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IN THE AFTERMATH OF THE MEXICAN PESO CRISIS the Latin

American economies proved that they are structurally healthy and resilient to external disturbances.
Following the peso meltdown, the much feared economic collapse of the region failed to material-
ize.> As we pointed out a year ago in Latin America Afier Mexico: Quickening the Pace, the Mexican
crisis was a “wake up” call for the Latin American natons: In most countries political leaders are
increasingly aware that the reform process is a never-ending challenge. Regional leaders are now
dealing with dismantling the economic and social structures ot the traditional Latin American state,
including its populist institutions, while mventing and constructing its successor: the modern, effi-
cient, administrative state. This process is, however, economucally and politically difficult and, if not
managed carefully, it can have negative effects on social conditions. With democratic rule solidified
in virtually every country. it 1s increasingly less possible to implement reforms by decree. A major
challenge that the region’s leaders will face in the years to come, therefore, is to obtain and main-

tain voter support in order to proceed with the necessary reform of the state.

The great risk 1s that failure to tackle the the process. It broad segments of the population
complex and politically charged institutional perceive that they are being excluded from the
retorms—reforms for which there are tew ade- gains, despite having shared the pain, the proba-
quate or appropriate blueprints—uwill distort the bility ot a backlash becomes palpable. In turn,

hard won accomplishments of the first phase ot such a reaction would be likely to dissolve the
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Table 1. Real GDP Growth in Latin America and the Caribbean

(percentages)

1991 1992 1993 1994 1995 1996 1997
Argentina 8.9 8.6 6.0 T4 -4.4 25 4.0
Bolivia 4.6 2.8 41 4.2 3.8 4.4 4.4
Brazil 0.4 1.2 53 58 42 35 42
Chile 7.2 1.0 6.2 42 8.4 6.5 6.5
Colombia 2.0 4.0 52 5.7 5.3 4.5 4.0
Costa Rica 2.2 7.7 6.1 4.5 2.5 3.0 45
Dominican Republic 0.9 7.8 2.9 4.3 48 3.5 3.0
Ecuador 5.0 3.6 2.0 4.0 2.5 3.0 3.8
El Salvador 3.9 5.0 5.9 6.2 6.0 4.5 5.0
Guatemala 37 48 3.9 4.0 5.0 45 4.5
Guyana 6.1 7.8 8.3 85 5.1 6.3 5.0
Haiti -3.0 -14.8 26 -10.6 4.5 3.0 3.0
Honduras 3.1 5.6 3.9 -1.5 3.6 4.5 4.5
Jamaica 0.8 1.8 2.0 0.8 0.5 2.0 3.0
Mexico 3.6 2.0 0.4 3.5 -6.9 2.0 3.0
Nicaragua 0.7 0.8 0.7 3.3 2 4.7 5.0
Panama 9.6 8.5 5.4 4.7 35 4.0 4.0
Paraguay 2.4 1.8 4.1 3.5 2 35 4.5
Peru 2.9 1.8 5.9 12.8 6.9 30 4.0
Trinidad and Tobago 2.7 1.7 -1.6 4.2 3.5 45 4.0
Uruguay 3.2 74 2.5 5.1 2.5 1.0 25
Venezuela 9.7 6.1 0.3 2.8 2 05 4.5
Mean 3.4 36 2.4 37 3.0 36 41
GDP-Weighted Mean 3.5 2.7 2.9 4.9 0.8 3.1 4.0
Weighted Mean, wfo Mex. & Arg. 45 49 4.3 3.5 43
Median 3.1 4.4 4.0 4.2 4.0 3.5 4.1

Source: World Bank. Projecticns by LAC Region Lead Economists

political will of the region’s leaders, making the
reconstruction and invention of the kinds of
institutions required to spread the benefits ever
more difficult. The region faces, yet again, the
dangers of entering a vicious circle.

Although Latin America overcame the most
pessimistic post-Mexican crisis forecasts, eco-
nomic growth was too anemic to keep poverty
from growing. During 1995, and largely as a
result of Mexico’s tailspin, Latin America and the
Caribbean grew at modest rates—0.8 percent,
compared with 4.89 percent in 1994. On the
positive side, inflation continued to decline, and
the regional current account deficit was barely
above 2 percent of GDP. Largely because of the
crisis in Mexico, the entire region has suffered a
setback that, given the feeble forecast for 1996,
will have lasted for two years. For 1996 we pre-
dict overall GDP growth of 3.1 percent, a further
reduction in inflation, and a current account

deficit of the order of 2 percent of GDP. [See
" Tables 1, 2 and 3.]* The Latin American recovery

is proceeding at a slower pace than was antici-
pated by most analysts, ourselves included.

The slow recovery of the regional
economies is troublesome for a number of eco-
nomic, social and political reasons. In many coun-
tries, modest economic performance over the last
few years is generating impatience and a sense of
disappointment with the reform process. An
increasing number of people are disillusioned and
beginning to look at policy alternatives. Although
this disenchantment has not been translated into
an activist “anti-reform” movement, it is slowly
generating “reform-skepticism.” What makes this
particularly disturbing is that the reform-skeptics
do not have a coherent plan and tend to offer an
assortment of mutually inconsistent policies with
an unmistakable populist flavor.

This slowly growing disappointment has
been reflected, for example, in the strong show-
ing of the anti-reform candidate, Abdala
Bucaram, in Ecuador’s recent presidential elec-
tions, and in the decline in the approval ratings
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Table 2. Inflation in Latin America and the Caribbean
{change in CPI, percentages)

1991 1992 1993 1994 1995 7996 1997
Argentina 84.0 18.6 8.0 3.9 1.6 2.4 2.5
Bolivia 214 12.1 8.5 7. 10.2 1.0 6.4
Brazil 4751 11315 2.541.0 929.3 211 5.0 15.0
Chile 21.8 15.4 12.7 1.4 8.2 6.5 55
Colombia 26.8 251 226 226 19.5 22.0 20.0
Costa Rica 28.7 21.8 9.8 20.0 22.0 12.6 100
Dominican Republic 53.9 4.6 4.8 8.3 12.5 15.0 10.0
Ecuador 49.0 50.2 31.0 25.4 22.8 19.5 18.0
El Salvador 9.8 19.9 12.1 10.6 10.1 8.7 6.0
Guatemala 351 10.2 13.4 126 8.6 9.0 7.0
Guyana 101.5 28.2 1.7 136 12.1 5.4 4.2
Haiti 6.6 17.5 26.9 42.6 21.1 20.0 17.0
Honduras 215 6.5 13.0 21.7 29.5 16.5 8.0
Jamaica 68.6 57.5 245 2.0 255 15.0 12.0
Mexico 18.7 11.9 8.0 7.1 52.0 26.0 12.5
Nicaragua 2,740.0 203 20.4 7.7 1.2 9.9 7.6
Panama 1.3 1.8 0.5 1.3 0.9 1.3 13
Paraguay 24.3 15.1 18.3 20.6 10.5 10.0 8.0
Peru 409.5 73.5 48.6 237 M7 101 7.0
Trinidad and Tobago 3.8 6.5 1.1 8.5 5.3 4.2 35
Uruguay 81.5 58.9 52.9 441 35.4 20.0 15.0
Venezuela 31.0 31.9 45.9 70.8 56.6 70.0 30.0
Mean 196.1 75.0 133.9 61.2 18.6 4. 10.3
GDP-Weighted Mean 228.6 434.6 920.5 348.5 25.1 17.7 12.7
Median 23.9 19.3 13.2 16.8 12.3 1.8 8.0

Source: World Bank. Projectians provided by LAC Regicn Lead Economists.

of presidents Fernando Henrique Cardoso in
Brazil, Alberto Fujimori in Peru and Carlos
Menem in Argentina.?

Reversing the course or backtracking on the
reforms effort would be a tragic mistake. Policy
reversals and aborted reforms are common in
Latin America’s history and invariably resulted in
still greater setbacks and frustration. Equally harm-
ful would be wide acceptance of the opinion that
it 1s now possible to lower the guard on the
macroeconomic front. The region’s macroeco-
nomic stability was won only with tremendous
effort and remains fragile. There is overwhelming
international evidence indicating that macroeco-
nomiic stability is a precondition for rapid and sus-
tained growth. Renewing support for the reform
program is one of the most fundamental and diffi-
cult challenges that Latin American governments
face in the immediate future. In order to main-
tain—or increase—voter support for the reforms
it will be necessary to achieve the following inter-
related and concrete results:

B Generate, sooner rather than later, a signifi-
cant revival of growth. In order for this
growth to have the desired economic, social
and political effects, it will have to be inclu-
sionary, benefiting broader segments of the
population.

B Consolidate the early achievements of the

reforms, especially the virtual eradication of
inflation.

B Address some of the most pressing social
concerns of the population, including the
elimination—or substantial reduction—of
corruption, the reduction of overall violence
and crime, and improvement in the delivery

of social services, such as education and
health.

B Reduce the extent of poverty and inequality,
particularly in the region’s megacities and
among the rural indigenous populations.
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Table 3. Current Account Balances in Latin America and the Caribbean
{percentages of GDP)

1991 1992 1983 1994 1995 1996 1997
Argentina -1.5 -3.7 4.1 -3.6 1.4 -1.9 -1.9
Bolivia 5.2 7.8 8.8 4.0 6.3 -8.8 99
Brazil 0.3 15 0.2 0.3 2.7 1.9 18
Chile 0.4 -1.8 48 1.4 1A 2.0 2.5
Colombia 55 18 -39 -4.6 -5.3 6.2 -6.0
Costa Rica 5.4 15 4.2 -1.9 -1.4 2.7 2.5
Dominican Republic 2.1 -6.8 -1.5 2.0 -0.5 2.0 -1.8
Ecuador 5.7 -1.3 4.4 -4.9 -4.9 -3.9 3.4
El Salvador -5.0 -5.8 -39 3.7 -5.5 4.7 4.4
Guatemala 2.7 -7.6 -6.6 6.0 45 -5.0 -4.5
Guyana -39.8 216 219 -98 -12.8 94 -10.3
Haiti -12.9 6.9 -11.4 6.9 216 -18.2 -14.0
Honduras -5.0 -6.6 9.2 -11.8 -7.5 7.4 6.6
Jamaica -4.9 -0.1 -4.3 -1.0 -4.5 1.1 31
Mexico -5.1 -7.4 6.4 7.7 -0.2 1.0 1.3
Nicaragua -48.9 546 -48.9 -54.0 -36.2 -34.7 -23.2
Panama -1.9 5.7 6.6 -6.9 8.4 4.2 4.2
Paraguay 8.7 9.5 0.2 9.6 -14.6 13,6 133
Peru -1.9 -3.9 -4.1 4.2 6.4 -4.0 -3.8
Trinidad and Tobago 0.6 2.0 1.6 3.9 3.6 1.5 25
Uruguay 0.4 -1.0 24 2.5 2.9 -1.9 -1.6
Venezuela 3.3 6.2 -3.3 4.2 25 3.8 2.6
Mean 6.2 -6.9 7.8 6.3 -6.4 -5.8 -5.0
GDP-Weighted Mean 1.4 2.6 3.4 2.9 2.2 2.1 2.1
Median 2.4 5.8 4.4 -4.1 4.7 4.0 -3.7
Source: World Bank. Projections provined by LAC Region Lead Economists.

Achieving these interrelated goals will only
be possible if the reform process is broadened to
new spheres, including disassembling the remains
of the old populist structures, the creation of
new institutions and the rebuilding of the state—
the key elements of second generation reforms.

In last year’s Quickening the Pace we argued
that if the Latin American countries were able to
implement a number of key reforms affecting
labor markets, education, social security and the
institutions of the state, it would be possible for
the region’s rate of growth to accelerate signifi-
cantly in the medium run. We believe that this
jump in economic performance is still feasible,
but that it will probably take somewhat longer to
materialize. There are two reasons: First, the
modest performance of 1995 suggests that the
recovery from the “tequila” episode will be slow-
er than we anticipated. Second, the needed insti-
tutional “second generation” reforms are techni-
cally very difficult, and are likely to take time to
be implemented and to generate their beneficial
effects.> Countries will tend to proceed cautious-

ly, and mistakes are likely to be made. This

process may generate frustration and, at times,

disenchantment. A great deal of leadership and
consensus-building will be needed to push for-
ward with the much needed next phase of the

reform process.

