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China Ascendant: »
A Snapshot of Economic

Performance

outheast Asia has been an important pole
S of economic growth since the mid 1960s

when Japan, whose post-war transforma-
tion had made it an economic powerhouse, was
joined by the “Asian Tigers.” The original
Tigers of South Korea, Hong Kong, Singapore
and Taiwan were followed by a second wave as
Malaysia, Indonesia and Thailand posted
impressive economic and export growth rates.
On the horizon was China, undergoing changes
that began to elicit interest in the 1990s. Since
2000, China has been the focus of much of the
world’s attention.

The attention has
included concern in many
countries, not least in Latin
America. For the region,
there are at least three
important dimensions to
China’s emergence on the
global economic stage.
There is China the success-
ful growth story and possi-
ble source of policy les-
sons; China the market of
1.3 billion consumers; and
China the competitor in Latin America’s main
markets. Devising an effective response to the
China phenomenon poses a substantial chal-
lenge to Latin American policymakers.

The Chinese economy has expanded dra-
matically in the past two decades. Latin Amer-
ica as a whole still surpasses China in terms of
absolute economic size, but the gap has been
closing relentlessly since the 1970s. China is
now the world’s sixth biggest economy at mar-
ket exchange rates, and is likely to become the
world’s leading exporter in this decade.

For Latin America,
Chinais atonce a
possible growth
model, a potential
market and a
competitor.

China’s growth only slightly exceeded that
of Latin America in the 1970s, and both were
outpaced by East Asia and the Pacific. Since the
onset of a reform process in the late 1970s, how-
ever, Chinese growth rates have substantially
outstripped those of the other regions. In Latin
America’s “lost decade” of the 1980s, when
annual output growth for the region as a whole
averaged 1.3 percent, China grew by almost 10
percent. Its growth was higher still in the 1990s
and, since 2000, GDP has risen by an annual
average of 8 percent (while Latin America’s has
stalled at an average of less
than 0.3 percent). As Figure
1 shows, China’s per capita
GDP growth has soared
since the 1970s and the
growth gap with Latin
America has widened sig-
nificantly.

A conspicuous feature
of China’s mounting global
significance is the increase
in its share of international
trade. In the 1980s, on aver-
age, Chinese exports grew
by 5.7 percent a year, just slightly above world
export growth. In the 1990s, however, the coun-
try’s overseas sales grew at twice the rate of
world exports. In 2000, Chinese exports grew
at almost triple the world rate, and by 2003
there was a more than seven-fold gap between
the Chinese and world export growth rates. A
broadly similar pattern prevailed for the coun-
try’s imports. By contrast, Latin America’s
exports and imports have stagnated, relative to
world trade, since the 1980s.
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Chief Economist Guillermo Calvo
was this year’s Frank D. Graham
Memorial Lecturer at Princeton
University. He joins a list of
eminent international econo-
mists, including several Nobel
Prize winners, invited by the Uni-
versity to deliver an annual lec-
ture in honor of former Prince-
ton professor, Frank D. Graham.
Dr. Calvo’s presentation on
March 26 was titled Crises in
Emerging Market Economies: A
Global Perspective. 1t can be
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Trade openness has increased in
both China and Latin America, but this
region remains relatively less open to
trade and the gap with China has
widened since the 1990s. By this meas-
ure China is more integrated into the
world economy than some large coun-
tries in the developed world (such as the
United States) and the developing world
(such as India).

China’s performance is striking by
other measures. Its gross domestic sav-
ings rate is among the highest in the
world, estimated at about 43 percent of
GDP in 2002. This is more than double
the Latin American rate and the trend in
China has been upward since the 1970s,
while that in Latin America has gener-
ally been downward.

China’s annual inflation has aver-
aged just 1 percent since the mid-1990s,
a period punctuated by episodes of
slight deflation despite soaring output.
In this area the contrast with Latin Amer-
ica is marked, largely because of very
high inflation rates in a number of coun-
tries during the 1980s, levels that re-
mained significant in some countries in
the 1990s. Since 2000, inflation in the
region as a whole has fluctuated between
a high of 12.2 percent in 2000 and a low
of 6.1 percent in 2001. In China, the range
has been deflation of —0.8 percent in 2002
and a high of just 1.2 percent in 2003,
and 2.4 percent in 2004.

China’s external debt is very mod-
est, equivalent to only 46 percent of
exports and 13 percent of GDP. Latin
America is significantly more bur-
dened by external debt: the correspon-
ding figures are 183 percent and 44
percent. China also has a comfortable
international reserve cover, equivalent
to 10 months of imports of goods and
services. Latin America’s cover is
about half that.
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Figure 1. China, East Asia and Latin America: GDP Per Capita, Annual Growth
(Hodrick-Precott filter, 1996 international dollars)
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Both China and Latin America have
had very significant access to interna-
tional capital but, compared to some
bigger Latin American countries, a
much higher share of China’s net capi-
tal inflows has consisted of foreign
direct investment (FDI), which has
climbed spectacularly in the last two
decades. Inflows were low in the 1980s
in absolute terms and relative to world
flows. FDI then soared in the early
1990s and was curbed only temporarily
by the 1997 Asian crisis. Latin America
as a whole still attracts higher FDI
inflows, but the sheer scale of the flows
going to China raises questions about
the prospect of investment diversion
away from Latin America.

Traditionally and with few excep-
tions, Latin America’s economic links
with East Asia have been slender. This
is changing fast as China’s emergence
poses challenges for virtually all Latin
American economies. The country’s
size, rapid growth, external openness
and trade performance are being felt
throughout the region, but perceived in

different ways. South American com-
modity producers mostly see China as
a new market that favorably affects
export volumes and world prices. Mex-
ico and the countries of the Caribbean
Basin, by contrast, perceive head-to-
head competition in third markets (par-
ticularly the United States) for many of
their products. And in all countries there
are questions about whether the striking
levels of FDI directed at China will
divert flows from the region. In these
latter areas China the Competitor is
claiming the attention of policymakers
throughout the region, even in those
countries now experiencing the benefits
of China the Market.

In response to such concerns the
Inter-American Development Bank set
up a China Task Force to undertake a
preliminary assessment of the implica-
tions for Latin America of China’s eco-
nomic performance. This issue of IDEA
is based on the Task Force’s report: The
Emergence of China: Opportunities and
Challenges for Latin America and the
Caribbean.
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Surging FDI to China: Should
Latin America Be Concerned?

I flows to China have soared in
Ft?le past 15 years. The country’s
share of global flows rose from
just 2 percent in 1990 to 6.3 percent
in 2003. By the end of the 1990s
China was attracting higher flows than
Canada and Spain, and very substan-
tially more than Brazil and Mexico,
the leading Latin American destina-
tions.

The figures demand caution,
since some flows are domestic invest-
ment going through Hong Kong to
benefit from investment incentives to
foreigners in China. This is called
“round tripping” and overstates the
real level of FDI, but the growth of
investment is nonetheless substantial.
Liberalization and WTO accession
have opened the economy, giving
investors access to abundant cheap
labor and a huge market. Investment

Figure 2. FDI Flows, 1980-2003
(percentage of GDP)

is expected to grow further in light of
China’s continuing market reform
process, expectations that it will pre-
serve its low-cost labor advantage, and
the prospect of a significant expansion
of the domestic market.

