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policymakers in Latin America: how to transfer growth in the export sector to the
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fits of import substitution first appeared substantial, the costs of the inward-looking
model eventually proved to be excessive. Under the weight of the tariff wall, com-
petition from imports – and with it the pressure to improve quality and design –
vanished. Competition from domestic producers might have rescued the situation,
but oligopoly was much more common, with barriers to entry provided by high
initial capital costs. Professor Bulmer-Thomas argues that a major problem with
import substitution was simple timing: The opportunity cost of the inward-looking
model became increasingly high after the Second World War, as world trade started
to expand rapidly. The advantages to be reaped from international specialization,
following the Ricardian ideology of comparative advantage, were abandoned in
favor of growing protection.

The debt crisis of the 1980s effectively ended the inward-looking phase – no
amount of import compression could release the resources needed to service debts
and expand production. The author examines the routes through which Latin Ame-
rican republics extricated themselves from the debt problem in pursuit of a new
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to the present, this book provides a comprehensive balanced portrait of the factors
affecting economic development in Latin America.
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Map 1. Leading resources and products of Central and South America, circa 1930.
Adapted from Horn and Bice (1949).
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For the 30 percent who receive 5 percent – a ray of hope;
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Preface to the second edition

Since the first edition of this book was published in 1994, the new paradigm
based on market-friendly policies and export-led growth has been consoli-
dated in Latin America. At the time of the first edition, it was too early to
evaluate the impact of this New Economic Model on long-run economic per-
formance and difficult to make comparisons with the previous paradigms. It
is now clear, however, that the outcome of the new paradigm is unlikely to
differ substantially from its predecessors. A few countries have been able to
lift their long-run growth rates significantly, but most have not and several
have performed much worse than during the inward-looking phase of de-
velopment. Thus, the prospect of Latin America achieving a high standard
of living in the near future is still remote and the gap between income per
head in Latin America and that in developed countries, notably the United
States, is as wide as ever.

The influence of the international context has always been of great impor-
tance for Latin America. However, the new wave of globalization – leading
to the integration of product and factor markets around the world – has
increased the impact of the external environment on the region despite the
reduced importance of primary products. Latin America is still struggling
to find a way to maximize the benefits of globalization while minimizing the
impact of negative external shocks. This dilemma has been made harder by
the decline in importance of an independent Latin American school of eco-
nomic thinking. Most new ideas on economic policy now emanate outside
the region and are adopted with only minor adaptations.

The global interest in the impact of the new paradigm on income distri-
bution and poverty has been reflected in recent research on Latin America.
This is one of the main advances since the first edition of this book was
published. There has also been a revival of interest in regional integration
and this now extends to the whole hemisphere as a result of the change of
policy by the United States toward regionalism. Debt problems and capital
flows have continued to attract a great deal of attention.

Research on the economic history of Latin America has been made easier
in recent years by several publications devoted to long-run time series.

xvii



Preface to the second editionxviii

Some of these even go back to the independence period at the start of
the nineteenth century, although most confine themselves to the twentieth
century. This will increase the professionalism of economic history research
on Latin America over the next generation and make possible comparisons
with many other regions and countries. In the process, many of the ideas
presented in this book will be subject to serious examination. I look forward
to reading the results of such research and finding out which ideas have stood
the test of time.



Preface

Any author whose work covers the whole of Latin America faces a series of
problems. These problems are compounded when the period covers nearly
two centuries. It is no surprise, therefore, that relatively few studies purport
to survey the economic history of Latin America since independence, despite
the rapidly expanding literature on the progress of individual countries and
provinces. It is, however, the advance at the subregional level that makes
necessary and feasible a new economic history for the whole region. From
Chile to Mexico, a new generation of scholars has used advanced techniques
to mine the primary sources and advance our knowledge across a broad
range of issues.

Any economic history of Latin America involves a multidisciplinary ap-
proach, which runs the risk of offending the sensibilities of those scholars
who prefer to work within a single disciplinary boundary. As a represen-
tative of the last generation to be encouraged to stray across disciplines, I
have enjoyed the opportunity to draw on a huge literature covering eco-
nomics, economic history, history, politics, sociology, anthropology, and in-
ternational relations. As an editor of the multidisciplinary Journal of Latin
American Studies since 1986, I have been uniquely privileged to gain access
to new research in this area before it becomes widely disseminated.

A book such as this one cannot be written without accumulating many
debts. Only a few can be mentioned here. Rosemary Thorp and Laurence
Whitehead taught me the limitations of a narrow focus on economics. Leslie
Bethell gave me the opportunity to work with historians on the monu-
mental Cambridge History of Latin America. The late Carlos Dı́az-Alejandro,
who almost certainly would have written this book had he not died pre-
maturely, and José Antonio Ocampo demonstrated to me how professional
economists could provide insights into the economies of nineteenth-century
Latin America. Last but not least, I owe a special debt to all those students
who have attended my lectures and classes on the economic history of Latin
America. Their reaction was often the litmus test of what was, or was not,
an acceptable way of presenting new ideas and of making them comprehen-
sible to those groups that are likely to comprise the majority of readers of
this book.
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1

Latin American economic development:
an overview

The expression “Latin America,” whose origin is still hotly disputed,1 at
first had little more than geographical significance – it referred to all those
independent countries south of the Rı́o Grande in which a language de-
rived from Latin (e.g., Spanish, Portuguese, and French) was predominantly
spoken. In this original meaning, the only characteristics common to the
countries of Latin America were their location in the Western Hemisphere
and the origins of their language. In many respects the differences between
the countries were considered to be as important – if not more so – as what
they shared.

These differences – whether of size, population, ethnicity, natural re-
sources, climate, or level of development – are still very important, but it
has also become clear that the republics are held together by much more
than geography and language. The shared colonial experience, as divisions
above all of the Spanish or Portuguese empires, was crucial in shaping the
economic and political destinies of the new republics after independence.
The pattern of development in the nineteenth century, based on the export
of natural resources to the industrialized countries, reinforced this sense of
a shared past.

Thus there is real meaning to the phrase “Latin America,” and the factors
in common are stronger than those that bind the countries of Africa, Asia,
or Europe. Furthermore, the membership of the Latin American club has
been fairly stable since independence, with relatively few additions or sub-
tractions as a result of border changes, secession, or annexation (see Maps
2 and 3); indeed, the boundaries of Latin American states, although often
the source of interstate conflict and still not entirely settled,2 have changed
much less in the past 150 years than have frontiers elsewhere.

1 According to some, it was the Colombian José Marı́a Torres Caicedo who first coined the term “Latin
America” in 1856 (see Bushnell and Macaulay, 1988, p. 3). Others attribute it either to the French
academic L. M. Tisserand or to the Chilean Francisco Bilbao at approximately the same time.

2 The main border disputes (including maritime boundaries) still outstanding are the following:
Guatemala and Belize; Colombia and Venezuela; Venezuela and Guyana; Honduras and Nicaragua.