This paper is the second annual report by
the Office of the Latin America and Caribbean
Regional Vice President of the World Bank on
the state of the region’s economies. The first
report—Latin America After Mexico: Quickening the
Pace—dealt with the direct consequences of the
Mexican crisis, including the probability of a
contagion effect. This year we focus on some of
the most important challenges that the region
will have to face in order to dismantle the old
populist state and create the new one, essential
for moving effectively toward recovery and take-
off. Throughout the analysis we deal with some
important political economy issues related to the
pending retorms and some of their most impor-
tant ramifications. Section II provides a general
overview of recent developments. In Section II1
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we address five systemic issues that are attracting

ever more attention from regional policy makers:

high real interest rates; high and increasing
unemployment rates; low domestic savings rates;
a slowdown in exports growth; and the need to
rebuild the weakened state. In Section IV we
deal with the future ot the reforms. and we con-
centrate on the need to consolidate macroeco-

nomic stability and on social sector policies, such
as education, health and labor reforms. Section 'V
1s a challenge to new thinking and actuon in our
atctempts to define and build the new Latin
American state. Section VI contains the conclud-
ing remarks. The paper also has an Appendix that
deals in greater detail with selected country
performance.
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e

AL DEVELOPMENTS IN 1995-9

B e

CAPITAL INFLOWS INTO LATIN AMERICA plummeted as a conse-

quence of the Mexican peso crisis. During 1995 net capital inflows amounted to US$33.9 bil-
lion, compared with US$49.7 billion in 1994 and US$58.8 billion in the first half of the same
period i 1994 and US$58.8 billion in 1993, forcing almost every country to implement deep
macroeconomic adjustments. [See Table 4.] Almost everywhere monetary policy was tightened
and aggregate expenditure was cut. By the end of the year the region had reduced its current
account deficit from 2.9 percent of GDP to 2.2 percent of GDP.” During the first half of
1995 there was considerable concern over the probability that the Mexican crisis would gen-
erate a major contagion eftect throughout the region. International investors quickly realized,

however, that there were sigmficant difterences among Latin American countries and that in

the vast majority of them the economic tundamentals were healthy.

Reemarkably, and in contrast with previous
crises, during 1995-96 the region was able to
mplement a major current account adjustment
while at the same time bringing inflation down.
By mid-1996 the speculative attacks on the
regional economies were largely contained. Cap-
ital once again moved into some countries, stock
markets recovered. as did the prices of the

region’s Brady bonds. However. as pointed out
above, growth lagged behind.

The resumption of vigorous growth, while
maintaining macroeconomic stability, is probably
the most fundamental short-term challenge the
Laun American nations tace. Without substantial-
ly higher growth, it will not be possible to even
begin to satisty the social demands that are being
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Table 4. Net Private Capital Flows to LAC and Other Developing Countries

(US$ hillions)

1991 1992 1993 1994 1995(p)
I. TOTAL
All LDCs 61.6 100.3 154.2 158.8 167.1
LAC 227 30.4 58.8 49.7 339
Mexico 1.9 9.2 21.9 17.4 10.9
Brazil 32 9.7 16.1 11.9 6.9
Argentina 29 5.8 137 8.2 8.8
Rest of LAC 4.7 5.7 7.1 12.2 7.3
il. NET FD!
All LDCs 35.0 46.6 68.3 80.1 90.3
LAC 126 145 15.7 20.8 17.8
Mexico 4,7 4.4 4.4 8.0 4.1
Brazii 1.1 2.1 1.3 3.1 3.1
Argentina 24 4.2 6.3 1.2 39
Rest of LAC 4.4 3.8 3.7 8.5 6.7
i1, PORTFOLIO DEBT
All LDCs 12.8 13.2 383 32.2 33.7
LAC 4.1 4.7 19.8 127 n.a.
IV. PORTFOLIO EQUITY
AllLDCs 76 14.1 456 34.9 22.0
LAC 6.2 8.2 251 13.2 6.2
Mexico 4.4 54 14.3 45 n.a.
Brazil 08 17 55 5.1 na.
Argentina 0.4 0.4 3.6 12 n.a.
Rest of LAC 0.6 7 1.7 2.4 n.a.
OTHER NET FLOWS*
All LDCs 6.2 26.4 2.0 11.6 211
LAC 0.2 3.0 -1.8 3.0 n.a.

* Includes commercial bank loans and other private flows.

Source: World Bank, World Debt Tables 1996.

called for with increasing urgency. The good
news is that after having withstood the conse-
quences of the “tequila effect,” most countries
are now well positioned to move from adjust-
ment toward accelerated growth. The bad news
1s that, contrary to what analysts expected in the
early 1990s, the external environment has
become increasingly volatile, and even hostile.
The Mexican crisis had political ramifications in
the United States that suggest that expansion of
the North America Free Trade Area (NAFTA)
will be slow in coming, if it happens at all in the
near future. As a result, the countries in the area
will have to devise new ways of becoming more
closely integrated with the rest of the world—
and among themselves through agreements such
as Mercosur. New efforts are required to achieve
more rapid export growth. Moreover, in the
aftermath of the Mexican crisis, it is clearer that

it is neither possible nor, perhaps, advisable to
rely too heavily on foreign financing to supple-
ment traditionally anemic domestic savings rates.
The modest growth performance in 1995
was, to a large extent, the result of negative
growth in two large key countries—Argentina
and Mexico—and very modest performance in
Venezuela, the fourth largest economy in the
region. In both Argentina and Mexico the reduc-
tion in foreign financing had a deeper eftect on
economic activity than most analysts predicted. In
Argentina the temporary—and we believe unjus-
tified—loss of international investor confidence
led to a significant liquidity squeeze, very high
real interest rates, a significant increase in unem-
ployment and a major reduction in domestic
activity. In Mexico, on the other hand, the need
to shore up the peso and to meet the adjustment
program targets also resulted in very high interest
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rates during 1995 and the early part of 1996, a
deep decline in internal demand, a weakening of
the banking system and a sharp increase in
unemployment. In both nations the weak posi-
tion of the banking system contributed to poor
GDP performance. Investors—international and
domestic—feared that a collapse of important
banks could result in major economic disloca-
tions, massive and costly bailout programs, and a
resurgence of inflation. In the case of Argentina
the weakness of the banking sector affected the
credibility of the convertibility program and, in
particular, confidence in the inviolability of the
exchange rate regime.

On the positive side, in both Argentina and
Mexico exports responded 1n a very positive way
to the new economic circumstances, growing at
17.1 percent and 24.5 percent, respectively, in
volume during 1995. [See Table 5.] In Mexico
the surge in export growth is the result of both a
more competitive real exchange rate and lower
internal demand. In Argentina, on the other
hand, export expansion was the result of lower
domestic activity and higher productivity, as well
as increased demand from its Mercosur partner,
Brazil. The dollar value of Argentine exports to
Brazil grew at an average rate of of 45.6 percent
during the last three years.” Both countries, like
the rest of the region, have benefited from im-
proved international prices.

During the next 18 months, a rapid recov-
ery of these economies will require maintaining
the momentum in export expansion, as well as a
significant increase in the level of internal
demand, especially in investment. We address
these issues in greater detail in the Appendix.

Venezuela’s poor performance in 1995 was
the result of a very different set of circumstances.
For a number of years the Venezuelan authorities
negated the basic realities of modern economics.
Fiscal policy was very expansive (the deficit
exceeded 8 percent of GDP), credit expansion
was rampant, and exchange controls were main-
tained for almost two years. These policies gener-
ated major distortions, heightened uncertainty
and widespread speculation. The continuing crisis
of the Venezuelan banking system also contrib-
uted to the country’s modest growth in 1994-95.

Table 5. Latin American Export Performance:
Rates of Growth of Export Values and Quantities
(percentages)
Year Value Quantum
Argentina 1993 7.2 5.1
1994 20.8 18.4
‘ 1995 301 171
Brazil 1993 8.4 10.6
1994 12.3 5.5
. 1995 79 2.8
Chile 1993 -8.1 2.9
1994 25.4 8.6
1995 37.8 12.5
Colombia 1993 23 7.0
‘ 1994 17.9 0.7
1995 25 0.8
Mexico 1993 12.3 5.8
1994 173 1.8
1995 332 24.5
Peru 1993 0.6 8.0
1994 31.5 15.4
1995 20.3 0.3
Venezuela 1993 0.1 6.7
1994 10.4 8.8
1995 165 5.4
South America 1993 43 8.1
1994 16.0 79
1995 17.5 3.6
Central America
and the
Caribbean 1993 6.8 7.1
1994 14.8 79
1995 17.0 29
LAC Total 1993 70 7.3
1994 16.4 92
1995 227 10.6
LAC Median
(20 countries) 1993 6.2 59
1994 17. 8.7
1995 22.5 44
Source: ECLAC, Preliminary Overview of the Lat:n American and
Carbbean Economy, 1995, table A9, p. b3

Paradoxically, the reluctance to implement mini-
mal, and obviously necessary stabilization mea-
sures resulted in a steep deterioration in living
conditions among the Venezuelan poor. Indeed,
the postponement of adjustment generated
exactly the kind of social costs—including seri-
ous political unrest—that the country’s political
leadership had tried to avoid.® A vastly ambitious
adjustment program was announced in April,
1996. Although it is too early to know what the
final outcome of this program will be, prelimi-
nary signals are encouraging.

The region’s low average growth tends to
hide the fact that a number of medium size and
smaller countries experienced solid growth dur-
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Table 6. Poverty in Latin America and the Caribbean
(percentage of population living in poverty, headcount index)

Country
(year of surveys) Poverty Extreme Poverty

Farly 1980s Mid|Late 1980s 1990s Early 1980s Mid/Late 1980s 1990s
Argentina (1980, 86, 93) 16.2 51.1 17.6 3.3 211 34
Bolivia (1992) 72.0
Brazit (1980, 86, 90) 39.0 40.0 43.0
Chile (1987, 92) 28.0 24.0 17.0 9.0
Colombia (1988. 92) 338 34.6 18.7 18.8
Dominican Rep. (1992) 20.6 9.0
Ecuador (1994) 35.0 15.0
El Salvador (1992) 38.3 9.9
Guatemala (1989) 75.2 57.9
Honduras (1989, 93) 55.0 53.0 36.0 32.0
Mexico (1984, 89, 92) 24.8 27.5 259 6.1 7 8.2
Nicaragua (1993) 503 19.4
Paraguay (1990) 205 35
Peru (1982, 89, 92) 46.0 52.0 53.7 21.0 25.0 21.2
Uruguay (1980, 86) 1.0 15.0
Venezuela (1982, 89) 22.3 31.4 10.2 22.3

Source: World Bank.

ing 1995. For example, Chile, Colombia, El Sal-
vador and Guyana grew at rates above 5 percent.
Peru also had an impressive growth rate in
1995—over 5 percent—although its economy
slowed down significantly by the end of the year.
As Table 1 shows, however, with the exception of
Guyana, a slowdown in economic activity is
expected in all of these countries for 1996. We
predict that in the majority of them, as in most
of the region, inflation will continue to decline
and the current account will be kept at sustain-
able levels.

Inflation dropped dramatically for Latin
America as a whole from an average of 61.2 per-
cent in 1994 to 18.6 percent in 1995.The suc-
cess of Brazil’s real plan highlighted the region’s
anti-inflation efforts, as it pushed inflation down
from almost 1,000 percent to 21.1 percent a year
later. Latin American countries did not relax
their fight against inflation in spite of the macro-
economic rumble touched off by Mexico, in
sharp contrast to the past when crises exacer-
bated inflation. [See Table 2.]

Social conditions are an area of growing
concern in Latin America and the Caribbean.
Even though data on the social sectors become
available with a lag, there are indications that
during the last few years the extent of poverty
remained high throughout the region. In most

countries with available data the percentage of
the population living below the poverty line was
slightly higher in the 1990s than in the early
1980s. [See Table 6.]

The World Bank has argued that successtul
poverty reduction strategies should be based on
three components: first, a policy package that
will foster rapid growth; second, aggressive social
programs targeted at the poorest; and, third,
building social capital to mediate between the
poor and the state.” The Latin American nations
continue to do relatively poorly on all three
counts. An improvement in social conditions in
general, and the reduction of poverty in particu-
lar, are becoming increasingly urgent factors in
the quest for boosting political support for the
reform process. As we argue below, an important
element in the battle against poverty is increasing
the efficiency of social services delivery. Reduc-
ing waste, corruption, and inefficiencies will
require major administrative, financial and tech-
nical reforms. In many cases these have been
opposed by public sector unions, which defend
old privileges and refuse to become accountable.
There is little doubt that making progress in this
area will require leadership, vision and a signifi-
cant degree of political courage. We address some
of these issues in the context of their structural
characteristics in Section III.
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POLICY MAKERS AND POLITICAL LEADERS in a number of countries

have recently become concerned about five factors that appear to be affecting the region’s
prospects for recovery and growth, both in the short and long run: (a) very high real interest rates;
(b) high and increasing rates of unemployment; (¢) low savings rates; (d) a slowdown in export
growth; and (e) rebuilding weakened state institutions. In the context of the increasing degree of
democratization, some of these tactors—in particular, the high real interest rates and the increase
in the rate of unemployment—are seen as detracting a quotient of political support tor pro-
reform admimstrations. All five factors result, to a degree, from lettover populist policies, including
the inability to implement lasting fiscal discipline. In a number of countries, the political authori-
ties, beconung somewhat impatient and looking for quick “solutions” to these problems, are in
danger of falling back on tired, chimerical formulas. Argentina, Colombia, Ecuador and Peru are
good examples of this trend. In order to avoid costly nustakes, including the implementation of

inappropriate policies and retorm reversals, it is important to understand what lies behind these

developments.
High Real Interest Rates: In most countries months—in some cases exceeding 25 percent
in the region, real lending interest rates have per annum. |See Table 7.] These high real rates

been extremely high during the last few have been the resule of both the Mexican cri-
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Table 7. Selected Real Lending Rates in Latin America
(percent per annum)

Country Nominal Rates (A) Inflation Rates (B) Real Rates (A-B)

1994 1995 1996Q1(p) 1994 1995 1996(proj) 1994 1995 1996(p)
Argentina 23.2 29.4 21.0 39 2.0 2.4 19.3 274 18.6
Brazil n.a. 104.0 60.5 929.3 211 15.0 n.a. 82.9 455
Chile 46.9 417 36.4 11.4 8.2 6.5 355 335 29.9
Colombra 405 428 43.4 22.6 19.5 22.0 17.9 23.3 21.4
Peru 53.6 36.6 359 23.7 ma 101 29.9 24.9 258

Description of nominal rates:

Argentina: Leans to non-financial private sector, single firms, 90+ days, weighted averages.

