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Foreword

The magnitude of the global economic and financial crisis, erupting in the
second half of 2008, shook experts and public opinion across the world.
Unsurprisingly, the economic debate has focused on the international
financial crisis and its impact on the real economy. This debate revolved
around the short-term mechanisms for confronting the crisis and the best
ways to overcome it.

This publication is distinct in that it invites the reader to take a long-
term view from the outset and insists on the need to develop a strategic
vision of the future for Latin America and the Caribbean. There is a grow-
ing consensus in the region that in an era of globalization, the foundations
for macroeconomic stability, while necessary, are insufficient for the devel-
opment of the countries of the region and their economic convergence with
the richer countries of the world.

With this in mind, the authors of the book, like Fernando Fajnzylber in
his time, turn their attention to a group of successful countries outside the
region and the impact that medium- and long-term strategies supported
by industrial policies have had on their productive transformation and
development.

The importance of this research, which is at the heart of this book, is
found not only in the analysis of the strategies themselves, which relate to
the economic, political, and cultural context and are impossible to recre-
ate, but also in the common operational principles guiding the public sec-
tor’s organization for effective formulation and implementation of these
strategies.

One of the first points highlighted is the extent and nature of the col-
laboration between government and the private sector and the influences
of this collaboration on the development of long-term strategies and the
manner of their implementation through programs and incentives within
the framework of a public good. Called “public-private alliances” by the
authors, these collaborations are a fundamental topic developed in this
publication. The selected case studies show that formulating consensus-
based, intelligent strategies, and the institutionally well-governed public-
private collaboration that accompanies them, has a close relationship to the
effectiveness of the policies and supporting programs.

xvii
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How is this relevant to Latin America and the Caribbean?

The region has made progress in achieving macroeconomic stability
and, given the previous period of debt crisis, in certain aspects of export
growth. However, the countries of the region have remained behind their
nonregional competitors in productivity growth, export diversification,
and the incorporation of added value and knowledge to exports and related
activities. This lack of progress introduces a source of vulnerability in the
face of unexpected changes in the price of primary commodities and the
threat of low-wage competition from emerging countries in Asia, Eastern
Europe, and other regions that could reposition themselves in the future. It
also explains why countries in Latin America and the Caribbean have been
unable to sustain a process of closing the income gap with richer countries
of the world.

Although countries outside the region have prioritized the foundations
for macroeconomic stability, they have also constantly been using and read-
justing strategies and industrial policies designed to climb the hierarchy of
world production and exports. Furthermore, following the international
crisis, this proactive attitude allowed many country economies to recover
quickly and reposition themselves more competitively in the medium and
long term.

Regarding Latin America and the Caribbean, the authors point out that,
beside the recent economic stimulus to combat the global recession, public
programs that aim to promote economic activity and exports frequently
constitute “archeological structures” passed down from one government to
another, rather than a coherent collection of incentives arising from a stra-
tegic vision of the future for productive transformation. Moreover, these
programs often do not have the resources available for their implementa-
tion, their technical teams lack consolidation, they are beset by excessive
politicization, and they are not the outcome of a consistent dialogue with
the participation of the private sector. Although many factors can explain
the shortcomings in the pace of economic transformation, competitiveness,
and export development in Latin America and the Caribbean in relation
to competitors, there is a need to pay close attention to the lack of a stra-
tegic focus and the transient characteristic of public-private alliances, as
well as to the inconsistent efforts to develop the capacity of the state to
effectively design and deploy industrial policies that promote economic
transformation.

The research findings manifest a concerted effort to examine in depth
the “how” of public sector institutional organization for developing and
implementing strategies and support programs that address the microeco-
nomic dimensions of productive transformation. The authors observe that
these operational details for public sector action are as important as the
strategies and policies themselves. Indeed, the uniqueness of the study is its
focus on the “how,” an area often overlooked in the policy debate.
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Last, the relevance of the inductive method used by the authors should
be noted. It is through this method and analysis of real experiences that
they have been able to identify “operational principles” for public sector
organization that can effectively support transformation strategies.

It is undeniable that this publication is a valuable contribution to
the debate on industrial policies and public-private alliances as strategic
elements necessary to drive Latin America and the Caribbean toward
development.

Alicia Barcena
Executive Secretary
Economic Commission for Latin America and the Caribbean (ECLAC)
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Introduction

As a region Latin America and the Caribbean (hereon Latin America) has
not performed well economically. Since the colonial era, notwithstand-
ing episodic growth spurts by some countries, the region has watched as
successive countries in other parts of the world have raised their gross
domestic product (GDP) per capita, leapfrogging past Latin America on
the world economic stage. Several of these countries moved out of dire
poverty to reach the upper echelons of world income. The one Latin
American country to stand above this trend, Argentina, had the distinction
of rising to the ranks of the richest countries in the world at the beginning
of the 1900s, only to slip steadily to an undistinguished middle-income
status in subsequent decades.

Beginning in the last half of the 20th century, the primary means by
which countries successfully engaged in a process of catch-up with rich
countries was by strengthening and improving the quality of their inte-
gration into the international economy. In this context, export develop-
ment was a major tool to stimulate investment, innovation, and growth.
The role of exports was boosted by the unprecedented growth of interna-
tional trade and finance. These countries each approached international
integration and export development in a different way, however. To
generalize, some gave priority to developing industrial capacities in the
domestic market and then, after achieving some threshold of competitive
strength, ventured more aggressively into international export markets.
This approach was more feasible for countries with large domestic mar-
kets. Other catch-up countries, with very small domestic markets, pro-
actively upgraded their economies, exports, and growth, all while being
very integrated with international markets from the start. Still others
mixed the two approaches, exporting existing comparative advantages
but also at the same time proactively working to provide conditions for
the birth of new sectors and activities in the domestic market that were
eventually encouraged (often quite quickly) to become internationally
competitive and contribute to export development.

