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Wealth Divide or Institutional Divide

1)
The 80s and 90s

As the 70s came to a close, Latin America interrupted its process of economic growth that had been driven by the import substitution industrialization (ISI) model since the crisis of the 30s.

In the 80s the region suffered debt crisis, economic stagnation and high inflation that, in some countries, rose to hyperinflationary levels.  The 80s have therefore come to be known as the “lost decade” in Latin American development literature.

In the 90s most of the countries of the region applied “Washington Consensus” guidelines, which defined sound economic policies as market-oriented reform and promoted the following  measures:

1) balanced budgets and currency pegging to avoid inflation;

2) trade opening, so that foreign competition could contribute to inflation reduction and restructure economies towards exports; and

3) privatization of state-owned companies to improve efficiency of public services, reduce state budgets, and minimize government’s role in the economy.

By virtue of these “sound economic policies”, the region had already unilaterally reduced its tariffs and eliminated a large part of its non-tariff barriers prior to the GATT Uruguay Round Agreements.

The hypothesis was that, once implemented, the reforms would transform the region’s productive system.  Inefficient sectors and companies would be put out of business  or be reconstructed until competitive, while those sectors and companies already competitive would integrate into international trade.

The utopia was “export-led growth”.  The new climate would open a flow of transnational companies’ foreign investment that would fuel the export boom.

Simultaneously, a large number of Latin American countries living under authoritarian military regimes began democratization processes in the late 80s and 90s.

These democratization processes were results of military governments’ crises, the influence of the “Third Wave” of democratization, and the end of the Cold War, which made military governments once again unacceptable.  

In the beginning of the 90s, US Federal Reserve policies changed international financial conditions. The region was reopened to international financial flows because of the financial markets’ conviction on the certainty of “sound economic policies”, international actions to confront the external debt of the 80s, and democratic consolidation.

The first years of the 90s were filled with optimism.  It was believed the region had good possibilities, from economic, political and social perspectives.  

2) How does Latin America perceive the current situation?

Despite the growth experienced by Latin American economies in the 90s, at the outset of the new millennium the region was plagued by not only a lack of a sense of success, but more importantly by a sense of failure and pessimism over the Washington Consensus in which they had put their faith.  

Poverty and social polarization increased in nearly all the countries of the region, and in some cases levels of social indicators have severely deteriorated.  

The social polarization and uncertainty in the population are leading to an increase in crime , disconcerting the population even further.

The political system is mistrusted because of corruption scandals, and signs of institutional instability and authoritarianism are resurfacing in some countries of the region.

Several countries face difficulties in the consolidation of their young democracies compounded by the increase in poverty, social polarization, insecurity, and political and governmental corruption.

Evaluation of the “sound economic policies” reveals that even when the policies effectively eliminated inflation there was not a consensus in their favor. 

The newly implemented model efficiently dismantled ISI, but it does not appear to have effectively generated an exporting industrial sector that would make the utopia of “export-led growth” a reality.

Foreign investments allowed a massive privatization of state-owned companies that improved the efficiency of services, but, without effective existing regulatory institutions to control the newly privatized monopolies, public utility prices are often viewed as arbitrary and excessive.  

In more general terms, foreign investment took control of natural resources and portions of the local market.  Few transnational companies chose to invest in the region with plans to export industrial products overseas.  

Moreover, weak domestic regulating bodies allow these firms to maintain inadequate governance standards in competition policies, labor, the environment, corruption, and consumer rights.  

According to many analysts, it was the reopening to international financial flows, and not the trade opening, that led to the economic growth of the 90s.  Accordingly, in some countries there was a “capital inflow led growth” instead of the expected “export-led growth”. 

Economies in the region became more vulnerable to changing situations in the international financial markets and regional growth was affected by financial crises in Southeast Asia, Russia, Mexico, Brazil, and more recently in Turkey and Argentina.  

Mass media and analysts see the work cut out for Latin America as a mission impossible, synthesized in the following, often contradictory, demands:  

· Export led growth, but products in which the region has a comparative advantage face protectionism in possible export markets while free trade prevails for those products in which the region’s competitive position is weak or nonexistent.

· Foreign investment friendly policies despite the double standards maintained by many transnational firms between the norms applied abroad and in their home country.

· Public spending limits in order to honor financial commitments, while simultaneously sustaining social benefits for those sectors of the economy who were excluded because of  the economic reforms.  