Brazil: Effective cost of loans.
Chile: Charged by banks on 1.3 year non-indexed transactions

Colembia: Loan rates charged by banks and other firancial institutions, weighted averages

Peru: Rates charged by commercial banks on 360-day-or-less loans, averages.

Sources!

Argentina: Banco Central de la Republica Argentina, Boletin Estadistico
Brazil: BBT Perspectivas @ CENARIOS.

Chile: Banco Central de Chile, Boletin Mensual.

Colombia. Banco de la Republica, Revista del Banca de 1a Republica.
Peru: IMF, international Financial Statistics

sis—the reduction in capital inflows has been
particularly important—and domestic policy
measures. The high rates have dual effects: First,
they are slowing the recovery and contributing
to the region’s weak growth. Second, in many
countries, high interest rates are putting stress on
already weakened banking sectors.

There are three fundamental causes for the
high capital costs. First, in most countries—Chile,
possibly, being the only exception—banks are still
highly inefficient. High administrative costs, com-
bined with continuing barriers to entry, result in
significant spreads between borrowing and lend-
ing interest rates. In many countries this situation
is compounded by the fact that if reserve require-
ments do not earn interest, even moderate infla-
tion will amplify the real spread between borrow-
ing and lending interest rates.

The second, and relatively more important,
reason behind current generalized high real
interest rates is the policy mix, characterized by
tight monetary policy and a (relatively) lax fiscal
policy, that is currently in effect in a large num-
ber of countries in the region—Brazil, Colom-
bia, Ecuador, Peru and Venezuela, for example. In
some countries, the existence of large govern-
ment contingent habilities—mostly stemming
from unfunded social security systems—is also
contributing to keeping interest rates high. Third,
Latin American “country risk” assessments

remain high—and they increased after the Mexi-
can crisis—reflecting investor unease regarding
the sustainability of some of the reforms, as well
as the perception that the region’s legal structures
are outdated and inefficient.!"

Achieving a reduction in interest rates
should be an important policy goal throughout
the region. As we discuss in greater detail in Sec-
tion IV, this will require significant fiscal tighten-
ing, reducing the level of government contingent
liabilities, and the implementation of reforms
aimed at improving the region’s degree of
“country risk.”

High and Increasing Rates of Unemployment: In
the last year or so unemployment grew markedly
in a number of countries in the region—Argen-
tina, Brazil, Ecuador, Mexico, Peru, Uruguay and
Venezuela. Although in Nicaragua and Panama
unemployment has not increased, it continues to
be very high. The picture becomes even bleaker
if one considers the fact that in many countries
real wage rates are still below their 1980 levels.
[See Tables 8, 9 and 10.]

The sluggish behavior of these labor mar-
kets—low wages and slow employment cre-
ation—constitutes one of the most grave con-
cerns of Latin American populations and has
serious economic, social, and political conse-
quences. It contributes to poverty—many of the
poor are unemployed, or employed at very low
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Table 8. Unemployment Rates in Latin America

Country 1997 1992 1993 1994 1995
Argentina® 6.5 7.0 9.6 1.5 18.6
Argentina © 6.0 7.0 9.3 12.2 16.4
Argentina® 53 6.7 9.6 13.1 17.4
Brazild 4.2 45 4.4 3.4 4.4
Chile® 6.1 7 59 6.9 6.0
Chilef 53 44 45 5.9 4.5
Chile9 7.4 6.0 6.3 6.9 6.0
Colombia” 10.2 10.2 8.6 8.9 8.6
Ecuador?® 85 89 8.9 7.8 8.4
Honduras? 7.4 6.0 71 6.3 45
Mexico' 2.7 28 3.4 3.6 6.4
Nicaragua?® 14.2 17.8 21.8 20.7 20.2
Panama? 16.0 14.7 13.2 13.7 14.3
Peruy? 5.9 9.6 99 8.8 8.2
Uruguay? 8.9 9.0 8.4 9.1 10.7
Venezuela® 10.1 8.1 5.8 8.7 10.3
Seurces:

3 ECLAC. annual average urban unemployment rate.

> Ministerio de Economia y Obras y Servicios Publicos, Informe Econémico. Data refer to October of each year

“ Ministerio de Economia y Obras y Servicios Publicos, Informe Econdmico. Data refer to the Gran Buenos Aires area, October of each year.

“Boletim do Banco Central do Brasil. Data refer to December of each year, for population 15 years or older, average tor 6 cities. This figure reached 5.3% in
early 1996, and the rate of unemployment in Sac Paulc reached 6.3%. and 7.1% in Salvadcr

¢Banco Central de Chile. Boletin Mensual. Data refer to the Greater Santiago area, based on Universidad de Chile surveys, December of each year.
'National Bureau of Statistics Surveys Oct.-Dec.. except 1995 = Nov. 1995 - Jan. 1956,

Y Universidad de Chile. Economic Surveys: average cf 4 annual surveys for 1991-93, Dec. survey for 1994.95

" Revista del Banco de la Repubiica; annual average of total for 7 cities.

'Banco de Méxice. Indicadores Economicas, based on INE National Urban Employment Survey  Open urban unemployment, 12 years and older and active-
ly seeking emplayment for 2 ronths.

wages in the informal sector—and it erodes the countries the positive impact of lowered inflation
political support of reformist governments. There  on political support is beginning to fade and
is some preliminary evidence suggesting that in voters are now demanding improved perfor-
many—if not in most—of the Latin American mance in terms of higher growth, wages and
employment.!! As we have already argued, if
Table 9. Real Wage Indexes, 1980 and 1995 these are not delivered, it is likely that voters will
(1990=100) begin to desert the reformist ranks, increasing
Country 1980 1995 Percent Change the risk of a populist relapse. In Part B of Sec-
Argentina® 01008 224 | tion IV we argue that reforming labor markets
Brazil® Rio de Janeiro 879 6.5 . 11 .
Chiles 95 4 1233 093 and the educational system, and building social
Colombia® 85.0 104.2 22.6 capital in the large cities of the region constitute
Cosla Rica® 115.6 115 3.5 ) 1 addressine th 1
Vexico' 1985 190 197 essential steps in addressing these employment
Peru3 309.3 122.6 60.4 issues, consolidating the reforms, and moving the
Uruguay" 108.5 108.1 0.6

region toward sustainable and inclusionary

Source: ECLAC growth. Only to the extent that labor market

Notes: distortions are eliminated and human skills are
* Wages in manufacturing upgraded will wages increase and employment
b For workers covered by social and labor leqistaticn. ©

* For 1991-April 1993 wages to non-agricultural wage-earners. Onwards: grow at the pace reqUired to absorb those jOil’l—

based on general index of hourly wages. ‘ ing the labor force. 12
9 Wages cf manual workers in manufacturing

® Remurneratians declared by those covered by the social security system. Low Domestzc Savmgs Rates: One Of the

' Wages in manufacturing most important lessons of the Mexican crisis is

9 Wages of private-sector manual warkers in the onolita : : .

a,E,aaQESL orivate-sector manual workers in the Lima metropahtan that domestic savings matter. They are important
b Average salaries. because they help finance the accumulation of

capital and, thus, facilitate growth. Moreover,
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Table 10. Growth of Average Real Wages in Latin America and the Caribbean

(percentages, negatives in parenthesis)

Country 1991 1992 1983 1994 1995
Argentina® 1.3 14 1.7) 1.0 an
Bolivia® (6.6) 4.0 6.7 79 3.0
Brazil®

Rio de Janeiro (20.7) 0.3 7.8 1.6 0.9

Sao Paule (1.7 (3.4) 10.9 3.6 0.2
Chiled 4.9 4.5 3.6 4.7 3.8
Colombia® (2.6) 1.2 4.7 0.9 01
Costa Rica' (4.6) 41 10.2 3.8 (2.0
Mexico¢ 0.5 7.3 3.9 3.7 (13.2)
Perun 16.2 (3.6) {0.8) 15.6 (3.8)
Uruguay' 38 22 48 0.9 (2.8)

Source: ECLAC

Notes.

3 Wages in manufacturing.

U Wages in the private sector in La Paz.

* For workers covered by social and labaor legislation.

4 For 1991-April 1993: wages to non-agricultural wage-=zarners. Onwards: based on general index of hourly wages.

* Wages of manual workers in manufacturing.

" Remunerations declared by those covered by the social security system.

3 Wages in manufacturing.

" Wages of private-sector manual workers in the Lima metropchtan area
Average salaries.

high domestic savings are associated with lower
current account deficits. Latin America, however,
has traditionally had very low savings rates: In
1970, for example, the region saved on average
only 20 percent of its GDP; by 1994 this ratio
was basically unaltered.’® This contrasts sharply
with fast growing Asian regions, which save up
to 35 percent of GDP. Most policy makers now
recognize that raising domestic savings is one of
the region’s fundamental challenges—President
Ernesto Zedillo, for example, has made it the key
goal of Mexico’s development plan. Acknowl-
edging the importance of savings represents great
progress relative to the early 1990s, when most
regional analysts were oblivious to the problem.
There are three fundamental determinants
of domestic savings rates: (a) Fiscal prudence,
resulting in higher public savings, increases
aggregate domestic savings. (b) A sound, modern,
and safe financial—and especially banking—sec-
tor will encourage the private sector to increase
savings. (c) A retirement system based on an indi-
vidual’s accumulation in pension funds will result
in higher private sector savings. Additionally,
researchers have found that there is a virtuous
circle that goes from higher growth to higher
savings, and then back to higher growth.'*

Unfortunately, the Latin American countries are
moving slowly on all of these fronts. In many
countries political opposition by interest groups,
including public sector unions, has precluded
increases in public savings. In a number of coun-
tries the financial sector—and in particular the
banking sector—has been badly weakened. And
pension reforms have been implemented in only
seven countries. In some of them the effort has
been timid and is far from making a serious con-
tribution to savings. All of this suggests, then, that
despite the heightened recognition of the need
to increase savings rates, little has actually hap-
pened. Implementing the right policies to
encourage domestic savings continues to be a
very high priority in the region.

Export Growth: By opening up their econ-
omies to the rest of the world in the late 1980s
and early 1990s, the Latin American countries
made the decision, implicitly or explicitly, to rely
on export expansion as one of the main forces
behind growth. There is, indeed, abundant inter-
national evidence suggesting that countries that
have more open economies tend to grow faster
than those countries that restrict international
trade.'> During the initial years of the reforms—
the early 1990s—exports did indeed grow faster
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in most countries in the region.'™ In a large
number of countrics, however, this end seems
to be slowing down. CEPAL, for example,
reported that South America’s export volume
grew by merely 3.6 percent during 1995 while
Central America and Caribbean export volume
increased only 2.9 percent. [See Table 5.]'7 In
some ot the largest countries-——Brazil (-2.8 per-
cent), Colombia (0.8 percent) and Peru (0.3 per-
cent). for example, export volume grew very
slowly or even declined during 1995, Prelinmni-
nary data for 1996 suggest that export perfor-
mance 1s not unproving.

There 1s Iittle doubt that for the region to
achieve significantly faster rates of growth than
attamned 1 the last few years, exports must pick
up very signthicantly. This, in curn. will require (a)
avoiding real exchange rate overvaluation: (b)
mcreasing the mvestment in infrastructure, espe-
cially in roads, telecommunications and ports;
and (¢} attracting larger amounts of foreign direct
mvestment. Successtul policies in these areas will
not only encourage exports but arc also likely to
result in a higher value-added content to the
region’s exports. '™

Rebuilding Weakened Stares: Regional leaders
are beconung mcreasingly aware that the institu-
tions of the Latin American state are mnadequate
tor the current times. While in many countries
economic and financial retforms have proceeded
swiftly, the admimistrative organization ot the
state harks back to an era where dirigisme and
planning were dominant. Clumsy and ineffective
even when well intentioned, the remnants of the
populist state can be treacherous in undermining
the ability ot macroeconomic retorm to tind sol-
id support in judicial and regulatory toundations.
Equally dangerous, the leftover populist bureau-
cracies in the area of social services block the
capacity for delivering improved education and
health to the population.

The Chiapas crisis in Mexico is perhaps the
most vivid and dramadic illustration of the failure

of the tradinonal Laun American state. In spite of
massive assistance channeled to Chiapas by the
tfederal government, very few resources actually
reached the mtended beneficiaries. Projects were
developed trom above without community par-
ticipation and were traught with corruption.
There were no mechanisms for involving the
modern private sector in broad-based projects,
and there were no etfective communication
channels between the people and the tederal
authorities. The judiciary did not act efficiently
and the population’s legal complaints went unan-
swered tor vears. The fact that to so many the
Chiapas crists was a surprise reflects deep mis-
understanding about the mmportance of state
Msticutions.

