribbean - 1993 Edition, 1-5, Santiago de Chile, February 1994,
‘Urban’ follows national census definition in each country. .

Statistical Yearbook for Latin America and the Caribbean - 1993 Edition, I-2, Santiago de Chile, February 1994,
Population under 15 and over 64 as a percentage of the population between 15 and 64 years of age.

Swartistical Yearbook for Latin America and the Caribbean - 1993 Edition, 1-17 and 1-18, Santiago de Chile,
February 1994, The figure refers 1o economically active population ages 10 years and older.

Staristical Yearbook for Latin America and the Caribbean - 1993 Edition, 1-13, Santiago de Chile, February 1994.
Refined ratios, the figure refers to the economically active population age 10 years and older as a percentage of
total population over 10 years of age.

Staristical Yearbook for Latin America and the Caribbean - 1993 Edition, X-355, Santiage de Chile,
February 1994.

Includes agriculture, hunting, forestry, and fishing.

Includes mining and quarrying, manufacturing, electricity-gas-water, and construction.

Includes wholesale and retail trade, restaurants and hotels, transport, storage and communications, financing,
insurance, real estate and business services, and community, social and personal services.

Statistical Yearbook for Latin America and the Caribbean - 1993 Edition, 1-21, Santiago de Chile, February 1994.
Country specific definitions follow:

Argentina: Urban national.

Brazil: Metropolitan areas of Rio de Janeiro, S3o Paulo, Belo Horizonte, Porto Alegre, Salvador, and Recife.
Colombia: Bogota, Bamranquilla, Medellin, and Cali.

Chite: Greater Santiago. From 1985 onwards figures are not strictly comparable to previous years due to changes
in the design and size of the sample.

Mexico: Metropolitan areas of Mexico City, Guadalajara, and Monterrey.

Peru: Metropolitan Lima

Venezuela: Urban national.

Estudio Econdmico de América Latina y el Canbe 1992, Cuadro V-5, Santiago de Chile, Septiembre. Country
specific definitions follow:

Argentina: average wages in the manufactunng industries.

Brazil: average wages of 'base’ industries in Rio de Janeiro, average wages in the manufacturing industry of the
Sate of Sio Paulo, deflated by local CPIL.

Colombia: average worker's wages in the manufacturing industries.

Chile: Average wages in non-agricultural activities.

Mexico: Average wages in the manuefactoring industries.

Peru: Average worker's wages in private activities in Metropolitan Lima.

Venezuela: Average income per employee in urban arcas.

Estudio Econdmico de América Latina y el Caribe 1992, Cuadro V-3, Santiago de Chile, Septiembre 1993.
Country specific definitions follow:

Argentina: national minimum wage.

Brazil: minimum wage in Rio de Janeiro, deflated by local CPL

Colombia: urban.

Chile: minimum income.

Mexico: minimum wage in Mexico City, deflated by local CPI.

Peru: minimum wage for non-agricultural activities in Metropolitan Lima.

Venezuela: national minimum wage.
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n.d.

Unit labour costs are calculated from indices of real wages, employment, and real GDP. Real wages are expressed
in US$ units for (n) using the exchange rate as conversion factor, or in national currency units for (0). Real GDP
is expressed in 1988 US$ prices.

ULc,
t
where  wip index of real wages
c currency (US$ or national currency)
t period
L index of total employment
Q index of GDP in 1988 US$

The conversion factor between the two ULCs is the exchange rate. For sources see reference lines, these noles.

Iternational Financial Statistics, International Monetary Fund, updated May 1994, Washington DC.
International Financial Statistics, Intemational Monetary Fund, updated May 1994, Washington DC. Exchange
rate is expressed in US$ per unit of national currency,

Progreso Econdmico y Social en América Latina - Informe 1993, Cuadro B-1, Interamerican Development Bank,
Washington, October 1993.

Progreso Econdmico y Social en América Latina - Informe 1993, Cuadro B-2, Interamerican Development Bank,
Washington, October 1993. '

Progreso Econdmico y Social en América Latina - Informe 1993, Cuadro C-4, Interamerican Development Bank,
Washington, October 1993.

Estudio Econdmico de América Latina y el Caribe 1992, Cuadros 1141 and [1-43, Santiago de Chile, Septiembre
1993, Imports plus exports as percentages of GDP at 1980 US$ prices.

Progreso Econdmico y Social en América Latina - Informe 1993, Cuadro D-1, Interamerican Development Bank,
Washington, October 1993.

Estudio Econémico de América Latina y el Caribe 1992, Cuadro II-44, Santiago de Chile, Septiembre 1993. Data
is reported as percentage of GDP at 1980 US$ prices.

information not available in the source for the year.

data projected by interpolation between adjacent values.
non delimited: data exceeds reference boundaries.
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Age-specific labour force participation rates by sex in selected Latin American countries, 1970-90

(percentages)
1970 1990 1970 1990
B Males Females Males Females Males Females Maless Females

Argentina Brazil

10-14 years 1.8 6.3 9.5 45 . 10-14 years 21.0 54 18.2 7.8
15-24 years 76.9 382 729 357 [5-24 years 734 275 76.1 36.2
25-44 years 91.7 30.6 97.3 373 25-44 years 953 215 959 377
44-64 years 81.2 19.6 80.6 21.2 44-64 years 82.7 14.9 794 226
65 years 292 45 246 30 65 years 47.1 55 319 49
and over : and over

Ctile  Colombia

10-14 years - - - ~10-14 years 19.1 46 164 88
15-24 years 63.9 242 512 252 15-24 years 724 28.4 56.9 289
25-44 years 962 259 952 369 25-44 years 942 26.4 89.3 424
44-64 years 835 16.7 77.3 222 44-64 years 85.7 16.1 81.1 26.5
65 years 41.3 6.6 252 5.2 65 years 55.6 75 46.7 126
and over : and over

Mexico Venezuela

10-14 years 10.1 4.4 16.6 84 10-14 years - - - -
15-24 years 66.9 218 650 328 15-24 years 65.2 238 59.5 243
25-44 years 90.6 16.8 952 349 25-44 years 94.9 252 96.1 399
44-64 years 864 14.2 915 275 44-64 years 87.6 154 839 202
G5 years 67.5 10.5 67.2 175 65 years 527 5.9 39.0 49
and over : and over
Note: In Chile and Venezuela labour force definition does not inctude 10-14 age bracket,

Seurce: Statistical Yearbook for Latin America and the Caribbean — 1993 Edition, 1-13 to I-15, Santiago de Chile, February 1994,
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Int.roduction

A trade-off between augmenting growth and reducing inequality has been a basic tenet of
conventional economic wisdom regarding the nature of the development process!. The two most
common explanations given for the view that an unequal distribution of income is necessary for, or
the likely consequence of, rapid economic growth are: first, following Kaldor?, since a high level of
savings is a prerequisite of rapid growth, income must be concentrated in the hands of the rich whose
marginal propensity to save is relatively high; second, following Kuznets3, as labour shifts from a
low-productivity sector to a high-productivity sector, aggregate inequality must initially increase
substantially and only later decrease.

Why, then, in Latin America do we find relatively low rates of economic growth and high
inequality and in East Asia low inequality and rapid growth? Figure 1 relates percentage growth in
GNP, for the period 1965 to 1989, and income inequality, as measured by the ratio of the income
shares of the top and bottom quintiles, for a number of Latin American and East Asian countries. The
difference between the two regions is striking: Latin American countries, concentrated in the
south-east corner, experienced slow or negative growth and high inequality while East Asian

Figure 1. Income inequality and growth of GDP, 1965-89
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countries, which stand alone in the north-west corner, achieved both ‘extremely low inequality and
rapid growth.

Part of this disparity can be attributed to key differences in the political economy of the two
regions. In East Asia, there was competition with domestic Communist insurgents, backed by
powerful external forces, for the political allegiance of those in the bottom third of the distribution of
income. In this way governing élites came to perceive that their future political and economic
well-being depended on the future well-being of the poor. To widen the base of their political support,
leaders used a variety of tools, including land reform, public housing, investment in rural
infrastructure and, most common, widespread high-quality basic education®. The aim of these policies
was to ensure that all groups in the population benefited visibly from growth. More fundamentally,
the export-oriented, labour-demanding development strategy adopted in East Asia contributed to rapid
growth of output and, by increasing employment opportunities and wages, ensured that the benefits of
growth were widely shared. The common denominator of all the shared growth policies was that they
tended to enhance the productivity of the poor; East Asian leaders did not use Robin Hood-like
transfer policies, which frequently stifle entrepreneurship and investment.

In Latin America, Communism did not pose as serious a threat, thus making suppression of
insurgence a more viable option. Governing élites were not compelled to see a link between their own
future well-being and that of the poor. In fact, they chose policies that suggested the opposite
perception, namely that they could thrive irrespective of what happened to those in the bottom third
of the distribution of income. There were no serious attempts at land reform, education policies
tended to favour the children of the rich rather than the children of the poor and, most fundamentally,
development strategy tended to be biased against both agriculture and exports, resulting in relatively
slow growth in the demand for labour. Ironically, Robin Hood policies were more common in Latin
America than in East Asia swings to populist regimes and policies in reaction against the self-serving
myopic policies of the conventional élite resulted in large transfer programmes, which did not
augment the productivity of the poor and were, in many cases, growth constraining. The net result in
Latin America was a persistence of high-level of inequality and unrealised growth potential.

In this paper we focus on the relationship between equity and growth, contrasting the experience
of Latin America with that of East Asia. We begin by presenting empirical support for a causal effect
of inequality on economic growth, using cross-country data. We then look more closely at what might
account for the association of high inequality and slow growth in Latin America, both from the supply
side of the economy in particular, how poor educational performance contributed to high inequality
and low growth and from the demand side how development strategy compounded this effect. Finally,
we will look at why high inequality appears to be an independent factor constraining growth in Latin
America.

Twenty years ago, prior to the fulfilment of East Asia’s remarkable potential and Latin
America’s “lost decade”, Ahluwalia concluded on the basis of the cross-country data then available,
“there is no strong pattern relating changes in the distribution of income to the rate of growth of GNP.
...This suggests that there is little firm empirical basis for the view that higher rates of growth
inevitably generate greater inequality’”. He did not, as we do in this paper, suggest that high
inequality may actually hinder growth. Our conclusion is stronger; contrary to the conventional
wisdom, the evidence suggests that the association of slow growth and high inequality in Latin
America is in part due to the fact that high inequality may be, in and of itself, a constraint to growth.
Conversely, East Asia’s low level of inequality may have been a significant stimulus to economic
growth. Investment in education is, therefore, a key to sustained growth not only because it
contributes directly through productivity effects, but because it reduces income inequality.



Econometric results

Cross-country comparisons have been a prominent feature over the past 50 years of the
empirical search for uniformities in the process of the transformation of low- into high-income
countries®. In this section we quantify the effect on Brazil’s economic growth of its high level of
income inequality using the results of an econometric analysis of the relationship between income
distribution and economic growth in a cross-section of countries. We build on the results reported by
Barro (1991), who has recently joined the ranks of those searching for uniformities in the process of
economic growth. He estimates equations to explain variation among 98 countries in the growth rate
of real per capita income over the period 1960-85. Among the explanatory variables, he includes the
level of per capita gross domestic product (GDP) at the start of the period and education enrolment
rates in 1960, a crude proxy for the initial stock of human capital. His key finding is that the growth
rate is positively related to initial stock of human capital and negatively related to initial per capita
GDP. For a given quantity of initial human capital, a poor country tended to grow faster than a rich
country, so that incomes were converging over the period among countries with similar levels of
education’,

We used Barro-style growth-rate functions to assess the impact of the distribution of income on
subsequent economic growth. Clarke had found a negative relationship between income inequality
and average annual growth in per capita GDP for 1970-19885. This relationship is robust to choice of
(five) inequality measures and alternative specifications of the explanatory variables®. We modified
the Clarke exercise because: a) we wanted estimates for 1960-1985 for comparability with Barro and
our other results; b) in Clarke’s data set, inequality observations for some countries are as recent as
1980. Current inequality, arguably, is simultaneously determined with growth. We assembled country
observations from a variety of sources on the ratio of the income shares of the top 40 per cent and the
bottom 20 per cent. We chose the carliest available observation and dropped observations where the
measure post-dated 1970. This procedure yielded a data set with 74 observations.

The addition of the inequality measure to the basic Barro growth rate function, reported in
Equation 1 of Table 1 does not much change the parameter estimates. The education variables remain
significantly positive. The inequality variable is negative and significant (at the 10 per cent level).
Controlling for other determinants of growth, in a sample of 74 countries inequality and growth are
inversely related.

How big a constraint on growth is high inequality? For our sample of low- and middle-income

countries in 1960, the average annual growth in per capita GDP.between 1960 and .1985 was 1.8:per .-

cent. One standard deviation increases in primary and secondary. education raises growth rates by 0.62:

and 0.34 percentage points respectively. A one standard deviation decrease in the level of income !
inequality raises the predicted growth rate by (.32 of a percentage point. Although the impact en .

growth of a change in inequality is smaller than similar changes in enrolment rates, the effect of
reducing inequality is still substantial. For example, ceterus paribus, after 25 years, GDP per capita
would be 8.2 per cent higher in a country with low inequality than in a country with inequality one
standard deviation higher.

Some simulations

e

0,

How big was the effect of high inequality on growth in Latin America? In an attempt to answer

this question we conduct some simulations which assess how much. slower Korea.would have grown

if Korea had Brazil’s high levels of inequality. The ratio of the income share of the top 20 per cent to -

the bottom 20 per cent was roughly 8 in Korea and 26 in Brazil. Korea grew at an average rate of
5.95 per cent between 1960 and 1985. Consider two alternative simulations: in the first, we assume
Korea would have grown at 5.95 per cent except for the impact of changes in inequality; in the
second, we assume Korea would have grown at 5.95 per cent except for the impact of changes in



1960 primary and secondary enrolment rates. Using Equation 1 as our predictor we alternatively set
the inequality and enrolment rate variables to the average for all countries in our sample, to the
average for all low- and middle-income countries and to the level for Brazil. We obtain the following
predicted growth rates for Korea: .

Inequality Enroiments
Average 5.76 5.68
Low/Middle income 5.67 417
Brazil 5.29 5.39

The most striking simnulations are the ones in which Brazilian values are substituted for Korean
values. If, in 1960, Korea had had Brazil’s level of inequality, Korea’s predicted growth rate over the
following 25 years would have been reduced by 0.66 percentage points each year, implying that after
25 years GDP per capita in Korea would have been 15 per cent lower. In 1960 the percentage gap
between Korea and Brazil in enrolment rates was smaller than the gap in inequality; as a
consequence, the impact on Korea’s predicted growth of substituting Brazilian enrolment rates is
smaller than the impact of substituting Brazilian inequality. Moreover, as we see below, low
enrolment rates in Brazil were in part due to the constraint on the demand for schooling imposed by
high inequality. If Korea had Brazil’s inequality, Korea’s enrolment rates would have been lower,
suggesting a still larger gross constraint of high inequality on economic growth. This evidence, crude
though the data and methods may be, lends support to the hypothesis that high inequality in Latin
America constrained growth and that the impact was large.

Poor educational performance, slow growth and high inequality in Latin America

Differences in educational performance help to explain why Latin America experienced
relatively low rates of growth and high inequality while East Asia experienced high rates of growth
and low inequality. Figures 2 and 3 present a stylised summary of the resuits of regressing primary-
and secondary-school enrolment rates on per capita national income for more than 90 developing
countries for the years 1965 and 19870, Countries in East Asia, with the exception of Thailand, had
significantly higher primary and secondary enrolment rates than those predicted by cross-country
comparisons. The performance of Latin American countries is not nearly as strong as that of East Asia
and is mixed relative to the international norms. Where enrolment rates are low, as in Brazil and
Guatemala, children of the poor are the least likely to be enrolled. It follows that a corollary of low
enrolment rates is high inequality of access by socioeconomic background.

Finally, in contrast to East Asia where increases in quantity were associated with improvements
in the quality of education, expansion of enrolments in many Latin American countries have resulted
in the erosion of quality, particularly for the poor. Trends in drop-out rates are an indicator of trends
in quality, with quality improvements generally associated with reduced drop-outs!l. In Brazil, the
expansion of primary school coverage was associated with a dramatic decline in completion rates, due
to the inability of the system tfo offer adequate quality schooling to a larger and more diverse pool of
students. By contrast, in East Asian countries, where quantity and quality were improved
simultaneously, completion rates remained high. In the 1950s, Brazil’s primary completion rate was
higher than that of Korea 60 per cent compared with 36 per cent. Over the next three decades,
Brazil’s primary. completion :rate dropped to 20 per cent while in Korea more than 90 per cent of
those enrolled completed primary education!?,

In this section we have focused on two “vicious circles”; how, in a process of cumulative
causation, poor educational performance (which limited the supply of human capital) in combination
with inward looking, capital-intensive development strategies (which limited the demand for human
capital) contributed to slow economic growth in Latin America, and how, in turn, slow economic
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Figure 2. Cross-economy regression for primary
enroliment rates, 1965 and 1987
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growth contributed to low investment in education. We have also demonstrated how poor educational
performance contributed to high income inequality and how, in turn, high income inequality
constrained educational investments. In the following section we discuss the effect that low income
inequality, independent of its effect on investment in education, has had on economic growth.

t ;i:
4

(A

“Education and growth

The accumulation of human capital, as measured by the level of, or increases in, the educational
attainment of the population, has consistently emerged as an essential feature of economic growth and
development. The direction of causality implied by the positive correlation between educational
attainment and per capita output in a cross-section of countries is unclear: it could simply indicate that
education is a luxury consumer good that is increasingly demanded as incomes rise. This concern has
been eased by the Barro-style regressions'?, in which the characteristics of economies decades ago are
used as predictors of subsequent rates of economic growth. The important contribution of education is
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_ Figure 3. Cross-economy regression for secondary

enroliment rates, 1965 and 1987
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among the most robust findings. of the burgeoning literature on the determinants of the variance
among countries in. growth rates, provmg to be relatively insensitive to changes in either specification
or sample composition'4:

This is what human-capital theory, the theory of investment in people, would predict: education
augments cognitive and other skills which, in turn, augment the productivity of labour!>. It is also
what endogenous-growth theory predicts: a larger stock of human capital facilitates technological
progress or, for a country that is not on the technological frontier, relatively rapid acquisition of
technological capability'®, Moreover, rates of return to human capital may actually be increasing over
some range, due to spillover benefits i.e. when more education of one worker makes an entire group
of workers more productive!’,

We use a modified version of the Barro regression!® to conduct counterfactual simulations which
provide a basis for assessing the magnitude of the contribution of investment in human capital to rates
of economic growth. Figure 4 (based on column 1 of Appendix Table A) shows the growth path of
GDP per capita over the quarter century from 1960 to 1985 for a country characterised by the average
value of each of the variables in the Barro sample. It also shows the changes in growth and per capita

8



Figure 4. Simulated per capita GDP growth average
economy, primary and secondary
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GDP for that country, assuming it had achieved a 1960 primary, or both a 1960 primary and
secondary, enrolment rate one-half standard deviation above (or below) the mean. There is a 0.7 per
cent gap. in growth rates between the simutation which varies primary enrolments [GR(P)], and a

1.5 per cent gap in growth rates between the simulations which vary both primary. and. secondary ;

enrolments [GR(P+S)]. Illustrating the power of compounding, the cumulative effect: of ‘these
differences in growth rates on 1985 per capita GDP are large: 20 per cent and nearly 40 per cent,

respectively. In 1960, Korea and Taiwan had enrolment rates roughly. one-half -standard_ deviation -

above the mean while Guatemala and Bolivia had rates roughly one-haif standard deviation below. the .,

meanlg

Substituting gender-specific primary-school enrolment rates into the original Barro model?, our
results (Appendix Table A, column 2), indicate no signiﬁcant difference between the coefficient
values for males and females, suggesting that i mcreasmg primary-school enrclments for girls will be
just as effective in sumulatmg growth as mcreasmg primary-enrolments for boys2!. This conclusion
from cross-country data is consistent with the microeconomic evidence summarised by Summers
(1992), indicating that the private rates of return to education among wage eamers are roughly the
same for women as for men?2, :

i

Of course, the rate of participation in the wage-labour market is much lower for women than for
men. However, the economic pay-off to educating girls is not confined to increases in the productivity
of wage labour, but is also derived from changes in behaviour within households, e.g. fertility, which
yield non-wage social benefits. Educated mothers have fewer children?®, In East Asia the fertility rate
for women with over seven years of schooling is 54 per cent of the rate for uneducated women.
Closing a virtuous circle, the early fertility decline in East Asia, which started in the mid-1960s,
resulted in a marked slowing of the growth of the school-age population in the 1970s. This
contributed to the growth of public expenditures on basic education per eligible child more rapid than
elsewhere (see below), permitting, in East Asia, more rapid increases in the quantity, and
improvements in the quality, of schooling provided. -

While fertility rates in Latin America have declined during the past two decades, the total rate
remains high relative to East Asian rates, particularly in the poorer countries. In Bolivia, Guatemala,
Honduras and Nicaragua the total fertility rate exceeds five children per mother, whereas in Korea the
total fertility rate is less than two children per mother. This high fertility has placed added stress on
already strained resources for education; per child spending on books, equipment and teacher training
in Latin America has declined, The result of the decline in per child spending (from an estimated



$164 in 1980 per primary-school child to $118 in 1989), has been a decline in school quality,
continued high repetition the highest in the world and high drop-out rates2?.

Development strategy and the impact of education on growth

In short, both the micro and cross-country evidence indicate that a region’s educational
performance is an important determinant of its future economic growth. However, as the Latin
American and East Asian experiences show, the supply of human capital is not the whole story of the
contribution of education to growth. The demand for human capital is also important. The
import-substituting, capital-intensive strategies that primarily served the élite and labour insiders in
Latin America, did not generate strong demand for labour. By contrast, an export-oriented strategy
maintained East Asia on a labour-demanding growth path.

Differences among countries in the demand for skills have been neglected in the cross-country
assessment of the contribution of education to growth. The resulting omitted variable bias may
explain the substantial overprediction, by Barro-type growth functions, of rates of growth for some
countries with higher than predicted rates of enrolment in primary and secondary schools in the
1960s. Weak demand for educated labour may help explain why countries such as Peru and Argentina,
which like East Asia, had greater than predicted (for their initial levels of income) human-capital
endowments, nevertheless have tended to underperform, with respect to growth?.

Figure 5 illustrates the link between the demand for skill and the contribution of education to
growth. S and D are, respectively, the skill supply and demand functions of the typical Latin
American country; §° and D’ are the skill supply and demand functions of the typical East Asian
country?6, S” is shifted to the right because, for example, of greater public commitment to basic
education?’, At any given rate of return to skill, skilled workers are in greater demand in East Asia
than in the typical Latin Amierican country?®. As drawn, in East Asia high levels of demand for skill
have offset the tendency for educational expansion to induce diminishing returns to investment in
human capital.

Figure 5. Demand shifts and the returns to human capital

Rate of return to investment in human capital

East Asia
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By contrast, while enrolment rates are higher in country X than in the typical Latin American
country, the returns to education are lower. This is because X has the same human-capital supply
function as East Asia but the same skill demand function as the typical Latin American country. The
net result of high levels of both supply of and demand for human capital is that skilled labour is more
abundant in East Asia than in the typical Latin American country, while the rate of return to
human-capital investments is at least as high.

We use the degree to which an economy is oriented toward manufactured exports as a proxy for
the state of the demand side of the market for skill?®, Our hypothesis is that, in a standard growth rate
function, there is a positive interaction between education endowments in 1960 and the degree of
orientation of the economy toward manufactured exports, i.e. the more oriented toward manufactured
exports the economy is, the greater will be the demand for skilled labour and the greater will be the
impact of a given educational endowment on growth.

‘Though not without ambiguity, our results (Table 2) generally support our hypothesis®?. The
regression with the additional variables shows that the contribution of education to economic growth
tends to be greater in countries in which exports as a proportion of GDP is higher. The stimulus that
the greater supply of human capital has given to economic growth appears to have been augmented
by the export orientation of the East Asian economies and the resulting labour- and skill-demanding
growth paths they followed. Latin American countries, which in general followed a more
inward-looking, capital-intensive growth path, failed to benefit from this positive interaction between
human capital and the demand for skilled labour.

The feedback from growth to human-capital accumulation

A combination of lower supply of, and demand for, educated workers contributed to the slower
growth in Latin America than in East Asia. In addition, the region missed out on the positive feedback
from rapid growth and altered household behaviour to human-capital accumulation. Figure 5
illustrates one of the feedback mechanisms. In the absence of the skill intensification of labour
demand, diminishing returns result from educational expansion. Investment in human capital by
households is greater in East Asia than in Latin America in part because the demand for educated
workers is greater, and consequently the returns to investment in schooling are higher3!. Stronger
demand for educated workers elicits a greater supply.

The other feedback mechanism is equally simple: rapid economic growth in East Asia increased
the numerator while declining fertility reduced the denominator of the ratio of public expenditures on
basic education per school-age child. Neither in 1960 nor in 1989 was public expenditure on
education as a percentage of GNP much higher in East Asia than in Latin America. In 1960 the share
was 2.2 per cent for all developing countries, 2.3 per cent for Latin America and 2.5 per cent for East
Asia. Over the three decades, all regions markedly increased the share of national output they
invested in formal education, to 3.6 for all developing countries, 3.4 per cent in Latin America and
3.7 in East Asia%.

It was not, in short, extraordinary government commitment that produced East Asia’s
extraordinary performance with respect to the provision of education®, By the same token, poor
educational performance in Latin America can not be blamed solely on a lack of commitment to
education by governments. However, it is obvious that the more rapid the growth of aggregate output,
the more rapid the growth of the constant share of GDP that goes to education. For example, from
1965 to 1980 GDP growth averaged 7.4 per cent in Malaysia and 3.4 per cent in Argentina. This
implies that over the decade from 1965 to 1975, given a constant share of GDP allocated to
education, the resources available to the education sector in Malaysia more than doubled, while in
Argentina they increased by less than 50 per cent. ‘

Table 3 indicates that in 1970, public expenditure on basic education per eligible child was not
much higher in Korea ($95 in 1987 dollars) than in Mexico ($68)**. However, between 1970 and
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1989 it more than quadrupled in Korea, to $433, whereas in Mexico it did not even double. As a
consequence, in 1989 Mexican public expenditure on basic education per eligible child was only
26 per cent of Korean expenditure per eligible child. What accounts for this divergence? Again, it was
not government commitment, since public expenditure as a percentage of GNP over this period was
actually declining in Korea and rising in Mexico. The absolute level of expenditure on basic
education rose much more rapidly in Korea because GNP was growing so much faster than in
Mexico. Moreover, while in Mexico the number of children eligible for basic education increased by
nearl¥5_60 per cent, in Korea the school age cohort was actually 2 per cent smaller in 1989 than in
1970°%.

Of course, rapid growth also raises the demand for labour, hence wages and, in particular, the
wages of teachers. Because the pay of teachers accounts for a large proportion of recurrent
expenditure on education in low-income countries, the tendency for rising costs to diminish the
benefits of rapid growth would be strong, except for an important mitigating factor. Rapid
accumulation of human capital in one period increases the potential supply of teachers in the next,
thereby reducing the relative earnings premium teachers command. While growth is inducing
increases in average wages, the wages of more educated workers, including teachers, tend to rise at a
slower rate. :

Education and inequality

In high-income countries the inequality of pay accounts for two-thirds of total income inequality.
In low-income countries, as the share of wage employment in total employment increases, so does the
share of the inequality of pay in total income inequality?®. As the relative abundance of educated
workers increases, the scarcity rents that the educated earn are eroded. The resulting compression of
the educational structure of wages may, in turn, reduce the inequality of pay. By reducing the
inequality of pay, educational expansion may reduce total income inequality.

In its effect on the inequality of pay, the compression effect of educational expansion may,
however, be counteracted by a disequalising composition effect?’. Whether the compression effect or
the composition effect dominates will, therefore, determine whether educational expansion decreases
or increases the inequality of pay. The compression effect tends to dominate; in a cross-section of
more than 80 countries, there is a strong, and statistically significant, negative correlation between
basic education enroiment rates and the level of income inequality as measured by the gini
coefficient®s,

A comparison of microeconomic data for Brazil and Korea®® confirms this negative correlation
and suggests that differences in educational attainment contribute to the marked differences in
inequality between East Asian and Latin American countries. Brazil and Korea have similar levels of
per capita income. However, as noted above, in Korea the share of income going to the top 20 per
cent of income earners is roughly eight times the share carned by the bottom 20 per cent (1976),
while in Brazil that ratio is 26 to one (1983).

Figure 6 summarises our assessment of the effects of educational expansion on the inequality of
pay in the two countries over the decade between the mid-1970s and the mid-1980s*. Table 4 shows
that in Korea the educational composition of the labour force changed markedly: the proportion of
high-school and post-secondary graduates in the wage-labour force sharply increased and the
proportion of workers with elementary schooling or less had declined to only 8 per cent. Consistent
with the competitive market prediction that the returns to a factor decrease as its relative supply
increases, the wage premium earned by educated workers in Korea declined. Table 5 indicates that
standardising for other predictors, in 1976 workers with high-school education earned 47 per cent
more than primary school graduates; by 1986 that premium had declined to 30 per cent. Similarly, the
premium earned by workers with higher education declined from 97 to 66 per cent?..

12




Figure 6. Educational expansion and inequality
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Figure 6 shows that, by itself, the effect of the compression of the educational structure of wages
(WS) would have been to reduce the inequality of pay in Korea*’. By itself, the change in the
educational composition of the wage-labour force (CP) would have increased the inequality of pay.
The compression effect, however, dominated the composition effect. The net effect (CB) of
educational expansion was to reduce substantially, by 22 per cent, the log varlance of wages S

In Brazil the proportion of workers with secondary or hlgher educatlon increased as rap:dly as in
Korea, but from a smaller base. Hence the absolute increment..to the labour force,.of relatively -
well-educated workers was so small that it did not take much of an increase _in-the. demand..for...
educated workers to offset any wage compression effect of the increase in supply. Table 5 shows that
the educational structure of wages barely changed in Brazil. For example, the wage premium earned
by university leavers was 159 per cent in 1976 and 151 per cent in 198543,

Brazil did not benefit from a wage-structure effect (WS) on inequality and the impact on pay
inequality of changes in the educational composition of the labour force was substantial (see
Figure 6). By itself, the composition effect (CP) would have increased the log variance of wages by .«
8.1 per cent. The net effect of educational expansmn in Brazil over. the decadc was to increase the.log:. -
variance of wages by roughly 4 per cent, in marked contrast to the 22 per cent decline- that resulted.
from educational expansion in Korea. e e Ce e o

What would the inequality of pay in Brazil have been had educational policy resu]ted in
educational attainment comparable to that in Korea in the mid-80s? Simulations (see CB* in Figure 6)
indicate that Brazil would have had a log variance of wages in the mid-80s some 17 per cent lower
than the actoal. This 17 per cent reduction represents over one-quarier of the gap between Brazil and
Korea in the log variance of wages.

Inequality and the demand for schooling

Below-average levels of educational attainment in Latin- America thus contributed to -
above-average levels of income inequality. There has also been a feedback effect, closing a vicious
circle, from high inequality to low enrolment rates. High income inequality limits household demand
for education and probably decreases public supply.
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Budgetary constraints, and capital-market imperfections, mean that poor households often do not
make human-capital investments in their children even when the returns are high. The pressing need
to use income simply to subsist crowds out high-return investments and constrains the demand for
education, Table 6 pairs East Asian countries with others with very similar levels of average per
capita income, but considerably higher levels of income inequality, hence considerably lower absolute
incomes of the poor. For example, while the per capita income of Brazil (in 1983) slightly exceeded
average income in Malaysia (in 1987) the bottom quintile received 4.6 per cent of total income in
Malaysia but only 2.4 per cent of total income in Brazil. The per capita income of the bottom quintile
in Brazil was thus only 54 per cent of the income of households at the bottom of the income
distribution in Malaysia. Given an income elasticity of demand for basic education of 0.50 (a
conservative figure), if the distribution of income were as equal in Brazil as in Malaysia, enrolments
among poor Brazilian children would be more than 40 per cent higher. There is some evidence that
among the poor the income elasticity of demand for basic schooling exceeds 1.0, in which case
enrolments among poor Brazilian children would be over 80 per cent higher.

A variable measuring inequality in the distribution of income was added to an analysis of the
determinants of differences among countries in secondary enrolment rates*®. The income-distribution
variable had- the predicted effect: more egalitarian societies had higher secondary-school enroiment
rates®. The estimated equation was used to decompose the difference in enrolment rates between
Brazil and Korea. Table 7 summarises the results. The decomposition indicates that none of the
27 percentage-point difference can be explained by GNP per adult which was at that time lower in
South Korea. Nor do less costly teachers contribute to the explanation, as teacher pay in relation to
GNP per capita was also lower in Brazil. The larger size of the school age cohort in Brazil explains a
small proportion of the gap. Nearly all of the portion of the gap that can be explained is due to the
greater inequality in the distribution of income in Brazil than in Korea%. If income was distributed as
equally in Brazil as in Korea, the prediction is that instead of being 27 percentage points higher,
Korea’s secondary enrolment rate would be only 6 percentage points higher. The cross-country
evidence is consistent with the micro-evidence: the impact of differences in income inequality on
enrolment rates can be large. )

High income inequality may have an influence on the supply side as well as the demand side of
the market for education. For the government to provide subsidised basic educational opportunities
for a large segment of the school-age population when the distribution of income is highly unequal,
the tax burden on the rich would have to be heavy. High-income families are likely to resist such
measures and attempt to channel subsidies to higher education where their chiidren will be the
beneficiaries. If incomes are more equally distributed, as was the case in East Asia, the incidence of
taxes to finance mass education need not be as concentrated and resistance to such programmes by
high-income families is likely to be weaker. While public expenditure on education as a share of GNP
is not significantly lower in Latin America than in East Asia, the share of public expenditure on
education allocated to basic education has been consistently lower?’, which helps explain why
opportunities for bastc education are less abundant and of poorer quality in Latin America. The lower
share of public resources for education allocated to basic education in Latin America than in East Asia
may be a function of high inequality in the distribution of income.

Why might low inequality stimulate growth?

Using income transfers to.reduce income inequality is unlikely to be good for growth: transfers
often result in the diversion of scarce savings from investment to the subsidisation of consumption;
the targeted group is often not the one to benefit from transfers, reducing the effectiveness of transfers
as a means of raising the standard of living, hence the savings and investment rates, of the poor;
transfers tend to distort incentives and reduce both allocative and X-efficiency. However, policies that
increase the productivity and earning capacity of the poor may be quite a different matter.
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Consider four ways in which low inequality can stimulate growth:
— by inducing large increases in the savings and investments of the poor,

— by contributing to political and macroeconomic stability for example by reducing the
tendency for fiscal prudence to be sacrificed to political expediency, by discouraging
inappro 4gnate exchange-rate valuation, and by accelerating the adjustment to macroeconomic
shocks

— by increasing the X-efficiency of low-income workers; and

— by raising rural incomes which limits intersectoral income gaps and the rent-seeking
associated with such gaps and increases the domestic multiplier effects of a given increase in
per capita income.

First, liquidity constraints can keep the poor from investing even when expected returns are
hlgh We saw above how reducing inequality increases investment in education by easing such
constraints. Reducing inequality can have a similar impact on such other dimensions of human capital
investment as health and nutrition. While part of this effect is through education, particularly of
mothers, part is independent of the education link*®. Lower income inequality implies higher absolute
incomes for the poor. Nutritious food, and preventive and curative health care, are superior goods and
services. Therefore, the impact of reducing inequality on the consumption by the poor of these goods
and services is likely to be larger than the impact of reducing inequality on the incomes of the poor.
Among the poor, the productivity of labour is adversely affected by inadequate nutrition and ill
health. By improving the health and nutrition of the poor, greater equality will increase productivity
and thus stimulate growth.

We are suggesting that the higher the absolute income of the poor, the smaller the negative
impact on their investment rate of the capital-market imperfection that prohibits borrowing to finance
investment in human capital. This implies that where income inequality is low, the positive
association between income and savings rates may not be as strong as Kaldor presumed, nor as
national income data indicate. The data only capture savings channeled through financial
intermediaries, not the increased investments in human capital that result from eased llquldlty
constraints?,

Second, lower inequality can stimulate growth by increasing political, and macroeconomic;
stability. When the incomes of the élite rapidly increase, while the incomes of non-élites stagnate, the'
risk is that a large proportion of the population becomes politically alienated. Declining’ inequality’
implies that non-€lites are sharing in the benefits of economic growth. This reduces the risk of their
political alienation, legitimises government in the eyes of the mass of the population, and helps build
broad-based political support. A more stable political environment is conducive to economic growth:
investment is likely to be higher where the risk of economicaliy disruptive political upheaval and the
expropriation of private assets is reduced.

~ The likelihood that policies will swing between the extreme of serving narrowly defined, and
myopic, interests of the élite, and an equally myopic populist extreme is lower where there is
broad-based political support for the government. Such policy swings, much more common in Latin
América than in East Asia, increase economic uncertainty and thereby reduce investment. Policies at
each extreme also tend to divert scarce resources directly from high-return investments to
consumption, which suggests a link between the distribution of income and macroeconomic stability.
By macroeconomic stability we mean that inflationary spending is kept under control, internal and
external debt remain manageable, and the macroeconomic crises that result from unanticipated shocks
are quickly resolved>!.

Low inequality can ease pressure for public spending on favoured groups. At one exireme, the
substantial allocation of limited fiscal resources for tertiary education, so common in Latin America,
is an example of a fiscal policy from which the children of the élite disproportionately benefit, but
which contributes little to growth®2, The government, in essence, subsidises the consumption of
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high-income families: since private returns to, and the resulting demand for, tertiary education are
high, the élite would have undoubtedly been willing and able to pay to provide this schooling for their
children in the absence of subsidies.

At the other extreme, the provision by many Latin American governments of make-work jobs in
the public sector in an attempt to satisfy the excess demand for high-wage employment is an all too
common example of populist policies. Because in these circumstances wages in the public sector are
generally higher than the marginal product of labour, which may be zero or even negative, this excess
employment is heavily subsidised and diverts scarce savings from high return investments to
consumption??,

Low inequality can also contribute to macroeconomic stability by strengthening resolve to avoid
exchange-rate overvaluation. A myopic, self-serving élite that is not concerned with the welfare of the
poor will tend to overvalue the exchange rate’*. This will reduce the price of imports, which the
urban-dwelling élite has a high propensity to consume, at the expense of agriculture, in which the
poor are concentrated, and other export-oriented sectors, thereby worsening the distribution of
income. In addition, overvalvation is likely to exacerbate external imbalance, a common cause of
macroeconomic instability. A government that places a high priority on raising the incomes of the
poor is less likely to discriminate against agriculture and other exportables in this way. East Asian
countries have maintained relatively stable exchange rates over the last two to three decades, avoiding
the rapid appreciation so common in Latin America®, Stable exchange rates eased the task of
containing inflation and limiting internal and external debt to manageable proportions.

The ability to respond quickly to unanticipated shocks is another link between the distribution of
income and macroeconomic stability. To respond quickly a government must have the political
legitimacy that derives from substantial popular support and, closely related, it must have enough
power to act independently and not gain approval for each major initiative. As noted, reducing
inequality is one means of increasing the legitimacy of the government in the eyes of the population;
reducing inequality also implies that the poor are sharing in the fruits of economic growth.

Those in the bottom half of the distribution of income are more likely to be willing to share the
burden of adjustment to a negative shock if the short run consequence is a decline in the rate of
growth, rather than in the absolute level, of their incomes®. Sharing the burden means the
government will be better able to adjust domestic absorption by reducing consumption while
protecting investment. If incomes of the poor are not rising or rising very slowly, a reduction of
wages or subsidies, as a means of reducing domestic absorption, even if to promote long-term growth,
is more likely to provoke a strong negative reaction and could lead to political and economic
disruption.

Third, low inequality can stimulate growth by increasing X-efficiency. Children from
low-income households who learn from experience that no matter how great their effort, in the
competition for such rewards for academic excellence as access to scarce places in the university
system, it will be insufficient to compensate for the low quality of the schools they attend, are
unlikely to make an extra effort. By contrast, poor children in high-quality schools who see tangible
rewards for effort are more likely to make such an effort.

Similarly, extra effort is unlikely to be forthcoming from low-income workers or farmers who,
because of policy biases, face economic incentives that do not reward effort. They are more likely to
shirk and to become resentful and alienated. By contrast, if economic incentives do reward effort,
they are likely to respond. Though difficult to quantify, the increases. in productivity associated with
low inequality may, nevertheless, be large. The work ethic for which East Asian children and labour
are well known may be less an exogenous cultural trait than an endogenous response to incentives
that reward effort.

Land reform is the most straightforward example of an agricultural policy, implemented in
Korea and Taiwan, that both reduced inequality and increased productivity. Labour intensity and yield
tend to increase.as farm size decreases: value added per hectare on small farms (three hectares or
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less) tends to be three to five times greater than the average for large farms (500 hectares or more)*’.
- This implies that the reduction in the inequality of land holding, and in the average size of farm, that
resulted from the land reforms in Korea and Taiwan also increased agricultural output and labour
demand. In Indonesia, Thailand and Korea, both the average size of farms and the gini coefficient of
farm-size distribution are much smaller than in Brazil, Mexico, Argentina, and most other countries in
Latin America’®.

Finally, low income inequality can stimulate growth by reducing the risk of costly rent seeking
in the labour market and by increasing the domestic multiplier effect of a given increase in incomes®,
As a result of policies that contribute to, rather than sap, the dynamism of the agricultural sector,
societies with low income inequality will generally have a smaller gap between rural and urban
income, and a relatively better off rural population®. Hence, the pressure, referred to above, to
generate make-work jobs in the high-wage urban public sector is reduced as are the negative
consequences for growth of an expandlng “job sink”. The small rural-urban income gap also implies a
relatively weak Kuznets effect, i.e. the tendency for the intersectoral transfer of labour, which resuits
from the rapid growth of output and employment in the sector manufacturing goods for export, to
induce greater income inequality is not as strong.

Higher income in the rural and agricultural sectors also means higher demand for the
agricultural inputs and consumer goods that can then stimulate the growth of non-agricultural output
and employment. In Taiwan, for example, in the 1950s and early 1960s agriculture, not manufacturing
for export, was clearly the “leading sector” and roughly 60 per cent of the increment to aggregate
demand was domestic. More generally, among Asian countries there is a strong positive correlation
between the rate of growth of the agricultural sector and the rate of growth of the non-agricultural
sector®!. The relationship suggests that the multiplier effects of agricultural growth on manufacturing,
construction and services are large: a 1 per cent increase in agricultural growth is associated with a
1.5 percentage increase in the growth rate of the non-agricultural sector52,

The relatively simple manufactured inputs and consumer goods demanded by rural residents are
generally more efficiently produced with labour-intensive techniques, the employment effects of these
increases in demand, therefore, are ampliﬁed63_ When the incomes of the urban élite increase,
however, the tradeables on which they spend their increased income tend to be capital-intensive
goods. Given the high inequality in Latin America, the domestic demand for labour-intensive goods
remained relatively weak. In East Asia, however, strong domestic demand may have given early
manufacturers a competitive advantage in international markets, by giving them the opportunity to
test market labour-intensive goods and achieve economies of scale.

Conclusion

The contrasting experiences of Latin America and East Asia suggest that inequalities in the
distribution of both education and income may have a significant and negative impact on the rate of
economic growth. The unequal distribution of education in Latin America, in terms of both quantity
and quality, constrained economic growth in the region by foregoing opportunities to increase labour
productivity and change household behaviour. At the same time, the relatively small size of the
educated labour force and high scarcity rents of the more educated contributed to high inequality in
the distribution of income. Closing a vicious circle, slower growth and high income inequality, in
turn, further limited the supply of, and demand for, education. In East Asia, however, the poor have
had relatively equal access to quality basic education, leading instead to a virtuous circle of high
educational performance that stimulated growth and reduced inequality.

Education policy alone, however, does not explain the tremendous differences in equity and
growth between the two regions. We have suggested that macroeconomic and sectoral policies in
Latin America, which favoured capital-intensive production and were biased against the agricultural
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sector, almost certainly exacerbated the inequality problem and may, in fact, have hindered growth as
well. The East Asian development strategy, however, promoted instead a dynamic agricultural sector
and a labour-demanding, export-oriented growth path, adopted in part because of their beneficial
impact on all groups in the population, thereby reducing inequality and stimulating growth. We have
also suggested that low inequality may not omnly contribute to growth indirectly, by increasing
investment in education, but may by increasing investment in dimensions of human capital other than
education, by increasing political and macroeconomic stability, and by decreasing intersectoral income
gaps and increasing the domestic multiplier effects of a given increase in income have a direct
positive effect on the growth rate.

The experience of the two regions is sufficient to reject the conventional wisdom of a necessary
link between high income inequality and rapid growth. While our analysis has not been sufficient to
confirm the opposite, we hope others now seriously consider the hypothesis that high inequality, and
policies that ignore or even exacerbate inequality, constrain growth in the long run. The challenge in
Latin America is to find ways to reduce inequality, not by transfers, but by eliminating consumption
subsidies for the rich and increasing the productivity of the poor.
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Notes

Robinson (1976) observed that the tendency for inequality to increase first, and only later to decrease with economic
development had “acquired the force of economic law.” Anand and Kanbur (1993) list studies, nearly all of which
were done in the 1970s, providing empirical evidence from the contemporary cross-country data that the relationship
between inequality and per capita income tended to have an inverted U-shape. They also demonstrate the sensitivity of
the estimated relationship to changes in functional form and choice of observations.

See Kaldor (1978) who assumed that a high proportion of profits and a low proportion of wages are saved.
See Kuznets (1955).

See Chapter 4 of The Miracle (World Bank, 1993) for additional discussion of “shared growth™.

See Ahluwalia (1974).

Clark (1940) and Kuznets (1966) were pioneers in this effort. More recently Chenery and Syrquin (1975) provided a
comprehensive description of the structural changes that accompany the growth of developing countries and analysed
their relations.

All else equal, had per capita real GDP been $1 000 higher in 1960, growth over the following 25 years would have
averaged 0.75 percentage points per year lower. Had primary- or secondary-school enrolment rates, respectively, been
10 percentage points higher in 1960, growth would have averaged 0.25 or 0.30 percentage points per year higher.

See Clarke (1992). See also Alesina and Rodrik (1991) and Persson and Tabellini (1991).
Clarke does not explore the sensitivity of his results to outliers or alternative samples.

The analysis we describe was conducted by J. Behrman and R. Schneider and presented in two papers, Behrman and
Schneider (1991) and Behrman and Schneider (1992). The regressions control for a polynomial in average per capita
income in the relevant year. .

‘As school quality increases so do the productivity-enhancing cognitive skills acquired in school and, hence, the
expected returns to a given number of years of schooling. Higher expected returns are an inducement to remain in
school.

Birdsall and Sabot (forthcoming).
See Barro (1991).

. 1 See, for example, Levine and Renelt (1991),
15.

*

“See Becker (1964) and Schuliz (1961).
W
. . See, for example, Nelson and Phelps (1966) and Romer (1990).

See Lucas (1988) and Becker, Murphy and Tamura {1990).
For modifications to the original Barro regressions, see Birdsall and Sabot {1993).

Similarly, if Korea had had Brazil’s 1960 enrolment rates, its growth rate would have been 5.6 per cent rather than
6.1 per cent, resulting in 1985 per capita GDP 11.1 per cent less than Korea actually attained.

There is substantial multicollinearity affecting the estimators of the primary-school enrelment coefficients in our
models. Taken individually, we are unable to distinguish the coefficients on the enrolment variables from zero.
However, a joint F-test rejects the null hypothesis that both primary-school enrclment coefficients are zero. The
estimated equation differs from Barro’s by dropping the revolution and assassination variables and adding nine
additional observations. All other coefficients are qualitatively unchanged.
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32,

33

34,
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36.
37.

Results are available on request. The relevant test statistics are Fz,101 = 8.16 and Fy,j01 = 0.001, respectively. Barro
(1993) has conducted a similar exercise. His results show that the impact on growth of educating girls is smaller, Why
his results differ from ours has yet to be determined.

See also Behrman (1991) and Schultz (1921) for detailed reviews of the evidence from developing countries. See
Birdsall, Ross and Sabot {1992) and Sathar (1988) for evidence from rural Pakistan.

They are also more efficient users of health services for themselves and their children. They send children to school
who are already better prepared to benefit from society’s schooling investment, and they are more likely to send their
own danghters to school. See Birdsall, Ross and Sabot (1992).

See World Bank, Latin America and the Caribbean: A Decade After the Debt Crisis (1993).

See Birdsall, Page, Ross and Sabot (1993) for more detailed discussion of the importance of the demand for skilled
labour. -

The horizontal axis measures the magnitude of human capital investment, as proxied, for example, by enrolment rates
in basic education. The vertical axis measures the rate of return to human-capital investment (schooling) and,
implicitly, for a given level of human-capital iivestment, the contribution of investment to growth.

The supply function is more elastic because a more equal distribution of income, hence less absolute poverty, relative
to the typical developing country, enables families near the bottom of the distribution of income to be more responsive
to increases in returns to human-capital investments (se¢ below).

Labour demand in East Asia has become increasingly skill-intensive, largely in respense to the increased abundance of
educated labour, and consequent declines in its relative price, and changes in comparative advantage. East Asian
exporters shifted into more technologically sophisticated, and more capital- and skill-intensive, goods as rapidly rising
wages of unskilled labour eroded international competitiveness in labour-intensive manufactured goods. As a share of
wage employment, white-collar and technical employment increased steadily during the 1970s and the 1980s, for
example in Korea, from 29 per cent in 1980 to 36 per cent in 1990 or, in Taiwan, from 32 to 40 per cent over the
same period. See Birdsall and Sabot (1993).

In doing so we build on evidence according to which increases in the share of rmanufactured exports in output are
associated not only with increases in the share of physical-capital investment in GDP and the rate of economic
growth, hence in the derived demand for labour and skill, but also for a given rate of growth of output; with greater
labour and skill intensity of production.

When we add the interaction term to' the basic Barro growth regression, both thie interdction variable and the
educational-aftainment variable are significant and positive. When we also add the average share of expotts in GDP as
a- separate’ independenit variable, the educational-attainment variable reniains positive and sigrificant, Bt both the
interaction term and the separate export-share variable, though positive, are insignificant. However, there is a high
degree of multicollinearity between the interaction term and the average ratio of manufactured exports to GDP and an
F-test rejects the null hypothesis that, taken jointly, the coefficients on the three variables (education, the interaction
térm and exports) are not significantly diffetent from zero. Likewise, and more important, an F-test rejects the null
hypothesis that, taken jointly, the coefficients on the interaction term and the expoit variable are not sigrificantly
different from zero.

In Figure 5, S1-S2 is the difference betweeii the typical East Asian country and X in the level of investment in human
capital induced by greater demand for educated labour.

See Birdsall and Sabot, 1993, for data sources. Government expenditure on education, expressed as a percentage of
GNP, was used as an explanatory variable in a cross-country regression in which expected years of schooling of the
school-age cohort (essentially an aggregate of enrolment rates) is the independent variable. For a sample of 15 Asian
and Latin American countries, the expenditure variable was insignificant. See Tan and Mingat (1992).

Nor were initial conditions, the colonial legacy, decisive in explaining why enrolment rates have been so much higher
in East Asia than elsewhere. While Korea had much higher enrolment rates in 1950 than did most other developing
countries, the roughly 50 #nd 70 percentage point increases since ther in, respectively, primary and secondary
enrolmerit rates, account for much of the current gap between Korea and other middle-income countries: Similar
claims can be made for other East Asian countries.

Indéed, in 1975, expenditutes per eligible chiid were higher in Mexico than in Korea.

The difference in fertility rates, of which these diverging trends are a reflection, i3 in part due to differences in
educational attairirnent, in particular the educational attainment of women.

See Knight and $abot (1983) and Knight and Sabot (1991).

The disequalising effect of the relatively rapid growth of the more educated; high-productivity portion of the labour
force is analogous to the Kuznets effect (see above), which results from the intersectoral transfer of labour.
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See Birdsall and Sabot (1993).
See Park, Ross and Sabot (1992).

Korea and Brazil have both achieved universal primary education. There has, however, been a 1arge and wndenmg gap
between Brazil and Korea in sccondary and tertiary enrolment rates.

See Birdsall and Sabot (1993).

Increases in the supply of educated workers outstripped increases in demand, despite the fact that demand for
educated workers increased dramatically.

Because educational expansion compressed substantially the educational structure of wages in Korea but not in Brazil,
the gap in premiums between the two increased over the decade.

See Williamson (1993) who builds on the analysis of Schultz (1988). The income-distribution variable used was the
ratio of the share of total income of the bottom 40 per cent to the share of total income of the top 20 per cent. Among
the other variables in the regression were GNP per capita, a measure of teacher cost relative to GNP and the share of
the population which is of school age.

In the equation in which expenditure per eligible child was the dependent variable the income distribution variable
was statistically significant; in the enrolment rate equation the t-statistic on the distribution variable was somewhat
lower than conventionally accepted for significance. See Williamson (1993).

Williamson attributes the unexplained portion of the enrolment rate gap, the residual, to a cultural bias against
education in Brazil. Alternatively it could be due to lower quality schooling in Brazil, hence lower expected returns
and lower demand. Of course, any meaning attributed to the residual is speculative.

Korea and Venezuela are extreme examples. While in 1985 Venezuela aliocated 43 per cent of its public-education
budget to higher education, Korea allocated only 10 per cent of its budget to post-secondary schooling. See Birdsall
and Sabot (1993).

Persson and Tabellini (1991) argue that where distributional conflict is greater, the incentives for the accumulation of
knowledge by individuals are weakened. Alesina and Rodrik (1991) argue that democracies with a more unequal
distribution of capital ownership will grow less rapidly than more egalitarian democracies because the median voter
has a relatively small endowment of capital when wealth is unequally distributed and thus favours high taxes on
capital.

As noted above, lower inequality increases the demand for schooling and enrolment rates. The resulting increases in
the educational level of parents, hence in their capacity to process available preventive health-care information, results
in improvements in the health and nntrition of children.

There may be a similar effect on other investments of the poor, for example in agriculture or small enterprises, though
this effect is more likely to be reflected in measured investment rates.

The Miracle (World Bank, 1993), p. 105. Macroeconomic stability is an important dimension of an environment
conducive to growth. Low inequality may have contributed to the success of East Asian governments in establishing
such an environment; high inequality may have contributed to macroeconomic instability in Latin America.

See Birdsall and Sabot (1993).
See Gelb, Knight and Sabot (1991).
See Sachs (1985).

The Miracle (World Bank, 1993), Ch. 3. Why did East Asian governments avoid overvaluation while Latin American
governments were so much more prone to the problem? Sachs (1985) suggests that the greater political power of rural
areas, which have a stake in a low exchange rate, is a factor. He notes that the proportion of the population living in
urban areas in 1980 was markedly higher in Latin America, 72 per cent, than in East Asia, 31.5 per cent. See Birdsall
and Sabot (1993). As we noted above, the political power of the rural population in East Asia was reinforced by the
threat of Communist insurgency.

Mazumdar (1993) notes that as part of Korea’s adjustment to the first oil shock “the unit cost of labour was reduced
by a massive 25 per cent”, largely accounted for by currency devaluation. He goes on to observe that “even this
amount of decline of the real share of labour did not imply a fall in the real wage. Rather the wage increase in 1975
was held down to 1.4 per cent compared with the annual wage increase in excess of 10 per cent in 1966-73". By
contrast, in Latin America adjustment generally entailed the erosion of real wages.

See Squire (1981) and Berry and Cline (1979).
Squire (1981), page 156.
See Mellor (1993).
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60.

63.

61
62.

A larger share of public investment was allocated to rural areas in East Asia than in Latin America. Equally important,
levels of direct and indirect taxation of agriculture were lower in East Asia. See The Miracle (World Bank, 1993),
pp. 32-37.

* See Mellor (1993).

The relationship also implies that the faster agriculture grows, the faster its share of total output declines. Again with
the exception of the East Asian city states, those Asian countries with the fastest rates of growth of agricultural output
over the last 30 years have tended to experience the biggest declines in the share of agricultural output in GNP.