1
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The countries of Latin America are the ten republics of South America
(excluding the three Guianas), the six republics of Central America (includ-
ing Panama but excluding Belize), Mexico, Cuba, the Dominican Republic,
and Haiti – a grand total of twenty. Spanish is the main language in eighteen
republics, whereas Portuguese is predominant in Brazil and French-derived
kréyol in Haiti. Indian languages are still spoken by large pockets of the
population in Mexico, Guatemala, Ecuador, Peru, Bolivia, and Paraguay,
and English is the first language of numerous minorities throughout the
region. Japanese can be heard on the streets of São Paulo, Brazil, where at
least one million inhabitants are of Japanese descent, and there are impor-
tant colonies of Chinese origin in many republics.

Puerto Rico, a Spanish colony until 1898, was annexed by and remains
a commonwealth associated with the United States.3 Although clearly part
of Latin America in the nineteenth century, Puerto Rico has usually been
excluded from the definition since then – a decision which many find harsh
but which has been justified by its very different pattern of development as
a result of its special relationship with the United States. Thus throughout
this book Puerto Rico will appear in discussions of the nineteenth century,
but with less frequency in subsequent analyses. By contrast, Panama was
not listed as a Latin American country in the nineteenth century because
it was still part of Colombia. Its secession in 1903, aided and abetted by
President Theodore Roosevelt, led to independence. It is therefore included
in the list of post-nineteenth century Latin American republics.4

The majority of Latin American countries won independence from their
European rulers in the 1820s.5 Contemporary accounts by Latin Americans
and foreigners were filled with glowing reports of the prospects that could
be achieved once Spain and Portugal were deprived of their commercial
and other monopolies in the region. Standards of living were low, but
not much lower than those of North America, probably on a par with
those of much of central Europe, and perhaps higher than those of the
newly discovered countries in the antipodes. All that was needed, it was
thought, were capital and skilled labor to unlock the natural resources in
Latin America’s vast unexploited interior and unrestricted access to the
wealthy markets of western Europe.

The long-standing territorial dispute between Argentina and the United Kingdom over the Falkland/
Malvinas islands also remains unresolved.

3 On Puerto Rican history and its peculiar constitutional status, see Carr (1984). Its people’s preference
for commonwealth status was reconfirmed by a referendum in December 1998.

4 For the secession of Panama from Colombia and its creation as an independent republic, see Lafeber
(1978).

5 The exceptions are as follows: Haiti won its independence from France in 1804, Uruguay was created
in 1828 as a buffer state between Argentina and Brazil, the Dominican Republic secured independence
from Haiti in 1844, Cuba won its independence from Spain in 1898, and the special case of Panama
has already been mentioned (see note 4).
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Map 2. Latin America, circa 1826.
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Map 3. Latin America, 2000.
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Nearly two centuries later, that dream has not been fulfilled. None of the
twenty republics in Latin America can be classified as developed, and some
remain extremely poor. Pockets of wealth can be found in all republics, but
these cannot conceal the deprivation and hardship suffered by the region’s
poorest inhabitants. Although Latin America is not among the poorest
regions in the world, it has now been overtaken by parts of Asia that almost
certainly had much lower standards of living throughout the nineteenth
century.6 Latin America’s achievements in the fields of literature, art, music,
and popular culture rightly win admiration around the world, but this is
only partial compensation for failure to bridge the enormous gap between
the levels of economic development in the region and those in the developed
countries.

Economic development is usually measured by a series of indicators, of
which the most commonly used are gross domestic product (GDP) and gross
national product (GNP) per person.7 Other indicators are life expectancy
at birth, carbon dioxide emissions per head, infant mortality, telephones per
thousand people, and so on. Almost irrespective of the choice of indicators,
Latin America comes out midway between the high-income countries of
North America and Western Europe and the poorest countries of sub-
Saharan Africa and South Asia (see Table 1.1). The World Bank classifies
all the Latin American republics as “middle income,” except Haiti and
Nicaragua, which are classified as “low income”; but this cannot disguise
the fact that GNP per head in the region was only 13 percent of the level
found in the high-income countries at the begining in the 21st century.8

Lack of economic success has not meant stagnation. On the contrary,
change has been rapid in Latin America, and this is nowhere more apparent
than in the rate of urbanization. Population expansion has been centered on
cities, in part as a result of international migration in the nineteenth century
and rural–urban migration in the twentieth century. Thus, as Table 1.2
makes clear, Latin America is now predominantly urban, with 75 percent
of its inhabitants living in towns or cities. Because the average rate of
urbanization for all middle-income countries is 50 percent, this has led to the
charge that Latin America is “prematurely mature.” Indeed, the spectacular
growth of the informal sector in Latin American cities is evidence of the

6 Examples are South Korea, Taiwan, Singapore, and Hong Kong (see World Bank, 2002, Table 1.1).
7 GDP refers to the net output generated by factors of production irrespective of whether they are

resident; GNP adjusts the GDP figure for net factor income paid abroad. The difference can be
important in a number of Latin American republics as a result, for example, of the presence of
foreign-owned companies.

8 International GNP comparisons are very dependent on the choice of the exchange-rate. Other compar-
isons (based, for example, on purchasing power parities) suggest a smaller gap, though the difference
still remains considerable. See World Bank (2002a).
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Table 1.1. Comparative development indicators for Latin America, circa 2000

GNP Life Infant Carbon dioxide
per heada expectancy mortality emissions per
(in US$) (in years) (per 1000) head (in tons)

Low & Middle Income 1,230 64 85 5.1
South Asia 460 63 99 0.9
Sub-Saharan Africa 480 47 159 0.8
Latin America & 3,680 70 38 2.6

Caribbean
High Income 27,510 78 6 12.6

United Kingdom 24,500 77 6 8.8
United States 34,260 77 8 19.4
Switzerland 38,120 80 5 6.1

a Economies in World Bank (2002) are divided among income groups according to 2000
Gross National Income per head, calculated using the World Bank Atlas method. The
groups are as follows: low income, $755 or less; lower middle $756–2,995; upper middle
income, $2,996–9,265; and high income, $9,266 or more.
Source: World Bank (2002), p. 233.

difficulty many new entrants to the urban labor market have in finding
secure, productive jobs.9

Latin America includes some of the largest urban areas in the world:
Mexico City and São Paulo, both of which have some 20 million inhabitants
in their metropolitan areas, have all the problems of pollution associated
with large conurbations in industrial countries. What is striking about
Latin American urbanization, however, is the problem of primacy; that is,
the disproportionately rapid growth of the principal city in each republic.
Except in Brazil, Venezuela, and El Salvador, the proportion of the urban
population living in the main conurbation is far above the world average.
Thus the capital city is usually the leading industrial, commercial, financial,
and cultural, as well as the administrative, center.10

The rate of population growth, as Table 1.2 makes clear, has been steadily
declining. The demographic transition, under which birth rates start to fall
in line with the earlier fall in death rates, is well under way, and some
countries – notably Argentina, Cuba, and Uruguay – have already achieved
very modest rates of population growth. Brazil and Mexico, the two most

9 Numerous definitions of the informal sector exist, but it is easiest to think of it as employing all
those workers not absorbed by medium- or large-scale firms in the private and public sectors. By
that definition the urban informal sector accounts for more than 50 percent of the labor force in
many Latin American cities. See, for example, Thomas (1995).