In most countries in the region there are
numerous ministries that are supposed to deal
with economic issues in a command fashion and
few modern and autonomous supervisory agen-
cies. Soctal services are provided in a centralized
fashion and with little, if any, participation by the
people. There 1s a clear need to move faster and
decper mn rescructuring the public sector m order
to mcrease ethiciency and accountability. The
experience of East Asia strongly suggests that a
very protfessional, efficient—and well paid—
bureaucracy plays an important role in that
region’s economic success.

In Latin America there are urgent reasons to
to modernize the judiciary system. Among them
are critical economic needs. The credible protec-
tion of property rights through a well functon-
ing and transparent court system 1s a key element
for encouraging mvestment and ensuring the
sustainability of the new economic regime. Addi-
tionally. in modern economies 1t is fundamental
to have a lean and transparent contlict resolution
system that protects the rights of individuals and
groups at the same time it detuses costly con-
trontations. Justice is slow and inetfective in most
of the region; corruption is common, and cases
tend to drag for long periods of time.
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SINCE I'T BECAME CLEAR that the Latin American countries successtully with-

stood the “tequila etfect.” analysts and observers throughout the region are asking, “And now,

what?” The answer 1s straighttorward: it is imperative that governments concentrate on the

unfinished business of structural reforms. Failure to do so imperils the victories already won

against the dystunctional apparatuses of closed, populist, interventionist policies. Those

reforms already undertaken have to be consolidated and deepened and new reforms have to

be implemented to solve some urgent and perennial regional problems, especially poverty

and mequality. In particular, as we have pointed out on more than one occasion, traditional

populist states have to be dismantled and new institutions of the state have to be created.

These should ensure that social services are delivered ethciently. that a mumimum satery net

exists and that property rights are broadly protected. In this section we discuss two broad

retorm areas that we believe have to be intensi-
fied in the next year or two. We first address
issues related to macroeconomic policy, broadly
defined. We then turn our attention to policies
related to the social sectors and human develop-
ment. In SectionV we deal with the characteris-
tics and the need for the creation ot a new Latn
American state. We conclude by discussing. in
general terms, some of the principles thac should

guide the creation of the new Latin American

state.

A. THE CONSOLIDATION OF
MACROECONOMIC STABILITY

The reduction of intlation is, perhaps. the
region’s most important economic accomplish-
ment of the last few years—tor 1996 we expect
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an average inflation rate of 17 percent, down
trom almost 1,000 percent in 1993. Now that
intlation has greatly declined there may be a
tc‘mptarion to torsake further macroeconomic
gains. This would be a serious mistake. In spite of
significant progress, in most countries the macro-
economic situation continues to be fragile and
vulnerable. In a number of them, including
Brazil, Colombia and Venezuela, the public sector
deficit continues to be high. Untunded pension
systems have generated very large public sector
contingent liabilites and, therefore, large expect-
ed future deficits. In Mexico, for example, the
actuarial deficit of the pension system, prior to
the new reform. was estimated to be 75 percent
of GDP and, with expected new afhiliates. could
have even reached 140 percent of GDP.

A rebound in inflation would not only have
negative economic ctfects, but would also damage
governments politically. The challenge faced by
Latin American nations 1s to achieve faster
growth and improved social conditions, while ar
the same rime making further progress on macro-
economic stability. Facing this challenge success-
fully will require action on two broad fronts:
First, further fiscal adjustment wall have to be
undertaken, and second, stitutional reforms that
add transparency and credibility to macrocco-
nomic policies by making the state an honest and
forcetul reteree will have to be mmplemented.

Fiscal Imbalances and Real Interest Rates:
Recent public sector imbalances. in combination
with tight monetary policy, have contributed to
generating the very high real lending interest
rates discussed above. These, in turn, are having a
number of undesirable cftects. First, they are
delaying the recovery by discouraging expendi-
ture, crowding out credit to the private sector,
and inhibiting invesunent.

Second, high real interest rates are putting
additional pressure on already, 1n some cases
highly. vulnerable banking systems. In most
countries banks have recently seen a very sub-
stantial merease in the percentage of non-
pertorming and past due loans. In fact, it high
real interest rates persist. bank tailures can be
anticipated in a number of countries. As the
regron’s history has veritied again and again, gen-

eralized banking crises can be extremely costly.
They not only disrupt the normal course of eco-
nomic actvity, but they also can generate a very
substantial cost in terms of fiscal resources. For
example, the Chilean banking crisis of 1982-83
resulted in a fiscal cost of 7.8 percent of GDP in
1985 alone; the cost of the Venezuelan banking
collapse of 1994 was about 15 percent of GDP;
and, 1t 1s estimated that the cost of the current
Mexican banking crisis could be well above 6
percent of GDP. Morcover, recent losses in a
handtul of Brazilian banks have already surpassed
2 percent of GDP. Ettorts to strengthen the
region’s banking systems are at the core of the
World Bank’s lending program in the region.
During 1995-96, 14 percent of all lending was
directed toward financial sectors. Major loans to
Argentina and Mexico were directly geared to
improving the regulatory framework, bringing
accounting practices up to international stan-
dards, privatizing and restructuring public sector
banks, and recapicalizing ailing banks. In addi-
tion, the World Bank has recently approved tech-
nical assistance loans related to the banking sec-
tor i1 Bolivia, Guyana and Mexico.

Third, as a result ot high real interest rates,
politictans 1 a number of countries are calling
for a return to discretionary allocation ot credit
and administratively imposed caps on interest
rates. These measures would, of course, have
devastating etticiency eftects and would greatly
harm the Latun American economies. Moreover,
admunistrated allocations of tunds encourages
corruption.

Clearly, the answer to high real interest rates
1s not to reestablish financial “repression.”” On the
contrary, the solution to this problem will require
mcreasing the efficiency of the tinancial sector—
imcluding the mplementaton of sound, modern
supervisory frameworks. Also, major fiscal correc-
tions—especially budgetary control at the sub-

national level—would allow for a change in the
current policy mix and, thus, result in Jower real
IITETest rates.

Macrocconomic Stability and Institutional Reform;
In order to safeguard the continuity of the
retorms, prudent macroeconomic managemnent

will have to be maintained and the nostalgia for
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populist panaceas will have to be eroded through
education and government performance. Fiscal
adjustment must be mtensified in order to gener-
ate higher public sector savings that should allow
for a decline in real interest rates. Monetary policy
should be cautious and real exchange rate overval-
uation has to be avoided.

With the return of democracy and compet-
itive elections, public finances have become sub-
ject to pressures from electoral cycles. Indeed,
there 1s now evidence that in the months pre-
ceding the Mexican presidential elections of
1994 the fiscal and credit stances in that country
were loosened considerably. Politically mouvated
relaxation of fiscal policy has also been detected
in other countries, including Peru, Ecuador and
Argentina.

Institutions that add transparency to
macroeconomic policy and 1solate macroeco-
nomic management from the vagaries ot short-
term political pressures have to be developed.
This should be an essential element in the
strategy tor creating a new Latin American
state. It means that governments have to
impose limits on themselves and some of their
own actions. For such restrictions to be under-
stood as in the interest of the political class, 1t
is crucial that they weigh cqually, where
applicable, to both the acting government and
the opposition. A number of countries in the
region have taken positive steps in this direc-
tion by granting independence to their Central
Banks, creating some distance between mone-
tary policy and political coercion. Abundant
historical evidence suggests that countries with
more independent Central Banks tend to have
lower inflation and, thus, higher growth in the
long run.' In the Latin American context.
successful cases of Central Bank institutional
reform include Chile, Argentina and Colombia.
The Central Banks of Venezuela and Mexico
have also become legally autonomous, but
there have been some questions regarding their
effective degree of independence.? In Colom-
bia. on the other hand, there has recently been
talk about reducing the extent of indepen-
dence of the Central Bank.?! This would be a
serious mistake that would hurt the quest tor
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macroeconomic stabilicy and increase the
degree of country risk.

For Central Bank reform to be truly effec-
tive 1t has to have public legiimacy. This means
creating broad support among the electorate at
large for the principle and the practical implica-
tions of a truly independent central bank. Chile’s
1989 experience 1s interesting and suggests that
even if the electorate initially has mixed views
regarding this type of institution, it can, with the
passage of time, come to support it strongly.
Today, the vast majority of the Chilean popula-
tion has come to understand that the indepen-
dent Central Bank plays a key role in safeguard-
ing macroeconomic stability. On the other hand,
the experience ot Venezuela in April 1994,
when the majority of the Central Bank board
members resigned under political pressure, indi-
cates that when there are extreme ditferences of
opinion between the executive branch and the
Central Bank, the tormal independence of the
latter may not be relevant in determining the
course of monetary policy. This is an important
point leading to the conclusion that if policy
nuakers have no respect for the long-term bene-
ties that accrue from Central Bank autonomy,
macroeconomic stability is not assured by de jure
1MpPOsItion.

There 1s also a need to redetine the rules
and regulations that govern the preparation,
approval and implementation of public sector
budgets. Spelling out clear and mandatory bud-
getary procedures constitutes a basic but
extremely important institutional security that
has often been absent in Latin America. Con-
gress should be required to approve a consoli-
dated budget for the public sector as a whole
betore the initiation of the fiscal year, and the
executive should be legally (and literally) con-
strained by 1t. Some analysts have recently gone
further, and suggested that Latin American coun-
tries should create independent Budger Councils,
which would set imits to the accumulation of
public debe, limit the use of unapproved expens-
es. and ensure a balanced budget.>* Although i is
probably too carly to evaluate the merits of this
spectfic proposal, it 1s clear that a move toward
more eftective and transparent budgetary



I8 DisMaNTIING THE PopulisT STATE

processes would help the region attain sustainable
macroeconomic stability.

In many Latin American countries subna-
tional governments have historically been a
major source of fiscal imbalances. States,
provinces and municipalities are seldom subject
to tough budget constraints and, as a result, con-
tribute greatly to the overall costs ot the public
sector. This 1s the case, for example, in Argentina,
Brazil and Colombia. Reforming subnational
governments—and in particular their financial
relationships with central governments—is a
major untinished task in virtually all of the
reglon.

Demestic Savings, Macrocconomic Policy and
Institutions: As the Mexican peso crisis pamnfully
underscored. low domestic savings continue to
be one of the most serious weaknesses in the
region’s macroecononic picture. Contrary to
what many expected, the deregunlation of the
financial sector did not resule i higher domesnc
savings. In tact, the massive capital mflows of the
first half of the 1990s were accompanied by a
decline in domestic savings.

Low aggregate savings are limiting the pace
of capital accumulation, slowing down new
mvestients i infrastructure and scunting taster
productivity growth. In 1995 the median ot gross
domestic savings to GDP ratio was 20 percent.
more than 10 points below that ot the East Asian
countries.™ In order to achieve rapid economic
growth in the years to come, the need to
increase domestic savings and investment to
levels approaching those ot the successtul coun-
tries of East Asia will be a policy priority and a
practical preconditon.

Increased public savings constitutes the most
ettective way of increasing aggregate doniestic
savings. Moreover, recent evidence trom East Asia
suggests that when higher public savings are
accompanied with reforms that create sate and
reliable financial insticutions—especially banking
sectors—increases i private savings are likely to
follow.” Recent banking crises in a number of
countries in the region are not helping. As pomnt-
ed out above, there is an urgent need to imple-
ment efficient and eftective regulatory and super-

vIsOory systems in order to create a solid financial

system that will, among other things, encourage
savings.

The way in which government savings are
raised matters. Generally speaking, higher tax
rates should be avoided. Improvements in tax
administration and tax compliance should result
in higher revenues. In particular, the prosecu-
tion of tax evaders should be stepped up and
penalties for tax evasion increased. In many cas-
es this will require a broad revision of tax legis-
lation and a modernization of the judicial sys-
tem, as well as of the tax collection agencies,
themselves. On the expenditure side, subsidies
should be elimiated and government waste
should be tackled. Reductions in military allo-
cations provide an important possible source of
imcome, but the potential should not be overes-
timated. In many countries an acceleration ot
the privatization process could also aftect public
savings. This would happen primarily through
the reduction of subsidies and transters made by
central and regional governments to money-
losing, state-owned enterprises.

The retorm of the traditional pay-as-you-
go social security systems provides an important
mechanism for raising domestic savings. These
retorms force governments to recognize explic-
itly the unfunded, and often very large, liabili-
ties of the old system. Comparative empirical
analyses have shown that private savings are
substanually affected by the extent and coverage
of government-run social security systems. If
mdividuals perceive that they will receive high
social security benetits from the government
when they retre, they will tend to reduce the
amount saved during their economically active
vears.” Retirement systenis based on capitaliza-
tton programs tend to have additional positive
eftects on the economy. including the develop-
ment ot capital markets, the deepening of nsur-
ance markets and the creation ot larger pools of
resources to finance infrastructure 1vestments.