See Ranis and Stewart (1987). A detailed stady of these backward and forward linkages in the Muda River region of
Malaysia provides microeconomic confirmation of the magnitude of the intersectoral multiplier suggested by the
cross-country relationship. See aiso Bell, Hazel and Slade (1982).
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Table 1. beterminants of GDP growth (1960-85)

Basic regression Excludes education Excludes the eight
[ O T Y S MRS TR Rl variables HPAEs
Variable ] Equation (1) Equation (2) Equation (3)
IR IR LU BTN ST RS LR
1960 Real per capita GDP -0.0075 -0.0020 -0.0061
(in thousands of 1980 US$) ‘ (-4.730) (-1.801) (-3.547)
1960 Primary enrolment rate 0.0243 0.0199
: ’ (3.024) (2.49%)

1960 Secondary enrolment rate 0.0366 0.0361

(2.427) (2.189)
Ratio of real govt. consumption (excluding defense and -0.1229 -0.1495 -0.0969
education) ) {-4.380) (-4.760) (-3.162)
to real GDP, averaged over 1960-85
Number of revolutions and coups -0.0176 -0.0268 -0.0177
(per year, 1960-85) (-1.867) (-2.493) (-1.906)
Number of assassinations -0.0055 -0.0067 -0.0033
(per million population per year, 1960-85) (-1.526) (-1.626) (-0.920)
Absolute value of the deviation of the PPP value for the -0.0086 -0.0176 -0.0063
investment deflator (US=1) from the sample mean (1960) (-1.093) (-2.012) (-0.810)
National household income distribution -0.0013 -0.0018 -0.0007
(Bontom 40% 10 top 20%) (-1.897) (-2.406) (-1.047)
Intercept . 0.0418 . 0.0706 0.0330

(4.185) (7.871) {3.108)
R? 0.5389 0.3574 0.4542

Number of observations 74 74 66

Notes: Values of t-ratio are reported in parentheses beneath- regression coefficients.
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Table 2. Effect of ratio of manufactured exports/Total exports on growth rates

Equation number i ’ 2
Intercept 0.0388 0.0380
' {5.822) - (5.016)
GDP 60 -0.0067 -0.0067
(-4.406) (-4.922)
ED 6085 ) 00042 . 0.0029
(4.698) (2.950)
GOV -0.0998 ' -0.1051
(-3.758) . (-4.351)
REVOL -0.0187 -0.0249
(-1.606) . R (-3.071)
ASSASS -0.0042 -0.0034
-1.151) (-1.172)
PPI6ODEV -0.0250 " -0.0122
(-3.271) ’ (-2.276)
EDMX6085 . -0.0000
(-0.676)
M X6085 0.0004
{2.527)
ADJ-R2 0.3961 . 0.5955
RMSE : 0.0142 ' ' 0.0117
Observations 84 76

Nore: Siatistics in parenthesis

Source: Birdsall, Page, Ross and Sabot (1993).
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Table 3. Public éxpendituiié on basic education pér eligible child and somé determinants

R

Coubrry 1970 1975 1985 1989 % Change,
. . I . - 197089

Kored Expenditure on basic education per eligible child 953 816 357.1 4334 3547

Public expenditure as % of GNP 3.1 19 38 2.7 -12.9

Index for absolute expenditure on basic education 100 01 388 444

Nurmber of children eligible for basic education (000) 10 074 10 754 16 20 9 848 22
Mexico Expéndituré on basic education pér eligible child 68.4 1249 113.5 1119 636

Public expenditure as % of GNP 15 26 20 20 25.0

Index. for absolute expenditure on i)asic education 100 222 255 259

Number of children eligible for basic education (000) 16 168 19 726 24912 25 649 58.6
Kenya Expenditure on basic education per eligible child 386 466 534 383

Public expenditure as % of GNP 4.0 49 49 225

Index for absolute expenditure on basic education 100 220 286

Number of children eligible for basic education (000) 3814 4 591 6973 7 900 107.1
Pakistan Experditure on basic education per eligible child 7.9 94 13.4

Public expenditiire as % of GNP i 16 6

Index for absolute expenditure on basic education 100 150 277

Number of children eligible for basic education (000) iO 9:83 26 563 34 414 42 249 101.4

Notes: a} Absolute expenditires 01:1 basic education in real 1987 US dollars sed 10 caf_cillai% mjlwes for absol:Lile 'e_g:ﬁél}‘ditui’es ofi educatiéh.
b) Number eligible for basic éducation calculated using enrolment rates and number of stidents in the 1st and 2nd levels.
Sourtes:  UNESCO, Seatistical Yearbooki World Tables for real gross natioaal income figires.



Table 4. Educational composition of male wage labour force

Brazil - o Korea, Bt

T " R
1976 1985 i 71976 1986

R

oL
Uneducated 25.6 20.5 Elementary and below S X 7.5
Primary (lower) 455 40.8 Middle . 30.5 254
Primary (upper) 17.8 21.6 High school 32.2 435
Secondary 6.7 151 Junior college 2.6 4.8
University 4.4 6.0 Univer'sity - 188

 Source: Park, Ross and Sabot (1992),
Table 5. Male wage structure
Brazil . ‘Korea
_ 1976 1985 1986

3T -

Premium to 0.488 0449 2 0092
primary schooling (55.68) (67.23) - . ; (7.54)
% e &
:_':'% P I
Premium to 0.958 0.886 i 50296
secondary schooling (85.70) {110.53) ¥ (23.40)
Premium to 1.593 1.508 0.969- ~ 0.655
tertiary schooling -~ (100.22} (127.40) (71.48) . (42.06)
Experience 0.045 0048 0067 . | 0078
(64.97) (83.91) ©190)4 | (69.61)
Pa
Experience * -0.0006 -0.0007 -0.001 % -0.001
(61.41}) (79.27 (39.13) | E (50.27)
L
Constant 1.149 7.043 10231 - - 11.779
R’ 0.546 0.562 0.532 0.449
N 85,106 118,000 23,838 24,486
{ !
o
Mean log of wages 1.864 8.095 11.363 I 12.895

§ i

Note: Dummy variables were included to contral for region, eccupation, indusiry, head of household (Brazil only); L-staftislics api)car in parentheses.
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" Table 6. Absoliite

o

income shareof lowest quintilé

o

!

Income share of bottom

- GNP per capita (millions Total Absolute income of bottorn Pér capita }ncome of bottom

Country P of U.§. dollars) Population (millions) . GNP 20% of hous¢holds 20% of houschelds 20% of houscholds
Indonesia, 1976 = 240 135.2 ~32,448 ° - 6.6 2,141 79
Kenya, 1976 _ 240 13.8 3,312 26 86 31
Malaysia, 1987 ¥ | 1,810 165 29,865 : 46 " 1374 . 416
Brazil, 1983 1,880 129.7 243,836 24 5852 226
Malaysia, 1987 1,810 165 29,865 46 1,374 416

Costa Rica, 1986 ‘ T 1,480 2.6 3,848 33 127 254

l .
Korea, 1976 670 36 24,120 5.7 1,375 191
Botswana, 1986 840 11 924 25 23 115
. 1

Indonesiz, 1987 ! 450 171.4 . 77,130 8.3 ; 6,787 251
Philippines, 1985 580 547 31,726 55 1,745 160°

Source: World Development Report, various years.



Table 7. Why commitments to secondary education were so different
in South Korea and Brazil in the early 1970s: a decomposition analysis

Variable South Korea Brazil - Difference BaX,
(a)
Enrolment ratio 0.620 0.349 U = | 3 5 U

. Regression Results: Dependent Variable X;

" Log GNP per adult 6.800 6.904 0.104 20.033
Log relative price teachers 0.360 -0.538 +0.898 -0.410
Wi
Urban ratio 0.494 0.582 -0.088 -0.030
. dAMIAY
School age population ratio 0.149 0.159 -0.01¢ +0.019
Bottom 40%/Top 20% 0.373 0.105 +).268 +0.213
“Culture” = Residual +0.512
Source; Williamson (1993). VR
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;&'l':ipendix - Table A
Growth Regressions

(n

@
_Dependent variable _ GRG085 GR608S
No. of Obs. 98 108
Const. 0.0302 0.0137
(-0.0068) (0.0075)
GDP 60 -0.0075 -0.0056
(0.0012) (0.0014)
SEC60 0.0305 0.0357
fo s (0.0079) (0.0132)
PRIM60 0.0250
. (0.0056)
PRIMF60 00138
(0.0103)
PRIMM60 0.0131
{00113y .
Gov -0.1190 0.0604
_ (0.0280) {0.0251)
REVOL 0.0195
(0.0063)
ASSASS 00333
(0.0155)
PPI60DEV 00143 0.0075
(0.0053) (0.0046)
R2 0.56 0.41
Notes: Statistics in paréntheses.

Source: Birdsall, Ross and-Sabot (1992).
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L. Introduction

The 1980s were characterised by a reversal of the prevailing post-war trend towards a decline in
inequalities. The poorest countries became poorer, while the richest countries continued to become
richer, although at a slower tempo than before. Within each country, there were also increases in
inequalities between personal incomes. In the United States, average income stagnated, but the
purchasing power of the lowest wages decreased by 30 per cent. In Latin America, there was an
increase in the percentages of populations living below the poverty line: from 19 per cent in 1981 to
24 per cent in 1987 in Brazil, from 24 per cent in 1978 to 25 per cent in 1988 in Colombia, and from
12 per cent in 1982 to 16 per cent in 1987 in Venezuela!.

The growth of poverty and inequality was accompanied by highly conservative political and
budgetary tendencies. Consequently, many countries adopted programmes for reducing public
expenditure, including social transfers, and for reducing marginal tax rates.

This paper studies the effect of changes in income distribution, especially the rise in poverty, on
tax policies and in particular inquires if the changes in the taxation system induced by the rise in
poverty counters or increases the rise in poverty. This is done in a “political-economic” context, nsing
an hypothesis that taxation is the outcome of a political decision process, which under the influence
of the different groups, determines the arbitrage between their divergent interests.

Section II deécribes the “traditional” theory of policy choices in redistributive taxation. This
theory affirms that greater inequality will increase the weight of redistributive taxation. Thus it cannot
explain the concomitant growth of inequality and conservatism in the 1980s. Section III shows how
the hypotheses of this theory can be revised to reconcile it with the facts. Section IV develops the
idea that if the poor face liquidity constraints, fiscal conservatism and poverty are two phenomena
which mutually reinforce each other. Section V studies how an increase in poverty can lead to
governments’ being overthrown, and analyses the options of dominant social groups for preventing
such occurrences. Section VI studies the experience of Latin American countries from the standpoint
of the analysis developed in the preceding sections,

II. “Traditional” theory

The theory which we call “traditional” is
described in Meltzer and Richard (1981), for
example. It assesses that a growth in inequality
is transtated into higher taxation. The
mechanism giving rise to this result is Figure 1. Asymetric revenue distribution
accountable in two ways. First, it is observed
that in most countries income distribution is
asymmeiric, having a profile as shown in
Figure 1. Such an income distribution implies
that the median (M’) is poorer than the average
(M). An increase in inequality in general
translates into greater asymmetry, so that the
median (M) moves away from the average (M),
and becomes poorer in relative terms (M”).
Such an increase in inequality is represented in
Figure 2. This is the first part of the argument. MM

Second, if agents vote on the system of
redistributive taxation, then the theory predicts
that vote results will correspond to the tax rate



preferred by the median agent, which here is
the median of the income distribution.
Moreover, the poorer the median is in relation
to the average, the higher will be the tax rate , L . .
chosen. Actually, the poorer the median, the less Figure 2. Asymetry following increasad inequality
the median can bear a high tax rate; and
furthermore, the higher the average is, the
greater is the amount of taxable money, and in
turn, the incentive to tax.

A rise in inequality can then increase the
tax rate, since it leads to a relative
impoverishment of the median. The traditional
model can be summarised by the idea that the
“poor take the money of the rich”, and to a
greater extent, that the income difference MtM M
expands between the two. We note that the
theory applies equally to redistributive taxation
or to financing a public good.

This theory has been more recently
applied to the problem of the relationship
between inequality and growth, creating a negative relationship between the two; to establish this it is
enough to assume that high tax rates discourage growth, for example, by reducing the rate of savings
(see Alesina and Rodrik, 1994; and Persson and Tabellini, 1994),

“Traditional” theory guides the thinking of most economists on the relationships between
inequality, redistribution, and growth. However, this theory is not problem free.

On the theoretical level, there is no assurance that its underlying hypotheses will cotrespond
with reality. On the one hand, as will be seen in the following section, it is not always true that
increased inequality will make the median poorer. Plausible increases in inequality which enrich the
median in relation to the average are conceivable. Secondly, the assumption that the outcome of a
vote represents the preferences of the median is based on a number of rather strong hypotheses. To
begin with one must assume that there is a political equilibrium, which is assured only under very
restrictive conditions (for example, see Laffont, 1986). Then, one must assume that all agents vote
and have the same political weight. If the percentage of participation by the poor is lower, the
decisive voter will be richer than the median agent. Thirdly, the ratio of the median to average income
is only relevant to a particular type of redistributive system, that is, when taxation is proportional to
income and there is a fixed transfer independent of income. In more complex systems, in which
taxation and transfers are to some extent progressive, the relevant ratio is not that of the median to
average income, but of the median to a non-linear aggregate of the income distribution, homogenous
_ of degree one. The more progressive the transfers, the more probable it is that an increase in
inequality will heighten, rather than reduce, the ratio of the median income to such an aggregate.

Empirically, the regularities that are observed in time series and in a cross-section of countries
are contrary to what the traditional model suggests. Actually there is less redistribution of income in
the countries having the greatest inequalities, and the reduction in inequalities in the western countries
in the 1945-80 period was accompanied by an increase in the weight of redistributive taxation. Tax
reductions only played a role on the political agenda during the 1980s, which is precisely when there
was a reversal of the trend towards a narrowing of the range of incomes. Thus reality seems clearly at
variance with the traditional model.



I11. Alternative models

The hypotheses on which the model is based are therefore fragile. It is possible to revise these
hypotheses so that the predictions are more compatible with the empirical evidence. Under certain
conditions, this will lead to greater inequality being associated with a decrease in redistributive
taxation?,

First consider the hypothesis that an increase in inequality will necessarily lead to an
impoverishment of the median with respect to the average. As was noted, that is clearly an
hypothesis, and by no means ensues logically from observing that the median is poorer than the
average. It is absolutely possible to construct an example in which the median is not as poor as the
average, inequality increases, and the median grows comparatively richer than the average. Consider
the case in which the population consists of three classes of agents, the poor, the middle class, and the
rich. We will assume that the income of a poor person is $50, a member of the middle class, $100,
and of a rich person, $500. Initially, 30 per cent of the population are poor, 10 per cent are rich, and
60 per cent belong to the middle class. In this situation, the median income is $100 and the average
income is $125. This is clearly a typical configuration in which the median income is less than the
average income. Now consider the following change: first, the proportion of the poor increases from
30 to 40 per cent, while the proportion of the middle class declines to 50 per cent. Then the economy
experiences uniform growth of 4.16 per cent, so that incomes of the three classes become $52.08,
$104.16 and $520.83 respectively. One can verify that in the new configuration, the median income is
$104.16, while the average income remained unchanged, still being $125. Moreover, it can be verified
that there is greater inequality in the new configuration than in the old, whatever the measure of
inequality used. Actually what is involved here is a “mean preserving spread” in the sense of
Rothchild and Stiglitz (1970). More generally, an increase in inequality can lead to an increase in
median income with respect to the average if it is concentrated among the population’s poorest
income classes, and has little affect on the rest of the income distribution.

Similar results can be obtained if it is assumed that there is a positive correlation between
political participation and income level. For example, assume that voting rights depend upon a
minimum income level of say $15. Consider an economy having four classes of agents, A, B, C
and D. Assume also that initially the personal income and the proportion of agents in each class are
given by Table 1. The result would be an economy with an average income of $35 and a median
income of $20. Only the agents of classes B, C and D vote. Class B represents 50 per cent of the
voting population. To simplify things, assume that they represent slightly more than that: thus the
decisive voter will be an agent of class B, so that the tax rate will be a decreasing function of the
ratio of this agent’s income ($20) and the average income ($35). Let us assume that the income
distribution of this economy evolves towards that situation represented in Table 2. Inequality has
obviously increased, since there are more poor (A) and rich (D) and fewer agents in the middle
class (B and C). The average income ($36) and median income ($20) are unchanged. However, the
political equilibrinm will be affected because the agents dropping from class B to class A no longer
participate in the political process. Among the three voting classes, the Bs are now a minority and
class C is the median of this population. Thus the income of the decisive agent in the political process
increases from $20 to $30, which implies a decrease in the equilibrium tax rate.

Finally, it is also possible to obtain results implying a negative relationship between inequality
and tax rates if it is assumed — realistically — that transfers are not constant but progressive.
Consider the following example in which the transfers are highly progressive. There are three classes
of agents A, B and C. The initial income distribution is shown in Table 3. The median income is $20
and the average income is $23. Assume there is a vote to choose between two tax systems: in one
there would be no taxation, in the other the tax rate would be 35 per cent. Also assume that tax
receipts are reserved for agents on the following basis: the poor (class A) receive all the tax receipts
until their income is equivalent to that of the middle class (class B). The possible excess is then
divided equally between the two classes,



Which system will be chosen under the configuration of Table 3? Assume that the system with
taxation is chosen. The after-tax incomes of classes A and B before transfers are $6.5 and $13
respectively. The amount of money necessary to equalise the net income of the middle class and poor
is thus 0.3 x ($13 - $6.5) = $1.95. Tax receipts (in proportion to the size of the population) are $23 x
0.35 = $8.05. The surplus, $8.05 - $1.95 = $6.10, is to be divided between the poor and the middle
class, that is a per capita transfer of $6.10/0.8 = $7.625. Thus the final income of class B is $13 +
$7.625 = $20.625. As class B is politically decisive it will opt for the 35 per cent tax rate, providing a
net income of $20.625, which is greater than the $20 it obtains without taxation.

Now assume that this economy experiences an increase in inequality, so that the income
distribution is described by Table 4. There has been a decrease in the middle class, which is translated
into increases in classes A and C. The average and median incomes are unchanged at $23 and $20
respectively. The politically decisive agents remain those of class B. Now the amount of money
necessary to equalise the incomes of classes A and B is: 0.45 x (13 - $6.5) = $2.925. Total tax
receipts being still $8.05, there is now $8.05 — $2.925 = $5.125, to be divided equally between the
members of classes A and B, that is $5.125/0.75 = $6.40625. The final income of members of class is
B is now only $13 + $6.40 = $19.40, which is less than $20, so they will vote to dismantle the tax
system. An increase in poverty therefore heightened the costs and reduced the benefits for the median,
and the more so, since these transfers are progressive. '

IV. Consequences for the dynamic of inequality

In the preceding section we indicated some circumstances in which increased inequality is
translated into greater fiscal conservatism. This section deals with the effects of this conservatism in
turn on the dynamic of inequality. In particular, we want to determine whether the reduction of
transfers associated with an increase in poverty amplifies or attenuates the initial change.

We assume that the poor have access to technology of investment that will enable them to
change their situation and become members of the middle class. Such technology can be interpreted
in terms of training, looking for employment, or mobility (for example, from rural to urban zones, or
from disadvantaged to advantaged districts). Two cases can be distinguished:

-~ With perfect financial markets, the return on such an investment is given by the sum of the
discounted differences between the net
incomes of a middle class and of a
oor agent. Naturally a reduction of
the tax rate will increase this Figure 3. Stable economy
difference, thus giving the poor a t
greater incentive to bear the costs of
investment. A more conservative fiscal
policy will then be associated with
greater investment by the poor, and
thus a reduction in poverty. In other
words, the decreasing poverty is a
decreasing function of the tax rates.
An exogenous increase in poverty will
thus be attenuated by its induced
effect on tax rates. This booster effect
will finally lead the economy towards
a single, stable, stationary state, like
that in Figure 3, which shows a
poverty indicator, tax rates and
investment levels of the poor.




—~ Now what happens if imperfect
financial markets prevent the poor Figure 4. Unstable dynamic
from borrowing to finance their t '
investment? It is clear that lower tax
rates are then associated with a
decrease in transfers towards the poor
and a decline in their level of
investment. If this effect is strong
enough, fiscal conservatism and
poverty will be mutually reinforcing,
which could lead to an unstable n
dynamic, and to multiple income

distributions in the long term. Such a
phenomenon is shown in Figure 4, I

where it is assumed that for a certain
range of values of the investment / \»/
indicator, the level of investment

decreases with this indicator. Figure 4 40/t
portrays the dynamic of such an
economy. The upper part shows the

tax rate as a function of the poverty

index n, while the lower part shows the rate of change of » as a function of n. For very high
(or very low) values of n, it is assumed that n can only decrease (or increase). For
intermediate values of n, there is a range where n increases, especially since it is already
high. If there is initially a high poverty rate, there will be a convergence towards an
equilibrium where this rate remains high, and where there is little redistributive taxation.
Conversely, a society in which there is initially a low level of poverty will converge towards
an equilibrium with a high level of redistribution and little poverty. If the economy’s initial
conditions are located near point 7, then it will experience strong local instability and the
final equilibrium will be very sensitive to the initial conditions.

Thus there is a relationship between financial development and the dynamic of the income
distribution, as has been already noted by Loury (1982}, Galor and Zeira (1993), Perotti (1993), etc. If
the conditions indicated above are verified, the character of the fiscal conservatism associated with an
increase in poverty will increase the instabilities and the multiple stationary states resulting from
financial constraints.

V. Poverty and political conflicts

We will now analyse the consequences of the increase in poverty on the dynamic of policy
choices,

We have already seen that under certain conditions, an increase in poverty makes the median
voter more fiscally conservative.

We have also seen that in the presence of liquidity constraints, this conservatism leads to an
increase in future poverty. From that, we have deduced that the mutual interaction of poverty and
conservatism leads to instabilities and multiple equilibria. However, we have implicitly assumed that
the necessary conditions for a positive relationship between poverty and conservatism were satisfied
on the entire path of equilibrinm.



That is not necessarily true. There could be a positive relationship between poverty and
conservatism in some ranges, a negative one in others. Then accumulation of poverty could lead to a
policy reversal, and to a transition from a conservative towards a redistributive economy.

Such phenomena could appear in an economy with three classes of agents, like those we have
analysed in the previous numerical examples. As long as class B is the median agent, an increase in
poverty in which a reduction in the size of class B is translated into increases in the two others, leads
to an additional increase in class A (the poor) because of a reduction of transfers. This rise itself feeds
the conservative process. However, this dynamic prevails only as long as the poor represent less than
50 per cent of the population. As soon as the
proportion of the poor exceeds this level, the
middle class loses political power and the poor
seize it. There is then massive increase in
redistributive taxation (see Figure 5).

This is not simply an academic curiosity, Figure 5. Power threshold
but an important phenomenon which, in our
view, provides a better understanding of the t
Latin American experience. Most Latin
American countries are characterised by mass
poverty. An increase in this poverty beyond a
certain limit is liable to lead to profound
political change, as shown by the populist
experiments, such as those of Peron or Allende.
Thus highly redistributive governments
alternate with highly conservative governments. 0.5 f

In a democratic system, the middle
class which expects to lose power has two
options: it can leave the fiscal system
unchanged, lose power, and face rises in tax
rates; or it can conserve power by immediately
increasing redistribution, thereby preventing the mass of poor from growing beyond the critical point.
Thus the expectation of political change can Jead to a less conservative attitude towards poverty.

This outline lacks a crucial element for applying it to Latin America, namely the fragility of
democratic institutions in many countries. Thus it is reasonable to assume that the middle class has a
third option: to “delegate” political power by a coup d’état to a dictator who will maintain a low level
of redistribution, while preventing the poor from taking power. Thus dictatorship appears to be an
endogenous response by the middle class to an increase in poverty which can. threaten its political
supremacy. That was how Marx (1852), for example, analysed the rise of Bonapartism in France
before Napoleon I took power.

Now 1t is important to describe the political option chosen by the middle class in terms of the
initial income distribution. For that we have developed a simplified two-period model in the
Appendix. In particular, it was assumed that the dictator is more conservative than the middle class,
that is to say he imposes a rate of redistribution less than its optimal rate.

The model’s results can be summarised by Figure 6, which gives the option chosen as a function
of two parameters of the income distribution: the number of poor (n) and their income ().

As can be seen in Figure 6, the model’s predictions are as follows:

If the number of poor is too low to threaten the political order, the middle class chooses its
optimal tax rate, whatever the income of the poor may be. We call this the “conservative” option
(CONS). Beyond a certain level, the middle class knows that it if applies its optimal rate it will lose
power during the second period. Thus there are two cases to consider:



— If the poor are not too poor (y > y),
then the tax rate that they would
choose will not be too different from »
that chosen by the middle class. Thus Figure 6. Political frends and poverty rates
it is preferable for the middle class to
cede power to them than to resort to a
dictator, There is an arbitrage between
this option, here called “populism”
{POP), and redistribution to maintain
the number of poor below the level of
losing power, which we call “social
democracy” (SD). If the number of
poor is not too large (if that level is
near), SD is relatively uncostly and
will be preferable to POP. Moreover,
the greater y is, the less costly is POP
in relation to SD. That explains the
decreasing profile of the frontier
between SD and POP in the upper part
of Figure 6.

— If the income of the poor 1s less than y, the cost of ceding power to them is greater than
recourse to a dictator for the middle class. Then there is an arbitrage between SD and
dictatorship (D). It is clear that if # 1s small, SD is not very costly. That explains the position
of the SD and D regions in the lower part of Figure 6.

Thus the model suggests:
— Massive poverty leads to “extreme” political solutions: either populism or dictatorship.

— A small proportion of poor people is associated with a “conservative” government, that is to
say the middle class chooses its optimal tax rate. However, in this situation an increase in
poverty is liable to strengthen the government’s conservatism, as long as the poor do not
threaten the existing system.

— An intermediate proportion of poor people leads to a redistributive “social democratic”
government, in which the middle class retains power by “buying off” the poor.

The CONS, SD, POP, and D labels for the four governments envisioned by the model, as well as
the designations “middle class” and “poor”, should be interpreted in terms of situation in the case
being considered. In particular, by “middle class” we mean the decisive agents in the political sphere,
who can be very well off in countries not very democratic.

V1. The example of Latin America

In this section, we discuss the experience of some Latin American countries from the standpoint
of the analysis developed above. “Traditional” theory, as described in Section II, flagrantly contradicts
the data for a cross-section of countries or time series. On the one hand, the most redistributive
countries are also the most egalitarian. On the other hand, the underlying decrease in inequality in the
developed countries between 1945 and the 1980s was accompanied by a rise of the welfare state and
an increase in social transfers. These two trends were precisely inverted in the 1980s, when there was
a widening of the range of wages and increased fiscal conservatism.

How does Latin America figure in this? We first look at Mexico. Table 5 gives the change in
inequality by deciles between 1984 and 1989, according to the OECD (1992). The figures are
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striking. On the one hand, there is considerable inequality in Mexico, with a Gini coefficient of 0.47
compared to 0.35 in the countries with a similar average income. On the other hand, all the deciles
became poorer in relative terms except for the richest 10 per cent. According to “traditional” theory
Mexico should have experienced an increase in redistributive taxation between 1984 and 1989.
However, this is precisely the opposite of what occurred. The fiscal reforms undertaken in 1987 and
1991 lowered tax rates and decreased public expenditure, Table 6 shows the changes in these tax
rates. The share of public expenditure (excluding interest) in GDP fell from 29.7 per cent in 1980 to
27.5 per cent in 1985, and then to 23 per cent in 1990. Social expenditure (education and health) also
declined from 6.6 per cent of the GDP in 1980 to 5.9 per cent in 1990.

There were similar changes in Argentina. To begin with, there was greater fiscal conservatism,
since public expenditure went from 28 per cent of the GDP in 1983 to 23 per cent in 1987 and 21 per
cent in 19903. Expenditure on education and health fell in real terms*. At the same time, there was a
rise in poverty and inequality. Table 7 shows the changes in income distribution in Argentina. As in
Mexico, the richest became richer, so that here the top two deciles advanced, not just the richest
10 per cent.

The experiences of Argentina and Mexico confirm the relationship between inequality and fiscal
conservatism. The fiscal reforms were part of an overall decontrol policy aimed at encouraging
foreign investment and repatriation of capital by reducing trade barriers and the distortions created by
the weight of the state in the economy. However, it can be asked how these reforms were politically
viable at the end of a decade marked by a rise in poverty, and with the richest becoming richer. It is
clear that this development is incompatible with the theory of the median voter, since the median did
not get richer. We have previously proposed two other explanations: the role of progressive transfers
and limits on political rights. It can be conjectured that the second explanation is perhaps more
appropriate to Mexico, while the first explanation is more appropriate for Argentina, where the poor
experienced a much greater relative loss of income than the median.

Another interpretation of the fiscal conservatism in Mexico and Argentina is that the public
finally took cognisance of the distortions caused by taxation and decided to change fiscal policy to
favour investment and growth. Saint-Paul and Verdier (1991) have shown that if the politically
decisive agents have easy access to capital flight, an equilibrium with high taxation and considerable
capital flight can coexist with an equilibrium having the opposite characteristics. The Mexican reform
experience at the end of the 1980s seems to illustrate the passage from one equilibrium to the other.

VII. Conclusion

We have attempted to reconcile the traditional political-economic theory of taxation such as
developed by Meltzer and Richard with the facts that seem to contradict it. However, whether this
“revised” theory can be applied to Latin America appears to be problematical, because of the extreme
concentration of the rise in inequality among the richest 20 per cent.

Notes

1. World Bank (19904).
The analysis in this and the following sections is developed formally in Saint-Paul (1994).
World Bank (19934).
World Bank (19905},
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Appendix

The model

In the following simplified model, there are two types of agents, the poor and the middle class,
represented by the indices 1 and 2 respectively. There are two periods also indicated by 1 and 2. The
income of an agent of type { is y;, with y; < y2. The utility function of agent { is:

—(y;+‘n—a)2—(y;+1:2—a)2

where T; is the tax rate in period j. It is seen that the preferred tax rate of agent of type i is simply
a - y1. Thus the middle class prefers a lower tax rate than would the poor. The analysis developed in
the article is no longer pertinent, since the tax rate preferred by the middle class is assumed to be
independent of the income distribution. Let »; be an indicator of the number of poor on date j. To
simplify, assume the latter is normalised so that the poor are in the majority if and only if #n2 > 0. It is
assumed that #z changes as follows:

np=n-T+6b
There are more poor in period 2 than in period 1 because the tax rate in period 1 was low.

Assume that the dictator has an income yp > y2. Thus he is more conservative than the middle
class and chooses a tax rate T = a — yp. During the first period the middle class is in the majority
and determines the tax rate. Moreover, it has the option of delegating the choice of the tax rate in
period 2 to the dictator.

First we consider the decision which will be made in the second period:

a. If n2 < 0, the middle class is in the majority and chooses T2 = a -~ y2. Thus the second
period’s contribution to the utility of the middle class is 0.

b. If nz > 0, the poor are in the majority and choose 12 = @ — y1. As a result, the second
period’s contribution to the utility of the middle class is — (2 — y1)2.

¢. If the dictator is in power, he chooses T2 = a — yp, and the second period’s contribution to
the utility of the middle class is ~ (yp — y2)°.

Now what will be the option chosen by the middle class during the first period? First note that if
1 +y2+a+b <0, then the middle class is assured of retaining power even if it chooses its optimal
rate a — y2. This defines the first regime (CONS), corresponding to n1 <a — b —yz.

If ny <a — b —yy, the middie class has three options:

1. To choose Ty = a — y2 and abandon power to poor in the second period. The corresponding
total utility is — (y2 — y1)2 = Vpor,

12



2. 'To choose T1 = a — yz and entrust a dictator with power. Now the corresponding utility is
2
- 0D = y2) = Vb,
3. To choose the lowest tax rate 71 which permits power to be maintained in the second period.
Under the corresponding rate n2 = 0, ie 71 = nt + b. The utility associated with this

strategy is— (y2 + m + b — a)2 = Vsp.
As can be seen it follows that:
Veor 2 Vp if and only if y1 2 2y2 — yp = ¥;
Veor 2 Vspifandonly if y1 =2 —n1 =b + a;
Vp2Vspifandonlyifny 2 -y — b + a.

These three conditions define the frontiers of the regions represented on Figure 6.
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Table 1

Class Proportion (%) Tncome (8)
A 20 10
B 40 20
C 30 50
D 10 100
Table 2
Class Proportion {%) Income ($}
A 32.5 10
B 27.5 20
C 275 50
D 125 100
Table 3
Class Proportion (%) tncome ($)
A 20 10
B 50 20
C 20 50
Table 4
Class Proportion (%) Income (§)
A 45 10
B 30 20
C 25 50
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Table 5. Income distribution in Mexico
(% of total income)

Decile 1984 1989
i 1.7 1.6
II 3.1 2.8
10§ 4.2 3.7
v 5.3 4.7
v 6.4 59
YI 7.9 73
vII 9.7 9.0
VIII 12.2 114
IX 16.7 15.6
X 328 379

Source: QECD (1990/1991)

Table 6. Tax rates in Mexico (%)

1988 1992
Corporation tax 39.2 35
Personal income tax
Highest marginal tax 50 35
Dividend tax 50 0
Property tax ‘ ‘ 10 6
Source: QECD (1990/1991)

Table 7. Income distribution in Argentina
(% of total income)

Decile 1984 1988
1 27 1.6
II 43 3
I 5.3 4.1
v 6.4 53
\'% 7.6 6.4
Vi 8.6 7.7
VII 10.2 9.5
VI 123 12
IX 15.6 16.7
X 27 338
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Introduction

How can financial markets increase job creation and improve the quality of the labour force?
First, financial markets promote economic growth, and hence they foster job creation; and second,
and perhaps more subtly, financial markets can stimulate the increase in the quality of the labour force
by creating incentives for human capital accumulation. We focus here mainly on this second effect of
financial markets on the labour market and economic activity.

Of course, financial markets may affect individual decisions through many other channels. It is
worth mentioning, however, that financial markets may induce efficient specialisation. For example
the existence of financial markets may facilitate specialisation between entrepreneurs and workers
(King and Levine, 1993), or between receiving education and entering the labour force (De Gregorio
and Kim, 1994). It may also affect income distribution and social mobility since in the absence of
financial markets economic outcomes will depend crucially on the initial wealth of individuals (Galor
and Zeira, 1993; and Banerjee and Newman, 1991). In contrast, financial markets allow individuals to
specialise with greater independence from their initial weaith.

The main issue we wish to address in this paper is the effect that financial markets have on
education decisions. Whether or not households have free access to financial markets will influence
educational choices. Education is a way to transfer income from the present to the future. By
sacrificing current income, individuals can increase their skills through education since they will
receive a higher income in the future. However, individuals need to borrow not only to pay tuition
and fees, which in many countries are zero in any case, but also to finance consumption while
acquiring education. Therefore, the ability of individuals to borrow in order to finance current
consumption will become an important determinant in the decision of human capital accumulation.

We begin with an overview of the direct effects of financial development on economic growth,
followed by a simple model of education decisions when there are perfect financial markets. The
framework used is an overlapping generations model (OLG) with endogenous growth {e.g. Romer,
1986; Lucas, 1988; Azariadis and Drazen, 1990; and Grossman and Helpman, 1991) where the only
factor of production is human capital, which ts accumulated through a linear education technology.
The main result is that the young generation will spend its time in education. We then analyse the
case when individuals cannot borrow as much as they want in financial markets. The inability of
young individuals to borrow freely induces them reduce the time devoted to education and to increase
the time devoted to work. The decline in human-capital accumulation is greater, the tighter are the
borrowing constraints.

Some relevant extensions are then presented, beginning with consideration of the effects of
intergenerational transfers in overcoming the inability of individuals to borrow. It can be argued that
family arrangements may overcome the restrictions on borrowing. However, although parental support
may reduce the distortion arising from borrowing constraints, it does not achieve the first best. The
model is extended to discuss the role of physical capital. The life-cycle theory of consumption
suggests that borrowing constraints ‘increase savings!. Therefore, to analyse the net effect of
borrowing constraints on economic growth it is necessary to consider the trade-off between the
accumulation of human capital (education) and the accumulation of physical capital (savings).

Some empirical evidence is presented on the relationship between financial market imperfections
and human capital accumulation, measured by enrolment ratios. The evidence suggest that countries
with more developed capital markets, in particular with lower degrees of borrowing constraints,
indeed also have higher enrolment ratios. This is followed by conclusions.



Overview on financial development and growth

The effects of financial development on economic growth have been examined in recent
literature?. Growth may be the result of two elements: growth in the number of factors of production
or increases in the efficiency with which those factors are used. For simplicity, we can consider
growth as being induced by the increase (accumulation of physical capital) and the efficiency of
investment. In a closed economy, investment is equal to savings, which is why savings is an important
vehicle 10 increase growthd. The efficiency of investment, in turn, includes not only factor
productivity growth, but also the accumulation of other factors not included in physical capital, such
as the accumulation of human capital.

Financial development has a dual effect on economic growth. On the one hand, the development
of domestic financial markets may enhance the efficiency of capital accumulation. On the other,
financial intermediation may contribute. to raising the savings rate and thus the investment rate. The
former effect was first emphasised by Goldsmith (1969), who also finds some positive correlation
between financial development and the level of real per capita GNP. He also states that the process of
growth has feedback effects on financial markets by creating incentives for further financial
development.

McKinnon (1973) and Shaw (1973) extend the earlier argument by noting that financial
deepening implies not only higher productivity of capital but also a higher savings rate and therefore
a higher volume of investment, Unlike Goldsmith (1969), who thought of growth and financial
intermediation as both endogenous, the focus of McKinnon (1973) and Shaw (1973) is on the effects
of public financial-markets policy on savings and investment. In particular, these two authors argue
that policies leading to financial repression — for example, controls that result in negative real
interest rates — reduce the incentives to save. Lower savings, in turn, result in lower investment and
growth. They conclude that higher interest rates resulting from financial liberalisation induce
households to increase savings. The empirical validity of the McKinnon-Shaw hypothesis has been
challenged by various authors. Diaz-Alejandro (1985), for instance, argues that the Latin American
experience shows that financial deepening is unlikely to increase savings; its main contribution to
growth should be thought of as increasing the marginal productivity of capital, rather than the volume
of savings and investment.

Recent theoretical work has incorporated the role of financial factors in models of endogenous
growth in an attempt to analyse formally the interactions between financial markets and long-run
economic growth. Greenwood and Jovanovic (1990) present a model in which both financial
intermediation and growth are endogenous®. In their framework, the role of financial institutions is to
collect and analyse information for channelling investible funds to the investment activities with the
highest return. Since the activity performed by financial intermediaries involves costs, Greenwood
and Jovanovic (1990) show that there is a positive two-way causal relationship between economic
growth and financial development. On the one hand, the process of growth stimulates higher
participation in financial markets thereby facilitating the creation and expansion of financial
institutions. On the other, financial institutions, by collecting and analysing information from many
potential investors, allow investment projects to be undertaken more efficiently and, hence, stimulate
investment and growth.

Bencivenga and Smith (1991) present a model in which individuals face uncertainty about their
future liquidity needs. They can choose to invest in a liquid asset — which is safe but has low
productivity — and/or an illiquid asset — which is riskier but has high productivity. In this
framework, the presence of financial intermediation increases economic growth by channelling
savings into the. activity with high productivity, while allowing individuals to reduce the risk
associated with their liquidity needs. Although individuals face uncertain liquidity needs, banks, by
the law of large numbers, face a predictable demand for liquidity and can, therefore, allocate
investment funds more efficiently. In the absence of financial intermediaries, individuals may be
forced to liquidate their investment (i.e. their savings held in illiquid assets) when liquidity needs




arise. Thus, the presence of banks also provides the benefit of eliminating unnecessary liquidations.
Bencivenga and Smith show in their model, moreover, that growth increases even when aggregate
savings are reduced as-a result of financial development, because of the dominant effect that financial
development has on the efficiency of investment.

Along similar lines, Levine (1992) analyses the effects of alternative financial structures on
economic growth. In his model, financial institutions raise the fraction of total savings devoted to
investment and avoid premature liquidations of capital. Banks, stock markets, mutual funds, and
investment banks enhance growth by promoting the efficient allocation of investment through various
channels.

Saint-Paul (1992) develops a model where financial markets affect technological choice. In this
model, agents can choose between two technologies: one technology is highly flexible and allows
productive diversification, but has low productivity; the other is rigid, more specialised, and more
productive. The economy is exposed to shocks due to consumer preferences, which may result in a
tack of demand for some products. Therefore, in the absence of financial markets, risk-averse
individuals (consumer-producers) may prefer technological flexibility rather than high productivity.
Financial markets, in contrast, allow individuals to hold a diversified portfolio to insure themselves
against negative demand shocks and, at the same time, to choose the more productive technology.

In a somewhat different approach, Roubini and Sala-i-Martin (1992) analyse the relationship
between financial intermediation and growth by emphasising the role of government policy. In
particular, they develop a moedel in which financial repression becomes a tool that governments may
use to broaden the base of the inflation tax. Thus, financial repression requires higher seigniorage to
finance government expenditures. In an optimal taxation framework where the tax instruments at the
government’s disposal are the inflation tax and an income tax subject to tax evasion, Roubini and
Sala-i-Martin (1992) show that a high rate of income-tax evasion induces policy ‘makers to repress the
financial system and set a high inflation rate in an attempt to generate higher revenues from the
inflation tax. Since financial repression reduces the productivity of capital and lowers savings, it
hampers growth.

From a different perspective Jappelli and Pagano (1994) analyse the effects of financial market
developments on the savings rate. They concentrate attention on the effect of borrowing constraints
—- that is, the inability of individuals to borrow freely against future income - on economic growth.
This work shifts the focus from the effects of financial markets on the production side of the economy
to their effects on household behaviour. A conclusion from this study is that the full or partial inability
of individuals to borrow against future income induces them to increase savings. When individuals
are unable to borrow, they must build up financial wealth by increasing savings in order to finance
current consumption. Thus, this study suggests that financial deepening on the side of consumer credit
is unlikely to increase savings. This result is consistent with casual observation in Latin America,
where episodes of financial liberalisation have not increased savings rates.

- The implication from Jappelli and Pagano (1994) that the relaxation of borrowing constraints is
uniikely to stimulate savings does not necessarily imply that such a form of financial deepening will
result in lower growth. De Gregorio (1993), in fact, suggests that the relationship between borrowing
constraints and growth will ultimately depend on the importance of the effect of borrowing constraints
on the marginal productivity of capital relative to their effect on the volume of savings. In particular,
a relaxation of borrowmg constraints increases the incentives for human capital accumulation. This
effect is likely to increase the marginal product of capital and, hence, may lead to higher growth
despite the reduction in savings. Following, we present a model that illustrates the effects of
borrowing constraints on the accumulation of human capital. To simplify the analysis the role of
savings is ignored by assuming that the economy is fully integrated to international capital markets
and the only factor of production is human capital. Further on, savings are introduced to discuss the
interactions of savings and human capital accumulation on economic growth in thc presence of
borrowing constraints.



A simple model with perfect credit markets

We consider here a small open economy, where individuals can freely lend and borrow at an
interest rate equal to r. At period ¢ each individual (indexed by j € J) has a level of skills denoted by
Hj and works [{ units of time. The economy produces only one, non-storable, consumption good
according to the following linear technology:

Y= Hi Y 1)
jed
The economy is populated by two overlapping generations®. According to equation (1), and
using the price of the consumption good as the numeraire, competitive firms will set wages for’
worker j (w4) equal to H{. This corresponds to the familiar equality between the real wage and the
marginal productivity of labour.

The generation born in period r inherits the average level of skills available in the economy,
denoted by H;. In order to increase these skills, individuals need to acquire education. The more time
young people spend in formal education, the higher the level of skills when they reach middle age. To
capture this idea we assume that individuals are endowed with one unit of non-leisure time in each
period of their lives. When young, individuals have to allocate their endowment between education
{h) and work (1 - 7). When old, they supply, inelastically, one unit of raw labour. The level of skills at
t + 1 of an individual born at time + who spends #/ units of time in education is given by:

Hig = +e+8k))H, )

This equation implies that when individuals do not invest in education, their level of skills
grows at a minimum rate equal to €. In the case where € =0, equation (2) says that in the absence of
education the level of skills remains constant. The parameter £ represents the minimum rate of growth
of human capital and can be interpreted as exogenous technological progress®. The value of € could
depend, for instance, on the economy’s ability to absorb knowledge from other countries, in which
case € would be related to the degree of openness. It could also be related to the existence of learning

by doing or could be affected by economic policy. The parameter §, in turn, corresponds to the
marginal efficiency of education per unit of skills and could also depend on the economic
environment’.

Young individuals can earn a wage w4 (equal to H4 ). On the other hand, allocating 4/ units of
time to education at time r allows them to earn a wage equal to (1 +€+8k/) w4 inperiod7+ 1. In
consequence, lifetime income is given by wi (1=h/)+w{ (1+e+8h7)/(1+r). As a
normalisation, no population growth is assumed and the size of each generation is set equal to one.

Individuals’ behaviour is the result of a dynamic optimisation problem, where each individual of
the young generation maximises an increasing and concave utility function of the consumption path
subject ta the intertemporal budget constraint (superscript j is omitted):

max i (€ v Crote1) @
ft‘,,!oi} nh

subject tod: |
crats;=w (1-h) _ (4
Cr ]l =W (I+8+5k)+s, (]+r) ‘ (5)

where ¢, ¢ is consumption of an individual born in period ¢ during period 1, and s savings (or
borrowing) of an individual, bom at .



We can combine the two constraints for consumption in each period into the following
intertemporal budget constraint:

t.T+1 w (1=h)+w, (1+e+ k)
CritcC = . (6)
1+r 1+r

. The solution to this problem gives the optimal values for {ci1, c2t+1, #/. In this model there is
no direct cost associated with education, since it is provided free of charge. This is consistent with the
assumption that education does not need to rent factors in order to increase the level of skills. The
only cost involved in education is the opportunity cost, which consists of foregone labour income.

Individuals can lend and borrow freely, therefore the optimal choice of h will be such that it
maximises the present value of income (human wealth) regardless of the consumption choice, and the

optimal choice of h will be such that the expression 1 — & + (1 + & + &k )/(1+r) is maximised. In
addition, because returns on education are linear in A&, the solution will be at a corner, either & = I, or
h=0.

Each unit of time devoted to education when young will involve an opportunity cost of wr. The
benefit, in turn, will be additional earnings equal to (in present value) w, 8/ 7+r). Hence, whenever w;
is greater than wy &/(1+r), the individual will prefer to work rather than receive education. Conversely,
when the present value of future wages, augmented by &, is greater than the current wage, the
individual will prefer not to work in favour of acquiring education. Therefore, we have that:

Result 1

For & >I+r the optimal choice of A will be 1, and for 8 < 7 + r the optimal choice of h will be
ZEro.

We will go on to consider the case of & > 1 + r.

The individuals’ path of consumption will be given by the standard equality between the
marginal rate of substitution and relative prices. For simplicity, consider that the utility function has
the following logarithmic form:

1 = log{c: .t )+ Blog(e: t+ 1) ©))
In this case the path of consumption is given by:

cr+ 1t
cqlt

=B(1+r) , (8

which implies that consumption will be equal across periods if the (subjective) discount factor is
equal to the interest factor (B = Y(14r)).

:Now, we can turn to the analysis of the equilibrium of this model. To go from individual
behaviour to the aggregate economy, it is sufficient to note that the optimal individual decision of
how much time to devote to human capital accumulation is independent of the decision of the rest of
the population, and given that 6> 1 + r, all individuals will choose k=1, Therefore, H, will grow at
£ + 8. Consequently, the equilibrium rate of growth of the economy, denoted by ¥, w111 be given by
the following equation:

=d+¢ (9)

By equilibrium in the goods market, consumption will grow at the same rate as output, human
capital and wages. In addition, this economy will not exhibit transitional dynamics, and will always
grow at the same rate, given by equation (9).



The effects of borrowing constraints

The economy described in the previous section is one in which individuals can lend and borrow
without constraints (other than the standard solvency constraint). This enables them to use investment
in education to maximise human wealth, regardless of the chosen consumption path. However, the
presence of borrowing constraints may induce individuals to choose h taking into account the desire
for consumption smoothing, Intuitively, if an individual cannot borrow against future income he or
she will not be willing to devote all of her youth to education, since she will need to work when
young to have positive consumption. Thus, even when the choice of h=1 is the one that maximises
the value of total wealth, it will not be optimal for individuals to do so.

To analyse the effects of borrowing constraints formally, consider an economy where individuals
can borrow only a fixed amount D;, which is a fixed proportion (d) of current wages, i.e. Di=dw:.
This constraint could be the result of informational problems in credit markets or could altematively
be the result of government regulation.

Although individuals cannot borrow as much as they might (in the absence of liquidity
constraints), they can still lend at the interest rate r. The representative agent will no longer face a
single intertemporal budget constraint as in equation (6), but will also face the following borrowing
constraint®: :

C,t Swrd+w, (1-h) (10)

The optimal choice to the individual’s problem when 8>1+r will not be to set h equal to one,
because consumption would be at most equal to w,d, which could be too low.

Individuals maximise equation (7) subject to (6), (10) and the non-negativity constraints on ¢
and A. The first order conditions of this problem are:

P =h+p, , an
B A
cot+1 t+r’ ' (12)
and
5
u—l(—l-;—l] (13)

where A and p are the Lagrange multipliers associated with constraints (6) and (10), respectively.
Since A is always pos:twe p is also positive for all finite values of ¢ (under the maintained

assumpuon that §>147)'° . Combining the first order conditions it can be verified that the consumption
path is given by:

g+ 1
cfi

=Bd - : (14)

We can now compare the consumption path of the economy without constraints {equation (8)]
and the constrained economy [equation (14)). Since & > 1+ r the constrained economy faces a more
steep consumption path. Indeed for $ =1/( 1+ r) the unconstrained economy has a flat consumption
path while the constrained economy faces an increasing consumption path, This highlights a negative
welfare effect of borrowmg constraints since it reduces the extent of intertemporal smoothing of
consumption.

Now, substituting (14) and (10) into the intertemporal budget constraint, the following is the
expression for the optimal value of h (as long as it is strictly positive, see below):



1+r+PBd . Bé-1-¢
S(1+B) S(1+B)

By examining equation (15), the following result holds:

R = (15)

Results 2

h* is increasing in d, that is, human-capital accumulation increases as borrowing constraints
relax. Consequently, growth increase with a relaxation of borrowing constraints.

An implication of equation (15) is that the parameters could be such that #* could be negative.
Indeed, for d=0 the value of A* is strictly less than one and it could be negative if B & < 1 +€e. If this
is the case, the optimal value of 4 would be zero and the rate of growth would be equal to €. On the
other hand, if 4 goes to infinity A* would be greater than one. In this case #* would be equal to one
and the borrowing constraint would not be binding.

One can also consider this model as if it were describing the development of an economy and its
financial market by considering D to be fixed, so the borrowing constraints would be falling as the
economy grows, and hence, human capital accumulation and growth would also be increasing as the
economy develops.

Intergenerational transfers

This section shows that although the existence of an operative bequest motive reduces the extent,..
of borrowing constraints by inducing higher human capital accumulation, it does not completely
overcome the credit market imperfections, and hence / does not reach the unconstramed optlmal of
h=1. :

It is assumed that each individual cares about the well- bemg of hls/her offsprmgs as in Barro '
(1974). Individuals solve the following optimisation problem: -

max '. I
w(b,) = i 1,1 1 g+ 1)+ + 1(bt + 1
b = e e 1 OBl Blog (e 1) + pvs + 1(bt + 1)

. ) A P S T LR
subject to: ST i
. H_c,.z + 148 + 1 — (l—h)+w’(l+e+8h)+b,.

l+r 1+r -
and

0sh<l,brv1 20,208 fc,, 0 +j} 1 =0>=0
i

where by4+; is the transfer (bequest) from parents born in.period ¢ to children born in r+1. The
non-negativity constraint on by defines whether the altruistic motive is operatlve That is, when b4 f
equals zero, the intergenerational transfers become inoperative.

Solving the optimisation, we obtain the same conditions as in the economy without -
intergenerational links plus the following condition that links consumption across generations:

pce.t+1=Pec,+ 1, (16)
and is obtained after using the envelope theorem to show that v'i(b;) = '/, o

A simple way to obtain the expression for 4 in this economy is to combine equations (16} and
(14) to show that:



pde,t+ l=cr+ 1,142 (1n

which gives a condition for the rate of growth of consumption across generations. Note that if p=[3,
that is, if the children’s utility is discounted with the same factor as own utility, the rate of growth of
consumption across generations is the same as the rate of growth of individual consumption. Using
the fact that consumption across generations must grow at the same rate as the rate of growth of the

economy (y) and that the rate of growth of the economy is equal to 1 + & + 8h, we can rewrite (17) as:

l1+e+6h=pb

which can be simplified to:

Two interesting results are immediate from this equation:

Result 3.

The equilibrium level of human-capital accumulation is independent of the tightness of
borrowing constraints. Parents will insure that their offsprings will invest £ in human capital by
providing sufficient transfers. :

Result 4

The level of & will in general be less than one!!, and hence, intergenerational transfers do not
overcnme the borrowmg constramts Furthemlore, It is increasing in p, the strength of the altruistic
motwe

To compute the actual level of mtergenerauonal transfers, we can use the expressions for
consumpnon in each petiod and the path of consumption given by (14) to show that:

1+e-(14d ) BS - (1+r)d +3(1+PB)h
1+y+88

From this equation it can be seen that as 4 increases, that is borrowing constraints relax, the
transfer from parents to children declines. Indeed, as Result 3 shows, it will decline enough to induce

the same level of h.

Now it is interesting to compare this economy with the economy without intergenerational
transfer. After some algebra the following result can be shown to hold:

b = (19)

Result 5
h is the same in the cases with and without intergenerational transfers when 4 is such that b =

This result indicates that bequest becomes inoperative exactly when the level of h is the same as

. that in the economy without borrowing constraints. This implies that k as a function of 4 is constant

up to the point where intersects the curve for the economy without altruism. A corollary of this result
is that:

Result 6

The economy with intergenerational transfers will have a higher level of human-capital
accumulation than the economy without altruism, while the altruistic motive is operative. Howevcr.
this level will be below the unrestricted optimal of k=1.
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Savings, human capital and growth

Although borrowing constraints may reduce human capital accumulation, they also have effecs
on physical capital accumulation. If individuals have limited access to the credit markets, they will
have to save the resources to buy goods, especially the expensive iterns. For example, down payments
in the housing market are a form of forced savings. This is the effect emphasised by Jappelli and
Pagano (1994) in a model of endogenous growth and borrowing constraints.

Imperfections in credit markets have been used, for example, to explain the relatively high
savings rates of Japan and Italy among OECD countries (Hayashi, 1986; and Guiso, Jappelli and
Terlizzese, 1991). The case of Italy is very illustrative in this respect, since it has the second highest
savings rate among G7 countries (after Japan), but a low degree of development of its capital market
compared to other industrialised countries. In 1988 consumer credit in Italy was 4 per cent of
consumption expenditure, while the average for G7 countries was 14 per cent. The largest percentage
of consumption credit in 1988 was that of the United States, where it reached 23 per cent. The short
maturity of consumer loans and the large spread between borrowing and lending rates emerge as the
main explanations for the small fraction of consumer credit in Italy.

The mortgage market is also much smaller in Italy than in other major OECD countries. The
minimum down payment is usually 50 per cent, and by law it cannot be less than 25 per cent. In
contrast, average down payment is 25 per cent in the United States and Germany, 20 per cent in
Canada, and 15 per cent in the United Kingdom. The only country with comparable down payment is
Japan, where the average is 35-40 per cent. Maturity is also low in ftaly, on average between 10 and
15 years. In contrast, in other G7 countries, such as Canada, United States and Germany, the average
maturity is about 25 years. As a consequence, Haly's mortgage market is the smallest among G7
countries. Qutstanding mortgage as a percentage of consumption expenditure is 4 per cent in ltaly,
while the average for the G7 countries is about 44 per cent. The insurance market in Italy is also
relatively small compared to that in other developed countries. The ratio of insurance premiums to.‘
GNP in 1987 was 6.5 per cent in the G7 and 5.5 per cent in the OECD countries, but 2.4 per cent in
ftaly. . :

Ttaly provides a persuasive example of how the inability of households to borrow may increase
savings rates. Jappelli and Pagano (1994} present cross-country evidence supporting the hypothesis
that the tighter borrowing constraints are, the higher the savings rate. If, in addition, credit’ markets
channel funds from savers to investors, an economy with borrowing constraints (at the household
level) may have higher physical capital accumulation, and faster growth. Note, however, that in order
for higher savings, caused by borrowing constraints, to result in higher growth two conditions are
required. First, while the credit market is inefficient on the household side, it must be efficient on the
firm side, otherwise the higher savings rate may be inefficiently allocated. Second, the higher savings
rate-should more than offset the lower human-capital accumulation discussed in the previous sections.
To illustrate this trade-off between physical and human-capital accumulation we shall extend the
framework presented above to consider both forms of capital as mputs in the production of goods and
the increase of skills:

Y, = (Hrlr )uK'l—u
and that the increase in skills also requires physical and human capital:
Hi+1=H + hH,®*K, 1%

Finally, assume that savings are a constant fraction of income s, where s is a decreasing function
ofd (s < 0) ,that is, that savings increases with borrowing constraints:

Kr —K;-IEAK =S(d)Y[

using the above equations and the fact that in steady state the rate of growth of H, K, and Y are the
same, the following expression for the rate of growth is obtained:
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l+y=h (d) 1+(x—(ps(d) +o-p 20)

where h is an increasing function of d.

Equation (20) shows the trade-off between human- and physical- capital accumulation stemming
from borrowing constraints, and which obviously depends on the parameters. Note that if physical
capital is not used in the production of skill (1 -~ @ =0) only the effects of 4 on # would be relevant
for growth. Finally, one could also presume that borrowing constraints may also induce imperfections
on the side of the allocation of credit. This could be formalised by assuming that only a fraction f{d)
of savings is effectively intermediated (with f > 0). Then, in equation (20), s(d) should be multiplied
by f{d), and the net effect of 4 on f{d)s(d) would be ambiguous.

Evidence on human-capital accumulation and credit-market imperfections

An important implication from the previous discussion is that credit-market imperfections reduce
human-capital accumulation!2,

Human-capital accumulation in this paper refers to formal education, and therefore, the most
convenient measures of the time devoted to human-capital accumulation are enrolment rates. The
analysis of this section uses secondary (SEC) and tertiary (TER) school enrolment ratios from
UNESCO averaged for the period 1975-85.

To measure the extent of borrowing constraints we use two proxies constructed by Jappelli and
Pagano (1994) for a sample of OECD countries. The first measure they construct is consumer credit
(flow) as a fraction of national income in 1970 (CONSC) and 1980. Since the predictions discussed
here are on the effects of borrowing constraints on human-capital accumulation, and not vice versa, it
is useful to measure the extent of borrowing constraints before 1975 (the beginning for the measures
of SEC and TER). In this form we can examine how much {\em initial} borrowing constraints affect
subsequent enrollment ratios. For this reason, 1970 data when available (13 OECD countries) is used
and the 1980 value when it is not (4 OECD countries). The second measure for the extent of
borrowing constraints constructed by Jappelli and Pagano is the minimum down-payment as a
percentage of house prices (DOWN). This variable is available for 17 countries in 1970, and most of
them in early 1970s. For the remaining 3 countries, 1980 data is used'3.

There is no data on borrowing constraints similar to those constructed by Jappelli and Pagano
for a large cross-section of countries. However, in order to provide some evidence for developing
countries, we use the share of total credit from the banking system to the non-financial private sector
oni GDP (ratio between lines 32d and 99b of the IFS), which will be denoted as CREDIT, as a proxy
for the extent of borrowing constraints. As argued in De Gregorio and Guidotti (1994), this variable is
a good proxy for the degree of development of capital markets.