10 The main exception is in Brazil, where the capital was moved from Rio de Janeiro to the newly
created Brası́lia in the 1950s. The new capital, though an important city in its own right, is still
overshadowed by Rio de Janeiro and São Paulo in almost all areas of private enterprise.
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Table 1.2. Demographic indicators

2000 Population growth (% per year)
population

Country (in thousands) Urbanizationa 1961–70 1970–80 1980–90 1990–2000

Argentina 37,032 89.4 1.4 1.7 1.4 1.3
Bolivia 8,329 64.8 2.4 2.6 2.5 2.4
Brazil 170,406 81.3 2.8 2.4 2.1 1.4
Chile 15,211 84.6 2.3 1.6 1.7 1.5
Colombia 42,299 74.9 3.0 2.2 2.0 1.9
Costa Rica 3,811 51.9 3.4 2.8 2.9 2.0
Cuba 11,188 75.3 2.0 1.3 0.9 0.5
Dominican 8,373 65.0 3.2 2.6 2.3 1.9

Republic
Ecuador 12,646 62.4 3.2 3.0 2.6 2.1
El Salvador 6,276 46.6 3.4 2.3 1.3 2.1
Guatemala 11,385 40.4 2.8 2.8 2.9 2.6
Haiti 7,959 35.7 2.0 1.7 1.9 2.1
Honduras 6,417 46.9 3.1 3.4 3.4 2.8
Mexico 97,966 74.4 3.3 2.9 2.3 1.6
Nicaragua 5,071 64.7 3.2 3.1 2.8 2.8
Panama 2,856 57.7 3.0 2.8 2.1 1.7
Paraguay 5,496 56.0 2.9 3.0 3.1 2.6
Peru 25,661 72.8 2.9 2.7 2.2 1.7
Uruguay 3,337 91.3 1.0 0.4 0.6 0.7
Venezuela 24,170 87.4 3.5 3.5 2.5 2.1
Latin 505,889 75.4 2.8 2.4 2.1 1.6

America

a Defined as percentage of population living in urban areas. The population classified as
urban follows national definitions.
Sources: The World Bank (2002), p. 232; The World Bank (2002a).

populous countries, had high rates of population growth, however, until
the 1990s. Their share of the Latin American total – 53 percent in 2000 –
can be expected to stabilize now that birth rates are falling.

In most less-developed countries (LDCs) a rapid rate of urbanization is
consistent with an increasing rural population. Rural–urban migration is
important, but the small size of the urban areas means that they cannot
absorb all the increase in the rural population. The expanding populations
must still find new work opportunities in rural areas. In many Latin Amer-
ican countries, however, urbanization has been pushed to the point where
rural–urban migration leads to a fall in the rural population – not just in its
rate of growth. Uruguay, for example, has seen its rural population decline
by nearly 50 percent since 1960, and in the year 2000 only 5 percent of its
labor force was classified as agricultural.
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Table 1.3. Exports of primary products as a
percentage of the total

Country 1980 1990 2000

Argentina 76.9 70.9 67.9
Bolivia 97.1 95.3 72.9
Brazil 62.9 48.1 42.0
Chile 88.7 89.1 84.0
Colombia 80.3 74.9 65.9
Costa Rica 70.2 72.6 34.5
Ecuador 97.0 97.7 89.9
El Salvador 64.6 64.5 51.6
Guatemala 75.6 75.5 68.0
Honduras 87.2 90.5 64.4
Mexico 87.9 56.7 16.5
Nicaragua 81.9 91.8 92.5
Panama 91.1 83.0 84.1
Paraguay 88.2 90.1 80.7
Peru 83.1 81.6 83.1
Uruguay 61.8 61.5 58.5
Venezuela 98.5 89.1 90.9
Latin Americaa 80.0 77.2 66.4

a Total excludes Cuba, Dominican Republic, and Haiti,
for which data are not provided in source
Source: ECLAC (2001), pp. 518–21.

By contrast, Latin America’s population in the 1820s – not much larger
in total than Mexico City’s is today – was overwhelmingly rural, with the
labor force concentrated in agriculture and mining. The natural resources
produced by these sectors provided the link with the rest of the world, and
international flows of labor and capital were concerned directly or indirectly
with increasing the exportable surplus. Some of the commodities for which
Latin America is still famous, such as sugar, were already in place by the
time of independence; many others, such as coffee, joined the list in the
nineteenth century.

The importance of these primary commodities has been declining, but
they still accounted for two-thirds of all exports in 2000 (see Table 1.3).
Much of the decline, however, has been due to Mexico – Latin America’s
leading exporter – where goods for processing (maquila) have become very
important. Furthermore, many of the nontraditional manufactured exports
from Latin America – such as textiles, leather products, and furniture – are
based on natural resources. Thus it is fair to say that primary commodities
still provide the main link with the rest of the world. This statement is even
more accurate if we include illegal drugs, such as cocaine and marijuana, in
the export list. In the case of Colombia, where the impact of the drug trade
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is particularly important, the value of narcotics is estimated at 25 percent
of exports and 3 percent of GDP.11

The exploitation of natural resources in Latin America, as in so many parts
of the world, has been carried out with scant respect for the environment.
The forest cover has been depleted, rivers and lakes have been polluted,
and dangerous chemicals have entered the food chain. Local awareness of
these problems has been slowly increasing, but Latin America faces the
additional problem that the Amazon Basin – shared by Brazil, Colombia,
Ecuador, Peru, Venezuela, and the Guianas – houses the world’s largest
and most important reserves of tropical rain forests. Their destruction is
widely believed to be a major contributor to global warming and to the
greenhouse effect, so Latin America finds itself under pressure from the
outside world to adopt environmental standards considered appropriate by
richer countries.12

The problem of environmental damage, however, is not limited to natu-
ral resources. Rapid urbanization in the larger republics has been accompa-
nied by impressive industrial growth. Chemical plants, steel mills, cement
factories, and automobile assembly lines have proliferated throughout the
region as governments have adopted policies that favor industrialization.
This process, which began toward the end of the nineteenth century in the
major countries of the region, accelerated after 1930 as the Great Depres-
sion and the Second World War provided a stimulus for firms that were able
to replace manufactured imports with local products. By 1955 the contri-
bution of manufacturing to real GDP had overtaken agriculture,13 and in
2000 its contribution had reached 21 percent, compared with 7 percent for
agriculture (see Table 1.4).