Today private markets and firms dominate world economic activity.
If firms are to have the necessary capacities to be agents of economic
transformation and growth, many requirements and conditions must
be met. In addition to an enabling macroeconomic environment, firms

1



2 BREEDING LATIN AMERICAN TIGERS

need, among other things, access to information about markets and
probable future trends; incentives to search for and invest in new, sophis-
ticated, and risky activities; the ability to innovate through imitation or
creative adaptation of technologies for commercial application; access
to credit; an educational system that generates a supply of appropriately
skilled labor; availability of essential public goods; a facilitating business
environment; sectoral coordination and development of networks and
clusters; and techniques of marketing and product differentiation.

Market forces do not necessarily spontaneously generate effective
responses to all these challenges, especially in developing countries where
markets and institutions are seriously incomplete. In Latin America in
particular, all these ingredients, coupled with government failures, have
been binding constraints on growth to one degree or another, depending
on the country and circumstances.

The last 25 years of public policy in Latin America have been domi-
nated by Washington Consensus—type adjustments focused on consoli-
dation of macroeconomic balances and market-oriented institutional
reforms that strongly discouraged state interventions in productive activ-
ities. Now, however, given disillusionment with the consensus (where
government became a kind of inferior good), Latin America is showing
an emerging interest in more systemic, proactive public interventions
that can assist the private sector in overcoming structural constraints
on innovation, productive transformation, and export development.
In principle, the shift toward acceptance of a more proactive state—
augmented by the response to the great world economic recession of
2008-09—is a useful step toward pragmatism in public policy. Indeed,
a more proactive public policy would seem to be a reasonable objective
for Latin America, because the “visible hand” of public interventions
can be seen in many success stories in Asia, Oceania, Europe, and even
North America. So modern precedents exist for more proactive public
policy in Latin America aimed at supporting economic transformation
and growth. The question now is what type of government intervention
will be successful and how will it be achieved effectively.

In the interwar years and again in the early post—World War II period,
governments in Latin America actively intervened in the economy. That
intervention involved a top-down, government-dominated approach
geared toward inward-looking import substitution industrialization with
public enterprises playing a big role. Efficiency and growth-effective inter-
national integration were not primary objectives in the region as they are
today. This era of import substitution industrialization has been unfairly
demonized; important advances were made in development, some of which
were unfortunately dismantled by the Washington Consensus reforms
(Ocampo 2006). Nevertheless, comparatively speaking, the region’s post-
1950 economic growth performance was undistinguished. We think that
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this traditional approach to state intervention must not be resurrected in
the current era of renewed interest in a proactive state.

An extensive theoretical and case-based literature supports state inter-
ventions that promote productive transformation and export develop-
ment. In recent years thinking by those receptive to this type of selective
state intervention has evolved into what some term a “modern” indus-
trial policy. This approach stresses that the most successful strategies and
interventions emerge out of a social process of close alliance between
the public and private sectors (the scope of the latter varying depending
on the relevance of different categories of stakeholders to the objectives
to be met). In the fast-changing and competitive world of globalization,
each party has (or potentially could generate) some of the information
necessary to identify market, institutional, and attitudinal constraints
that should be addressed by support strategies but also less insight than
can be generated by joining forces and undertaking a coordinated effort.
Moreover, the governance of the alliance must function to preserve the
public welfare, meaning that while the state should closely collaborate
with the private sector, it must be subject to procedures and mechanisms
to avoid being captured by special interests.

Ideas abound about what constitutes sound industrial policies and
so-called best-practice support programs. But the literature has not yet
developed the more detailed picture of the “how” of industrial polices—
the organization of the social process of an alliance and the internal
organization of the government for leading that process and formulating
and implementing public strategies to support productive transforma-
tion. That “how”™ is critical. Yes, attention to good policy is important.
But attention to the social process and organization necessary for arriv-
ing at a strategy and making it effectively operational—as well as being
alert to the need for midstream corrections—is equally or more impor-
tant to produce successful outcomes.

This book will examine the “how” of 10 countries outside Latin Amer-
ica that have experienced contemporary processes of sustained catch-up
or that have done better than Latin America countries with a similar
endowment of resources.! Although they differ in many ways in their his-
tory, culture, political system, economic structure, level of development,
and geographic location, these 10 countries share a common element: the
authorities have actively applied a medium- to long-term development
strategy (either with an economy-wide focus or with a more limited focus
on specific sectors or activities). These strategies, although differing in
scope, specificity, and depth of content, have increasingly been based on
a vision that goes well beyond the macroeconomic adjustment and liber-
alization issues that were the focus of much of the Washington Consensus
era. Most of these countries have been working proactively to forge a
forward-looking vision that can guide medium- and long-term strategies
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with specific goals supported by public microeconomic incentives that
directly stimulate structural change and productivity growth.

These strategies are generally not a creation of the central government
alone but instead arise out of public-private alliances involving elements
of political leadership, civil society participation, and consensus building
or, at the least, public understanding. This process has taken different
forms from one country to another with different degrees of effective-
ness. While the success of these strategies hinges on politics and techni-
cal design, no less important is the existence of an appropriate public
institutional framework capable of execution. Rather than emphasizing
efficiency in all aspects, such a framework focuses on coherence and
effectiveness in achieving established goals, the possibility of experi-
menting with incentives, flexibility, error correction, and the strategy’s
ability to transcend the bounds of political cycles.

This book does not aim to demonstrate a causal relationship between
the strategies and their content, on the one hand, and, on the other, the
outcomes in these countries as they affect structural change and eco-
nomic growth. We do think, however, that the association between the
two that is evident in our success cases (and in others), coupled with the
awkwardness of negative critiques, is a persuasive argument for Latin
America to experiment more systematically with medium- to long-term
development strategies supported by modern industrial policy. In any
event, our fundamental aim is simply to report on and gain insights from
our extraregional success cases concerning the “what” and, most of all,
the “how” of formulating and implementing successful strategies and the
associated public institutional structures supporting them. The focus on
the illustration of the “how” is one of the novelties of our study.