Figures 1 and 2 show the relationship between SEC, TER and CREDIT, respectively. In both
cases there is a clear positive relationship between the degree of financial market development and
enrollment ratios. Although CREDIT may accurately proxy the degree of financial development, there
are two caveats that need to be kept in mind when interpreting CREDIT as a proxy for the extent of
borrowing constraints. First, CREDIT not only includes consumer credit, which is the relevant
variable in this paper, but also, and perhaps more importantly, credit to firms. Second, consumer
credit is not only intermediated through the banking system. For this reason it is important to explore
this relationship among OECD countries where better measures for the extent of borrowing
constraints are available. :

Figures 3 and 4 show the relationship between DOWN and enrolment ratios, while figures 5
and 6 do the same for CONSC. The first two figures show that countries with relatively high
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down-payments have also relatively low enrolment ratios, which is consistent with the negative
relationship between borrowing constraints and human-capital accumulation. Similarly, the last two
figures show a positive relationship between CONSC and enrolment ratios. That is, the more
developed the consumer credit market is, the higher the enrolment ratios.

Overall, the evidence presented here is consistent with the argument presented in this paper on
the relationship between investment in human capital and the degree of development of financial
markets. One could argue, however, that this relationship may arise from omitted factors affecting the
accumulation of human capital. De Gregorio (1993} controls for additional factors, such as the degree
of development of the country, measured by per capita income, and education expenditure. The
evidence still shows a positive effect from the initial level of development of financial markets on
enrolment ratios.

Conclusions : L SO N

Financial markets have important effects on the creation of jobs and in the quality of the labour
force. As suggested by a large body of literature, well-developed financial markets are effective
instruments for increasing the rate of growth of output and employment. Nonetheless, as we have
emphasised, financial markets have important effects on human-capital accumulation, and hence on
the level of skills of the Iabour force. The empirical evidence presented above suggests that this effect
may be important.

The framework we have presented could be reinterpreted in several ways. The most relevant for .
developing countries is the choice between alternative technologies. In many, developmg counmes
particularly in the agricultural sector, many production activities occur at, the; household, level.
Consider the decision to adopt a new technology and assume that there are two of these: one hlghly
productive technology but which takes more time to yield benefits, and another less efficient, but with’
more immediate returns. In this case, we can interpret & as the fraction of resources dévoted to the
productive technology. If households have no access to credit for ﬁnancmg consumption, they: will ~
choose to invest more in the less productive technology.

Another area that has received attention in the life-cycle theory and credit-market imperfections
is the role of uncertainty. Theory suggests that uncertainty increases savings. Therefore, in the absence
of credit markets that allow individuals to insure against risk, one can conclude, that savings will be -
higher. As in the case discussed in this paper, the fact that savings increase does not guarantee an
increase in growth. Indeed, as discussed in section 2, Bencivenga and Smith (1991) have shown. that
the efﬁcnency of investment is likely to decline as the result of a portfoho s]lp from producnve ‘and
illiquid investrnent to unproductive liquid investment when uncertainty increases. Thus, although
savings may increase as the result of credit-market imperfections, the effect on growth is negative.

13



Notes and References

1. See Modigliani (1986) for a review of life-cycle models and the effects of credit-markets imperfections.

2. Sec De Gregorio and Guidotti (1994). For other overviews of the empirical and theoretical literature see Fry (1993),
.- Greenwood and Smith (1993}, Pagano (1993}, and King and Levine (1993).

3. - To simplify the discussion we consider the economy to be closed, so investment equals savings. It could be assumed
that the economy is open and there is in addition an upward-sloping supply of funds (Fry, 1993} or some other form
of imperfect capital mobility such as the lack of collateral to obtain foreign financing for human-capital accumuiation
(Barro, Mankiw and Sala-i-Martin, 1994). In all of these cases more national saving would encourage capital
accumulation, and the implications for growth would be qualitatively similar to those of the closed economy.

4. See also Greenwood and Smith {1993),

5. qu_mzil]y. two‘-pcri'od overlapping generations models consider one young and one old generation. In this paper,
however, it is more appropriate to think about young and middle-aged people, since both generations are able to work
- and there is no retirement.

6. 'Dep:_-eci'ation of_'_individhéls’ human capital would imply a negative value of €, but, without loss of generality, we
. assume that £ is non-negative,

7.° * Formally, &= (Y, ) (9H’ 14173/ ). For short, § will be called marginal efficiency of education, Finally, for reasons
that will be clear later, § is also the marginal private return on education.

8. Note from equation (6) that education is provided free of charge. Therefore, when specifying borrowing constraints
later in the paper. these refer to the inability to borrow to finance consumption, not education.

9. - Middle-aged individuals can also face a borrowing constraint, but since it is the last period of life the constraint will
not be binding. -

10, A condition for optimisation is that A and W must be greater than, or equal to, zero. When 8<1+ru is equal to zero,
""" that is; liquidity constraints are not binding.

1. This. is generally the case because p<l<l+e forall £>0.
12. A more detailed regression anatysis can be found in De Gregorio (1993).

13.  Four OECD countries are excluded from the analysis: iceland, Luxembourg and Switzerland because of the lack of
data and Sweden because it is clearly an ocutlier. Sweden's consumer credit is the highest, being twice that of the
following country and more than four times the average.
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Tertiary school enfoliment 1975-85

Figure 1. Human capital and credit
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Secondary school enroliment 1975-85

Tertiary school enroftment 1975-85

Figure 3. Human capital and downpayment (OECD countries)
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Secondary schoot enrofiment 1975-85

Tertiary school enroliment 1975-85

Figure 5. Human capital and consumer credit (OECD countries)
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Introduction: employment policies

Unemployment dominates economic policy discussions in Germany and most other OECD
countries. The majority of economic players agree that, at 11 per cent, the European Union's
unemployment level is unacceptably high. Solutions to the problem are desperately sought, but as its
level rises the prospects for successfully combating unemployment seem increasingly bleak. Most
countries choose a wide range of policy instruments that need to be co-ordinated both at a national
and international level.

However, supranational policy recommendations can only define a broad menu from which each
country draws according to its hierarchy of objectives and instruments. This, as described in its 1993
White Paper on Growth, Competitiveness and Unemployment, is the preferred approach of the
European Commission.

Taking this White Paper, or the recent OECD jobs study (OECD, 1994, p. 43), it becomes
evident that measures to promote employment touch on nearly all economic policy areas: growth;
infrastructure; industrial policy. including technology, human resources and education; and monetary,
fiscal and labour-market policies. This paper aims to give a selective account of the German
experience, first outlining recent labour-market trends.

Recent trends in employment and unemployment

A long period of economic growth in west Germany! was given further impetus by German
unification in 1990. As shown in Figure 1, there has been a significant increase in the number of
those in work, a rise of around 3 million from 1982 to 1992. Unemployment, however, remained at
the 1983 level until 1988, indicating that a rise in employment was absorbed by the rise in labour
supply. It appears that the “discouragement” effect of recession took several years to disappear. In’
spite of the inflow of labour from east Germany and Eastern Europe, the unification boom resulted in

Figure 1. Employmant and unemployment
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a decisive fall in the unemployment level. However, recession in 1992-93 reversed this trend, and by
the beginning of 1994 unemployment had reached a record high.
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Unification presented east Germany with a fundamental transformation crisis. Gross domestic
product (GDP) decreased rapidly as industry was exposed to more competitive conditions (see
Figure 2). From mid-199], there were signs that the economy was stabilising and that the basis for
recovery was broadening as investment bolstered demand and output. Fixed capital formation in 1994
is, in per capita terms, considerably higher than in west Germany; in 1991 it stood at only 60 per cent

Figure 2. Employment and growth — Easl Germany
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of the west German level. Transfers from west to east Germany helped this pracess and also boosted
private consumption. While GDP per capita was at 28 per cent of the west German level in 1991, and
about 45 per cent in 1994, per capita private consumption has been relatively high, at 51 per cent and
64 per cent respectively. Employment levels have. dropped, but the fall is relatively small when
compared to falls in GDP. As indicated in Figure 2, falls in the total hours worked have far
outstripped reductions in employmeént levels.

The level of unemployment in east Germany only partly reflécts labour-market imbalances.
Administrative regulations such as dismissal protection, the personnel policy of the Treuhandanstalt,
short-time work regulations, and the use of labour-market policy instruments have also played a
significant role. After unemployment had risen from zero, “by definition™, in December 1989 to about
143 000 in July 1990, the upward trend continued: 0.9 million in 1991, and 1.2 million in 1992 and
1993. The 1994 figure is expected to be about the same, representing an unemployment rate of around
16 per cent.

Macroeconomic policy

The confidence of the 1960s in the governability of the business cycle was formalised in a 1967
Act to promote stability and growth (Stabilitits- und Wachstumsgesetz). This established price
stability, equilibrium in the balance of payments accounts, high employment levels, and stable
economic growth as the principle objectives of economic policy. These were to be achieved by
co-ordinating fiscal and other economic policies, and through “concerted action” on the part of the
government, the Federal Reserve Bank and the “social partners”.
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Monetary and fiscal policy

Monetary policy seeks to influence aggregate demand, and through it growth and price stability,
by adjusting money stock and interest-rate structure. Fiscal policy seeks to do the same by varying the
level and structure of government expenditure and income.

In practice, making these policies work proved difficult. While a description of their failings is
beyond the scope of this paper, several important conclusions can be drawn. During, and shortly after
recessions, monetary policy has regularly been excessively restrictive, reflecting fears over price
stability and a rejection of responsibility for the business cycle. Fiscal policy was only occasionally
procyclical, and more often moderately anticyclical. Although there was a slight fiscal surplus in
1979, the first since 1973, public deficits have risen dramatically since. If debts run up by the federal
railway and the Trewhandanstalr are taken into account, the German government will spend around
15 per cent of its annual revenue on debt servicing, In the medium term, consohdauon will requlre
more than a reduction in that part of the deficit induced by the recess:on

Wage policy

Wage policy aims to set nominal wages, which avoid inflationary pressure by equating income
rises with productivity increases, while at the same time maintaining the profitability of sales and
investment. Moderate wage increases and a controlled monetary policy have led to comparatively
stable prices in west Germany. Given that wage policy is a central issue in most OQECD countries, it is
interesting to note that unit labour costs, as measured in national currency, expanded rnore slowly in

west Germany than in any other Member country of the OECD ‘with the exceptiori -of Japa‘ﬁf'(séé‘

Table 1). But because of high price competitiveness, external surpluses and the resu]nng révaluation *
of its currency, Japan’'s unit labour costs rose fastest during this penod when’ measured ifi. specna!‘
drawing rights. The German currency also appreciated, although' to A ‘lesser extent, while’ other'-
members saw their currencies devalued. Except for brief periods at itie beginning of the 19705
Germany has suffered comparatively little upward pressure on wages.

~ Nevertheless, controversy over the wage levels always intensifies during recession. After
unification, it was argued that (nominal) wages should increase at a rate I per cent slower than
productivity. The justification of such a pollcy was that increasing proﬁts in west Germany would
help finance economic transformation in east Germany. However, it is generally accepted’ that
investment is mainly a function of profits obtained through “normal” sales. It seéems unlikely that -

wage agreements resulting in cuts in real wages can prevent a cyclical rise in unemployment.' Equally”

doubtful is. belief of the Commission of Economic Experts (SVR, 1993, p. 238) that cuts can
contribute to more employment in the medium term by getting the economy back on its “old” growth:
path.

+

Besides addressing the wage level directly, many argue in favour of an indirect reduction in"
wage costs through, for example, cuts in non-wage labour costs. In Germany, these include three''

main elements: social security contributions; wage costs incurred by statutory regulations; and
premiums agreed through collective bargaining at the industry or firm level. The last, while

accounting for the largest part of non-wage costs, are the least controversial since the agreements are
voluntary. An employer’s legal obligation to pay sickness benefit is a particularly. controversial .

example of the second category, representing a considerable burden for small businesses. New:

solutions in this area are urgently required.

However, current debate focuses on social-security contributions. The social-security systém in
Germany provides pensions, and health and unemployment insurance. Cover and contributions in each

—-area are decided by a self-governing “corporation of public law™, with unions, employers’ federations

and public corporations equally represented. The cost of these insurance schemes is financed by
mandatory, wage-based insurance contributions borne equally by employers and employees. German
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employers argue that their share should be reduced in line with the norm in competitor countries.
However, an international comparison cannot ignore comparative differences in tax burdens. The
financing of social security in some countries, such as Denmark, is almost exclusively tax-based. But
scope does exist for decreasing employers’ and employees’ contributions, and substituting them with
increases in value added tax (VAT) or, preferably, with the introduction of an ecological tax. Of
course, this would have implications for the tax burden, which would need to be carefully analysed.
Although it is not the case that countries with the smallest tax share (as a percentage of GDP) have
the lowest unemployment fatios, reducing contributions and making compensatory increases in
indirect taxes might help increase employment.

While not ignoring the problems faced by low paid workers, there are strong economic
arguments for having a labour-intensive low-wage sector. The idea behind this is to increase
employment intensity in the non-trading sectors (construction, health, retailing, private services etc.).
without affecting productivity and wages in the tradeable goods industries. While lower wages and
reduced real-labour costs could increase labour demand, experiences with wage subsidies in Germany
have not been very encouraging. In the public and the publicly dominated sectors, most of the
(relative) wage cut was used to consolidate public budgets. In fact. the impact of
minimum-wage-changes appears to be relatively small iinless the downward correction is very high,
which would in turn exacerbate the problem of low-incomie employees.

Stricctural policy

_ In Germadny, structural policy cohsists of infrastructure, regional and sectoral policies. The rules
concerning fegional policy aré well established. In 1965 a law was passed establishing a framework
for political and financial co-ordination between the federal government and the Léiider (States) in
order to promote development in stricturally disadvantaged or peripheral regions. Instruments include
public expenditure on infrastructure such as roads, sewers and water supplies, as well as incentives
for private investment. The sector-oriented policy rules were formulated in 1969.

When, in late 1982 federal polmcal power passed from a socialist-liberal to a
conservative-liberal coalition, theré was a shift in economic policy towards deregulation, an increase
in private initiative and competition, a reduction in fiscal deficits, and a cutting back of subsidies and
welfare benefits. The government has stressed that state intervention in industry is only acceptable in
the case of temporary subsidies to innovative and high-technology industries, in co-operation, for
example, with European programmes to attain adequate production capacity in the aerospace and
mlcrochip sectors.

Since 1982. this structural pohéy switch has beén only partially apparent at the operational level.
The amount and make-up of subsidies, which are the single most important instrument in structural
policy, changed litile. A large proportion is still used to slow the decline of traditional industries such
as coal mining and agriculture, although the latter is more a European than a specifically German
policy. Besides agriculture and coal mining, housing and railroads get the largest share of subsidies.
The small share allotted to firms for research and development purposes increased only slightly.

This lack of change can be attributed to the traditional discrepancy between programme
objectives and political outcome. Conflicting interésts expressed through strong lobby pressure have
presented obstacles to a coherent structural policy and to its co-ordination with other policy areas. The
current policy can perhaps best be described as “muddling through”.

Unification brought sharp increases in subsidies to east Germany, which were only partly
“financed” by cuts in west Germany. Besides establishing the Treuhandanstalt, there has been no
explicit policy for economic restructuring in east Germany, and while subsidies will create a certain
number of new jobs, expectations that employment can be kept at pre-unification levels are generally
low.
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In west Germany. subsidies have helped to reduce job losses in industries such as agriculture,
coal mining and ship building, and have been instrumental in creating jobs in the aerospace industry.
These achievements have been costly, especially in coal mining where money would have been better
spent investing in new industries with brlghler prospects. Indeed the overall effect of structural
policies may have been negative.

Conclusion

Mistakes have been made in the conduct of macroeconomic policy in Germany, both in
individual policy areas and in their co-ordination. Macroeconomic policy can significantly affect an
economy’s course: its importance was clearly shown by the effects of the various macroeconomic
policy measures taken by countries after the oil price shock (Flassbeck, Horn, Zwiener 1992). There
are striking differences in the timing and charactenistics of their respective business cycles, as well as
in their unemployment/growth configurations (Bruno, Sachs 1984, p. 273f).

However, macroeconomic policy was not able to prevent the increases in unemployment during
the major recessions in west Germany. In the periods 1974-75, 1981-82 and 1992-93, unemployment
was pushed up to 1 million, 2.2 million and 2.6 million respectively. The subsequent business
upswings only partially restored employment levels. Figure 3 shows this phenomenon in terms of the
rates of change of GDP and unemployment ratios. The unemployment ratio fell slightly from 5 per

Figure 3. Growth rates and unemployment ratios, West Germany
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cent in 1975 to 4 per cent in 1981; and then jumped to 9 per cent in 1983. It remained at that level
until 1988, and then declined to about 6 per cent in 1992, The impact of recession on unemployment
is even more pronounced, if the third of the work force on short time is included. Growth and
well-managed stabilisation policies, while remaining necessary in periods of high unemployment,
need to be backed up by other policies, which are outlined below. .



Labour-market policy

The west German experience

The Work Promotion Act of 1969, which forms the legal basis of today’s labour-market policy,
marked a significant departure from the 1957 Act on Occupational Placement and Unemployment.
There was a shift in favour of supporting occupational mobility and training and employment
measures (work programmes, wage subsidies, etc.); and a corresponding move away from “passive”
income support. This “active” labour-market policy is sustainable only at high employment levels.
Labour-market policy, as conceived by the Work Promotion Act, is not, therefore, primarily directed
at attaining full employment, but needs near full employment as a prerequisite.

Active labour-market policies aim to: attack frictional unemployment by reducing the turnover
periods between jobs; cut structural unemployment by reducing the qualification-related mismatch of
labour supply and demand; and, finally, deal with the problems of disadvantaged groups of
unemployed. “Passive’” labour-market policies provide income support to the unemployed and
financial support in the case of short-time work or of a firm’s bankruptcy. Short-time work payments
can be applied for by firms that are in economic trouble due to temporary circumstances beyond their
control. The employees affected receive short-time work payments according to the reduction in their
working hours: the firm has only to pay the reduced number of hours. This instrument keeps idle
labour at work with minimum income loss and reduces the firm’s wage bill as well as the
unemployment figures. The number of short-time workers is a good indicator of the business cycle.
For example, in 1990 there were only 73 000; by 1993 this number had risen to 770 000. Because of
its direct influence on employment, some classify short-time work as an “active™ labour-market
instrument.

The social unemployment insurance distributed by the Federal Employment Agency forms only
part of the income support provided to the unemployed. Eligibility rules mean that only about half of
the unemployed are entitled to these insurance receipts. Once these payments expire they receive
unemployment benefits funded from the federal budget. This system of income support gives rise 1o
the following problem. If the Federal Employment Agency pursues active labour-market policies, the
Federal budget, while being relieved of (potential) unemployment-benefit payments, does not have 10
contribute an equivalent amount to the Federal Employment Agency's budget. Similarly, if the Federal
government does not pursue a full employment strategy, local governments will eventually have to
pay for rising social benefits. About one-third of these originate from unemployment. Discrepancies in
the cost incidence of funding active labour-market policies and of paying for increased unemployment
need to be addressed through a transparent and fair system of fiscal balances between the fedéral
government, the States, local government and the social insurance system.

The budget of the Federal Employment Agency is based mainly on compulsory unemployment
insurance contributions bome equally by employers and employees. In recessions its expenses, in
terms of income-replacement payments and short-time work compensation, rise steeply. Since these
outlays are statutory, the Federal Employment Agency has, quasi-automatically, to cut its expenditure
on active labour-market policy. This problem is further aggravated by shrinking contributions during
recessions. In principle, the Federal Employment Agency's deficit has to be balanced by transfers
from the federal government’s budget. However the federal government itself, experiencing a fiscal
squeeze, is unwilling to approve the necessary increases in funding. This “automatism” is irrational: a
rational employment policy would provide for a more active labour-market policy as unemployment
rises.

Rl

Although there have been many amendments to the Work Promotion Act, there has not been a
fundamental reform of the framework of labour-market policy to prevent these procyclical cuts in its
active component. The financial share of programmes for occupational training, occupational
rehabilitation, work procurement (ABM) and wage subsidies was cut from 38 per cent in 1989, to
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26 per cent in 1993. Expenditure on income support rose from 46 to 60 per cent over the same period
(Deutsche Bundesbank, 1994, p. 40).

Labour-market policy in east Germany

Against this background it might seem surprising that labour-market policy in east Germany has
proved relatively successful in preventing unemployment from becoming an even greater obstacle to
the viability of economic transformation. This was accomplished through large-scale financial backing
from west Germany and the adoption of labour-market policy instruments specifically geared 10 east
Germany’s immediate needs.

* Labour-market outlays in east Germany were DM 30 billion in 1991; by 1993 they had
increased to DM 50 billion, more than 80 per cent of the total outlays in west Germany. Since
contributions to the budget from east Germany are low — around 20 per cent — the rest had to be
financed by transfers from west Germany. In 1991 most of it came from west German
unemployment-insurance contributions which have risen nearly 50 per cent. This has been righily
criticised, since the unemployment caused by the transformation is not an “insurance risk”™ and should
not therefore be covered by contributions. Accordingly, during 1992-93, transfers from the federal
budget increasingly replaced these contributions funds, accounting for almost 50 per cent of the
budget in 1993,

After unification the access of east German busingsses to this form of funding was extended
(Kuhl, 1994, p. 18f). At first, short-time payments could be applied for by virtually all east German
industrial firms. They simply had to prove that there was a serious structural economic problem, or
that dismissals were unavoidable because of the effects of currency, union. By July 1990 there were :
already 700 000 short-time workers registered. many of them “zero short-time workers”, who were-
not working at all. In 1991, short-time work reached its peak, with Treuhand businesses, in particular, -
making extensive use of this instrument. There were, on average, 1.6 million short-time workers in
1991; this number declined to 370 000 in 1992 and further still in 1993 (see Table 2). Some of this
decline can be explained by changes in the regulations introduced on 31 December-1991. In 1991, the -
Federal Employment Agency’s outlays for short-time work were higher than income-replacement
payments; taken together, they accounted for 50 per cent of all outlays in 1991. This ratio was down
to 28 per cent in 1993.

Correspondingly, expendnure on active labour-market policy in east Germany rose as a share of
the budget from 23 per cent in 1991 1o 42 per cent in 1993, a far higher share than in west Germany.
Most spending was directed towards occupational training, further training and occupational’
rehabilitation. These programmes were also open to those in jobs, which was not the case in west™
Germany. Furthermore, it became possible to combine short-time work and work-creation
programmes with further training. As a consequence, although the figures for participation in full time
training are high (Table 2), they do not give a full overview of the extent of training in east Germany.

Work programmes in east Germany quickly expanded to a scale previously unknown in west
Germany. Financial resources were provided by the Employment Agency and also the
Treuhandanstalt, the federal government, the states and the EU. In the course of this expansion, a
number of co-ordinating mechanisms had to be established, and consensus had to be reached on the
sectors where work programmes were to be directed. Some progress was made in co-ordinating
infrastructure and environmental policies with these programmes. Without doubt, in both east and
west Germany, the co-ordination of an active labour-market policy with structural policy, including
infrastructure and environment programmes, is vital. While this process might seem relatively simple
given that most of these policies are executed at the same local level, the obstacles are, in practice,
high.

Finally, the labour-market balance in east Germany has been improved by reforms in early
retirement regulations, which had accounted for cuts of 851 000 in labour-market participation by
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1993. This effect will fade out gradually as the affected persons grow older and move into regular
retirement. When one considers that in 1993 about 10 per cent of the labour force (of 7.9 million) was
working either short time or participating in work-creation programmes and full-time training, it
becomes clear that without labour-market policy. registered unemployment might have been twice the
actual rate of 16 per cent. Moreover, many people do not show up on the unemployment register due
to migration or, because, discouraged, they have withdrawn from the labour-market.

Conclusion

Without doubt, labour-market policy has made a considerable contribution, particularly in east
Germany, to increasing employment and reducing unemployment. It has also complemented structural
and growth policies by allocating resources to training, infrastructure and environmental tasks.
Nevertheless, numerous co-ordination problems remain. Its success has proved costly and financing
levels will need to be maintained, especially in east Germany, where the unemployment situation
remains critical. '

The labour-market faces a serious dilemma because it is not designed to handle rising levels of
unemployment or the employment problems of transforming a socialist into a market economy. Its
strategies and institutions become long-term oriented with the aim of modernising human capital, or
at least preventing its deterioration in times of inactivity. A major problem is that acute unemployment
makes it difficult for those on training and work programmes to find a permanent job in which to use
their acquired skills and qualifications. The so called “second labour-market” tends to become a
permanent institution as long as near-full employment, the prerequisite of labour-market policy,
remains distant. Everything should be done to prevent the “second labour-market” from being isolated
from the regular labour-market. The incentive structure for firms and employees has to be set so that
transitional labour-markets can serve as “employment bridges” (Schmid, 1994, p. 9f).

Since full employment is a fundamental goal, an active labour-market policy should have access
to funding in addition to contributions. A statutory, tax-financed transfer to the budget, which rises in
tandem with the unemployment level, would rélease the federal government from its obligation to
balance the budget deficit of the Fedéral Employment Agéncy. This would allow labour-market policy
actively to fight (long-term) unemployment when the need to do so is at its greatest. Procyclical cuts
in active labour-market policy would be a thing of the past. In relation to its European partners west
Germany had, prior to unification, spent a more or less average 2.5 per cent of its GDP on
labour-market policy. Howéver, it concentrates an above average figure on active labour-market
policy. This balance, which has been further improved since unification, should be sustained. Since
long-term unemployment poses one of the foremost challenges to economic policy and o society,
labour-market policy should conceritrate its efforts on combatting its increase.

Increased flexibility and deregulation

As we have already observed, the conservative-liberal German government stands for less
regulation and more private initiative. Proposals for deregulation, including some related to the
labour-market, were put forward by a commission on deregulation in 199]
(Deregulierungskommission, 1991). The majority of economists take the view that the German
labour-market is inflexible because of its institutional rigidities. The position of the Council of
Economic Experts is comparatively moderate. 1t recently argued (Sachverstindigenrat, 1993, p. 243f)
for an improvement in institutional regulations, for a reduction in disincentives, and for an increase in
the flexibility of working hours. The newly elected member of the Council, a renowned professor of
labour economics, believes that the German labour-market is not as inflexible as is often argued. In
his view there is enough flexibility with regard to wage settlements, an argument which he backs up
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by pointing to region-, industry-, and qualification-related wage differentials, as well as to the
difference between agreed and actual wages (wage drift).

More flexible working hours

Arguments for increasing the flexibility of working hours are usuvally based on the need to be
competitive in the international market: Germany's position in world markets, and its very
above-average export share in comparison to other countries, requires it to react quickly and flexibly
to changes in technology and demand. Germany is introducing cuts in working-time more rapidly
than its competitors and needs other measures to offset the effects of reducing individual working
hours, as well as to cut unit capital costs. This is particularly true in the case of operaling expensive
machinery in industries where pay-off periods are short and where international competition is tough.

l The most important regulation restricting operating hours in the industrial sector is the
prevention of Sunday work. Until recently, Sunday work was permitted for social and technical
reasons, but never for purely economic ones. The new.law on working time rules
(Arbeitszeitrechtsgesetz), which was passed in June 1994, now allows work on Sundays and holidays
if a firm’s international competitiveness depends on it; this possibility is open to firms which are
aiready operating at full capacity, and whose competitors operate on Sundays. As before, plant
operation is permitted on Sundays and holidays if the technology used requires a continuous
production process. The law also cancels almost all the restrictions on employing women for night
work. It extends regular working hours from 8 to 10 per day, and allows for overtime hours to be
balanced out over 6-month periods, rather than the previous two-week limit.

These provisions follow lines already sketched out by collective agreements since 1984, the
initiative for which came from the engineering industry. Time management potenual has been
increased through continuous upgrading of the following instruments:

- individual differentiation, where an individual’s working hours can vary within certam limits
as long as average weekly hours among the workforce are adhered to, '

— balancing periods, where hours can be spread unevenly over days and weeks on condition
that they do balance over a certain period to give the agreed weekly average;

— independence of individual firms in establishing the details of the collective agreements
made at industry level (Bosch/Stille, 1991: 26f).

These agreements rarely restrict non-standard working hours directly, but rather via the “extra”
wage costs that such arrangements involve. In the case of overtime, extra wage costs can frequently
be avoided because of the extended balancing periods. This makes mcreased flexibility all the more
desnrable from an employer’s point of view.

Overall increased fle)ub:hty of, and reductions in, working time (see below) have posntwely
inﬂuenced Germany’s competitiveness during the 1980s. Collective agreements negotiated in the
1980s enabled companies to increase operating times in spite of decreasing individual working hours
towards the end of the decade (Stille, 1991). This was also clearly shown during the unification boom.
During recession, operating hours were easily reduced. The new flexible time schedules allow for
procyclical variation, and daily and weekly fine tuning of operating hours.

Employment-promotion law

- ..In 1994 the law on promoting employment (Beschaftigungsforderungsgesetz) was passed. It
facilitates fixed-term contracts and permitted job placement by private agencies, thereby abolishing
the Federal Employment Agency’s monopoly of vocational counselling and job placement. It aims to
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reduce frictional unemployment by matching labour demand and supply profiles more efficiently.
Although the labour turnover rate (i.e. the sum of dismissals and hires in relation to total
employment) has been comparatively high in west Germany, the efficiency of job placement can be
improved in many respects. Whether the current changes will make a positive contribution remains to
be seen. One possible outcome is that private employment agencies will reduce their exposure to risk
by serving only the higher-skilled sector. Overall, the structure of unemployment, rather than its level,
will be most affected: self-employment might rise while the number of employees might decline.

In 1985 companies with six or more employees were freed from the obligation of having to
provide a reason for offering them fixed-term contracts (Beschiftigungsforderungsgesetz, 1985).
Such contracts can now be offered with a duration of up to 18 months, a policy which has recently
been extended to the year 2000. In addition, new firms are allowed to conclude fixed-term contracts
of up to 24 months. These modifications have softened the impact of rules applying 1o the termination
of permanent contracts. The Dismissal Protection Act (Kiindigungsschutzgesetz) covers all workers
who have been in their jobs for a minimum of six months in firms with at least six employees. In
order to protect the worker against arbitrary or unfair dismissal, the firm has to argue its case for
dismissal. Subsequently, certain social criteria such as age, health, marital status, and whether or not
the employee is responsible for children, are taken into account in deciding which workers should be
dismissed. Similar restrictions exist with regard to detrimental changes to individual contracts. In both
cases a works council has to be convened before any final decision can be taken.

After ten years it is still hard te judge whether the easing of restrictions en fixed-term contracts
has contributed to the creation of new jobs, particularly in the unskilled sector. It has been estimated
that, from 1985 to 1987, the percentage of new hires linked to changes in the fixed contract laws
ranged from 0.5 to 2 per cent. About 7 per cent of all hires on a fixed-term base were due to the law
(Biichtemann, 1989, p. 187). Then one has to consider whether these hires are truly additional or just
substitutes for otherwise permanent contracts. The fundamental question is whether this reform can
serve as a bridge 1o permanent employment positions while not eroding protection rights. On balance,
the law has probably led to marginally positive employment effects, and has not been used to
circumvent dismissal protection (Biichtemann, 1989). This finding has been reaffirmed by a more
recent study (Infratest, 1993). Finally there has not been any significant swing from permanent to
fixed-term contracts. In 1991, 5.1 per cent of the west German wage and salary earners had a fixed
term contract while in 1986 this ratio was 6 per cent — a comparabie figure, having allowed for
cyclical and seasonal differences. In east Germany the ratio was 10.3 per cent in 1993.

Collective agreements

The right of the social partners, unions and employers’ federations independently to negotiate
working conditions at the industry as well as at the firm level, is a comerstone of industrial relations
in Germany; its principles are laid down in the Collective Agreement Act (Tarifvertragsgesetz) of
1949. The collective agreements cover numerous topics such as wages, holidays and working time.
The agreed standards are unconditional. Individual work contracts can only be more advantageous
than the collective agreements, never less so (Giinstigkeitsprinzip).

There is currently enormous pressure on this well-established system, particularly from
politicians and the directors of small businesses. Their arguments are similar to those of the monopoly
commission which, in a 1994 report, called for the abolition of collective agreements altogether. It
considers them a bilateral monopoly protecting the employed against outsiders (the unemployed), and
regards wage agreements as minimum-wage cartels. Pressure exists on the unemployed to accept jobs
at lower than the going rate. These so-called “(re-)entry wages” are not .only related to individual
work contracts, but also to job-creation programmes in order that Federal Employment Agency
expenditure might be cut. For their part, unions have stressed that a non-union member can work at
any wage he chooses; equally, firms which are not members of an employers’ federation are free to
make their own wage arrangements.
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Should a firm be permitied 1o lower wages if it risks getting into serious economic difficulty by
not doing so? While this can be allowed for in collective agreements, the Deregulation Commission
(Deregulierungskommission, 1991, p. 253) called, in emergency cases, for the replacement of
collective agreements by company-level agreements. The Council of Economic Experts (SVR, 1993,
p. 238) is in favour of the rule that management and works councils can always agree on lower wage
increases than those agreed at the industry levei.

Arguments against these positions point to the voluntary nature of collective agreements. The
displacement of these by firm-level agreements would probably lead to the fixing of less flexible
rules. The carefully and gradually established balance of power could be disrupted as works councils
lose their capacity to strike: they would have to co-operate with management. The continued
flexibility of the established system of collective agreements in times of economic recession or
transformation, is a good argument for its retention.

Furthermore the Volkswagen approach of cutting working hours instead of dismissing workers is
also allowed for in other collective agreements. This policy involves cutting the total wage bill rather
than the hourly wage rate. Lastly, by abandoning collective agreements altogether, the unions’
commitment to refrain from strikes (Friedenspflicht) during arbitration would be lost. This feature has
been one of the principle reasons for the comparatively low level of strike activity in Germany.

These discussions reveal a remarkable contradiction. While abroad the institutional background
of the German economy is widely admired, at home there is a strong movement to deregulate the
foundations of the “German model”, taking little account of its positive contribution to economic and
social stability.

Working-time reduction e

Since massive unemployment in Germany will be only pdrily feduced according to even the
most optimistic of calculations (Gorzig er al., 1994), there is no question that, in addition to ‘the
macroeconomic policies mentioned above, a strategy of gradually reducing working hours should be
pursued. Shorter daily working hours, longer holidays, sabbaticals, and part-time work can reconcile’
corporate and personal interests, and have positive effects on employment. Working time ‘reduction
will, of course, increase neither growth nor the total number of hours worked in an economy.

General reduction of working time R IR

Empirical studies of working time reductions in the 1980s point to positive employmenteffects.”
It is estimated that between 1985 and 1992 around 1 million jobs were either created or preserved as
a result of working-time reductions (Stille, Zwiener, 1993, p. 122) As Figure 4 shows, the decline in
actual hours worked explains how development of employment is positively deviating from that of
the total number of hours worked.

During this period of substantial reductions in regular individual working time, Germany
managed to accumulate high current-account surpluses. Aggregate wage and productivity increases:
have resulted in a slower rise in unit labour costs than would have been possible without work-time
reductions. Therefore, the international (price) competitiveness of the German economy has been
positively influenced by the increased flexibility of, and reductions in, working time.

What is significant for the whole economy is not the length of individual working time, but

. rather the efficiency of the total volume of work invested. A gradual reduction in working hours with

cost-neutral wage compensation does not lead to a rise in unit labour costs. If operating times can also
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be more easily optimised. working-time reduction will not have a negative effect on unit capital costs.
Given this, arguments against working-time reductions would appear irrationai.

Figure 4. Growth, employment and working time
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Part-time employment represents 15 per cent of total employment in Germany, a comparatively
small figure by international standards. However, the figures become more significant when the share
of part-time work in individual careers is examined. A panel study revealed that between January
1984 and December 1987 about one-third .of working-age women had at least one part-time job,
one-fifth had more than one (Quack, 1993, p. 171). This applied to married women and to young
single women dincluding single mothers. Nowadays, about 90 per cent of all part-time jobs are held by
‘women.

The part-time ‘work issue ranks thigh on the German political agenda. The 1994 Work Rromotion
Law (Arbeitsforderungsgesetz) contains a clause (§ 112 Abs. 4a) that guarantees the full amount of
unemployment ;pgyménts and unempleyment benefits if a worker loses his/her job within ¢we years of
sw-itchiqg 1o part-time. While this incentive is relatively weak, it is an indication of the political will
to encourage part-time work.

One problem is that there are too few part-time jobs for the higher qualified. Moreover, a move
towards :part-time work requires changes in a social security system whose benefits are closely tied to
full-time ea.mmgs over a lifetime. Part-time workers are compietely excluded from health insurance
and old-age pensions if they work less than 15 hours per week, and if their income is below a certain
threshold (1994, DM 560 in west, and DM 440 in east Germany). They are excluded from
unemployment insurance if they work less than half of the regular weekly hours. These regulations
originally targeted women working part-time, and supported by husbands in full-time jobs. Even if
part-timers contribute to social security, the benefits to which they are subsequently entitled are
frequently not much above the social-benefit levels.

Optimism that more part-time jobs may contribute to closing the unemployment gap seems
unfounded. Income from part-time work of less than 10 hours per week usually has to be
supplemented by a second or even a third part-time job. Furthermore the increasing labour-force
participation of women will absorb a considerable number of new part-time jobs.
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The Volkswagen solution

Due 10 recession and management errors Volkswagen, one of Germany’s largest industrial
companies, introduced huge cuts in working time in order to avoid mass layoffs. The most important
step was a 20 per cent reduction in the working hours of each employee from 36 hours to 28.8 hours,
with a corresponding fall in income, i.e. there is no hourly wage compensation. The yearly premium
and some of the holiday bonus are now paid on a monthly basis in order to minimise monthly income
losses. The 28.8 hours per week are distributed over 5 working days.

Dismissals would have been socially unacceptable and would have led to major conflict;
moreover, the company would have had to bear high social-plan costs. A further advantage of the
Volkswagcn approach is that human capital is retained, thereby avoiding future recruitment and
training costs. Since the agreement is valid for two years, the process can, in prmc1ple be reversed.

**- If the company had applied for short-time work in accordance with the Labour Promotion Act, it
would have been obliged to supplement shori-time payments to bring them up to over 90 per cent of
the wage level, under the terms of the company wage agreement. Moreover, from 1994 onwards,
Volkswagen — and not the Federal Employment Agency. as was previously the case — would have
been partially liable for the short-time workers’ pension-insurance contributions. .

The transferability of the Volkswagcn approach depends crucially on the employee income level;
probab]y the only sector where the circumstances are as “favourable™ as those at Volkswagen is in the
coal-mining industry. Another exceptional feature of the company is its internal wage agreement.
Compames with no such agreement would, at present, have to foliow the much more complicated
route of “partial dismissal for economic reasons” (betriebsbedingte Anderungskiindigungen), in
accordance with the Dismissal Protection Act.

Meanwhile, the Volkswagen approach has been adopted in other industries. In coal -mining, -
additional “work-free” shifts have been agreed for which wages and salaries are reduced by 6 per
cent. Once again, some of the yearly premiums are paid on a monthly basis. The most recent
agreement in the 3.6 million-worker west German engineering industry, allows for reducing lhe'_'
regular 36 hour working week to 30 hours, where firm-specific agreements can be reached. Two cases’
are distinguished: either income is cut and compensated by dismissal protection during the period
under consideration; or, if there is (partial) wage compensation, the dismissal protection is forgone. In
both cases one twelfth of yearly premiums is paid each month.

These examples show once again the inherent flexibility in German industrial relations. Under
the present rules innovation for preventing an additional rise in unemployment has been possible.
Workers have shown that they prefer working at a reduced income to being unemployed and receiving
unemployment insurance and social plan payments.

Prob]ems ahead

In an international comparison of 17 industrialised countries over the period 1980-93, Germany
fared better than average in terms of employment, price stability and productivity growth. In a recent
German study the country’s comparatively high ranking with respect to tackling employment
problems was reaffirmed (Huckemann, Suntum, 1994, p. 7). Together with Switzerland, Japan, Austria
and, to a lesser extent, the United States, Germany can be characterised as a stability-orientated
market economy. This strategy is optimal in pursuing the goal of high employment. The elements of
this approach are: 2 high degree of price stability; social stability based on a well-developed social
security system which does not overly hinder private initiative; co-operation between social partners;
and a low level of distributional conflict. With the exception of Japan, these economies do not attain
high growth rates, but all enjoy high and gradually increasing levels of income. Unemployment is
below average, and there are fewer labour-market problem groups.
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However all this should not detract from the unacceptably high level of unemployment in
Germany. The true level is much greater than the number of registered unemployed: 1.7 million
people already participate in labour-market policy programmes. Like many other countries, Germany
has to find ways and means of substantially reducing unemployment. To date it has failed even to
restrain further increases. Moreover a recent forecast from the Federal Ministry of Labour’s Social
Council warned that it was unemployment, rather than an “ageing” of the German population, which
poses the principle obstacle to financing pensions at levels-comparable to previous working incomes.

While the need for growth-stimulating policies in the fight against unemployment is becoming
increasingly apparent, they are not sufficient in themselves. Discussions are now concentrating on
how to finance employment policies and how to create employment opportunities, in particular for the
lower-skilled segment of the labour force. Any strategy aimed at decreasing wages in the
lower-skilled sector needs to be complemented by changes in the fiscal and social security system to
prevent an increase in the numbers of “working poor”. This could be achieved by decreasing taxes
and contributions for lower wage groups, or by introducing a negative income tax (Scharpf, 1993,
p- 15f). These solutions would all require closer co-ordination between wage, fiscal and social
policies.

While some institutions need to be modernised, others are making useful contributions. A good
example is the dual educational and vocational training system, where on-the-job training is alternated
with part-time attendance at public vocational schools. This system has contributed significantly to
comparatively low youth unemployment in Germany. Besides keeping the apprentice training system
efficient and improving the sometimes dreadful situation in universities, continuous training to adapt
worker skills to changing circumstances will contribute to re-employment opportunities and to
reducing the risk of unemployment. This strategy of upgrading labour is superior to that of seeking
competitiveness through reduced wages. It ties in neatly with the reduction and interval-flexibility of
working time (short-work, part-time work, sabbaticals). :

A successful path for the economy is one that pursues growth without compromising the social
fabric. Cuts in social protection and increases in income ineguality will only serve to undermine
sustainable development.

Note

1. For the purposes of this article, west Germany refers to the boundaries of the Federal Republic of Germany before
unification and east Germany 1o the territory of the former German Democratic Republic.
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Table 1. Unit labour costs': compoeund annual average growth

(per cent)
National Currencies : Special Drawing Righis
1980-1993 1980-1952
wesl Germany 22 38
France 4.2 10
Tualy 8.2 60
UK 5.6 19
EU* 43 38
USA [T ' T . 38 19
Japan ' 16 6.2

oECD’ ; 39 40
Notes: ) 3/ Gross wages and salaries per unil of real GDP.
"2 Weighting according 1o export shares (exc. USA).
3/ 'Withow Australia. New Zealand. Turkey, lceland.

Sources:  Eurostat: National Accounts; Calculations of DIW (cf. Wochenberichy)

" . Table 2. Labour-market balance: east Germany
(in thousand petsons)

' " . SRS 3 7 I L I L 1992 1993 1994°
Pre-retinement fegulations 543 812 851 638
Employment | 8 820 7219 6 344 6128 6 145
Short-time work o 1616 370 1Bl 17
Work-creation programmes 3 183 88 260 M
Full-time wéifiing S 173 425 354 238
Unemployed {domestic) o l 913 1170 1 149 1212
Commuting (blance) S 90 365 5. 346

Note: pi preliminary, .
Source: National Accounts data provided by DIW.
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The very title of this communication is directly related to the origin of the Development
Centre's project on micro-enterprises and the institutional framework, begun in 1990,

Moreover, it was natural for the Development Centre to participate in this form of study of
employment in Latin America for two reasons: on the one hand, under that project surveys had been
carried out on micro-enterprises in two countries, Ecuador and Jamaica, which produced some original
findings; and on the other, we all should recognise our debt to the Peruvian Hemando de Soto, whose
stimulating, even provocative, study revived debate on this subject. -

The idea behind the research undertaken by the Development Centre in 1990 was related to
the employment problem in developing countries. It was actually believed in the 1960s and 1970s
that this problem would be solved by the development of a modern sector dominated by large
enterprises, whose growth would be favoured by protectionism and public intervention. In the wake
of the financial and political crises marking the 1980s, which dispelled these hopes of rapid
employment growth in the modem sector, however, the authorities reversed their views on the so-
called informal sector. Instead of considering these occupations as marginal and gradually destined
to disappear, they were suddenly considered a sort of deus ex machina, a miraculous solution, in the
hope that the informal sector would create many jobs in place of the modern sector.

As these financial crises coincided with the triumph of neoliberal views in the United States
and Britain at the beginning of the 1980s, the state was considered as primarily responsible for the
relative stagnation of these traditional activities. It was alleged that administrative regulations and
practices blocked the development of micro-enterprises and thereby prevented job creation. This is
the argument that de Soto so brilliantly defended, even though the empirical basis of his study was
rather limited.

In fact, the purpose of the Development Centre's project was to determine whether the
institutional framework actually was the main obstacle to the development of micro-enterprises. For
this purpose, seven surveys were carried out in two countries of Central and South America, two in
North Africa, two in sub-Saharan Africa, and one in Thailand, each involving a representative sample
of 300 independent workers and micro-enterprises. While giving greater place to the studies of
Ecuador and Jamaica, we will refer to the results of the five other studies to support our remarks.

In order to prevent any misunderstanding, it should be understood that our study's subject was
not the informal sector, defined as micro-enterprises and independent workers functioning outside any
legal framework, but micro-enterprises or independent workers characterised by a small capital/labour
ratio. This choice is justified by the fact that reality does not correspond with the legal definition of
the informal sector. The seven surveys carried out under the project showed that everywhere the
majority of enterprises known as informal comply with some, or even all, regulations. In Ecuador,
for example, 58 per cent respect some regulations, and 14 per cent all of them, so that only 28 per cent
operate informally in a legal sense. Moreover, a survey of the same sort of enterprises in Mexico
produced almost the same percentages. Thus it can be concluded that a majority of these micro-
enterprises operate in a "twilight zone” between legality and illegality. -

Thus we used two criteria for compiling our samples: size (one to 20 workers) and the
capital/labour ratio. As this ratio is difficult to calculate in many micro-enterprises, approximations
were made by choosing sectors in which labour-intensive, traditional techniques predominated. In
Ecuador, this involved garment making, preparing plates of food, bakeries and mechanical repairs.
Besides these occupations, furniture making was aiso included in Jamaica. In these two countries, as



in the other five, half of the sample was from the capital and half from smaller towns or villages.
Each sample was selected randomly from lists drawn up for the occasion or from census lists, so that
the results are significant for large populations of micro-enterprises and independent workers in the
sectors chosen. It should be added that these occupations had to have premises so that none of the
samples included any peddlers. This point is important because the proportion of peddiers who work
completely outside of the legal framework is much greater.

In order to determine the contribution of micro-enterprises to employment in traditional, that
is, labour-intensive occupations (obviously sectors which are as capital-intensive as in industrialised
countries have to be excluded), we will examine how micro-enterprises can grow and thus create jobs,
after which the nature of the jobs offered by these micro-enterprises will be analysed.

The development of micro-enterprises

It is very important to know what the obstacles to the development of micro-enterprises are,
in order to be able to reduce or climinate them so that these enterprises can grow and create jobs.

The resultsrof the surveys of entrepreneurs in Jamaica and Ecuador agree with those from the
five other countries: contrary to what might be expected, regulations, including those involving taxes,
are considered only a secondary, even negligible, obstacle to the development of micro-enterprises.
In all the countries the persons questioned considered that two or three other obstacles were much
more important.

In Jamaica, the primary obstacle to starting up is a lack of capital, and the next two others are
insufficient demand and problems of location or premises. In contrast, few persons complained about
regulations. The number of complaints, however, were greater in one occupation, preparation of dishes
of food, for which regulations (in particular conceming health and hygiene) are more important than
in other occupations. On the other hand, this is an obstacle for the smallest micro-enterprises only
(two to five workers).

There were similar answers to the questions dealing with the real obstacles to the enterprise's
growth and, in turn, to an increase in workers. In Jamaica, for example, insufficient demand, lack of
capital, and the high cost of inputs and public services were cited. It is not surprising that the
regulations do not bother micro-enterprises much in Jamaica and Ecuador.

Actually the survey showed that in Jamaica a majority of the micro-enterprises, in particular
the smallest (two to five workers), do not comply with the regulations, and a majority also do not pay
any taxes, the most costly legal obligation.

In Ecuador, much higher percentages, often exceeding 70 per cent, of micro-enterprises comply
with regulations. However, this country's craft industries are granted a special status which provides
many benefits to micro-enterprises. For example, the percentages of registered enterprises having
access to credit or receiving technical assistance is double that for unregistered enterprises. Still some
regulations in Ecuador are really bothersome. Registration requires about 180 days, as compared with
30 to 45 days in Bolivia and Brazil, and it requires 39 applications. It was calculated that the cost of
registering an industrial enterprise was the equivalent of about 25 per cent of its annual profit. Despite
these high costs, 69 per cent of the units in the sample were registered and, in general, the regulations
were not criticised as an obstacle to the enterprise’s functioning. This is explained by the fact that an



entrepreneur does not react to a single regulation's costs but to the balance of costs and benefits of
complying with all regulations (a registered enterprise must comply with the other legal obligations).
The entrepreneur is willing to register and work within the legal framework because the benefits
exceed the costs. Among these benefits are reserved credits on very favourable terms, tax exemptions,
special provisions for wage-earning workers, and an access to markets in priority over the largest
enterprises.

Do these results, which are contrary to de Sofo's views, mean that the state can do nothing to
encourage the creation and then the growth of micro-enterprises? This is not the case for several
reasons. First, it is evident that the number of micro-enterprises in Ecuador would increase if the time
and cost of registration were greatly reduced, which would be quite feasible, while maintaining the
benefits reserved to registered enterprises. Moreover, an overly narrow view of the institutional
framework should be avoided: it is not limited to regulations and there are other areas in which the
state can adopt measures favouring micro-enterprises. In Jamaica, for example, the prices of public
services, which are considered excessive, depend on the state. Likewise, it could encourage creation
of micro-enterprises and self-employment by establishing industrial zones with buildings and all the
necessary infrastructure, puiting this at the disposition of persons who create enterprises, since the
survey indicated that a lack of premises was a serious obstacle to these persons. Above all, the State
can contribute to resolving the problem of financing, which was cited as an obstacle in the seven
countries studied. This problem is less acute in Ecuador because many craftsmen belong to co-
operative savings banks, which provide facilities for borrowing. However, this was not true for
Jamaica, and the problem is certainly a real obstacle in other Latin American countries. Its importance
is not surprising since a lack of capital, as indicated by a low capital/labour ratio, characterises what
is known as the informal sector. To be sure, micro-enterprises use much less capital per worker than
other enterprises, but the capital available to them is still less than their needs. The primary reason
why a craftsman does not hire a worker and create a job is because he lacks even the small amount
of capital for buying this worker's tools and advancing his wages. Thus it is indispensable for the state
to establish specialised banking institutions which would make loans only to micro-enterprises on very
favourable terms. The state could create a new legal framework so that craftsmen's associations could
borrow —- the association would then divide the loan among its members — or by further simplifying
bank procedures and reducing the security they demand by serving as guarantor in retumn. These
examples show that an effective means of encouraging micro-enterprises to create jobs would be to
"capitalise” them via well-targeted public policies.

Employment provided by micro-enterprises

First, the specificity of micro-enterprises with respect to labour should be recalled: in the
seven countries studied an average of half of the workers were waged, while in the larger enterprises
this category represented nearly all the labour force. In Ecuador, the percentage of wage earners was
precisely 50 per cent, while 20 per cent were apprentices and family helpers, and 30 per cent were
independent workers and heads of enterprises. On the other hand, the percentage of wage eamers was
higher than average (65 per cent) in Jamaica because of the small number of family helpers. If the
enterprises are compared by size, it is found that workers who did not receive wages predominated
in the smallest micro-enterprises (two to five workers), while wage eamers represented two-thirds of
the labour force of those with six to ten workers. This shows the pivotal role of micro-enterprises with
two to five workers between self-employment and small enterprises (20 to 50 persons), in which more
than 90 per cent of the labour force are wage eamers.



The predominance of unsalaried workers in micro-enterprises with two to five workers reflects
to some extent this inability to comply completely with labour regulations. In particular, minimum
legal wages and contributions for social benefits are most constraining for this category of micro-
enterprises, which have the least resources. They often use apprentices, family helpers, and sometimes
pieceworkers for two reasons:

— they lack capital,
— their income is limited and variable.

To the extent possible, these two reasons lead them to avoid the fixed costs of a wage earner
paid the minimum legal wage (if there is one as in Ecuador and Jamaica) and for whom they would
have to remit contributions for social benefits. On the one hand, the least salaried labour possible is
employed; on the other, if it is used, the minimum wage and contributions for social benefits often
are not paid, and sometimes there is no pay for days when there is no work because of insufficient
demand.

Proportionately to the increase in size of micro-enterprises, more wage eamers are employed
and there is greater compliance with labour laws. This shows that micro-enterprises with two to five
workers do not deliberately violate labour laws, but do so out of necessity, for they cannot bear such
medium-term fixed costs. Thus they create jobs which correspond to variable costs and income.

Second, the labour force of micro-enterprises has specific characteristics. In Ecuador, half of
the workers in micro-enterprises are less than 25 years old, an age group which represents only one-
fourth of the country's working-age population. Moreover, one-third of them have family ties with
the owner. The smaller the enterprise, the greater the likelihood of family ties: when there is a single
worker, in 50 per cent of the cases this worker is a relative of the owner. These figures show that
employment in a micro-enterprise enables a young person to enter the labour market before finding
employment with a larger enterprise. Such a transition is possible because he acquires on-the-job
training in the micro-enterprise. Thus micro-enterprises make a strategic contribution to employment
because they often employ young school drop-outs who could not find a job with a medium-sized or
large enterprise, or with the public services. The contribution of micro-enterprises should not only be
estimated quantitatively (in the number of jobs created), but also qualitatively: they create jobs for
young persons who, without this opportunity, would be condemned to a lifetime of unemployment.

The authoritics do not make a serious effort to make micro-enterprises comply with labour
laws precisely because of their contribution to employment. The seven surveys all revealed that the
public authorities everywhere tolerated many infractions. On average, only half of the micro-
enterprises comply with the minimum legal wage and with laws on working hours or payment of
overtime. The cnterprise's size plays a determining role in the payment of contributions for social
benefits: these are remitted by about one-third of the enterprises with two to five workers, by two-
thirds of those with six to ten workers, and by a greater percentage of the larger enterprises, those with
11 to 20 workers. The employers who do not comply said that these payments are a fixed cost that
is too high and that they themselves reimburse their workers' medical fees in case of an accident or
illness. These figures clearly show that, because of the authorities' laxity, the obligation to pay for
social benefits, like other obligations, does not greatly hamper micro-enterprises.

Ecuador and Jamaica represented two opposing cases in our sample. In Ecuador, the
percentage of enterprises that complied with the various labour regulations was much higher than the
average for the seven countries, while the percentage was less than the average in Jamaica. The



difference in Ecuador was the special status for craftsmen mentioned above. To qualify for it,
craftsmen have to comply with labour laws. Moreover, it is very easy to pay the minimum legal wage
ag it is much less than the wages observed.

We will use two sorts of information from our surveys to estimate the contribution to
employment by micro-enterprises: first, employment trends in these enterprises and second, profiles
of the owners of the enterprises.

5

While Ecuador and Jarnaica experienced a moderate GDP growth from 1988 to 1992 of 3.2 per ;
cent, the micro-enterprises of these two countries were distinguished by more favourable employment
trends than in the five other countries. In Ecuador, 44 per cent of the enterprises surveyed increased
their number of workers between 1989 and 1991, while only 7 per cent reduced their number.
Jamaica's record was even more positive between 1989 and 1992, with 61 per cent and 11 per cent
respectively. Jamaica's figures are consistent with the answers to the question, "Do micro-enterprises
have a future in Jamaica?" Three-fourths answered, "yes". The highest percentage of such responses
was 87 per cent in the garment sector. Only 9 per cent of the answers were negative. Furthermore,
two-thirds of the respondents said that they were satisfied or very satisfied with their level of business.
In light of those responses, it is not surprising that many enterprises had recently increased their
number of workers; ' In Ecuador, the number of positive responses to that question was significantly
related to the enterprise's size: it was nearly double for those with a larger number of workers (11 to
20) than for those with two to five. Moreover, employment had increased most rapidly in garment
making and food preparation. In the qualitative survey, the 30 owners of enterprises interviewed were
in general optimistic about the future: a majority of them thought they should have more workers.
However, some of them felt they could not hire because they lacked equipment. That proves that lack
of capital slows the growth in the number of workers.

We should be cautious with figures. As alrcady noted, the figures used here come from two
samples of 300 representative micro-enterprises of the sectors concemed in the zones selected. They
are not derived from national surveys of micro-enterprises. However, they do indicate that the
employment trend in these sectors has probably been favourable since 1989. Perhaps this dynamism
was helped by the fact that the authorities were very lax with respect to labour laws in Jamaica, and
by the special advantageous status available in Ecuador. While not having a national scope, these
results nonetheless show that micro-enterprises can create jobs. :

The information on owners of enterprises suggests the same thing. For Ecuador, we know the
first occupations of independent workers and entrepreneurs, and their occupation before the survey was
made. Initially, 44 per cent were unskilled workers more or less regularly employed, 13 per cent were
apprentices, 2 per cent were unremunerated family helpers, 3 per cent were civil servants, 10 per cent
were independent workers, and 24 per cent had the same occupation as during the survey. If the first
three occupations are added, it appears that 60 per cent had no stable employment before becoming
an independent worker or owner of a micro-enterprise. As the percentage of apprentices was much
greater in the occupation preceding the one when the survey was made than in the first job, we .
deduced that this profile depicted a process of upward mobility: several persons began as piece- -
workers, and then were hired as apprentices before setting up in business for themselves. Thus the
micro-enterprise leads to occupational social advancement by providing more stable employment. This
pattern of mobility applies more to micro-enterprises of two to five workers than to the others: in the
former the percentage of persons having the same occupation initially and during the survey was only
19 per cent but it was 45 per cent in the others. This shows that heading a larger micro-enterprise
often requires having a minimum amount of capital and qualifications from the start. Persons having



some capital and skill began as owners of small enterprises with more than five workers. In confrast,
the poorest persons began as piece-workers or apprentices, and were only able to establish a micro-
enterprise with two to five workers much later. Thus one can distinguish between two profiles, of
which only the second corresponds to social advancement and the creation of relatively stable
employment for the enterprise's owner.