Industrial growth was rapid for much of the twentieth century, but it
was not notably efficient. Shielded by tariffs and other barriers to imports,
industrial firms (including multinational companies, or MNCs) exploited
the domestic market with high-priced, low-quality goods. Most firms were
therefore unable to compete internationally, so foreign loans still had to be
serviced with earnings from primary products. The rapid accumulation of
external debts in the 1970s, in the wake of the two oil crises, left Latin
America dangerously exposed, and primary product exports were unable
to provide sufficient earnings to service external debts in the 1980s. As a
result awareness of the need to make industry internationally competitive
has grown, and firms have come under pressure from all sides to cut costs
and improve quality.

11 Estimates of the value of narcotics exports from Latin America differ enormously. For a survey of
the industry, see Joyce (1998); for Colombia, Steiner (1998).

12 For a good study of the environmental issues raised by the Amazon Basin, see Barbier (1989),
Chapter 6. See also Jenkins (2000).

13 At 1970 prices and net factor cost. See CEPAL (1978), Table 5.
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Table 1.4. Sectoral contribution to GDP in 2000

Agriculture (value Manufacturing (value Country shares of total
Country added as % of GDP) added as % of GDP) manufacturing (%)

Argentina 4.8 17.6 14.2
Bolivia 22.0 12.8 0.3
Brazil 7.4 24.0 33.3
Chile 10.5 15.9 3.2
Colombia 13.8 13.8 3.1
Costa Rica 9.4 24.4 1.1
Cuba 6.7 37.2 N/A
Dominican 11.1 17.0 1.0

Republic
Ecuador 10.0 16.9 0.7
El Salvador 10.1 23.4 0.9
Guatemala 22.8 13.2 0.8
Haiti 28.0 7.0 0.1
Honduras 17.7 19.9 0.3
Mexico 4.4 20.7 32.2
Nicaragua 32.0 14.0 0.1
Panama 6.7 7.6 0.2
Paraguay 20.6 14.4 0.3
Peru 7.9 14.3 2.3
Uruguay 6.0 16.9 1.0
Venezuela 5.0 14.4 4.9
Latin America 7.0 21.0 100.0

Source: World Bank (2002a).

The extraction of natural resources in Latin America, and related invest-
ments in social infrastructure such as railways, attracted foreign capital.
The principal investor in the nineteenth century, Great Britain, had, by
1930, been replaced in most countries by the United States. Subsequently,
the state steadily increased its participation in economic activity, taking
over public utilities, railways, and natural resources that had previously
been controlled by foreigners. However, foreign capital remained impor-
tant in a number of primary commodities, particularly non-oil minerals,
and became attracted by the new opportunities in industry after the Second
World War.

State participation in the economy, widely accepted in the 1960s and
1970s, failed to reverse the sharp inequality in income distribution found
in most Latin American republics. This inequality, at first a product of the
unequal distribution of land inherited from colonial times, has been rein-
forced by industrial and financial concentration in the twentieth century,
giving Latin America one of the worst income distributions in the world. In-
deed, as Table 1.5 makes clear, it is not uncommon to find the top 10 percent
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Table 1.5. Income distribution: percentage share of household income and Gini
coefficient, circa 2000

20% below Gini
Country Poorest 40% Next 30% richest 10% Richest 10% coefficienta

Argentinab 15.4 21.6 26.1 37.0 0.542
Bolivia 9.2 24.0 29.6 37.2 0.586
Brazil 10.1 17.3 25.5 47.1 0.64
Chile 13.8 20.8 25.1 40.3 0.559
Colombia 12.3 21.6 26.0 40.1 0.572
Costa Rica 15.3 25.7 29.7 29.4 0.473
Dominican 14.5 23.6 26.0 36.0 0.517

Republic 14.1 22.8 26.5 36.6 0.521
Ecuadorc

El Salvador 13.8 25.0 29.1 32.1 0.518
Guatemala 12.8 20.9 26.1 40.3 0.582
Honduras 11.8 22.9 28.9 36.5 0.564
Mexico 15.1 22.7 25.6 36.7 0.539
Nicaragua 10.4 22.1 27.1 40.5 0.584
Panama 12.9 22.4 27.7 37.1 0.557
Paraguay 13.1 23.0 27.8 36.2 0.565
Uruguayc 21.6 25.5 25.9 27.0 0.44
Venezuela 14.6 25.1 29.0 31.4 0.498

a The Gini coefficient measures income inequality and varies from 0 in the case of complete
equality to 1 in the case of complete inequality.
b Greater Buenos Aires.
c Urban Total.
Source: CEPAL (2001), pp. 69 and 71.

of households receiving more than 40 percent of total household income,
whereas the bottom 40 percent typically receives less than 15 percent. Sim-
ilarly, the Gini coefficient (a widely used indicator of income inequality) is
uniformly high in Latin America (see Table 1.5).

The differences within countries are mirrored to a lesser extent in the
differences between countries. In 2000, GNP per head (see Table 1.6) varied
from around $6000 to $7000 in the richest countries to around $500 in the
poorest. This implies that the average Mexican, for example, is 12 times
richer than the average Nicaraguan, whereas the average U.S. citizen (see
Table 1.1) is ten times richer than the average Latin American. Thus an
economic history of Latin America must explain not only the failure of
Latin America as a whole to achieve the status of a developed region but
also the differences in standards of living between individual countries
within Latin America.

Most theories of economic development have tended to emphasize one
side of the explanation at the expense of the other. Racial theories, for
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Table 1.6. GNP per head (in current US$): 1980, 1990, and 2000

Country 1980 Rank 1990 Rank 2000 Rank

Argentina 2,739 4 4,346 1 7,695 1
Bolivia 519 19 741 17 994 17
Brazil 1,933 9 3,143 3 3,494 7
Chile 2,474 5 2,315 7 4,638 5
Colombia 1,174 13 1,152 12 1,922 13
Costa Rica 2,115 7 1,874 9 4,159 6
Cubaa 2,325 6 2,458 6 2,030 12
Dominican 1,164 14 1,002 14 2,349 2

Republic
Ecuador 1,474 10 1,041 13 1,076 16
El Salvador 779 16 940 15 2,105 10
Guatemala 1,155 15 874 16 1,668 14
Haiti 273 20 461 19 509 19
Honduras 719 18 626 18 924 18
Mexico 3,308 3 3,157 2 5,864 3
Nicaragua 734 17 264 20 473 20
Panama 1,954 8 2,216 8 3,463 8
Paraguay 1,470 11 1,248 10 1,369 15
Peru 1,193 12 1,219 11 2,084 11
Uruguay 3,477 2 2,990 4 5,908 2
Venezuela 4,597 1 2,492 5 4,985 4
Latin America 2,168 2,586 3,879

a The Cuban figure for 1980 is an estimate taken from Brundenius and Zimbalist (1989):
the 1990 figure applies the growth rate between 1980 and 1990 in Thorp (1998), p. 353, to
the 1980 figure; the 2000 figure applies the growth rate for GDP (adjusted for population
increase) in ECLAC (2001), pp. 286–7, to the 1990 figure. The Cuban figures for 1990
and 2000 are not strictly comparable with the figures for other Latin American countries,
as they are based on constant prices in pesos rather than current U.S. dollars.
Source: World Bank (2002a).