Methodologically speaking, we are fully aware that Latin America
should not try to replicate the strategies, institutions, or processes of our
extraregional success cases. Clearly, there are too many cultural, political,
economic, and historical specificities for that to be possible or wise. None-
theless, when reduced to its bare substance, the organizational operation
of the public sector and the alliances, albeit quite different in form, is quite
similar in the most successful countries. Hence, raising the specific experi-
ences of institutional organization and operational processes—particularly
in terms of the “how”—to a perspective with more abstract dimensions
allows us to detect generic operational principles on organizational issues.
Part 1 presents 11 principles inductively developed from our extraregional
case studies. Moreover, we concretely illustrate the principles by drawing
on the different ways that our success cases followed them.

Our analysis was supported by 10 background case studies of our suc-
cessful countries that we commissioned in 2007. Although the principles
hold through time, these studies are largely a snapshot of the “how” in
countries where the “how” is in continous institutional evolution.? The
major methodological stress was on digging deep into the institutionally



INTRODUCTION 5

driven “how” of effectively organizing the public sector for formulating
development strategies, better governing alliances, and executing related
support policies and programs. To maintain a manageable focus, we lim-
ited the analysis of strategies and organization primarily to those dealing
with export development and the associated public agents and processes
for attracting foreign direct investment, making small and medium enter-
prises competitive in world markets and supporting export promotion
and innovation. While circumscribed, our focus on export development
nevertheless has the benefit of aiming at a central dimension of the coun-
tries’ strategy for economic transformation.’

After examining the “how” of the extraregional success cases through
the prisim of our 11 principles, we then examine, in part 2 of the book,
how well nine Latin American and Caribbean countries fare measured
against these principles.

As for the specific structure of the book, chapter 1 reviews the cur-
rent situation of Latin America, which historically has been a laggard
in economic performance. Chapter 2 introduces the first principle: the
urgency of developing a medium- to long-term strategy for productive
transformation based on industrial policies. The chapter examines the
debate about industrial policies and outlines why we think that modern
arguments for industrial policies are compelling for Latin America.
With this motivation in mind, the chapter then examines the nature of
the strategies deployed over the decades by our 10 extraregional suc-
cess cases.

Chapter 3 focuses on the principle that strategies for productive
transformation with modern industrial policies should rest on effective,
locally grown public-private alliances. The chapter creates a typology of
the alliances in our success cases, analyzing and illustrating them in some
detail. Chapter 4 introduces and illustrates principles 3—6, which focus
on the “how” of public sector leadership in the public-private alliance
and the fomulation and execution of strategies. Chapter 5 presents and
illustrates principles 7-11, which are concerned with the public sector
management of support programs and incentives.

Chapter 6 shifts the focus to Latin America. It reviews the past and
current nature of development strategies in the region, pointing to their
strengths and weaknesses as tools for guiding productive transforma-
tion. Using concepts developed in part 1, the chapter then critically
examines the role and nature of emerging public-private alliances that
support the contemporary strategies. In chapter 7 we follow the path of
principles 3-11 to critically evaluate the nature of public sector leader-
ship in strategy execution and the modes for managing programs and
incentives. Finally, chapter 8 presents our central conclusions, which
suggest that while some countries in Latin America have been planting
the seeds of these 11 principles gleaned from our extraregional success
cases, they still have considerable work to do.
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Notes

1. Seven of our country cases—Finland, Ireland, the Republic of Korea,
Malaysia, Singapore, Spain, and the Czech Republic (the last as a recent market
economy)—achieved catch-up after 1960. Sweden caught up with the richer
countries well before 1950. Australia and New Zealand also became relatively
rich early on, but in recent decades these two countries have lagged significantly
behind other advanced countries, although they have generally done better than
South American countries also rich in natural resources. We also examined two
subnational cases, one of an alliance in one of Spain’s autonomous communities
and another of innovation in hydrocarbon sector in Alberta, Canada (see annexes
4A and 4B).

2. Hence the illustrations of the organizational principles in the book, includ-
ing those for Latin America, are time bound at 2007-08, with only selective
updates.

3. Digging into the “how” was not easy because the authors of our back-
ground papers were more accustomed, as is usually the case in social sciences, to
analyzing the “what.”

Reference
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Twentieth Century.” In The Long Twentieth Century, The Great Divergence:
Hegemony, Uneven Development and Global Inequality, ed. K. S. Jomo. New
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Part I

Operational Principles for
Effective Public Management of
Industrial Policies






The Latin American Laggards

Development is often described as a process by which a country’s per cap-
ita income grows to “catch up” with that of “leading” rich countries. A
corollary is that over any long period of time the more backward a coun-
try is when it starts the development process, the greater the potential for
rapid advance that can close the income gap with lead countries.! History
has exhibited many instances of catch-up, one of the most notable being
the United States, which caught up with and then overtook Britain in the
income ranks during the 19th century. Modern examples of catch-up also
exist—but not in Latin America, where falling further behind lead coun-
tries in per capita income, and even being leapfrogged by poorer countries,
has almost become a way of life.

The Elusive Path to Convergence

Economic development in Latin America began more than 500 years ago.
By the early 16th century Spanish and Portuguese colonization of Mexico,
Central and South America, and parts of the Caribbean was well under
way. The British colonization of North America started 100 years later.
Notwithstanding the late start, over the next 300 years the British colonies
and later their successor, the United States, would catch up with Latin
American in income and then surpass it. By 1900 per capita income in the
United States (in purchasing power parity) was some four times the mean
of the eight largest Latin America economies. As Coatsworth (1998, 26)
observed, “Latin America became an underdeveloped region between the
early eighteenth and late nineteenth centuries.” He attributed much of this
lag to the inferior institutional setting and the slowness of Latin American
governments to adopt reforms after winning independence in the early
19th century.?
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More broadly, according to per capita gross domestic product (GDP)
data collected by Maddison (2006), since 1500 Latin America has been
falling behind what today constitutes the world’s developed economies
(defined as those that belong to the Organisation for Economic Co-
operation and Development (OECD), with only a partial recovery in the
export-led-growth era of 1870-1913 and during the Great Depression of
the 1930s. The region has done somewhat better when measured against
the GDP per capita of the world—especially in the interwar period’>—but
at the end of the 20th century the region was not better positioned than it
was in the early 19th century (table 1.1) Even during the great commod-
ity boom of the early 2000s, Latin America, while growing at its fastest
rate in at least 40 years (ECLAC 2008a), ranked last in the growth tables
of developing-country regions (Devlin and Moguillansky 2009).