As Figure 2 shows, FDI flows as
a percentage of GDP were significant-
ly higher in China than Latin Ameri-
ca throughout the 1990s, although the
gap contracted by the end of the
decade. In output terms, however, the
figures for flows were similar by the
late 1990s.Given the large number of
public firms in China, moreover, FDI
would rise faster if the country were
to embark on comprehensive privati-
zation. Should Latin America be con-
cerned about the rise in FDI to China?
And to what extent is China compet-
ing with Latin American countries as
an investment destination?
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FDI strategies in Latin America

The factors driving FDI in Latin Amer-
ica vary by country and subregion. One
strategy centers on natural resource-
seeking investment in the Andean Com-
munity, Argentina and Chile. Resource-
seeking companies invest mainly in the
petroleum, gas and mining sectors.
Other companies’ strategies are based
on market-seeking. They look for large
domestic economies to supply their
products or services. These investments
are concentrated in the financial,
telecommunications and energy sectors
in Argentina, Brazil and Mexico, as
well as in Mercosur’s automobile indus-
try. A third strategy is pursued by effi-
ciency-seeking companies that frag-
ment production in order to capture
low-wage labor inputs. They invest for
export in Mexico (automobiles, elec-
tronics and apparel) and the Caribbean
Basin (mostly apparel).

Natural resource-seeking FDI in
South America has held constant
because commodity prices have
remained high and companies’ enclave
investment is mostly independent of
countries’ macroeconomic conditions.
But market-seeking firms in South
America have cut their investments,
largely because of recent recessions in
the region.

Efficiency-seeking FDI features
two systems of integrated production.
One is the model for the apparel indus-
try in the Caribbean Basin, based on the
United States’ Caribbean Basin Initia-
tive (CBI). The other is the model for
the electronics and automobile indus-
tries in Mexico under NAFTA.

» Continued on page 4
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In the apparel industry model, El
Salvador, Nicaragua, Guatemala and
the Dominican Republic have seen a
significant decline in FDI over the last
two years. The model is based on geo-
graphic proximity, low wages, tax
incentives for export-processing zones
and special access to the United States.
It is being challenged by new competi-
tors such as China, where the availabil-
ity of low-cost labor often offsets the
Caribbean countries’ other advantages.

As to FDI in the automobile indus-
try, flows to Mexico rose significantly
in the 1990s as firms with US-based
plants began to relocate them to Mexi-
co. But the Mexican automobile indus-
try’s future is uncertain because Mexi-
co’s supplier base has insufficient
incentives to invest in the technology
needed to transform the industry into an
integrated production cluster. Mexico
now faces competition from Asian
countries, especially China, for effi-
ciency-seeking FDL

Do Some Countries Face
Stronger FDI Competition
than Others?

Global savings are scarce. All other
things being equal, therefore, a higher
return on investment in one country will
lead to increased investment in that
country, and a corresponding decline in
investment in others. This process is
effected through the increase in world-
wide interest rates. To some extent, this
must be happening in China, since its
share of global investment has increased
sharply: to reiterate, China’s share of
global FDI increased from 2 percent to
6 percent in the 1990s. Barring a strong
positive effect on savings, the outcome
would be lower FDI flows to Latin

America. A rough calculation suggests
that such an increase in China’s share of
global FDI reduces Latin America’s FDI
inflows by 4 percent, a small amount.
Of course, the effect of surging FDI
to China will not be proportionally the
same in all countries. FDI competition
can be expected to be more severe
among countries exhibiting strong sim-
ilarities in the sources and sectoral com-
position of FDI inflows. For example,
competition for investment should be
sharp between two countries that
receive most of their FDI from Japan,
or in both of which the electronics man-
ufacturing sector is a target of the flows.
Similarities in the sources and sectoral
composition of investment were meas-
ured using an “FDI source coincidence
index” and a “sector coincidence
index.” What do these indices reveal?

Sources and Sectors:
How Similar?

In the 1980s and early 1990s, the lead-
ing sources of FDI to the Chinese main-
land were Hong Kong, Macao and Tai-
wan. Their share declined in the 1990s
but they are still the prime sources,
which suggests that FDI competition
between China and Latin America is
weaker than the aggregate data indicate.

Four of China’s five main sources
are in Asia (Hong Kong, Japan, Chinese
Taipei and Singapore). By contrast,
Japan is the only Asian country among
Latin America’s five leading sources.
Latin American countries, then, evince
a low FDI source coincidence index
with China.

The two countries that are signifi-
cant FDI sources for both China and
Latin America are the United States and
Japan. FDI from the United States to
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both destinations rose until 1997. US
flows to Latin America fell dramatical-
ly thereafter, from $17 billion in 1997
to $4 billion in 2001, while flows to
China stagnated at about $4 billion. It
is therefore hard to argue that China
negatively affected FDI to Latin Amer-
ica. Other factors loomed larger: the
boom in FDI to the region is partly
explained by privatization programs
that could not continue indefinitely; and
the 1997 crisis in Asia and the 1998 cri-
sis in Latin America adversely affected
investment in both regions.

As to FDI from Japan, again it can-
not rightly be claimed that China has
caused a decline in flows to Latin Amer-
ica. In fact, there seems to be a weak and
volatile positive trend in investment in
the region, while Japanese flows to
China move in a boom-bust cycle.

Worth noting is the extent to which
the growth of flows to China has been
in those sectors in which Latin America
receives FDI. Analysis is limited to out-
flows from the United States because of
sector-level data constraints, but the
United States is Latin America’s leading
FDI source and the second source for
China, so the analysis is pertinent.

The “sector coincidence index”
reveals that there is relatively little sim-
ilarity in the composition of US out-
flows to the two destinations. The coin-
cidence is much greater between China
and South Korea or India. This is main-
ly because US flows to Asia are domi-
nated by investment in manufacturing,
while other sectors predominate in
Latin America.

Among Latin American countries
the greatest sectoral coincidence is with
Mexico, largely because of the high
share of manufacturing in total US
flows to its NAFTA partner. Argentina,

> Continued on page 6
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Competing with China in Global Trade

irect competition between China
D and Latin America is intensifying

because their export baskets are
increasingly similar, especially in some
branches of manufacturing. China’s
exports have boomed in the past two
decades, from $24.9 billion in 1984 to
$325.6 billion in 2002, and the coun-
try’s share of world exports rose from
1.5 percent to 5.6 percent over the same
period. China’s performance in the US
import market is even more striking: its
share of US imports rose from 0.46
percent in 1980 to 11 percent in 2002.
The export surge is largely associated
with manufactured goods.

China’s export markets have diver-
sified over the past 20 years and are
now more evenly distributed among
East Asia, North America and Europe,
a reflection of the country’s increasing
global competitiveness. The exports are
highly dynamic. In 1987, about a quar-
ter of Chinese exports were in cate-
gories with dynamic world demand. By
2001, more than 60 percent were in
those categories, a slightly higher share
than the corresponding figures for the
United States. Latin America has also
become more specialized in goods with
dynamic demand, but this is very large-
ly because of Mexico’s striking export
performance in the US market.

Indeed, China and Mexico tend to
have fast-growing exports in precisely
those sectors with the greatest world
export dynamism. The Chinese and
Mexican patterns contrast with the per-
formance of Latin America as a whole
if Mexico is excluded, since the region’s
exports are more concentrated in sectors
with stagnant world demand. China’s
sales are also significantly more diver-
sified in terms of product categories
than those from Latin America’s more
natural resource-based economies.