example,14 now largely discredited, were used to explain the lowly position
in terms of real income per head of Bolivia (with its predominantly Indian
population) and Haiti (where the population is mainly of African origin)
but could not explain the failure of countries with largely European popu-
lations, such as Costa Rica and Uruguay, to achieve developed country (DC)
status. Racial theories were also hopelessly inadequate at accounting for the
transformation of countries from success stories to failures (e.g., Argentina)
or vice versa (e.g., Venezuela).15

14 See, for example, Bryce (1912) in Chapter 13.
15 Argentina was overtaken in terms of real GDP per head (1970 prices) by Venezuela in 1956 (see

CEPAL, 1978, Table 2). Argentina had been the major success story in Latin America in the half-
century before the 1920s; Venezuela had been one of the worst failures.
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Some theories of economic development for Latin America have put con-
siderable stress on the institutional and structural features of the region.16

For example, the land-tenure system, which was inherited from the Iberian
Peninsula, was seen as an obstacle to development; and the legal and ad-
ministrative apparatus, which was inherited from the colonial powers, was
seen as a barrier to private entrepreneurship and efficient decision making
in the public sector. The superficial attractions of these theories should
not be allowed to obscure their many deficiencies, however. The institu-
tional and structural landscape inherited from the colonial period was not
homogeneous and has changed significantly over time.

On the other hand, dependency theory, which emphasized the dichotomy
between the “center” (the advanced countries) and the “periphery” (Latin
America) and the unequal relations of exchange between the two regions,
seemed at first to be a plausible explanation of the relative failure of Latin
America to achieve the high standard of living found in the developed
countries, but it was unable to offer much guidance as to why some Latin
American countries performed so much better than others.17 Furthermore,
dependency theory was also unable to account for the transformation of a
country such as Argentina from success to failure in a relatively short period
of time.

Dependency theory is part of a long tradition of theoretical work that
has seen the primary obstacle to Latin American economic development in
the unequal relations with foreign powers. An abundance of circumstantial
evidence illustrates the arrogant attitude toward Latin America on the part
of a number of European powers (notably Great Britain and France) in the
nineteenth century and of the United States in the twentieth century. It
is impossible, however, to sustain the thesis that a negative relationship
exists between the closeness of ties to a foreign power and the rate of
economic development. Poor and backward countries (e.g., Bolivia) have
never received the amount of attention that relatively rich countries have
(e.g., Argentina, which, until as late as the 1940s, was often described as
being an informal member of the British Empire).18

Orthodox theories have fared no better. Numerous theories of export-led
growth have argued that countries with the highest levels of integration
into the world economy would achieve the highest rates of economic growth
and ultimately achieve DC status.19 Yet some of the poorest Latin American
republics, such as Honduras, have been among the most open economies

16 See, for example, Griffin (1969) and Frank (1969).
17 The classic statement of dependency theory in the Latin American context is Cardoso and Faletto

(1979).
18 On contrasting views of informal empire and the Argentine situation, see Thompson (1992) and

Hopkins (1994).
19 For a survey of the literature, see Giles (2000) and Giles (2000a); see also Gylfason (1999).
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in the world, whereas the transformation of Brazil from one of the poorest
countries in Latin America in the 1920s to one of the richest by the 1970s
was achieved against a background of delinking from the world economy
for much of that period.

An extreme version of orthodoxy, neoliberalism, has been much in vogue
in recent years. It argues that Latin America was crippled by state inter-
vention, which has distorted relative prices, prevented the emergence of a
dynamic private sector, and forced many individuals into informal – often
illegal – activities.20 Critics were quick to point out the ahistorical nature
of this argument, for state intervention in Latin America – as in many other
regions of the world – had been in large part a response to market fail-
ure in an unregulated and “liberal” environment. Indeed, the half-century
before 1930, which was dominated in Latin America by a liberal ideol-
ogy, was marked by the modest role of the state and by the importance of
private foreign investment. Even if state intervention was not always the
appropriate response to market failure, it did not follow that the absence
of state intervention would necessarily lead to a more efficient allocation of
resources.

No single theory will explain both the intermediate position occupied
by Latin America on the scale of world income per head and the differences
that have emerged among Latin American countries over time. Yet a theo-
retical framework is essential if economic history is to be more than mere
description. Throughout this book three basic ideas recur to account for
the position of the region as a whole and of individual countries within the
region: the commodity lottery, the mechanics of export-led growth, and the
economic-policy environment.

Latin America’s integration into the world economy took place through
exports of primary products. As we have seen, this remains the single most
important link with the rest of the world. Primary products are not ho-
mogeneous, however, and the phrase “commodity lottery” is intended to
draw attention to the differences among commodities. Some products (e.g.,
cattle), lend themselves naturally to forward linkages through further pro-
cessing before export, whereas others (e.g., bananas), offer little prospect.
Commodities with forward linkages can act as a stimulus to industry and
urbanization – the clearest example is meat in Argentina in the nineteenth
century – but commodities also differ in terms of their demand for inputs
(backward linkages). Commodities that are extracted from the ground us-
ing labor only (e.g., guano21) provide no stimulus to industries that supply

20 One of the most forceful statements of the argument can be found in De Soto (1987). For a good
survey, see Stokes (2001). See also Gwynne (2000).

21 Guano, a natural fertilizer formed by bird droppings, was found in abundance off the coast of Peru
and began to be exploited commercially in the nineteenth century.
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inputs, whereas other commodities (e.g., nitrates) demand a range of inputs,
including machinery, before they can be exploited profitably.

Commodities also differ in terms of their demand characteristics. Some,
such as meat, have enjoyed and still enjoy relatively high income elasticities
of demand, so that a 5 percent increase in real-world income brings an
increase in demand for the commodity of more than 5 percent. Others, such
as coffee, have seen income elasticities decline over time, as the commodity
in question has moved from being a luxury good to being an article of
basic consumption. Some commodities (e.g., gold) have no close substitute,
whereas others (e.g., cotton) face competition from synthetic products, so
that the price elasticity of demand is high. In some products (e.g., cocaine),
Latin America has a monopoly of world supply; in others (e.g., sugar),
international competition is fierce.

The geographical and geological diversity of Latin America meant that
each republic had only a limited choice of commodities to export. Chile,
a temperate country, could export wheat but not coffee; it has huge de-
posits of copper but little oil. The commodity lottery dictated that Chile
would be integrated into the world economy on the basis of products that
were very different from those of, say, Colombia, where the tropical climate
and mountainous terrain make coffee production particularly appropriate.
Inevitably, these differences among countries in terms of their commod-
ity specialization carried with them important implications for long-run
growth.