Perhaps the greatest contemporary embarrassment has been with
regard to the countries of Asia. Beginning in the early decades of the 20th
century Latin America engaged in import substitution industrialization
(ISI) behind external protective barriers, a process that intensified dur-
ing the Great Depression.* In the 1950s East Asian countries were much
poorer than Latin America. Observing Latin America’s relative success
in the interwar period, and the emergence of major development theories
suggesting that state promotion of import substitution industrialization
could lead to growth,’ they too pursued forms of state-led ISI. However,
in the 1960s, in the face of liberalization of interwar restrictions in the
industrial countries and expansion of globalization and world trade at
an unprecedented pace (Crafts 2000), a number of these countries prag-
matically combined ISI with an export-led strategy for growth.® Latin
America, in contrast, perhaps a victim of path dependency derived from
its own earlier success, pursued a relatively more doctrinaire deepening
of classic ISI. Only in the second half of the 1980s, during the era of the
historic debt crisis and adoption of liberalizing structural reforms under
the watchful eye of the World Bank, International Monetary Fund, and
U.S. Treasury, did Latin America begin a deliberate foray into the inter-
nationalization of its economies.”

In any event, between the 1960s and the 1990s one Asian economy
after another leapfrogged Latin America in the growth rankings. This
happened in waves, with the early economies being the Republic of
Korea; Singapore; Taiwan, China; Malaysia; Thailand; and Indone-
sia. The latest round included China, India, and Vietnam (figure 1.1).
If performance involved only growth rankings, the issue would be
one of relative positions. But those Asian economies that leapfrogged
Latin America have been able to sharply reduce poverty in a sustained
fashion, while Latin America has not (Devlin, Estevadeordal, and
Rodriguez-Clare 2006).



Table 1.1 Latin America in the World Economy

Region 1820 1870 1913 1929 1950 1965 1973 1980 1990 2000
Per capita GDP by region (dollars)
Western Europe 1,232 1,974 3,473 4,111 4,579 8,441 11,416 13,197 15,966 19,002
United States, Australia, New

Zealand, and Canada 1,202 2,419 5,223 6,673 9,268 12,967 16,179 18,060 22,345 27,065
Japan 669 737 1,387 2,026 1,921 5,934 11,434 13,428 18,789 21,069
Asia (excluding Japan) 577 550 658 — 634 936 1,226 1,494 2,117 3,189
Latin America 692 681 1,481 2,034 2,506 3,439 4,504 5,412 5,053 5,838
Eastern Europe and former USSR 688 941 1,558 1,570 2,602 4,333 5,731 6,231 6,455 4,778
Africa 420 500 637 — 894 1,164 1,410 1,536 1,444 1,464
World 667 875 1,525 — 2,111 3,233 4,091 4,520 5,157 6,012
Interregional disparities (percentages)
Latin America/United States 551 27.9 27.9 29.5 26.2 25.6 27 29.1 21.8 20.8
Latin America/World 103.7 77.8 97.1 — 118.7 106.4 110.1 119.7 98.0 97.1
Latin America/Africa 164.8 136.2 232.5 — 280.3 295.4 319.4 352.3 349.9 398.8
Latin America/Asia (excluding

Japan) 119.9 123.8 225.1 — 395.3 367.4 367.4 362.2 238.7 183.1
Latin America’s share in world

production 2.2 2.5 4.4 — 7.8 8 8.7 9.8 8.3 8.4

Source: Ocampo 2006.
Note: — = Not available.
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Figure 1.1 GDP per Capita Growth Rates: LAC vs. Selected
Asian Countries
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With very few exceptions, individual Latin American countries have
been laggards in convergence since 1960. A decade-by-decade comparison
of GDP per capita as a percentage of the average GDP per capita of the
rich OECD countries (not including Mexico and Korea) shows a lacklus-
ter performance. Bar graphs for GDP per capita for most of the region’s
countries fail to image “a stairway to heaven”; on the contrary, while
maybe not “a stairway to hell,” the image is one of stepping further down
from the upper reaches of the world economy (figure 1.2).

The pattern is quite remarkable. Only Chile has shown a steady clos-
ing of the gap since the late 1980s, and even then, its income per capita
compared with the OECD average income per capita was only margin-
ally higher than it was in 1960. Costa Rica, Panama, and Peru managed
to halt the widening of the gap in income in the initial years of the
21st century.’

In the years preceding the world crisis of 2008, an exceptionally
favorable external environment, especially record levels of commodity
prices, contributed importantly to strong growth in the region (IDB
2008).'% As the world economy recovered in 2010-11, commodity-
producing countries in Latin America are outperforming many of
their richer OECD counterparts, which are troubled by debt over-
hangs. But this better performance, while partly related to prudent
macroeconomic management, again is related more to an exogenous
factor—China’s successful stimulus package and Asian demand for
South America’s commodities—than dynamic productive transforma-

tions at home (ECLAC 2010).

The Latin American Reformers: Did the Washington
Consensus Help or Hamper Growth?