China’s exports, moreover, have

advanced from unsophisticated manu-
factures to more complex goods. In the
mid-1980s, almost 90 percent of the
country’s exports consisted of primary
products, resource-based manufactures
and low-technology manufactures. This
fell to 50 percent by 2002, while the
share of high-tech products increased
from less than 5 percent to 30 percent.
Consequently, China will pose a grow-
ing competitive challenge in world
export markets, especially in medium-
technology goods such as cars, machin-
ery and simple electronics.

Because of its enormous scale and
high growth, China is increasingly
threatening to countries that rely on
labor-intensive manufactures and low
wages for their export advantage. Addi-
tionally, because of its rapid structural
transformation towards more advanced
goods, China poses a challenge to many
countries’ (including Latin American
countries’) potential to compete in third
markets in more sophisticated capital

and consumer products. Some sectors
will be affected more than others. For
example, China’s quality, design and
marketing scale in textiles and apparel
will probably have a strong influence on
the global market in this sector, espe-
cially given the expiry of the Multifiber
Agreement at the start of 2005.

China’s emergence, of course, pres-
ents both challenges and opportunities:
the real promise for other countries is
the prospect of their supplying new
demand segments of the Chinese pro-
duction apparatus and of buying
increasingly sophisticated (and proba-
bly more affordable) finished goods
from China. Both sides of the coin are
important, but the rest of this short sum-
mary focuses on the challenges posed
by China to Latin America’s exporters.

Comparing the similarity of the
Latin American and Chinese export
baskets offers clues as to the extent to
which they compete in world markets.

» Continued on page 6

Figure 3. Export Similarity Index with China in the US Market for Selected Regions and Countries, 1972-2001
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Figure 3 shows that the average similar-
ity for Latin America as a whole is rel-
atively pronounced. It has grown over
the past decade and is well above the
corresponding figure for the OECD
countries. And it is miscellaneous man-
ufacturing, especially clothing, that
mostly drives China’s export similarity
with Latin America. China competes
most directly with Mexico in Latin
America and with the Dominican
Republic in the Caribbean. Chile’s
export structure barely coincides with
that of China, while more than a fifth
of Mexico’s export basket was close to
China’s in 2001. In that year, in fact,
China was more similar to Mexico than
any other non-Asian developing coun-
try. The similarity with Brazil and Costa
Rica has also risen in the past two
decades, albeit to a lesser extent.
Within manufactures, moreover,
China’s export prices (in unit values) are

generally lower than those received by
Latin American countries. One expla-
nation, consistent with differences in
comparative advantage, is that their
products are of higher quality or have
more attributes than the Chinese goods,
thereby raising their value.

Another explanation is that the price
difference reflects the greater Chinese
product efficiency attendant on very low
labor costs. This is consistent with
China’s explosive export growth, and it
raises questions about the share of the
manufacturing market that Latin Ameri-
can countries can retain as China’s
capacity and access to foreign markets
Srows.

China has significant comparative
advantages in product categories that
are important to Mexico and the Cen-
tral American countries (textiles,
apparel and electronics). This is a real
challenge, largely because these coun-
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tries specialize in the labor-intensive
parts of the production chain in which
China has a significant edge. The rela-
tively high overlap in miscellaneous
manufacturing can be expected to
widen with the expiry of the Multifiber
Arrangement.

As the Chinese and Latin American
export baskets become ever more simi-
lar, direct competition between the two
has intensified in world markets, espe-
cially in various manufacturing indus-
tries. Because of the expansion of
China’s international production and
export base, however, increasingly the
challenge to Latin American manufac-
turers may be across the board. China’s
growing production and export of man-
ufactured goods with higher value-
added means that Latin American coun-
tries aiming to export the same goods
will face a higher competitive threshold
of entry into the global marketplace.

Surging FDI to
China:

P from page 4

by contrast, reveals a very low level of
similarity in the sectoral composition of
FDI with China, since most US flows
to Argentina are concentrated in “other
industries” and virtually none goes to
manufacturing.

Overall, then, direct FDI effects are
small. The main effect arises from FDI’s
link to trade. In this area Mexico and
the CBI countries face tough competi-
tion from China. The story is very dif-
ferent for South America, where exports
of primary goods are increasing. Thus
expansion of the Chinese market could
attract FDI to these countries, including
investment from China itself.

This issue of /DEA is based on The Emergence of China: Opportunities and Chal-
lenges for Latin America and the Caribbean, a report prepared jointly by the Inte-
gration and Research Departments of the IDB under the coordination of Robert
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To the Future: Preparing to Cope
with Chinese Competition

hina’s strong advantage in

unskilled, labor-intensive man-

ufactures is influencing interna-
tional prices, factor returns and spe-
cialization patterns worldwide. Coun-
tries specializing in light manufac-
tures, such as Mexico and those in
Central America and the Caribbean,
face declining terms of trade and
shrinking participation rates in export
markets. In countries with a compar-
ative advantage in natural resource-
based sectors, such as Argentina,
Brazil and Chile, the terms of trade
have improved, exports have expand-
ed and the recovery has strengthened.
But even in these countries there is
concern that increasing specialization
in natural resource-based sectors will
hamper long-term growth.

All countries in the region, then,
will have to consider how to deal with
China. Standing still is not an option.
If no action is taken, China’s impact
could erode the value of Latin Amer-
ica’s existing assets, for a number of
reasons.

First, China’s emergence in glob-
al markets is likely to increase returns
to skills. Because China has much
unskilled labor, its international inte-
gration should lead to a rise in the
worldwide skill premium—the wage
of skilled workers against that of the
unskilled. And that, in the absence of
strong education policies, could
worsen inequality in Latin America,
a region that already has the world’s
most marked inequality levels.

Second, higher Chinese demand
for raw materials is boosting exports
from and growth in some Latin Amer-
ican countries, but this might come at
the cost of a reallocation of resources

towards natural resource-based indus-
tries. Some controversy surrounds this
issue, but there is reasonable disquiet
that these industries do not generate
the dynamic economies associated
with manufacturing. Another concern
is that high prices for a particular com-
modity might induce countries to spe-
cialize excessively, spurring volatility
and lowering growth. The problems

If Latin American
countries take no
action, China’s
impact could erode
the value of their
existing assets.

attendant on high commodity prices
are known as Dutch disease, and coun-
tries need policies to deal with them.

Third, China’s strong state and
pragmatic approach to economic pol-
icy, coupled to its long-term strategic
vision for development, could out-
strip Latin American policy frame-
works, which are often preoccupied
with short-term fluctuations and
prone to wide swings in overall strat-
egy. How, then, should the region
rethink the policy framework in order
to compete?

A Public-Private Alliance

One issue to be tackled is Latin
American governments’ weak capac-

ity to design and implement forward-
looking policies geared to competi-
tion, a deficiency that can contribute
to underperformance on the part of
the private sector. Governments must
be strengthened in this area, and pol-
icy must be made in a constructive
partnership between public and pri-
vate actors.

There is renewed interest in this
issue—partly because Washington
Consensus reforms have not yielded
the expected benefits and partly in
reaction to the success of East Asian
economies, most recently China,
whose governments have gone beyond
market-oriented reforms and engaged
vigorously with the private sector. In
Latin America, a public-private
alliance that rethinks the state’s role in
complementing market reforms
should focus on the market failures
that act as binding constraints on
development.