Powerlessness is felt as developed countries seek to put issues like multifunctionality, labor standards and the environment on the negotiating table, which may further exclude Latin America’s exports from their markets.  

3)
Wealth Divide or Institutional Divide

Most Latin American countries suffer from institutions too weak to confront the challenges of the new international system.  Aspects of culture and history from long ago have engendered this institutional weakness.  

Before the 30s the different countries in the region found channels of insertion in international trade through the export of raw materials, which required neither institutions nor complex public management.

ISI gave rise to diverse and complex societies, while the development model’s tariff policy and subsidy systems could be managed relatively easily by centralized bodies without much societal participation. 

The ISI model engendered the formation of an industrialist class who saw itself favored by the model and therefore helped maintain the model’s institutions.  

In some cases industry attained quality and scope sufficient for international competition, while other business sectors disappeared and the social base that could have adequately reacted to needs for institutional renovation in order to reorient industrial development in an open economy was greatly weakened.

Institutional reform is currently needed, given the need for more complex institutions in the context of an open economy than in a primary-product export or an ISI model.  

New institutions must allow for public intervention in the entire sphere of business activities and in all levels of public institution and civil society decision-making.  

Legal aspects, social cohesion, education, research, and bodies linking research and business processes all contribute to competitiveness.  Diverse policy-making levels include supranational, national, and local policy-makers, as well as universities.  

Latin American countries are far behind in the construction of the institutional framework   needed for a competitive development  in an open economy.  

The current institutional framework cannot sufficiently generate the background  needed for an insertion in the global economy via higher “knowledge” density products and services, that could offer higher wages and generate enough growth to maintain employment and increase living standards. 

Some international agencies have been working in “second generation reforms” cooperating in strengthening education, political and judiciary institutions and in regulatory issues in Latin America.  However, not much has been done for the creation of the institutional framework needed for competitiveness and for the creation of a strong local business class.

Seen as such, what Latin American’s are facing is not only a wealth divide but more importantly an  institutional divide.

In cases of international trade restrictions on a country’s exports and dismantled ISI supports, poverty and social polarization will most likely continue to increase, thereby hindering governability and democratic consolidation.  

Even if free trade existed for all of the region’s exports, if Latin American countries don’t find ways to insert themselves in international trade through “knowledge” intensive products and services, it will be very difficult for them to maintain the growth levels in wages and employment necessary to satisfy population growth.  

Institutional weakness in most countries of the region forms a major obstacle to the region’s insertion in international trade necessary to limit social polarization and poverty.  

4) Institutional building for economic development, a new agenda issue

It may be questioned how the international system can collaborate with Latin American institution building for economic development.  

Especially given the deep historical and cultural roots of the institutional problems, it may seem each country should find its own way to govern.  

Nevertheless, the European Union can most certainly collaborate in this process given its own experience in institution building for economic competitiveness and business development, and its work with institutional strengthening  in  relatively new democracies seeking membership in the EU.  

It may be necessary to agree to the following:

1. Recognize the problem, begin to study it and incorporate it into the agenda of EU-Latin America relations.  

2. Perceive the dependence between institutionalization and the formation of a domestic industrialist class that benefits from the new pro-competition institutions and supports their subsequent fortification.  Hence, despite the inclusion of various levels and scopes of action in the institutional problem (political institutions, universities, municipalities, judiciary, etc.) it may be useful to begin with the construction of those institutions dealing directly with industrialization and competitiveness.  

3. Appreciate EU experiences with institutions to manage competition and industrialization policies.

4. Recognize that the treatment of institutional weakness must be distinct from treatment of trade and financial problems:

· In trade, a power struggle exists where each tries to improve his own position while limiting that of his competitor.  In this case, one seeks to strengthen its competitors’ institutional bases even at the cost of bettering its competitors’ conditions.  

· If in finances the problem is to pressure public budget reduction to satisfy debt servicing, in this case the problem is to pressure public investment in organizations with well paid professional staff specialized in competition policies and in promoting entrepreneurship. . 

· In trade and financial issues, it would appear that domestic decision procedures do not matter; while the developing countries sign their commitments, respect of domestic institutions does not appear to matter to their creditors and trade partners.  In building institutions for competitiveness and industrialization, international cooperation must be especially attentive to the democratic procedure, i.e., societal participation, decentralization, professional management, procedural transparency and accountability.
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