On the other hand, the first profile concerns persons who often have a relatively high level of
human capital from the start: 40 per cent of them have attended secondary school as compared with
12 per cent for owners of enterprises with two to five workers.

This pattern of upward mobility with respect to income and stability was found in the other
countries surveyed. In Thailand, for example, 45 per cent of the persons questioned came from
peasant families.

Whether it is a question of persons who were originally from peasant families, piece-workers,
or apprentices, they were all initially very poor and for whom a micro-enterprise represented
attainment of permanent employment and a previously inaccessible level of income. In this sense,
micro-enterprises often lead from under-employment or pseudo-employment to real employment as
small entrepreneurs. Furthermore, it is evident that micro-enterprises play a key role in employment
of the poorest persons in a society, since they give jobs to young school drop-outs who were rejected
by other enterprises.

Preliminary conclusions

First, an optimistic observation. Among the seven countries studied, Ecuador and Jamaica
were distinguished by significant recent job creation, and this dynamism had not been hindered by
labour regulations. In Jamaica, these regulations appeared to be quite constraining on paper but they
were enforced so laxly that they are not in fire an obstacle to hiring by micro-enterprises. In Ecuador,
the status of craftsman constrains the employer but has compensating advantages so that he does not
hesitate to develop his enterprisc and hire workers.

These two examples show that it would be an error (o compel micro-enterprises to comply
with the same obligations with respect to labour laws as other enterprises. In Ecuador, these
obligations have been limited to a large extent for micro-enterprises, making them bearable, and in
Jamaica these obligations fortunately have been neglected. This is an important point, for one can
easily defend the protection of wage eamers for social reasons, but by discouraging hiring by micro-
enterprises these policies have perverse effects, contrary to the interests of wage eamers.

Secondly, although the obstacles raised by regulations are not as great as might be thought,
nonetheless there are certainly some Latin American countries, for example, Ecuador and Peru, in
which there is room for making these regulations more flexible to stimulate the creation and
development of micro-enterprises.

Finally, it is indispensable for states to encourage the accumulation of capital equipment and
human capital (working skills), for our seven surveys showed that everywhere the main obstacle was
this lack of capital, especially of capital equipment. If micro-enterprises are helped in this way, they
will certainly be able to create jobs in middle-income countries, which is the case for most Latin
American countries (but insufficient for the least advanced sub-Saharan African countries). This aid



raises many technical problems and would require highly skilled personnel but not much capital.
Actually the capital per worker in micro-enterprises is quite small compared to that required by other
enterprises.

It will be objected that in this way jobs are created which are sometimes precarious and often
poorly remunerated. However, it is necessary 0 take a qualitative and dynamic view of the subject.
It makes no sense to compare the average wages in these micro-enterprises with other enterprises of
the same sector, for it is not a question of the same labour. Despite appearances, the employment of
wage eamels in micro-cnterprises, like that of small entreprencurs, often represents social
advancement. One should not make a comparison with larger enterprises but recall that without these
micro-enterpriscs, the lot of these wage camers and small entreprencurs would be much less
favourable. Furthermore, these jobs should be seen in the perspective of a person's working-life cycle.
When the wage eamers and apprentices of micro-enterprises are older they often obtain jobs in other
enterprises, jobs that are more stable, better remunerated, and which they could obtain because of the
time spent in micro-enterprises. As long as there are many young persons who lack any qualifications,
micro-enterprises play an irreplaceable role in the transition from unemployment to a job in the
modem sector.



Note

Thus far, the project has produced the following Technical Papers:

Informal Sector and Regulations in Ecuador and Jamaica, by Emilio Klein and Victor
E. Tokman (No. 86).

Micro-entreprises et cadre institutionnel en Algérie, by Hocine Benissad (No. 85).

Small-Scale Industries and Institutional Framework in Thallana' by Naruemol
Bunjongjit and Xavier Oudin (No. 81a/b).

Le Secteur informel en Tunisie : cadre réglementaire et pratique courante, by
Abderrahman Ben Zakour et Farouk Kria (No. 80).

The Impact of Laws and Regulations on Micro and Small Enterprises in Niger and
Swaziland, by Isabelle Joumard, Carl Liedholm and Donald Mead (No. 77).

A synthesis volume, Micro-Enterprises and the Institutional Framework in Developing
Countries, by Christian Morrisson, Henri-Bemard Solignac Lecomte and Xavier Qudin, was
published in August 1994,
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The wheel has once again turned from an almost exclusive emphasis on economic growth to
a more comprehensive set of economic and social objectives, including poverty reduction. It remains
a source of amazement to observe this continuous swinging of the pendulum with so little’s being
learned from experience. Indeed, experience should have taught us long ago that high rates of
economic growth are a necessary but insufficient condition for achieving social objectives such as the
creation of higher rates of productive employment, poverty reduction, the provision of high-quality
education and health services, the maintenance of the quality of life in urban centres, and so on.

Carcful observation of the world economy should also have taught us that the sustained high
rates of growth in East Asia did not bring about the full employment reached in the carly 1970s, for
example in South Korea. On the contrary, focus on the full utilisation of the factors of production
— and in the first place of labour — was the key to the high rates of growth observed in the East
Asian development model. Without the employment orientation of development policies, sustained
rates of economic growth of 8 to 10 per cent would not have been possible. The same phenomenon
can now be observed in China. In short, the lesson to be drawn from experience is that the pattern
of growth matters at least as much as the rate of growth.

The pattern of growth is determined by emphasising certain economic sectors, certain
population groups, certain income groups, over others; it is furthermore affected by the role assigned
to the quality of the human resources of the country, by assuring a regional balance leading to regional
equity, and by giving the people a say in their economic destiny.

All this has already been leamed once since the end of the Second World War, as reflected,
for example, in the ILO World Employment Programme of the 1970s, in the World Bank’s endeavours
under McNamara and Hollis Chenery, as summed up in the World Development Report of 1980, This
lesson can be stated in a very concise manner. If faster economic growth is indeed essential to reduce
absolute poverty and to achieve social progress, it is insufficient on its own if the length of the
fransition period matters. No one would deny that economic growth in the long run is effective in
achieving social objectives and in tackling poverty, but it might take three to five generations. In other
words the transition period would be humanly unacceptable and politically irresponsible.

During the 1980s this lesson was all but forgotten. The world economic depression of the
carly 1980s and the international debt crisis that began in 1982 resulted in the return to an economic
paradigm of another age: “First Obtain Economic Growth and Everything Else will Follow”. Gone
was the lesson that a balanced and integrated set of economic, financial and social policies is
essential for obtaining not only growth, but also employment, a decent income, access to education,
health, and clean drinking water for-all — in short that essential needs are satisfied for everyone.
Gone was also the conviction that an “economic growth first” policy would, as a matter of course
result in the first instance in a more uneven income distribution and hence unavoidably in social unrest
that could endanger the sustainability of economic growth.

In a sense it is understandable that each generation, when confronted with an economic crisis,
resorts to the old reflex of getting back to growth at “any price”. “Any price”, now as in earlier times,
means growing income disparities, fewer income-eaming opportunities, and less emphasis on the “soft”
social sectors such as education and health.

What is less understandable is that during the 1980s the basic lesson of the previous two
decades was forgotten, namely that the economic and the social were one, that they were
complementary and mutually supporting, and that one without the other leads to disaster, Too much



“social” without sufficient “economic” leads to bankruptcy and an end to growth; too much
“economic” without sufficient “social” leads to social unrest and also to an end to growth. How could
informed decision makers still talk about “soft sectors™ more than 20 years after the renaissance of the
economics of education and health which showed convincingly that education and health are
investments in human capital and hence a prerequisite for economic growth rather than a consumption
good to be afforded only after a given level of economic achievement has been reached.

True, these lessons from experience were put forward, but their influence was not far
reaching’. Basically, the 1980s brought the retum of the old sequence that had proven wrong again
and again: growth first, distribution later; stop inflation first, create employment later; free trade
now, industrialise later.

The results of this decade are now everywhere to be seen; the employment problem has
become universal (more than 11 per cent open unemployment in the EEC); the “maldevelopment”
of the city has led to unacceptably low levels of quality of life practically everywhere; educational
quality is endangered and health services everywhere direly need restructuring; social security and
pension funds, where they exist, have become endangered species; political and economic refugees
arc coming in increasing numbers to a Europe which is still seen by people from the East and South
as a haven of luxury despite economic stagnation and rising unemployment. In short, never has it
been more true to say that “poverty anywhere is a threat to prosperity everywhere”.

This is the general picture, Tuming now to Latin America, there, as well as elsewhere, the
economic and financial reforms of the 1980s were not accompanied by analogous social reform. On
the contrary, in a way the social sectors paid the bill in order for the economic reforms to be
implemented. Ever since, there has been a lot of discussion about the “social cost” of reform and the
resulting “social debt”, and this in spite of the fact that many social indicators (life expectancy,
enrolment rates) continued to increase in most of Latin America and the Caribbean.

The perception of social cost was corroborated by the increased poverty and by the appearance
of the “new poor”, i.e. people who were not poor before, but whose income deteriorated to poverty
levels. In a sense, being traditionally poor is bad even if 'you are used to it, but falling into poverty
for the first time is worse. There are also signs that the employment situation has deteriorated, the
quality of education has declined, and the quality of life in the urban centres is menaced in a region
that is now 75 per cent urbanised.

The result has been a rise in open social unrest and a reappearance of the social question on
the agenda of Latin American countries.

Of course, Latin America is not 2 novice when it comes to social policies, as witnessed by its
past achievements and by its social indicators. In order to face up to the social question, it is social
reform that is required rather than more-of-the-same. The region is therefore faced with something
new: also because economic recovery is under way, all the regional decision makers feel that
something must be done in the social sphere, but cannot put their finger on exactly what.

In view of these facts, the IDB started a new programme in early 1993, called the Social
Agenda Policy Group. Its objectives are twofold: first, to define at the level of the borrowing
countries what constitutes social reform beyond simply expanding existing policies and programmes
or doing more of the same; second, to give guidelines as to how the Bank can introduce more social
content into the $7 billion it plans to lend annually in the region.



Social reform — What is it>?

First of all, social reform must be seen as complementary to the economic and financial
reforms of the 1980s. An integrated economic, financial and social strategy is required. It is no
longer acceptable that the main thrast of development strategies be defined by economic considerations
alone and that only as an after-thought are a certain number of social policies erected. The trend must
be towards an integrated set of economic and social policies.

Second, social reform should be seen as a productive investment. Improving the quality of
urban life, creating productive employment opportunities, spending money on high-quality education
and health are not only consumption goods to be afforded once a certain level of income has been
achieved. Rather, they are productive investments that are prerequisites for attaining a certain level
of income,

Third, as we have already noted, social reform does not necessarily amount to doing more of
the same in such fields as education and health.

The renewed interest in the social question and in poverty is largely the result of the growing
recognition that there is a “social time bomb” ticking under the financial and economic policies of the
1980s, which in quite a few cases have led to economic recovery. The social price being paid for
these policies and recovery is leading to social unrest, which can only be dealt with through social
reform. Such unrest is caused by lack of remunerative employment opportunities, bad living
conditions in the cities and the rural areas, and lack of perspective and hope.

. Social reform means in the first instance defining the four or five top priorities where
qualitatively different policy action is required.

In the case of Latin America the top pﬁoﬁﬁeé that any social reform must contain appéar to
be the following:

Urban policy

Few countries have an urban policy on any comprehensive scale. Social unrest is in no small
measure due to the very poor living conditions in the cities. The city is often the more extreme
illustration of the “maldevelopment™ of countries and regions. Such “urban bias”, however, should
not lead to an unbalanced rural-urban sitvation. Hence, an urban decentralisation policy into the rural
arcas is essential and a new look at rural development via this “urban bias” will be required. Through
this urban component, the social reform becomes related to the environmental question and the issue
of sustainable development in the environmental sense.

Employment policies

These must be economy-wide in scope. The full and productive utilisation of the entire labour
force is a precondition for achieving high and sustained rates of economic growth. Economy-wide
employment maximising efforts are not, and should not, be quick-fix solutions to poverty and social
problems, but rather should be analysed so that they provide the underlying economic basis for
productivity improvement, income growth and asset accumulation. Land reform must be put on the
agenda again because it will enhance the income of small farmers; productivity within the rural
traditional and urban informal sectors must be increased in order o avoid the generalisation of low-



productivity and low-wage employment. This will require an emphasis on appropriate technology
within the sectors, and on linkages between these sectors and the modem sector through such devices
as sub-contracting. The functioning of labour markets must be improved and youth employment in
the transitional adolescent years should be given special attention,

Particular attention must also be given to the fact that we are concemed with productive
employment creation. Employment-oriented policies cannot be instigated at the cost of economic
efficiency, nor at the expense of tomorrow’s income.

Investment in human resources

Special attention must be given to the quality of education. This means, among other things,
that the quality and motivation of teaching staff must be improved. This in tum implies looking at
monetary and non-monetary incentives and disincentives. Vocational, technical and science education
at all levels, as well as training and retraining — particularly whenever people are between school and
work or between jobs — must also be given pride of place. In the health sector a good balance must
be maintained between hospitals and preventive health care and the allocation of resources must switch
to the latter.

Changing the implementation structure

A social reform policy along the above lines would remain an empty gesture as long as the
implementation structures — administrative, budgetary and institutional — remain in place. How to
introduce policy changes to achieve top priorities is at least as important as the question of what these
policy objectives and top prioritics must be. Careful attention must therefore be given to the question
of centralisation versus decentralisafion; to questions such as the responsibilities of the state versus
the private sector and individual responsibilities; and to the role of actors such as non-governmental
organisations and the church.

Social security

A modem society needs to have mechanisms and safety nets in place to deal with the old, the
sick, the disabled, the unemployed and the victims of natural disasters. Latin America has social
security sysiems that often look good on paper, but closer inspection shows serious inequities due to
changing levels of inflation, severe financial problems, and benefits that are not always enforced.
Another objective of social-policy reform must, therefore, be to reform social security systems in order
to increase their coverage and make them more equitable and efficient, both in terms of their
administration and enforcement.

The complementarities between economic and social reforms will now be clear and in fact the
distinction between the economic and social policies practically disappears given the intimate
relationship between the two. Productive-employment creation is both an economic and a social
objective. In any social reform, employment creation must be high on the list of priorities. At the
same time, it is a top economic priority because the full utilisation of the country’s labour force will
boost economic growth and development.

The same is true for policy action to increase output and productivity in the urban informal
and rural traditional sectors. The complementarity between the social objective of creating more and



better income opportunities, and the economic objective of achieving more balanced and widespread
economic growth is obvious.

Moreover, in the global markets that dominate the world economy of the 1990s, all countries
must put more emphasis on innovation, science and technology. This implies by definition more
emphasis on human capital, i.e. on education and on the quality of the human factor in general, but
it also implies that priority must not only go to basic education. Indeed, if innovation, science and
technology are to be put at the heart of economic growth (“the goose that lays the golden egg™), then
the creation of centres of excellence in education and research becomes equally important.

Finally, the way people live in the urban and rural centres — i.e. the quality of life — has
very important implications for the productivity of the labour force. Here again, the relationship
between quantity and quality, between economic and social reforms stands out.

" An integrated set of economic and social policies, as illustrated by the above examples, will
produce both more equity and efficiency, will improve the competitive edge of countries, and will
therefore provide the necessary balance to the financial and economic reforms of the 1980s.

The Pilot Missions on Socio-Economic Reform: first resulls

A certain number of countries of the region have asked the Bank to assist them in defining
what social reform means and to construct policy programmes to achieve these desired reforms. The
main instrument the Bank has conceived for this is the Pilot Mission on Socio-Economic Reform.
These missions are composed of an independent group of experts headed by an independent Chief of
Mission. This Chief of Mission must obviously be a highly respected person in the country that
receives the mission and must be agreed upon both by the government and by the Bank. However,
once the Chief of Mission is agreed upon that person will select his or her team. The report is the
report of the Chief of Mission and not of the Bank. The pilot missions, therefore, can call a spade
a spade. The President of the Bank will submit the final report on behalf of the Chief of Misston to
the government authorities of the country under consideration.

In 1993, we have undertaken three pilot missions, one each to Trinidad and Tobago, Venezuela
and Chile. In 1994 missions have gone to Costa Rica, the Co-operative Republic of Guyana, Peru and
Bolivia. A few words on the first four.

Trinidad and Tobago®

In this country, the overriding priority is employment creation. Indeed, the country has an
open unemployment rate of almost 20 per cent and a 40 per cent youth unemployment rate. The
report has as its centrepiece an immediate-action programme that indicates in some detail the sectors
in which productive employment can be created. It also spells out the institutional changes that must
be achieved to implement the immediate-action programme and the subsequent medium-term policy
programmes.

The Report makes it clear that the aims of the Action Plan are not merely to increase economic
growth, but also to change the pattern of growth towards one that will mean greater employment,
pulting people at the centre of the process, consistent with the macroeconomic constraints. It also aims
to open up the system of government to wider participation by diverse groups and interests in the



country.

The Action Plan is based on the perception that the attainment of sustained development
depends upon the outcome of a multiplicity of initiatives taking place at the different levels and sectors
of the society. There are no grand projects that can solve the development problems of Trinidad and
Tobago. Thus, a principal task of development policy is to increase awareness among the population
of the wide range of opportunities for economic and social advancement that are open to them, and
to enable and facilitate their taking the fullest possible advantage of these opportunities.

Changes in govenance lie at the heart of the Action Plan, Rightly or wrongly the image of
heavy bureaucracy, which continues to cloud the invesiment climate, must give way 10 a new
environment characterised by speed in decision making and predictability, as well as confidence and
consensus building. The mission felt that a responsive mood prevails now within the government and
within the country as a whole, foreseeing a sharp break with the past and setting the economy and
society on a new Course.

On the demand side, i.e. creating employment opportunities, the Action Plan proposes in the
first place the creation of a Community Development and Enterprise Fund (CDEF). This Fund will
be a major integrating instrument for the employment-stimulus package. The purpose of the Fund will
be to provide concessional funding and technical support to assist with the development of projects
in order to upgrade social conditions in communities and neighbourhoods that can be directly
connected to the income-eaming capabilities of its participants, for example, water, drainage, house
improvement, small access roads, land development.

The success of the Fund will be critically dependent on the organisational image that it
presents to the public. It should be explicitly non-partisan in character, with a calibre of management
that would readily attract public confidence.

Secondly, the Action Plan looks into the sectoral possibilities for employment creation, It
comes up with imaginative and feasible proposals in the ficlds of tourism, exports of services other
than tourism, export manufacturing, agriculture, and physical infrastructure.

On the supply side, the Action Plan looks at the possibilitics for improving the employability
of the population. It makes proposals to upgrade basic science and foreign-language training starting
at the primary level, to link skilled-training schemes to business apprenticeships, establish a re-
employment-insurance scheme as a variance of unemployment insurance, etc.

On the subject of institutional strengthening, the Report’s principal recommendation is to place
the implementation of the immediate Action Plan under the direct responsibility of the Prime Minister,
who should be assisted in this task by a high-level co-ordinator, supported by a small but very high-
quality team of professionals with a mix of private, public-sector and NGO experience. The co-
ordinator would function very much in the manner of a Chief of Staff in the United States presidential
system. He or she will have privileged access to the Prime Minister and to all relevant Cabinet
Ministers.

The Report also contains a compilation of the financial requirements of the immediate Action
Plan.



Venezueld'

Venezuela is an extreme case to illustrate that money alone does not solve problems. On the
contrary, gencrous resources unaccompanied by adequate fiscal control and distorted by partisan
concerns can create distortions or “time-bombs”, which become evident when those resources diminish.
Expenditure on the traditional social areas has been relatively high in regional, indeed international
perspective, but the results have been poor and are rapidly becoming worse. The problem, as is
increasingly evident in the current adverse fiscal situation, lies principally in the inappropriate and
highly inefficient institutions that historically have channelled that money. Much of that problem, in
turn, lies in the vested interests that lie behind those structures. Challenging such vested interests can
at first seem difficult, if not well nigh impossible.

That is why the Venezuelan Report concentrates on how reform might happen. On the
question of what needs to be done, there is an important degree of consensus in the country as to
goals: a new dynamic growth path needs to be found, one which uses oil as a motor for gencrating
resources, but uses these more comprehensively than in the past to build non-oil activities that generate
employment and new export possibilities. Secondly, the role and structure of institutions of the state,
the pattern of state-society relations, and institutions in the wider society have to be radically
reformulated to enable renewed growth and the delivery of the benefits of that growth.

However, those elements of consensus stop short when one enters into means rather than goals.

_ There is no agreement on, for example, the nature and degree of state support required to build up a

non-oil tradable-goods sector. There is not even adequate information to evaluate how far different
strategies for growth will generate employment.

State institutions appear frequently so inefficient and distorted that they cannot be trusted to
execute policy decisions. That is why an important contribution of the Report is in reflecting on the
instances of positive change, of which there are many, not least of all at the local level away from the
heavy hand of the central state ministries. The Report suggests that their analysis and successful
communication can provide a basis for a strategy for change with careful learning from the mistakes
that of course occur. Social policy, however, is also about administrative efficiency. Unless
institutions can translate preferences into effective delivery of social services — and this is really not
the case at present in Venezuela — then aspirations will remain unfilled, even distorted.

Social policy as traditionally conceived in Venezuela, as elsewhere in Latin America, has had
a rather specific focus. It has comprised the following four elements; first, the centralised public
provision of health and education and to some extent also the public provision of low-income housing;
second, the use of labour legislation to achieve social goals; third, the use of prices 1o redistribute
income; and fourth, social-security systems usually dating from the 1930s. In the case of Venezuela,
the state has failed to provide adequate access to health and education, let alone provide reasonable
access to housing; labour legislation has been undermined by partisan political practices, and by a
huge growth in the work force not covered by any labour code; the price mechanism has proved
inadequate to redistribute income; and the soc1al—secunty system is not only totally inadequate in its
coverage but almost bankrupt in practice.

The Report arguecs, therefore, that social policy not only needs to be reformed, but
rcformulated. That is, as an integral part of that reform, concepts of its meaning and role need to be
broadened. In synthesis, the whole institutional structure designed to redistribute oil wealth needs to
be changed, both because it is failing in its original redistributive goal and because it needs to reflect



the harsh reality of the need for economic austerity.

The main conclusion from the Report is that it does not consider the responsibility for social
reform to lie exclusively with any single group or agent. The responsibility for a new and more
productive relation beiween state and civil society lies in good part with employer’s associations,
NGOs, neighbourhood groups, and many more, as well as with the state. This emphasis is important
in order to give counter-weight to the power of particular vested interests in the implementation or the
. blocking of institutional reform.

While the re-thinking of models can be precipitated from below, as indeed had been the case
in some notable examples in Venezuela, ultimately the whole process of reform has to involve relaying
and relating of these instances to the core, and the willingness of the centre to respond to these reforms
at the micro level. Within each sector — be it education, health or housing — the strong definition
of norms from the centre is the first priority. However, it is the main contention of the Report that
an incrementalist approach of building on small examples of success is a way, and possibly the only
way, to make the large themes manageable. Small examples can animate other local initiatives, which
can learn from experience, both good and bad. The point is that such strategies need to be rooted in
systematic investment in “institutional leamning”. This requires investments in resources to do the
Icarning, record the case histories, evaluate and then diffuse them,

Solid progress along these lines is central to the process of social reform. The position of the
trade unions has been weakened to some extent by the relative decline of the traditional parties.
Examples are given in the Report of instances of local communities challenging and overcoming the
power of unions in the provision of basic services. There is reason to believe that there will be public
support for determined government action which, with the correct inducements, could reform the way
that the public sector unions operate.

It is vital for the success of the decentralisation process — an absolute requirement — that
labour relations at the state and municipal level should not be accompanied by the same pattern of
central government-labour relations that exist at present. Indeed, now with few exceptions, union
reactions are purcly negative and defensive with no positive strategy for reform. A democratic and
involved union movement participating in the reform process would strengthen the whole reform
Process.

Chile’

Chile has travelled a Iong road during the past 20 years. In both the economic and social
domains it has taken early positions in favour of liberalisation, privatisation and deregulation. In terms
of decision-making structures the trend has been towards deconcentration, regionalisation and
municipalisation. While other Latin American countries have followed the model in the economic and
financial domain, this has been much less the case in the social sector where there is still heavy state
domination. Chile has, for instance, revolutionised its higher-educational policy by throwing the door
wide open for private universities, by imposing tuition fees everywhere, and reducing drastically the
involvement, including financial, of the state.

Obviously, big problems remain in the economic and social fields. Chile has a productivity
problem; it has important pockets of poverty, including extreme poverty; educational quality and the
relation with the labour market are arcas of preoccupation; urban deconcentration and regional
planning in general are yet to start, etc. If Chile can maintain its economic dynamism, which is not
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unrclated to further progress in the social domain, then many of the problems that Chile still faces in
the socio-economic realm can be settled in the foreseeable future.

What does social reform in these circumstances mean and what would the major priorities be.
Social reform means introducing qualitative change moving away from the cbsession of numbers and
rates; it means looking afresh at the implementation structure both vertically (decentralising the
decision-making structure to the communities) and horizontally (role of state, of private sector, of
NGOs, etc.). It therefore does not mean more-of-the-same, Chile, once again, has already travelled
part of this road and the challenge here is to determine what must be continued, what must be changed
and adapted and what must be accelerated.

in these circumstances the Report believes that the Social Reform that Chile needs today can
be defined according to five overriding priorities:

— It is time to move away from the concentration on enrolment ratcs in order to focus
on the quality of education. Any money spent on this priority is money well
invested that will yicld a high rate of return. Furthermore, the relation between the
world of the school and the world of work must be improved by giving higher priority
to vocational and technical education, to training and the content of education.
Finally, in order for Chile t6 maintain and improve further its place in the global
economy and to improve its competitive position, the country must give more
attention to graduate studies, to the creation of R&D centres together with the private
sector, in short to the seiting up of centres of excellence.

—_ There is a consensus in Chile today that extreme poverty must be eradicated as soon
as possible and that poverty in general must be tackled forcefully. The most
effective and productive way of achieving these objectives is through the creation of
productive employment, particutarly in the low-productivity sectors of the economy.
This means pursuing a high economic growth strategy, but also paying explicit
attention to the pattern of development. This in tum means stimulating small-scale,
including micro, enterprises, looking at appropriate technologies in order to increase
productivity and enhance incomes across the board.

— The quality and management structure of the health services is the third overriding
priority of social reform in Chile over the next government period. Here we are faced
both with a quantitative and qualitative problem. There must be more health care,
particularly of the cost-effective primary health care type. The quality of health
services must be increased and generalised and this is mainly a question of salary
levels. Quality does not come on the cheap. Although the relationship between the
public and private contributions must be reviewed, the solution cannot be expected to
come from miracle remedies such as privatisation. The way forward, rather, lies in
a combination of befter management, decentralisation, different balance between public
and private, and between preventive and curative care, and a remuneration structure
that attracts and keeps quality personnel.

- The fourth priority is to achieve a more harmonious distribution of the people
throughout the country. This amounts to the deconcentration of the Santiago area
and to a policy of regional planning. Again, there is widespread agreement that there
is too much of a concentration of people in Santiago, that this is not conducive to
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achieving a high quality of life in this urban concentration, and that, on the contrary,
it enhances the probability of social unrest. This is a typical example of agreement
on what to do, but disagreement and complications around how to do it. This is so
because practically the entire political decision- making structure and the whole
surface of economic and social issues are involved. The central government must
introduce economic and financial incentives and disincentives; schooling and training
facilities must be differently distributed across the country; local authorities must
obtain more power to implement policies initiated at the centre and (o initiate others
that affect their communitics directly. All this requires a redistribution of
competencies such that only a Presidential Task Force will be able to come up with
recommendations that stand a chance to be implemented.

— The question of how to do it and of competencies lead naturally to the last but not
least priority, namely the necessity to improve further the implementation structure
of the country in the face of the complex issues in the socio-economic field that must
now be tackled, Chile comes from a strong central-govemment tradition and culture
and, viewed in this light, it has taken courageous steps during the past period in the
direction of decentralising the political decision-making structure with encouraging
results, This trend must be continued, strengthened, and made more effective. So
often, problems that look terribly complex and complicated when viewed from the
centre become manageable when seen from the community level.

These five priorities combining what to do and how to do it provide the Chilean authorities
with a social reform proposal that is realistic, doablé, timely and stands on the shoulders of what has
been going on hitherto. The proposal is an integral part of Chilean development policy and will thus -
lead to a more balanced economic and social development approach.

The social reform proposed here is basically of an investment nature and must, therefore, be
seen as a prerequisite for high and sustained economic growth and development in the future. This
will be quickly illustrated below.

. — . 'The poverty reduction targets and policies have been set squarely within an economic
framework such as not to endanger the essential macroeconomic balances within
which Chile must live. At the same time, poverty reduction through employment
creation will increase economic growth, lead (o a better spread of development and,
thus, make the margins of manoeuvre of the macro balances wider.

In this sense poverty reduction is an investment as well as being a desirable social
policy.

— Economic growth in Chile has been extensive rather than intensive. In other words,
most of the economic growth recorded has come through the incorporation of more
labour rather than through increases in productivity. This is not necessarily a bad
thing, because employment creation is important both as an economic and social
target, but obviously this is a finite policy, if it is a deliberate policy indeed. Sooner
or later productivity must become the engine of growth. This is particularly important
in the case of a small, open economy like that of Chile which must compete on the
global market to a larger extent than countries that have a bigger internal market.
Innovation, technology, productivity become of the essence. This in tum means
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giving even higher priority to investment in human resources in general and to
research and development (R&D} in particular.

— Creating an innovative, high-productivity economy and society implies more than a
quantitative approach to investment in people. The quality of education must be
improved across the board, from primary school straight to graduate work with a high
research content. Hence the emphasis on improving the education and health services
in Chile and securing a better distribution of these services across the country. These
are not only desirable objectives per se, but are indispensable investments if Chile
wants to continue to hold its own in the competitive global economy of the 21st
Century.

— Even if the quantity, quality and spatial distribution of education were to be perfect,
there is still the link to the labour market and employment to be taken care of, which
is another key aspect of the Report.

The above are illustrations — and more could be given — of how the social reform proposed
here is deeply embedded and integrated in the economic and financial policies of the country, and vice
versa.

The social reform proposed here will lead to a more balanced strategy, and hence to a more
sustainable trajectory, for a variety of reasons. In the first place because it gives more emphasis to
productivity increases and hence to income-enhancing employment opportunities. Second, because
it deals explicitly with the quality of life, particularly in urban areas. Third, because of the priority
given to effective participation and to “empowerment” of the people in decisions that affect their lives
and livelihood directly. Fourth, because of the wider access to quality education and health services.

People will gradually get the impression that development is also for them, that they really
participate in it, and benefit from it. This is the best definition of a balanced set of economic,
financial and social policies.

Costa Rica®

Costa Rica is situated in the midst of a highly unstable and volatile region. In spite of this
it has known an average annual rate of economic growth of 5 per cent — 2.5 per cent on a per capita
basis — during the last half century. There can be little doubt that this exceptional performance is
due to a very large extent to the foresight of the political and entrepreneurial class of the first part of
this century.

This class introduced a first social reform that had the following characteristics:
— wide access to land, which made for “initial conditions” that assured a fairly equitable
income distribution before and during the economic growth process; Costa Rica,

therefore, is an illustration of the “redistribution before growth™ thesis;

— universal and free access to primary education leading to a sound human-resources
base early on;
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— wide access to high quality health services, which muitiplied the quality of the human
resources base of the country.

These three factors combined made up the first social reform which was unique in ifs
comprehensiveness and its carly timing. These social investments made for political and social
stability in a highly unstable tregion; for a healthy and productive labour force; in short, for an
excellent and long-term basis for a period of sustained economic growth, first based on coffee and
bananas, later on a more diversified production and export pattern.

Just as the production and export pattern must be further diversified, so the social basis, must
be updated. The first social reform has served the country well, but has now run its course. It must
be followed, now, by a second social reform.

This second reform must be conceived in such a manner as to be able to be the basis for the
next stage of economic growth. That next stage will be orientated toward regional (NAFTA) and
global markets of increasing sophistication. The weight of the traditional engine of growth (coffee and
bananas) will diminish quickly. The new engine of growth will be based on the export of services
(lourism, writing of computer programs, medical services, etc.) in the first place, and only secondarily
on new agro-industrial products like concentrated orange juice, flowers and plants. This will not be
possible without sustained interest of foreign investors. They are interested first because of the
political and social stability of the country; second, because of the equitable nature of the society;
and third, because of the sound human resources base.

The challenge Costa Rica is facing, therefore, is how these basic characteristics of the country
can be maintained, deepened and updated. The second social reform must have, as a minimum, the
following components:

— San José and its surroundings risk becoming a huge, unplanned, traffic, crime and
drug-ridden urban centre of more than 3 million people over the next 25 years,
Already the quality of life is diminishing. Urban planning and a deconcentration
policy is urgently needed if social peace is to be maintained.

— Educational, training and retraining policies must be reformulated. The quality of
primary education must be improved; the coverage of secondary education extended;
training and retraining programmes for the new production base sharpened; and
centres of excellence at the higher educational level introduced. Financing of higher
education must be reviewed.

— The emphasis of health services must shift more to preventive care in line with a
general trend to be observed elsewhere.

— Just as economic and geographic deconcentration is needed, so is the desirability of
decentralisation of the decision-making and implementation structures,

This second social reform will enable the couniry 0 maintain social and political peace and
maintain and improve the quality of its human resources base.
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Implications for joint country-IDB actions

The Bank is in a position to take intellectual leadership in the definition of social reform and
in the elaboration of a “Hemispheric Consensus” with regard to a balanced set of economic and social
policies that will take the region into sustained economic growth. The Bank must steer this evolving
“Hemispheric Consensus” by appropriate lending mechanisms and by putting a considerable proportion
of its lending capacity into loans that stimulate governments and other actors to move in this direction.

~ One possibility might be for the IDB to open a new lending window, the Socio-Economic
Development Fund, to those countries actively interested in a major systemic approach to carrying out
socio-economic reforms over a period of three to five years.

Initially, at least 10 per cent of the IDB’s resources should be sct aside for this purpose. As
the new modality proves itself, that proportion could rapidly reach 25 per cent. The initiative would
reside largely with the countries in the region, with the IDB declaring itself ready to respond.
Meanwhile, and realistically, “business as usual”, on a country-by-country basis, would continue, thus
minimising disruption from (o0 sharp a departure from past practice.

Joint missions by the countries and the IDB will come up with country-specific assessments
of where the key problems impeding socio-economic reform reside and what can be done about them.
This is, of course, the main task of the Pilot Missions on Socio-Economic Reform, described above.

Socio-economic action programmes, based on this work, would subsequently be negotiated at

- the initiative of each country, and supported by IDB resources, as well as those of other donors. The
socio-economic action programmes would include agreed policy packages, as well as resource flows,
appropriately phased over time. The instruments available would include a mix of socio-economic
programme loans, time-slice loans, project loans, and hybrids, as appropriate to the particular situation.

While there is no intention to be doctrinaire, given the importance of an integrated approach
to growth and poverty reduction, each socio-economic action programme is likely to contain a socio-
economic programme loan at its core. The distinguishing characteristic of such loans, however, would
not primarily be their fast disbursing nature or balance of payments impact but their focus on required
policy changes affecting both disposable and social income flows and poverty levels. An important
ingredient of the Action Program would be that the appraisal of what needs to be done is developed
jointly with the government of the country and fully accepted by it, and that the agreement on actions
and resource flows over time essentially constitute self-imposed conditionality.

Despite the reduced priority for fast-flowing balance-of-payments support to the region, the
social-programme loans are likely to constitute an important ingredient for rendering the Action
Programs effective. It can be expected that as the New Window proves successtul, the extension of
such lending beyond the existing 25 per cent limit will be justified. At the same time, it is necessary
that the Bank be willing to refrain from lending as long as no real consensus has emerged within the
recipient couniries,

Programme loans, time-slice loans, project loans and hybrids all carrying elements of self-
imposed conditionality would make up the total resource package of the Action Program. The exact
country-by-country mix would of course vary according to the joint diagnosis of the country situation,
its major problems and the time phasing of policies and resource requirements. It would also depend
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on the extent to which the IDB, as catalyst, can interest other donors 10 join in.

The advantages and disadvantages of the several loan instruments available are well
uriderstood. Where the macro and meso policy mix to ensure adequate growih with social reform and
poverty rediiction is already in place, flie appropriate financing may contain a greater weight of
invéstment and. time-sli¢e projects. When growth is too slow or insufficiently employment-intensive,
government expenditure decisions are deficient and/or political or institutional resistance by some local
cofistituencies -or miinistiies needs to be overcome, programme lending is likely to have a greater
‘weight than project lending, Beyond such general remarks it would be both foolhardy and pretentious
to-comment on the optimal mix of instruments in any particular country context.

It follows that the countries in the region should not only be encouraged to introduce
additional changes in substantive policies, but that important organisational and institutional
adaptations are a pre-requisite for success. This is the main rationale for the suggestion that the Bank
open a New Window that would undertake lending specifically in support of a new breed of pointed
socio-economic reform programmes.

Such an initiative would require taking a more passive stance in the sense that countries would,
only when ready, apply for help with implementing a socio-economic reform package designed along
the lines previously outlined. The Bank would then cxtend policy loans that would create the
institutional and organisational setting for the socio-economic reform package to be implemented
successfully. There would subsequently exist the likelihood for substantial loan “ballooning™ over a
given period of time, once a country is committed to approach the Bank with a socio-economic reform
package.

The New Window would, in other words, have a policy-lending arm that would help countries
prepare a socio-economic reform package on request. Once such a programme is successfully
riegotiated, the Bank and other donors would then be ready to play their parts in supporting the agreed
programme. An illustration of the functioning of the policy-lending side can be given in promoting
housing finance. At the start, policy lending resources can be nsed to continue restructuring domestic
financial intermediaries and contractual savings institutions to develop a viable institutional setting for
term lending and mortgage finance. Moderate- and low-income housing finance can be made available
. by helping governments structure transparent subsidy schemes that lower borrowing costs without
compromising the financial soundness of participating intermediaries. Once the appropriate reforms
are in place, the Bank can continue funding long-term credit demands via its traditional multi-sector

credit programme.

The 1abel “Hemispheric Consensus” implies that the economic and social reforms in South and
North America-— taking into account the different levels of development — show definite analogies.
If this is accepted as such, a truly co-ordinated and hemispheric effort could be conceivable,
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In March 1990, Patricio Aylwin initiated a four-year presidential term, the first democratic
government after almost seventeen years of military rule.

Chile’s rather flexible labour legislation at the time of transition lacked the social legitimacy that
could make it a set of stable rules for the future. This potential instability would increase “country
risk” and affect the investment process. Moreover, unfair rules would tend to damage social peace.

There were two crucial questions for the democratic government: was it possible to introduce
reforms in the direction of “fairness” without increasing structural unemployment? and was it possible
to induce more “fairness” without losing the necessary flexibility of the economy for growth!?

The governing coalition had promised to pursue a development strategy of “growth with equity”.
The neoconservative policies of the dictatorship had only stressed growth and stability. The task for
democracy was to pursue three types of objectives simultaneously: growth with stability; equity with
social participation; and the consolidation of democracy.

When the issue of “fairness™ is raised, the question of a possible trade-off between equity and
growth is often mentioned to argue that no improvement can be obtained in this matter. An
equitable approach to labour policy could be perceived as necessarily creating disequilibrium, a loss
of flexibility and, hence, slower growth. This paper will use the Chilean experience to demonstrate
that this is not necessarily so.

First, efficient functioning of the labour market requires at least minimum standards of fairness
(though they may vary between countries and through time). Productivity growth needs creativity, the
capacity to adapt to change, and co-operation within the firm, all of which depend on voluntary
participation by workers. This participatory contribution will not take place if the rules of the game
are considered unfair. Second, standards of fairmess are also necessary, in an open polity, for reforms
to labour market institutions to be politically feasible and durable. Recent experience in several Latin
American and Eastern European countries highlight the fact that it is not only necessary to introduce
deep economic reforms, but to provide those reforms with social and political legitimacy for them to
be durable.

It is therefore clear that labour market institutions and policies that guarantee “fairness” (or
“protection”) in labour relations are needed; the question is to define “what™ is to be protected and
“how”. This question is crucial for the potential trade-off between equity and growth. It is not
“fairness” per se which reduces growth (there is relatively flat distribution of income in many rapidly
growing countries), but protection of the wrong elements or the use of inadequate instruments. Both
the “what” and the “how” need to be reassessed as a consequence of the new technological and
€Cconomic scenario.

Main results of Chile’s 1990-1993 Drive for Equity with Social Participation,
growth with stability and the consolidation of democracy

Equity with social participation

This is a goal in itself which also contributes to the attainment of the other two..
Some pertinent results are Jisted in Table 1. Among them we can see that:
— employment grew at 3 per cent a year, and the rate of unemployment fell below 5 per cent;

— real wages grew by an average of 4 per cent, very close to the 3.7 per cent average labour
productivity growth. Minimum wages grew at 5.6 per cent a ycar. Even though this was
above labour productivity growth for the four-year period, one must consider that wages had
lagged behind for most of the 1980s;



— government social expenditure grew more than 30 per cent;
— the number of families below the poverty line dropped by 25 per cent;

— the rate of unionisation increased by 40 per cent, to almost 25 per cent of salaried workers;
and

~ the number of workers under collective agreements grew by over 30 per cent. Tripartite
agreements were signed all four years with the main National Confederations of workers and
business. These agreements referred to the general orientations of labour policy, the
adjustments of minimum wages, family allowances and pensions. Not until 1990 had the
national representatives of business and labour negotiated and signed an agreement together.

Growth with stability

These advances in equity and social participation were compatible with the objective of growth
and stability. :

Table 2 reveals the following results:

— GDP grew at an average of 6.8 per cent. In 1993 investment reached over 26 per cent of
output;

— inflation dropped from an annual rate of almost 30 per cent to about 12 per cent;
— there was a fiscal surplus throughout the period, averaging almost 2 per cent of GDP;

— the external account showed a strong growth in exports and a balance of payments surplus.
To increase competition tariffs were reduced from 15 per cent to. 1 per cent, and non tariff
restrictions on imports (except for a-few agriculture products) were lifted.

Consolidation of democracy

The third goal of these policies was to help reconstruct and consolidate -democracy. In the
context of labour policy, this meant favouring consensus building and co-eperation between labour
and business. '

When labour policy permits more equity with social participation, or more growth with stability,
it adds a necessary, although not alone sufficient, ingredient to the recipe for consensus building and
co-operation. The tripartite social agreements signed all four years contributed specifically to the
recipe. The first agreement had a section on a “shared view of the future”. It had an impact on both
the National Confederations that signed it and on the community as a whole.

The pursuit of consensus building and co-operation as an explicit objective of policy was also
reflected by the fact that most labour reforms were approved in Congress by an almost unanimous
vote, after a political consensus had been reached.

This approach contributed to the political success of the governing coalition. The second
democratic government was elected by 58 per cent of the vote in December 19932, This is an unusual
result for a coalition which has been responsible for overseeing the transition from authoritarianism to
democracy. ‘



The five tasks of labour policy

Labour policy was structured around five main tasks: the reform of labour legislation to open the
way for a new Labour Code; improved enforcement of labour legislation; the development of a
youth-training -programme; an increase in pensions and improvements of the social security system;
and the development of social concertation and tripartite agreements.

First task: the enactment of a new Labour Code

At the beginning of the Aylwin government, unions and most political parties agreed on the need
for labour reform that would increase the fairmess of the existing leglslatlon w:thout increasing
structural unemployment or threatening flexibility.

Several aspects of what protection to seek were considered in the labour reform the elimination
of discrimination between different types of workers, and more protection for the right to unionise
and the right to bargain. :

Examples of the type of action taken are:

i) Elimination of discriminations. Several regulations that were discriminatory with respect to-
the maximum hours of work per day and the length of holidays of specific sectors of -
workers (i.e. commerce, fishery, construction) were eliminated. Regulations that contributed
to a bias against hiring women were also suppressed”. JRETTE

ii) Enhancement of the right to unionise. The previous legislation prohibited the creation of
unions of temporary workers in agriculture, of public sector workers, and the right to legal
existence for national workers confederations. These rights were fully guaranteed under the
new labour legislation. ‘ ' :

iii) Improvement of bargaining rights. The legal prohibitions for -unions of~ temporary workers
and for federations to bargain were suppressed. .

To make new labour laws, favouring equity and social pamcrpatlon compatible w1th growth and
stability, flexibility and the capacity of firms to adapt to changc were guaranteed. The elimination of
discrimination and the full respect of the rights of association and of collective bargaining need not
interfere with growth and stability. It was recognised that in a country that was highly integrated into
the world economy, wages could only increase if they were tightly linked to productnv:ty4 This
suggested, among other things, the need to maintain the very decentralised collective bargaining
structure that was traditional in Chile. There would be freedom to bargain at any level, but the “duty
to bargain” would only exist at the firm level. For wages to grow together with productivity it was
better to avoid government intervention in collective bargaining?.

Flexible legislation which permits firms to adapt to change is not only a requ1remcnt from the
point of view of employment and productivity growth, but is also necessary to avoid expansion of the
informal sector. There is a widespread legalist tradition in most of Latin America which assumes that
legal protection is always effective. This, however, will be contingent on “what”. we.protect and
“how” we do it. Strong and inadequate legal protection in areas where control is difficult (i.e.
agriculture, personal services at households) leads to the lowest degree of protection: informality.

These reforms gave rise to a new Labour Code.



Second task: improved enforcement of labour legislation

The need to improve the enforcement of labour legislation required an increase in government
resources for this purpose. These resources grew during the four-year period by 50 per cent. This
improved enforcement of labour rules was necessary for equity but also for an adequate level of
formalisation of labour relations and for fair competition between firms. Tripartite efforts to increase
compliance with labour legislation, through campaigns via the mass media, were implemented.

Third task: development of a training programme for young people

Youth unemployment was about three times average unemployment. Even during periods of
economic expansion, youth from poor neighbourhoods had great difficulty in finding a job. The
programme was to benefit unemployed and underemployed youth from low-income families. The goal
was to benefit 100 000 people in four years. Training was to be funded by the government, and
provided by private- or public-sector institutions. The programme combined instruction at training
institutes with three months as trainees in firms (a “dual” system).

This training effort, which contributed to equity also favoured growth. It increased the
productivity of workers and linked the qualifications of job-seekers more closely to the structure of
demand.

The beneficiaries received a subsidy of about 50 per cent of the minimum wage, paid by the
programsne.

The results were very positive in terms of:
~  focalisation — 75 per cent of the benéficiaries come from the 40 per cent poorest families;

- access to a job — the rate of occupation is more than 30 per cent higher among
beneficiaries, when compared. to a control group;

— quality of jobs — young people who participated in the programme received higher
increases in wages and had a higher degree of formalisation of their labour relations, than
the control group.

The elements of the programme that contribute to this positive result are the following:

" — decentralisation — training is offered by hundreds of private or public institutions which
compete for government funds. Only at the local level is it possible to discover the type of
training that firms require. This information can not be generated at a centralised level;

— strong participation of the private sector in the supply of training courses;

— close connection of the contents of training and the needs of firms — before resources were
allocated to training institutions they had to prove that firms were willing to receive their
students as trainees. The assumption is that firms, in general, do not accept trainees in areas
in which they have no intention of hiring in the future. This is then a practié:al manner of
linking the expected demand for labour with the content and design of courses".

Fourth task: an increase in pensions and improvements to the social security system

Chile reformed its pension system in 1981 from a pay as you go to a capitalisation system.
“What” to protect did not change that much, but “how” to do it varied dramatically. A reduction in the
social security contribution for pensions amounted to 10 per cent. of wages. These resources are
deposited in accounts for each worker managed by private institutions in competition for their clients.
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Around 90 per cent of non-active workers are under the old social security system, and pensions
were considered too low. During the four-year period, the government maintained the indexation
clauses and introduced an increase of over 10 per cent in the real pensions of the old system. It also
corrected some discriminations of the old system against workers in the public sector.

Better regulations for private pension funds, amounting to over 40 per cent of GDP, were
imposed. New investment alternatives for the funds were incorporated, including the possibility to
invest abroad. Inasmuch as these new investment alternatives contribute to an increase in the amount
or quality of investment they increase the rate of return of the pension funds and, hence, generate
higher pensions in the future. At the same time they induce more growth for the economy. This is
another area were we observe a complementarity between equity and growth. .

Fifth task: social concertation and tripartite agreements

Tripartite agreements with the main National Confederations of workers and employers were
signed all four years. As a result of these agreements, minimum wages increased at 5.6 per cent per
year and family allowances for low-income workers at twice that rate. To make minimum-wage
growth compatible with lower inflation and unemployment, after a two-year (1990, 1991) recovery,
minimum-wages’ were increased according to expected inflation plus the rate of labour productivity
growth. Agreements were also reached all four years with the associations of public-sector workers,
with respect to wage adjustments and other related issues,

Probably one of the most distinctive traits of Chile, a traditionally polarised society, has been the
high degree of consensus attained. in recent years. Social concertation was certainly a substantive
contribution to this goal. As stated above, this strong consensus contributed both to social peace and
to an adequate entrepreneurial climate.

Two transmission mechanisms: investment and social peace

We have argued that the advances in equity and social participation, far from being a drawback
to growth and stability, actually contributed to these goals. Two of the transmission mechanisms that
appear as most relevant in this respect are investment and social peace. Investment is highly
responsive to “country risk” which increases with the expected variance of change in development
and macroeconomic policy rules and institutions. This variance can only be reduced, in an open
pelity, by consensus building among political and social actors. Consensus building requires that the
main actors both benefit from development (equity) and view themselves as part of the process (social
participation).

The other transmission mechanism relates to social peace. This depends upon social equity and
participation. According to the 1992 Annual Report of the International Labour Organization (ILO):
“In Chile, to a great extent because of the agreements reached by the new government in April 1990,
the restoration of democracy was not accompanied by social unrest, as was the case in other
countries, such as Argentina, Brazil and Uruguay” (ILO, World Labour Report). During 1990-1993
less than one hour a year per worker was lost as a consequence of stnkes or other social conflicts.
That is fewer than in many developed nations.

After recent events, both in Latin America and Eastern Europe, it is evident that the task is not
only to realise deep structural reforms but also to make them permanent. Equity and social
participation are essential elements if this objective is to be met.



New tasks-

There are numerous areas which still require reforms of labour policy in Chile. The four major
domains are:

— social’ agreements — the new steps undertaken in consensus building and co-operation: are
insufficient. The. agenda for achieving social concertation' may vary, but the need for this
process persists;

— active labour policies — there- is- the need to develop effective placement services and
training fot the unemployed, especially when major restructuring: of specific sectors takes
place (i.e. coal mines);

— labour relations in the public sector — labour legislation for workers in the public sector,
especially in. education and health, is still very rigid, and does not contribute to the
necessary increase in productivity in‘those areas.

— protecting social mobility — this is an area in which it is necessary to discuss not only
“how” to protect but “what” is to be protected. Traditional answers in terms of severance
payments and unemployment insurance seem to be, in the new economic scenario, creating
more unemployment, inadequate levels of flexibility and’ of capacity to adapt to change, as
well as an increase in informality.

Protecting labour mobility: reforming severance payments and unemployment insurance

. Traditional unemployment insurance schemes and severance payments have been signalled as
possible causes of the increase in structural unemployment of several OECD: countries (OECD, 1994).

Unemployment insurance systems that guarantee a significant proportion of wages make it more
likely that workers will become unemployed, remain so for a longer period and even seek dismissal to
collect these benefits. These systems also induce informality (people who declare themselves as
unemployed but work without a contract so as to collect the unemployment insurance income). Since
these benefits are normally financed by the government they may also induce, at certain periods of
the cycle, significant fiscal deficits.

Severance payments, which in the case of Chile are of one month per year of work to a
maximum of eleven months, are normally payable only in case of dismissal because of the economic
needs of the firm. These severance payments.contribute to the creation of job security, something that
workers value. Unfortunately, they also imply several difficulties that are more important today than
they were several decades ago when the system was created.

First, these payments are uncertain, since they are received only in cases of dismissal on
economic grounds. It is the employer who unilaterally determines the reasons for dismissal, leaving
the worker to go to the legal system if he or she does not agree. This uncertainty of severance
payments may create a gap between the wage as valued by the worker and the cost of hiring
(productivity) for the firm. '

Second, severance payments make it difficult for firms to adapt to change, especially in
rhoments of crisis. Firms normally “discover” that they are liable for severance payments when they
are in their worst financial shape.

Third, they create potential conflicts between workers and their firms. When a worker with
several years at a company receives a better wage offer elsewhere, he or she has an incentive to try to
“induce” a dismissal, whereas if the firm needs to discharge a worker with many years of service, it



has a strong incentive to “induce” his or her retirement. In both cases there is a deterioration of
productivity and labour relations.

Fourth, there are many workers who prefer to remain frustrated, at a firm where they have lower
productivity and receive a lower wage, than to move to an alternative job, so as not to lose their
seniority and possible future severance payments.

These difficulties are more important than in the past because of the use of so-called “flexible
technologies”. The greater integration of firms into a world economy that is more dynamic implies
firms with a greater capacity to adapt and requires a more mobile labour force than in the past. A
system created in a very different technological and economic setting is not necessarily the best
solution for the present reality.

The proposal

The Chilean Labour ministry’s proposal for reform of the severance payments would imply:

— one month’s wages per year of work, in case of economic redundancies for workers with up
to three years in a job, thus maintaining the current system for this category of worker. This
responds to the need to maintain some job security, by imposing an economic cost on firms
who fire workers for these reasons. As such, the rule responds to the requirement for
fairness and is necessary for the new proposal to be politically viable and durable.

— half of a month’s wages per year of work for each year after the first three. The
contributions to meet these payments would be deposited in a workers savings account by
the firm during the worker’s employment The employee has access to this balance not only' _
in the case of dismissal but also in the case of retirement or re31gnat10n Hence, this is not
an uncertain benefit, does not impede the capacity of firms to-adapt to change, does not
induce the conflictive behaviour described above, and permits the mobility of workers
between jobs,

In Table 3 we compare the situation prior to the reform with that if it were enacted (Cortazar
Echeverria and Gonzilez, 1994).

Again, the question is not if labour systems should protect workers but what should be protected
and how it should be done. :

The proposal aims at protecting mobility {and not only job security). The method of protection is_
the creation of worker accounts.

The ministry’s proposal included a modified version of unemployment insurance to replace the
existing system with its very limited coverage and low benefits. The new system would guarantee’
50 per cent of income (plus health insurance) for up to four months®. Protection is thus increased by "
guaranteeing an adequate income for several months after dismissal. The main innovation of the
proposal, however, is related to the means of providing this guarantee.

The proposal imposes mandatory savings by the employer and the employee. Each side would
contribute 2 per cent of the worker’s salary during the first three years of a labour contract. These
funds would be deposited in a worker’s personal savings account!® where the balance would be used
to finance the benefits on unemployment. In case the amount saved is not enough to insure these
benefits, the worker will automatically receive a credit to cover the difference!l.

This “savings-credit” scheme guarantees the benefits described above but is not subject to the
moral hazard of traditional unemployment insurance. It is that moral hazard that induces more and
longer unemployment, informality and fiscal deficits.

In Table 4 we present the number of months of protection in case of dismissal of the present
scheme and compare it to the proposal, taking together the reform to severance payments and the new
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protection for the unemployed. Table 4 shows that the degree of protection is similar or higher than
that currently available but with a structure of incentives that is more adequate than that preceding the
proposal.

What is the cost of this proposal? As shown in Cortazar et al. (1994) the cost, all things being
equal, would be in the order of 1 per cent of the wage bill. The economic cost depends on the
elasticity of the demand and supply of labour and the value that workers assign to the money
deposited in their own savings account. If they value that money in an amount that is similar to the
full value of the deposit then the economic cost of the proposal tends to be nil. The social cost-benefit
analysis would have to take into account the increase in mobility, the better allocation of resources
and the greater social legitimacy of mobility.

Final remarks

Labour policy and, more broadly, public policies, in Chile, explicitly pursue the triple objective
of equity with social participation, growth with stability, and the consolidation of democracy. These
policies are the result of a new balance bétween the roles of the state, the market and civil society.

The state played an active role in generating a new labour legislation, in enforcing it, in
contributing to the 1mplementat10n of new training programmes for the poor, in improving the
purchasing power of pensions and in promoting social concertation and consensus building.

There was an acknowledgement of a very significant role for the market, with its requirements
in terms of flexibility, the capacity of firms to adjust to change, the necessary labour mobility, and the
tighter link of wages to productivity.

There was also the recognition of the need for a more important role for civil society, and for its
greater autonomy from the state.

This contrasts with traditional Latin American labour policies prevailing in many countries for
several decades. They privileged equity, especially within the modern sector, with insufficient
consideration of the other goals. They also accorded much importance to the role of state intervention,
with an insufficient consideration of the market and of the autonomous participation of social actors.

It also contrasts with more recent Latin American neoconservative policies that privileged the
goal of stability and the role of market forces, often without an adequate consideration of the other
objectives and instruments. Several societies accepted this goal as a necessity, when inflation was out
of control. Solving the economic crisis was perceived as the main, or almost sole, goal of economic
and social policies. As soon as inflation was under control, and the crisis was over, equity and social
participation re-emerged as important objecuves and neoconservative policies were shown to be
incapable of addressing them adequately. The contributions of government, and especially of civil
society, reappeared as necessary ingredients of labour and, more broadly, of public policies.

This new balance, on the one hand bétween the objectives of growth with stability, equity with
social participation, and the consolidation of democracy; and between the roles of the state, the
market and civil society, on the other, seems to be a necessity for a new consensus to emerge, to make
social and political co-operation possible and, hence, for the stability of the new economic reforms.
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10.

11.

Notes

A third question at the beginning of the transition process: was there going to be, as part of this process, an explosion
of social demands after seventeen years of right wing dictatorship?