Dealing with
Dutch Disease

One set of market failures is related
to Dutch disease. When the problem
is cyclical (such as a temporary oil
price hike) an effective policy would
be to create a stabilization fund, but
this would be fruitless if the matter is
not cyclical. One option is to deal
directly with the market failures that
prevent the economy from devoting
more resources to the discovery of
new export activities and to raising
productivity in existing sectors. A
good example is the Chilean govern-
ment’s recent initiative to create an

» Continued on page 8
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Preparing to Cope with Chinese Competition

“Innovation Fund for Competitive-
ness” from a new tax on copper
exports. This fund can be used to sup-
port innovation and R&D in non-tra-
ditional, agriculture-based exports
and industries in which Chile has a
comparative advantage. The goal is to
increase productivity, develop new
products and markets, and foster
export-related services.

Education

The conventional wisdom has held
that raising enrollment in primary
education is the proper education pol-
icy for developing countries. That
wisdom is being revised, since it is
becoming clearer that increasing pri-
mary enrollment without paying due
attention to quality might be a mon-
umental waste of resources. China’s
emphasis on higher education, more-
over, suggests the need for a more
balanced approach. The emergence of
more technologically sophisticated
sectors in Latin America, such as
fruit and salmon exports in Chile or
the medical devices sector in Costa
Rica, has been associated with ade-
quate higher education systems that
have been critical in supplying high-
quality professionals.

Improving higher education
requires policies to upgrade curricula
(particularly in mathematics and sci-
ences) and motivate public universi-
ties to expand high-demand courses.
Two- and three-year technical colleges
can make an intermediate contribution
to nurturing technological capacities.
Greater collaboration between busi-
ness organizations and universities is
essential, and governments can pro-
mote it by providing universities with

R&D grants that are conditional on
the research being approved or
requested by the private sector.

Export Development and
Investment Promotion

Export diversification being crucial
to development, Latin America needs
policies that encourage entrepreneurs
to innovate and invest. Such policies
could include offering grants for new
exports, or for exporting to new mar-
kets, or for new firms. More general-
ly, Latin American countries should
take three measures to ensure export
growth and diversification.

First, they should avoid episodes
of real exchange-rate appreciation,
since a competitive real exchange
rate facilitates the discovery of new
exports and can attract FDI into the
export sector. China managed to keep
its rate competitive for a long time
and thereby encouraged long-term
investments in tradable goods.

Second, they should address the
prevailing problem of “insecurity” in
business conditions (institutions, taxes,
crime). The main task is to strengthen
institutions, streamline regulations,
improve the effectiveness of the state
and consolidate the rule of law, so that
investors have confidence in the rules
of the game.

Third, private-public sector col-
laboration will be crucial in promot-
ing Latin American exports to China
and in attracting investment. The cost
of exploring the Chinese market is
relatively high and, in the absence of
public support, would fall on the
shoulders of a few entrepreneurs.
One possibility is to offer grants to
those who propose new projects to

exploit the Chinese market or bring
investment home.

The Role of
Regional Integration

Regional integration is a prime asset
that can help Latin America meet the
challenges of global competition and
the emergence of newly dynamic
economies like China and India. Inte-
gration offers a way for Latin Ameri-
can firms to attenuate disadvantages
in scale and agglomeration as they
exploit access to bigger regional mar-
kets.

Regional partners can also coop-
erate in areas that enhance competi-
tiveness, such as higher education
facilities, R&D, the development of
production linkages and clusters,
regional infrastructure development,
export- and investment-promotion,
and macroeconomic policy coopera-
tion.

Free trade areas (FTAs) can pro-
vide a commercial platform that sup-
ports scale through market access and
a reduction in trade and investment
costs. The broader the participation
in the FTA and the more extensive the
range of endowments among the
countries, the less the risk of ineffi-
cient trade and investment diversion
that would move countries away from
their production frontier unless offset
by medium- and long-term dynamic
effects. North-South FTAs, in partic-
ular, display this benign characteris-
tic. In this sense the completion of
the Free Trade Areas of the Americas
(FTAA) is an opportunity for Latin
America to prepare for global com-
petition and the emergence of big
markets like China.
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- n Privatization in
% Latin America:

Privatization Myths and
Latin America  Reality.
i e kb Chong, Alberto
and F. Lopez-de-

Silanes eds.,
Stanford Universi-
ty Press and
World Bank. 2005

Since the 1980s, thousands of failing
state-owned enterprises worldwide have
been turned over to the private sector,
but now privatization is under attack.
What is the real record of privatization
and are the criticisms justified? This book
evaluates the empirical evidence on pri-
vatization in seven countries: Argentina,
Bolivia, Brazil, Chile, Colombia, Mexico
and Peru. The quality of the data enables
the researchers to comprehensively ana-
lyze the record of and accusations
against privatization, with important rec-
ommendations for the future.

Técnicas de
UG I[EEN  Medicion
de medicion JEEEUEUTES
econdmica Metodologia y
e el Aplicaciones en
= Colomiia -
Colombia.

Lora, Eduardo.
Tercera edicion.
Bogota: Alfaomega.
2005

(In Spanish only)

The measurement of phenomena such
as economic growth, inflation or unem-
ployment rates is based not only on
strictly economic concepts but on tech-

niques in the fields of accounting
and statistics. The purpose of this book is
to study the conceptual foundation and the
statistical methodology that economists
and other social scientists use to describe
economic phenomena in Colombia.

What Difference

{ Do Unions
_ What  paye? Their
\ Difference
Do Unions Impacton
make? Productivity and
e \Wages in Latin
= America.

~=ZS Kuhn, Peterand
Gustavo Marquez,
editors. 2005

This book represents one of the first
attempts to obtain evidence on union
effects in Latin America. Following an
examination of union density across
countries, the studies in this volume eval-
uate the impact of unions on private-sec-
tor firm performance, agricultural produc-
tivity, and educational outcomes in pub-
lic school systems. Union effects are con-
sidered for Argentina, Brazil, Peru,
Uruguay and Guatemala.

RESEARCH DEPARTMENT
WORKING PAPERS

Labor Market Regulations and
Income Inequality: Evidence for a
Panel of Countries (WP-514)

By César Calderon, Alberto Chong and
Rodrigo Valdés

This paper presents evidence on the
impact of labor regulations on income
inequality in a sample of 121 countries
over the 1970-2000 period. It is found
that: (i) de jure regulations do not improve
income distribution; (ii) relative compli-
ance with existing regulations improves
income distribution; and (iii) de facto reg-
ulations are weakly associated with
improving income inequality.

Inequality, Institutions, and
Informality (WP-516)
By Mark Gradstein and Alberto Chong

This paper presents theory and evidence
on the determinants of the size of the
informal sector, proposing a simple the-
oretical model in which the informal sec-

tor’s size is negatively related to institu-
tional quality and positively related to
income inequality. These predictions are
then empirically validated using different
proxies, and the results are shown to be
robust with respect to a variety of econo-
metric specifications.

Should the Government be in the
Banking Business? The Role of
State-Owned and Development
Banks (WP-517)

By Ugo Panizza, Eduardo Levy Yeyati
and Alejandro Micco

This paper surveys the theoretical and
empirical literature on the role of state-
owned banks and presents some new
results. The paper shows that state-
owned banks in developing countries
have fiscal costs because they have
lower returns than comparable privately-
owned banks. However, this low prof-
itability might stem from state-owned
banks’ activity on projects characterized
by low private sector investment and high
social return. While no evidence is found
that state-owned banks promote eco-
nomic growth or financial development,
the evidence that state-owned banks
lead to lower growth and financial devel-
opment is not as strong as previously
thought.