Commodity specialization led to rising labor productivity in the export
sector, bringing with it the prospect of export-led growth. The mechanics of
export-led growth, however, are crucial. A well-oiled machine can transfer
productivity gains in the export sector to the rest of the economy, raising
living standards and real income per head; a faulty machine will leave
productivity gains concentrated in the export sector, often to be exploited
by foreign companies rather than by domestic factors of production. The
capitalist surplus made possible by export specialization is thus no guarantee
of capital accumulation.

Three mechanisms are particularly important in the export-led growth
machine: capital (including innovation and the transfer of technology),
labor, and the state. Where these mechanisms fail to function efficiently, it
is possible to have growth in the export sector and stagnation or even decline
in the nonexport economy. The result will be rising exports per head and an
increase in the share of real GDP accounted for by exports but no guarantee
of rapidly rising living standards. Eventually, of course, as exports increase
the rate of growth of real GDP must coincide with the rate of growth of
exports, but by then export specialization will have reached the point at
which the economy is extremely vulnerable to adverse conditions in world
markets, and recession induced by cycles in world trade can be deep and long
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lasting. By contrast, where the three mechanisms function efficiently, the
nonexport economy will expand along with the export sector. Exports per
head will rise, but the share of exports in real GDP may actually fall, and
living standards will certainly increase. The dynamism of the nonexport
economy then shields it from adverse external shocks, so that recession
induced by cycles in world trade tends to be short lived.

The first mechanism, capital, involves the transfer of part of the capitalist
surplus in the export sector to productive investment in the nonexport
economy. This transfer is by no means automatic. It is less likely to occur,
for example, where the surplus accrues to foreign investors, where there
are few financial intermediaries, and where the domestic market is small.
It is more likely to occur where the surplus accrues to local factors of
production, where financial intermediation is widespread, and where the
domestic market is large and expanding.

The size of the domestic market is a function not only of population but
also of purchasing power. Where labor – the second mechanism – in the
export sector is paid in kind, the domestic market is artificially restricted.
A labor force based on slavery, for example, like that in Brazil or Cuba
until the late 1880s, is a poor stimulus for transferring productivity gains
in the export sector to the nonexport economy. By contrast, a skilled labor
force based on wage labor represents not only an important concentration
of purchasing power for sellers in the nonexport economy but also a po-
tential source of future entrepreneurs who are able to take their skills and
knowledge to other branches of the economy.

The third mechanism involves the state. The expansion of the export
sector permits an expansion of imports, and taxes on foreign trade in the
first stages of development are invariably the most important source of
government revenue. The size of the revenue and the manner in which it is
spent are crucial determinants of the success or failure of export-led growth.
Where the resources are small and are used primarily to reinforce the export
sector, the nonexport sector may remain undynamic; where the resources are
substantial and are used to encourage the nonexport economy, both sectors
can expand rapidly. The balance is delicate, however, because an excessive
tax burden on the export sector can lead to its stagnation.

The commodity lottery and the mechanics of export-led growth have
been important determinants of success or failure in Latin America’s eco-
nomic development since independence, but so has the economic-policy
environment. Inconsistent economic policies or policies that are applied
inconsistently have done considerable damage to both the export sector and
the nonexport sector. Consistent economic policies, based on a broad con-
sensus and backed up by political stability, on the other hand, have created
an appropriate environment for transferring productivity gains from the
export sector to the nonexport economy. As the Latin American economies
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have become more complex, the economic-policy environment has become
more important – to the point that in some republics it is the principal
determinant of success or failure.

For most of the first century after independence, all republics in Latin
America followed a policy of export-led growth based on primary-product
exports. Where the combination of the commodity lottery, the mechanics
of export-led growth, and the economic-policy environment were favorable,
the results could be impressive. Argentina, for example, which benefited
from the commodity lottery and where the mechanics of export-led growth
functioned smoothly, was among the twelve richest countries in the world
in the 1920s in terms of real income per head, despite numerous deficiencies
in economic policy. Where all three elements were unfavorable, as in Haiti
and Bolivia, however, the results were bitterly disappointing.

In the half-century after the 1929 Depression a number of countries –
mainly the larger republics – turned away from export-led growth toward
inward-looking development based on import-substituting industrializa-
tion (ISI). In these countries the export sector ceased to be dynamic and the
commodity lottery lost its relevance, although primary-product exports re-
mained the main source of foreign-exchange earnings. The new dynamic
sector was ISI, and the problem became how to transfer the productivity
gains in the ISI sector to the rest of the economy. The need for factor and
product markets to function smoothly, therefore, still applied in this new
situation, and the economic-policy environment became more important
than ever, with mistakes being more costly.22

At the end of the 1960s a number of countries began to turn away
from inward-looking development toward a new type of integration into
the world economy, one based on nontraditional exports, including man-
ufactures. This process gathered pace in the 1980s and 1990s, and by the
beginning of the new century a new era of export-led growth was un-
derway throughout Latin America. Much is expected of this new model,
but the lessons of the past need to be remembered. The economic-policy
environment remains crucial: The global nature of the world economy now
means that domestic factors of production are increasingly aware of oppor-
tunities outside the region, so policy errors are punished by capital flight
and by the drain of skilled labor from Latin America. The mechanics of
export-led growth have become more complicated and the transfer and
diffusion of technology much more crucial, but the basic problem of trans-
ferring productivity gains in the export sector to the nonexport economy
remains. The commodity lottery is no longer so important, but the choice

22 With barriers to international trade driving a wedge between domestic and international prices,
domestic economic policy became a key determinant of the allocation of resources and the rate of
economic growth.
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of nontraditional exports can still have an important bearing on success or
failure in economic development.

The lessons from Latin America’s economic history suggest that nothing
about the region’s current lowly status in terms of economic development
in general and real income per head in particular is predetermined. The
alchemy of success is no easier to achieve today than it was at the time of
independence, however. There is no magic wand to wave, and international
competition is fiercer than ever. Not all the Latin American republics can
expect to make the transition to DC status in the next century, but it would
be surprising if a few did not succeed.23 Even so, the lessons from the past –
the failures as well as the successes – must be learned if all the grandchildren
of today’s Latin Americans are to be assured a decent standard of living.