Inauguration tock place in March 1994,

For example, before the reform labour legislation only “protected™ women, but not men, who left their jobs to take
care of a sick child.

Wages are not the only factor affecting competitiveness. Moreover, it is not only firms, but the whole economy, with
its institutions, the effectiveness of its infrastructure, the efficiency of its public servants, that competes in the world
economy. Competing in a global environment, however, creates a new and tighter link between wages and
productivity.

The reform of labour legislation increased the maximum that a worker could receive as severance payments in case of
dismissal for economic reasons, from five to eleven months worth of wages. At the same time it authorized workers
and employers, under certain conditions and when they agreed to do so, to exchange a month of payments solely
associated to dismissals for half of a month, but also payable in the case the worker quits or retires. That half of a
month each year would be deposited in a workers savings account.

Since firms in general try not to hire trainees from low-quality institutions, they also give valuable information in this
respect for the programme,

They had lagged behind productivity for most of the 1980s.
The contributions are deposited in a special account at the same institution that administers the worker’s pension fund.
The access to this unemployment protection takes place after the worker has exhausted his or her severance payments.

Again, the contributions are deposited in a special account at the same institution administering the worker’s pension
fund.

The credit fund is created with the first six monthly contributions on entry into the labour market for the first time. On
retirement, the capital is returned to the worker with interest.
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Table 1. Employment and wages

Labour productivity
Unemployment rate Labour force growth Employment growth growth Growth in real wages
average minimum
n (2) (3 4 (5 (6)
1990 60 1.7 20 12 18 34
1991 6.5 1.3 0.7 6.5 49 9.6
1992 4.9 2.4 4.2 6.6 4.5 4.6
1693 4.6 5.2 52 0.7 50 4.9
Source: National Statistics Institute (NSI}
Table 2. Growth and inflation
Investment rate (a) Fiscal surptus ) B
Growth in GDP Inflation (as % of GDF) (as % of GDP) Balance of payments syrplys ‘
) ] (billion Us$) (as % of GDF’)
(1) @ 3) (4 . 5y ©
1990 33 273 23.1 0.9 S 24 o B0
1991 7.3 18.7 21.1 1.6 1.2 3.5
1992 11.0 12.7 23.9 23 2.5 6.1
1993 6.3 12.2 26.5 2.0 0.6 14

(a} Envestment in fixed capital

Sources:  {1). (3), (§) and (6} Central Bank of Chile
{2) National Statistics Institute (NSI}
(4) Ministry of Finance
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Table 3. Quit or Retire
{Number of monthiy -wages that the worker receives)

Number of yéars in the job
i . 2 3 5 7 g . 11 15 31
Present scheme 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Proposal 0.0 0.0 0.0 1.0 22 35 5.0 8.5 347
{Quit)
(Retire) 0.2 0.8 1.3 2.5 38 54 7.1 11— 41.3
- Source: Cortdzar, Echeverria and Gonzélez (1994)
_Table 4. Dismissal
(Number of monthly wages that the worker receives)
Number of years in the job
1 2 5 7 1 15 31
Present. scheme 1.0 2.0 3.0 5.0 70 9.0 11.0 11.0 11.0
Proposal 2.8 38 4.5 59 7.0 10.1 14.1 44.3
Source: Cortdzar, Echeverria and Gonzidlez (1994)
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Introduction

Since the Employment Mission contracted towards the end of President Betancur’s
administration presented its report in 1986, the problem of employment in Colombia has taken a back
seat in public discussions.

The Employment Mission, known as the “Chenery Mission” after its head, made its analysis of
the labour market at a difficult time — between August 1985 and June 1986. The report was
submitted to the Barco administration, which governed the country from 1986 to 1990, but this
administration took over an economy that was beginning to grow rapidly again, with macroeconomic
equilibrium in its public finances and external accounts, so it did not perceive the employment
problem as different from the problem of achieving a higher rate of economic growth.

In 1990 the incoming government of President Gaviria took over an economy growing at 4.2 per
cent a year, with inflation running at 32.4 per cent, a rate of urban unemployment of around 10.5 per
cent and a very low fiscal deficit. Between August 1990 and August 1991 there was an institutional
upheaval as a result of the implementation of the new model of development, based on openness, the
competitiveness and modernisation of the productive system, and the streamlining of the public sector.
Amongst the most important measures taken were:

i) the elimination of the system of import licenses in 1990-91, which applied to more than
60 per cent of customs items in 1989;

ii) a reduction in the level of protectionism, with import duties cut from an average of 65 per
cent to levels of between 15 per cent and 18 per cent today;

iii) the elimination of foreign exchange controls (1990), with the subsequent shift to a floating
exchange-rate;

iv) the independence granted to the Banco de la Repiiblica (Colombia’s central bank) in the
management of monetary and exchange-rate policy under a 1991 constitutional amendment;

v} the reform of the labour market (1990) and the social security system (1993},
vi} the restructuring of the public sector (1991-92).

The new development model stressed two things: firstly, the efficient operation of the markets
for goods, services and factors of production, reducing the effective level of protectionism,
climinating subsidies and restrictions, and opening up the economy to international competition;
secondly, altering the state’s role in the economy by limiting the size of the public sector, enhancing
its efficiency, improving regulatory and control mechanisms, and confining its intervention to its basic
constitutional functions — namely, maintaining security, administering justice, and directing public
expenditure towards developing the infrastructure and satisfying the basic needs of lower income
groups.

The administration of President Gaviria, which ended in August 1994, sought to bring about a
fundamental change of direction with its strategy of internationalisation aid a more open economy. In
that context the solution to the employment problem was seen as flowing from. the improvement in
international competitiveness brought about by the new development model, which was supposed to
boost the demand for manpower, since that was the country’s relatively most abundant resource.

The first part is devoted to an examination of what has really happened in the labour market
over the past eight years, comparing the outcome with the analysis made by the Chenery Mission,
The second part assesses the labour market outlook and its main problems up to the year 2000. The
last part attemnpts to identify what will be the most likely important labour market problems over the
next five years and to formulate some policy recommendations for coping with them.



Development of the economy and the labour market over the 1986-1994 period

Background

The report produced by the Chenery Mission in 1986 drew attention to the close relationship
between the main maladjustments of the labour market and the level of economic activity. The most
visible symptom of those imbalances — the increase in the rate of urban unemployment from 10 per
cent in 1980 to 14 per cent in 1985 — was directly related to the slowdown in economic growth
during the first half of the decade. As a result, the Mission recommended the adoption of a
macroeconomic strategy aimed at raising the growth rate by means of three crucial elements:

I) an increase in foreign exchange earnings;
2) higher savings and investment rates;

3} a shift in public expenditure towards investment projects entailing a greater input of national
manpower, and towards spending with a greater redistributive effect.

According to the Mission’s analysis, the first two elements of the strategy for boosting the rate
of new job creation would not have an immediate effect and would only bear fruit in the 1990s. The
only device that would be effective in the short-term would be an active and targeted fiscal policy,
including an increase in taxation, a reduction in outlays on capital-intensive energy sectors, increased
spending on the development of the rural infrastructure and on basic social services, which are more
labour-intensive.

Although macroeconomic policy remained the cornerstone of strategy, the Mission accepted the
need for some “specific employment policies”, such as programmes for the promotion of small
business, or measures directed at dealing with the acute unemployment problems of certain regions
and social groups. It also accepted much of the criticism towards existing labour legislation.

Lastly, the Mission recognised that the labour market has also been affected by more long-term
factors, three of which are particulary important:

1) the enormous weight of the informal urban sector;

2) demographic developments, which have shifted the age structure of the population towards
more productive age groups, encouraged female participation and resulted in substantial
increases in worker participation rates;

3) the education revolution, which has brought a very rapid rise in the educational levels of
new entrants to the labour market.

Development of the Colombian economy over the 1980-94 period
1980-1985

The employment Mission’s analysis was largely based on the behaviour of the economy in the
first half of the 1980s, a period when the economy effectively entered a recessionary growth cycle,
falling to a trough in 1982 and then gradually recovering to a high rate of growth in 1986, following
the fiscal and exchange rate adjustments of 1684-85.

From the point of view that concerns us, two aspects of the macroeconomic adjustment process
during that period had an offsetting effect on the labour market, which led some analysts in the region
(Prealc, 1990) to assert that, in the case of Colombia, the social costs of adjustment were far less than
those incurred by workers in the rest of Latin America:



1) The labour market’s response to reduced economic growth was a sharp fall in labour and
multi-factor productivity, but employment continued to rise at an accelerating rate until 1983
and only in 1984-85 was its growth temporarily halted;

2) Real urban wages, including the legal minimum wage, continued increasing until 1987-88,
when the upward cycle of economic growth was well underway (see Table 1).

What is the cause of this atypical pattern of adjustment in Colombia? There are at least two
factors at work here:

1) The government, faced with the fall in external demand in 1980-82, pursued an
expansionary fiscal policy by means of an ambitious public works programme, financed by
external credit, and it spent part of the country’s international reserves to offset the decline
in exports, which had a positive impact on employment;

2) The continued setting of nominal wages on the basis of past inflation, at a time when the
rate of inflation was falling, resulted in very big increases in real urban wages, including
minimum wages. The combination of a fall in output with increases in employment and in
labour costs resulted in a profitability crisis for the national productive system, in which
business firms paid a high proportion of the social adjustment costs. This was reflected in
the very substantial declines in labour and multi-sectoral productivity observed between
1680 and 1985.

1986-94

In 1986 the economy recovered to a high rate of output growth of 5.8 per cent, while
employment increased by 3.5 per cent. Paradoxically, that year the urban labour market displayed its
greatest imbalance of the whole decade, with unemployment rates of around 14 per cent. Between
1985 and 1990 the economy grew at an average annual rate of 4.5 per cent, while employment rose
by 3.4 per cent a year, leaving a margin of 1 per cent a year on average for mean labour productivity
growth. As a result of that growth process, urban unemployment rates fell back to levels of around
10 per cent between 1989 and 1992.

This expansion was basically financed by private domestic savings. Net external savings, which
were very important in sustaining levels of activity in the 1981-85 period, started receding from 1988
onwards, with the gradual reduction of the external debt and the build up of international reserves.
This process acquired higher proportions in the 1991-93 period, to offset the massive inflows of
short-term speculative capital. On the other hand, the fiscal deficit, which had reached 7.5 per cent of
GDP in 1983, fell to 0.3 per cent in 1986 and then rose to a second peak of 2.5 per cent in 1988,
remaining since then at very low levels.

The economy really started opening up in 1989-90, during the final year of President Barco’s
government. Along with the first cuts in customs duties and a reduction in the scope of the
import-licensing regime, which the new administration followed up with far more radical reforms, the
real exchange rate deteriorated substantially, going from 97.7 in 1988 to 116.9 in 1990, in an attempt
to compensate for the lowered effective level of protection.

To counter the inflationary effects that this rapid devaluation produced in the economy, the
government of President Gaviria slowed the pace of devaluation and pursued a restrictive monetary
policy through 1991 by means of open market operations. This had the effect of increasing real
interest rates and attracting a huge inflow of speculative, short-term capital, which reduced the
effectiveness of the policy in bringing down the inflation rate. In mid-1992 the new board of the
Banco de la Repiblica altered its monetary and exchange rate policy. It put a halt to open market
operations, which resulted in a rapid fall in interest rates, and it abandoned the policy of trying to
support the exchange rate in an attempt to control the growth in the money supply.

At the same time, between 1990 and 1991 the new government completed the trade
liberalisation process. The import-licensing regime, which by 1989 was applied to more than 60 per
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cent of customs items, was completely abolished in 1990-91, and the effective level of prdteétionism
was reduced, with import duties cut from an average of 65 per cent in 1989 to levels ranging from
15 per cent to 18 per cent in 1994,

As a result of these trade liberalisation measures, the 1990 devaluation and the macroeconomic
policy pursued through 1991 to counter its inflationary effects, the economy grew by only 2.1 per
cent in 1991, indicating a reduction in the economic growth rate relative to the 1985-90 period. From
1992 onwards, however, the growth rate started to rise again: the economy grew by 3.6 per cent in
1992 and by 5.3 per cent in 1993, and forecasts for 1994, taking into account the new coffee bonanza,
were for a continued growth rate of over 5 per cent.

What factors explain the behaviour of the Colombian economy? On the one hand, the decline in
the inflation rate, the fall in interest rates, the reduction in import duties and the appreciation of the
peso relative to the level the real exchange rate had reached in 1990, have meant that the real cost of
capital has been cut from around 30 per cent a year in the 1980s to only 13 per cent a year in the
early 1990s. This has established a solid base for the economy’s sustained growth, since the return on
investment is rising. Furthermore, these same factors have produced an improvement in the terms of
trade and renewed growth in aggregate domestic demand, which has been apparent mainly in the
consumption of durable goods (housing, automobiles).

The medium-term effects that these trends in Colombia’s economic growth will have on
production and employment will essentially be determined by the behaviour of labour and factor
productivity in the future and, based on this and on the development of the real exchange rate, by the
level of competitiveness attained by domestic industry in both the internal and external markets.

Development of the labour market since 1986

The development of the labour market since 1986, the year when the Chenery Mission presented
its report and recommendations, has been more favourable than foreseen. As indicated in Table 2, in
the seven metropolitan areas surveyed on a quarterly basis by the DANE!, which account for about
36 per cent of total employment in the economy, unemployment rates show a clear downward trend
up to December 1993. In the first half of 1994, however, there was a renewed increase in urban
unemployment. From a high of 14.7 per cent in June 1986, unemployment rates had fallen sharply
with the swifter pace of economic growth, dropping below 10 per cent in September 1989. They
continued to fluctuate around this level, except in the second half of 1993 when they sank to 7.9 per
cent.

Employment

Table 3 shows the recent performance of the Colombian economy in terms of job creation. It
demonstrates that between 1990 and 1993 some 973 000 new jobs were created in addition to the
12 188 000 that the economy provided in 1990. Adding to this the 236 000 or so additional jobs that
the economy will generate in 1994, a total of 1 209 000 new jobs will have been created in the four
years from 1990 to 1994, Of these new jobs, 57 per cent will have been created in the seven largest
metropolitan areas, 31 per cent in “other urban areas”, and the remaining 12 per cent in “rural areas”.
As a result of this increase, by 1994 the economy will be providing employment for about
13 400 000 people, of whom 36 per cent live in the seven metropolitan areas surveyed quarterly by
DANE, 23 per cent live in “other urban areas” and 40 per cent live in “rural areas”, (which as defined
in household surveys, include a large number of small administrative towns).

Employment in the seven largest metropolitan areas, which increased by 238 000 in 1991, is
now growing less rapidly. Employment in “other urban areas”, which rose little in 1991, expanded
sharply in 1992, but has also been losing momentum since then.



For the agricultural sector, 1991 was a good year, but some 117 (000 jobs were lost between
1992 and 1993, There were hopes of a slight recovery for 1994, in line with projections for the area
under cultivation. There was a fall of only 73 000 in rural employment, however, because the loss of
jobs in agriculture led to a greater diversification of rural employment towards non-agricultural
activities, partly in livestock and parily in other sectors, such as commerce and services. This is
reflected in the proportion of the rural workforce employed in agriculture, which has been falling
since 1988.

The situation of agricultural employment by type of crop is clearly reflected in CEBA’s figures.
Employment in seasonal crops, which grew between 1988 and 1989, has been declining since then, to
the point where employment in 1993 was barely 81.2 per cent of the level attained in 1989.
Employment in year-round crops other than coffee, on the other hand, has been rising since 1988, and
in 1993 was 11.1 per cent higher than five years earlier. Employment in coffee-growing, which
increased by around 21.5 per cent between 1989 and 1991 as a result of the rise in production spurred
by the suspension of the international coffee agreement, fell by about 10 per cent between 1991 and
1993. The overall result was a growth of about 8.3 per cent in agricultural employment between 1988
and 1990, followed by a drop of 8.9 per cent between 1990 and 1993. For seasonal crops in particular,
the greatest job losses recorded between 1990 and 1993 were in cotton, rice and vegetables and, to a
lesser extent, maize, sorghum, soya beans and wheat. For year-round crops, there were job losses in
yucca, cane sugar and cocoa, which were offset by substantial increases in bananas, African palm,
sugar cane and plantain. ’

Labour supply

Labour supply is the result of the growth in the working-age population, which basically
depends on demographic factors and propensities to participate in economic activities, as reflected in
participation rates measured through household surveys. Table 4 presents the figures for the growth in
the urban labour market in the seven metropolitan areas surveyed quarterly by DANE between 1986
and 1994. It shows growth rates for the total population (TP), the working-age population (WAP), the
economically active population (EAP) and the employed population (EP) for that eight-year period.

As indicated, the total population of these seven metropolitan areas, on the basis of the DANE
forecasts and without taking account of the 1993 Census, has grown by around 2 per cent a year, and
is now slowing down. Moreover, the proportion of the working-age popluation (aged 12 and over) —
the WAP — is rising as a result of falling birth rates and the consequent changes in the age structure
of the population. Whereas in March 1986, 73.5 per cent of the total population of the seven
metropolitan areas were aged 12 or over, in March 1994 the proportion had risen to over 76 per cent.
This means that WAP is still growing at a higher rate than the total population, although its growth
rate is also slowing: between 1986 and 1990 it grew at a 2.64 per cent annual rate, whereas between
1990 and 1994 the rate was 2.33 per cent.

Overall participation rates are also rising, partly because of the growing concentration of the
population in age groups that are more productive and more inclined to participate, and partly because
of the increase in female participation rates in certain age groups. This means that labour supply
(EAP) is growing at a higher rate than WAP: it grew at an annual rate of 3.9 per cent between 1986
and 1990 and at 3.36 per cent a year between 1990 and 1994,

This rate of labour supply growth in the seven metropolitan areas between 1986 and 1994
indicates that the demographic pressure on urban labour markets, which was very great in previous
decades, has eased considerably. Moreover, participation rates tend to fluctuate in a pro-cyclical
fashion, rising when employment is going up and falling when it declines, which tends to stabilise
unemployment at around its medium-term trend rate. Hence, if one makes quarterly comparisons
between one year and the next, participation rates rose in 1987 and 1988, when employment expanded
in each quarter relative to the same quarter of the previous year; they declined or were stable in 1989
and 1990, when the employment growth rate slowed; they then rose again in 1991 and 1992, when



the growth in employment picked up; and they fell or were stable in 1993, when the employment
growth rate declined.

The increase in urban participation rates between 1986 and 1992 was not the same for all age
groups or for both sexes. While male participation continued to grow slowly as a result of the
concentration of the male population in the more productive age ranges (30 to 59), female
participation, which had increased moderately between 1986 and 1989, shot up between 1989 and
1992 as a result of the growth in the specific participation rates of both the 12-29 and the 30-59 age
groups (sce Table 5). In 1993 overall participation rates were stable.

The overall result was a lower growth rate in urban labour supply than that foreseen by the
Chenery Mission, which contributed to reducing the pressure on the labour market and generating
lower unemployment rates for the same rate of employment growth. On the basis of these forecasts,
with urban GDP (excluding the agricultural and mining sectors) growing at 4 per cent a year,
unemployment rates would have been around 14 per cent in 1990, and in order for them to have
amounted to no more than the 10 per cent rates observed, the growth rate would have had to rise to
more than 5.5 per cent. In reality, unemployment rates were brought down to 10 per cent with GDP
growing by 4.5 per cent a year, which was less than the rate considered necessary by the Chenery
Mission.

Unemployiment

One of the clearest illustrations of the imbalance between labour supply and demand is the rate
of open unemployment. Other indications are under-employment and the behaviour of real wages. As
observed earlier, urban unemployment rates, which reached a high of 14.7 per cent in June 1986,
subsequently declined to less than 10 per cent by September 1989. They then fluctuated around this
level, except for the second half of 1993, when they dropped to 7.9 per cent (see Table 2).
Furthermore, rural unemployment rates, as measured by DANE in 1988, 1991 and 1992, fluctuated at
around the 4.5 per cent mark during those four years.

Table 6 shows the incidence of uriemployment by age group and sex in urban and rural areas. As
indicated, female unemployment is almost double the male rate in urban areas and is more than three
times greater in rural areas, and the gap has widened since 1986. In 1992, while the male
unemployment rate was 6.5 per cent in urban areas and 2.5 per cent in rural arcas, female
unemployment amounted to 12.5 per cenf in urban areas and 9.2 per cent in rural areas.

In addition, unemployment mainly affects the young of both sexes. In 1992 the unemployment
rate of men aged 12 to 29 was 11.3 per cent in urban areas and 3.6 per cent in rural areas, while
unemployment rates of women in the same age range was 18.7 per cent in urban areas and 16 per
cent in rural areas. The unemployment rates of young women in rural areas are particularly striking,
especially as they include, as mentioned earlier, not only all areas outside municipal administrative
towns but also around 850 municipal administrative towns that have less than 10 000 inhabitants or
that account for less than 50 per cent of the population of the municipality. A large part of the
problem is due to the lack of wage-earning opportunities for women in those areas, which explains
the exodus of young women to the big cities that has taken place in recent decades, an exodus whose
TEASONS persist.

The incidence of unemployment also varies with level of education. The highest rates of
unemployment are seen amongst people of both sexes with some degree of secondary education,
about 60 per cent of whom have not passed the examinations necessary for entering higher education.
The differentials relative to other groups of the popuiation are greater for women than for men (see
Table 7). The lower unemployment rates of people with lower educational levels is possibly due to
their lower value in the labour market and their greater willingness to accept any job; the lower
unemployment rates of people with some higher education is due to their comparative advantage
relative to people who have had some secondary education but have no specific qualifications.



The fall in open unemployment rates has taken the form of a reduction in the period of
unemployment much more than of a lower incidence. This means that the size of the group of
different people affected by unemployment in a given period has remained relatively constant, but
those concerned have been jobless for ever shorter periods of time,

These trends show that the average duration of unemployment, which peaked at 38 weeks in
1986, progressively declined until it was no more than 28 weeks in 1993, while the incidence of
unemployment, which had diminished between 1984 and 1987, started to rise, reducing the pace at
which the unemployment rate declined as a result of the fall in its average duration.

To the extent that these trends will continue in the future, unemployment will tend to be
concentrated in those groups most exposed to that risk. They happen to be women and the young
without much previous experience or any specific training, the majority of whom have not completed
their secondary education and belong to the lower socio-economic groups.

This means that the greatest imbalance in the labour market in the future will reside not in the
relationship between the total demand for labour and the available supply but rather in the
relationship between the structure of supply, in terms of the training and experience of workers, and
the demands of employers.

This is consistent with available information from the Recruitment Service run by the SENA?
since 1990 in cities such as Bogotd and Medellin, which clearly indicates that, although there is not a
very great disparity between the total number of registered jobless and the total number of vacancies,
the registered unemployed tend to be increasingly concentrated at lower skill levels and the vacancies
at higher skill levels, so that a high proportion of vacancies cannot be filled and a high percentage of
the unemployed cannot find jobs. In Medellin, for instance, only 36 per cent of the registered
unemployed found jobs in 1993, while 61 per cent of the vacancies could not be filled.

The changing structure of urban employment

There are three important features in the way the structure of urban employment is evolving: i)
The distribution of employment by occupation, which highlights the proportion of salaried employees
relative to other forms of employment; ii) the distribution by branch of economic activity, which
highlights the effect on employment of structural change in the economy; and iii) the distribution
between the formal and informal sectors, which highlights the share of the small business sector
(firms employing less than 10 people) and own-account activities in total employment.

Table 8 shows the change in the distribution of the economically active population in the seven
metropolitan areas between 1986 and 1993 according to occupation. The change has been very
gradual. The proportion of salaried employees (both white collar and blue collar), which is far greater
than that of any other occupational category, amounting to 63.2 per cent of total urban employment in
1993, increased between 1986 and 1990 but then fell back in 1991-92, when the first steps were taken
to open up the economy. There is a similar pattern in the proportion of owner-managers and
employers, which is indicative of the total number of businesses in the economy and which increased
between 1986 and 1989 but fell back in 1990 and 1991. In 1993 there was a recovery in the
proportions of both forms of participation in the labour market. On the other hand, the proportion of
own-account workers followed an opposite trend, falling between 1986 and 1990 when the level of
economic activity was picking up, and then rising in 1991 and 1992 with the moves towards the
liberalisation of trade. Lastly, the shares of the most vulnerable categories of participation in the
labour market, domestic service and unpaid work by family members, show a clearly declining trend
over the whole period.

Table 9 shows the changing structure of urban employment by sector of economic activity
between 1986 and 1993, Urban employment is strongly concentrated in industry, commerce, hotels
and catering, and services, relegating the construction, transport and communications, and banking
and finance sectors to a secondary place. The industrial sector’s share of total employment, which
remained relatively static between 1986 and 1990, has been increasing over the past three years. This
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consists partly of manufacturing companies with more than ten employees and partly of artisans and
family businesses. The share of the commerce, hotels and catering sector has remained relatively
stable throughout. As for the service sector, its share remained relatively static up to 1991, but then
started to decline in 1992 and 1993. The upsurge in construction activity since 1992 does not seem to
have had an impact on urban employment, which has followed a very similar trend to that observed
between 1986 and 1990. The same can be said of the transport and communications and banking and
finance sectors.

It can be concluded from these figures that, despite the recovery in economic activity since 1986
and the opening up of the economy since 1991, there has been no change in the structure of
employment by sector of economic activity and that the growth of the urban economy has benefited
everybody more or less equally.

Table 10 shows the development of informal employment in different urban areas, according to
the findings of the household surveys carried out by DANE in 1984, 1988 and 1992. As indicated,
about 50 per cent of urban employment can be regarded as informal, encompassing all own-account
workers that are not independent professionals or technicians, and all owner-managers and employees
of enterprises employing less than ten people. For the ten metropolitan areas studied as a whole, the
extent of informal employment increased between 1984 and 1988, then contracted between 1988 and
1992. This pattern of informal employment was observed in Bogot4, Cali and Barranquilla, where
there were substantial decreases between 1988 and 1992, but it was not true of Medellin, or of the
five medium-sized towns surveyed, where informal employment continued to increase.

An examination of these figures seems to lead to the conclusion that the development of urban
employment since 1986 has passed through two distinct phases: i) from 1986 to 1990 there was a
balanced increase in employment in all sectors of economic activity, but it was of greater benefit to
salaried employment in enterprises with less than ten employees, which increased the degree of
informal employment in the economy although there was a reduction in the share of the less secure
forms of informal employment comprising independent, domestic and own-account workers; ii) from
1990 to 1993, growth in urban employment was accompanied by something of a change in the
productive structure, characterised by an increase in the share of industrial employment and a
reduction in services. However, that change was accompanied by an increase in the share of
own-account workers, a reduction in the share of salaried workers and a reduction in the degree of
informal employment, indicating that there was a relative contraction in the small business sector
employing salaried staff, which was partially offset by an increase in the proportion of own-account
workers. These trends were very apparent in 1991 and 1992, but seemed to be reversed in 1993,

Real wages

With the exception of the construction sector, increased employment was accompanied by a
standstill in the growth of real wages for unskilled workers during the 1986-1993 period. As Table 11
indicates, real industrial wages (blue collar workers), which basically stagnated between 1986 and
1990, fell by 2.6 per cent on average in 1991 and recovered only marginally in 1992 and 1993. Real
wages in 1993 were thus only 2 per cent higher than the level attained in 1986. In construction, real
earnings, which increased significantly (by around 18 per cent) between 1986 and 1990, fell in 1991
and 1992. In agriculture, wages for day labourers, after rising by about 7 per cent between 1986 and
1989, started to decline in 1990 and fell by as much as 9.2 per cent in 1992, when real agricultural
wages were 3.3 per cent below the 1986 level. Finally, the minimum legal wage, which is what
unskilled workers in- other sectors of the economy earn, tended to decline during most of the period
under consideration, and that trend was not reversed until 1993,

The development of real wages over the 1986-93 period reveals differences in the adjustment of
labour markets for industry and agriculture. In the industrial sector wages are somewhat more rigid,
which results in greater variations in employment in the face of fluctuations in sectoral demand. In
recent years that has been reflected in a growing share of temporary jobs in total industrial
employment. In the agricultural sector, where the market is more dispersed and competitive and work
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contracts tend to be seasonal, real wages are much more flexible. They increased between 1986 and
1989, when agricultural output was expanding, and then started falling in 1989 as a reaction to the
financial crisis experienced in this sector of the economy.

Furthermore, government policy regarding the setting of the legal minimum wage has shifted in
recent years towards a model of nominal adjustments based on expected inflation rather than the
previous year’s inflation, with a further increment factored in to allow for increased productivity.
Since inflation was slightly higher than expected, only the allowance for productivity-growth enabled
the minimum wage to be increased in real terms in 1993.

Temporary employment and under-employment

Table 12 shows the development of temporary employment and under-employment in the seven
largest metropolitan areas between 1990 and 1992. Temporary employment, as a proportion of total
employment, increased from 1990 onwards. This is one of the salient features of the adjustment of the
labour market in recent years. Although temporary jobs have been associated with a deterioration in
the quality of employment, in view of the lack of guaranteed earnings and basic social benefits, this
mode of employment may prove convenient not only for employers in sectors like construction,
where employment is essentially temporary, and in other sectors of a highly seasonal nature, but also
for certain segments of the labour force, such as married women, students, occasional workers
employed at certain times of the year, and so on. This is borne out by the proportion of the
unemployed looking for temporary work, as indicated in the table, where it is evident that the supply
of labour has moved in the same direction. The 1990 labour reforms may also have contributed to this
trend. The more temporary nature of urban employment thus seems to reconcile certain requirements
on the demand side with certain preferences on the supply side of the labour market.

As regards under-employment, which is defined as the proportion of economically active people
working less than 32 hours a week and wanting to work more, or who have a work week of over
32 hours but consider that their earnings or their job do not match their skills, there is a clear upward
trend in the first quarter of the year between 1990 and 1992. In the other nine months of the year the
rate of under-employment tended to be stable.

The evolution of employment was positive: there was no appreciable change in the proportion of
those who regarded themselves as under-employed on the grounds of low earnings or of an
inappropriate utilisation of their skills, while there was a decline in the proportion of those who
perceived the temporary nature of their activity as under-employment and there was an increase in the
number of employees who wanted to work more hours. The fall in real wages during this period and
the increase in temporary work, insofar as they were phenomena affecting virtually all urban sectors,
might have contributed to that perception.

Qutlook for the labour market over the 1995-2000 period

Introduction

The medium-term outlook for the labour market depends on the expected development of the
markets for goods and services that in turn depends on the international environment in which the
Colombian economy operates and the economic pelicy framework within which it has to evolve.

At the end of his administration in August 1994, President Gaviria handed over an economy that
was generally satisfactory. For 1994 an economic growth rate of the order of 5 per cent is expected,
and it could be still higher as a result of the coffee bonanza, resulting from the unforeseen price
increases brought about by the growing scarcity of coffee on the international market. Public finance
will have completed four years of equilibrium in 1994; the balance of payments situation is very
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sound; the inflation rate, which caused some concern in the first half of the year due to the rise in
agricultural prices, has slowed since June, warranting a certain optimism that the target of 22 per cent
for the year may be attained; employment is continuing to grow at satisfactory rates; the rate of urban
unemployment, which rose again last March following the decrease recorded in 1993, should drop to
levels of under 10 per cent in the second half of the year; and the agricultural sector, which
experienced a protracted financial crisis in the 1991-93 period, is showing some signs of recovery in
1994.

The major economic-policy challenge for President Samper, who has placed employment high
on his government’s list of priorities, is to attain three goals simuitaneously:

£) achieve higher rates of growth;
it} reduce the rate of inflation;
fif) bring about a significant increase in the economy’s manpower absorption capacity.

As international experience has shown, a high investment ratio in a context of macroeconomic
stability and low inflation rates is the most propitious scenario for achieving high rates of economic
growth. In Latin America, the investment rate averaged 18 per cent of GDP in the 1980s, while in the
Asian Tigers it amounted to nearly 29 per cent. Colombia has maintained a rate close to the Latin
American average. This is undoubtedly one of the reasons that Latin America has had a lower growth
rate than the Asian economies. Furthermore, the difference does not lie in the level of public
investment, which amounts to around 7 per cent of GDP in both regions. The entire investment gap is
due to the rate of private investment, which amounts to about 11 per cent in Latin America as against
22 per cent in the Asian countries. '

Private investment in Colombia has been limited by financial restrictions and by the high cost of
capital. In the 1990s, however, the cost of capital has fallen dramatically with the reduction in
customs tariffs and the fall in real interest rates; and the availability of funds for investment has
increased with the inflow of foreign capital and the rise in public savings, despite the fact that the rate
of private savings has remained relatively low. These trends should continue in the future.

In a context of economic liberalisation and internationalisation, such as that which has been
created in Colombia, the return on new investment will depend on the level of competitiveness of
domestic industry relative to external producers, which implies that a large share of investment should
be directed at eliminating the bottlenecks that limit productivity growth. This means, in particular,
investing in the national infrastructure, which is very backward in Colombia, as well as in the
education and training of the labour force and in technology.

The exploitation of new oilfields discovered in Cusiana and Cupiagua offers Colombia a unique
opportunity to accelerate the investment rate of the economy which, as all studies of international
economic development have shown, continues to be the main driving force behind economic growth.
However, the surpluses generated by the oil sector will not be sufficient to guarantee a permanent
increase in the economy’s overall investment rate. At least two other elements are needed:

i) a prudent fiscal policy that gradually distributes the new available resources in line with the
economy’s real absorption capacity for new investment projects and that does not result in a
fall in the private sector’s savings rates;

ii) a framework of monetary stability that prevents any increase in the inflation rate, which
would be a disincentive to private investment.

Moreover, to ensure that higher rates of growth are reflected in a higher absorption of manpower
in the labour market, the increase in real investment needs to be spread across all sectors of the
economy, and especially in the most labour-intensive sectors.

To assess the prospects for employment in the coming years, it is necessary to examine the
possible scenarios for Colombia’s economic development, in the light of forecasts that can be made at
the present time on the basis of available information.

12



Economic outlook for the 1995-2000 period

Positive aspects

The exploitation of the new oilfields discovered in Cusiana and Cupiagua, together with the
coffee bonanza that appears to have been caused by the severe frosts in Brazil, are the two most
important exogenous factors affecting the development of the Colombian economy over the medium
term.

The coffee bonanza has meant an increase in the external price of Colombian coffee from
US$1.30 a pound to US$2.50 a pound, and it could remain at that level for at least a year. The
increased foreign-exchange earnings will mean a fresh injection of capital into the National Coffee
Fund and a boost in the revenues of coffee growers over the 1994-95 period. This has many important
implications for the country’s coffee-producing regions in particular and for the rural sector in
general.

The proven reserves of the newly discovered oilfields are estimated at between 2 000 and
2 200 million barrels, which is slightly more than the total proven crude oil reserves of Colombia’s
remaining oilfields under production. Assuming the crude oil export price remains at its current level,
DNP estimates that the increase in the country’s oil production resulting from the exploitation of the
new fields will generate future net income for the state of US$13.7 billion, with annual revenues
reaching a peak of some US$3.5 billion in the year 2000. This calculation underestimates the true
increase in national wealth, since it does not take into account the possibility of further oil
discoveries. Of these revenues, slightly under 60 per cent will be for the nation and a little more than
40 per cent for regional entities in the form of royalties and transfers.

Future risks

Both the coffee and the o0il bonanzas carry the risk that Colombia might develop the so-called
“Dutch disease”: a massive inflow of foreign exchange that is in principle temporary but is regarded
as permanent, engendering a euphoria that may result in levels of consumer spending and investment
that exceed the production capacity of the economy. This leads to an increase in the prices of
non-tradable goods and services relative to tradable ones, which is tantamount to a real appreciation
of the exchange rate and a reallocation of resources to the oil sector and non-tradable sectors. The
result is a reduction in the output of tradable goods (meaning basically the industrial and agricultural
sectors, which are the ones most closely linked to the rest of the economy and the labour market).

In the case of the coffee bonanza, the existence of the National Coffee Fund has a cushioning
effect, which permits the impact to be spread over time, as has happened with earlier bonanzas.
Because the oil bonanza is a totally public-sector activity, there is the risk of political pressures for
converting the higher revenues into an increase in public expenditure that may be difficult to
understand and that would be exacerbated by the transfer of high proportions of such resources to
regional entities, which have built up huge investment needs.

The macroeconomic policy of the new administration of President Samper is faced with the
enormous challenge of preventing this reallocation of resources, which could limit the growth
possibilities of sectors that do not benefit directly from the bonanzas and jeopardise his chances of
attaining his goal of creating new jobs.

Fiscal policy has to be directed at limiting public expenditure at both the national and regional
levels. This entails generating a fiscal surplus as well as repaying external debt and creating an Oil
Reserve Fund abroad to ensure that all the additional revenue is not monetised; it also implies putting
a halt to other funding options such as external indebtedness.

Monetary policy has to be restrictive to avoid a resurgence of inflation, which would discourage
productive investment. Given the fluidity of international capital flows, attempts to counter pressures
for a real appreciation of the exchange rate by devaluing Colombia’s currency could have
uncontrollable inflationary effects. Devaluation initially reduces liquidity, which is reflected in higher
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domestic interest rates, that attract capital into the country until a new equilibrium is reached where
prices will have increased proportionally to the currency devaluation. Such a policy, if continued by
monetary authorities, could lead to runaway inflation funded by the international capital flows it
attracts.

Hence, in order to avoid a sharp reappreciation of the real exchange rate, a policy must be
designed to have a direct effect on keeping the supply of foreign currency to Colombia in line with
market demand.

Production outlook

If a reasonable level of macroeconomic stability is achieved that does not generate a substantial
rise in the exchange rate or uncontrollable inflationary pressures, the production outlook is very
positive. This is good news for Colombia’s employment prospects in the short and medium term.

According to current macroeconormnic projections, the economy will grow at an average annual
rate of 5 per cent between 1994 and 2000 taking account of Cusiana, or 0.6 percentage points more
than it would grow without the oil boom. In this scenario, external trade will grow at higher rates than
those that would obtain without Cusiana. The same applies to the output of the mining and oil
industry and the non-tradable sectors (construction, commerce). The agricultural sector will grow at a
3.1 per cent annual rate on average, or 0.6 percentage points less than would be the case without
Cusiana. Similarly, the output of capital goods and the agrofood industry will increase by one
percentage point less than it would without Cusiana, and the output of intermediate goods and basic
consumer goods will also rise slightly less.

These forecasts, produced by a simulation study, show that, unless there is increased investment
in sectors other than oil, the impact of Cusiana on the rest of the economy will be to boost the rate of
GDP growth in non-tradable sectors and reduce it in non-oil tradable sectors (agriculture and
industry), as a result of the appreciation of the peso and the consequent increase in the relative price
of non-tradable goods.

However, the rise in the real income of the population associated with the greater oil wealth and
with the effect of the improvement in the terms of trade resulting from the appreciation of the
exchange rate will stimulate an expansion of the domestic market. This could enable the tradable
sectors to compete successfully with imports, if productivity increases are achieved that compensate
for the comparative cost disadvantage associated with currency appreciation.

An open economy such as that taking shape in Colombia is a two-way street. On the one hand,
it is a risk in the sense that imports displace domestic production in the home market. On the other
hand, however, it is an incentive to modernise and increase productivity by importing capital
equipment and technology, as well as to strive for increased specialisation and greater economies of
scale, which in the case of the manufacturing industry are very important factors in becoming more
competitive, something not achieved with the earlier protectionist model.

In the case of the agricultural sector, however, improved competitiveness is not just a function of
higher productivity, given the high level of subsidies that the sector receives in developed <countries.
Hence, there is a need for active policies to protect the sector from unfair competition and from the
dumping associated with these subsidies. With such distortions in international trade eliminated,
Colombia should demonstrate the comparative advantages it has in many crops.

Labour markert outlook
Employment

The employment impact of an average annual rate of GDP growth of 5 per cent over a six-year
period will depend on the labour intensiveness of the sectors that gain and lose from the structural
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adjustment of domestic industry and the way in which real wages evolve in the period. In particular,
given that the oil sector itself absorbs very little manpower, the employment impact will depend on
‘the relative growth of other tradable sectors and their average manpower absorption capacity per unit
of production.

An excessive appreciation of the exchange rate will discourage exports of industrial and
agricultural goods, which tend to be relatively labour intensive, as well as the production of import
substitutes, which tend to be less labour intensive. The net outcome of those two effects may possibly
be negative from the employment viewpoint.

Within the overall category of non-tradable goods and services, however, there are some, such as
construction, personal services, social services (education, health, etc.) and a high proportion of the
activities of the informal urban sector, which are very labour intensive. Hence, growth in those sectors
of the economy could result in significant employment absorption, which would partly compensate
for the lower absorption rate of the tradable sectors.

The net result might possibly be a lower overall rate of job creation than would exist if the
sources of economic growth were less concentrated in- a single sector and the economy grew in a
more balanced fashion.

Earnings

The growth of the domestic market associated with the increase in oil wealth and the
improvement in the terms of trade might nevertheless generate a better pattern of employment within
the framework of an open economy than growth in the external market. The need to compete both in
the domestic market and in external markets generates very powerful incentives to improve
productivity. This will be reflected in labour markets where, alongside pressures to reduce
employment, there will be upward pressure on real wages for workers that remain employed
following the restructuring of the work force induced by the change in relative prices in the economy.

To the extent that the rise in real wages is a response to increases in the marginal productivity of
workers, it should not lead to cost pressures and hence should not be inflationary. The rise in wages
will in its turn generate a secondary expansion of the market for the output of informal urban sectors
and of peasant farmers producing foodstuffs, which will tend to have posmve effects on employment
and on earntings in those sectors.

Adjustment

The growth of real wages will be limited by the behaviour of unemployment rates. 1f
unemployment rates rise because the demand for labour grows less rapidly than labour supply, real
wages will tend to moderate; if unemployment rates decline, real wages will rise that much more.

It is very hard to make predictions about the behaviour of unemployment rates over the short
term. One pattern that has become increasingly evident is that in the short term, labour supply
responds positively to growth in employment opportunities which has a stabilising effect on the
unemployment rate, maintaining it at around its medium-term level. In this time frame, participation
rates have a tendency to increase less and less, partly because the demographic transition responsible
for the upward trends of previous decades has ended. This means that demographic pressures on the
labour market are steadily diminishing and hence that a given increase in employment results in an
increasingly large reduction in unemployment rates. In particular, the pressure of young people
entering the labour market for the first time continues to decrease, and unemployed adults account for
an. expanding share of total unemployment. The only pressure that remains is from the growing
female participation in economic activities.

" The future prospects for labour market adjustment will be closely connected with the
development of the educational and training levels of the labour force. Pressures for increases in
productivity and for greater industrial specialisation are going to produce bottlenecks of skilled

15



workers and personnel in the most dynamic sectors, which can only be overcome by an increased
supply of skilled workers generated by the educational system and technical and professional training
schemes. Only to the extent that these systems respond in a flexible manner to the needs of the
productive sector will the required increases in productivity be achieved.

Future labour issues

One of the most striking features of the adjustment of Colombia’s labour markets since 1986 has
undoubtedly been the fall in open unemployment rates in urban areas. Analysis clearly shows,
however, that the fall in those rates has. basically been due to a reduction in the duration of
unemployment resulting from an increase of openings, while the proportion of particular groups in the
labour force affected by unemployment (the rate of incidence) has been growing since 1987.
Furthermore, the reason a large proportion of the unemployed is not finding work is not because there
are no job openings but because job-seekers do not meet the requirements laid dowr by employers,
mainly regarding skills and previous experience, to fill the positions available. '

These trends are intimately related. Job openings have grown very rapidly, which has had the
effect of reducing the employment search-time for people fulfilling the requirements for a job. This
explains the fall in unemployment rates. The low levels of skill and previous experience of many
unemployed people looking for work prevent them from filling job openings that exist. This explains
the increase in unemployment rates in those population groups that are most vulnerable. The net
balance of those two forces resulted in the fall recorded in unemployment rates between 1986 and
1993, and may also explain the increase observed in urban unemployment rates in 1994, a year when
the increase in the incidence of unemployment may have exceeded the effect of the reduction in its
duration. That reversal of the net effect of those two components of unemployment may be related to
the pressures for increased labour productivity that have been apparent since 1993, which gave rise to
more stringent skill and experience requirements for new vacancies created.

This means that, in order to continue bringing down urban unemployment rates in the future, it
is necessary to act on the more structural factors that are responsible for a high proportion of the
unemployed failing to find jobs despite the existence of a large number of job openings in the
economty. Judging from the high proportion of unemployed people that have completed their basic
education, the problem does not seem to be very low investment in that level of education but rather
the very low proportion of people with 2 medium-level and post-secondary school education, and
more particularly, low investment in professional training and employment-oriented skills
programmes. In addition, employers do not generally take account of the number of years of formal
education that a job applicant has had, so much as of his specific skills and his ability to learn. The
first can be acquired through work, which facilitates the placing of people that have had some
previous experience, or through special vocational education and professional training, which
facilitates the placing of people who have benefited from those courses. The second attribute, the
ability to learn, depends primarily on the quality of formal education the person has received, which
facilitates the placing of people who have had a high-quality formal education.

These trends seem to suggest that the main labour market problem in the future will not be the
creation of new jobs so much as a better matching of labour supply with skill requirements and the
quality of formal education demanded by the new jobs being created.

A second problem that will affect the labour market in the future is related to the labour
restructuring processes underway in both the private and the public sectors. The new model of
economic liberalisation and internationalisation, together with expectations of a short-term coffee
bonanza and a medium-term oil bonanza, should have a profound effect on domestic output patterns,
which will engender a substantial change in labour demand patterns.
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On the one hand, the demand dynamics of the market for goods and services is going to produce
a shift from exports of minor goods towards exports of major items like coffee and oil as well as
towards consumption, investment and public expenditure in the domestic market. There will be a
decline in minor exports because they will be adversely affected by the tendency towards an
appreciation of the exchange rate. Expansion of the domestic market will be rooted in the
improvement in the terms of trade associated with these bonanzas.

On the other hand, the output of tradable goods for the domestic market, including both
consumer goods and capital goods, will be affected by competition from imports as a result of the
openness of the economy. This means that the agricultural and industrial sectors, the main producers
of tradable goods, must redouble their efforts to maintain their competitiveness: they must not only
increase total factor productivity, and in particular the marginal rate of labour productivity, but also
seck greater specialisation, especially in industry, to take advantage of economies of scale and to
reduce costs. At the same time, the government must make a great effort to improve the transport
infrastructure, communications and land use, among other things, and invest heavily in the education,
skills and maintenance (health) of available human resources.

The result of these pressures will be a new pattern of sectoral and regional demand for labour in
which sectors producing non-tradable goods and services will display greater dynamism in the
creation of jobs than sectors producing tradable goods and services. Some sectors and regions are
going to reduce employment, and that will produce a need for relocating displaced workers into more
dynamic sectors and regions. To that end, it will be necessary for the government to devise schemes
for retraining workers, help them find new jobs and facilitate their relocation, in addition to the efforts
already being made to train and find employment for young jobseekers entering the labour market for
the first time. This is where a state employment agency could be more effective in reducing
employment search time.

The expansion of the domestic market and the rise in real wages in the modern sectors that can
be expected with the new environment in which the Colombian economy will have to operate in the
coming years is shifting attention from the sector of big urban companies that flourished in the era of
protectionism towards the traditional agricultural sector of small farmers producing foodstuffs,
demand for which will increase, as well as towards the urban sector of more competitive and flexible
small businesses that can enjoy cost advantages and are more labour intensive. Neither peasant
farmers producing foodstuffs nor this urban sector of small business faces serious problems in the
labour market, where they are confronted with a very abundant supply of manpower and highly
competitive market conditions. Nor do they seem to face demand problems in the future, if the
expected growth in the domestic market takes place. Their main problem is access to the market for
land, as regards the peasant economy, and both sectors’ access to capital markets. The challenge the
economy faces in expanding employment possibilities in these sectors can only be successfully solved
if the market for land becomes more flexible and small producers gain greater access to capital.

Lastly, while attaining conditions verging on full employment in a reasonable time frame is seen
as a desirable objective of economic policy, the mechanisms governing the operation of labour
markets can be too slow on their own to bring about a readaptation and reallocation of the work
factor to the new occupational, sectoral and regional conditions of the demand for labour in the short
to medium term, Qver and above all the efforts currently in progress to speed up the economic growth
rate, invest in human resources and big infrastructure, support the small business sector in both urban
and rural areas, and improve worker-placement programmes, the only solution that remains in this
period of transition to mitigate the adverse impact on the groups most vulnerable to unemployment
and low earnings, and for minimising the social costs of adjustment to the new conditions that these
groups must cope with, is to use public funds to finance special employment programmes targeted at
the groups, sectors and regions most exposed to unemployment.
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1.
2.

Notes

DANE: National Administrative Department of Statistics (Departamento Administrativo Nacional de Estadistica).
SENA: National Training Service (Servicio Nacional de Aprendizaje).
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Table 1. Colonibian econoiic indicators, 1980-1993

Debt
Productivity Wages RER Def.  service

Year GDP IRP  Emplt. UU _ Lab.  Multi-Fac. Ind. Agr. Min.
1980 4.1 45 31 10.00 1 0 100 100 100 73.1 23 1.8
1981 23 257 34 8.57 -1 - 25 104.7 100.5 101 70.7 5.5 1.6
1982 09 244 39 9.50 4.6 5 1127 9.3 104.8 65.6 6 1.9
1983 16 165 39 11.30 4.6 -4.5 122.2 102.1 1142 67.3 7.3 2.4
1984 34 182 33 13.38 L2 -04 130.3 100.1 118.4 719 59 3
1985 3t 218 04 13.83 0.7 -0.5 1315 982 1174 924 44 3.7
1986 58 215 48 1346 23 .5 129.1 1017 119.6 100 o3 48
1987 354 26 66 11.80 06 -0:1 1346 105.4 119 99.7 1.9 6.2
1988 41 276 46 11.33 0.5 01 134 1102 16.5 97.7 2.5 6.4
1989 3.2 261 3.7 9.98 0.5 09 1325 109.8 117.3 105 2.3 6.5
1990 42 24 23 10.49 36 -1.7 131.4 103.4 1116 116.9 08 73
1951 2.1 268 54 10.18 -17 -1.7 128 100 110.9 106.2 1 76
1992 36 351 46 1023 - 09 09 124.3 972 109.1 103.9 0.1 9.1
1993 s3 w6 27 g6 Fs 12 %6 ui21 1033 14
Source:  DANE, Baneo'de la Repiblica-

GDP"= Gioss domestic prodiet: (% diifiual’ growh):

IRP = Index of retail 'prices

Emiplt. = Adjusted urbah employrigat i seven' citiés'(% ahnual growth).

Ut} = Urban unemploywhent in se‘veﬁ‘att'a:s, annoal average (%)

Mii = LCegal minimiim wagé (1990 = 100)

RER = Real exchange rais (1986 = 100):

def. = Consolidated public-sector deficit asa- percentage of GDP

Débt serv. = External debt seivice as‘a pércentags*of GDP.

Table 2. Utiemployiietit: rafes’ in'séven: rietropolitsr areas, 1986-1992
(%0}

Year . - March  Jude’  Septeibér December A’;a;‘;u'ai"pvemge_
1986 13.92 14.67 . 13.03 12.22 13.46'
1987 13.45 12,27 1125 1027 TL80
1988 12.77 1.94 1021 10.40 11.33
1985 1101 10.39 9.04 9.46° 9.98
1990 10:2 10.96 10.21 16:60- 10.49
1991 10.70 1072 9.86° 945 10.18
1997 10.76- 1125 9:13: 978 16.23"
1993 0:65 9:19 7.89° 787 865
1994 o3 1090 - — —
Source: DANE, ENH.
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Table 3. Employment creation at national level, 1990-94

(thousands)

DANE . Rural DANE Agric. [€) National

Year Seven MAs Urban other Urban total 4) CEBA TOTAL
m 2) 3 5 % 0

1988 3942 4 906 2 154 (43.9)
1989 4 087 5027+ 2197 43.7%)
1990 4181 2 752* 6933 5255+ 2 286 (43.5%) 12 188
1991 4419 2 T58* 7177 5437+ 2 349 (43.2%) 12 614
1992 4 624 2924 7 548 5383 2316 (43.2) 12 931
1993 4 750 3047 7797 5364 2232 (41.6) 13 161
1994 4 871 3125 7 996 5401 — — 13 397
(%) 1994 (36%) (23%) (60%) (40%) (100%)

INCREMENTAL EMPLOYMENT (thousands)

1991/90 238 6 244 182% 426
1992/91 205 166 371 -54%* 317
1993/92 126 123 249 -19 230
1994/03%* 121 78 199 37 - 236
1993/90 569 295 864 109 973
1994/90 690 373 1 063 - 146 ' 1209
(%) 94/90 (57%) (31%) (88%) (12%) (100%)
Sources: (1) DANE, ENH, survey of seven metropolitan areas, with rounding of % of working-age population.

(2) Other (urban areas and provincial towns, not considered rural ) — growth of 02%.

3) DANE, ENH, survey of utban areas in 1992-93, with rounding of % of working-age population in 1993 (1) + (2) in 1990-91.

(4) DANE, ENH, survey of miral areas, 1988, 1992, 1993, interpolated for 1989-91, as % of agricultyre, CEBA. |

(5) Direct manpower requirements yeas-round and seasonal farming activities, according to CEBA estimates.

(6} Farmworkers as % of rural employmeit (5)/(4), interpolated for 1989-91,

(&) (3) + (4) in 1990, 1991 and 1994; ENH National {urban + rural) for 1992 and 1993.

* Forecasts for 1994 based on trends.

DANE, "urban": Dispersed population, ptus administrative towns with less than 10 000 inhabitants or less than 50% of the total

population of the municipality (=850).
DANE, "rural"; Dispersed population, plus administrative towns with less than 10 000 inhabitants or less than 50% of the total

population of the municipatity (=850).
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Table 4. Labour market growth rates in seven metropolitan areas, 1986-1994

(% per annum)
Period TP WAP EAP EP
1987 22 2.6 59 6.5
1988 22 2._6 36 44
1989 22 2.6 1.8 38
1990 22 2._7 4.3 53
1991 240 24 5.0 1.5
1992 1.9 23 35 3.4
1993 1.9 23 2.0 ‘ 38
1994 19 23 29 2.1
1986/90- 22 2.6 39 50
1990/54 19 23 34 33
1986/94 2.1 2.5 3.8 4.2
Table 5. Age- and sex- specific participation rates in seven metropolitan districts
(in September. of each year)-
Groups by age and sex 1986 1989 1992
Total, 5528 56.78" . 59:52°
12-29 . 4928 50.51. . 5174
30-59- 69:12 70.89 1468
60 and. over 2807 21.34 2783
Men 72.02 73.33 ) ' 7421
12:29- 59:35: 60:12 59.81
30-59 937 9485 95.08"
60 and-over 49:91 46:65' 47.55:
Women. 4117 42:80; 47.3¢
12.29 40.8Y 42.40¢ 45.07
30-59¢ 48.22 5025 5748
60'and over 10.65 12:2¢ 1194
Source: DANE, ENH: .
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Table 6. Age- and sex- specific unemployment rates

(%)
A: URBAN AREAS (SEVEN METROPOLITAN 1986 1989 1992
AREAS - September of each year)

Groups by age and sex

TOTAL 130 9.0 9.1
1229 20.3 14.4 14.8
30-59 6.8 49 53
60 and over 44 33 ki)

MEN 10.2 69 6.5
12-29 16.7 L4 11.3
30-59 53 39 3.6
60 and over 43 3.7 4.5

WOMEN 173 12.1 12.5
12-29 247 17.9 18.7
30-59 9.3 6.5 18
60 and over 30 21 12

B: RURAL AREAS {September-December of cach year) 19.88 1991 | 1992

Groups by age and sex

TOTAL 4.6 4.3 44
12-29 79 7.6 7.2
30-59 ' 21 18 - ' 3.4
60 and over A 1.0 7 03 1.1

MEN 29 25 25
1229 @ . 48 43 36
30-59 13 1.2 18
60 and over ‘ 1.0 0.3 1.3

"WOMEN 9.5 8.6 -1 92
12-29 16.1 155 16.0
30-59 4.1 33 . 39
60 and over i.O 03 0.5

Sources:  DANE, ENH.
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Table 7. Unemploymetit rates by educational leével in seven nitetropolitan areas
(September of each year)

Group o ‘ 7 1986 1989 , o 1w i
TOTAL oo 13.03 ° 904 913
None .15 ' 6.22 6.89
Primary 10.7i .33 7.61
Secondar;f | 16.05 11.21 11.33
Higher 083 6.78 6.66
MEN " 10.17 6.95 6.51
None ) 8.46. ) 9.53 6.35
Primary ' , 9.33 6.12 592
- Secondary 11.88 827 7.63
Higher ' 746 . 4B4 491
WOMEN ' B 17.37 12.08 12.54
Nome 990 275 7.5
Primary' 12.94 9.20 10.06
Secondary ' 2190 | 13138 1607
Higher _ B 951 . 872
Source:  DIANE, ENH.