Bank Ownership and Performance
(WP-518)

By Alejandro Micco, Mdnica Yahez and
Ugo Panizza

This paper uses a new dataset on bank
ownership and bank performance for 119
countries over the 1995-2002 period to
reassess the relationship between bank
ownership and bank performance in
developing and industrial countries. Own-
ership is strongly correlated with perform-
ance in developing countries, but not in
industrial countries. In particular, state-
owned banks in developing countries

D> Continued on page 10
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tend to have lower profitability and higher
costs than their private counterparts,
while the opposite is true for foreign-
owned banks.

Search Methods and Outcomes in
Developing Countries: The Case of
Venezuela (WP-519)

By Cristobal Ruiz-Tagle and

Gustavo Marquez

This paper uses a newly developed panel
dataset for Venezuela in the period
between 1994 and 2002. It is found that
previous job status is a primary determi-
nant of success in moving to employ-
ment, and that the use of employment
agencies increases the likelihood of that
move within each labor status.

Bank Ownership and Lending
Behavior (WP-520)
By Ugo Panizza and Alejandro Micco

This paper examines whether bank own-
ership (public versus private, domestic ver-
sus foreign) is correlated with bank lend-
ing behavior over the business cycle. The
paper finds that state-owned banks may
play a useful credit-smoothing role
because their lending is less responsive to
macroeconomic shocks than the lending
of private banks. Evidently, this differential
behavior is due to an explicit objective of
stabilizing credit rather than to the pres-
ence of “lazy” public bank managers.

Currency Mismatches, Balance-Sheet
Effects and Hedging in Chilean
Non-Financial Corporations (WP-521)
By Kevin Cowan, Erwin Hansen and
Luis Oscar Herrera

This paper assembles a new firm-level
database that builds a more comprehen-
sive measure of currency exposure, con-
siders differences in exposure across
firm-level variables that may correlate
with firm-level risk aversion, and identi-
fies changes in the level and distribution
of dollar debt across two distinct policy

regimes. It is found that mismatches have
significant balance-sheet effects. Also,
firms most exposed to currency risk are
best prepared to take this risk.

The Housing Market in Colombia:
Socioeconomic and Financial
Determinants (WP-522)

By Michel Janna, Santiago Moz and
Sergio Clavijo

This document provides an overview of
the housing system in Colombia, explor-
ing its socioeconomic and financial deter-
minants and offering recommendations
to improve the collection of basic data on
the construction sector, household
socioeconomic conditions, and mortgage
markets. The paper also estimates a
simultaneous econometric model for the
housing market using quarterly data over
the period 1991-2004.

Microeconomic Interventions after
the Washington Consensus (WP-524)
By Andrés Rodriguez-Clare

This paper examines the microeconomic
interventions used to complement Wash-
ington Consensus reforms in Latin Amer-
ica. As the kind of interventions currently
in vogue lack a sound theoretical and
empirical foundation, or are applied inef-
fectively, countries should select inter-
ventions aimed at discovering new prof-
itable activities (horizontal policies) and
at creating innovation clusters (vertical
policies). The appropriate mix depends
on a country’s stage of development.

RESEARCH NETWORK
WORKING PAPERS

An Econometric Cost-Benefit
Analysis of Argentina’s Youth
Training Program (R-482)

By Victor Elias, Fernanda Ruiz Nufiez,
Ricardo Cossa and David Bravo

The Youth Training Program (YTP) was
an important component of Argentina’s

labor policy of the 1990s. It offered three-
month courses and targeted young peo-
ple, most of whom were not employed
and had a low level of education. The pro-
gram was offered by different institutions
chosen through a bidding process and
included courses in agriculture, manufac-
ture, construction and services. An
econometric cost-benefit analysis of the
fifth round of the YTP finds a 10% return
on expenditures.

The Impact of Training Policies in
Latin America and the Caribbean: The
Case of Programa Joven (R-483)

By Cristidn Aedo and Sergio Nunez

This paper evaluates Programa Joven, a
training program conducted by Argenti-
na’s Labor Ministry, by applying a non-
experimental evaluation methodology to
program participants and a control group.
The paper finds that the program
increased earnings only for young males
and adult females. Furthermore, the pro-
gram significantly increased employment
only for adult females. Finally, while the
benefits for young males and adult
females outweighed program costs after
nine years, the benefits for all partici-
pants outweighed costs after 12 years.

OTHER PUBLICATIONS

Microeconomic Flexibility in Latin
America. Caballero, Ricardo, Eduardo
Engel and Alejandro Micco.
Economia Chilena.\Volume 7 (2):
5-26. 2004. Also: NBER Working
Paper No 10398.

The authors characterize the degree of
microeconomic inflexibility in several Latin
American economies and find that Brazil,
Chile and Colombia are more flexible than
Mexico and Venezuela. The difference in
flexibility is mainly explained by the behav-
ior of large establishments, which adjust
more promptly in the more flexible

» Continued on page 11
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economies, especially when accumulat-
ed shocks are substantial. In Chile flexi-
bility declined in the aftermath of the Asian
crisis, accounting for a substantial fraction
of the large decline in TFP-growth since
1997. If it were to persist, it could perma-
nently shave off almost half of a percent
from Chile's structural rate of growth.

Privatization and Firm Performance
in Bolivia. Capra, Katherine, Alberto
Chong, Mauricio Garron, Florencio
Lopez-de-Silanes and Carlos
Machicado. In Privatization in Latin
America: Myths and Reality. Alberto
Chong and Lopez-de-Silanes, eds.
Stanford University Press and World
Bank Press. 2005.

This chapter studies the change in per-
formance of Bolivian state-owned enter-
prises that have been transferred to the
private sector. The paper focuses on how
pwnership afftects management by
measuring the characteristics of man-
agements and relating them to both own-
ership structure and performance. It
argues that the characteristics of private
management that follow privatization are
a key factor in determining the effects of
privatization on performance.

Privatization in Mexico. Chong,
Alberto and Florencio Lopez-de-
Silanes. In Privatization in Latin
America: Myths and Reality. Alberto
Chong and Lopez-de-Silanes, eds.
Stanford University Press and World
Bank Press. 2005.

In Mexico, privatization led to a significant
improvement in firm performance and
service access. Moreover, the often-over-
looked fiscal impact of privatization can
help pay off debt or finance social spend-
ing. Mexico’s experience provides sever-
al lessons for future privatizations. First,
the privatization process must be care-
fully designed and transparently admin-
istered. Second, restructuring firms prior

to privatization should be avoided. Final-
ly, privatized firms must be carefully
deregulated and re-regulated to ensure
they behave appropriately and provide a
sound corporate governance structure.

Ethnicity, Race and Gender in Latin
American Labor Markets. Duryea,
Suzanne and Maria Eugenia Genoni.
In Social Inclusion and Economic
Development in Latin America. Johns
Hopkins University Press. 2004

This paper analyzes labor market out-
comes by gender, race, and ethnicity in
four Latin American countries. The share
of workers earning “low wages” is highest
among the indigenous and Afro-Brazilian
women and lowest among the non-indige-
nous and White Brazilian males. The
indigenous in Bolivia, Guatemala, and
Peru, along with Afro-Brazilians, have less
capacity to generate income because of
their lower levels of human capital, lower
remuneration in the labor market, and
lower access to high quality jobs. Thanks
to the education they are receiving today,
very young generations in Brazil and Peru
have a relatively bright outlook while
indigenous  populations—particularly
female—in Bolivia and Guatemala will
face persistent labor market problems.