When viewed in a contemporary setting, the lagging growth performance
and sluggish endogenous dynamics may be perplexing to some. After all,
Latin America countries were some of the best students of the Washing-
ton Consensus—the gold standard, for many in the 1990s, on which to
judge policy reform and prospects for achieving and sustaining growth.!!
The reforms focused first on fiscal discipline and liberalization and then
on institutional strengthening (Rodrik 2006). As Rodrik (1996, 10, 18)
points out: “The reforms were strongest and most sustained in Latin
America. . . . It is striking how many Latin American countries have come
within reaching distance of completing the items on the Washington Con-
sensus.” Indeed, the initial systematic evaluation of the performance under
the consensus reflected that effort (Williamson 1990), and Latin America’s
reforms continued for some time. Most indexes of the reform process are
suggestive of considerable effort from the mid-1980s to 2000 (Morley,
Madrazo, and Pettinato 1999; Lora 2001).
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Figure 1.2 GDP per Capita as a Percent of OECD Average:
Selected Latin American Countries
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Nevertheless, standards are elastic. One could argue, as some have

done (Krueger 2004; Singh and others 2005), that the disappointing con-

temporary growth experience in Latin America came about because the
countries just did not go far enough with the reforms. The reform effort

did indeed slacken after 2000. An alternative reason, however, has been
raised by others who suggest that the concept underlying the reforms was
seriously flawed.!? We share that perspective.
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On the one hand, the initial reform push lumped essential macroeco-
nomic stabilization policy concerns with doctrinaire liberalization to the
exclusion of “illiberal tools,” such as a proactive state with market inter-
ventions, which other countries, such as those in East Asia, have used to
overcome market and nonmarket constraints on structural change and
promote microeconomic industrial transformation and sustained high
rates of growth (Rodrik 1996). On the other hand, a second wave of
reforms pushed from Washington focused on a long list of best-practice
institutions colored by what Rodrik (2006, 979) and others called “insti-
tutional fundamentalism,” which improperly confused institutional form
with function. In essence there was little tolerance of the historical reality
that a multiplicity of institutional forms can serve a market objective, even
in advanced capitalist economies (Jung-en Woo 1999; Hall and Soskice
2001). In sum, the Washington Consensus leaned on an expectation that
a set of “correct prices” and “correct institutions” alone would spontane-
ously drive stabilization, economic transformation, and growth.

Rodrik (2006, 974) also has observed that “nobody believes in the
Washington Consensus anymore.” British prime minister Gordon Brown
in the April 2009 meeting of the Group of 20 declared that “the old Wash-
ington Consensus is over.” '3 That is only partially true, however.

In Latin America the legacy of the Washington Consensus, a moni-
ker that for better or worse defined the high period of reforms, has had
some positive dimensions in instilling a critical awareness of the role of
macroeconomic stability in growth—a traditional vulnerability in Latin
American policy making. The region has progressively strengthened its fis-
cal balances, raised care for public indebtedness, warded off its traditional
bouts with hyperinflation, guarded against negative real interest rates, and
progressively strengthened systemic public regulation. The region has also
paid a great deal more attention to international integration, export devel-
opment, and the wisdom of creating an adequate cushion of international
reserves to face external contingencies. Human capital development and
social protection also have taken a higher place on the policy agenda of
many countries (ECLAC 2006). As a result most Latin American econo-
mies are now more resilient. Indeed, the region’s economies weathered the
great world recession of 2008-09 better than they would have in the past.
Moreover, even with the emergence in recent years of governments that
typically would be classified as “on the left” of the political spectrum, the
primacy of macroeconomic balance and international integration has not
been seriously questioned. And as long as the world economy avoids an
economic depression, few governments would likely question the basic
tenet that benefits can be derived from internationalization of the econ-
omy. So the Washington Consensus is not totally bereft of contributions
to a better Latin America.'*

However, the legacy of the consensus, at least in popularized interpreta-
tions, is less robust in other areas that have also been shown to be critical
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for high and sustained rates of growth.!> On the march toward the con-
sensus policy framework, there was less agreement among advocates on
policy design, leading to a critical mass of support for what had already
been proven to be highly risky adventures in economics—Iliberalized, but
exorbitantly high, real interest rates; exchange rate anchors without exit
strategies; and simultaneous capital- and current-account openings. As
Ffrench-Davis (2005) reminds, permissive oversight of these phenom-
ena created “wrong” outlier macro prices that actually promoted “short-
termism” and an “unfriendly” market environment for the medium- and
long-term drive to achieve development through investment, productive
transformation, and sustained growth. The macroeconomic policy design
certainly did create vulnerability to crisis, with real manifestations of this
in Mexico (1994), Brazil (1999), and Argentina (2002).'® Meanwhile,
the extent of local capacities for developing and managing instruments
was underestimated as were the possibilities for eclectic institutional and
policy design. In addition, these miscalculations were coupled with an
underestimation of the importance of market failures and other restric-
tions that undercut transformative microeconomic incentives, of the role
of building capacity in enabling a proactive state to address and assist in
overcoming the restrictions, and of the appropriateness (sometimes inevi-
tability) of selectivity in application of policy instruments. Finally, short
shrift was given to the gradualism and intermediate institutional and pol-
icy stances that have been used by many catch-up countries, most recently
China (Devlin 2008). Hence, while some dimensions of the Washington
Consensus may not be completely irrelevant today, as some claim, in Latin
America the consensus is in many of its dimensions a mostly distant, and
not entirely appreciated, memory.'”

Characteristics Underpinning Latin American Growth:
A Brief Overview of the Stylized Facts

The underperformance of Latin America is not surprising given many
of the characteristics of growth that the United Nations Economic
Commission for Latin America and the Caribbean (ECLAC; CEPAL in
Spanish) has repeatedly noted. Many of these characteristics were not
directly addressed by the Washington Consensus, perhaps because of
assumptions of automatic market responses to the “right” prices and
institutions. Some of the characteristics can be outlined here.'®

Volatile Growth Rates. Latin America’s growth has been highly vola-
tile (figure 1.3). The volatility was caused by repeated external shocks
(demand, financial, terms of trade, and international policy manage-
ment),'” but aggravated by endogenous policy decisions such as fixed, over-
valued exchange rates; procyclical fiscal and monetary policy; regulatory
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Figure 1.3 Standard Deviation of GDP Growth Rates
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lags; and questionable sequencing of reforms such as between current-
and capital-account opening (ECLAC 1995). This high volatility affects
future expectations in a way that encourages short-term perspectives and
discourages medium- or long-term commitment to risk taking and invest-
ment. And of course it also wastes financial and human resources.