During the last tew years, seven countries
m the region—Argentina, Chile, Colombia,
Costa Rica, Mexico, Peru and Uruguay—
implemented retorms of their social security
systems. In most cases, pay-as-you-go systems
are being replaced by hybrid regimes where
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private and public “pillars™ coexist. By and
large, these initiatives represent a welcome and
very necessary first step in the right direction.
As noted. however, in a number of countries
the reform initiatives are timid and have barely
scratched the problem’s surface. In many coun-
tries the new systems will only make small con-
tributions towards reducing the tiscal cost of
pensions and increasing domestic savings. After
much political debate, the Brazilian Lower
House ot Congress passed a very basic retorm
that falls considerably short of what is needed
to ease the system’s fiscal burden. For example,
the executive power’s original version of the
bill increased the retirement age and linked
pension benetfits to contributions. Congress
overruled these changes and the system remains
basically the same. Uruguay has cnacted a
hybrid system thac still restricts the role of the
private sector and maintains untunded habilities
at more than 100 percent of GDP. Mexico’s
reform 1s broad-ranging and innovacive; it has,
however, some provisions that are likely to
reduce its etfectiveness. These include allowing
workers to choose whether to switch to the
new system after they retire, requiring contri-
butions to be channeled through the govern-
ment social security agency (IMSS). and retain-
ing an obligatory housing tax administered by
an inefficient government agency. Even after
the reforms, toral social security contribu-
tions—those going to fund individual capital-
1zation accounts and the state-run program—
remain high in some countries. This 1s the case
of the Argentine retorm, for example, where
total contributions cxceed 21 percent of wages.
The challenge of furthering social security
reforms in order to truly make progress in the
quest toward increasing aggregate domestic sav-
ings will mean putting more tecth n the tinud
reforms in some countrics, while 1 others—
including the pioneering retformer Chile—it
will require an improvement in regulations and
a reduction 1 the operational costs of the svs-
tem. Only to the extent that truly innovative
reforms are undertaken m this area will Latin
America mncrease savings sutticiendy and give a
definitive boost to domestic capital markets.
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B. THE SOCIAL SECTORS,
POVERTY, HUMAN RESOURCES
AND REFORM

Latin American countries have neglected
the social sectors. This resulted in staggering
poverty and the most unequal inconte distribu-
ton in the world in the early 1980s. After a brief
decline 1n the late 1970s, the number of poor
increased steadily in the region since 1975, [See
Table 6.] Today, approximately 165 million peo-
ple live in poverty; the poorest 20 percent of
Latin Americans receive less than 4 percent of
GDP. Most of the poor now live in the cities,
creating new challenges for the delivery of social
services. As a result ot the rapid increase in urban
poverty, traditional social institutions are becom-
ing obsolete; there 1s an urgent pressing need to
create new social capital that will allow the
cities” populations to participate more actively in
the development process.

Expectations tor improved social conditions
grow daily among Latin American voters. While
during the carly stages ot the reform process
people were willing to make sacrifices n the
name of macroeconomic stability, they are now
demanding better jobs, higher wages and a more
ctheient provision of social services.

A tundamental policy objective in the vears
to conte Is to address poverty and nequality
with vigor and urgency. This will not only
improve the hiving conditions of the population,
but will also provide stability to the new eco-
nomic system, and will and help consolidate the
regron’s new democracies. Failure to act aggres-
stvely in this area will exacerbate distributve
conflicts and, in some cases, may make the dis-
mantling of the populist state a much more dith-
cult task.

In last year’s report we argued that there
was a dire need to upgrade the delivery ot social
services. Today we believe this task to be even
more compelling. There are two mterrelated rea-
sons for greater celerity. First, the region’s recov-
ery trom the “requila™ erisis has been slower than
most analysts envisaged; as a result during the last
18 months the extent of poverty in the region
grew. Second, and as previously pointed out. this
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Table 11. Educational Expenditures and
Achievement in LAC

A. Reading Literacy Studies, 1992-1993
(13-year-old children tested)

Per Capita Exp.

Country Average Scores in 1987 US§
Argentina 361 120.2
Bolivia 284 75
Chile 366 61.9
Costa Rica 381 87.9
Dominican Rep. 303 n.a
Ecuador 308 31.2
Trinidad & Tobago 451 n.a.
Venezuela 383 837
Indonesia 394 10
Spain 504 176.4
Singapore 515 686.0
Hong Kang 517 n.a.
United States 547 139.9
Finland 569 1,133.7

Sources: Test scores from Scriefelnein (1995 expenditures per capita
from Cominetti {1998) and Wortd Developmien! Report. 1935

B. Mathematics and Science Tests, 1992
(13-year-old children tested)

Per Capila
Math Science Exp. in
Country Avg. Score Avg. Score 1987 US$
-~ Argentina a8 38 120.2
Colombia 40 a7 n.é.
Costa Rica 55 56 87.9
Dorninican Rep. 40 37 rn.a.
Venezuela 40 41 837
Thaland 50 55 57.1
USA 52 b 1399
Source: Test scores from Woltf, Schiefelbair and valenzuela (1994)

slow recovery is generating disappointment with
the reforms and, in some quarters, even nostalgia
for past populist policies. Improving the quality
of social services, and especially education and
health, will have direct positive effects in the bat-
tle against poverty and, at the same time, will
make a concrete contribution of maintaining the
population’s support for reform. Additionally,
reforming labor market legislation will have a
positive effect on employment creation, easing
one of the most serious concerns among the
region’s people.

Education Reform: A recent World Bank
study based on 10 countries—Argentina, Bolivia,
Brazil, Colombia, Costa Rica, Guatemala, Hon-
duras, Panama, Uruguay, and Venezuela—found
that the level of education is the single most

important determinant of inequality and poverty.
For example, in the case of Panama, people with
less than five years of education have an 83 per-
cent estimated probability of being in the lowest
20 percent of income distribution. The corre-
sponding figure for Argentina is 69 percent.
These figures contrast sharply with those for
people with 13 or more years of education; in
most countries, the likelihood that they will be
in the bottom 20 percent of the distribution 1s
less than 5 percent. The importance of education
in determining inequality has recently been con-
firmed in a series of detailed studies for Brazil
during the 1960s and 1970s. Two-thirds of the
increase in mnequality in that country between
1960 and 1970 is rooted in education.?®

The region has a major educational deficit.
Latin American children have two years’ less for-
mal education than children in regions at a com-
parable stage of development. This comparison is
particularly sharp when made with the four most
successful Asian economies (Hong Kong, Taiwan,
South Korea, and Singapore). A recent World
Bank study has shown that, in order to reduce
poverty and inequality, this gap will have to be
closed in the next decade.?’

Public sector spending on education is rela-
tively higher in Latin America than in East
Asia—3.7 percent versus 3.4 percent of GDP.
Yet, the quality of Latin American education is
one of the poorest in the world. Standardized
tests indicate that Latin American children are
systematically at the bottom of international
scales. [See Table 11.] Approximately 30 percent
of students in primary education are repeaters,
and children spend close to half of the time
recelving instructions on how to perform
mechanical exercises. Students in public primary
schools are subject to 800 hours of instruction a
year, compared with approximately 1,200 hours
in rapidly growing countries and in the
advanced nations. And in some countries stu-
dents in rural areas are subject to as little as 300
instruction hours per year, Teachers have little
motivation, are reluctant to use new tech-
niques—including self learning materials—and
are resistant to becoming accountable to their
communities.®
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There is tremendous waste in the region’s
educational system. In many countries up to 20
percent of teachers are “ghost™ workers who per-
form no tunction whatsoever, and administrative
departments tend to be highly mflated with
burcaucrats. Books and other learning materials
often are not distributed and often are of poor
quality. Teaching techniques are antiquated and
neglect the needs of most students, especially of
poor indigenous children. Technical and protes-
sionally oriented secondary education programs
are developed in isolation from the private sec-
tor, producing graduates who otten cannot find
work. Some recent reforms, including the reduc-
tion of the student-teacher ratio, have been
shown to be costly and highly inettective. To
make things even worse, waste is accompanied
by tremendous inequality. Middle- and upper-
class students—especially those attending subsi-
dized universities—obtamn very large subsidies,
while poor students, especially in the rural areas,
often lack learning materials.”’

Even with limited resources, 1t 15 possible to
greatly improve the quality of the region’s educa-
tional system 1n a relatvely short period of ume.
This, however, would require reallocation of
resources and the implementation of some
unportant reforms. A key element of the new
approach should be significantly increasing the
number of instruction hours. This could be
achieved by raising the ratio of teachers to stu-
dents from the current rather low levels to more
effective ones.™ Resources could also become
available by ehiminating “ghost”™ workers and
reducing the extent ot administrative bureaucra-
cy. Using modern teaching techniques, mcluding
selt learning materials, would greatly improve the
quality of education with very lictle additional
expense. Cost recovery at the higher educational

level—especially umversities=——would also free
resources that could be used to increase the eth-
cacy of the system where it 1s most needed, espe-
ctally at the pre-school and primary levels.”! By
relying more heavily on local communities—
something that 15 increasingly feasible given the
extent of subnattonal level decentralizacion in the
region—it 1s possible to exercise budgetary con-
trol and make teachers more respousive. The
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recently announced educacional reform in Chile
contemplaces many of these elements and is a
promising move in the right direction.

An important requirement for improving
education 1s upgrading teachers” skills and
accountability. Ellminating the widespread prac-
tice of standardized pay—where teachers salary
levels are virtually independent of perfor-
mance—will go a long way 1 this direction. This
will allow raising salaries as a teacher’s commit-
ment and involvement increases. In some coun-
tries this type of reform may run into political
opposition. However, unless it is undertaken, the
chances of improving education and with it, eco-
nomic competitiveness and ¢ivic awareness, are
extremely low.

It the longer run, a successtul upgrading of
the educational system will require additional
financial resources. A World Bank study has cal-
culated that in order to remedy the current edu-
cattonal deticir, Latin America will have to
merease its primary education expenditure by
onc percent of GDP well into the next century.
This represents approximately US$26 billion per
year, or over US$500 million of additional pri-
mary education expenditure per week. [t has
been estimated that to the extent that reforms of
the type sketched above are indeed undertaken,
the positive soctal impact ot these additional
expenditures would be substantial. allowing che
region to begin moving away from poverty. We
cannot emphasize sutficiently, however, that a
fundamental precondition tor this program to
succeed 1s that it be preceded by fundamental
reforms n teaching methods and curricula. The
mistakes of the past, when resources tor the
soctal sectors were increased without a coherent
reform program to ensure their eftective use,
should be avoided.

Health Referm: Health indicators have
mmproved steadily m Latin America during the
last 20 years. That 1s the good news. The bad
news is that they have umproved at a slower
pace than in the rest of the world. Latin Ameri-
ca has slipped i international comparisons of
health achievements. Today the dehivery of
health services 1s worse in Latin America and
the Cartbbean—as measured by health related
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losses in productivity—than regions at a com- For decades, the lack of adequate sanitary
parable level of development.™? conditions was central to Latin America’s health

This is not the result of a lack of financial problems. Diarrhea and other water-related dis-
resources devoted to health. The region annually eases were the cause of a high percentage of the
spends approximately 7 percent of GDP, or region’s infant mortality. During the early 1990s
US$28 billion, on health, a high figure when more than 80 million urban dwellers and 18 mil-
measured against other countries with similar lion people in the rural sector obtained drink-
income-per-capita. [See Table 13.] If anything, able water services. In spite of these improve-
Latin America overspends on health. An analysis ments, sanitary conditions in the region are still
of other “inputs” into the provision of health ser-  far from adequate. This was clearly reflected in
vices—doctors, hospitals, beds, and nurses—also the outburst of cholera in the late 1980s. A par-
indicates that Latin America does not have a ucularly serious problem is the inadequate treat-
deficiency in these areas. [See Table 12.] Yet, it is ment and disposal of sewage. In many countries
estimated that today 105 million people in the this problem has been related to the neglect of
region have no regular access to health services. infrastructure maintenance during the 1980s and
This is especially the case among children, moth-  early 1990s. There is increasing evidence suggest-
ers, the poor, and indigenous populations.*? ing that most countries in the region lack the

A traditional problem with health services required institutional support for adequately
in Latin America is that in many countries the maintaining infrastructure investment, an issue
emphasis is on funding and subsidizing curative we emphasized last year in our report Latin
medicine, rather than concentrating on basic pre-  America After Mexico: Quickening the Pace.
ventive care. This approach is not only ineffi- As in the case of education, the poor state
cient, but it 1s also highly regressive, since the of the region’s health is more a matter of effec-
benefits tend to accrue to the middle and upper tiveness, than scarce resources. While additional
classes. Recent efforts to tackle this problem have resources could be used effectively—and, if
been hampered by the lack of adequate medical administered correctly, could generate very posi-
support staff, including nurses, technicians, and tive effects—the key to improved health care is
nurses’ aides. The World Bank has recently iden- reforming the system. As noted, there is need to
tified the lack of proper distribution of pharma- move from curative to preventive medicine. The
ceuticals as an element standing in the way of an number of nurses—today in relative short sup-
effective expansion of preventive care.™ ply—should be increased and rural clinics