Women in the LAC Labor Market: The
Remarkable 1990’s. Duryea, Suzanne,
Alejandra Cox Edwards and
Manuelita Ureta. In Women at Work:
Challenges for Latin America. Inter-
American Development Bank. 2004

This paper examines levels and trends
of labor market outcomes for women in
the 1990’s using household survey data
for 18 Latin American countries. The out-
comes analyzed include labor force par-
ticipation rates, the distribution of
employment of women across sectors of
the economy (formal versus informal),
and earnings. Overall, women have
made substantial progress in many

areas. Perhaps the salient development
of the 1990’s was the brisk-paced, secu-
lar rise in female labor force participation
rates; 30% of this increase is attributable
to increases in female schooling.

Do State-Owned Banks Promote
Growth? Cross-Country Evidence for
Manufacturing Industries. Galindo,
Arturo and Alejandro Micco.
Economic Letters 84: 371-376.

This paper tests the efficiency of differ-
ent structures of bank ownership in terms
of its ability to target manufacturing sec-
tors in need of credit. The paper finds that
state-owned banks do not play a signifi-
cant role in the development of industries
that rely more on external finance and/or
that have less tangible assets to pledge
as collateral.

Creditor Protection and Financial
Markets: Empirical Evidence and
Implications for Latin America.
Galindo, Arturo and Alejandro Micco.
Economic Review-Atlanta Fed.
Volume 89 (2). 2004

This paper looks at the impact of creditor
protection on the size of financial markets,
and documents the state of Latin Ameri-
can creditor protection. It then discusses
the effect of enhanced creditor rights on
small and medium-sized firms and how
the dynamics of financial markets are
affected by the regulation of creditor rights.
To examine the effects of adverse eco-
nomic shocks on creditors, the authors
study the credit cycle in various countries.

Perspectivas del desarrollo econémi-
co colombiano: los retos del gobier-
no de Alvaro Uribe Vélez. Lora,
Eduardo. In Conflicto y paz en
Colombia: Consecuencias y perspec-
tivas para el futuro. Libros de
Cambio. 2004. (In Spanish only)

Why did Colombia lose its ability to sta-
> Continued on page 12
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bilize the economy and why have its eco-
nomic growth possibilities weakened?
This article addresses these two ques-
tions and discusses whether the Uribe
administration has adequately attacked
the causes of instability and low growth.
It also evaluates the chances that the
government’s strategy will be successful
given the opportunity offered by two addi-
tional factors: demography and interna-
tional integration.

Effects of Tariffs and Real Exchange
Rates on Job Reallocation: Evidence
from Latin America. Haltiwanger,
John, Adriana Kugler, Maurice Kugler,
Alejandro Micco and Carmen Pagés.
Journal of Policy Reform.Volume 7
(4): 191-208.

This paper uses new, harmonized
measures of job creation and destruc-
tion for a number of countries in Latin
America to investigate the impact of the
removal of protectionism on net
employment and gross job reallocation
in Latin America. A robust pattern
shows that reductions in tariffs and
exchange rate appreciations increase
the pace of job reallocation within sec-
tors. There is also some evidence of
declining net employment growth as
trade exposure increases.

Port Efficiency, Maritime Transport
Costs and Bilateral Trade. X. Clark, D.
Dollar and Alejandro Micco. Journal
of Development Economics. 75
417-450. 2004.

This paper investigates the determinants
of shipping costs to the U.S. with a large
database of more than 300,000 observa-
tions per year from different ports around
the world. Distance, volumes and prod-
uct characteristics matter. In addition,
port efficiency is an important determi-
nant of shipping costs. Variations in port
efficiency are found to be linked to exces-
sive regulation, the prevalence of organ-

ized crime, and the general condition of
the country's infrastructure.

Reform Fatigue: Symptoms, Reasons
and Implications. Lora, Eduardo, Ugo
Panizza and Myriam Quispe.
Economic Review. 2004

After more than a decade of pro-market
reform in Latin America, symptoms of
fatigue are evident among all the major
players—policymakers, public opinion
and even members of the international
community. This paper describes the
symptoms and causes of reform fatigue,
and explores the implications for the
future of reform. Clearly, economic rea-
sons are behind the reform fatigue. Polit-
ical reasons play a much lesser role.

The Pain of Original Sin.
Eichengreen, Barry, Ricardo
Hausmann and Ugo Panizza. In Other
People’s Money: Debt Denomination
and Financial Instability in Emerging-
Market Economies. B. Eichengreen
and R. Hausmann, eds. University of
Chicago Press. 2005.

The currency denomination of the foreign
debt has not, until recently, figured promi-
nently in theories of economic growth
and cyclical fluctuations. This paper
shows that neglect of this problem con-
stitutes an important oversight. In partic-
ular, the composition of external debt -
and specifically the extent to which that
debt is denominated in foreign curren-
cy—is a key determinant of output stabil-
ity, capital flows volatility, exchange rate
management, and country credit ratings.

The Mystery of Original Sin.
Eichengreen, Barry, Ricardo
Hausmann and Ugo Panizza. In Other
People’s Money: Debt Denomination
and Financial Instability in Emerging-
Market Economies. B. Eichengreen
and R. Hausmann, eds. University of
Chicago Press. 2005.

Most countries do not borrow abroad in
their own currency and do not borrow in
local currency at long maturities and fixed
rates even at home, a fact that has been
referred to as “Original Sin.” This paper
describes the incidence of the problem
and tries to uncover its cause. The paper
finds weak support for the idea that the
level of development, institutional quality
or monetary credibility and fiscal solvency
are correlated with international Original
Sin. Only the absolute size of the econo-
my seems robustly related to Original Sin.

Why are Latin Americans so
Unhappy about Reforms? Panizza,
Ugo and Monica Yanhez. Journal of
Applied Economics. May 2005.

This paper uses opinion surveys to doc-
ument the discontent with pro-market
reforms implemented by most Latin
American countries in the 1990s. It then
explores four possible explanations for
discontent: (i) an overall movement of the
population to the left; (ii) an increase in
the political activism of those who
oppose reforms; (iii) a decrease in trust
for political actors; and (iv) the economic
crisis. The main finding is that the macro-
economic situation plays an important
role in explaining this discontent.

The FTAA and the Location of FDI.
Daude, Christian, Eduardo Levy-
Yeyati and Ernesto Stein. In
Integrating The Americas: The FTAA
and Beyond, A. Estevadeordal, D.
Rodrik, A. Taylor and A.Velasco eds.
Harvard University, 2004.

What effect will the FTAA have on FDI
from the US and Canada to Latin Ameri-
ca? How will it affect FDI from the rest of
the world? What are the implications for
a country such as Mexico, whose prefer-
ential access to the US may be diluted?
This paper addresses these and other
questions by assessing the likely impact
of the FTAA on countries in the region.
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Improving Latin American
International Insertion.

Fidel Jaramillo presented a policy sem-
inar on Feb. 8, 2005.

Latin America has a long history of
efforts to integrate the region’s coun-
tries into regional and global economic
arrangements. Most recently, these
efforts have included free trade agree-
ments between Chile and the United
States and between Central American
countries and the United States, as well
as more recent efforts to arrive at a free
trade agreement between Andean
nations and the United States. Within a
larger historical perspective, though,
Mr. Jaramillo argues that Latin Ameri-
can countries can only be fully insert-
ed into international trade and finance
through a process of transforming
national economies and increasing
social inclusion.