Mediocre Investment Levels and Productivity. Meanwhile, over the years
savings and investment rates have been mediocre. The best average gross
fixed investment ratios have barely exceeded 20 percent (table 1.2). Low
investment levels handicap learning and the incorporation of technological
progress. Moreover, the investment that took place was concentrated in the
export sector; high sustained rates of growth require a more broadly based
investment pattern. Not only has investment been less than robust, but the
contribution of total factor productivity (TFP) to growth has been modest,
especially compared with the East Asian tigers. Over 1960-90, TFP con-
tributed 20-30 percent of growth in the East Asian Tigers, but only § per-
cent in Latin America (Crafts 2000). Moreover, the region’s poorest
postwar performance in TPF was during the reform period (table 1.3).
This low contribution likely explains why capital-to-output ratios have
tended to rise over a number of decades: the ratio averaged 3.8 percent in
1950-80, but 6.7 percent in 1990-2002.

Declining Share of Manufacturing. Another salient feature is that manu-
facturing’s share of total output has declined in many Latin American
countries, perhaps prematurely according to ECLAC (figure 1.4). This is a
significant consideration because manufacturing typically is a handmaiden
of learning, innovation, and technological development. The phenomenon
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Table 1.2 Selected Indicators of the Latin American Economy

Growth of per capita Per capita Gross domestic Foreign direct Gross fixed
Size of GDP (annual %), GDP (constant savings (% of investment investment
territory Population  constant 2000US$* 2000US$)° GDP)? (% of GDP) (% of GDP)*
Thousands ~ Millions

Country o][km2 2007 1980-89 1990-2007 1980 2007  1980-89 1990-2007 1980-89 1990-2007 1980-89 1990-2007
Mexico 1,943,950 105.3 0.1 1.7 5,114 6,533 25.7 20.5 1.2 2.5 20.2 19.5
Costa Rica 51,060 4.5 -0.5 2.8 3,184 5,022 17.1 14.5 1.5 3.6 20.0 19.1
El Salvador 20,720 6.9 -3.0 2.2 1,898 2,326 6.9 13.0 0.3 1.9 12.8 16.7
Dominican

Republic 48,380 9.8 1.6 3.3 1,477 2,881 14.9 20.3 1.0 3.4 22.0 22.1
Panama 74,430 3.3 -1.3 3.6 3,176 5,190 28.6 23.2 0.0 5.9 17.6 18.9
Colombia 1,109,500 46.1 1.3 1.8 1,621 2,461 20.3 16.3 1.3 2.7 17.4 18.5
Peru 1,280,000 27.9 -2.0 2.5 2,256 2,751 25.8 20.8 0.1 3.0 23.6 19.8
Chile 748,800 16.6 2.7 4.0 2,520 6,153 19.0 22.5 2.0 5.4 17.2 22.7
Argentina 2,736,690  39.5 22 2.9 7,551 9357  22.4 17.5 0.7 2.5 18.5
Uruguay 175,020 3.3 0.1 2.5 5,282 7,497 16.8 13.3 0.5 1.8 14.1 13.3
Brazil 8,459,420 191.6 0.8 0.9 3,557 4,212 23.4 16.3 0.7 2.1 21.0 17.4
Venezuela,

R.B. de 882,050 27.5 -2.9 1.5 5,820 5,787 25.0 28.5 0.2 2.3 20.8 20.4
Barbados 430 0.3 1.4 0.0 7,810 8,454 19.8 15.3 0.5 0.8 19.2 16.7
Latin America

and the

Caribbean 20,156,480  562.8 -0.3 1.6 3,652 4,528 23.0 18.7 0.8 2.5 20.1 18.7

Source: World Bank, World Development Indicators; Comtrade, based on Lall classification.

a. Data for Barbados are for 2002.

b. Data for Barbados up to 2005.

c. Data unavailable for Argentina between 1980 and 1992; data for Colombia up to 1999 and for Barbados up to 2005.
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Table 1.2 Selected Indicators of the Latin American Economy (continued)

Total R&*D Export growth Medium technology High technology exports

expenditure (annual %) constant exports (% of (% of manufacturing Imports and

(% of GDP)? US$2000° manufacturing exports) exports) exports (% of GDP)$
Country 1996-2005 1980-89 1990-2007 1986-89 1990-2007 1986-89 1990-2007 1986-89 1990-2007
Mexico 0.41 9.7 9.8 25.4 37.1 5.6 22.2 19.5 51.6
Costa Rica 0.33 5.7 9.2 5.5 11.2 3.1 18.1 48.0 85.5
El Salvador 0.08 -6.6 10.2 6.6 13.1 3.5 5.6 32.5 59.9
Dominican Republic — -1.6 6.4 18.5 5.1 0.5 77.3 89.8
Panama 0.32 -0.1 S.1 2.0 2.2 1.6 2.2 159.0 156.2
Colombia 0.22 5.3 6.3 6.1 12.1 0.5 1.9 24.8 36.1
Peru 0.11 -0.8 7.9 3.4 2.4 0.4 0.5 21.6 33.6
Chile 0.57 6.9 8.2 2.6 5.1 0.4 0.5 39.1 59.9
Argentina 0.43 3.2 7.6 11.3 16.0 2.2 2.3 10.0 19.9
Uruguay 0.27 3.7 6.6 25.3 9.8 0.7 1.5 23.0 37.3
Brazil 0.87 10.5 7.2 25.3 26.3 4.2 6.6 10.7 20.6
Venezuela, R.B. de 0.37 -0.2 1.0 3.2 6.0 0.1 0.4 38.5 46.5
Barbados — — 1.8 20.8 18.9 15.2 9.9 — 105.3
Latin America and the

Caribbean 0.56 4.2 7.2 15.8 23.8 3.0 11.4 19.6 37.6

d. Data availability: Costa Rica, no data 2001-02; Brazil, 1996-2005 (no data 1997-99); El Salvador, 1998; Colombia, 1996-2001; Peru,
1997-2004; Chile, 1996-2004; Argentina, 1996-2006; Uruguay, 1996-2002 (no data 2001), and LAC 1996-2005 (no data 1997-99)

e. Data for Barbados up to 2003.

f. Data for Republica Bolivariana de Venezuela, Uruguay, Argentina, Chile, Colombia, El Salvador, and Costa Rica up to 2006; for Dominican

Republic up to 2001.

g. Data for Barbados from 1991 to 2002.