Table 12. Health Services in LAC

Doctors, Hospital Beds and Infant Mortality per 1,000 Population

Adj. Per
Doctors Hospital Beds Infant Per Capita Exp. (US$ Cost per Hospital Bed

Country (71988-1992) (1985-1990) Mortality {1992) (1990 USS) Capita Exp.
Argentina 2.99 4.8 29.0 312 65,000 0.094833
Brazil 1.46 3.5 57.0 222 63,429 0.07957
Chile 0.46 3.3 17.0 153 46,364 0.070183
Colombia 0.87 1.5 210 65 43,333 0.051181
Mexico 0.54 1.3 36.0 112 86.154 0.043411
Peru 1.03 1.5 52.0 59 39.333 0.057843
Venezuela 1.55 29 33.0 102 35,172 0.038491
Canada 2.02 16.1 7.0 1,945 120,807 0.099033
US.A 2.38 5.3 9.0 2,763 521,320 0.123458
World 1.34 36 n.a. 323 89,722 0.078398

Source: Lee and Bobadilla ( 1994).
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Table 13. Health Services and Efficiency of Expenditures in LAC
Doclors Hospitai  Infant Per Capita Per cap Adjusted US$ Cost Adjusted US3 Cost Adjusied
per 1,000 Beas per  Mariaiiy Heaith GNP Fer Capria per Hospitai Cost per ver Doctor Cost per
Pecpie 000 (1932)  Expendiiures (1890 USS) Expendidures Red Beq (/)= Doctor
(1938-1992) (1365-1330)  (C) 71990 US$) ) =DIEY (GI=DEI000NB)  (H) = (GHE)  (A1000)(B) () =(IiE)
Country (A (B) D)
Argentina 2.99 4.8 29 312 3230 0.095 65,000 19.76 104,347.53 31.72
Bahamas 1.3 4.2 25 688 11940 0088 163,810 13.72 529,230.77 44,32
Barbados 0.89 8.2 10 419 6550 0.064 51,098 7.80 470,786.52 71.88
Bolivia 048 1.2 82 34 700 0.049 26,154 37.36 70,833.33 101.19
Brazil 1.46 35 7 222 2790 0.080 63.429 22.73 152,054.79 ha 50
Chile 0.46 33 7 163 2180 0.070 46,364 21.27 332.608.70 1562 57
Colombia 0.87 15 21 65 1270 0.051 43,333 34.12 74.712.64 58.83
Costa Rica 1.04 2.6 14 186 1790 0.104 71,528 39.97 178.846.15 99.91
Dom. Rep. 1.08 2.0 52.5 59 890 0 066 29,500 33.15 54,629.63 61.38
Ecuador 1.04 1.7 45 39 930 (.040 22,941 23.41 37,500.00 38.27
El Salvador 0.64 1.5 40 53 1030 0.056 38,667 3754 90,625.00 87.99
‘ Guatemala 0.44 1.7 62 33 920 0.036 19,412 21.10 75,000.00 81.52
Jamaica 0.48 2.4 14 83 1670 0.080 34,583 20.71 172,916 67 103.54
‘ Mexico 0.54 1.3 35 1Me 2580 (0.043 86.154 33.39 207,407 .41 80.39
Peru 1.03 15 4 59 1020 0.058 39,353 38.56 57.281.55 56.16
Trinidad&Tobago 1.04 3.8 i) 200 2600 0.056 52,832 14.62 192.307.69 53.42
Uruguay 2.9 4.6 20 123 2640 0.047 26,729 10.13 42,413.79 16.07
Venezuela 1.55 2.9 33 102 2650 .038 36,172 13.27 65,806.45 24.83
Canada 2.22 16.1 7 1.045 19,640 0.099 120,807 615 876,126.12 4461
U.S.A. 2.38 3 9 2,763 " 22,380 0123 521,320 2329 1,160,924.37 51.87
World 1.34 36 n.a. 323 4120 0.078 89,722 21.78 241,044.78 58.51

[

Sources: Total health expenditures and health statistics from Lee and Booadilla (15943, GNP per Capita fram Worlg Deveiopment Repori.

created and maintained. To the extent that these
reforms are enacted, the worse consequences of
poverty and backwardness will begin to recede,
and the region will be able to move forward on
the development path. A likely, and important,
side effect would be that if the populations per-
ceive improvement in the delivery of these ser-
vices, political support for the reform govern-
ments would become more firm. This will give
leaders additional time to pursue pending state
reforms that will, in the longer run, set the foun-
dations for more rapid and equitable growth.
Employment, Unemployment and Labor Markets
Reform: Historically, many Latin American coun-
tries have attempted to use labor legislation—
including minimum wages, regulations on dis-
missals and restrictions on temporary hiring,
among others—as a way of improving income
distribution and reducing poverty. These policies,
however, have failed badly. Instead of helping the
poorest groups of society, they introduced serious
distortions that discouraged employment creation
and created a small group of more highly paid
Jobs in the “protected” sector. Again, the past is a
guide for avoiding mistakes. Social policy con-

cerns should be addressed using direct and well
focused instruments and not through distortions
in labor markets. These should be dynamic and
flexible, stimulating the creation of jobs and
allowing the economy to respond rapidly and
productively to changing international competi-
tive challenges. This has, indeed, been one of the
most fundamental lessons of East Asia’s success.

The increase in and persistence of unem-
ployment, discussed in the preceding section, is,
to a large extent, a product of antiquated labor
market regulations still in force in most countries.
Argentina presents the most dramatic recent case
of high unemployment in Latin America and
clearly illustrates the policy problems many coun-
tries in the region tace. In early 1995 the Argen-
tine rate of unemployment reached 18.6 percent.
Although it declined to 16.5 percent by October
of that year, it was still at one of its highest histor-
ical levels. The unyielding high unemployment
rate 1s generating growing political dissatisfaction
that some fear could even result in backtracking
on market-oriented reforms.™

The causes of Argentina’s unemployment
are complex and are related to structural, histori-
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cal and, especially, policy factors. The most
important historical factor is the “abnormal”™
behavior ot the labor market during the 1980s,
when, in spite of negative growth, employment
grew at approximately 1 percent per year. This
artificial sitnation had to be reversed sooner or
later. The correcuve process started i 1991-92,
when the Argentine private and public sectors
began to restructure. The case of the giant oil
producer YPF 15, perhaps, the best example of
this phenomenon. After being privatized YPE
reduced its number of employees trom 55,000 to
5,000, while significantly increasing output.

Demographic and structural factors also
play a role in Argentina’s poor labor market
performance. In particular, an increase 1n
women's labor force participation has generated
a hike in labor supply. Demographic projections
suggest, however, that this 1s a permanent tactor
and will continue to aftfect the Argentine labor
market in the vears to come. The “tequila™-
mduced crisis of 1995-96 also contributed to
the unemployment problem. As domestic credit
contracted and economic activity declined.
many tirms were forced to lav oft workers or
cancel hiring plans.

Labor market distortions, however, are at
the heart of Argentina’s unemployment problem.
High taxes on labor, including high social securi-
ty contributions. amplitied the employment costs
of the trade hiberalization reforms, and discour-
aged formal employment. Moreover, arcane labor
relations legislation in Argentna, based on cen-
tralized collective bargaining, add to the prob-

lem. A recent World Bank study suggests that a
reform ot the labor code that would replace the
current bargaining system by one based on
decentralized wage negotiations would reduce
unemployment by at least 4 percentage points, *
In spite of ettorts by the Menem administration
to reduce taxes on labor—labor taxes were low-
ered in 1994, for example—and truly retorm the
legislation on collective negottattons, Congress
has been slow in acting,

Argentina 1s, by no means, the only country
facing labor market difficulties. Rates ot unem-
ployment are currently high—above 8 percent—
in Ecuador, Nicaragua, Panama, Peru, Uruguay
and Venezuela. As a consequence of the peso crisis.
Mexico’s rate of open unemployment has dou-
bled, and in Colombia uncemployment has experi-
enced a rapid surge in recent months. [See Table 8
tor unemployment data on selected countries. |
Chile. however, provides a vivid contrast. Open
unemployment has dropped from more than 20
percent during the carly 19805, to around 5 per-
cent during much of the 1990s. In face, Chilce 1s
possibly the only country in the world chat has
gone from Spanish-style, 1.e., high structurally
based, to low and predictable rates of unemploy-
ment. This was largely the resule of a tundamental
labor market reform that (a) greatly reduced high
payroll taxes, especially social securiry taxes: (b)
reformed an oncrous severance payment systein
that made restructuring firms ditheult and slow;
and (¢) changed the nature of labor-management
relations from a confrontanonal system to one
largely based on cooperation.
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THERE IS A GROWING CONSENSUS AMONUG analysts and regional

leaders that virtually every Latin American country needs to retorm the instututions ot the

state. Concepts such as “second generation reforms,””

‘reforms of the state,” and “institutional

reforms’ now appear in many analyses of the region’ tuture

The traditional Latin American state was
subject to a paradox: It was both omnipresent
and vet extremely weak. It was weak 1 at Jeast
two ways: First, it was unable to accomplish its
tunctions with a minimum level of etficiency:
and second, it was “captured” by numerous
interest groups that competed to extract rents
trom the state. In an etfort to solve these prob-
lems politcians burdened the state with addi-
tional obligations—which 1t could not per-
form—and tried to regulate people’s behavior
through multiple rules. The results: inethiciency.
corruption and inequity.

Latin America 1s a highly diverse region.
Countries have ditterent traditions. cultures and
histories. Naturally, these individual backgrounds

will affect the way in which countries tackle the
reform of the state. In spite ot this diversity,
however, there are general principles thac should
guide the msututonal reforms that are the core
of the second generation of the process. Perhaps
the fundamental principle is that the state’s role
should be fimited but it should also be strong.
Limited. i1 two senses: First, it should only be
mvolved in activities that the private sector does
not perform or pertorms poorly. Second. 1t
should impose limits on its own actions in order
to credibly assure the public that it will not be
engaged in political, social or economic abuse.
The selt-imposition of limits 1s, perhaps, one of
the most important and ditficult challenges in
creating the new Latin American state. This can

PR
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be partially accomplished by creating autonom-
ous mstitutions such as Supreme Courts, inde-
pendent Central Banks, and mdependent regula-
tory bodies. The state should also be strong, in
the sense that 1t pertorms its functions well and
has cffective sateguards to avoid being controlled
by mterest groups.

From an economic pomt ot view the insti-
tutions ot the state should aim at reducing
“transaction costs.™ That is, they should pro-
vide a tramework where individuals, confident
in the system, devote their tmie to productive
acuvities, rather than detending their property
and lobbying for special tavors from burcaucrats.
More practically. this means that the insututions
of the state should protect broadly detined prop-
erty rights, entorce contracts, and provide an
efticient system of contlict resolution. This
requires, as mentioned previously, not only the
traditional separation ot constitutional powers
but also, as mentioned previously. the creation of
mdependent and protessionally run regulatory
bodies. Today, even after years of reform, the
Latin American state falls considerably short on
these points. Conflict resolution mechanisms are
primitve, the judiciary 1s inefficient and cor-
rupt, and property rights—especially the rights
of munority stakeholders—are systematically vio-
lated. As a result, in most countries individuals
spend significant amounts of resources i unpro-
ductive ways.

The state should also protect individuals
from abuse; protect the commons, including the
environment: deliver social services in an eth-
cient way; and provide a safety net to the poor.
In order for these activities to be carried out
etficiently and with litde waste. there is need for
a modern civil service. This should be profes-
stonal, well paid and motivated—a tar cry tfrom
its current condition. Administrative retorm is a
tundamental component of the Latin American
retorm process. In that regard. the East Astan
countries, with their etticient meritocracies, pro-
vide an mnteresting example worth analyzing for
its contribution to their success.

Prosperous and harmonious societies have a
wealth of enterprising institutions that facilitate
the interaction among individuals and between

individuals and the state—these mstitunions,
which include neighborhood organizations,
clubs, PTAs,—have been called social mpitﬂl,}“
The new Latin American state should protect
and encourage the creation of social capital,
including the organizations of civil society and
non-governmental institutions. More important,
perhaps, the state should avoid and prevent their
destruction. In societies with abundant social
capital there 15 significant “trust” among individ-
uals who are able, therefore, to engage in fewer
non-productive activities.

Detining the relations between national and
subnational governments will have to be an
immportant aspect ot the Latin American institu-
tional reforms aimed at rebuilding the state. In
recent vears there has been a rapid growth in
political participation at the local level—after the
return to civilian rule political leaders have been
freely elected in more than 12,000 local govern-
ments in the region. Local governments now
have greater spending authority and, in some
cases, a significant increase in their capacity to
tax. In some countries—Argentina and Brazil are

possibly the best examples—subnational govern-
ments traditionally operated without budget
constraints, contributing heavily to the national
public deficit. Even as central governments tried
to achieve macroeconomic stability, many subna-
tional governments continued to practice eco-
nomic populism. In other countries, subnational
governments have failed to modernize and eco-
nouic and social relations continue in quasi-feu-
dal patterns—tor example. the south of Mexico,
the north ot Brazil and many Central American
countries.

Within the general framework discussed
above, and at a more practical level, the insticu-
tional reforms of the Latin American state
should, specifically, aim at:

W Maintaining macroeconomic stability. This
requires the creation, and consolidation of tru-
ly independent central banks, and the imple-
mentation of modern nonpartisan budgetary
processes.

B [mposing hard budget constraints on subna-
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tional governments—states, provinces and
municipalities.