The transformation process proved
particularly intense during the 1990s,
when countries in the region either initi-
ated or deepened their trade liberaliza-
tion, particularly through tariff reduc-
tions. This development was accompa-
nied by a boom in foreign direct invest-
ment, as well as other capital flows, and
an improvement in export performance.
Latin America’s export performance,
however, was poor compared to that of
other regions, and those exports con-
sisted largely of primary goods with little
diversification or value added. The net
effect of these conflicting influences was
a resumption of growth after the eco-
nomic crises of the 1980s, but this
growth occurred only at low rates and
was subject to high volatility. Under these
circumstances the GDP gap with indus-
trialized countries continued to widen, in
contrast to the experience of other devel-
oping countries. Social conditions did

Look Who's Talking

improve moderately during the reform
process, but inequality increased in most
Latin American countries—with the
notable exception of Brazil, where
inequality was already high.

No single factor explains the
region’s disappointing performance, but
political instability deserves particular
attention. The weak rule of law that
accompanies such instability leads to a
lack of confidence in institutions and
poor control of corruption, both of which
can dampen investment and growth.

In light of recent experience, the
region is currently revising its approach
to resuming and sustaining long-term
growth in order to reduce poverty and
inequality. In particular, many countries
in the region are increasingly basing
their development strategies on trade
and regional integration. Trade is not a
panacea for growth, however, as shown
by the mixed findings in the literature on
this issue. What countries must do in
order to take full advantage of trade lib-
eralization is seek wider market access
opportunities, engage in productive
transformation and enhance social
inclusion, a strategy that in turn
depends upon political, fiscal and finan-
cial viability.

In order to confront obstacles
posed by both industrialized countries
and from within the region, especially in
regard to manufactured goods, Latin
American countries have sought out a
combination of bilateral, multilateral and
regional agreements, and they have
additionally pursued trade with non-tra-
ditional markets such as China and
other Asian nations. In addition to these
measures, however, countries must
work to increase their competitiveness
through policies that help increase total
factor productivity (TFP), which wors-
ened throughout the region in the

This section of the newsletter spotlights presentations or events sponsored by RES in recent months.

1990s, with the exceptions of Chile and
Peru.

Meeting these goals calls for trade
capacity building. This requires policies
that facilitate export promotion, increase
countries’ insertion into global produc-
tion chains through increasing flows of
foreign direct investment, and improv-
ing logistics and infrastructure, particu-
larly ports, airports, and customs pro-
cedures. Productive transformation is
also necessary in the longer term, as
the region’s primary-goods producers
are likely to be the principal “winners” in
current free trade agreements. Although
an abundance of natural resources is
not in itself an obstacle to development,
excessive concentration in natural
resource sectors slows growth, and
Latin America has so far done little to
diversify its productive base. Toward this
end, countries should engage in an
explicit diversification strategy that
develops innovation clusters to advance
the sustainable use of existing compar-
ative advantages.

Although some critiques of trade
liberalization are based on the belief
that increasing openness leads to
greater inequality—and income polar-
ization has in fact increased recently—
there is no clear correlation between
openness and inequality. Nonetheless,
as economists have generally found
inequality to be bad for growth, coun-
tries must reduce inequality as part of a
larger growth and development agenda.
In more concrete terms, policy should
aim to create opportunity through
increasing access to credit and ensur-
ing property rights and titling, as well as
increasing social capital. In addition,
social safety nets must be built and/or
maintained in order to mitigate the
impact of trade adjustment, and growth

> Continued on page 14
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must be supported by long-term educa-
tion, health and labor policies. These
measures in turn depend on fiscal,
financial and political factors, particular-
ly efficient and equitable tax collection,
tax policy reforms, debt management,
and institutional strengthening.

Adjustment to a trade-based devel-
opment strategy will face several chal-
lenges in the near future. The first
involves political leadership and the
political climate. Although many current
heads of state in the region enjoy high
approval ratings, including those in larg-
er countries, several Latin American
countries will be having elections in
2005 and 2006, with uncertain policy
implications. In addition, while employ-
ment issues and poverty still top public
concerns, trade liberalization and its
impact have increasingly entered public
consciousness.

The Chilean Social Security
Model: A Refreshing View.

Guillermo Larrain offered this policy
seminar on Feb. 9, 2005.

Given the current level of interna-
tional interest in restructuring social
security programs, particularly in the
United States, Dr. Larrain surveyed the
Chilean social security system by
describing its structure, assessing its
strengths and weaknesses, and exam-
ining its ongoing challenges.

Chile’s system, which consists of a
combination of measures, is based on
three pillars. The first is a government-
administered minimum pension system
for low-income workers. Following 20
years of contributions, workers are eli-
gible for a minimum pension regardless
of the total amount of their contributions;
any shortfall between contributions and
outlays is “topped off” with public funds.
A second pillar consists of mandatory
savings for most formal-sector workers;

these savings are administered by pri-
vate-sector pension funds. The third pil-
lar, utilized primarily by high-income
households, consists of voluntary sav-
ings that are exempt from taxes until
they are withdrawn from accounts at the
time of retirement.

Of particular national and interna-
tional interest is Chile’s use of privately
administered pension funds. Since the
conversion from the previous state-
administered system, these funds’ size
as a percentage of gross domestic
product has grown steadily and sub-
stantially, with a solid real rate of return
on assets, while rates of coverage have
not decreased. There is some evidence
that the pension funds system has dis-
played a positive macroeconomic
impact, with financial development con-
tributing to productivity and eventually
growth. Nonetheless, as increasing pro-
ductivity depends on reforms in other
sectors of the economy as well as on
financial sector development, the pen-
sion funds system should not be seen
as a macroeconomic panacea.

In spite of the general success of
the pension funds approach, Chile’s
social security system remains a work
in progress. The system is currently
burdened with transitional costs, as
there is currently a gap between con-
tributions and outlays that is expected
to continue until 2015.

The system has additionally failed
to address thus far a series of exoge-
nous problems. First, the flexibility of
Chilean labor markets over the last
three decades has increased job
churning and led to the increased use
of temporary labor contracts. Under
these circumstances, workers who
face unemployment spells attempt to
avoid illiquid savings either by under-
declaring their earnings or opting out
of the formal sector altogether.

A second weakness in the system
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is its inability thus far to provide ade-
quately for women, who, compared to
men, enter the workforce later, with-
draw more often from the workforce for
family reasons, earn less, retire earli-
er, and live longer. In addition, Chilean
women display particularly low levels
of workforce participation by regional
standards. Under these circumstances,
many Chilean women are unable to
provide the 20 years of contributions
that would entitle them to a minimum
pension, a problem carried over from
the previous system.

A third problem, which affects the
population as a whole, is the combina-
tion of increasing life expectancy and
an increasing tendency toward early
retirement, which threatens to place a
financial strain on the system. A corol-
lary problem emerged during the tran-
sition to the pension funds-based
approach: some individuals opted for
early retirement, but with lower pen-
sions that may not be adequate for
their needs and/or are diminished by
excessive administration charges.

Fourth, the pension funds system
has yet to find the optimal balance
between competition and concentra-
tion—i.e., the right number of pension
fund administration firms for the size of
the economy. Although excessive con-
centration presents dangers of systemic
vulnerability and rent-seeking behavior
at the expense of beneficiaries, a large
number of funds may be no better for
beneficiaries because of duplicative
administrative costs and the failure to
take advantage of economies of scale.
Finding the right number of providers is
further complicated by the non-sponta-
neous, mandatory nature of demand in
the pension-fund market. While the opti-
mal number of providers remains an
open question, beneficiaries’ interests
are to some extent protected by the

> Continued on page 15
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separation of functions between asset
managers and account managers.