— = Not available.
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Table 1.3 Latin America’s Growth and Productivity, 1950-2002

percent
Indicator 1950-80 1980-90 1990-2002
GDP growth
Weighted average 5.5 1.1 2.6
Simple average 4.8 1.0 2.9
GDP per capita
Weighted average 2.7 -0.9 1.0
Simple average 2.1 -1.2 0.9
GDP per worker
Weighted average 2.7 -1.7 0.1
Simple average 2.4 -1.9 0
Total factor productivity?
Weighted average 2.0 -1.4 0.2
Simple average 1.9 -1.4 0.6

Source: Ocampo 2006.
a. Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador, Mexico, Peru,
and Republica Bolivariana de Venezuela.

Figure 1.4 Latin America and the Caribbean: Manufacturing
Sector Share of Total Value Added
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undoubtedly partially represents rationalization of the allocation of
resources in the face of change in relative prices stemming from liberaliza-
tion and the intensifying emergence of low-wage exporters in Asia.

However, notwithstanding this rationalization, the phenomenon may
have been magnified by the result of the fast and relatively indiscriminate
trade liberalization of the late 1980s and early 1990s, coupled with bouts
of exchange rate overvaluation, which contributed to destruction of some
activities of the ISI era that might have had the potential to compete and
survive. As a result, economies were pushed further toward their static
comparative advantage in natural resources.

Declining Participation in Engineering-Intensive Industries and Low
R&D. Not only did manufacturing lose its position in many economies,
but the participation of engineering-intensive manufacturing industries also
declined in almost all countries between the early 1970s and the early 2000s.
Moreover, engineering-intensive manufacturing is below the world average
(figure 1.5). Even compared with other natural-resource-based economies
like Australia and New Zealand, Latin America’s engineering-based activi-
ties fare badly. This finding is troublesome because countries that have di-
versified from natural resources to higher value-added industries have used
returns from the former to strengthen engineering- and scientific-intensive
sectors as well as the knowledge content of natural resource sector activi-
ties themselves (Stijns 2001). Meanwhile, the extremely low investment in
research and development in all Latin American countries (except Brazil) is
a proxy for a low level of innovation in the region (see table 1.2).

Figure 1.5 Share of Engineering-Intensive Industries in
Manufacturing Output Compared with World Average
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Insufficient Export Growth. Intheera of liberalization (mid-1980s—1990s),
the region’s average growth in volume of exports was strong and rising, run-
ning at an average of 7.5-8.0 percent a year (compared with 4.0-5.0 percent
in previous decades). In value terms, however, the performance has been less
robust, in part because of reliance on commodities in most countries, which
until the boom of the early 2000s encountered relatively depressed prices
(World Bank 2008). Moreover, imports rose faster than exports, reflecting a
high-income demand elasticity and low price elasticity. Hence, the region did
not escape its traditional external constraint on growth until the commodity
boom. It would appear that most of Latin America needs sustained rates of
export expansion closer to those of the Asian tigers if the region is to realize
growth sufficient to converge with rich countries (tables 1.2 and 1.4).

The era of liberalization saw Latin America increase its share of world
trade to around 5 percent in the mid-2000s, from a little over 4 percent
in 1990. This expansion was not enough to recover 1960 levels, however,
which closed in on 6 percent. Moreover, the expansion was largely attrib-
utable to Mexico, which experienced a great export expansion under the
North American Free Trade Agreement (NAFTA). In contrast, the value
of exports in East Asia has been on a steady rise, from 1 percent of world
trade in 1960 to nearly 6 percent in the mid-2000s.

Table 1.4 Growth of Value of Exports: Selected Latin American
and Asian Countries

percent

Country 1960s 1970s 1980s 1990s 2000s
China - 22.5 6.1 11.9 24.4
Korea, Rep. 30.1 22.8 11.5 14.2 12.2
Malaysia 6.0 8.2 9.2 12.7 7.0
Singapore - - 12 9.4 8.4
Thailand 10.3 10.4 13.6 10.4 7.7
Argentina 7.3 6.3 3.2 8.4 6.2
Brazil 6.7 8.6 10.5 5.3 9.3
Chile 3.8 10.0 6.9 9.7 6.2
Colombia 3.5 5.7 5.3 7.1 4.4
Costa Rica 10.1 8.0 5.7 11.9 6.2
Mexico 6.0 10.1 9.7 12.5 6.4
Latin America 5.3 5.0 4.2 7.9 6.3

Source: UN Comtrade.
Note: -- = Negligible.
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Poor Export Market Positioning. ECLAC has developed a competitive-
ness matrix for exports with four categories:

® Rising Stars: a country exports dynamic products, where growth in
world demand is faster than the average and increases its market
share.

e Lost Opportunity: a country exports dynamic products but loses
market share.

e Falling Stars: A country exports products for which demand is grow-
ing at less than the world average, but nonetheless increases its
market share.

® Retreat: a country exports products for which demand is growing at
less than the world average, and is losing market share.

The majority of Latin American exports are in products that are los-
ing market share. In 1985-95, 60 percent of exports were in this cat-
egory. This share fell slightly for the region as a whole in 1995-2004,
thanks in part to Brazil, but mostly because of Mexico’s strong increase
in dynamic exports under NAFTA. Brazil increased its dynamic segment
from about 30 percent to over 60 percent, while Mexico increased it
from slightly more than 30 percent to over 50 percent. Both countries,
but especially Mexico, achieved this growth through “rising stars.” The
Andean countries (Bolivia, Colombia, Ecuador, Peru, and Republica de
Bolivariana Venezuela) and Chile lost shares in dynamic markets; Chile,
however, sharply increased its presence in “falling star” markets. Mean-
while in both periods Central America increased its market share in the
less dynamic export products.