B Revising the current relationships between sub-
national and central governments. In particular,
encouraging subnational governments to com-
pete among themselves—as in China, for exam-
ple—while the central government ensures the
existenice of a common national market.”

B Creating a modern, and effective national civil
service.

B [mproving citizen security.

B Creating a labor-management negotiating
tramework that avoids excessive contlict and
fosters cooperation.

B Protecting property rights. in a broadly detined
tashion. In this regard, respecting the rights of
minority clammants is extremely important.
Some countries are moving in that direction.
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In others, however, recent episodes suggest that
there 1s still a long way to go. This 15 particu-
larly the case of Mexico where, despite recent
legislation, the process of corporate debt
restructuring in the aftermach of the crisis has

been traught with irregularities. ™

B R ctorming the judiciary, in order to ensure a
tair and prompt contlict resolution framework.

Implementing these institutional second gen-
eration reforms will not be easy. Relatnively little is
known about the process leading to massive
institutional changes, and the reforms will affect
many interest groups. This process may generate
trustration and, at times, disenchantment. In face,
if not managed properly, in the short run social
conditions may be negatively affected. What 1s
fundamentally important, however, 1s that the
region’s leaders recognize that without these
reforms Latin America will be at a disadvantage
in the global economic race, and that harmony
and prosperity will be harder to attain.
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THE ECONOMIC REFORM PROCESS in Latin America has delivered. The

region weathered its worst post-debt crisis storm which arose in Mexico in December 1994

and, for a while, threatened to engulf the region. Moreover, investment continues to be

attracted to many Latin American countries m growing amounts. Qur fears are two: first, that

leaders will be lulled into complacency or tempted by siren songs of populist cure-all solu-

tions: second, that the slow speed at which the region 1s growing threatens the synchronization

of pain and gain, which, in turn, creates public disatfection and anti-reform political pressures,

as well as the obvious consequence ot reduced resources tor more and better social spending.

We are convinced that the vise can be
broken only by quickening the pace of reform,
as we said last year, but specifically and especially
by taking action to dismantle the shards of the
populist state. In Latin America and the Carib-
bean, the state must redefine itselt. If the public
agencies that administer and regulate education,
health, satety net services and other social ser-
vices providers, both public and private, are
mnovative, etticient, accountable, and trust-
worthy, broad support tor continuing retorm.
with 1ts ditficult adjustments still to come, is tar
more likely to be maintained. It the agencies that

define the context for investor confidence—the

judicial system, regulatory agencies, Central
Banks, the civil service—are independent,
autonomous, transparent and strong, capital is
more likely to continue to be available and with
declining costs and increasing maturities.
Modern economies require modernized
msttutions. Improving the health, education,
employment levels and wage rates ot Latin
Anterica’s populations 1s critical for economic
recovery and political stability. The second gen-
eration retorms will be responsible for, tirst, con-
solidating the gains ot the first generation, and,
second. tor meeting the region’s long overdue
debt to reduce poverty and improve income dis-
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tribution. We estimate that it would be possible
to double the rates of growth maintained from
1991 to 1994 it the state can reorient itself, mak-
ing it possible for savings and investment rates to
increase and for foreign capital markets to retain
confidence in the region.

Reconstructing the state menaces many of
the entrenched interests that, by holding public
institutions hostage, benetited in the past. Ie is a
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challenge chat demands public understanding of
why 1t 1s crucial tor economic stability and
growth. [t 1s a job for comitted political leader-
ship with the courage to confront predictable
resistance and periodic accountability to voters.
The vision that drove the revolution i Latin
American economic policy must now be turned
to what remains unfinished—retorming the state.
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APPENDIX

RECENT ECONOMIC

EVOLUTION IN SELECTED

COUNTRIES

IN THIS APPENDIX WE PROVIDE brief discussions on recent developments in

selected countries in the region. For statistical information on a larger group of countries, see

the Tables in the text.

Argentina: The so-called “tequila” effect hit
Argentina in a particularly brutal way. Capital
inflows stopped suddenly, and domestic residents
rushed to withdraw bank deposits. As a conse-
quence, domestic credit declined sharply, interest
rates skyrocketed and fears of a major banking
crisis became generalized. The Argentine author-
ities reacted promptly and in an exemplary way.
An IMF program was adopted, fiscal correction
was implemented and, with the assistance of the
World Bank and the Inter-American Develop-
ment Bank, an ambitious support program for
the banking sector—including the privatization
of a number of weak provincial banks—was put
in action. These policies successfully discouraged
speculators, and already by the end of 1995 it
was clear that the country would not go through
a Mexico-style meltdown, as some overly pes-
simistic observers had predicted.

The adjustment has not been without costs,
however. As a result of the decline in liquidity
and the heightened uncertainty, the level of eco-
nomic activity declined by 4.4 percent in 1995.
Unemployment increased rapidly to a modern
record of 18.6 percent in May of 1995. Although
it declined to 16.4 percent in October 1995, it
continues to be remarkably high by historical
standards. Worse, the prospects for a speedy
reduction in unemployment are rather limited. A
key question 1s whether this scenario will have
political consequences by strengthening the posi-
tion of “reform skeptics.” The timing of the next
national elections—October 1997 tor Congress—
does, however, provide an important breathing
space to the government, which continues to be
committed to furthering the reform program.

Before the Mexican peso crisis, Argentina
ran a current account deficit that exceeded
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US$10 billion. This imbalance was fully financed
with capital inflows—mostly short term porttolio
monies—which exceeded 4 percent of GDP in
1994, This situation became clearly unsustainable
after the Mexican crisis. In 1995 Argentina was
one of only two countries in the region that had
a negative capital account—the deticit reached
US$0.5.*" What made this situation particularly
difficult 15 that. due to the Convertibility Law,
Argentina had to go through this major adjust-
ment without relying on a relative price correc-
tion. Although it 1s difficult to come up with a
precise figure, there is generalized agreement
among analysts that at the outset of the crisis
Argentina experienced an important degree of
relative price disequiltbrium.

In the aftermath of the Mexican crists some
observers have asked whether Argentina should
abandon the Convertibility Law and the one-to-
one peso-dollar rate. We strongly stand by the
view we expressed last year in Quickening the
Pace. On that occasion we said: *[a] change i the
Convertibility Law 1n a...dollarized economy
could add to economic mstability. The only
internal response to the recent test of the pro-
gram was fiscal tightening and the turther
strengthening of the adjustment process.” We are
convinced that by having followed this strategy
the Argentine authorities managed to avert a
much deeper and more costly crisis.

During the first quarter ot 1996 ¢conomic
activity remained sluggish. Although contidence
in the program has greatly increased, bank
deposits continue to lag the level ot late 1994,
and interest rates remain very high. Toward the
end of the first semester, however, there were
some welcome signs of recovery.

Exports are growing at a spectacular pace—
17 percent in volume terms i 1993, Moreover,
improvements in the terms of trade (in particu-
lar, the prices for grains and beet) have turther
contributed to a strong external sector pertor-
mance. A sustained recovery of the cconomy will
require the revival of domestic activity and
demand. An important queston 1s whether this
can be accomplished without generating new
relative price disequilibria. To the extent that
exports remain strong, confidence in the banking
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sector increases, and new structural reforms i
the areas of provincial management, pensions,
and especially labor are enacted, we can expect a
growth rate of 2.5 percent tor 1996.

Brazil: The year 1995 was crucially impor-
tant in Brazil. as the real stabilization programn
was largely consolidated. As we pointed out
above, in many ways the results of the program
have been nothing short of spectacular: Intlation
dropped from almost 1,000 percent in 1994 to
20 percent in 1995; real growth was a healthy
4.2 percent; and the current account deticit was
held at 2.6 percent of GDP. Moreover, the exec-
utive conunued to pursue basic reforms. includ-
Iy soMe Privatizations.

Despite this progress. however, there 1s still
much to be done. Public finances got badly out
of hand during 1995, with the operational fiscal
deticit reaching a scary 5 percent of GDP: short-
term public sector debt has accumulated at a
very fast pace: export growth slowed down con-
siderably: real iterest rates, although declining,
continue to be extremely ngh; real growth was
negative during the tirst quarter ot this year: the
banking system 1s weak: and, in spite of some
progress. overall structural retorms continue to
move at a slow pace.

External balance was maimtained mainly
through large capital intlows, which have made
monetary policy management increasingly dith-
cult. These inflows have been sterthized by the
monetary authorities, at the cost ot hugh real
mterest rates and a rapid accumulaton of short
term debt—the Federal Public Debt outside ot
the Central Bank increased from R$62 billion at
the end of 1994 to R$138 billion m April 1996.

Sustaining the carly successes ot the real
plan and ensuring a contunuing recovery of the
economy will require substantial acton on the
macroccononiic and structural reform tronts. In
partcular. a major fiscal correction 1s essential
and urgent. This would allow a change 1 che
policy mix.and a reduction in real interest rates
that would lift the pressure on the banking sys-
ten, allowing ftor a pick-up in economic activity.
The prospects of prompt fiscal correction will
depend on two broad policies: first, on the
authorities” ability to maintain the line on public
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sector wages. There 1s little doubt that in order to
achieve even minimal progress on deficit reduc-
tion, wages in the public sector bureaucracy waill
have to be maintained constant in nominal
terms. During the early months ot 1996 the
authorities showed great resolve on this issue,
successtully fending oft union pressure. It 1s still
to be seen. however, whether this determined
stance can be maintained as the October munici-
pal elections approach. Second. a permanent
solution to Brazil’s perennial fiscal blues will
require the approval of the Administrative Con-
stitutional Retorm by Congress. This reform
would allow the Federal Government and (more
importantly) the states to restructure their civil
services, reducing the size of the public sector
worktorce to reasonable levels. In fact. one of
Brazils heaviest fiscal burdens 1s related to the
surrealistically high level of wage expenses. Con-
sider the case of the state of Rio de Janetro,
where wages and benefits to public employees
surpass 85 percent of total revenues.

The prospects for action on the administra-
tive retorm are, at best. mixed. Since taking over
the government, President Cardoso has proved to
be a visionary leader. able to persuade the legisla-
tve branch to pass important laws. Increasingly,
however. the reform mcasures pursued by the
executive are being watered down by Congress.
The retorm of the social security system passed
in March of this year is a good example. The
administration presented a rather tmid—but
deemed passable—project to Congress. auned at
reducing some of the most blatant inethiciencies
of social security system. At the end, and after
major and often heated debate, a very minimal—
and largely inconsequential—version of the pro-
ject was approved. The need to reduce the fiscal
burden of the current retirement regime contin-
ues to be urgent. The weakness ot the Brazilian
banking system—and especially ot state-owned
banks—adds signiticant uncertainty to the public
deticit picture. Already the tederal government
has committed itself to providing more than
US$12 billion to recapitalized two banks. The
recent failure to place new Banco do Brazil
shares in the market captures a generalized con-
cern on behalf of investors—national and inter-

national—over the future of the country’s bank-
ing system. A continuation of this trend would
add significant tension to the country’s public
tinances, making the success of the real plan
increasingly difticult.

Atter exhibitng fast growth in 1993 and
1994, Brazilian exports slowed down. In 1995
the volume of exports declined by almost 3 per-
cent. and the trend during the first quarter of
this year has not improved. In particular, exports
of manutactured goods have shown weakness.
This poor pertormance, coupled with a surge in
imports, generated a trade deficit of US$3.2 bil-
lion in 1995, compared with a surplus of more
than US$10 billion in 1994. There are two main
causes behind this loss of export dynanusm. First,
n spite of the reforms mentioned above, Brazil
contunues to be a highly distorted economy,
where high costs and low quality of services—
mncluding in telecommunications, energy and
ports—do not allow the private sector to fully
exploit the opportunities ottered by the global
cconomy. Only to the extent that the structural
retorms (including privatization) minated by the
Cardoso administration are deepened will these
constraints be lifted, allowing Brazil’s exports to
grow once again at a fast pace. Second, the real
plan has generated a real exchange rate apprecia-
ton that he. reduced the competitiveness of
Brazilian exports. The adoption of a sliding band
system i early 1995 represented an important
step 11 the direction of providing more flexibility
to the exchange rate regime. It is important to
stress, however, that returning to the old practice
ot mechanically adjusting the nominal exchange
rate by past intlation would have extremely neg-
ative consequences. Exchange rate indexation
without accompanving changes in fundamentals
creates mertia, inflattonary distortions and, soon-
er rather than later, a decline in economic
growth. Exchange rate flexibility coupled with
tiscal adjustment and major structural reforms, on
the other hand. can provide an incentive package
for encouraging exports.

It Brazil. as well as the rest of the region, for
that matter, 1s to resume rapid growth 1t will be
necessary to achieve a more competitive position
that will encourage export growth. This, in turn,
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will require moving torward on the reform
path—including administrative, banking, social
security and labor reforms—implementing a
major fiscal adjustment and revising the credit
policy stance.

Colombia: During 1995 Colombia contin-
ued to exhibit sohd growth—3.3 percent, com-
pared with 5.7 percent in 1994 and 5.2 percent
in 1993—while experiencing a slight reduction
in the rate of infladion. The current account bal-
ance is on the high side at 5.3 percent of GDP.
This is especially the case in light of the recent
Mexican crisis, which created a generalized
legion of “current account watchers.” Although
the new consensus seems to be that countries
should not run current account deficits in excess
ot 3 percent of GDP, Colombia represents an
exception, where the higher deficit is justitied
and should not be a cause for serious concern in
the short term. What distinguishes Colombia
from other countries with recent current account
deficits is their association with surges in invest-
ment, particularly porttolio flows, rather than
with an explosion in consumption. In that regard
Colombia looks more like an East Asian country
than 1t does, say, Mexico in the early 1990s.