Table 8. Economically active population, by eccupation in the seven metropolitan areas, 1986-93
- ’ % in-March of each year)

) I?Bﬁi i 1937 ) 1988 1989 _1_9903 ) 1991 _ _199_2 o _19?3 :
TOTAL ; 00 - 100 100¢ 100 100: 100" & (.1 100
Employees: and’ worlers. 61.52 6EBY 61.54 62.2%: 6373 62.63 62.7¢ 63.2%
Domestic: service. 6:85 - . 657 6.00 6.17 5.65 5.60 5:37 5.00
Owner-managers’ or’ employers. 421 B by 8 490 527 4.61 4.60 4.99 5.07
Own=account - 2541 - 2495 25:7F . 24152 2461 25.65 2545 2522
Unpaid. family. members. 200 197  I8S L4 L40 1527 147 - 147

L

Source:  DANE; adjusted. figures-as a- % of WAP.
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Table 9. Economically active population by sector, 1986-93
(% in March of each year)

1986 1087 1988 1989 1590 1991 1992 1993
TOTAL 100 100 100 100 100 100 100 100
1. Farming and livestock 1.67 1.58 1.47 1.39 1.61 1.47 L.19 1.22
2. Mining and quarries 045 042 6.36 043 043 0.43 0.32 0.39
3. Industry 2293 2289 2312 2264 2239 2323 2345 2426
4. Electricity, gas and water 0.66 0.65 0. 0.70 6.71 0.84 0.72 0.66
5. Construction 6.40 6.29 6.42 6.07 6.41 5.46 6.25 6.32
6. Commerce, hotels and catering 2495 25.79 2577 2573 24.83 24.85 25.65 24.81
7. Transport and communications  6.46 599 6.16 6.28 6.35 599 6.05 6.40
8. Banking and finance 6.79 7.14 7.29 7.21 7.45 7.81 7.70 7.53
9. Services - 29.66 29.23 28.68 29.55 29.79 29.84 28.58 2822
Miscellaneous 0.03 0.02 0.03 0.02 0.04 0.08 0.08 0.19
Source: DANE, adjusted figures s a % of WAP,

Table 10. Development of informal employment in urban areas
(%)

Metropolitan areas - 1984 1988 1992
Bogoti 48.5 49.6 454
Medellin 456 46.3 47.3
Cali . 52.6 510 48.8
Barranguilla 55.1 57.2 56.9
Other urban areas (1) 57.3 569 579
Total urban areas 50.6 51.1 494

Facd

d Source: DANE, EHN (June figures).

03] Bucaramanga, Pasto, Clcuta, Pereira and Villavicencio.
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‘Table 11. Andex-of real wages
y(annusl:averages, 1990 = 100}

e

“Year ‘Industry ‘Construction 7 JAgriclture ‘Legal minimum
’ (&) «B) (C) : (D)
1986 101.2 99.1 1978 i104.4
1987 160:6 ‘9818 102:6 102.9
1988 . 199.2 ] 1978 1044 998
%1—989 1003 1017 1053 106:8
1990 100:0 1000 1000 ) 100:0
1991 97.4 982 . gLy ) 196:6

1992 ) “98.4 987 ) 048 ) 950
1993 1032 1060 . . G976

Sources:  {A) DANE.- - monthly :manufacturing. samplei(workers).
: «(B) sCAMACOL, Bogotd.
«0) {DANE - agficilturdl -day tabeurers,*hot: ¢limate, .n0'board, :national weightedraverage.
D) iLegal:mifimum-wage. .

Tdble 112.Changes /in temporary employment :-and uniler-emgloyment:in:seven:metropolitan areas

(%)
Temporarysemployment a . iUnder-employmest
-Year . sMiarch June - ‘Sept. iDec. “;March - June ‘Sept. iDec.
1990 : - 139 52 - 16 - 18 a3 A5 1441 162
1991 173 16:4 H6.3 i18.2 154 146 A58 142
1992 19.2 i18.8 182 19:2 - a7a 16:8 137 4435

“Source: {DANE,-ENH.

Temporary -employment: *%.of.economically.active-pecple who work in.a sporadic: or, non-continous manner and those :.with :woik icontracts: for: periods of
P 1014 year. :

iUnder-employment: % .of :economiically:active:people who'havea work -week.ofunder 32 hours and- want-to.work more,and of those:who have a
wark-week 0f'32 hours or;more ‘but.consider that-their earnings.or their:type.of-employment do-not match theirskills.

“Percentage.of unemployed looking “for temporary swork

Year March June “Sept. tDec.
1990 124 136 160 9.7
1991 13:6 1638 150 220
11992 456 19 16:0 221

!Source:  LDANE,'ENH.
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- Introduction

This paper is concerned with the formulation of macroeconomic policy objectives in
circumstances, not seen for a long while in Latin America until the 1990s, where inflation has already
been brought down to or close to the single-digit level. The detrimental effects of inflation on both
growth and equity are in no doubt: indeed, most of Latin America has learned about them the hard
way during the last, often dubbed “lost”, decade. A new orthodoxy has spread throughout the
continent, with some finance ministers and central bankers targeting inflation at the low single figures
seen in Germany or New Zealand.

Such inflation-hawkish ambition may raise questions relatively new to Latin America, but more
familiar to the OECD Member countries. In particuiar. in view of the social fragility of the region and
the need for social sustainability of reform and stabilisation, we will discuss whether there are costs
of Latin American disinflation in terms of higher unemployment or in terms of an output gap (the
shortfall between potential and actual output). Should there be a trade-off between disinflation and
employment, this would probably also imply that the past gain in price stability is unsustainable if the
economy returns to full employment. The existence of a trade-off would also raise questions about the
optimal rate of inflation and the optimal speed of disinflation towards such a rate.

We first provide a capsule summary of the significant cost of high inflation for growth and
equity. We then proceed with a small model and some empirical evidence about the cost of
disinflation, with a focus on the sacrifice ratios in Latin America. This will allow us to discuss the
effectiveness of credibility management through central-bank independence, exchange-rate anchoring,
and incomes policy.

The Costs of Immoderate Inflation

Inflation has the capacity to distort a wide variety of economic transactions, for example through
interactions between inflation and taxation, the effects of inflation on uncertainty, and its effects on’
capital accumulation and growth. A recent survey by Fischer (1991) on the evidence that
macroeconomic policies matter for long-run growth shows that the inflation rate enters the typical
new growth-theory cross-country regressions with statistical significance and the expected negative
sign. The causality seems to run from inflation (its level and variability) to reduced profitability
{mark-ups) which in turn depresses the investment rate and the lagged growth rate. In addition, the
distortions caused by the variability of price levels and relative prices affect total factor productivity.

Recent work by Michael Bruno (1993) has revealed some interesting differences for the impact
of inflation on growth between OECD and Latin American countries. Table 1 shows the Spearman
rank-correlation coefficient between cumulative growth and cumulative inflation to be significantly
negative in Latin America, while it is positive but insignificant for the OECD. Bruno (1993) also
reports an ordinary least-squares regression of the output expansion over the price expansion, which
gives a significantly negative coefficient with an R* = 0.46 for Latin America (but only 0.23 when
Brazil is included), while the respective OLS is insignificant for the OECD, with an R? close to zero.



Table 1. Inflation and Growth, 1950-90
Spearman Rank Correlations (Spe} by sub-period and country group

1960-70 1970-80
GDP CP| GDP CP!
Annual Inflation Spe Annual Inflanon Spe
Growth (%) (%) Growth (%) %)
Latin America’ 4 9 015 3 46 0.48°
OECD’ 5 4 0143 3 7 0.1

L. 1960-70 includes: Argentina, Bolivia, Colombia, Mexico, Peru. Umgua) Venezucta, Costa Rica, El Salvador and Paraguay. For 1970-90 Ecuador and
Chile are also included.

2. When Brazil is included the Spe falls to -0.31.

3 Includes Australia. Austria, Belgiuvm, Canada, Denmark, Finland. Netherlands. Norway, Sweden and Switzeriand. The period cxlends over the whole
20 years 1950-70.

Source:  Brumo (1993).

These different growth responses to inflation may well be explained by the much higher rates of
inflation encountered in Latin America. In fact, Bruno (1993) also shows the inverse relationship
between cumulative outpm expansion and inflation during 1970-90 to hold only for the group of
high-inflation countries (Argentina, Peru, Bolivia, Chile, Uruguay, Mexico; Brazil being the
traditional outlier). The relation between output growth and inflation is rather positive for the group of
six Latin American countries that experienced moderate inflation during 1970-90 (Venezuela, El
Salvador, Paraguay, Costa Rica, Colombia, Ecuador). Consequently, lower levels of inflation have
been associated with higher growth (or a return into positive numbers from the negative growth
region). “Stabilisation by itself, even before sustainable resumption of investment and long-run
growth, improves resource allocation and total factor productivity” (Bruno, 1993, p. 37).

High inflation is not only harmful to growth, but is also likely to worsen the distribution of
disposable income and wealth. Even if the tax system itself is indexed in high inflation countries, tax
collections - may not keep pace with inflation because of the generally long lags in collection.
Progressive income taxes, nomally a small share of tax collection in LDCs, may then lose their role
as a distributive mechanism. The inflation tax, by contrast, can be expected to hit the poor in the
informal sectors, because they find it more difficult to switch into foreign currency or inflation-proof
assets. Inflation, in the absence of complete indexation, also erodes the real value of entitlements from
public spending, such as pensions. High inflation and the pauperisation of the middle-income class
have usually gone hand in hand. Lenin was right in observing that the fastest way to destroy the
social order is to debauch the currency. '

The Costs of Disinflation

The fact that low inflation is good for growth and equity should not blind us to the
complications of getting there. Because of entrenched expectations and indexation derived from the
country’s past inflation record, inflation will persist unless price disinflation is helped by wage
disinflation or real exchange-rate appreciation (Fischer and Dornbusch, 1991). A clear way to show
this is by considering an economy where prices are fixed following a mark-up over wages in the non-
tradable sector and foliowing the law of one price in the tradable sector, so inflation is
p = ow + (1-0)(e+p* ) where a stands for the share of non-tradable goods in total output. Assuming
no international inflation, and by substracting past inflation, we get the followmg expression for
disinflation:



p—p-1=0(w ~p_ )+ ~a)(e~p-1) (93]

Table 2 below takes a closer look at the disinflation process. Argentina and Mexico have entered
single digit-levels of inflation, with the target for 1994 to bring them down further to 3 and 7 per cent
per annum respectively. Chile and Colombia have also succeeded in containing inflationary pressures,
but less ambitiously than Argentina and Mexico. so that inflation in both countries has mildly edged
up in the first half of 1994. Devaluation, corrected for the inflation of 1993, has fallen short of
disinflation in all four countries, implying real appreciation; this has been particularly marked in
Argentina and Mexico. We now turn to current exchange-rate levels, in order to examine whether they
(and correspondingly current rates of inflation) are sustainable. The first question is that of the
sustainability of wage disinflation.

Table 2. Disinflation in Latin America

) Memo . )
CPl Real Wage Real " Gpp' Open' Urbin
Inflatien Growth Appreciation . Growth (%) Unemployment (%)
Argentina . ‘ ‘, o
199] 84.0 19 -248 B 6.5
1992 17.5 05 59 8.7 7.0
1993 7.7 £5 8.7 6.0 - T 95
1994p 6.8 n.a. na. 53 na.
Chite : . L
1991 18.7 a9 14 61. ‘ 63
1992 12.7 4.5 43 : - 103 X
1993 127 37 0.0 . 6.0 o AT
1994p 11.3 na. na. 50 . na .
Colombia 3
1991 268 17 29 SN Yorgr b
1992 25.1 33 77 ' CasT T L e e
1993 212 41 5.2 ST as : : 85 .
19%4p 250 na. R ‘ 5.3 - Yona o
Mexico . Lo . L “ H
1991 2.7 59 9.3 36 27
1992 185 79 . 71 \ 26 : S & A0
1993 9.7 17 66 - . I ¥
1994p 6.7 na. na. L. 20 . LIRS

Sources:  CPl Iafation: IMF CD-ROM. July 1974 :
Real Wages: “Balance Preiiminar de la Economia de América Latina v el Caribe 1993™, ECLAC, Mexico: Dorabusch and Wemer (1994 )
Real Apprccnauon (CP1 Based): “Balance Preliminar de la Economia de América Latina y el Caribe 193", ECLAC . . '
GDP Growth: “Situacién Latinoamericana”™, 2nd Quarter 1994. CEDEAL ‘ -
Unemployment: Argentina, Colombia and Mexico: ECLAC. Chile: Boleiin Mensual, Cemiral Bank of Chile
Proj ections:
Argentina, Chile and Mexico, OECD Economic Chutook (1994} . . .
Definitions: . .
Real Wage Growth: Change in the Wage Index deflated by CPL ' o

Assume, as a good part of structural models for industrial countries agree, that short-_t_enh
wage-inflation dynamics are determined by a traditional Phillips curve mechanism 1994p _
w=38p.1 - BU- U -0 @ SRR

where d reflects the degree of indexation of the economy (backward- lookmg contracts) and the last
term, following Blanchard and Fischer (1989), catches the idea that wages are also affected by
variations in unemployment; hence subtracting past inflation on both sides we get

w=p-1=(~p—-B/-UH-y0 ' e



In the non-indexed economy case, 6=0, nominal wages will change only as a function of
changing conditions in the labour market. If =1, on the contrary, nominal wages will depend mainly
on past inflation. In other words, in the latter case, the required increase in unemployment for
reaching a given wage disinflation will be higher than in the non-indexed economy. For a given
indexation and past inflationary experience of the economy, any attempt to reduce wage-inflation will
necessarily require a transitory increase in unemployment above the “natural” rate (the rate consistent
with stable inflation). Combining equations (1} and (2°) yields a rate of disinflation that depends on
past inflation, cumulative unemployment above the natural rate (the level effect), the rise in
unemployment during disinflation (the rate-of-change effect) and real exchange rate appreciation

p-p1=0@ - Dpy ~oBU- U -ayU+(1 -o)e - p-1) 3)

We can see the permanent and transitory gains of disinflation between time O and T if we
consider equation (3) between these two dates. As common terms cancel out we get

pr=po=o(8-1)(pr-1 - po)-oBE{(U; -U") —oy(Ur ~ Uy + (1 = E{(ei - pit) (4

The sacrifice ratio is a useful concept with which to assess the unemployment costs of a
disinflation. It measures the cumulative unemployment gap (the excess unemployment over the
natural rate) in a particular period, divided by the reduction in inflation over the same period. The
sacrifice ratio can also be measured using the output gap, the difference between potential and actual
output. This standard formulation can be found in the second term of (4) when the right hand side is
divided by pr -po. Following Sachs (1983} we call this the level effect. The sacrifice ratio would then
be linked to parameter 8. However, this measure can underestimate the true costs of disinflation
because, getting rid of indexation, there are still two other terms which can also account for
dlsmﬂatlon The third term is nil in the long run if the economy is supposed to come back to full
employmént. This is called the rate-of-change effect, and it accounts for temporary costs, of
disinflation. It is linked .to parameter oy. The fourth term, the real appreciation, is also of the
rate-of-change rather than level variety to the extent that real appreciation must be reversed to restore
growth and to return 1o a sustainable current account unless huge productivity gains take place during
the stabilisation plan. Note that the structural model can easily be identified by estimating parameter

(1-ar), the one that accompanies the real appreciation.

For policy purposes it is crucial to know how much of a given disinflation has come from the
two parts, for only the level effect reflects a sustainable gain in inflation if Latin America’s authorities
want to_move their economies back to the initial unemployment levels. Table 2 shows that in Chile
and Colombia inflation has fallen along with the unemployment rate (which may still be above the
countries’ natural rate). By contrast, Argentina and Mexico have bought disinflation through rising
rates of unemployment, hence their recent stabilisation gains may be unsustainable.

The extraordinary reform effort and stabilisation from at times hyperinflationary levels have
produced probably important parameter shifts in Latin America. This means that neither the natural
rate of unemployment nor potential output can be estimated with high confidence. A
back-of-the-envelope calculation may nevertheless be helpful: assume that the natural rate of open
urban unemployment in each of the four countries is simply equal to the lowest observed rate of
unemployment during the disinflationary 1990s. To be sure, these urban rates do not compare to the
standardised unemployment rates as measured in the OECD; they are far below the corresponding
OECD standards since ‘many people in developing countries can simply not afford to stay unemployed
for lack of sufficient unemployment benefits, ete. For example, in Mexico the open urban
uncmploymem rate averaged around 3 per cent dunng 1989-91 (when inflation rates were essentially
stable); this rate then corresponded to 21 per cent when the underemployed (employed for under
35 hours per week) are included (Banco de México, 1993, Table 3).



Table 3. The Sacrifice Ratio in Latin America at Moderate Inflation Levels

(1989-93)

“Natural” rate Cumulauve excess Drop in Sacrifice

of open urban unemployment inflavon rale raiio

unemployment dunng disinfllauon )
Argentina' 65 3.0 101 0.30
Chile 47 2.0 15.1 0.13
Colombia 85 27 1.2 0.1
Mexico 27 1.2 21.2 0.06

1. Applies 1o 1993 only; inflation was not vet at 8 moderate bevel before.

Sourre:  Authors' calculation.

The sacrifice ratios shown in Table 3 are well below those calculated earlier for OECD
countries, which were rather in the order of 1.5 to 2.5 per cent for the United States and the United
Kingdom when they disinflated from two-digit levels in the early 1980s. One explanation is the low
level of measured open unemployment mentioned above. Other explanations would include a lower
degree of real-wage rigidity (as suggested in Table 2) and the help from currency appreciation and
productivity increases. The latter two may be temporary. so that any further attempt at disinflation
could meet with higher sacrifice ratios than shown in Table 3. Yet another reason may reside in the
fact that lower single-digit rates of inflation will meet higher costs in terms of output and employment
foregone, as the credibility of inflation objectives becomes more difficult to establish, nominal
downward price and wage rigidities more binding, and the upward bias of measured CPI inflation
(OECD, 1994) more relevant.

With all these caveats in mind, Table 3 shows what might happen when the authorities wanted to
pursue disinflation further, or alternatively, move the economy back to the natural rate of
unemployment. Argentina would experience a rise in the urban unemployment rate from 9.5 per cent
to 10.7 per cent in order to bring inflation to the 3 per cent target (the 1.2 percentage point rise in the
unemployment rate results from the multiplication of a 4 percentage point drop in inflation times the
sacrifice ratio 0.3). Alternatively, the 3 percentage point drop in unemployment needed to bring the
economy back to the natural rate of unemployment would push inflation from 7 per cent in 1993 to
around 17 per cent. To bring Mexico back to the natural rate of unemployment would require a rise in
inflation from 9.8 per cent in 1993 to 20.5 per cent (a drop of 0.7 in the urban unemployment rate
divided by the sacrifice ratio). Note that Chile, whom we assume to have operated at the natural rate
of unemployment, experienced a lower rate of inflation in 1993 than would be needed to bring
Argentina and Mexico back to *full” employment. Whatever such scenarios in the spirit of the
short-term Phillips curve are worth, they show that with a social priority for full employment the
recent impressive stabilisation performances should not be taken for granted.

Another way of looking at sacrifice ratios is by considering that equation (3) can be estimated,
so the parameters linked to each effect can be obtained econometrically. We present the results of the
estimation of equation (3) for Argentina, Chile and Mexico in Tables 4a, 4b and 4c respectively. The
periodicities and the length of periods change from one country to another. In each case an exact
version of equation (3) is presented and the main derivations of it follow.



Table 4a. Estimation of Equation (3) for Argentina

Dependent Variable: acceleration in inflation
Biannual data from 1974 10 1993 (-statistics in parentheses

Base Model No Unemp. ' No Lag Un.
4a.] 4a.2 4a.3
Constant 278 -2.78 -2.92
{-8.32) (-8.47} (-9.37)
Lagped Inflation -0.87 -0.87 -0.88
-11.3) (-11.5)
Unemployment 0.000)
(-0.006})
Laggcd -0.02 .02
Unemploymen: (-0.95) (-1.002)
RER Q.58 0.58 0.59
(9.88) (10640 (10.72)
R adj. © 084 0.84 0.84
p 0.54 0.54 0.57
. 29 . (3.1} 3.4
h Durbin ‘ ' 0.49* 051t 032

(*) Estimated following the methodology described by Pindick and Rubinfeld, Econemetric Models & Economic Forecasis. McGraw-Hill, 199]

Table 4a! shows clearly that, in the lines of our previous model, Argentine wages do not respond
significantly (in a statistical way) to changes in unemployment. Therefore, we cannot be certain of
which part of the adjustment is temporary and which is permanent in terms of unemployment. What
is striking in the Argentine case, however, is that disinflation is determined to a large extent by two
factors: the presence of indexation (which reflects inflationary expectations) and by the real
appreciation. The real appreciation of 8.7 per cent shown in Table 2 explains 5.1 (0.59*8.7) points of
reduction in inflation out of 9.8 points of disinflation in 1993. The management of expectations can
explain a good part of the rest. In the eventual case of a devaluation, inflation should rise, by the
exchange rate effect only, by about 60 per cent of the nominal devaluation. How expectations will
evolve rests the main clue in the actual Argentine situation. If agents perceive that a devaluation is a
correct measure and if the public sector continues in its current good shape [high tax collection,
controlled deficit (currently in surplus)] then there would be no reason a priori for being afraid of an
explosion in expectations that guide to a dramatic resurge of inflation.

We turn now to the Chilean case. This case is completely different from both the Argentine and
the Mexican case presented below. The results of the estimations are resumed in Table 4b.

Table 4b. Estimation of Equation (3) for Chile

Dependent Variable: acceleration in inflation
Quarterly data from 1983.2 to 1993.4 t-statistics in parentheses

No RER 4b.2

Base Model 4b.1
Constant £0.094 0.02
(-0.47) (2.48)
Lagged inflation 0.67 0.64
(«4.09) (-4.09}
Unemployment 00041 -0.0048
(-1.91) (-2.57)
Lagged unemployment 0.0052 0.0054
b P {2.91) 3.1y
RER 0.02t
(0.58)
Radj. 0.46 0.47
DW 1.89 1.97

*



The main difference from our other two cases is that Chilean wages seem to respond
significantly to unemployment. Hence the labour market situation plays an important role in the
control of inflationary pressures or, put in a different way, a disinflationary programme is likely to
rely strongly on increased unempioyment. The coefficient of indexation gives a value of around 0.3
(on a quarterly basis} for the Chilean case which amounts to considerable inertia in the inflationary
process. On the other hand, the real exchange rates in this period do not seem to play a role in
disinflation”. The level effect is 0.001 (-0.004+0.005) while the rare-of-change effect is -0.005. Note
here that the level effect is higher than the rate-of-change effect suggesting that the gains of
disinflation are more permanent than transitory.

Finally, we made the same estimations for the Mexican economy. The results are summarised in
Table 4¢.

! Table 4c. Estimation of Equation (3) for Mexico
" Dependent Variable: acceleration in Inflation

Quarterly data from 1981.2 10 19934 t-statistics in parentheses
Period 1: 1981.2-1987.4  Period 2: 1988.1-1993.4

Base Model No Unemp Base Period 1 1. Base Period 2 . Base Period 2
4cd 4c.2 4c.3 dc.4 4c.5
Constant -0.66 0.07 -0.62 20 . -0.78
(-5.12) (143) {-4.60) (-0.27)
Lagged inflation 0.7 -0.32 .75 -1.01 . -1.02 .
-(7.53) (-1.35) (-5.20) -11.5) (-12.4)
Unemployment -0.0023 -0.0027
(-0.35) 0.2y .
Lagged -0.014 -0.013 -0.012 -0.027 -0.029
unempioyment (-0.07) (-1.54) (-2.60) 200 - - (-2.77
RER 0.16 0.007 0.15 072 0.70
. (6.17) (0.79) (5.36) (7.52) B {9.4%) B
Pacto* -0.046 -0.054 : S i St
(~4.07} (-2.05) .
R ad) 0.57 023 0.60 0.86 ) N 0.86
Dw 1.95 2.09 1.8]
p ' 0.99 09
{16.6) - : (17.6)
h-Durhin 1.641 1.24
*) FPacto is dummy variable with | since [988.1 afier the implementation of the Pacio de Solidaridad. Tts negative sagn sugpesis that the pacro hclped

significantly o reduce the inflationary pressures.

The Mexican case is interesting because at first sight there seems to be a structural breaK after *
the lmp!ememanon of the Pacto de Solidaridad, in December 1987. Comparing the base mode]
estimated in both sub-periods, equations 4c.3, 4c.4 and 4c.5 above, parameters changed ‘dramatically, . y
espécially that of the real exchange rate: this shows clearly that the stabilisation plan has been based
mainly on the use of the exchange rate. Furthermore, the implied value of parameter & came down
from 0.11 in the first period to -2.61 in the second one. The movement in the parameter suggests that
expectations changed dramatically after the stabilisation plan was implemented. In order to prove the -
structural break formally, we calculated a Chow test parameter of 10.2, well beyond the 3.9 limitat a-
99 per cent confidence. Therefore, we can reject the null hypothesis of no structural break. Equation”
4¢.5 also suggests that the level effect is -0.029 whereas the rate-of-change effect the opposite. Hence, :
from the labour-market viewpoint the disinflation gains in Mexico seem more transitory than
permanent. ' o



Pre-commitment and De-indexation

The cost of disinflation emphasised in the last section stem from inflation persistence which can
only be overcome by protracted unemployment or a shortfall in growth. Much of the inflation
persistence is associated. with some implicit or explicit indexation, in particular for wage setting,
which becomes unavoidable in economies where inflation is substantial. When, for exampie, the
indexing formula links wages to past inflation, real wages rise when the inflation rate is reduced,
implying higher unemployment. In order to minimise the employment cost of disinflation, the
authorities must achieve a major shift in inflation expectations. Backed by the modern credibility and
time-consistency literature, most economists recommend governments to drop inflation-biased
discretion in favour of rules to which monetary policy should pre-commit, supported by wage rules
that move from backward to forward setting based on expected inflation. Fischer and Dornbusch
(1991} and Frankel (1992) provide useful surveys about the theoretical background in the Latin
American and Asian context.

There are many candidates for the nominal variable to which monetary policy might commit:
the exchange rate, money supply, the inflation rate, or nominal GDP. Using the exchange rate, in
particular the US dollar, as the nominal anchor for inflationary expectations has much appeal for
Latin American authorities because it is a simple commitment phrased in terms of a daily observable
variable that can easily be monitored by the public. Moreover, the dollar peg imports credibility
immediately while it does not overly destabilise the effective trade-weighted exchange rate when the
country’s trade depends heavily on the United States, in the case of Mexico reinforced by NAFTA.
The problem is, however, that this disinflationary medicine cannot be taken for very long, unless it
restores inflation convergence quickly or unless it is associated with an important lead in productivity
growth. Otherwise, overvaluation will not fail 1o strike back.

It will suffice here to summarise and update an earlier analysis (Reisen, 1993) which still holds.
We observe that while disinflation has been remarkable in Argentina, Chile and Mexico (less so in
Colombia), there has been a striking contrast in the movement of their real effective exchange rates.
Cumulative appreciation over 1991-93 based on CPI indices has been next to nil [5.7 per cent (3.4 per
cent trade weighted)] in Chile, 15.8 per cerit (10.8 per cent trade weighted) in Colombia, 23.0 per cent
(17.3 trade 'weighted) in Mexico and 39.4 (27.6 trade weighted) per cent in Argentina (see Table 2).
These differences are explained by the countries’ choice of the exchange-rate regime. Both Argentina
and Mexico tightened their monetary links to the US dollar more than Colombia and Chile did. The
Argentine peso has been fixed to the dollar since April 1991 and, under the “Convertibility Law’, the
central bank cannot issue money unless backed by foreign reserves. Since 1989, Mexico has had an
active crawling peg with the dollar, with a pre-announced devaluation rate falling short of inflation
differentials with the United States. By contrast, Chile’s exchange rate has been allowed to fluctuate
within a band around a passive crawling peg set daily by the central bank, which has been conscious
of the existence of a trade-off between a domestic inflation target and a real-exchange-rate target.
Colombia has just moved from a crawling peg to a band similar to that of Chile.

Whether exchange-rate based disinflation such as practised in Argentina and Mexico can
succeed depends on a) how quickly inflation can be brought down to the US level and b) the cost
implied by the loss in international competitiveness. Chile’s authorities are still traumatised by the
failure of exchange-rate based disinflation in their own country during 1978-82 when backward wage
indexation hampered inflation from converging quickly to worid levels (Edwards, 1992).

‘By examining interest differentials on Mexican government paper to determine the country. .
premium, the currency premium and expected inflation, Reisen (1993) finds significant drops in the
country and currency premia but only a mild impact of the exchange-rate peg on inflation
expectations. A significant reduction of inflation expectations also failed to show up in the term
structure of Mexico’s government-bond rates.

The strong cumulative appreciation of the real exchange rate observed in Argentina and Mexico
does not necessarily imply a loss in international competitiveness, or overvaluation. How have Latin
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America’s currencies valued in Purchasing Power Parity (PPP) terms evolved since disinflation started
in 19907 There is generally a close cross-country correlation between PPP-adjusted real per capita
GDP (relative to the US income level) and the deviation of the currency below PPP, since services
tend to be cheaper in poorer countries. We take a country’s deviation from the non-linear OLS fit as a
yardstick to measure a country’s position in world competition (excluding Africa and Eastern Europe).
The underlying data are conveniently taken from the World Development Reports 1991, 1992 and

. 1993. We ran a pane! regression of the deviation of the currency below PPP (a measure of the inverse
of the real exchange rate) on the country’s GDP level compared with that of the United States®. The
regression results (t-statistics in parentheses) are

log Pi; =3.26 + 0.019 * (GDP;yGDPUS,) R’adj.: 0.78 (5)
(79.5) (23.9)

- This equation together with the evolution of our country sample plus a 1 standard deviation
confidence interval are depicted in Figure 1. Our result shows that any relative gain in terms of per
capita output with the United States involves an “equilibrium” appreciation of around 1.9 per cent
equivalent to the Ricardo-Balassa effect. We are not considering other effects which can obviously
affect the equilibrium rate of appreciation. As a result, the figures show that in 1990 Argentina was
already 25 per cent above the level as determined by their comparative per capita income. Since 1990,
the real appreciation observed in that country has added to overvaluation in PPP terms. Mexico was
indeed slightly undervalued in 1990, by around 10 per cent. The cumulative real appreciation
observed since then has made the peso to be just over the line. From this point of view the actual
level of the Mexican peso cannot be considered as overvalued. What this analysis cannot say is
whether the speed of the real appreciation (approximately 10 per cent in three years) can easily be
absorbed by the economy. Chile and Colombia, by contrast, have remained quite “cheap” in PPP
terrns by international standards. Following our methodology, Chile has remained undervalued at
around 30 per cent whereas Colombia has depreciated something like 4 per cent since 1990. In the
latter two cases, their deviation below PPP is comparable to some Asian competitors whom the US
treasury has not yet “negotiated” into exchange-rate overvaluation.

Figure 1. Evolution of the real exchange rate and output
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The overvaluation (in PPP terms) in Argentina and, less so, in Mexico would not need to be
corrected if justified by fundamental determinants. However, depressed terms of trade and sizeable
import liberalisation have rather called for a real depreciation in recent years. By contrast. thorough
economic reform has raised productivity growth in both countries which warrants some real
appreciation in the exchange rate (though the former fell short of the latter). But it is to be doubted
that productivity growth can be kept sufficiently high to compensate for still existing differentials in
inflation rates against major OECD trade partners. First, consolidation and privatisation of public
enterprises as well as structural reform and stabilisation have crowded least-efficient firms and
workers out of the productivity data; the resulting productivity rises could hardly be sustained if the
Argentine and Mexican economies were to return to full employment. Second, both countries have
seen quickly rising current-account deficits, reaching a massive 7 per cent of GDP in Mexico and
4 per cent of GDP in Argentina. If a new surge in foreign-debt dynamics is to be avoided, the
savings-investment balance has to be corrected. If the adjustment burden falls on reducing investment
rather than raising private savings (where the public-sector balance is already in surplus), the lead in
productivity growth needed to avoid overvaluation will not be sustained.

Such analysis implies that the appreciation in real exchange rates observed in the early 1990s
will eventually give way to depreciation. To the extent that disinflation has been bought by
unsustainable real appreciations of the exchange rate, a reversal will imply that inflation will pick up
until equilibrium exchange-rate levels have been reached. Following equation 4a.3 above, in
Argentina a real depreciation of about 10 per cent (brought about by a nominal devaluation of 16 per
cent} should imply an acceleration in inflation of 6 per cent (that is, to a level of around 10-11 per
cent a year). This does not take into account eventual changes in expectations. In fact even if we
discussed the fact that inflationary expectations feil abrupily after the Convertibility Law was
announced, it is hardly predictable how expectations would react if a devaluation takes place. In the
Mexican case, a 10 per cent real devaluation would accelerate inflation in 7 per cent to a level of
15 per cent a year. It should be stressed that this exercise is somewhat misleading because, by virtue
of the above discussion, the desired real devaluation in Argentina is likely to be higher than that of
Mexico. The reversal is likely to be sharper in Argentina than in Mexico whose exchange rate is
closer to equilibrium levels. '

Income policies have helped disinflation really only in Mexico. In Argentina, massive
privatisation and overvaluation have generated enough unemployment to limit wage inflation. In
Chile, backward-looking wage indexation has been replaced by bilateral bargaining between unions
and employers; wages have consistently outpaced inflation, a reflection of the country’s growing
labour shortage. Colombia has never had successful experiences with income policies in part because
of the weakness of labour unions and the dispersion of business federations. Wages are set in a fairly
decentralised way and the de facto indexation is the result of free bargaining among agents. In
Mexico, the Pacto between government, unions and business helped cope with inflation persistence
through agreements consistent with disinflation over the next 6 to 12 months. Moreover, slow growth
dampened any possibility of labour shortages. Even in Mexico, income policies could not prevent
inflation persistence from remaining significant: Edwards (1992) shows for Mexico that inflation
today remains determined by an estimated coefficient of lagged inflation as high as 0.70, brought
down by a dummy representing the Pacto by a modest coefficient of -0.19.

The creation of an independent centra] bank is widely viewed today as the key step in stopping
inflation. In Chile (1989) and Mexico (1993), central banks have been made independent, with
responsibility for assuring monetary stability and inflation control; growth or employment are not part
of the task description. Central-bank independence was granted at the end of disinflation te lock it in
rather than to help reduce its costs. Adam Posen (1993) has recently convincingly challenged the
causal link normally drawn between central bank independence and low inflation. His examination of
the postwar record in OECD countries demonstrates that none.of the mechanisms that would explain
a counter-inflationary effect of central-bank independence — increased credibility, a higher policy
priority for price stability, or decreased seigniorage — have a noticeable effect on cross-national
differences in inflation rates. Posen shows instead that central banks will take strong anti-inflationary
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action only when there is a coalition of interests, such as in the financial sector, capable of protecting
it. 1t follows that the imposition of central-bank independence in countries where no supporting
financial coalition exists will have far less effect on inflation than normally expected.

Conclusions

In spite of impressive disinflation achieved during the 1990s in some Latin American countries,
inflation persistence has been shown to imply employment costs that raise questions about the speed
and target level of disinflation. The lesson has been leamned in countries that have abandoned
monetary and fiscal policies that sustain ongoing inflation; fiscal irresponsibility and monetary
accommodation is not the issue. To the extent that social considerations require the need to move
Latin America back to “full” employment (the natural rate), some of the impressive disinflation may
turn out to be unsustainable. That waming applies to those countries where price (and wage)
disinflation have been bought by growing unemployment rates: only the cumulative excess
unemployment above the natural rate can be thought to yield permanent -disinflation. The warming
applies equally there where exchange rate appreciation has not been accommodated -by a huge
productivity lead and a sustainable current account deficit; the imported price stability will have to be
paid back then in terms of higher tradable goods prices.

To be clear, Chile and Argentina represent the two extremes in the region. Chile’s authorities
have stressed the existence of a trade-off between a domestic inflation target and a real exchange rate,
and — despite five years of central-bank independence — they also seem to have recognised that
rapid disinflation below 10 per cent would not be worth the price in terms of higher unemployment. -
The disinflation achieved, however, seems sustainable: the current inflation rate is-associated -with
solid growth, low unemployment and a competitive exchange rate which can be.easily- defended in
view of foreign-exchange reserves and a solid base of domestic mves:ors (the pension funds)
Argemma by contrast, already has high unemployment and strong ‘overvaluation. Growth is still
impressive, but overvaluation will not fail to force it down. Acceptmg more stabilisation to return the
exchange rate to competitive levels (the French strategy of “competitive disinflation™), would
probably imply higher, politically unsustainable levels of unemployment. Defending the exchange rate
through interest-rate hikes would slow growth, causing firms’ balance sheets to deteriorate, and hence
those of the banks. A return to full employment and competitive exchange rates will undoubtedly
imply that the Argentine authorities will have to give up some of the disinflation achieved.
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Notes

it was not ﬁossible to build formal 1ests of structural change for the period after April 1991 because there are too few
observarions (recall we used biannual daia). The only possible way to deal with this problem was 10 estimate these
equations up to the first semester of 1991. Al] of the parameters except lagged inflation increased in absolute value

* * maintaining its significance. This suggests that before the Convertibility Law unemployment played a more important

role in disinflation. The same argument serves to assert that the Convertibility Law plaved a major role in changing
expectations. One casual way to explore a possible shift in parameters was to forecast disinflation during the
Convertibitity Law period. This forecast undersiates actual disinflation systematically, suggesting that some
parameters could have changed.

In the Chilean case we chose a period where exchange rate policy was not used explicitly for containing inflationary

" pressures, as was the case in the 1977-1982 period. It is likely that a structural change in the inflationary process had
taken place afier that date, both because the government won credibility on a permanent basis and because the policy
“itself changed. )

. This js based on'the Ricardo-Balassa hypothesis. However. we emphasize that we have neglecied many variables that

can affect the real exchange rate including the level of tariffs, factor dotation, domestic taxes, structure of governmen
cohsumption, capital flows, monetary and real shocks, etc... However, many of these variables are pot available for all
of the countries and when they are their definitions usually differ from one country to another. Our exercise must be
then taken only as a first evidence, which must be calibrated by the specific country experience.
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In Brazil, recurrent stabilisation efforts since the mid-1980s have not been successful. Chronic
inflation is a societal problem. It is the result of conflictual relations within the state, between private
agents and the state, and between private agents themselves. Inflation in Brazil is the effect — not
necessarily the cause — of these unresolved conflicts. However, to the extent that these conflicts exist
and affect the everyday attitude of economic agents, the process of continual acceleration of inflation
and the high volatility of inflation give rise to secondary social and economic consequences.

What are the implications of high and volatile inflation? We argue that the instability associated
with the increase in price and wage dispersion — a consequence of the increase in inflation itself and
of the expectations derived from the attempts to live with and control it — have two main social
effects. First, it discourages firms from hiring workers through formal contracts. Second, it increases
income inequality, due to the regressive nature of the inflationary process, and to the fact that better
organised groups tend to get better deals in terms of wage adjustments than those prescribed by the
official wage policy.

In order to develop these issues further, this paper is organised as follows. The next section
presents an overall picture of the Brazilian labour market since 1980, stressing its high capacity of job
creation and the poor quality of most of its jobs. We also discuss the evolution of income distribution
in that period. Section 3 establishes, both theoretically and empirically, a (negative) link between high
inflation (and high inflation variance) and job creation in the formal sector. Section 4 argues that high
inflation was one of the main components behind the increase in income inequality in the 1980s.
Section 5 discusses the effects of labour market institutions on the attitude of economic agents and the
consequences of the latter for job creation in the formal segment of the labour market. The final
section concludes.

* The Brazilian labour market since 1980

Two issues are discussed in this section. We first argue that lack of job creation has not been a
problem in Brazil at least for the last 14 years. Rather, the problem seems to be the poor quality of
the jobs generated. Second, we present evidence that income inequality in Brazil, one of the highest in
the world, has increased in the same period.

Despite the fact that Brazilian GNP growth since 1980 has been very weak, at about 1.1 per cent
a year, occupied population grew at a much more rapid pace, at about 3.0 per cent a year (see
Amadeo e7 al., 1994). Total population grew at a rate of 1.9 per cent a year in the same period. In
absolute terms, 16,6 million new job positions were created between 1981 and 1990, which suggests
that the Brazilian labour market is capable of creating a large number of new jobs even in periods of
relative low growth,

The evolution of unemployment and participation rates in Brazil confirms this high capacity of
labour absorption. The Brazilian unemployment rate is low by international standards. Unemployment
rates for the whole economy remained below 5 per cent in every year since 1980, despite the
observation of higher rates in some metropolitan regions. Average unemployment in the six main
Brazilian metropolitan regions between 1982 and July 1994 was 4.9 per cent, exceeding 6 per cent
only twice in that period.

Participation rates, on the other hand, increased from 53.4 per cent in 1981 to 56.7 per cent in
1990, reflecting mostly a growing trend of women participation in the labour market?, This increase,
however, could be accommodated without a rise in unemployment rates, which illustrates that the
Brazilian labour market is able to create a large number of new job opportunities.



What could explain the fact that an ailing economy, such as Brazil’s in the 1980s, was able to
incorporate a growing number of workers? The answer lies on the poor quality of the new jobs
created. Most of these new jobs, especially those created in the first years of this decade, are in the
informal sector, pay much less than 14 years ago in real terms, and are located in the tertiary sector,
which is historically characterised by low wages, a high degree of informality, low unionisation, and
high turnover rates.

Average real eamnings of the economically active population, for instance, declined 14 per cent
in the 1980s. This decline, however, was not monotonic. In fact, real earnings fluctuations have been
very pronounced since 1980. Average real earnings decreased almost 30 per cent in the recession
period from 1981 to 1983, then increased about 80 per cent in the recovery period starting in 1984,
reaching a peak in 1986 (the year of the Cruzado Plan), but fell back in 1990 to a level 14 per cent
lower than that observed in 1981.

More recent data covering only industrial workers in the State of Sao Paulo (the most modern
sector of the Brazilian economy) show a slight increase in real wages in the first years of the 1990s,
but still display significant fluctuations. Average real wages declined 15 per cent during the recession
of 1990-92, a trend reversed by a substantial increase (about 30 per cent) between 1992 and 1994.

On the other hand, there is evidence that the informal sector non-agriculture activities has
expanded since 1980. The proportion of workers hired without a formal contract (sem carteira
assinada, without a work card), and therefore not covered by the Brazilian Labour Code
(Consolidagdo das Leis do Trabalho, CLT), in non-agriculture activities increased from 20.4 per cent
in 1979 to 26.1 per cent in 1990 (see Saboia, 1994)3. The corresponding figure covering the six main
metropolitan regions of Brazil shows an increase from 13 per cent in 1982 to 15.5 per cent in 1992.

By contrast, data covering Brazilian non-urban activities show a decrease in the proportion of
workers hired under a formal contract {com carteira assinada, with a work card) from 55.9 per cent
in 1979 to 46.8 per cent in 1990 (see Saboia, 1994). The proportion of workers hired under a formal
contract4 in the main Brazilian metropolitan regions declined from 57 per cent in 1982 to 50.5 per cent
in 1992%,

While the working population in Brazil rose from 50 to 62 million between 1985 and 1990, the
number of formal jobs in Brazil (workers hired under the CLT) grew by only 0.1 per cent a year in
the same period, and declined 1.6 per cent a year between 1990 and 1993 (see Figure 1).

Labour turnover in the formal sector, on’ the other hand, is high when compared to other
countries, suggesting little worker-firm attachment (and, therefore, little on-the-job training) even in
the formal sector of the economy. Approximately 734 000 workers (3.1 per cent of the formally
employed)}, on average, got a new job each month between 1985 and 1993, while about 722 000
(3.0 per cent of the formally employed), .on average, left their jobs each month during the same
period. Most of them (about 80 per cent, on average) were fired.

Another piece of evidence regarding the poor quality of the new jobs created in Brazil in the last
fourteen years is given by a sectoral decomposition of employment. The proportion of workers
employed in the tertiary sector, for example, increased 6 per cent in the 1980s, from 43 to 49 per cent.
In absolute terms, this corresponded to the creation of more than 10 million new jobs in the last
decade, a 50 per cent increase with respect to the number of jobs available in 1981. By contrast, the
proportion of workers in the secondary sector remained almost constant in the same period, at about
23 per cent. The primary sector, on the other hand, created 0.9 million new job positions, decreasing
its share on total occupation from 28 to 22.5 per cent.

More recent evidence covering onty the Brazilian metropolitan regions in the first years of the
1990s display this same pattern. Data for the metropolitan region of Sdo Paulo, for example, show a
20 per cent increase of new jobs in commerce and services between 1990 and 1993. By contrast, there
was a 25 per cent reduction of jobs in the industrial sector in the same period.



Figure 1. Formal jobs in Brazil (1985-1993)
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Figure 1, based on data collected by the Labour Ministry (law 4923/65), shows the evolution of
total formal jobs in Brazil and for three sectors of the economy: industry manufacturing, services and
commerce. It reveals that, despite the large increase in the total number of service-sector jobs between
1990 and 1993, the number of formal jobs in this sector dropped from around 8.9 miilion in the
beginning of 1990 to 8.5 million in the end of 1993. The total number of commerce-sector formal
jobs also dropped from 4.0 to 3.7 million workers in the first years of the 1990s. Nonetheless,
Figure 1 shows that the number of industrial sector formal jobs dropped even more, from 6.5 to
5.5 million in the same period, indicating that the informalization process has intensified recently?.

The fact that most of the new jobs created in Brazil since 1980 came from the services sector is
another evidence that most of these jobs are “bad jobs”, as we illustrate below. Amadeo ef al. (1994b)
show that approximately 60 per cent of workers employed in the services sector in 1989-90 have 4
years or less of education. By contrast, the proportion of workers with 4 years or less of study in the
industrial sector is around 40 per cent, while for the whole economy is near 50 per cent.

Moreover, about 38 per cent of employees in the services sector in 1989-90 have a formal
contract (are hired under CLT). The corresponding figure in the industrial sector is around 85 per cent.
Most of these service-sector jobs display low tenure: 47 per cent of employees have less than one
year of job experience at the firm..In the industrial sector, the proportion is 31 per cent.

Even among formal workers (hired under CLT), turnover rates are much higher in the services
sector. In the commerce sector, for example, approximately 4.3 per cent of formally employed
workers, on average, got a new job each month between 1989 and 1993, while 3.9 per cent of them,
on average, lost their jobs in the same period. The corresponding figures in the industrial sector are
3.2 per cent and 3.4 per cent, respectively.

The tertiary sector is also characterised by low unionisation rates. Amadeo and Camargo (1993)
show that the proportion of workers that belonged to a union in 1986 was 29.1 per cent in the
manufacturing sector, compared to 5.6 per cent in the services sector and 14.4 per cent in commerce.

In sum, the typical service-sector job in Brazil is held by the relatively unskilled, does not
provide a formal contract, is not unionised, and has a short tenure.

Finally, we present some evidence that income inequality in Brazil, one of the worst in the
world, deteriorated in the last decade. Amadeo et al. (1994a) show that the income ratio of the richest
10 per cent against the poorest 40 per cent in Brazil is around 6, while for other countries with



population over 5 million and good quality data, this ratio is below 3.5. In fact, Cardoso et al. (1993)
argue that Brazil has one of the most unequal income distributions in the world, worse than any other
country with similar income per capita levels.

Moreover, income inequality in Brazil only differs from the pattern observed in other countries
when we look at the top of the distribution: income distribution among the 80 per cent poorest is
similar to the available international evidence. However, income distribution becomes very unequal
when comparisons are made between the 80 per cent poorest and the 20 per cent richest (see Amadeo
et al., 1994a).

The rise in income inequality is illustrated by the time series behaviour of the national Gini
coefficient in the 1980s, which increased from 0.564 in 1981 to 0.602 in 1990, after reaching a peak
of 0.630 in 1989 (see Saboia, 1994). Barros and Mendonga (1994) present additional evidence that
Brazilian income distribution worsened in the 1980s. They show that all deciles of the distribution
lost income in the 1980s, but the poorest were the most affected. While average income declined by
1.5 per cent a year, on average, between 1980 and 1990, the mean income of the 10 per cent poorest
decreased by 5.1 per cent a year, on average, in the same period. The 1 per cent richest, on the other
hand, increased their income share from 12.1 per cent in 1981 to 13.9 per cent in 1990.

Data for the more recent period, covering only the Brazilian main metropolitan regions, show a
drop in inequality measures in the first year and a half of the current decade. The Gini coefficient in
these regions was 0.558 in mid-1991, after reaching a peak of 0.600 in mid-1989.

Most authors agree that income inequality in Brazil is mostly explained by unequal access to
education, with the labour market’s acting as a mere vehicle through which education disparity
manifests itself (see, for example, Amadeo et al., 1994a). However, in Section 4, we argue that the
deterioration of income inequality in the 1980s is also explained by other factors, such as high
inflation and macroeconomic instability.

Inflation and job creation

In this section, we argue that the high and unpredictable rates of inflation observed in Brazil
have been a main source of macroeconomic. instability-and:uncertainty throughout the 1980s and the
first years of the current decade. This uncertain environment discouraged firms in the formal sector
from engaging in long-term attachment to their workers. The result has been little training, low
productivity, and high labour turnover.

Figure 2 depicts the evolution of monthly inflation rates in Brazil since 1985. The average
monthly inflation rate between 1985 and July 1994 was 19.8 per cent, but it fluctuated from almost
0 per cent in the first months after the Cruzado Plan in 1986 to more than 80 per cent in the months
preceding the launching of the Collor Plan in 1990.

The Brazilian economy has experienced six major stabilisation plans in the last ten years. Most
of them froze prices and wages, five of them replaced the national currency, all of them succeeded in
bringing inflation down temporarily, but then failed to control inflation on a more permanent basis
(the most successful kept inflation low for only 8 months).

In fact, as Figure 2 shows, each and every plan since the Cruzado Plan in 1986 (with the
exception of the Collor Plan in 1990) brought inflation down but to a higher level and for a shorter
period of time than the previous plan was able to obtain. Lack of credibility in the government,
especially after the first failed stabilisation attempt, inconsistency of fiscal and monetary policies, and
unrealistic wage policies and de-indexation schemes were the main reasons behind this series of
failures.



Figure 2. Inflatior rate (3-month moving average) (per cent)
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A typical pattern of inflation in Brazil since 1986 has been followed. Government fiscal
imbalances, a passive monetary policy and a sophisticated system of wage indexation cause inflation
to gradually accelerate from an already high monthly level. Price increases get to a close to the
intolerable level, which threatens public security. Economic agents anticipate a new government
stabilisation plan, encouraging them to increase relative prices out of fear of wage and price freezing.
As everyone acts the same way, inflation accelerates.

The government, panicked by the events, launches a new plan. Inflation is reduced, but relative
prices are still distorted, since this process is usuvally harmful to the government finances. Moreover,
the government lacks credibility, since agents realise that structural changes have not been
implemented. After a period of formal de-indexation, indexation re-starts, inflation gradually
accelerates, and the process starts all over again (for a more complete discussion on stabilisation plans
in Brazil, see Abreu and Carneiro, 1994). ' o T

Perhaps, the main social cost of these attempts to halt inflation is represented by the increase in
the variance of inflation. A high inflation variance, coupled with a staggering pattern of intertemporal
price and wage adjustment, produces a larger relative price dispersion. It also affects the
wage-bargaining process, since unions, incapable of correctly predicting future inflation paths,
rationally tend to incorporate a risk premium in their nominal wage demands, leading to a price-wage
spiral. 1;6 larger variance of inflation, therefore, represents a higher degree of uncertainty in the
economy®.

Non-synchronisation of wage adjustments is another source of uncertainty. Unions are organised
at the regional and occupational level and each category bargains a collective agreement with firms
once a year in a pre-determined month of the year. In a high inflation country like Brazil,
non-synchronisation of collective bargaining makes the task of forming expectations about the future
course of relative wages and inflation very difficult. Since transaction costs do not allow for more
frequent wage bargaining between unions and firms, there is an incentive to overshoot wage demands,
contributing to more inflation and higher wage dispersion. Higher wage dispersion is also a
consequence of the differential degrees of bargaining power of distinct worker categories.

The same argument can be applied to explain why a higher level of inflation would lead to
higher price dispersion. The frequency of price adjustment tends to increase when inflation



accelerates, but some firms are not able to adjust prices as frequently as others, due to the existence
of price controls or differential menu costs, for example’.

We measure price dispersion by the standard deviation of monthly price increases of 320
sub-items which compose the Cost of Living Index in Sio Paulo (FIPE-SF). We then test whether
higher inflation leads to higher price dispersion. In fact, Figure 3 confirms the existence of a positive
relationship between inflation and price dispersion (12-month moving averages) in Brazil. The only
exception is between 1991 and 1993, when inflation accelerated without any increase in price
dispersion,

Figure 3. Inflation and price dispersion (12-month moving average}
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Figure 4 plots inflation against wage dispersion.(12-month. moving.averages), as measured by
the coefficient of variation of real wages in 18 sectors of the manufacturing industry. It also finds a
positive relationship between these two variables.

How does this uncertainty (measured by wage and price dispersion) affect the labour market?
We argue that it affects the labour market through lower formal job creation.

First, we argue that, despite the high degree of flexibility of the Brazilian labour market when
compared to most European countries, costs of adjusting employment in the formal sector are not
zero. There are two main direct (institutional) costs of firing in Brazil. The first was introduced in
1966 and consists of a fine paid by the firm to workers in case of non-justified dismissals. The fine
" corresponds to 40 per cent of the amount deposited in a capitalisation fund in the name of the worker
concerned, the FGTS, Fundo de Garantia por Tempo de Servico®. Since the fine increases, in absolute
terms, with the amount deposited in this capitalisation fund, it increases with the time of employment
the worker has in a given firm.

The second most important cost of firing formal workers is the law requiring one-month’s
advance notice which the firm must give to its workers. During this period, the worker can take
2 hours a day off to look for another job. Since ‘the firm knows that productivity goes down
significantly in this month, it usually fires the worker and pays him/her an extra monthly wage®.

Amadeo er al. (1993) estimate that the direct institutional cost for a firm that fires, without
justification, a worker with 1 year of employment in the firm and pays him an extra wage as advance



Figure 4. Inflation and wage dispersion (12-month moving average)
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notice corresponds to 1.38 monthly wages. If the worker is in the firm for 5 or 10 years, the cost
corresponds, respectively, to 2.15 or 4.84 monthly wages.

Costs of hiring, on the other hand, are driven mostly by technological reasons. Among them, the
most important is the cost of training new personnel.

Theoretically, an intertemporal profit-maximising firm, in the presence of non-zero costs of
hiring and firing, will hire fewer workers in an unstable environment than in a stable one, since in an
unstable economy, target employment levels fluctuate much more. Since the firm would choose not to
incur in costs of hiring and firing the same worker in two consecutive periods, it simply opts not to
hire. Therefore, its optimal strategy is to avoid formal contracts, to prefer hiring temporary workers
when it can, and not to invest in improving its labour-force quality. Empirically, this would imply the
observation of less job creation in the formal sector in unstable periods.

Of course, we should not ignore the role played by the traditional variables affecting labour
demand, like wages, own product demand, and technological improvements. The argument here is one
of a partial correlation. Ceteris paribus, an increase in uncertainty should decrease formal job
creation.

Figure 5 plots the evolution of wage dispersion and the number of workers hired (12-month
moving averages) in the formal sector between 1985 and 1993. With the exception of the period
1990-91, the two variables look negatively correlated, i.e. firms hire more formal workers in times of
low wage dispersion!®. Apparently, however, there is no correlation between our price dispersion
index and the number of workers hired.

Figure 6 compares wage dispersion and total employment in the formal sector (12-month
moving averages). The Figure shows some evidence of a negative relationship between the two
variables, with exception of the period from 1989 to 1991.

A more rigorous analysis could be carried out via an estimation of a dynamic labour-demand
equation, and a test of the significance of adding our price and wage dispersion measures as
explanatory variables. This should be done using firm level data in future work.
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Figure 5. Hiring and wage dispersion (12-month moving average)
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Figure 6. Forma! employment and wage dispersion (12-month moving average)
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Inflation, wage policy and income inequality

Cardoso et al. (1993) show that there is a significant positive relation between the inflation rate
and several measures of income inequality in Brazil using data from 1980 to 1991. They find that
variations in inflation and unemployment explain more than 30 per cent of the variation in income
inequality in 5 large Brazilian metropolitan areas. They note that their findings still underestimate the
inflation on earnings inequality since the data compares earnings at the beginning of
each month, therefore ignoring the differential effect of the inflationary tax on the different groups in
the society. In fact, the inflationary tax is felt more intensely at the lower end of the income
distribution, since the lower one’s earnings, the lower the probability of one being able to open a

total effect of

interest-paying current account at the bank.
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Before presenting some new evidence on the relationship between inflation and income
inequality, it is useful to describe two characteristics of the Brazilian labour market that help to
understand how inflation may be an important factor in explaining the rise in income inequality in
Brazil during the 1980s. Both explain the wide use of the official wage policy in wage negotiations
between workers and private firms, especially during the military period from 1964 to 1985 (see
Gonzaga, 1988).

The first characteristic concerns the format of Brazilian Labour Laws. The Brazilian Labour
Code (Consolidacdo das Leis do Trabalho, CLT) dates from 1943, an authoritarian period of strong
fascist influence in Brazilian politics (see Amadeo and Camargo, 1993). The CLT had, from the start,
a corporatist and paternalistic design, which basically left the task of intervening to mediate
labour-capital conflicts to the state!l.

The second important feature of the Brazilian labour market for our analysis is the development
of a sophisticated indexation system that emerged in response to the frequency of high rates of
inflation, under the same paternalistic inspiration that permeates labour-capital relationship in Brazil.
The official wage policy was introduced in 1965, after the military coup. According to one of its
formulators, it intended to replace labour-capital conflicts by a simple arithmetical formula.

Government wage policy changed more than 15 times since its introduction. Most of the
modifications concerned the frequency of automatic wage adjustment (which varied from yearly
adjustments during the whole period before 1979, to monthly adjustments), and the percentage of
inflation to be incorporated to wages.

Throughout the period, unions always fought for more frequent adjustments. Inflation
acceleration, however, made the system incapable of protecting real wages. Nominal wage increases
were, in general, eventually eroded by inflation acceleration.

The official wage policy was particularly important for all categories before 1985 (see Gonzaga,
1988). Since then, it has increasingly been converted into a “floor” of wage adjustment, usually
followed by those groups with less bargaining power. It was also frequently used to adjust the
minimum wage value,

Therefore, we make the argument that, especially after 1985 with the rise in union activism in
Brazil, some workers became more effective than others in obtaining wage increases above the level
determined by the official wage policy. Since this implies that some workers are more protected from
inflation than others, inflation acceleration should increase wage inequality, especially after 1985.

Figures 7 and 8 display the evolution of inflation and earnings differentials since November
1982. Figure 7 plots inflation and the ratio between average wages in the industrial sector of Séo
Paulo (FIESP), the most modern sector of the Brazilian economy, and the minimum wage, taking this
ratio in November 1982, the first month, to be equal to 10012,

Although there is substantial variation in the two series, they seem to move together throughout
the period, again with the exception of 1990. This provides some support to the hypothesis that the
more organised workers were able to obtain a better protection from high inflation than those workers
that earn the minimum wage (or fixed multiples of if).