23 Mexico has been accepted as a member of the Organization for Economic Cooperation and Devel-
opment (OECD), the club to which all DCs belong, but this has more to do with the politics of
North American free trade than with Mexico’s true economic standing.
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The struggle for national identity
from independence to midcentury

Independence, which most of Latin America had secured by the early 1820s,
came at the end of a long period of economic turmoil and political upheaval
during which, it can safely be assumed, living standards fell sharply. From
the outbreak of hostilities between Great Britain and Spain during the
Napoleonic wars, Latin America’s external trade – imports and exports –
was severely disrupted. The invasion of the Iberian Peninsula by Napoleon
in 1808 and the imposition of his brother Joseph as king of Spain drove
the Portuguese royal family to Brazil and created a temporary alliance
between Great Britain and anti-Napoleonic forces in Spain. Exports from
Latin America were adversely affected and domestic trade was undermined
by the flood of imports into Latin America as British merchants searched
for an alternative to the blocked continental market.1

Napoleon’s successful invasion of Spain undermined Spanish authority
in Latin America and provided the independence movement – until then
weak and inchoate – with the impetus it desperately needed. By the time
Napoleon had been finally defeated in 1815, the movement had acquired a
dynamic of its own, and the reassertion of Spanish and Portuguese authority
over the Iberian Peninsula could not be extended to Latin America. Brazil, a
separate kingdom since 1815, refused to recognize the demands of João VI in
Lisbon and crowned his son, Dom Pedro, as emperor in 1822.2 New Spain
became Mexico (an empire for nine months under Agustı́n de Iturbide)
and extended briefly to the northern border of Colombia following the
annexation of Central America.3 Spain’s South American colonies opted for
republican government from the beginning, and by the mid-1820s Spain
controlled only Cuba and Puerto Rico.4 Even Santo Domingo, the eastern

1 The declared value of British exports to the Americas, other than the United States, jumped from
£7.8 million in 1805 to £18.0 million in 1809. See Platt (1972), p. 28.

2 See Bethell (1985), pp. 179–87.
3 See Anna (1985), pp. 86–93.
4 See F. Knight (1990), Chapter 6.
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part of Hispaniola, had been seized from Spain in 1822 by Haiti, which
had gained its independence from France in 1804.5

Political turmoil did not end with independence. On the contrary, na-
tional boundaries inherited from Spain and Portugal were often subject to
dispute. Central America had separated from Mexico by 1823, losing the
province of Chiapas to its northern neighbor in the process, and it pro-
ceeded to function with extreme difficulty as a federation until 1838, when
it broke up into its five constituent parts.6 Texas broke away from Mexico
in 1836,7 and the Yucatán did the same in 1839 (although the Peninsula
was reincorporated in 1843).8 Gran Colombia – the union of Venezuela,
Colombia, and Ecuador created by Simón Bolı́var – finally broke up in 1830
after the Liberator’s death,9 and the short-lived union between Peru and
Bolivia in the 1830s collapsed following a Chilean invasion.10

Even Brazil, where independence had been achieved without major up-
heaval, was not exempt from postindependence boundary disputes. Its at-
tempt to incorporate the Banda Oriental into the empire provoked Argen-
tine fury, and the resulting war led to the creation of Uruguay as a buffer
state in 1828.11 Brazil also had to contend with numerous revolts that were
clearly secessionist in character,12 and governments in Argentina and Chile
engaged in wars against their Indian populations in an effort to extend the
frontiers of the new republics over lands dominated by indigenous peoples
undefeated by Spain.13 Haitian domination of Santo Domingo was brought
to an end with the creation of the Dominican Republic in 1844.14 Paraguay
was able only to postpone frontier disputes with its neighbors by retreating
into the isolationist cocoon created by the absolutist José Gaspar Rodrı́guez
de Francia.15

5 See Moya Pons (1985), pp. 237–55.
6 The five republics are Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua. Great Britain,

however, exercised formal and informal rule over much of the isthmus’s Atlantic Coast in the
nineteenth century through colonies or protectorates in Belize (British Honduras), Mosquitia, and
the Bay Islands. See Williams (1916).

7 Texas joined the United States in 1845, so the independent Lone Star republic lasted less than ten
years. See Meyer and Sherman (1979), pp. 335–42.

8 See Reed (1964), pp. 4–32.
9 The collapse of Gran Colombia brought to an end the dream of pan-American union outlined by

Bolı́var in 1826 at the Panama Congress. On the stresses and strains of this early exercise in regional
integration, see Bushnell (1970).

10 See Bonilla (1985), pp. 564–70.
11 See Lynch (1985), p. 688.
12 See Bushnell and Macaulay (1988), pp. 167–75.
13 The final defeat and subjugation of the Indian populations did not occur until the 1880s, however.
14 See Moya Pons (1985), pp. 255–68.
15 War did not break out between Paraguay and its neighbors until 1865, but when it did it was

disastrous for the landlocked republic. The war of the Triple Alliance between Argentina, Brazil,
and Uruguay on one side and Paraguay on the other led to the loss of half the latter’s population
and much territory.
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Table 2.1. The population of Latin America before and after
independence (in millions)

Country 1788 1810 1823

New Spaina 5.9 7.0 6.8
Guatemalab 1.2 —c 1.6
Cuba and Puerto Rico 0.6 —d 0.8
Venezuela 0.9 0.95 0.79
New Granadae 1.8 2.0 2.0
Peru f 1.7 2.05 1.4
Chile —g —g 1.1
Rı́o de la Platah 1.1 2.35 2.3
Subtotal 13.2 14.35 16.79
Brazili 1.9 j 3.3k 4.0
Total 15.1 17.65 20.79

a Approximately Mexico before the 1850s.
b Approximately modern Central America.
c Included in New Spain.
d Not given.
e Equivalent to modern Panama and Colombia.
f Equivalent to modern Bolivia, Ecuador, and Peru.
g Included in Peru.
h Equivalent to modern Argentina, Paraguay, and Uruguay.
i Excludes noncatechized Indians.
j Data are for 1776.
k Data are for 1800.
Source: Rippy (1945), pp. 106, 107, and 127. More recent scholarship
has revised the total population figures downward. See, for example,
Lockhart and Schwartz (1983), p. 338, which gives a figure for circa
1800 of 12,557,000 (excluding Brazil), as a result of a lower estimate
for Rı́o de la Plata.

The territorial disputes were an inevitable consequence of the decline of
Iberian power. Spain in particular had seen no reason to pay special attention
to boundaries that were little more than administrative conveniences. Fur-
thermore, the small size of the population (see Table 2.1) and the low levels
of population density meant that boundaries often ran through areas which
were so underpopulated that local custom was a poor guide to how frontiers
should be drawn. Foreign powers were not afraid to take advantage of this
weakness in the nascent states of Latin America: The modern boundaries
of Belize and Guyana (both former British colonies) were secured in the
early nineteenth century at the expense of the neighboring republics,16 and

16 On the Anglo-Guatemalan dispute over Belize (formerly British Honduras), see Humphreys (1961).
On the boundary dispute between Guyana (formerly British Guiana) and Venezuela, see Lieuwen
(1965), pp. 166–8.
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Mexico lost almost half its territory to the United States in the midcentury
war between the two republics.17

Political turmoil was not confined to disputes between republics. Civil
war was an even greater source of friction in most cases, as the political elites
struggled among themselves over the nature of the state, over relations with
the Catholic Church, and over the organization of key institutions. These
tensions, far graver than those that affected the United States at the end
of the eighteenth century (where a consensus on many issues had emerged
soon after the Revolutionary War), would not be resolved for many decades.
A colonial system that had been erected and evolved over three centuries
could not be dismantled overnight, and much of the upheaval can be seen
as a dispute over how much of the colonial system should be preserved and
how much replaced. It is appropriate, therefore, to turn briefly to the main
features of the colonial economy inherited by the Latin American republics.