Lagging in Diversification. Although results are mixed, empirical work
shows a link between trade and productivity growth (Pagés 2010). Recent
empirical work also shows that as countries rise in income from low levels
they evolve from a concentrated production and export base to greater
degrees of diversification. As countries with a relatively high level of in-
come approach the technology frontier, specialization takes hold again in
the activities in which they excel. This empirical pattern appears in the
form of an inverted U (Imbs and Wacziarg 2003; Klinger and Lederman
2006) and suggests that, to develop, countries initially have to diversify
their capacities to produce and export through imitation and adaptation
behind the technological frontier. In sum, scholarly work strongly suggests
that countries at Latin America’s level of development need to succeed not
only in export growth but also in export diversification if they are to scale
the hierarchy of world production and income.

Diversification of production and exports has two major practical
advantages for economic growth. On the one hand, a “portfolio effect”
reduces vulnerability to swings in external demand and prices. On the
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other, a dynamic effect of investment and “learning by doing” through
pursuit of new activities can have spillover effects for the whole economy
(Agosin 2009).

Latin America as a whole has progressed in export diversification
(figure 1.6). The most diversified countries are Brazil and Mexico, and
the least diversified are in the Andean area, which were further caught
up in the commodity boom preceding the global recession in 2008. Nev-
ertheless, diversification of the majority of the countries lags behind
emerging Asia and what would be expected given their income levels
(CAF 2006).

Figure 1.6 Export Concentration Measured by Herfindhal-
Hirshman Index, 1984-85 to 2005-06
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Technological Content of Exports. As a general proposition one can
argue that the export of high- and medium-tech products involves more
physical and human capital as well as innovation than do low-tech exports
and many natural-resource-based exports.2 High-tech products also may
integrate better into global production networks with opportunities to
scale up value chains. These types of products also tend to have relatively
more dynamic demand growth. Hence aspiring to diversify into these
products can be a way to stimulate economic growth.

Mexico and Central America have shown a very significant diversifica-
tion in this direction thanks to creation of special export processing zones,
efforts to attract foreign direct investment, and the granting of trade pref-
erence regimes by the United States. Argentina also has gained in medium-
tech manufactured exports (see table 1.2).

However, in Mexico and Central America the value of medium- and
high-tech exports as a percentage of total export value is considerably
higher than their value added as a percentage of total export value added.
Mexico is a good example (figure 1.7). This reflects the reality that exports
of many high- and medium-tech products are the end result of processing
imported parts and components where the main value added is cheap
labor. Manufactures export processing has accounted for 50-60 percent
and 70-80 percent of exports for Central America and the Dominican
Republic and for Mexico, respectively. While export processing has been
an initial platform for progressively adding value in many East Asian coun-
tries, that phenomenon has been slower to develop in Latin America.?!

Figure 1.7 Mexico: Participation in Exports and Value
Added, by Type of Export, 1990-2002
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Data suggest that in recent years valued added in export processing in
Mexico and Central America and the Dominican Republic has been
relatively stable at 22-24 percent of the total value of these exports.
The major local component is labor. In the mid-2000s export processing
employed nearly 2.5 million people in Mexico and more than 600,000 in
Central America and the Dominican Republic.

Inequality. Latin America has suffered from severe inequality since its
colonial days (Coatsworth 1998). In the past few years some countries,
such as Brazil, Colombia, and Mexico, have made modest progress in
addressing the problem, but the countries of the region nonetheless remain
among the most inequitable in the world. Aside from normative consid-
erations, inequality certainly undermines the tapping of the full potential
of a country’s human capital and has been an underlying source of social
unrest as well as political uncertainty, both of which can affect investment
and risk taking. Indeed, inequality is often viewed as one of the main
constraints on Latin American growth, economic transformation, and
ability to converge with rich countries (Thorp 1998; Dominguez 2008;
Fukuyama 2008).

Competitiveness. While competitiveness indexes always have their
shortcomings, the Global Competitiveness Index of the World Economic
Forum (2008) is revealing of the region’s plight.?? The only Latin American
countries in the top 50, out of 131 countries, are Chile and Barbados.

Table 1.5 Latin America in the Global Competitiveness Index
Rankings: 2007-08

Rankings
1-25 26-50 51-75 75-100 100-131
None Chile Mexico Jamaica Ecuador
Barbados  Panama Honduras Bolivia
Costa Rica  Trinidad and Nicaragua
Tobago
El Salvador  Argentina Suriname
Colombia Peru Paraguay
Brazil Guatemala Guyana
Uruguay Dominican
Republic

Venezuela, R.B. de

Source: World Economic Forum, Global Competitiveness Report 2007-2008.
Note: Chile is the one Latin American country that has a higher ranking
than China.
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Chile is also the only Latin American country that outranked China
(table 1.5). Even so Chile performs poorly in key indicators of competitive
dynamism such as education and innovation. Major Latin American coun-
tries, even the relatively more competitive ones, also score poorly in the
OECD?’s PISA international reading and math tests. This shortcoming indi-
cates that, notwithstanding achievements in expanding school enrollments,
the region’s educational systems have severe quality deficiencies. And the
region’s poor infrastructure explains a significant part of its high transport
costs compared with the United States and Europe (Mesquita Moreira,
Volpe, and Blyde 2008).

In conclusion, it is clear from this brief overview that Latin America’s
“falling behind” is no accident. The list of shortcomings constructs a tree
with dense foliage (figure 1.8). The reforms of the era of the Washington
Consensus contributed positively in some dimensions of economic policy,
but on the whole the flaws noted here have been decisive.

Figure 1.8 Factors Conditioning Latin American Growth
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