Figure 8 is very similar to Figure 7. It uses the ratio between the earnings of formal workers and
the minimum wage as the wage differential variable, using the base November 1982 equal to 100. It
shows that those employees hired with a work card, supposedly those with more bargaining power,
could increase their wages in terms of minimum wages whenever inflation accelerated.

In sum, although more frequent than monthly data on earnings differentials, which would allow
us to measure the total impact of the inflationary tax on income inequality, are not available, there is
some evidence that the most organised groups in the society were more able to incorporate price
increases in their wage adjustments than other groups. Therefore, those groups seem to have felt the
effects of high inflation rates in Brazil less intensely, which contributed to the increase in income
inequality observed in the 1980s.
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Figure 7. Wage differentials and inflation
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Institutions and its effects on employment quality13

We have emphasised that the main problem in Brazil is not job creation but the low quality of
the jobs created. In this section, we look at the way in which labour regulations affect the attitudes of
individual workers and employers and, in turn, the way in which these attitudes affect the workings of
the labour market. In particular, we are interested in the role of the interaction between agents’
attitudes and certain characteristics of the Brazilian labour market, such as high rates of informal job
creation and labour turnover.

As part of a state corporatist strategy, the Brazilian Labour Code was based on the notion that
the law should protect workers from undue exploitation by employers. The counterpart of this
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approach is that if the law protects the workers, the latter do not need to negotiate better working
conditions or wages. The objective of this strategy is to avoid capital-labour conflicts by reducing the
level of direct negotiation between workers and empioyers. In such a scheme, both the Labour Code
and the Labour Courts play a very prominent role.

However, laws are rigid and do not respond to environmental changes, whereas negotiations
provide — at least in principle — room for flexibility. The usual attitude of unions and employers, in
a system in which the law establishing wage adjustments and working conditions is very detailed and
encompassing, is to appeal to labour laws each time one of the parts is not willing to negotiate.

Take, for example, the way workers, employers and Labour Courts behave when a worker is
fired in Brazil. On the one hand, the worker has no costs if he sues the employer for unlawful
practices during the contract, except the cost of attending the hearings!4. This means that when a
worker is fired he has a strong incentive to sue the employer. He has nothing to lose by doing so, and
has a possibility of winning. So employed workers.tend not to complain about unlawful practices for
fear of being fired, but are very active in the Labour Courts if they are dismissed for any reason.

Employers, on the other hand, tend to appeal against the decisions of the Board of Conciliation
and Judgement, since they perceive the system as favouring workers at this level.

The final result is an extremely congested system of labour law, with millions of demands per
year (see, for instance, Pastore and Zylberstajn, 1988), and this results in impairing workers rights, as
the final judgement can take years before being handed down. This consequently generates distrustful
employer/workers relations, with employers always afraid of being sued in the labour courts, and very
little incentive for co-operation at the firm level.

Although these considerations imply rigidity in the work standards dimension and very
distrustful capital-labour relations, the current regulations tend to generate incentives for very flexible
real wages and employment relations. This is so for two reasons. First, because the costs of firing in
Brazil are purely pecuniary. There is no really important non-pecuniary limitation on a firm’s firing a
worker. Second, because the current system — in which, if the worker is fired without a justified
reason, he has the right to withdraw his capitalisation fund (FGTS) and the firm has to pay a fee of
40 per cent of the fund, as described — provides an incentive for very short-lived individual labour
contracts.

If a worker is never fired, he will never receive the fine and will only draw his FGTS when he
retires. For unskilled workers, in jobs without clear promotion opportunities, being fired means an
immediate income inflow which can be substantial, depending on how long they have held their jobs.
This revenue would, otherwise, only become available on retirement. Obviously, the incentive to get
fired is higher the smaller the rate of unemployment, since the probability of getting another job
quickly increases in this case. For these workers, the optimal strategy is to find another job and ry
and try to get fired, reducing the amount of effort dedicated to the current job and, consequently,
reducing productivity.

As short-term work relations are the optimal strategy for the worker, the employer’s best
strategy is to get the most out of the worker in this short period of time and never invest in him or her
in the long run. This is so because the probability of losing the investment in workers through training
and qualification is very high. Thus, the optimal strategy for the firm is to provide the minimal
amount of training to unskilled workers and to exploit them as much as possible.

Under these circumstances, worker-firm relationships are expected to be of short duration. Firms
have no interest in providing training for workers, while workers are not involved with the firms
objectives. The employment relationship is very flexible, but there is very little room for labour
productivity growth through training and learning on the job.

Table 1 shows turnover rate of the Brazilian formal-sector workers during the period 1985/1993.
The turnover rate is calculated as the minimum between admissions and dismissals, divided by the
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total labour force. The table shows the monthly average turnover rate and the annual labour turnover
rate for the periods for which data are available.

The data should be read as follows. In 1985, on a monthly basis, 3.8 per cent of the jobs in all
legally registered Brazilian firms with more than five employees changed hands. On an annual basis,
in 1989, 39.66 per cent of the jobs changed holders. Although the time period is too short for more
elaborate statistical inferences, the turnover rates showed in the table are strikingly high. On the one
hand, it shows a high employment flexibility in the Brazilian labour market. On the other, it suggests
that, with such high turnover rates, training and on-the-job learning would not be very common in the
formal Brazilian labour market.

Another important institution to be discussed is the unemployment insurance programme. This
programme functions more like a monetary transfer programme to formal unemployed workers than
the traditional OECD unemployment programmes, which link the right to receive the benefit to some
specific duties, like accepting a job offered by the government employment service, or to being
available for re-training. Actually, the fact that it functions like a monetary transfer programme to
unemployed formal-sector workers creates an incentive for workers and firms alike to turn signed
labour contract jobs into temporary (during the four months the benefit is received by the worker)
non-signed (informal) labour contract jobs.

During the four months the worker receives the benefit, the unemployment board has no control
over the activities of the recipients. Thus, if the worker finds an informal job within these four
months, the benefit will not be discontinued. If the new job is a signed contract job, the
unemployment board could, in principle, find out that he is not unemployed and cut the benefit,
although, in practice, that never happens. For the employer, on the other hand, it is always less
expensive to have a non-signed contract worker.

Thus, a coalition can be formed between workers and employers to informalise the labour force.
If the contract is discontinued for four months, but the worker maintains his job position, he will keep
his wage and receive the unemployment benefit. Actually, the agreement could include the drawing of
the capitalisation fund by the worker and the employer could negotiate the informal repayment of the
40 per cent fine of the FGTS. Thus, both employers and workers may have a financial gain, at the
expense of the state.

This conjecture helps to explain, at least in part, the fact that the introduction of an
unemployment insurance programme in Brazil did-not result-in-a tendency to ‘increase the rate of
unemployment or to reduce the percentage of workers with a non-signed contract job, as theoretical
models would anticipate. These models predict that unemployment insurance benefits would increase
the rate of unemployment or the percentage of workers with a non-signed contract job for at Jeast two
reasons: because it would reduce the “utility” of work and thus induce leisure, or because, as the
worker receives the benefit, he can refuse other employment opportunities in the informal market.

Figure 9 shows the evolution of the rate of unemployment (vertical axis) versus the evolution of
the percentage of workers without a signed contract (horizontal axis) between May 1982 and October
1993. These are monthly household surveys data (Pesquisa Mensal de Emprego - IBGE) for the six
largest Brazilian metropolitan regions. As in Figures 3 to 8, each point represents 12-month moving
averages of the rate of unemployment and the percentage of workers without a signed contract, for a
given period. The slope of this curve shows the relative behaviour of these two variables. The steeper
the slope, the more the unemployment rate is the labour-market adjustment variable, as compared to
the percentage of workers without signed contracts.

Points 1 and 2 correspond to the strong recession of the beginning of the 1980s (1982-84).
Points 3 to 8 account for the years 1985-90, which is a period of rapid economic growth (1985-86)
followed by relatively slow growth (1987-89). Finally, points 9 to 11 represent the recession period of
the beginning of the 1990s.

As seen in the Figure, there is a clear change in the reaction of the Brazilian labour market in
the two recession periods (points 1, 2 and 3 as compared to points 9, 10 and 11). While in the first
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Figure 9. Unemployment and job security
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recession, the rate of unemployment was the main labour-market adjustment variable, in the second
the percentage of workers without signed contracts replaced it. Thus, the role of unemployment as the
adjustment variable becomes smaller after the introduction of the unemployment insurance
programme.

Although this behaviour can not be entirely credited to the unemployment insurance system, the
fact that the unemployment rate became a less important labour-market adjustment variable after the
creation of the unemployment insurance programme is quite unexpected. Thus, one possible
implication of these data is that the Brazilian unemployment insurance system created incentives for
an increase in the nuomber of informal labour contracts relative to formal labour contracts.

We conclude that the individual labour contract is a very important instrument of the Brazilian
labour relations system. The paternalistic nature of-the.regulations-of the -individual contract and the
importance of the Labour Courts in Brazil generate rigidities on work standard practices, but the lack
of non-pecuniary restrictions and the relatively small costs of dismissal, combined with institutions
which generate important incentives for worker-firm relations of short duration, discriminate against
human-capital investment, on-the-job training and labour productivity growth. All this implies flexible
employment relations, as opposed.to the rigidities observed in the labour contract itself. Finally, the
unemployment insurance programme creates incentives for the transformation of signed contract jobs
into non-signed contract jobs, inducing the growth of the informal segment of the labour market in
Brazil.

Conclusions

We started by arguing that the main employment problem in Brazil is not job creation but rather
the low quality of the jobs created. In a sense, the Brazilian labour market is very flexible since the
costs of hiring and firing are not particularly high. As a result of the uncertainty associated with the
recurrent failures to reduce inflation, firms do not have the incentives to establish long term relations
with workers, on the one hand, and on the other, have incentives to establish informal labour
contracts. Labour market institutions — the role of the labour courts, the firing procedures and the
unemployment insurance system — are also conductive to wage and employment flexibility.
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Hence, in a sense, the problem in Brazil is neither rigidity in the traditional sense nor sluggish
job creation. On the contrary, the problem is too much flexibility as a result of the characteristics of
the long inflationary process and the relationship between institutions and the attitudes of economic
agents.

As a result, contracts in the formal sector of the Brazilian economy are short-lived, turnover
rates are very high and the size of the informal segment of the market is large and growing.

Stabilising the economy is certainly necessary for enhancing the conditions for better
labour-market performance, but the stabilisation process itself is not independent from the workings
of the labour market in Brazil. The process of wage formation is too segmented and staggered over
time, which — given pervasive uncertainty — creates an incentive for the overshooting of wage
demands. In a relatively closed and very oligopolistic economy, the result of wage pressures is the
acceleration of inflation.

Stabilisation is thus a necessary but not sufficient condition for better labour-market
performance. Changing the labour-market institutions also seems to be an important factor in
enhancing labour market conditions. The introduction of collective bargaining, the reduction in the
importance of the Labour Courts, changes in the firing procedures, and greater control over workers
benefiting from the unemployment insurance are examples of changes which could be introduced to
improve the functioning of the Brazilian labour market.
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Saboia (1994) shows that the significant increase in female participation rates for women in the last decade was
mostly accounted for by those women that had 5 years or more of study. Women with 9 years or more of education,
for example, increased their participation rates from 57 per cent in 1979 to 63.9 per cent in 1990. Total female
participation rates rose from 33.6 per cent in 1979 to 39.2 per cent in 1990, while male participation rates remained
almost constant, around 75 per cent.

Workers hired under a formal contract (under CLT) are entitled to receive social security benefits and are guaranteed
by job security policies. The Brazilian Labour Code is more extensively discussed in Section 4.

In fact, most of this reduction (about 5 per cent) happened between 1990 and 1992, which might suggest the
occurrence of a structural change with respect to the past, perhaps related to the introduction of new measures of trade
liberalisation and aiming at the modernisation of the economy. This exposed many Brazilian firms to more
competition, most of them located in the metropolitan regions covered by this household survey data.

Note that the time-series pattern of formal jobs in the services and commerce sectors look more smooth than in the
industrial sector. This only illustrates that net employment changes at the sectoral level have not been large, hiding,
however, an intense labour reallocation measured by gross job changes (number of workers hired and fired) at the
firm level in these sectors, as we show below.,

Fischer (1991) argues about the likely positive effect of inflation on uncertainty, via an increase in inflation variability.
He also suggests that an increase in uncertainty is likely to reduce economic growth, and presents cross-country
evidence of the negative effect of inflation levels on growth.

See Benabou (1988) for a theoretical model that would imply a positive relationship between inflation and price
dispersion. Lach and Tsiddon (1992) provide empirical evidence.

FGTS, Fundo de Garantia por Tempo de Servigo, is a capitalisation fund also created in 1966. Each month, firms
hiring workers through a formal contract deposit 8 per cent of the nominal wage value of each worker in a bank
account opened in his/her name. Each account pays 3 per cent interest a year plus inflation adjustment and can be
withdrawn (by the worker) only in case of non-justified dismissal, retirement, or housing purchase. Fund’s resources
were mainly nsed to finance housing construction. The fine for non-justified dismissal was originally set at 10 per
cent. The 1988 Constitution determined its increase to 40 per cent.

A third institutional component of firing costs in Brazil, overlooked by most labour market analysts, is that job
separation times are the best occasions for 2 worker to sue his/her firm for any unpaid benefits that he/she was entitled
to receive in the period he/she was still working for the firm. Since the Brazilian Labour Code (Consolidagdo das Leis
do Trabalho, CLT) determines that any unresolved dispute between firms and wotkers should be sent to Labour
Courts, final decisions are usually slow and expensive, constituting in an important additional turnover cost.

1990 was a very exceptional year in Brazil, characterised by a freeze in monetary assets over US$ 1 000 of every
Brazilian citizen, determined by the Collor Plan.

The CLT has been significantly changed only twice since its creation: in 1964 and in 1988. In 1964, after the military
coup, the military government reduced the right to strike and amplified the scope of intervention in colective
agreements. In 1988, a new Constitution was implemented, introducing a chapter on social rights, and amplifying the
right to strike.

A number of 130 on the vertical axis, for example, means that the differential between FIESP wages and the minimum
wage is 30 per cent larger than it was in November of 1982,

This section draws on Amadeo ef al. (1994¢).

In general, labour lawyers charge fees proportional to the value of the lawsuit, contingent on a favourable decision to
the worker.
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Table 1. Labour turnover rates
Brazilian formal labour market, 1985-93

Year Labour tuenover . Labour turnover
monthly average annual

1985 3.80- n.a**

1986 3.67 n.a.

1987 392 n.a.

1988 3.80 n.a

1989 3.49 39.66

1990 3.26 38.20

1991 2.69 3575

1992 226 28.05

1993+ 2.73 32.81

Source: Ministry of Labour — Law 4923
* Period January-October, 1993
** n.a. — not available
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Introduction

In 1991 Argentina entered a new era after decades of high inflation, disinvestment, capital
flights and negative growth. That year, a new economic stabilisation plan, known as the
“Convertibility Plan”, was launched by the Government of President Carlos Menem with the aid of
Minister of Economy Domingo Cavallo. This plan anchored the nominal exchange rate at one peso to
the dollar, and empowered only Congress to approve a devaluation. This inhibiting of the use of
inflationary financing was accompanied by massive privatisation of state-owned enterprises and a
campaign to collect consumption and income taxes at a rate never before observed. It also decreased
import tariffs from an average of 29 per cent in 1989 to 10 per cent in 1993!. This change was in
contrast to previous decades, with the exception of the period 1979-81, and implied a wide trade
liberalisation. Table 1 presents main indicators for the period 1980-94. As a result of the
Convertibility Plan, inflation was basically halted, GDP has been growing at an annual average rate of
7 ‘per cent, there were a consumption boom and a massive inflow of capital, and the central bank has
accumulated, international reserves of more than $13 billion (from a low of $784 million in 1989).

In spite of this success, unemployment has increased in Argentina, the real exchange rate is at
low historical levels, the trade deficit has worsened and wages for skilled workers have been rising
relative to those for less skilled workers. In principle, there should not be any worry regarding these
indicators, since trade deficits could be sustained during a long period of time as long as the country
is undergoing investment and growth with the aid of international capital inflows. This entrance of
capital is, however, sustaining the historically low real exchange rate. The mention of *“devaluation”
as a cure for these side effects of the Convertibility Plan, causes most Argentines to tremble at the
potential consequences of such an action on the calm “stability” of the 1990s.

Despite the macroeconomic situation and the delicate stability of the country, there are enormous
pressures on the parallel side of the adjustment: the labour market. The low real exchange rate, which
at least in the short run is not susceptible to devaluation, means that the price of tradeable relative to
non-tradeable goods is historically low. When trade liberalisation is linked to the lifting of import
tariffs and quotas, there are enormous pressures to lower the cost of goods produced domestically. In
particular, exportable goods, such as agricultural production, are suffering while the import-competing
sector and mainly industrial producers are faced with fierce competition from abroad (except for the
automobile and paper sectors, which are governed by special rules). What can be done to gain
international competitiveness? Unit costs of production must be reduced to face foreign competition.
What are the possible ways of achieving this? To decrease unit costs of production, that is the ratio of
wages to average labour productivity, firms can in principle try to lower wages, but wages, and
especially wages in dollars are high with low real exchange rates. Wages in dollars cannot be touched
for the same reason that nominal exchange rates are not touched. One possible way of dealing with
wages directly is through lowering the gap between the cost of labour to producers and wages
received by workers. In Argentina, with its regulated and taxed labour market, this gap is very wide:
18.per cent contributions from employees and 33 per cent contributions from employers, resulting in a
gap of more than 50 per cent?. The government has thus diminished employers payroll taxes for some
sectors by 30 per cent and a labour reform was discussed in Congress in late 1994. So, while there is
room to decrease unit costs of production through narrowing theé gap in labour costs, it is going to be
neither rapid nor wide, given the political constraints faced by the current administration.

Firms can increase labour productivity, the other adjustment plank, by:

I using more capital-intensive techniques: buying more capital, usually an imported good in
Argentina, with the added incentive of its price being relatively low. The balance of trade
figures report, one third of imports correspond to intermediate capital goods;

using less labour, especially less skilled labour, and obsolete skills;

increasing labour productivity directly through incentive schemes such as pay-for-
performance and other management téchniques.



These three strategies, more complements than substitutes, imply that there is an incentive to
lay-off the more unproductive workers, and substitute them with lower-priced capital goods,
simultaneously creating a situation where non-working people have the incentive to wait for one of
the high-wage jobs in the economy. Conversely, the structural-adjustment programme in itself means
the end of the era of import substitution and some kinds of labour- market activities that are no longer
needed: bureaucrats, rent-seekers or simply artisans working for a closed economy. While this type of
labour faces a lower demand, highly skilled workers, especially those uncontaminated by the old
model, face an increased demand reinforced by complementarity with the newly acquired capital
goods and the need for efficiency.

In sum, the labour market is supporting most of the pressures of the adjustment, sustaining
growing unemployment together with higher relative wages for skilled workers.

If newly created unemployment is seen in this perspective, and some workers are “paying” the
cost of the adjustment process, having accumulated the wrong kind of skills for the new model, there
is nothing to blame on the government. Jobs are still being created, labour productivity is increasing.
Unemployment is supporting the transition to 2 market economy as workers cannot be reconverted in
an instantaneous way; nor is it economically efficient to reconvert or retrain older workers. There is
still room to decrease unitary costs of production through wider flexibility and lowering of taxes on
the labour market. These measures certainly contribute to higher unemployment, but they are not the
main cause of the rise in unemployment rates,

This paper will describe the current situation in the labour market in Argentina in the light of the
structural adjustment programme, The aim is to present the situation with regard to relative wages and
wage inequality and the evolution of employment and unemployment. While theoretically one can
expect a short- to medium-run increase in wage inequality and unemployment, which could be
self-correcting in the long run, such outcomes can produce a halting in the stabilisation programme
due to political constraints.

Simple analytical framework

There is no consensus in the theoretical or empirical literature on the effects of trade
liberalisation on relative wages and unemployment. Recently, the United States has been experiencing
an increase in the relative wage of skilled workers, which a growing number of researchers attribute
o increased trade, which has raised the relative demand for this type of labour. However, the
evidence is no conclusive3, The theoretical framework used in the US case is that trade leads, via
Factor-Price-Equalization (FPE), to raising relative wages in developed countries. The same argument
should lead to a decrease in relative wages in less developed countries, where less-skilled workers are
more abundant. The argument for less developed countries is that trade liberalisation eliminates
capital subsidies, raising the cost of capital relative to labour and inducing a shift in the composition
of output towards more labour-intensive products.

However, in Argentina the stabilisation plan tended to decrease the price of capital (since most
capital goods are imported in Argentina) relative to the price of labour through not only lower relative
tariffs for intermediate capital goods but with an overall lower real exchange rate.

The real exchange rate is one of the most fundamental relative prices in an open economy*. It
results from the internal price of tradeable goods (IPT=PT.E) over the price of non-tradeable ones
(PN) and it fundamentally affects the allocation of resources in the Argentine economy.

Figure 1 shows the evolution of the real exchange rate from 1970 to 1994. It is defined as the
US WPI multiplied by the paralle]- market exchange rate in Argentina (austral/dollar) and divided by
the Consumer Price Index of Argentina, This measure is an approximation for the Argentine case of
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e = PTE/PN. Defined in this way, a high real exchange rate implies an improvement in Argentina’s
competitive position relative to other economies.

Given the smoothness in the US WP, variations are determined mainly by differential rates of
increase in the nominal exchange rate and prices. A variety of factors are found in the literature about
the determinants of changes in this measure: among others, the ratio of trade balance to GDF, internal
terms of trade, government spending, tariff reductions and international capital movements.

The importance of the evolution of e for this economy is that in the period under review it has
become extremely volatile. Although correlated, changes in two or three times the level of this
variable can take only a couple of years.

Argentina experienced a major overvaluation during 1979 and 1980; the real exchange rate in
1980 was half the level of 1977-78 and a third of the level in 1974. This overvaluation of the
Argentine currency has been explained in the literature [see Sjastaad and Rodriguez (1979) and Calvo
(1987)] as being a consequence of the 20 December 1978 “Tablita” plan, which failed to reduce the
fiscal deficit, but produced an increase in the prices of non-tradeable goods with a “hooked” nominal
exchange rate (real-exchange-rate “misalignment”). After the abandonment of the plan in 1981,
through successive nominal devaluations the real exchange rate depreciated to reach three times the
1980 level. During the 1982-89% period the real exchange rate fluctuated by plus and minus 20 per
cent at a relatively mean average level. Beginning in 1990, the real exchange rate begins to decrease
accumulating approximately a 66 per cent decrease between 1989 and 1994.

The effects of the volatility of real exchange rates on different distributional aspects of the
labour market seem to be enormous. At the income-distribution level, the literature on international
trade stresses the relationship between real exchange rates and aggregate real wages (without
distinguishing in the simplest version between skilled and unskilled labour), or real wages as a
proportion of real return to capital. Depending on the model, the effect can be different. The most
intuitive explanation in a two-goods model comes from the idea that “labour” is a non-tradeable good,
so if e increases, the relative price of non-tradeable goods decreases, and there is a decrease in real
wages. In a more structured way, the “Stolper-Samuelson” theorem of international trade for -a
two-good two-inputs model says that an increase in the relative price of the good that uses labour
intensively will increase the relative remuneration of labour against capital. This issue has crucial
policy implications for the Southern Cone countries or other import-substituting economies. Trade
liberalisation (mainly through tariff reductions) has been opposed by different “interest” groups in
these countries because they claim that labour will “lose”. The assumption is that there are two
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sectors, the agricultural sector and the manufacturing labour-intensive sector previously competing
with imports.

When there are more factors or more goods the relationship can be ambiguous. Rodriguez
(1981) shows that in theory, a positive relationship can be found between functional income
distribution and tariff reductions. The main features of his model are three sectors, the agrarian sector
(the exportables), the industrial sector (which competes with imports) and the service sector (the
non-tradeable sector). Production is carried out through the use of three factors of production: labour,
land and capital. Labour is used in the three sectors, land only in the agricultural sector and capital
only in services and industry. He finds that for every one-pomt decrease in duties on imported
industrial products, real wages will rise by at least eight points®,

On the individual or demographic side, we also expect differential effects. (Of course, these
effects are interrelated in some sense with overall income distribution.) The change in relative
demand for tradeable and non-tradeable goods will cause changes in the relative wages for these
sectors and differential effects depending on how sectors are differentiated by intensity of education,
gender and experience, will emerge, For example, women are overrepresented in the service sector
and where they tend to have hlgher levels of education than men, If the real exchange rate decreases
we will expect their earnings to rise relative to those of men.

When labour is dissagregated into skilled and unskilled groups, if we rely on the FPE we expect
declining relative wages, while if we rely on capital substitution and search for efficiency, such as
incorporating R&D to deal with competitiveness, we expect the opposite to occur, that is, an increase
in relative wages for skilled workers. In this case, the relatively higher demand for capital is
complementary to more skilled labour and is a substitute for less skilled labour. We thus expect to
find an increase in wages for more skilled workers and a worsening in income distribution. The effect
on aggregate demand for labour will depend on the scale effect: if GDP increases sufficiently with the
lower price of capital, there will be increases in the demand for all factors of production. However,
the net effect will be a higher demand for capital, more skilled workers and lower demand, at least in
the short run, for less skilled workers. Stokey (1994) developed a theoretical model where rising
capital flows from trade liberalisation in an LDC raises relative wages in the medium-run, until
endogenous human-capital formation catches up. On the other hand, the switch from a model of
import-competition to export-led-growth and international competition means that skilled labour used
in the previous setting will not have the same rental rate in the new model. There will be individuals
who have accumulated the wrong type of skills, either formally or through training on the job (an
example can be an excess of lawyers, or public relations individuals functioning as rent seekers). This
implies that the higher demand for skilled labour will be for newer skills. The pressures to be more
competitive are not only driving firms to buy more capital, they are increasing demand for skilled
labour and enhancing incentive schemes. These forces create higher unemployment and increasing its
average duration, since workers with skills would have the incentive to wait until they find a
high-paying job. However, if laid-off workers are unproductive in the new scheme, they should either
accept lower-paying employment or obtain retraining in higher-wage skills.

Changes in the structure of wages by sector, skill and education

Considering labour in the aggregate — that is, as one factor of production which together with
capital produces output — the simpler models predict that aggregate real wages can decrease (if the
tradeable sector is refativety more capital intensive) or increase (if there are more sectors than in the
traditional Stolper-Samuelson model of the tradeable sector is more labour intensive) following real
exchange-rate depreciation. Figure 2 shows aggregate wages for males aged 25-54 in the period
1986-93, using microeconomic data from the Household Surveys in Greater Buenos AiresS,
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The data support the hypothesis that aggregate real wages have increased since the stabilisation
ptan. However, when one considers wages differentiated by skill groups, the story is somewhat
different. In fact, as Figure 3 shows, wages for professionals have risen more than for white-collar
workers and these in turn more than for less-skilled workers, whose real wages have fallen. This
evidence contradicts FPE, in the sense that the relative abundance of unskilted labour is the factor that
gains after trade liberalisation.

Figure 3. Real wages by occupation prices 89
EPH October each year GBA
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Wages by Industry’ have also moved differently, confirming the hypothesis that wages in the
service sector have risen relative to manufacturing, but real wages in manufacturing have still
increased since 1990.

To gain further perspective on whether the alternative explanation to FPE — the higher demand
for capital and search for efficiency as explanations for rising relative wages — instead of looking at



Figure 4a. Real wages by sector prices 89
EPH October each year GBA
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relative wages by skill or industry (which a worker can change) a better understanding can be gamed
by looking at relative wages by educational level.

Relative wages in the economy are derived from changes in both derived demand for labour and
supply for each type of skill. Assuming imperfect substitution among labour types, an increase in
demand or supply will change the relative wage. Following Welch (1970), Freeman (1979), and
assuming a CES production funaction, we have that:

ﬁ/= ?/0‘(9—.?)

where W is the ratio of wages for more skilled or more e_ducated labour with respect to less educated
or less skilled, d and s are relative demand and supply respéctively for skilled labour, ¢ is the



elasticity of substitution for these two types of labour, and a hat over a variable indicates rate of
change.

So, if there is an increase in demand for highly educated individuals relative to supply, we
should expect an increase in their relative wage as long as the elasticity of substitution is not infinity.
This relative wage increase will be manifested essentially through an increase in the rate of return to
education. Pessino (1993, 1994) estimated the rate of return to education for the periods 1986-93
using household data; these estimates are summarised in Figure 5.

Figure 5. Evolution of the rate of return to
education males 25-54 - GBA
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Notice first that during the period 1986-89 the rate of return to education increased by almost
3 percentage points, from 10 per cent to almost 13 per cent. As documented by Pessino (1993), this
increase was due mainly to inflation and especially hyperinflation. After inflation ceased the
advantages more educated workers had of improving their relative position ceased. After 1990, there
was a gradual increase in the rate of return from a low of 9 per cent to more than 10 per cent in 1993.

These figures consist of the rates of return to one more year of education, on average, without
considering the different rates of return to primary, secondary and university years. While there is
evidence of a slight increase in rates of return to schooling, a different and more accurate perspective
can be gained studying the individual returns to primary, secondary and tertiary education since we
would expect an increase in their relative rate of return. Figure 6 plots the returns to education by
educational category.

There was a significant increase in the rate of return to tertiary education and a decrease in the
returns to primary and secondary education, causing a small increase in the overall rate in the
1990-93 period. This increase in returns for individuals with tertiary studies reveals the increase in
their relative demand with presumably low elasticity of substitution. This increment in the rate of
return to Higher Education occurred in spite of the increase in supply of highly educated individuals
during the period. The 1980s, with their stagnation, drove more people to school and the results can
be appreciated in Table 2.

Table 2 compares the schooling level (either complete or incomplete) attained in 1987 and 1993.
We see in this short period of time, an increase in the population of GBA with tertiary studies: while
in 1987 only 12.3 per cent of the population (aged 14 or over) had some tertiary studies, in 1989
more than 17 per cent finished that level. When one compares census data from 1980 and 1991, the



Figure 6. Marginal return to education by level
EPH October each year GBA
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enrolment ratio in tertiary studies doubled (from 20 to 40 per cent); however, part of this index results
from increased periods of residence in tertiary studies in Argentina.

Moreovet, by industry we expect that rates of return to education will increase mostly in sectors
with highér demand for skilled workers, that is, those sectors that have increased their capital
intensity and/or are in the process of lowering labour costs. In Table 3 we see that most sectors have
higher returns to education, especially the financial sector; workers in the manufacturing and
construction sectors increased their rate of return to education from 1990 to 1993, compensating for
the loss in return during the 1987-90 period. Figure 3 plots rates of return to education for the period
1986-93 for manufacturing, services (both formal and informal), construction and the public sector.

Per-cent,

Figure 7. Evolution of the rate of return to education by sector
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Although there is evidence that trade liberalisation with low historical exchange rates produced
an increase in the relative demand for skilled workers (see the bottom panel of Table 3), the increase
is relatively higher in the services sector and construction.

This is a first step towards overall unit costs reduction in Argentina, since we expect that the
lower prices of services will contribute to lower prices of tradeable goods. There is still, however, a
long way to go in terms of structural adjustment to see if these changes were only brought about by
the' overvaluation of the peso. Note that the increase in real manufacturing wages (see Figure 4) and
the increase in the rate of return to education from 1990 until 1993 (Table 3) might be biased towards
those manufacturing sectors that receive special government protection, such as antomobile and paper
manufacturing. :

As a consequence of these-factors, income distribution in the Greater Buenos Aires area
worsened after the convertibility plan. This is because, if rates of return to education increase, so will
(other things constant), the variance of log wages. Figure 8 plots the highest income decile divided by
the lowest decile. Notice that a higher real wage and greater inequality of wages does not mean that
in terms of welfare Argentina is worse off [see Shorrocks (1983, 1988) for a discussion on these
matters], moreover, welfare was at its lowest in the 1985-1989 period with declining real wages and
increasing inequality. This is an important fact, which should be kept in mind by authorities worried
by increasing income inequality. In the case of Argentina growing income inequality is accompanied
by higher real wages, but also follows the structural adjustment process, which requires higher rates
of return to education.

Figure 8. Income distribution
highest 10 per cent divided by lowest 10 per cent
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Unemployment consequences

The change in relative demand for labour brought about by the Stabilisation Plan implies more
mobility of workers across sectors and occupations. Following Lillien (1982) and subsequent
literature, sectoral shifts alone can explain increasing unemployment. While in the short run,
educational levels are not easy to change, sectors that acquire capital and sectors facing international
competition will try to hire more skilled labour and dispose of workers with either low skills or skills
that are obsolete in the new context. At the same time, employers trying to increase labour
productivity further will use incentive schemes, raising wages to motivate the employed workers, and
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wages (being nominally difficult to diminish) will not tend to move downward at least in the short
run.

Figure 9 shows the evolution of unemployment from 1974 until 1993.

Figure 9. Unemployment rate
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Notice that the unemploymeit rate accelerates in 1992, the May 1994 figures showing a further
I per cent increase. '

To determine whether the increase in unemployment was due to similar reasons as those for the
increase in rates of return to education, we should find that unemployment did not increase just for
those with lower skills, but also for highly skilled people in the import-substitution sector.

Table 4 comparés unemployment fates by education in 1987 and 1993 (October of each year).
The comparison between these two years is similar to that between 1991 (the start of the
Convertibility Plan) and 1993,

Table 4 shows a higher proportion of the unemployed among tertiary and secondary educated
workers, This increase is higher than the increase in employment by educational categories (see
Table 2).

Table 5 compares rates of unemployment by sector, showing that the more human-capital
intensive sectors also produced the higher rates of increase in unemployment. As an example, the
financial sector has both the greatest increase in rates of return to education and the larger lay-off rate
among the group of firms,

Furthermore, the work of Pessino and Giacchino (1994) showed that unemployment increased
more for white-collar workers than for blue-collar workers, contradicting the usually held view that
unemployment tends to increas¢ more for the low-skilled workers.

While the demand side of the increased unemployment shows evidence of a shifting of skills,
both towards higher skills and to substitution of new for obsolete skills, there was also a response on
the supply side of the market. In particular, labour-force participation of women increased as did their
unemployment. However, Pessino and Giacchino (1994) showed that this increase was more an
“added-worker effect” produced by the increase in unemployment of prime-age males. In this sense,
unemployment of women augments but is not the main cause of increasing unemployment.
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A further cause of the increase in rates of unemployment was the introduction of unemployment
in 1992, This compensation for laid-off workers was established with a replacement ratio of 80 per
cent and a maximum pay of 400 pesos (without counting family subsidies), financed through an
additional payroll tax. As of December 1993, at least 10 per cent of the unemployed collected
insurance, and the rate of coverage was expected to increase. As Pessino and Giacchino (1994)
showed, this compensation had the effect of increasing the average duration of unemployment, and
this alone might contribute almost a 1 per cent increase in the measured unemployment rate since
1992. If the compensation continues to have the same pay and minimum conditions to qualify, we
expect a further increase in the unemployment rate on this account,

While there was an increase in unemployment, employment as a proportion of the population
remained relatively stable since 1985. Figure 10 shows the evolution of employment for prime-age
(35 to 49) males and females and the aggregate.

Figure 10. Employment as a proportion of age group
35 to 49 years of age — October EPH
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Note, that at least in terms of this cohort of women with a more stable labour-force

participation, there was a proportionate increase of the group in the jobs created in the economy. For

men, employment did not grow and in the last three years showed a slight decline8,

These results imply that with growing (absolute)} employment, and growing GDP, it is not clear
if the average productivity of labour increased or declined. However, the increased rate of return to
education, higher wages for more skilled workers, higher unemployment both due to sectoral shifts
and incorporation of capital-intensive techniques, and the search for competitiveness through
discharge of obsolete human capital and incentives schemes to motivate the labour force should point
to an increase in labour productivity. This increase should be higher in the sectors that are
experiencing these changes most. Table 6 shows average productivity for different sectors of the
economy and Figures 11 A and B plot these relationships with a base of 1980 = 1.

Overall, between 1990 and 1993, average labour productivity (AP) increased by approximately
5.5 per cent per year, or by 17 per cent, while if one takes 1994 into account, the annual increase is
6.5-per cent, giving a figure for the whole period of 22 per cent. Conversely, prior to 1989, average
labour productivity decreased by 1.9 per cent a year. There were clear differences in productivity
growth by sector. Since 1990, AP in agriculture increased around- 3 per cent a year, mining by 2.6 per
cent, manufacturing by 11.7 per cent, construction by 12.7 per cent (although it had a similar
performance 1987 and 1988), electricity by 3.9 per cent, trade by 3.9 per cent, transportation by
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Figure 11a. Average labour praductivity
GDP 1986 prices divided employment
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Figure 11b. Average labour productivity
~GDP 1986 prices divided employment
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1.6 per cent, the financial sector by 8.3 per cent and finally, personal-services AP decreased by 0.7 a
year.

It is not surprising that average productivity increases in “booms™ coinciding with the highest
rate of growth in GDP in the last 30 years. According to business cycle theory, this happens because
of labour hoarding, since labour is a quasi-fixed factor of production. When changes in demand come
to be regarded as more permanent, demand for labour tends to increase. If the technical change is
non-neutral, however, labour productivity will be higher in the steady state. Evidence of this is the
increased demand for educated labour in some sectors which should produce an increase in
productivity by itself. Perhaps the highest incentive for this growth in Iabour productivity is the need
to compete with imports and to decrease prices of exportable goods. However, the largest increases in
productivity have been obtained in manufacturing and construction, the former mostly composed of
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import substitutes and the latter of non-tradeables, The exportable goods, such as those from mining
and agriculture have experienced the lowest increases in productivity®. The real forces of the economy
are working towards a higher real exchange rate and hence more competitiveness.

Although the trend towards higher labour productivity is positive and continuing, unit costs of
production as proxied by wages in (dollars) divided by average labour productivity are still much
higher than at the beginning of the Convertibility Plan'C.

Table 7 compares dollar wages, average productivity and their ratio for selected sectors for the
years 1989, 1991 (the beginning of the Convertibility Plan} and 1993,

While the rate of real exchange rate appreciation between 1991 and 1993 was 20 per cent, the
average increase in dollar wages was approximately 50 per cent!!, Note that in a simple model with
two sectors, tradeables and non-tradeables, and under a fixed exchange rate, under equilibrium in the
non-tradeable-goods market, the following equation holds [see Edwards (1989)1:

)

A A +
WE, = —1E

3:‘“1?‘:
£

where W is the nominal wage rate, E is the nominal exchange rate, e= Pr«E /Py, Pr is the price of
the tradeable good, Pw is the price of the non-tradeable good, and T is a parameter that captures
technological change or productivity gains (shifting supply of non-tradeable goods). The parameter
1 (<0) is the elasticity of demand of N with respect to the relative price of N, € (<0) is the elasticity
of supply of N with respect to the W in terms of P, and finally v (>0) is the elasticity of supply of N
with respect to T. This equation states that a real appreciation increases dollar wages while
productivity improvements will also tend to increase them. Note that it also implies that a given real
appreciation of x per cent will impact by more than x per cent in dollar wages. The appreciation of
the exchange rate by 20 per cent with increases in productivity of 12 per cent and an increase in
dollar wages of 50 per cent is therefore not incompatible!?. Moreover, this simple model assumes
only one class of labour and does not capture the increase in aggregate wages induced by a higher
demand for skilled workers. .

Returning to Table 7, unit costs increase less than dollar wages since there were gains in
productivity, and on average there was a 33 per cent increase in unit costs. If one deducts from these
costs, say 10 per cent from the reduction in payroll taxes, there is still a 22 per cent increase between
1991 and 1993. .

Unit-labour costs measure the ability of a country to compete internationally, a relative increase
in unit-labour costs reflects a loss of competitiveness and of the ability to penetrate international
markets. Although it will be useful to compare these numbers to other Latin American countries,
especially those forming Mercosur, it is clear that Argentine exports were just 5 per cent of GDP in
1993 or approximately $12 billion. Argentina is still very far away from reducing unit labour costs.
Further increases in productivity or direct reductions in labour costs are needed.

Conclusions and policy recommendations

The evidence we have presented showed that the change in policy brought about by the
Convertibility Plan had important consequences for outcomes in the labour market.

First, relative wages for more educated individuals increased during this period, notwithstanding
the increase in their supply!3. Relative wages increased for more skilled workers and for the services
sector, especially the more intensive-human-capital sectors.

Second, and as a consequence of the first result, inequality of wages increased. However, from a
welfare point of view, this distribution of wages may be regarded as an improvement. In addition, the
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higher dispersion encourages individuals to invest in more and better education, so that there is no
reason to expect that this increased inequality will continue in the long run.

Third, the same forces that produce increased rates of return for tertiary-educated individuals,
through a biased demand towards them, implied lower demand for less skilled workers and for
workers with “obsolete” skills.

Fourth, the same dynamic implies that employers will not in the short run diminish wages
significantly in the face of higher unemployment. This is because their need for productivity growth
means they have to maintain or even increase wages to motivate the labour force. If this is indeed the
case, there is no short-run hope for & decrease in unemployment!4.

Fifth, the lower real exchange rate has not been translated into a proportional increase in unit
costs of production, since after 1990 there was an increase in labour productivity. However, these
costs are still higher than historical levels, and further increases in productivity are needed.

Sixth, the Stabilisation Plan was still underway at the time of writing. While the indicators show
evidence of a restructuring of production in the economy towards a more competitive stance, the
appreciation of the peso in itself (without trade liberalisation or reconversion) can also produce a
higher demand for human capital and increase unemployment. Moreover, Argentina did not produce a
significant increase in exports brought about by this presumed reconversion.

What can the government do under these conditions?

In principle, the increase in wage inequality is temporary and is giving the right signals for
individuals to invest in human capital. There is then no need for manpower planning or any
educational planning. Where the government can and must intervene is in the improvement of
educational provision and its quality for the population. The current system of free public schools for
everyone is subsidising the rich, since the poor have little access to any type of education and yet they
pay for the education of the rich through taxes. Moreover, the lack of competition between public
schools and the declining educational budget over the 1980s have resulted in a deterioration of the
quality of education.

One of the most important measures to be undertaken is the lifting of regulations in the labour
market. The main impediments to free mobility of labour and the causes of higher costs have to do
with current legislation in Argentina, especially the restrictive lay-off policy, mandatory severance
payments, accident compensation, the considerable power of unions in setting wages, minimum wages
and high payroll taxes. This “flexibilisation” of the labour market can at least enhance prospects for
the young to find employment and smooth the transition between sectors for individuals.

Another policy undertaken by the government is the provision of training programmes for young
and less educated workers. The programme consists of subsidising the groups’ employment as trainees
in the private sector. While this can alleviate the unemployment rate of younger workers it can worsen
the unemployment rates of more mature workers if there is some possibility of substitution. If
providing training programmes substituting for incomplete schooling for the poorest part of the
population cannot be regarded as a bad policy (if on equity grounds most of the population is
subsidised to complete school), such programmes will not necessarily succeed in lowering
unemployment rates.

The other major programme introduced by the government — unemployment insurance, with a
replacement ratio of 80 per cent and a maximum pay of 400 pesos (without counting family
subsidies) — apart from being financed through an added payroll tax, is increasing the rate of
unemployment. The government should find a different way, if it wants to decrease poverty, instead of
subsidising leisure in such a way.

In sum, government intervention in trying to accelerate the process towards full structural
adjustment should be: to lift restrictions on mobility in the labour market to avoid increasing
unemployment more than necessary; to improve the educational system by making it more
competitive and allowing equal access to the population without the need to provide it publicly; and
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to lower payroll taxes through decreased employer and employee contributions and through improved
legislation on mandatory severance payments and accident compensation. Politically, higher
unemployment and low competitiveness of the economy are hard to sustain. However, the path to
improving competitiveness has just begun and most corrective measures to avoid the transition (such
as increasing protection for selected products, or giving massive unemployment compensation) will
not help in achieving the goal.
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Notes

The average tariff masks variations according the degree of completion of the good: zero tariff for imports of
intermediate capital goods, between 2.5 per cent and 15 per cent for raw materals and intermediate goods and 20 per
cent for finished consumption goods. See Rodriguez (1994).

This gap does not take into account severance payments and compensation for accidents. Firms constitute provisions
for this eventuality, which increase the gap by an average of 6 per cent.

See for example the work of Bound and Johnson (1992) and Katz and Murphy (1992).

The terms of trade, defined as the ratio between the doliar price of exports and the dollar price of imports, is another
important relative price in an open economy. The effect of this variable on microeconomic relations in Greater Buenos
Aires is presumably of second order when compared to the effects of variations in the real exchange rate.
Additionally, it is expected that an improvement in the terms of irade will decrease the real exchange rate through an
increase in foreign exchange. For these reasons, the analysis of the impact of this variable on micro relations is left for
future work.

Rodriguez concludes the paper by stating that “This ratio of eight to one between tariff reductions and real wage
increases is certainly almost beyond belief, but it should serve as a warning to those who habitually assume a negative
relation between protection and real wages. It is to be hoped that further empirical research will shed more light on
this fascinating relationship.”

Note that nominal wages were extracted from the Household Surveys of the Greater Buenos Aires area in October of
each year. There are other surveys, mainly sectoral surveys, which calculate much lower rates of change in real wages
for the period after 1990. [See FIEL (various issues) and Carta Econdmica (various issues)]. However, the surveys
tend to weight more less-skilled workers, for whom wages have increased the least or not at all.

These results and all that follows refer to data on wages and returns to education for male wage and self-employed
workers, 25-54 years of age. The household data is from Greater Buenos Aires area (GBA) that comprises 40 per cent
of the population and a higher proportion of GDP,

For all the age-groups of workers, the behaviour of this time series is similar.

Note that balanced growth in productivity will produce an increase in aggregate supply in Argentina and thus a real
depreciation of the peso. However, if productivity growth is biased more towards the non-tradeable goods, we expect
a further increase in the real exchange rate. See Marston (1987) for evidence on differential productivity growth
between the United States and Japan.

A more accurate measure of unit-labour costs considers wages received by employees plus all the payroll taxes of
employees and employers and all forms of wage compensation. The major change during the period was the reduction
in employer payroll taxes of 30 per cent; however this reform began in 1994,

Using data from industrial and sectoral surveys, the dollar wage increase during this period is estimated between 25
and 35 per cent. The sample was restricted to the wages of formal-sector, 25-54 year-oid workers since this group
contains the most unskilled workers,

Note that the increase in T will also produce an increase in e, through a lower price of Px.
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14.

Robbins {1994) studying the experience of trade liberalisation in Chile afier 1975, also found a widening of relative
wages in favour of skilled workers. During the early 1980s Chile also experienced very high unemployment rates and
real- exchange-rate wndervaluation.

However, in terms of “efficiency wages” theories, we would expect that higher unemployment in turn will be an
incentive means for workers in itself, and wage increments to motivate workers might no longer be needed, See
Bulow and Summers (1986).
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Table 1. Principal indicators of the Argentine economy

1980-84 1985-89 1990-94 1994

(projection}

GDP (1986 prices) 0 849.1 9 800.5 11 009.5 12 360.5
Annual rate of gro\hh (%) 09 -1.1 1.0 4.5
Consumption {1986 prices) 7779.6 7 781.7 90326 10 202.1
Iavestment {1986 prices) 21438 1740.9 2 089.6 27624
Unemployment (October, Greater Buenos Aires — %) is5 5.5 16 10.5

- Employment (millions) ' 97312 10 655.4 11 529.5 11 753.0
Trade balance (S millions) 12670 3 286.9 ©150 -5 300.0
Real exchange rate/SUS ' 102.6 119.1 543 435
Inflation (annual average rate — %) 268.1 863.2 505.2 A 40

‘ Average labour productivity . 0.96 091 096 1.05

Note:  Averages over the period, the data for 1990-94 is estimated. )
Employment figures are estimated from éensus dats, houschold data and industrial surveys. The trade balance is defined a5 exparts minus impotts. The
real exchange rate is defined as the nominal exchange rate multiplied by the US wholesale-price index and the consumer-price index in Argentina.

Table 2. Schooling by level — Population and employed, Greater Buenos Aires, 14 and more years of age

(percentages)
N . - Primary Secondary | Tetiary
Populatiof > 14

g7 - - 55.6 2.1 : 123
: £993 . 48.5 338 1.7

j iEmpldj..'cd‘::- Il4 - ' |
1987 53.8 29.6 16.6
1993 o o 431 319 244

e g

Source: Own calculation with data from INDEC, EPH, October each year.
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Table 3. Average returns to education, Greater Buenos Aires
(by sector and occupation, 1987, 1990 and 1993)

1987 1990 1993 1990-1987 1993-1990
Average retumn 10.3 9.0 9.9 -1.3 +0.9
Average return by scctof
Manufacturing 10.9 78 9.8 29 +2.0
Services, informal 87 10.0 10.1 +13 +0.1
Services, formal 10.8 8.2 10.3 -2.6 +2.1
Financial services 8.3 11.7 15.3 +24 +36
Construction 17 27 8.1 S0 454
Public services 10.5 9.9 9.9 -0.6 0.0
Average return by occupation
Professionals ’ g1 10.0 13.7 +1.9 . T +3.7
White-collar 83 6.9 74 -14 .+0.S
Blue-collar 6.6 47 3.0 -19 -7
Source: Own calculation. See Pessine (1994),
Table 4, Unemployment rates by educational level
(percentages)
Primary Secondary Tertiary Total
Proportion of unemployed l
1987 60.7 308 B.5 100
1993 X 4.0 41.5 14.5 100

" Source: Own calculation, on the basis of EPH, INDEC.
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Table 5. Proportion of the unemployed in each sector

1987 1993 % increase
Unemployment rate 5.2 - 9.6 84.6
Unemployment rate by sector
Very human-capital intensive 19 4.2 1211
Financial services 13 108
Services to firms 3.2 6.4
Public administration 1.2 24
. Public instruction 13 1.8
Medical services 20 0
Moderately intensive 45 7.6 68.9
Chemical products 6.0 10.1
Machinery, metal 32 6.5
. Other manufactoring . 5.1 83
Electricity, gas and water 0.0 14.5
Retail/wholesale wade 50 7.0
Transportation- 29 : 83
Less intensive 7.4 130 75.7
Food. beverages, tobacco 6.7' 9.9
Textile - 6.5 109
Construction ‘ 107 162
Restaurants, hotels 72 10.5
Repair services . 8.2 . 10.0
Domestic services _ 59 - _ 145 ]

Source: See FIEL (1994).
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Table 6. Average labour productivity

(GDP 1986 prices/Toial employment)

Total GDP  Agriculiure  Mining Manifacturing  Construction Electrcity & Trade Transport/ Financial Personal

waler Communication sector services

1980 1.02 0.58 3.86 142 0.77 1.49 1.05 0.78 323 0.59
1981 096 0.63 4.06 1.32 0N 1.50 0.87 0.73 3.34 0.60
1982 0.92 0.63 3.57 1.28 0.75 1.52 0.78 0.75 2.96 0.58
1983 0.96 0.65 4.20 1.3% 0.30 1.62 0.83 0.76 2.80 0.60
1984 0.95 0.64 4.45 1.37 0.72 1.69 0.82 0.85 2.85 0.58

. 1985 0.89 0.64 4.58 1.25 0.65 1.59 0.73 0.79 2.66 0.56
- 1936 0.92 0.66 4.53 1.40 0.83 1.68 071 0.81 2.87 0.54
1987 0.95 0.64 424 1.42 0.90 173 076 0.85 277 l 0.55
1988 0.92 0.72 4.51 131 0.87 1.62 0.74 0.85 281 0.54
- 1989 0.86 0.66 467 1.30 0.68 139 . 0.65 0.86 264 0.52
- 1990 0.86 0.1s 493 .39 0.60 1.38 0.65 031 2.5i _ 0.50
; 1991 0.50 0.7 4.65 1.6% 0.64 1.22 0.69 0.84 258 048
1992 097 0.81 5.03 1.83 0.81 1.45 073 0.83 3.02 048
. 1993 01 o082 532 193 086 155 073 0385 3190 049

:Sthree: Own talcutation on the basis of sectoral GDP data from the Narional accounts, Economic Ministry, and employment figures estimated by FIEL.

. h

e

23



Table 7. Dollar wages, average productivity and their ratio
(Selected sectors, 1989-1991-1993) '

1989 1991 1993 1989-91 1991-93

All sectors
% %

ALP 0.86 0.9¢ 1.04 4.7 122
Dollar wages 203.1 659.6 986.1 224.8 49.5
Unit costs 236.2 7329 976.4 2103 332
Mamufacturing
ALP 1.30 1.69 183 30,0 T2
Dollar wages' 183.4 589.5 8872 , 2214 50.5
Unit costs 141.1 348.8 4597 1472 318
Construction
ALP 068 . 0.64 0.86 5.9 34.4
Dollar wages 137.1 497.8 8517 263.1 711
Unit costs 2016 777.8 950.3 2858 273
Service sector ‘ L
ALP : 086 0.84 085 23 M2
Doltar wages L 226.5 7439 11007 ¢ 2284 i v 480
Unit costs 2634 885.6 12950 236.2 46.2
Personal services
ALP 0.52 048 0.49 1.7 2.1
Dotlar wages 160.1 600.6 917.7 275.1 528
Linit costs 3079 1251.2 18729 3064 49.7
Financial services
ALP 2.64 258 319 2.3 236
Dollar wages 3409 970.3 1667.2 184.6 718
U_nit costs £29.1 376.1 522.6 » 191.3 390

Source: Own catculation. See Pessino (1994).
As there is no matching between total services sector from National accounts and the Survey on wages, Retail and whelesale trade productivity and
wages were used for the overall services sector. Unit costs for personal services is the ratio between personal services average labour productivity and
wages in the informal services sector.
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Introduction

The 1980s marked the beginning of important economic transformations in many Latin
American countries. At the outset of the decade, the economies of most of the countries in the region
still based their production development on an import-substitution model that had been adopted in the
1950s; by the end of the 1980s, a great number of these countries were promoting an outward
development of their production activities. The purpose of this was to take advantage of production
opportunities for the international market, and thus not only increase the potential for productive
employment generation but also raise the income levels in the country.

The aim of this paper is to analyse, on the basis of the Mexican experience, the effects of
economic opening and financial liberalisation on employment and wages.

We shall go on to briefly describe the reasons for economic opening and financial liberalisation,
and stress their importance to the country’s new development strategy. Then we shall make a first
assessment of the effects of economic opening on employment and wages in 1988-93. The results of
economic opening, which. in its first phase was unilateral, were seen in lower “profit margins”,
increases in productivity and in wages, greater vitality in the export sectors, and a restructuring of
employment in the manufacturing industry. However, the implementation in this same period of a
macroeconomic stabilisation programme and the simultaneous slowdown of growth, due to a number
of different factors, make it difficult to identify the direct effects of unilateral economic opening on
employment. The second phase of economic opening, which includes reciprocity, is just beginning;
for this reason, we shall present mainly forecasts as to the expected effects. Thereafter, we shall
describe the results of financial liberalisation, emphasizing the role of foreign investment in achieving
a sustained high growth that can enable a favourable balance of payments. This will be followed by
our main conclusions.

The reasons for economic opening and financial liberalisation

During the first stage of import. substitution, high growth rates were experienced in a stable
macroeconomic context; unfortunately, given the aforementioned distortions and inefficiencies in the
production system, these were not accompanied by a sufficient number of job opportunities and better
income distribution. By contrast, in the second stage, instead of getting to the root of the problem, the
sort of fiscal and monetary policies that were implemented sacrificed macroeconomic stability in
exchange for a temporary rise in the growth of output and employment. For that reason, the priority
of the new development strategy since 1983 has been to eliminate, through structural change!, the
distortions, inefficiencies and oligopolies in the domestic market that in the past made it impossible to
completely absorb the labour force despite economic growth. Current government policy also seeks to
re-establish macroeconomic stability, which is the prerequisite to sustained economic growth. In other
words, the new development strategy aims at developing a context that will favour a renewed high
and sustained growth, capable of generating the job opportunities needed to face the unemployment
and underemployment problems?.



Economic opening and its effects on employment and wages

Unilateral and reciprocal economic opening: conceptual considerations

For the sake of clarity, we shall begin the following presentation® by defining the objectives
pursued in each of the economic-opening phases. During the opening’s unilateral phase, market
maladjustments, distortions in relative prices and the anti-export bias are corrected; during the
opening’s phase with reciprocity, the aim is to obtain efficient resource allocation in a free-trade
context.

Protectionist trade policy favoured the emergence of oligopolies in the domestic market. This
made the selling price of products greater than their incremental cost, which implied the existence of
an excessive mark-up. The unilateral reduction of tariffs causes the price of imports to put pressure on
the price of domestic goods in the economy. A unilateral opening up of trade corrects market
maladjustments by eliminating the oligopolies that emerged as a result of a protectionist trade policy.

The phase of opening with reciprocity entails additional tariff reductions, which causes
production and employment in the domestic-goods sector of the economy to decrease as against the
levels corresponding to a situation of perfect competition. Nevertheless, although lower tariffs bring
about a contraction in the domestic sector, the export sector of the economy expands as a result of the
trading partners’ lowering tariffs. In other words, once the process of the unilateral opening up of
trade has been completed, the opening up of trade with reciprocity means that job opportunities will
shift from the domestic sector to the export sector. The net changes in the total employment level can
be expected to be positive by virtue of the difference between the size of the domestic market and
that of the trading partners’ markets. In addition, if work in the export sector tends to be more
productive than in the same sector abroad, this has two effects: first, economic opening with
reciprocity between trading partners makes Mexico’s exports more attractive than the national
products in countries where production costs are higher, which leads to an expansion of employment
in the export sector; second, the greater productivity of this sector, as compared to the domestic-goods
sector, means that the former offers relatively higher wages, which leads workers to mobilise on an
intersectoral basis to obtain, through competition, a rise in real wages in the economy as a whole.
Thus, the trade-liberalisation phase with reciprocity tends to increase the employment level and raise
workers’ wages through a better reallocation of production resources®. That is to say, the loss of a
share of the domestic market is more than compensated by gains in the international market.

it should be emphasized that the initial existence of oligopolistic markets lessens the contraction
in the domestic goods sector® caused by economic opening, inasmuch as during the unilateral phase,
market inefficiencies are corrected. In other words, unilateral opening up, by diminishing oligopolistic
revenues, increases production and employment, which lessens the net contraction effect in the
domestic sector caused by the opening’s phase with reciprocity. Theérefore expanston of the export
sector will tend to generate strongly positive net changes in the level of employment as compared {0
the situation prevailing when the economy was protected against foreign competition.