In addition to these current difficul-
ties, Chile’s social security system
faces a variety of ongoing challenges.
The first challenge entails incorporat-
ing into the system a larger percentage
of women and of the estimated 20 to
30% of workers who are self-employed.
A second challenge involves finding the
optimal means of creating and regulat-
ing competition in the pension funds
industry. Current proposals include
aggregating demand through either
groups of firms or groups of individu-
als. A third and final challenge is deter-
mining the appropriate investment and
risk-diversification model for pension
funds, a task that promises to be quite
complicated.

Latin American Reforms in a
Historical Perspective.

José Antonio Ocampo delivered the
Sixth Carlos F. Diaz-Alejandro Lecture,
co-sponsored by the Inter-American
Development Bank and the Association
for the Study of the Cuban Economy, at
the Inter-American Development Bank
on March 7, 2005.

Assessing Latin America’s recent
economic liberalization in relation to
other periods in the region’s develop-
ment, Mr. Ocampo noted that the
region’s economic policies in the last
quarter-century have been based on
two major assumptions: i) that state-
directed industrialization has proven
inefficient; and ii) that the liberalization
of market forces was necessary to make
economies competitive and dynamic.
These assumptions have nonetheless
collided with reality. The last 25 years
have witnessed one of Latin America’s
worst periods of economic performance,
with growth rates much lower than dur-
ing the period of state-directed industri-

alization. In fact, the development gap
between Latin America and industrial-
ized regions has again widened to
approximately the same distance as in
the late nineteenth century.

These circumstances lead to sev-
eral questions regarding the respective
performance of state-directed and lib-
eral development models. The first of
these questions is why the state-direct-
ed model of development, particularly
as manifested by import substitution,
collapsed as of the mid-1970s.
Addressing this issue, however, first
requires a clarification of terms; well
before that time the region had largely
moved from a pure import-substitution
to a mixed model featuring export pro-
motion, regional integration, gradual
tariff reduction and, in inflationary
economies, gradual devaluation
schemes. Moreover, from the mid-
1960s to the mid-1970s Latin America
displayed strong economic perform-
ance. In addition, critiques of state-
directed development are largely
based on isolated periods of weak
export growth, such as the immediate
post-war era, or disruptions stemming
from international market conditions
and domestic political turbulence.
While the region did lose world market
share in primary goods, foods and
petroleum during the state-directed
development period, it is perhaps less
well-known that Latin America’s global
market share of manufacturing exports
increased after the late 1950s.

State-directed development may
be consequently seen as collapsing in
spite of its successes rather than
because of them. The model was ulti-
mately undone by countries’ macroeco-
nomic vulnerabilities. These included
large external deficits, fiscal weakness-
es, and distortions generated by abun-
dant external financing after the first oil
shock of the 1970s.

A second issue to address is why
Latin America was so severely affected
by the debt crisis of the 1980s; during
the “lost decade” the region recorded
lower levels of growth than during the
Great Depression of the 1930s. This
phenomenon is largely explained by two
external shocks: a major reversal in the
capital account and a collapse in non-
petroleum primary goods prices. While
in the 1930s the region benefited from
a debt moratorium, which was tolerated
by the United States, during the 1980s
responses to the debt crisis were
incomplete and slow in coming, as well
as constrained by highly conditional
financing. This combination of circum-
stances was, as Carlos Diaz-Alejandro
stated, a crisis greater than could have
been caused by either shocks or mis-
guided economic policies alone.

A third question is why Latin Amer-
ica’s recovery after the debt crisis has
proved so frustrating. Three responses
are frequently provided, though none
speaks directly to central concerns. The
first of these responses is to emphasize
the positive effects of structural reforms
undertaken in the region. A second
answer is to point out that markets have
not enjoyed the appropriate conditions
for flourishing. Third, Latin American
countries have displayed only slow pro-
ductivity growth in recent years. These
explanations, though, do not address
the following issues: i) why Latin Ameri-
ca displayed strong growth before the
1980s; ii) that nothing can guarantee full
utilization of resources; iii) the econom-
ic losses that occurred during the struc-
tural reform period; and iv) whether
microeconomic and “static” efficiency is
in fact preferable to dynamic macroeco-
nomic efficiency. Moreover, slow pro-
ductivity growth appears to have result-
ed from underutilization of productive
resources, particularly the underutiliza-
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tion of human resources owing to high
levels of informality.

These issues must be addressed
in part because of the central paradox
of the region’s political economy: in spite
of increasing international insertion in
recent years, Latin America has record-
ed only slow growth. This paradox
appears to have resulted from limited
productive linkages to national
economies, a new set of enclaves in the
manufacturing sector, limited employ-
ment effects in natural resources indus-
tries, and a deterioration of the relation
between growth and the balance of
trade. This combination of circum-
stances has led to greater dependency
on external finance, which in turn has
increased real volatility and decreased
investment. While the post-reform
model has increased firm-level efficien-
cy, the resulting gains have occurred
only at the micro level. This stands in
contrast to the previous model, which

strove for macro-level and dynamic effi-
ciency in all productive resources by
creating new production capabilities
and linkages.

A fourth question to consider is
whether Latin America’s economic per-
formance is associated with its relative-
ly poor social performance. It should
first be noted, however, that the region
has continued to make progress
according to most social indicators, and
in that respect the eighties were not a
“lost decade.” Additionally, the advance
of democracy in the region has been
reflected by an increase in social spend-
ing. Nonetheless, the rate of progress
has slowed in recent decades, and
human capital continues to be grossly
underutilized.

These ongoing problems stem from
defects in the linkages between the eco-
nomic and social systems. In recent
years the region has experienced a
deterioration in income distribution on
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top of an already stratified social struc-
ture. Although social policies remain ori-
ented toward alleviating poverty,
inequality has yet to find a place on the
agenda. This concern is particularly
pressing because growth in recent years
has translated into income gains prima-
rily for the upper classes and/or the high-
ly educated. Given disparities in educa-
tional quality and access, however, most
individuals’ earnings ability is deter-
mined at the time they begin schooling.

Addressing underlying social
issues and returning Latin America to
higher growth rates calls for an exten-
sive policy agenda. Details may differ
among countries, but three pillars are
essential. The first is the pursuit of
greater real stability in national
economies. The second is the formula-
tion of strategies for development of
production in open economies. Third,
countries must improve social linkages
with the economic system.

Network News
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The Development of Latin-American Bond

Markets

The purpose of this study is to further knowledge of the state
and development of the main non-bank credit vehicle: the
bond market in Latin America. The study covers both public
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Dynamics, Growth and Productivity:
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and the Caribbean
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and private debt instruments, because the two are closely

intertwined.

e Institutions interested in submitting proposals should

Five of the papers produced through this project were
published in the Journal of Policy Reform, December

Child Health, Poverty and the Role

of Social Policies

www.iadb.org/res/researchnetwork

inform Raquel Gémez.
* Research proposals must be received by May 2, 2005.
* Proposals may be sent electronically to red@iadb.org
* For more information visit www.iadb.org/res/bond-markets

Eight of the outcome-papers from this study were pub-
lished in a special issue on Child Health in Latin Amer-
ica of Economics and Human Biology (Volume 2, Issue
3, December 2004.) HOME..
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