The scubbornness of Colombia’s intlation—
which mn 1995 reached 19.5 percent, compared
with 22.6 percent in 1993 and 1994—is the result
of a combination of factors, including an
ingrained system of (implicit) indexation, which
has generated a significant degree of inertia. In
addition, during 1994 and 1995 a relatively lax fis-
cal policy was tollowed. During the last year this
was coupled with a ught monetary policy, creating
a policy mix that resulted in very high real lend-
ing interest rates. These, in turn, attected the level
of economic activity and began to put stress on
the banking system. To a large extent Colombia’s
fiscal problems, as those of other countries in the
region, stem from very large obligatory transfers
trom the central to subnational governments.
Achieving a sustainable fiscal equilibriunm will
require, sooner rather than later, revising the
financial relations between the national govern-
ment, provinces, departments and municipalities.

During the last year Colombia has been
affected by a serious pohitical erisis that erupted
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atter President Ernesto Samper’s campaign was
accused of accepting drug cartel money. This del-
1cate situation was complicated further by the
U.S. decertficanion of Colombia as a drug-tight-
mg nation and by the imprisonment ot some
important politicians on related charges. As a
result of the crisis, uncertainty has increased and
mvestment has stalled. A recent survey by the
country’s leading think tank, Fedesarrollo, shows
that Colombians have lowered their economic
expectations significantly. According to Fedesarsol-
lo, growth projections for 1996 have fallen to 3.8
percent, significantly below the 5.3 percent aver-
age tor the last three years.

Although the poliucal crisis introduced a
significant degree of uncertainty and volatility,
Colombia continues to have a very promising
future. O1l exports are expected to increase
steadily, the Central Bank continues to pursue
policies geared at achieving macroeconomic sta-
bility and the authorites have announced that
the privatizauon program will be stepped up. It is
umportant, however, that a vigorous tiscal adjust-
ment be mmplemented during the next few
months so interest rates can decline, a banking
crisis can be avorded and investor confidence in
the country can return.

Mexico: 1995 was a roller coaster vear tor
Mexico. Things started badly, only to stabilize
somewhat in April-May atter the US govern-
ment and the mternational financial organiza-
tions, led by the IMFE announced a major assis-
tance package. By mid-year it seemed that the
worse was over and some international financiers
were returning to the country. From October
through November, however, new doubts on the
strength of the economy arose, with the peso
losing signiticant ground and interest rates sky-
rocketing. The vear closed with an inflation rate
of 52 percent, negative growth of 6.9 percent, a
largely balanced external sector, and a rate of
unemployment that was more than double the
pre-crisis level. Throughout most of the year the
fear of a collapse ot the banking system domi-
nated the concerns of analysts and policy makers.

During 1996, however, the economy has
begun to recover. Exports have grown at a spec-
tacular rate, and, in contrast with many countries
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in the region, interest rates have declined signifi-
cantly. Some progress has been made on the
structural reform front—a social security reform
1s being implemented—and an eftort has been
made to upgrade banking regulation. Although
the banking crisis was contained, it is sull too
early to know what its overall fiscal cost will be.
An important 1ssue that will have to be resolved
in the months to come 15 how to distribute the
fiscal cost of this crisis. Advances in privatization
have been slow, but are expected to accelerate
the tuture. Overall, after a ditficule 1995, Mexico
1s beginning to recover at a steady pace. Main-
taining the current policy stance will be neces-
sary to keep up the momentum.

Venezuela: NDuring 1995, and throughout
the tirst quarter ot 1996, Venezucla continued to
muddle through. Public finances were m sham-
bles; exchange controls generated serious distor-
tions, ncluding corruption: monctary policy was
erratic; and the management of the weak bank-
ing system left much to be desired. Then, mn late
March of 1996, President Caldera announced the
implementation of a major adjustment pro-
graim—worked out jointly with the International
Monetary Fund. the World Bank and the Inter-
American Development Bank. The program s
aimed at addressing the country’s fundamental
problems. Although at this point it is too early to
know whether its final outcome will be positive,
a detailed analysis ot the program suggests that,
to the extent that its goals are. in fact, achieved.
it should result tn an ordering of the Venczuelan
macroeconomy and a resumption of growth.

The new Venezuelan adjustment program
has four main components: (a) measures aimed at
reducing the overall fiscal deficit from 8 to about
2 percent of GDP: (b) policies geared toward
reducing distortions, including exchange controls
and interest rate ceilings; (¢) actions directed
toward a permanent solution ot the banking cri-
sis that has dragged on since 1994: and (d) poli-
cies to strengthen the social safety net for the
poor. The tundamental policy actions contem-
plated by this program included a stutf—on aver-
age, 500 percent—increase in the price ot gaso-
line; the unitication and tree floating ot the

nominal exchange rate; the freeing of interest
rates; the creation of a ““contingency fund” to
restructure the banking system; and a package ot
subsidies to public transportation as an aid to
poor tamilies and public employees. In spite of
their massive increase, gasoline prices continue to
be at 50 percent of opportunity cost (that is the
export price). Moreover, the rule to adjust gaso-
line prices in the tuture will be clarified—some
otticials say they will be pegged to the value of
the dollar, while others argue there will be no
tfurther adjusaments for the rest of the year. The
program was received by the public—Dboth in
Venezuela and in the financial centers—cau-
tously. The free bolivar/dollar exchange rate ini-
tially jumped above its black market level prior
to the retorms, only to settle down at approxi-
mately that value after a tew days of trading;
interest rates on government 90 days paper more
than doubled. The market reaction to the
Venezuelan program was positive. However, sck-
cpticism remains over the country’s actual ability
to sustain it and meet the IMF targets during the
lite of the program.

An 1mportant component ot the Venezue-
lan program is the recapitalization and strength-
ening of the banking system. This part of the
program contains several elements, including
cleaning up Banco Latino, the strengthening of
the regulatory framework, the normalization of
the so-called “migratory™ deposits, and the liqui-
dation ot banks that are deemed nonviable in
the short run.

From a statistical point of view 1996 will be
a poor year for Venezuela. As can be seen in
Tables 1 and 2, we expect an inflation rate in
excess of 70 percent and a contraction of the
economy of between zero and 0.5 percent. What
1s important to note, however, 1s that to the
extent the authorines are willing—and able—to
tully implement the recently announced pro-
gram, 1t 1s possible that by mid-1997 the country
will begin to see some recovery. It, on the other
hand, the program stalls and the country returns
to populist policies, we can expect a new col-
lapse m the real economy. turther speculation
and an explosion of inflation.
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In this report Latin America should be interpreted as
referring to the nations of Latin America and the
Caribbean.

* Naturally, as with all forecasts, these figures are subject to
a degree of uncertainty. For alternatve forecasts, see
World Bank (1996b).

*In the case of Brazil this change in mood was vividly
captured by a recent article ttled “Brazils Economic
Plan Loses Support as Inflation Fight Hurts Middle
Class” See, The Wall Streer Journal, May 22, 1996 Sce,
also, “"Centrist Winning Ecuadaran Vote.” The Hashington
Post, May 20, 1996, and “Peru’s President Loses Some
Luster)” The New York Times, May 19, 1996.

* The need to implement these institutional retorms has
been discussed by Burki and Edwards (1993), Edwards
(19934, 1993). and Naim (1995).

*The regions current account deticit was 3.4 percent in
1993,

© See the Internadional Monetary Fund publication Direc-
tion of Trade Statistics, (1996). International Monetary
Fund, Washington, D.C.

7 See "Whatever Happened to Venezuelas Middle Class?™
The New York Times, February 9, 1996,

5 See the "Task Group on Social Development Report
(World Bank. 1996d). The Task Group on Social Devel-
opment, working under the chairmanship ot Shahid
Javed Burki, has submitted its draft report for review by
the World Banky senior management. s main recom-
mendacion is that the World Bank necds to incorporate
social concerns, social consequences of development
policies and programs, and social imperatives for devel-
opment m its work.

? See the “Task Group on Social Development Report™
(World Bank, 1996d). The Task Group on Social Devel-
opnicnt, working under the chairmanship of Shahid
Javed Burki. has submitted its draft report tor review by
the World Bank’s senior management. Its maimn recom-
mendadon is that the World Bank necds to incorporate
social concerns, social consequences of development
policies and programs, and social imperatives tor devel-
opment in its work.

""There is growing international evidence indicating that

the degree of political support enjoved by reformers

depends on a small number ot key cconomic variables:

(a) the extent to which inflation has been reduced: (b)

the behavior of real wages: (¢) the rate of cconomie

growth; and (dj the evolution of unemplovinent. Natu-

rally. this 1s a phenomenon that goes bevond the Latin
American countries. For instance, unemployment was
an important variable in determining voters preterences
w the recent ndian congressional elections. Sece The
Washingron Post, April 4, 1998. The way in which these
vartables actually attect political preferences is complex
and varies from country to country. Recent broad stud-
ivs on the subject, however, permit the exeraction of
some general rules. First, the positive effect of lower
flation is particularly high when mtlagon dechines
from verv high to mid levels. Further reducnons—to
the low single digis sav—have a very small positive
ettect on political suppart. Second, while voters are
sometimes willing to accept short-teror sacritices, they
become impatient rather rapidly. In general, voters will
accept short-term costs in the forin of reduced growth
and wages it they believe that these are necessary to
correct past misnanagenment or to face external shocks,
On these political economy ssues see, for example,
Remmer (1991 and 1993), Haggard and Kaufinan
(Chapter 5, 1993), Stokes (1993), and Edwards (1996).

" On the recent evolution of the regions labor markers,
see Cox Edwards. A. (1993).

12 See World Development Reports for 1995 and 1996,
Tables 9 and 13, respectively.

I3 See, for example, Edwards (1995Db).

H See Edwards {1993h) for a survey of the relationship

between openness. trade orientation and growch.

13 See, for example. the analysis in Edwards (19953).

" Not surprisingly, this table unearths very diverse experi-

ences throughout Latin America.

" Higher value added exports are associated with higher

real wages. Sec. tor example, Leamer (1984, 1993) and

Edwards (1996).

W See Alesina. AL and L. Summers {1993).

" On monetary policy and the Mexican crisis see. for

example, Sachs, Tornell and Velasco (1995) and Dern-

busch. Goldfajn and Valdes (1995).

2 See El Espectador, April 20, 1990,

*This proposal was made by the Office of the Chief
Economist of the Inter-American Development Bank
m March 1996, Sce, for example, Eichengreen, Hauss-
man and Von Hagen (1996). For an interesung theoreti-
cal analvsis of the relationship between budget insttu-
tons and muacrocconomic stabiliey, see Alesina and
Peroti (1996).
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== See World Development Report {1996). dent-tcacher ratio was 48 as recently as 1980,

= In this way a virtuous circle can develop: Higher public Schictelbein (1995) presents a set of a dozen reforms
savings result in increases in capital accumulation and that would increase greatly the effectivencess and qualicy
arowth. In the presence of adequate insttutions higher of the educational system, without significant new

growth results in Higher private savings, turther n- resources. However, as he points out persuasively. in

=

creases in capital accumulation, and even faster growth.
See World Bank {1993¢).

Strictly speaking, what matters s the relation between
contributions and expected social security benefits in

order for the reform to succeed it is necessary to estab-

lish national consensus.
I See Londono (1996).

2 On these issues see Grosh (1990), The World Bankss

the tuture. If the retirement system is benefit-defined— Haorld Development Report 1993, and Londono (1996).

as many Latin American systems are—it will tend to 3G

i Y ) ) yste 77 See Psacharopoulos, G. (1992).
discourage private savings. W o , ) “
“* Scee, "Argentine upturn puts hope back on menu,

— . . - N e 5 pJ N . ¢ {100

See, for c.\armpla. Fiszbein and Psacharopoulos (1992), Financial Times, May 31, 1996,
Barros (1992) and Cardoso and Hewlege (1992). - ) . . . . .
* See UEstimating the Benetits of Labor Reform in

dee Londono (1993) Argentina.” World Bank (1996).

=* See, tor example, the two papers on education presented (T .
- for example, papers ¢ ¢ F 2 This view has been extensively developed by Nobel

in last vears Wor ank’s Latin America and Caribbean . .
St yed ld B t Laurcate Douglass North in. In particular sce. North,

D.C. (1990).

¥ See Putnam, R (1993).

Annual Conference on Economic Development by
Londono (1993) and Schiefelbein (1995).

= See. tor example, Purvear and Brunner (1994). o . } i
N See Weingast (1994) on these issues.

Y The Teall Street Jonrnal, May 13 1996,

H

Schietelbein (1995) argues that in Chile, for example,
the number of hours could almost be doubled by rais-

ing the number of students per teacher from 21 to 42.
He points out that in Korea—considered to be once of
the success stories in educational achievement—the stu-

¥ The other was Venezuela, with a capital account deficit
of almost US$4 billion.
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