Unilateral economic opening (1983-93)

Main policy measures

The unilateral opening of the economy was radical and relatively rapid from the beginning. In
late 1982, all purchases from other countries required a prior import permit and the maximum and
weighted-average tariffs were 100 per cent and 16.4 per cent respectively. First steps in the direction
of liberalisation of imports were taken as of 1983: 83.5 per cent of the value of the imports was
subject to permits and the weighted average went down to 8.5 per cent. In 1985, economic
liberalisation was stepped up with additional elimination of import permits, bringing the value of



controlled imports down to 33.1 per cent of total imports. Nonetheless, some tariffs were raised to
partly offset this opening, which in turn increased the weighted average to 13.3 per centf. (See
Table1.)

Mexico’s entry into the General Agreement on Tariffs and Trade (GATT) in 1986 did not require
significant adjustments in the area of trade, given the level of liberalisation that had been previously
reached by the Mexican economy. Nonetheless, adherence to GATT sent investors a clear signal of
the future permanence of trade liberalisation’, This strengthened belief in continued liberalisation and
encouraged a more rapid allocation of resources by investors to production activities with more
profitable perspectives in the context of international liberalisation®. With its entry into the agreement,
Mexico committed itself to continue reducing the proportion of imports subject to permits, to
eliminate official prices and to consolidate a maximum 50 per cent tariff for any General Import Tax
Tariff.

Unilateral trade liberalisation was stepped up as part of the stabilisation programme called the
Pacto, implemented in late 1987. The objective was to have import prices exert stronger pressure on
domestic goods prices in order to carry out the price controis explicitly established in the Pacto and
to avoid product shortages in the market. Thus, official prices were totally eliminated, the proportion
of imports subject to permits was reduced to 20 per cent, and import duty rates were fixed within a 0
to 21 per cent range, with only five tariff levels (0, 5, 10, 15 and 20 per cent). This last measure
sought to limit tariffs in order to minimise the distortions, due to trade policy, in the allocation of
resources to the various production activities. (See again Table 19)

Main results from unilateral economic opening

In Mexico’s recent economic history, structural reform and economic stabilisation have been
simultaneous processes, For this reason, it is clearly very difficult to study the effects of economic
opening on economic variables such as profit margins, real wages, employment, production and
income, independently of the effects that economic stabilisation has had on such variables at the same
tmel",

Keeping this in mind, we shall present a few analyses from which we will be able to make some
preliminary deductions regarding a number of important effects generated by economic opening.

a) Evolution of the “profit margins” in the different divisions of economic activity

Figures 1 to 6 show graphic estimations!! of the trends in “profit margins” for 1990-94 in 17 of
the different divisions of economic activity; agriculture, mining, foods, textiles, wood, paper, chemical
products, non-metallic mineral products, basic metal products, machinery and equipment,
miscellaneous manufacture, construction, electricity, business and hotels, transport and
communications, financial services and other services.

The average trend of “profit margin” for the economy as a whole shows a slight decline of about
6 per cent throughout the four and a half years under consideration. It can also be observed that,
compared with this average trend, the “profit margins” have contracted somewhat more in the
following sectors: mining, textiles, wood, basic metal industries, machinery and equipment, and
miscellaneous manufactures. All these branches are exposed to international competition, and
therefore the trade liberalisation engaged in years before is reflected, to varying degrees, in these
trends. Nonetheless, two branches, foods and chemical products, though equally exposed to
international competition, have shown a slightly lesser contraction in their “profit margins” than that
of the average for the economy.

In the divisions less exposed to international competition, “profit margins” have generally
developed upwards of the average trend. This is the case for the following divisions: electricity,
transport and communications, financial services and other services. The only exception in this class
of divisions less exposed to competition is construction, where “profit margins” have developed under
the average, even following a pattern practically identical to that of the “profit margins” for
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machinery and equipment production. This is interpreted as reflecting the fall in investment that
began particularly in 1992 as a consequence of the high real interest rates that followed the
uncertainty caused at that time by various events!2.

The described trends are interpreted in accordance with the predictions of economic theory, as
we explained above: liberalisation has led in general to a reduction of oligopolistic revenues, or undue
“profit margins”. This has contributed to the reduction of inflation, has put a halt to the worsening of
income distribution caused by the early 1980s recession and, in some cases, it has favoured an
increase in production!3,

b) Evolution in the main manufacturing-industry performance variables

Overview

The following are amongst the most outstanding trends!4. First, a rapid rate of growth has been
observed in productivity, which has enabled an equally substantial rise in average wages per
employed person (measured in real terms), without a significant increase in the cost of labour per
product unit. Indeed, productivity was growing at rates close to 4 per cent in late 1989, and four years
later, in late 1993, it was growing at a rate of about 7 per cent. Similarly, mean wages per person have
had positive growth in real terms throughout the period under consideration, also within the 3 to 7 per
cent range. The unit cost has remained relatively stable during this period'?, with a few fluctuations;
amongst these, some increase can be observed throughout 1989 and then during 1991 and the first
half of 1992.

Second, sustained growth has also been observed in exports and imports of manufactured goods,
especially the latter, between 1989 and 1991. From that time on, the aggregate growth rate for both
has slowed down, even though as of mid-1992 growth in exports again accelerated, which did not
happen for imports until mid-1993'%, As can be observed in the figure, growth in manufactured goods
exports stepped up between 1989 and 1991 and then, once again, from mid-1992 to mid-1994. By
contrast, imports rose during 1990, but then they grew at progressively lower rates until mid-1993,
when a slight improvement was observed once again.

Third, the evolution in the manufactured-goods prices was very similar to the course of general
inflation. The growth rate in prices has continued to decline since the beginning of 1991, reaching
approximately a yearly 5 per cent by mid-1994.

Figure 3. Surplus {Index 1990 =1)
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Finally, as far as employment is concerned, after a positive growth of nearly 2 per cent in 1989,
it has been in a period of decline since mid-1990, and, at the same time, there has been the beginning
of a slowdown in GDP and in sales in real terms. Given that the slowdown in the latter two did not
translate into an actual decrease in their absolute levels until the beginning of 1993, the reduction in
empldyment began to take place as of about three years before these variables began to fall in
absolute terms. It may be that the decrease in employment around 1989-90 could be explained as
much by an adverse development in labour cost per product unit, as by the increase in imports, since
in fact that period was marked by an intensification of both these factors, as can be appreciated in
Figure 8. Nonetheless, it can be observed that, starting in 1991, this situation changed, with imports
clearly beginning to decline while at the same time labour cost per unit stopped contracting. If, in the
context of trade liberalisation, the level of employment in manufacturing has become more sensitive
to variations in labour cost per product unit!?, this could explain to some degree the incipient decline
in employment around 1991, to which was added, from then on, an even stronger effect derived from
the slowdown in domestic demand. As we have mentioned, employment is likely to recover as
interest rates gradually go down and economic growth is recovered!®.

When we analyse behaviour in the manufacturing sector as a whole for 1989-92, we find that
the average annual growth rates were, respectively: for GDP, 4.1 per cent; for employment, -0.6 per
cent; for product per person, 4.1 per cent; and for real wages, 9.9 per cent. These figures suggest that,
given the stagnation of employment, the increase in manufacturing GDP was due essentially to
increases in productivity, which were reflected in higher real labour wages. If this analysis is valid
and the trend in productivity is maintained, then manufacturing GDP needs to grow at higher rates to
raise employment levels in that sector. In other words, if there is sufficient growth, an increasing
number of better paid job opportunities will be generated, but if growth is low or negative, then
employed workers’ real wages will increase, but unemployment will tend to grow.

Analysis by branches

Table 2 presents data on the particular development of the mentioned variables for the main
manufacturing activities. Performance in the nine main manufacturing branches differs noticeably
both by period and amongst branches.

Examined by periods, the development of manufacturing shows changing behaviour patterns.
For instance, it is generally observed that in 1989-91, the relatively more important manufacturing
divisions, such as foods {27 per cent), machinery and equipment (19 per cent) and chemical products
(13 per cent), experienced positive growth in employment: 0.7 per cent, 4.4 per cent and 0.6 per cent
respectively. Furthermore, this growth in employment was greater, generally speaking, than that
observed in 1986-88. However, later, in 1992-93, the three above-mentioned branches, which together
represent about 60 per cent of employment in manufacturing, showed a decline in employment. This
_decline is responsible for the negative result in total job creation in these branches for 1988-93,

It must be emphasized that in 1989-91, when there was a rise in employment, labour cost per
unit in the three above-mentioned branches behaved less favourably than in the previous 1986-88
period. The exact same thing can be said about the external trade balance for each of these branches.

Therefore, these do not seem to have stood in the way of rising employment in the three
branches. By contrast, in the employment-growth period, real GDP in each of the three showed a
remarkable vitality, unlike what had been observed in 1986-88. Indeed, between 1985 and 1991, GDP
grew in real terms by 4.1 per cent, 4.1 per cent and 12.8 per cent in foods, chemical products, and
machinery and equipment respectively, compared to 0.6 per cent, 3.7 per cent and 9.4 per cent in the
previous years.

In addition, let us consider the negative performance of employment in these branches in the
subsequent period of 1992-93, when employment in foods, chemical products, and machinery and
equipment declined by average annual rates of -2.6 per cent, -5.7 per cent and -9.3 per cent. The table
shows that in this period, compared to the previous one in which employment was on the rise, the
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Figure 8. Manufacturing industry (annual variations)
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worsening of the external trade balance was proportionately less severe, labour cost per unit
developed adversely overall and, above all, GDP showed a less favourable development in real terms,
at rates of 0.4 per cent, -2.2 per cent and -0.6 per cent respectively.

All the foregoing seems to indicate that the changing trends observed in the employment level in
the branches with the most jobs, have been due first to the changes in domestic demand, second, to
the behaviour of labour cost per unit, and third, to the performance of the external irade balance.

Seen from another angle, when comparing the behaviour differences amongst the branches, one
can observe in Table 2 that, aside from the three we discussed above, all the others showed a rapid
decline in employment, first during 1989-91 and then, even more strongly, between 1992 and 1993.
We refer to the following manufacturing branches, with their share in total manufacturing indicated
between parentheses: textiles (16 per cent); wood (5 per cent); printing (5 per cent); non metal ore
products (7 per cent); and basic metal products (4 per cent). In these branches, which together
represent about one-third of employment in manufacturing, the deterioration in the external trade
balance has been proportionately of a higher magnitude, while the development of labour cost per
unit, with upward and downward trends in one branch or another, does not show a clearly defined
behaviour. Nonetheless, in the great majority of these branches, GDP in real terms shows a marked
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- slowdown, and in many cases turns into an absolute decline, meaning that trade liberalisation can be
considered in these cases to have had certain negative effects.

A possible conclusion, based on the analysis developed here, is that the jobs lost in the
contraction of these sectors could have been absorbed more rapidly in the foods, chemical-products
and machinery-and-equipment branches, had they not suffered a slowdown in domestic demand, as
we mentioned earlier. -

¢) Relation between exports and the behaviour of various performance indicators
in manufacturing activities

Figures 9 through 14 show in a stylised form!? the trends of several performanée indicators in
manufacturing-activity branches, correlating them with the behaviour of exports in the same
branches. The follewing characteristics can be observed:

- first, for manufacturing activities as a whole, we find that the greater is the growth in
exports, the greater the growth in total production, productivity and average wages per
employed person;

- second, the greater the growth in exports, the greater the decline in Iabour cost per unit of
production, (It should be noted that in this relation, as much as in the three previous ones,
causality may well be going in either direction.);

— Third, there has been no significant relation between growth in exports and growth in
employment, nor between the former and real growth in total wages paid.

In general, the stylised trends seem logical. A better performance in exports has tended to be
correlated with a greater increase. in productivity, as much for reasons of participation in more
competitive international markets, which stimulates efficiency, as for the fact that a more rapid growth
in productivity in turn raises international competitiveness. Moreover, as increases in productivity
make it possible to pay more for labour without losing competitiveness, we can also consider as
reasonable the positive relation observed with growth in average wages in real terms and with labour
cost per product unit. However, it should also be noted that, even though a greater export rate has
indeed tended to be correlated with a greater growth in total production (which can be explained by
the fact that a greater external demand induces production growth}, greater export dynamism has not
been correlated with greater employment. A possible interpretation of this, to be verified in
subsequent analyses, would be that productivity growth is so strong that the increase in external
demand can be met without any changes in the number of personnel employed??. Another piausible
explanation, in light of earlier observations, would be that in the period under consideration there
were sporadic increases as well as declines in employment, and therefore, on the whole, employment
would not seem to be correlated with the general dynamics of exports.

To research this further, the exercise carried out in Figures 9 through 14 was repeated, with two
modifications. First, the data considered came from 39 manufacturing branches instead of merely the
nine aggregate manufacturing branches. Second, the analysis was applied not only to the five-year
1988-93 period, but also to the 1988-91 and 1991-93 sub-periods. We obtained the following results?!.

First, for the 1988-93 period as a whole, the stylised characteristics drawn from the nine
manufacturing divisions remain’ qualitatively unaltered when based on the data from the 39 separate
branches. This reinforces the plausibility of the previously described phenomena.

Second, both the 1988-91 and 1991-93 sub-periods show a positive correlation between growth
in exports on the one hand, and growth in production and productivity on the other. Similarly, both
sub-periods show a negative correlation between growth in exports and labour cost per unit.

However, it must be noted, with regard to the correlation between export growth and
employment growth, or between export growth and the growth of total wages in real terms, that these
correlations are positive in the 1988-91 period, while in the 1991-93 sub-period both are negative.
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This constitutes additional evidence for the interpretation that, had there not been a slowdown in
domestic demand from 1991 on, then employment and real wages would have shown behaviour
similar to that found for 1988-91, that is, an improvement correlated with the favourable development
in exports.

d) Chang;: in the composition of employment in manufacturing

Figure 15 shows three employment indicators in aggregate manufacturing activities throughout
1981-93: the annual growth rate of total employed blue-collar workers; the annual growth rate of total
employed white-collar workers; and the total white-collar to total blue-collar workers ratio?Z.

It appears that in 1989, the rate of employment began to slacken, and by 1991 this was reflected
in a fall in the absolute level of the variable. Simultaneously, the number of employed white-collar
workers maintained a positive and constant growth rate between 1989 and 1991, but after 1991 it
began to slow down, and even to contract. As a result of these trends, the white-collar to blue-collar
worker ratio rose very markedly and practically without interruption in the period of more than three
years after 1991, going from 0.41 in 1990 to an unprecedented 0.46 in mid-1994.

A possible explanation for this is that in more difficult economic conditions, enterprises tend to
streamline operations, especially if they expect adverse conditions to last?®, by reducing their
personnel, but they do so in a rational way. They lay off a higher proportion of the “human capital”
that has less specific skills and knowledge and that it would be relatively less costly to rehire on the
labour market once the economic problems have been overcome, i.e. blue-collar workers, while trying
to avoid laying off the “human capital” that, for the same reasons, it would be more costly to rehire
on the labour market, i.e. white-collar workers.

Insofar as trade liberalisation has made it necessary for enterprises to streamline their operations
in recent years, in order to become more productive and reduce costs, it follows that personnel
composition should show a steady increase in the white-collar to blue-collar worker ratio as a way to
improve the average quality of “human capital”. If this consideration is valid, the trend can be
expected to be irreversible, leading to a structural change in labour demand in the manufacturing
sector.

To sum up, the results reviewed above allow us to assert that the trade policy implemerted in
1983-88 had remarkable effects as to the elimination or the reduction of the anti-export bias; helped
to combat inflation; developed competition in the domestic market; and favoured the modemisation of
production facilities. As for its effects on employment in the manufacturing sector, for which the
greatest information is available, trends appear to indicate that in 1994, there is considerable growth
in productivity, as well as considerable increase in average real wages per employed person, with no
loss in competitiveness, given that the level of labour cost per production unit remains relatively
stable. As for the levels of employment, the analysed data suggests that in the liberalisation context,
the employment level has become more sensitive to variations in the labour cost per product unit;
however, the added factor of an economic slowdown due to other reasons during the same period
makes it difficult to obtain a distinct and definitive appreciation of the effects strictly derived from
economic opening. A first appraisal makes it possible to conclude that the decrease in employment
level was due to the increase in imports, but there are indications that the slowdown has also been a
prime factor. Furthermore, available indicators seem to suggest the intensification, starting with the
economic opening, of a process of change in the composition of labour demand for manufacturing
activities. This process, which began some years earlier, though to a lesser degree, raised the average
skill of the personnel, and this is reflected in increases in the number of white-collar workers relative
to blue-collar workers employed.
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Figure15. Annual growth rate of industrial employment 1981-1993.
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A-digression: the “maquila”, or in-bond assembly industry, success story

Evidence supplied by the operation of maquiladora enterprises®* is an example of the effects on
employment and real wages that can be-derived from the elimination of trade barriers. From the very
beginning, magquiladora enterprises operated under regulations that in many of their aspects resembled
those of free trade: Mexico authorised tariff-free entry into the couniry of raw materials, tools,
intermediate goods and machinery for the production of export goods. In exchange, the United States
allowed re-entry of components that had been assembled outside its territory, requiring a tariff only on
the added value of the assembled good.

The growth of the maguiladora industry 1s reflected both in the number of enterprises and in the
number of job opportunities generated. Employment in the industry, in absolute terms, rose from
1 500 persons in 1966 to 56 854 in 1973, 122 493 in 1982 and 542 640 in 1993. Starting in 1986 and
untii 1993, employment rose at an average rate of 10.5 per cent. Moreover, employment growth in the
maguiladora industry, as a percentage of total employment in the manufacturing sector, was sustained
for the 15 years preceding 1994, reaching at that date nearly 18 per cent of the total of existing job
positions in manufacturing. Concomitantly, exports in the maquiladora industry have generated
progressively higher levels of foreign exchange and, in recent years, more than all the rest of the
manufacturing exports put together.

Seen from another angle, it is manifest that with time a remarkable qualitative change has taken
place. In the past, the maquiladora industry focused on assembly activities, which were relatively
labour-intensive. Furthermore, the fact that such activities required unskilled labour implied that the
workers generally would receive no more than minimum pay and there would be a high personnel
turnover. In 1994, production units in the magquiladora industries were using increasingly modern
technology in the production processes and were requiring more highly skilled labour. As a
consequence, work productivity and wages have gone up and personnel turnover has decreased, which
has made employment in such industries more permanent.

Carrying out the production process in two countries, as is the case for magquiladoras, is
accompanied by technology transfer, which in turn means that workers have to improve their skilis.
Moreover, the new conditions of international competition have progressively established quality as
one of the main features for participation in international trade. For this reason, in past years
magquiladoras have restructured the composition of their personnel inasmuch as training at every level
is indispensable to obtain quality. The training and selection process has made the composition of
personnel change over time. In 1992, 11 per cent of the workers were production technicians, 8 per
cent were white-collar workers and 81 per cent were unskilled workers, as compared to the
corresponding percentages in 1975 of 8.8 per cent, 5.1 per cent and 86.1 per cent respectively. This
change in composition is one of the reasons for the increase in productivity.

Between 1988 and 1993, real wages for workers in the maguiladora industry grew at an average
annual rate of 1.5 per cent and, unlike the average wages in manufacturing as a whole, they have
reached higher levels and suffered less notable fluctuations. Moreover, there was a 31.7 per cent
average annual added value growth rate between 1986 and 1993, measured in dollars. It is important
to note that the payment of wages and salaries as a proportion of the added value has shown an
upward trend since 1986.

Another important characteristic of this industry is that the growth rates in number of
enterprises, empioyment and added value were positive in the 11 years preceding 1994, in contrast to
what happened in Mexico’s manufacturing industry overall, which was severely affected by the
critical conditions of the domestic economy during most of the 1980s.

All the foregoing demonstrates the enormous potential of this industry, which is clearly
integrated into theé international economy, as an important employment generator. We can thus
conclude that the maguiladora industry is an example of the benefits of free trade, resulting in a
greater number of jobs that are increasingly modern, more productive and better paid.
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Economic opening with reciprocity

Basic considerations

In 1989-94, policy in foreign-trade matters focused on three main objectives: i) further
development of economic opening; ii) export incentives; and iii) international trade negotiations.
Further development of economic opening has consisted correcting some tariff incongruities that
arose in previous years, which led to negative protection rates?® for a small number of production
activities. Further development of the economic opening has also included updating the legal
framework for foreign trade, to integrate and define concepts that have gained importance as
Mexico’s foreign trade has developed?.

Export incentives have tried to make this activity more accessible to enterprises by cutting out
red tape, circulating information about foreign markets and business opportunities, and encouraging a
more dynamic entrepreneurial attitude, with the support of public and private institutions.

Unquestionably of the highest importance, international trade negotiations have aimed to further
liberalise imports into the domestic market, in exchange for a free, permanent and secure access of
Mexican products to other countries’ markets, thereby ensuring reciprocity along with the economic
opening of the Mexican market. To this end, in addition to taking part in the GATT Uruguay Round,
the Mexican government offered to negotiate bilateral or regional free-trade agreements with a good
many countries in Latin America and North America to determine a basis on which to establish the
rules of their international trade. As part of this effort, between 1991 and 1994, free-trade agreements -
were signed with: Chile; Costa Rica; Columbia and Venezuela; the United States and Canada; and
Bolivia. The agreements with Chile and the United States and Canada came into effect in 1991 dnd
1994 respectively; as for the rest, they become operative in 1995,

The free-trade agreements signed with other nations and the multilateral agreements reached in
GATT ensure that henceforth, even after long periods, access to the international market will remain
open to Mexican products under clearly defined rules that cannot be modified by any of the countries
unilaterally; this is fundamental in encouraging private investment in international business and in
consolidating an outwards orientation of the production system. In this context, reciprocity, as a
guarantee for the future, was a logical step to take in the early 1990s for advancing to a new stage in
Mexico’s trade liberalisation and internationalisation, following up the achievements of the unilateral
opening-up stage.

It is also important to note that one of the most significant sources of benefits derived from free
trade lies in the possibility of efficiently exploiting the opportunities for complementarity amongst the
different countries’ economies, precisely because there is so much diversity amongst them. The fact
that Mexico has reached trade agreements with countries having different characteristics offers
Mexican enterprises of all types and sizes a wide range of possibilities, as each country will hold a
variety of advantages in terms of scale, technologies, market niches, etc. Some enterprises may feel
more inclined to deal with northern markets, while others will prefer to trade with Central and South
American markets. Similarly, some of the Mexican producers that may be squeezed out of the
domestic market by imports from North America, could find new export possibilities to other Latin
American countries. The situation offers abundant means for Mexican enterprises to adjust and grow
within the new conditions of competition in the international market.

Expected results from opening with reciprocity: the case of the North American Free Trade
Agreement (NAFTA)

We go on to present and discuss the benefits that Mexico expects to gain in coming years as a
result of free trade, focusing on the North American Free Trade Agreement (NAFTA)?7, which is the
one that applies to the greater part of trade between Mexico and other countries?®. For this reason,
NAFTA has — not surprisingly — been the subject of a great many studies?.
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Figure 16. Mexican share of US manufactured-products imports
(12-month moving average)
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Preliminary findings

NAFTA having come into effect only in 1993, there is not enough information to assess its
effects on trade, investment, production, employment and wages. Nonetheless, it is encouraging to
‘note that, according to available data, Mexican exports have developed positively, so much that they
have grown more rapidly than United States purchases from the world as a whole, meaning that they
have increased their share there (see Figure 16).

- More specifically, the value of manufactured-goods imports by the United States from the entire
world grew by 23.5 per cent in the first half of 1994. Imports from Mexico, in particular, grew by
29.6 per cent, going up from around $2.7 to $3.5 billion between January and June. As a result, the
share of Mexican manufactured goods in total manufactured-goods imports by the United States rose
from 5.9 percent, 6.2 per cent and 6.5 per cent in 1991, 1992 and 1993 respectively, to 7.2 per cent in
the first semester of 1994. This figure can also be compared with the 5.1 per cent reached five years
earlier, in 1989. Clearly, this reflects an improved competitiveness of Mexican exports, thanks to
NAFTA, as against other countries’ exports.

Forecasts

To evaluate the impact of NAFTA on the economies of the three member countries and in
particular on the Mexican economy, a number of academics, research institutes and the governments
in each of the three countries developed several Applied General Equilibrium Models (AGEMs) to
evaluate the consequences of a trade agreement of the magnitude of NAFTA. Not only do the models
provide a forecast on the net benefits for Mexico, they also identify the sources of such benefits.
Generally speaking, the results of all the studies agree that Mexico is the country that stands to gain
the most from the treaty. The studies also all forecast increases in the output, and in the levels of
employment and real wages for the Mexican economy. '
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Figure 17. Foreign investment by country of origin
(percentage to July 1994)
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The AGEMs simulate the effects derived from the elimination of trade barriers amongst the
NAFTA countries. The resulting forecasts depend on assumptions regarding the labour market and
capiial flows. Two different assumptions can be made about the labour market. Labour supply can be

considered to be vertical or perfectly inclastic (classic version), or else labour supply can be

considered to be horizontal or perfectly elastic (Keynesian version). The former implies that a change
in labour demand will be reflected in real wages, and the latter, in employment levels. The existence
of capital flows also raises the country’s production capacity, thereby reinforcing the impact of

NAFTA.

The results of models by a) Sorbezo (1993); b) Bachrach and Mizrahi (1992); and e) Brown,

Deardoff and Stern (1993) are summed up in the following table:

Summary of some AGEM forecasts for real wages, employment levels and GDP

Author Classic view Keynesian

Without With Without With
capital fiow capital flow capital flow capital flow

Sobarzo, H. we! s3% 16.2% Employment 5.1%
Bachrach
and Mizrahi WP - - Employment 0.85% 6.6%
Brown, Deardorff and Stern WP 0.4% 1.2% Employment -
Sobarzo, H. GDP 4.4% 13.1% GDP 5.9% -
Bachrach and Mizrahi Real Income -~ - Real income 0.32% 4.64%

. Brown, DeardoriT and Stem Welfare® 2.2% 5.4% Welfare? - -

* W/P means real wages
** As a percentage of GDP

Sources: Sorbazo (1993): Barbach and Mizrahi (1992); Brown, DeardorT and Siern (1993).
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The forecasts have two characteristics in common: the first is that they all indicate that in’
Mexico NAFTA will increase output, as well as employment and real wages, depending on the
assumption made on the labour market; the second is that the effects are greater in the presence of
capital flows coming into Mexico from abroad. The main sources of the benefits are: i) an
improvement in the terms of trade; ii) the advantages of economies of scale due to the existence of
larger markets; iii) greater capital formation; and iv) an efficient allocation of resources amongst the
countries, promoted by free trade.

Other AGEMs emphasize a variety of aspects, individually summed up as follows:

Markusen, Rutherford and Hunter (1993) present an intra-industrial model for the automobile
industry, analysing the consequences of NAFTA on models of production and trade amongst the
member countries?, In this simulation, Mexico increases its welfare by 0.7 per cent, measured as a
proportion of GDP, as a consequence of trade liberalisation in the automobile sector. This gain in
welfare is derived from the lower automobile prices resulting from smaller profit margins and the
advantages of economies of scale, all of which are reflected in a lower cost per production unit.

Young and Romero (1991) developed a model based on a disaggregated production structure,
which enables them to show the distortions in resource allocation that are caused by the different rates
of effective protection for the various production sectors. The authors point out that in Mexico the
sectors with capital-intensive production are faced with negative effective protection rates resulting
from low nominal protection rates for finished products, combined with moderate tariffs for
machinery and other capital goods. High real interest raies force enterprises to use capital goods
sparingly, resulting in inefficient combinations of production factors.

The coming into effect of NAFTA represents not only a reduction in tariffs on capital goods, but
also a lessening of the uncertainty about Mexico’s economic perspectives, which will translate into
lower real interest rates. This will make it possible to get rid of the bias against capital-intensive
production and to gain important benefits in terms of a more efficient allocation of production factors.
For instance, with a real interest rate of 10 per cent, the elimination of trade barriers increases GDP
growth by 3.4 per cent. However, with a real intcrest rate of 9 per cent, the increase in economic
growth rate reaches 9.2 per cent.

Barraza (1993) analyses the effects of NAFTA on the growth rate and on levels of real wages,
stressing, in a full-employment model, the great importance in the economy of intersectoral capital
mobility, as well as capital formation. To calculate the short-term impact of the elimination of trade
barriers, the capital stock in each of the sectors is assumed to remain fixed, with intersectoral mobility
only in the labour factor. In this scenario, the changes in GDP and in real wages are small: 1 and
1.8 per cent respectively. This can be explained by the relatively low elasticity in labour-capital
substitution. To determine the medium-term effects of NAFTA, intersectoral mobility of capital is
allowed. In this context, the benefits derived from economic opening with reciprocity are substantially
increased, as GDP grows by 8 per cent and real wages®' by 13 per cent.

Finally, the author applies the model in a dynamic context, where labour-force growth and
capital formation are explicitly considered through an investment function. It should be noted that
external-savings flows are allowed to finance investment-level surplus over domestic savings. On this
basis, in a free-trade context, GDP and real-wages growth rates are forecast as 4.9 per cent and 6 per
cent respectively. This represents an additional growth rate of 1.9 per cent for GDP and of 3 per cent
for real wages when compared to an aotarchy situation.

This analysis brings out two essential characteristics in the expected benefits of NAFTA. The
first is that such benefits will begin to materialise in the medium run, when capital will have been
sufficiently reallocated amongst the different production sectors in a free-trade context. The second
characteristic is that in a dynamic context capital formation makes it possible to increase the benefits
of economic opening. The high rates of investment are explained by the rise in the rate of return on
the capital factor, which is the result of gains in terms of trade derived from NAFTA. In other words,
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the benefits of economic opening with reciprocity will materialise in the medium-run and they can be
increased substantially through the mobilisation of external savings.

Gonzilez (1993) studies the dynamic benefits of economic opening, stressing the formation of
physical and human capital. Elimination of trade barriers helps the Mexican economy reach a high
degree of specialisation. The findings indicate that wages rise by 22.9 per cent and 22.4 per cent for
skilled and unskilled labour respectively. Moreover, in the long run, economic opening generates a
GDP which turns out to be 23.3 per cent higher than it would be without NAFTA.

Levy and Van Wijnbergen (1991) concentrate on the migration of workers from rural areas to the
Mexico’s other production sectors, as well as on the study of a variety of policies to support the
agricultural sector, in particular protection of the maize-production sector and subsidies to the urban
classes living in poverty. The authors make the assumption that an exogenous differential in real
income determines the migration between the different sectors within Mexico. With NAFTA, the
liberalisation of maize generates a rural migration of between 650 000 and 700 000 people towards
the rest of the economy, which causes, without a compensation plan, regressive distribution effects®2.
Nonetheless, the authors demonstrate that it is possible to design viable compensation packages that
can largely offset the loss of income amongst the less privileged groups. In a dynamic version of the
model, immediate liberalisation of the maize sector’® produces high benefits in terms of efficiency.
However, there is a 1.9 million-person aggregate migration over the transition period, with 700 000
migrating the first year. By contrast, a gradual liberalisation generates an annual migration of 200 000
people. ‘

In conclusion, the applied general equilibrium models reviewed here all point to an improvement
in employment and in real wages in Mexico, with a subsequent increase in welfare, as a result of
economic opening with reciprocity. Moreover, there is notable convergence among the studies in
suggesting that these benefits should be even greater if, as a sequel to greater trade liberalisation,
Mexico experiences an irmportant foreign-capital input. Finally, some studies stress the particular
importance of some sectors, such as agriculture, in which economic opening can cause a significant
displacement of the labour force, but they also confirm the feasibility of implementing government
support programmes to lessen transition costs and give access to the benefits derived from economic
opening with reciprocity.

Given the tmportant role assigned to external capital in the above scenarios, we shall now
analyse Mexican policies in recent years. '

Liberalisation of foreign investment

Promotion of foreign investment: reasons and general results

Given the strong international competition for foreign capital and the great importance it holds
for Mexico, the government implemented specific far-reaching measures to attract great quantities of
foreign investment. These consisted mainly of the following: a notable updating of the legal and
regulatory framework for foreign investment; agreements signed with other countries on the
continent®; and Mexico's application for membership of the Organisation for Economic Co-operation
and Development (OECD). The entire policy aimed at attracting external resources stands on three
essential columns: a stable economy, a legal framework for foreign investment consistent with current
development strategy, and joint participation of external capital and domestic entrepreneurs.

As a consequence of all this, in 1989-94 Mexico attracted foreign investment to the amount of
$27.56 billion?, which is historically more than the existing record of $24 billion in 1988. In this
context, the new Law gave rapid results. Applications for investment were 38.5 per cent higher in the
first six months of 1994 than in the same period of the previous year. Administrative streamlining was
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reflected in the lesser role played by the National Commission for Foreign Investment (CNIE) in
approval of the investment plans. The percentage of investment operations that required previous
CNIE authorisation fell from 13 per cent in 1989-93 to 2.9 per cent in the first half of 1994, We will
now discuss the importance of foreign investment in driving economic growth and in Mexico’s
compliance with the external budget restriction. (See Figure 18.)

Figure 18. Cumulative foreign investment: histarical trend
1980-1988 and 1989-1994 ($1 000 million)
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~ Foreign investment and economic growth

Generally speaking, foreign direct investment helps economic growth through five basic
mechanisms; i) capital-stock increase; ii) technology transfer; iii} efficient integration of international
production factors; iv) stronger linking of enterprises in Mexico with international production and
marketing processes; and v) direct financing through purchase of shares of companies listed in the
stock market.

An increase in Mexico’s production capacity through greater capital stock®® of vital importance
because private investment is what drives economic growth’’. The distribution of foreign investment
by economic sector is summed up in Table 3. It should be noted that more than one-third (34.3 per
cent) of foreign investment attracted during the current administration®® has been directed to the
services sector. The manufacturing sector follows with 31.3 per cent and then the communications and
transport sector with 19.5 per cent. The distribution by sector of foreign investment in Mexico is one
more manifestation of the trend prevailing worldwide, which reflects a preference in the main
capital-exporting countries for increasing investments in the service sector of the receiving countries.
In this sector, foreign direct investment was directed to the subsectors of real-estate rentals, financial
insurance and guaranty services; restaurants and hotels; professional, specialised technicians and
personal services; and communications.

Within the manufacturing sector, the specific subsectors to which foreign capital was channelled
were: a} metal products, machinery and equipment; b) chemical substances, oil- and coal-derived,
rubber, and plastic products; ¢) foods, beverages and tobacco. As we mentioned earlier, in most of
these branches the development of “profit margins” has been more favourable than that of the
economy as a whole, on average. The high correlation between the growth of the most dynamic
subsectors and the percentage of foreign direct investment in these subsectors should also be noted.
(This can be seen graphically in Figure 19.)
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Figure 19. Correlation between sub-sector growth rates and investment
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It should also be pointed out that 13 per cent of the labour force registered in the Mexican
Social Security Institute are employed in jobs generated by enterprises with foreign direct investment.
All of this together leads us to assert that foreign direct investment has contributed significantly to the
economic recovery observed in 1989-91,

Furthermore, foreign direct investment implies, in most cases, the transfer of a more modern
technology®®, which in turn translates into greater productivity, and therefore into greater
competitiveness in the international market of products made in Mexico. Similarly, foreign direct
investment in a context of free trade promotes an efficient integration of the production factors, which
also translates into greater competitiveness.

Closer interaction and links between domestic and foreign entrepreneurs result in benefits that
are not as apparent, but equally important: modern marketing structures, easier access to markets
abroad, the development of new products and a greater production-line efficiency.

In addition, foreign investment has contributed to economic recovery through the financing of
the enterprises quoted on the Mexican Stock Market. From January 1989 through September 1992,
the CNIE authorised 27 enterprises of this type to issue ordinary and Referred stock, which in their
first placement, attracted foreign portfolio investment of $5.45 billion. These securities do not give
voting rights to their holders and they can be directly negotiated on the Mexican stock market or in
the international market.

In the period from January 1991 to September 1992, 83.3 per cent of foreign portfolio
investment was attracted through American Depositary Receipts (ADRs). TELMEX (the Mexican
Telephone Company) had received 58 per cent of foreign investment in the stock market by the end
of October 1992. It should be mentioned that TELMEX was government property, which meant that
its privatisation represented not only an income by virtue of the sale itself, but also the possibility of
attracting more foreign portfolio investment.

Finally, the availability of external resources for the financing of the production activities of
very important enterprises decreases the demand on the domestic money and capital markets, which
tends to reduce the interest rate and therefore to promote economic growth.
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Foreign investment and the balance of payments

Foreign investment has contributed significantly not only to making it possible for the capital
account to cover the current account deficit but also to the accumulation of international reserves
since 1990 until they reached an unprecedented $24.5 billion in December 1993.

As we indicated earlier, enterprises with foreign investment are characterised by efficient
technology and access to international marketing. This makes it possible for goods produced in
Mexico to be competitive on the international market, which is reflected in high export volume. If we
take the 240 enterprises with foreign direct investment that are considered to have the highest import
and export volume, we find they have a $6.8 billion*® trade surplus in 1989-91. This positive balance
stands in contrast to the trade-balance deficits observed in the same period. It should be noted that in
recent years, enterprises with foreign investment turned their deficit trend around to a surplus trend as
a result of economic opening and the liberalisation of foreign investment.

Exports by such enterprises represented 57.9 per cent of total exports in the private sector during
that same period. Automobile exports especially stand out, representing 62.3 per cent of exports by
enterprises with foreign direct investment and 34.8 per cent of foreign sales of private-sector
manufactures. Furthermore, imports by these enterprises represented 24.9 per cent of total
private-sector imports in 1989-91. Imports by the automobile industry represented 53.6 per cent of
total imports in the sample enterprises. The automobile industry thus achieved a $2.2 million surplus.

Main conclusions

Economic opening and financial liberalisation are essential elements in Mexico’s new
developmenlt strategy. Economic opening from the 1980s to mid-1994 has meant a first stage in which
it was unilateral, and later on, an extension of trade liberalisation to include reciprocity on the par of
Mexico’s trading partners. Unilateral opening was aimed at modernising Mexico’s production system
so as to eliminate the inefficiencies generated throughout the previous import-substitution stage. The
purpose of opening with reciprocity is to guarantee access to important international markets, in order
to significantly increase demand for Mexico’s products, which is a prerequisite for recovering a high
and sustained growth. As for liberalisation of foreign investment, its objective is threefold: to
supplement domestic savings to finance the investment that will make economic growth possible; to
promote technology transfer and access to international marketing channels, which should ensure the
competittveness of Mexican exports; and to generate a current-account surplus to offset the trade
deficit that has been observed during the period of rapid modernisation of the production system.

Unilateral economic opening has had several effects. The first 'has been the reduction of
oligopolistic revenues resulting from the previous protectionism. The second has been a rapid growth
in exports, which has been associated with a steady rise in productivity and real wages without any
loss in international competitiveness, as labour cost per product unit has remained relatively stable,
Growth in total employment, within manufacturing activities as a whole, has not reflected export
growth, for reasons that will be discussed below. There is, however, some evidence indicating a
consolidation of the structural changes in labour demand that had been underway in previous years,
though less intensely. These changes have altered the composition of salaried personnel, tending to
improve the average level of skill and to be reflected in a higher ratio of white-collar to blue-collar
worker employment. There is also some evidence that, since the economic opening, employment
levels have become more sensitive to variations, no matter how small, in labour cost per production
unit, which emphasizes how important it is for real wages to grow henceforth on a par with labour
productivity.

With regard to trade liberalisation with reciprocity, which has just recently come into effect,
perspectives indicated by initial findings and review of several applied general equilibrium models are
encouraging. The studies all agree that Mexico can expect a marked increase in employment, real
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- wages, total production and welfare, as a consequence of economic opening with reciprocity. The
models also indicate that all of these benefits will be even greater if there is an important flow of
capital into Mexico from abroad. Financial liberalisation policy, which between 1989 and 1993 was
-beginning to be implemented to make foreign investment in Mexico easier, will continue the process
of already considerable capital flow directed into this country. This will be helped by the economic
stability achieved in recent years and the attractive opportunities for international business based on
the trade agreements negotiated and finalised with other countries of the American continent. In
addition to the effects previously presented, foreign investment increases financial resources, which
- favours a reduction in domestic interest rates. When this trend does away with the uncertainty of the
recent past, real interest rates will go down and the economy will recover its growth.

It is important to point out that the impact on employment of unilateral economic opening and
of the attraction of more foreign investment cannot be seen immediately, as stabilisation policies have
had simultaneous, parallel effects. Simnilarly, the uncertainty of the recent past, related to domestic and
foreign political events, has had a repercussion on Mexico’s real interest rates, and has definitely been
a very important factor in the economic slowdown and in the employment trends observed since
1991.

Probably the most significant challenge in the coming years will be to implement adequate
policies to raise the labour force’s training level to meet the growing demand for such skills. “Human
capital” policies will therefore have to play a central role in reaping the expected benefits of the
economic opening, not only by increasing productivity and real wages, but also by making sure there
is a continuous reintegration into the labour market of individuals who over time may be displaced
becaunse they do not meet the growing skill demands resulting from the changes underway.
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Notes

Structural change seeks primarily to have market mechanisms allocate existing economic resources in such a way as
to reach greater rates of stable revenue growth; to that end, the aim is to induce greater efficiency in the production
processes, a greater competitiveness in the domestic market, and greater interest in technological innovation and
development. Trade liberalisation, relaxation of controls on foreign investment, privatisation of non-strategic parastate
enterprises and implementation of deregulation programmes are important factors in the achievement of structural
change.

For a more detailed presentation of macreeconomic, industrial and trade policies in 1953-70, 1971-82, and 1983-94,
see Villareal and Jiménez (1994),

In order to simplify this discussion, we present it in a sequential, or chronological way. However, what is essential, is
to make a conceptual distinction amengst the different characteristics and effects of unilateral opening and opening
with reciprocity as they are described in the text. In the medium and long run, all that is observed in reality is the net
effect. which is determined by the combination of effects from unilateral opening and opening with reciprocity: it is
rarely possible to identify the moment or the exact point at which the opening not only eliminates the inirial
oligopolistic revenues, but also begins to shift production and employment towards other sectors.

This argumentation is backed up by a theoretical model developed by Jiménez (1994), The model is a static model.
There is no capital accumulation, no technological change, and the number of individuals and enterprises remains
constant. There are two sectors, one preducing domestic goods and the other export goods. Both present decreasing
labour outpui, In the first, the industrial structure is one in which there is monopolistic competition; in the second,
there is perfect competition. This determines a total labour supply with a positive slope and there is perfect labour
mobility between the two sectors. The supply and demand of both goods and labour are derived analytically from the
maximisation of the earnings of enterprises and of the individuals’ utility. Prices, on the international market, of goods
competing against domestic goods and of the export goods, are determined externally; prices within the country
reflect previous prices, plus or minus the import or expert duty, depending on the case. The volume of imports
depends on the difference between the local supply and the demand in the domestic-goods sector.

As Jiménez (1994) shows, the arrival of imports does not necessarily cause contraction of the domestic sector if the
initial markets are oligopolistic. The level of demand rises as a result of the lowering of prices induced by the pressure
of import prices. Domestic production can be increased to meet this increased demand, which raises the level of
employment, while the rest is covered by imports,

See Noyola (1992) and Ibarra (1994).

Mexico had negotiated GATT membership earlier, in 1980-81. However, in March 1981, the govemnment announced
officially that, although the conditions negotiated had been satisfactory, the domestic situation of the country --
economic, political and social -- rendered its entry into GATT inappropriate at that time. GATT membership was’
probably rejected because of the resistance put up, on the one hand, by the prevailing profectionist interests within
Mexico, and, on the other, because Mexico could still rely on its oil-export revenues; this last factor meant that the
private sector did not believe that the government would take a strong stand in favour of entry into GATT, as was, in
fact, the case. In contrast, five years later, in the midst of the recession provoked by the second oil shock, the situation
was radically different: existing conditions were such that it was extremely necessary to diversify Mexico’s exports
and convert them into a further engine of growth. This fact may have strengthened belief in the govermment's
intention to obtain GATT membership, which would explain its having been successful on this second occasion
despite the continued profectionist interests in the country.

See Ibarra (1993).

As Table 1 shows, the increase in the tariff weighted average in recent years has been due to a rise in agricultural and
livestock imports, which are typically subject to higher tanffs. Moreover, the increase in controlled imports, as a
proportion of the total value of imports, reflects classification aspects that essentially are due to the fact that
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enterprises in the automobile sector opted to carry out imports under the controlled system called “Regla Octava”,
“Eighth Rule”, paying a single tanff for imports, instead of treating them as temporary, which is more complicated
from an administrative standpoint,

See Villarreal and Jiménez (1994).

We would like to thank Dr. Adriaan Ten Kute for his valuable statistical help in the elaboration of the corresponding

calculations. Estimates were based on the cost structure (goods and services, and work inputs) given by the 1990
input-output matrix for the Mexican economy. Taking the evolution of producer prices for each of the final inputs and
outputs, as well as workers’ wage indexes for each broad division of manufacturing activity, we obtained by
subtraction, for each month in the 1990-94 period, the value that “earned surplus” would have at current prices, per
product unit and for each activity. The figures thus obtained were then deflated by the index of retail prices, to be
expressed in real terms. Finally, they were ranked with 1990=1. The “earned surplus” concept in the nation’s social
accounting includes, besides capital profits, other income concepts such as interests, revenues or rents, etc. This is
why the expression “profit margin™ is used between inverted commas, instead of using the term “carned surplus”,
which is not as commonly known in non-technical Janguage. In addition, we would like to note that the analysis
presented here starts out from 1590 and not before (although economic opening was practically fully accomplished as
of 1986), due to the fact that it would be inappropriate to use the 1990 input-output matrix to calculate earned-surplus
modifications in the 1986-89 period, as there were certainly some important changes in the cost structures of the
different production activities as a consequence of the recent liberalisation.

During 1992 and 1993, the ups and downs in the negotiations for the North American Free Trade Agreement
(NAFTA) between Mexico, the United States and Canada were a continuous factor of uncertainty in Mexico. This
particular situation cedsed to exist once NAFTA came into effect on 1 January 1994. However, in the first haif of
1994, the country experienced some exceptional political events in the context of its federal elections, which were
take place in August. After this date, the election results having been received favourably by the great majority of the
population, the various causes of uncertainty were overcome. It could then be predicted that when the new
government took office in December 1994 and there was a better knowledge of the policies it would defend,
investment would recover a new vitality, thanks to economic stabilisation and the production opportunities offered by
NAFTA.

This will be discussed further on.

As we have repeatedly mentioned, it is hard to make a precise and unequivocal interpretation of these indicators
because of the convergence, in this period, of the effects of both trade liberalisation and economic-stabilisation
policies. In particular, the economic slowdown that bepan in 1991 for reasons already mentioned has had some
influence on the behaviour of a number of these indicators.

In the sense that its changes have been less pronounced, which does not mean that its effects have been less
important, as will be discussed further on.

It is very important to stress that, according to the Central Bank of Mexico’s data, manufactured goods exports (not
including the in-bond assembly industry) rose from $7.12 to $19.83 billion, in other words, they tripled. With the
deécline in oil exports due to weak international prices for crude oil, manufactured-goods exports went from 44.4 per
cent to 66 per cent of total expotts in the above years. Afier NAFTA came into effect, growth in exports accelerated
even more. This will be discussed further on. :

This would emphasize, then, the key importance of the fact that to maintain the level of employment, henceforth real
wages will have to develop on a par with work productivity.

According to recent data from the National Institute of Statistics, Geography and Information Technology (Instituto
Nacional de Estadistica, Geografia e Informética - INEGI), economic growth began to appear in mid-1994. For
instance, in April 1994, the industrial production index was 6.5 per cent higher than in the same month the previous
year, which was the highest growth rate in 19 moaths. As for its components, the greatest growth was observed in
construction (8.2 per cent), electricity (7.7 per cent), manufactured goods (6.7 per cent) and mining (1.6 per cent).

The Figures display graphically the ordered pairs (Xi, Yi) for nine manufacturing divisions (i}, where X denotes the
growth of exports measured in dollars, and Y represents the growth of the performance variable under study, both of
which are calculated between the first quarter of 1988 and that of 1993. The straight lines represented in the figures
were adjusted by means of a regression per squared minima on the basis of the said ordered pairs. The six
performance indicators considered are: the value of total production and of average production per employed person,
the value of total wages paid and of the average wages per employed person (all of these measured in constant 1980
prices), as well as the labour cost per product unit and total employment. The nine manufacturing branches considered
were: [, foods, beverages and tobacco; II, textiles, clothing and leather; III, wood; IV, paper, printing, and the
publishing industry; V, chemistry, petroleum derivatives, rubber, plastics; VI, non-metallic minerals; VII, basic metal;
VII, metal preducts, machinery and equipment; and 1X, miscellaneous manufactured goods.

It is suggested that even though personnel does not change numerically, its actual composition is indeed medified,
with a greater white-collar to blue-collar worker ratio, and therefore raising the average quality of “human capital”.
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This change in composition is consistent with both the increase in productivity and average wages, and with total
production growth and with no effects on total employment.

Corresponding graphics are not included for lack of space, but they can be made available by the authors to interested
readers.

A coefficient equal.to 0.5 means that, on average, there is one white-collar worker for every two blue-collar workers
employed,

Note that in 1988, at the outset of the Pacto both white-collar and blue-collar worker employment were treated
negatively, but that on that occasion the white-collar to blue-collar worker coefficient remained unaltered at
approximately (.43, and even declined in the following two years, A hypothesis for this is that the Pacto was taken at
its beginning to be a transition programme, of a contingent nature,

The operating procedure for maquiladora enterprises in Mexico dates back to the 1960s, when the Mexican economy
was practically closed off from the rest of the world, which made it very difficult to generate employment at the
couniry’s borders, because it was too costly to import production factors and exports were far from being sufficiently
competitive. At the beginning, the legal framework established for the maquiladora industry tried to deal with this
situation by seeking, through special tariff, tax and administrative measures, to give specific incentives to enterprises
wishing to import certain production factors or components on a temporary basis exclusively to assemble them in
Mexico for re-exportation. Given that the sole objective was to generate jobs in Mexico’s border zone with the United
States, the maguiladora industry regulations applied only to the northern zone of the country. At that time, there was
no plan to elaborate a larger pattern of international industrial development; consequently, there were strong
restrictions on the operation of maguiladora enterprises, for instance as to the acquisition of production factors within
Mexico. the sale of the products within the country or the production techniques that could be used within the
enterprises. Over the years, the system contributed significantly not only to employment generation, but also to the
amount of foreign exchange available to finance the rest of Mexico’s international transactions. After the general
opening up of the Mexican economy to foreign trade that fook place in the mid-1980s, regulations for maquiladoras
were made much more flexible and modified in such a way as to produce a more compiete pattern of integration into
international production. For example. in 1993 the geographic restrictions, as well as those on the acquisition of
production factors, the sale of products and authorised processing techniques, were significantly relaxed.

That 1s to say, tariffs were lower for the finished products than for the production facters used to manufacture them.
which made it impossible to obtain any profitable return from their domestic production.

A new 1993 Foreign Trade Law, for instance, clearly defines regulations concerning the nationality of the produet, the
different types of tariffs and their modalities, the required permits, the export and import entitlements, the
safeguarding measures and the compensatory quotas.

About two-thirds of Mexico’s economic transactions abroad, whether they are exports, imports or the capture of
foreign investment, take place with the United States of America.

NAFTA took effect on 1 January 1994. It provides regulations to be observed by Mexico, the United States and
Canada in matters of international trade of goods and services, covering, among other aspects, tariffs and non-tariff
barriers, foreign investment, copyright regulations, the application of norms and standards, conflict resclutions, etc.
Tariffs are to be totally removed over a period of 15 years, progressing gradually at different rates to be determined
for every good or service by each of the three countries. -

See bibliography.

For this purpose, only two products are considered: automobiles and a composite commodity. The antomobile and
replacement-parts industry is currently one of the most important in Mexico,

Barraza mentions that despite the fact that the model does not consider a horizontal labour supply, the magnitude of
change in employment can be inferred by maintaining constant real wages. Assuming an almost unitary elasticity of
labour demand to real wages, it can be said that the percentage change in employment, in 2 Keynesian version, would
be of a magnitude similar to the percentage change in real wages in the classic version.

As we mentioned earlier, these results were obtained before the final terms of the NAFTA negotiations had been
determined. In practice, the Mexican government, aware of the effects of NAFTA on the agricultural sector, negotiated
a 15-year period for the complete liberalisation of this sector, which is the longest tariff-reduction pericd allowed
within NAFTA. Furthermore. since NAFTA has come into effect, rural support programmes such as PROCAMPO
have been implemented in Mexico to minimise the costs associated with the transition period.

Which is far removed from the 15-year gradual tariff reduction put forth by NAFTA.

The United States and Canada, Colombia and Venezuela, Chile, Costa Rica, and Bolivia.
Preliminary figure as of July 1954.

For instance, in 1991 foreign direct investment reached 12.6 per cent of the gross fixed capital formation.
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This is what has been experienced in the last years in which economic growth has taken place.
As of July 1994.

To promote technology transfer from the rest of the world, as well as to encourage technological research and
development in Mexico, an up-to-date copyright law was enacted in 1991 to protect such rights in a way comparable
to that which is observed in the main industrialised countries.

Exports and imports reached $27.7 billion and $21 billion respectively. .
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Table 1. Main indicators of economic opening in Mexico

Year Averzge tariff Tariff dispersion Weighted Weighted Controlled

' tariff average dispersion imports’
1982 27.0 246 ' 164 211 100.0
1983 23.8 23.8 8.0 127 100.0
1984 233 225 85 119 B34
1985 T 254 18.8 13.3 10.1 35.1
1986 226 14.1 131 13.2 27.8
1987 10.0 6.8 56 6.9 26.8
1988 9.7 69 62 74 30.1
1988° 10.4 7.1 6.6 7.1 209
1989 13.1 ‘ 4.4 9.7 6.9 184
1990 13.1 45 105 7.0 136
1991 13.1 4.5 11.1 ‘ 6.6 9.1
1992 13.1 45 114 6.6 10.7
1993 13.0 47 11.6 , 6.2 21.6

bl

1. January-June.
2. July-December.
3. Value of controlled imports as a percentage of the total imports value.

Source: Ministry of Trade and Tndustfial Development, Office of the Director of Foreign Trade Services.
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Table 2. Chahgés in empleyment and its main determinants in manufactui-ing, 1986-93

—Renl GDP Total Food Tentiles _Wood Printing Chemical Ore. Metal Machinery Other

1988’ 100.0 272 16.5 49 3.0 13.7 6.8 37 19.7 26
1993 100.0 283 15.0 47 5.0 13.2 6.8 28 20.8 - 35
1986-88° .
Employment 0.6 - {03 T {2.1) 1.7 04 23 : i9 2.2) 1.9 8.0
Real GDp 3.1 0.6 (2.1} 0.5 28 3.7 38 8.1 94 0.5
Labour cost per unit (3.1) (4.6} (6.2} (3.1} 1.1 0.8 (L9 6.7) {6.0) (6.0)
Trade balance’ (6 966.0) 1.4370 767.0 2450 (1 153.0) 2611.0) 985.0 574.0 (7 195.0) 14.0
1989-91 ’
Employment 0.1 0.7 2.4 (0.9) (0.4) 0.6 2.0 (5.8) 44 14.1
Real GDP 50 41 (0.5) (0.3) 1.5 4.1 48 2.1 12.8 54
Labour cost per unit 0.1 i9 37 (4.4) 1.8 2.2 (1A% {5.1) 0.0 10.8
Trade balance’ (42 086.0) (3 698.0) (123509 (15.0) {2 559.0) (7 238.) 781.0 {988.0y (26 586.0) (585.0)
1992-93°
Employment (7.3) (2.6) (8.4) {99) (6.2) 5.7 )] (14.3) (9.3} {1.8)
Real GDP (1.5) 0.4 74 (10.1) (6.4) 2.2) 08 2.6 (0.6) 3.7
Labour cost per unit (1.1) 713 02 4.6 4.6) 2.7 3.2) {14.8) (5.0) 2.1
Trade balance (52 102.0) (4 099.0) {2 224.0) (322.0% (2 938.0} (8 689.0) 3360 (2.469.0) (30.890.0) (808.0)
1988-93°
Employment (1.4) 04 3.4) 29 (1.1) (1.8) (1.4) {71.9) {0.7) 58
Real GDP 3.6 39 (1.8) 2.6) 09 34 4.1 19 7.8 59
Labour cost per unit 13 42 32 0.1 21 1.1 0.0 (3.4) 0.0 0.7}
_Trade balance® - (98 551.() (7 660.0) {3 283.0h (235.0) (5 971.0) (17 063.0) 14830 G 3717.0) {61 031.0) (14290}
1. Proportion of employment in total manufacturing.
2. Mean annual percentage change in the specified period.
3. Accumulated balance for the period, $ million.

Source: Based on data from INEGI and BANXICO.
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Table 3. Foreign investment by economic sector'

(million dollars)

Sector 198993 accumulated 1994 1989-94 decumulated
Value %. share Value % share Value % share

Total 23 843.4 100.0 37193 100.0 275627 1000
Agriculture and livestock 199.2 08 1.0 00 200.2 07
Extraction 198.1 0.8 17.2 0.5 2153 08
Manufacturing industry 73848 310 12419 334 8 626.7 ) 313
Electricity, gas and water 07 00 4.7 0.1 54 0.0
Construction 529.4 22 150.9 4.1 630.3 2.5
Trade 25649 10.8 4529 12.2 30178 10.9
Transport and communications 5 306.2 223 56.4 1.5 5 362.6 19.5
Financial services’ 36829 154 402.5 10.8 4 085.4 14.8
Communal services® 39772 16.7 13918 314 53690 1.5

1 Does not include investment in the Mexican stock miarket.

2 Figures prior 1o July. -

3, Financial and administrative services, and real-estate and goods-and-chattels rental.

4. Social and communal services, hotel and restavrant services, technical and personal services.

Source: Ministry of Trade and Industrial Development, Office of the Director for Foreign Investment.
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