The colonial legacy

The organization of the colonial economy underwent many changes after
the conquistadors arrived, but it was always guided by the principles of
mercantilism.18 Under this doctrine a nation’s prosperity was linked to the
accumulation of capital – and capital was often identified with precious
metals. In the case of Spain and Portugal, where gold and silver were not
available locally in significant quantities, the doctrine therefore demanded
the accumulation of gold and silver (specie) through external trade.

Mercantilism had a number of special consequences for relations between
colonial Latin America and the countries of the Iberian Peninsula. The
theory demanded that Latin America purchase all of its commodity imports
from Spain and Portugal and that it sell its commodity exports (excluding
specie) in the same market. The resulting visible trade deficit would then
be financed by the transfer of gold and silver to the Iberian Peninsula. The
bigger the trade deficit, the bigger – in theory – the accumulation of specie
by Spain and Portugal, with the limit being set by the physical capacity of
the gold and silver mines in Latin America.

Because trade with other countries would reduce the trade deficit with
the Iberian Peninsula, the doctrine of mercantilism required that it be
suppressed. Spain and Portugal therefore imposed a trading monopoly and
monopsony on their colonies. Latin American commodity exports were en-
couraged, however, provided they did not compete with, and were sold to,

17 See Bazant (1985), pp. 441–4. Although Mexico’s territorial loss was considerable, only 2 percent
of its population was affected.

18 On the theory of mercantilism and its pervasive influence throughout Europe at this time, see Blaug
(1976), pp. 10 ff.
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Table 2.2. The colonial economic system

Iberian Peninsula Latin America

Credits Debits Credits Debits

Visible 500 500 Visible
commodity commodity
exports imports

Visible 300 300 Visible
commodity commodity
imports exports

Balance of 200 (surplus) 200 (deficit) Balance of
trade trade

Net 100 100 Net
government government
transfers transfers

Imports of 300 300 Exports of
bullion bullion

Overall 0 0 Overall
balance balance

the mother country. As a result, Latin American exports of such tropical
commodities as tobacco and sugar were welcomed.

The visible trade deficit was not the only mechanism under which Spain
and Portugal sought to extract specie from the colonies. The division of the
output of the mines among the private producers, the colonial administra-
tion, and the Iberian monarchs led to significant transfers to the Iberian
Peninsula, so the balance-of-payments deficit increased further. This could
be financed only by a flow of specie. In addition to taxes on the mines, the
proceeds of a number of other local taxes were expected to be transferred to
the Iberian Peninsula.

The impact of mercantilism on Iberian–Latin American relations is sum-
marized in Table 2.2, where it is assumed that there is no trade with the
rest of the world. The Iberian Peninsula’s commodity exports (500 units)
therefore equal Latin America’s commodity imports, and Latin America’s
commodity exports (300 units) equal the Iberian Peninsula’s commodity
imports. The result is a visible trade imbalance (200 units) in favor of the
Iberian Peninsula. Net official transfers (100 units) – consisting of such
things as the royal tax on mines – leave a current account balance of
300 units. This is then financed by the export of bullion (specie) from
Latin America to Spain and Portugal.

Because the shipment of specie was limited by the capacity of the mining
industry, it is no surprise that those parts of the empire with the most
important deposits of gold and silver – New Spain, Upper Peru, Chile,
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and New Granada19 – received the most attention. Other areas, such as
the Audiencia of Guatemala,20 were for the most part neglected and had
to fall back on their own (limited) resources. In the case of Portugal, the
discovery of gold in central Brazil (Minas Gerais) in the eighteenth century
transformed the attention given to the region and was the main reason for
moving the capital from Bahia to Rio de Janeiro.21

The theory of mercantilism may have guided economic organization in
colonial Latin America, but reality was often affected by events over which
Spain and Portugal had little control. Thus neither imperial power was ever
able to supply all the goods required by the colonies. Efforts to reexport to
Latin America goods that had been purchased from the rest of Europe not
only increased the cost to Latin America but also led to a flow of specie out
of Portugal and Spain to its imperial rivals. Furthermore, in many parts of
Latin America the high cost of goods bought from the imperial power led
to a lively contraband trade with British, French, and Dutch traders.

Under the Bourbon reforms that started in 1759, Spain made serious
efforts to overhaul the external and internal trading systems in Spanish
America.22 Although Spain never formally abandoned its monopoly of ex-
ternal trade, the business of exporting and importing was made easier.
Commodity exports from Latin America increased in importance and be-
came more diversified. Agricultural exports, in particular (see Table 2.3),
expanded and linked Spanish America not just to Spain but also – through
reexport or contraband – to other parts of Europe. A similar process was ob-
served in Brazil, where the Pombaline reforms (named after the Portuguese
Marquis de Pombal) eased trading restrictions and provided for an increase
in commodity exports that coincided with the decline in gold production
in Minas Gerais.23

Internal (intraregional) trade (see Table 2.3) also increased. Petty restric-
tions on intraregional commerce were removed, and a lively trade developed
among many parts of the Iberian empires, stimulated by what was in effect
a customs union. Agricultural trade, both extraregional and intraregional,
led to gains in efficiency, which affected not just the plantation (typically
dedicated to a single product for sale to the world market) but also the

19 The mining industry of New Spain was located in what is now Mexico, that of Upper Peru in
Bolivia, and that of New Granada in Colombia. Maps showing the correlation between colonial and
independent Latin America can be found in Humphreys (1946).

20 The Audiencia de Guatemala corresponds to modern Central America, plus Chiapas (annexed by
Mexico at the time of independence). Small amounts of specie were produced in Honduras and
Nicaragua, but not enough to excite much interest by the crown.

21 See Lockhart and Schwartz (1983), pp. 370–87.
22 The literature on the Bourbon reforms and their economic impact is huge. See, for example, Fisher

(1985), Chapter 1.
23 On the Pombaline reforms, see Lockhart and Schwartz (1983), pp. 383–97.
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Table 2.3. Latin America: extraregional and intraregional trade at the end
of the colonial era

Market

Area Region Products Extraregional Intraregional

Mexico Central Sugar, textiles
√

Oaxaca Grain
√ √

Yucatán Indigo
√ √

North Cattle, textiles
√

North Silver
√

Central America and El Salvador Indigo
√ √

the Caribbean Honduras Silver
√

Costa Rica Tobacco
√

Antilles Sugar
√

Venezuela Coast Cacao
√ √

Plains Hides
√ √

Colombia Eastern Gold, silver
√

highlands

Ecuador Highlands Textiles
√

Coast Cacao
√ √

Peru and Bolivia Highlands Silver
√

Highlands Mercury
√

North coast Sugar
√

South coast Cotton
√

Chile North Silver
√

Central Wheat
√ √

Argentina, Paraguay, North and Artisan
√

and Uruguay Central products
Cuyo Wine

√
Northeast Yerba maté,

√
cattle

Northeast Sugar
√

Rı́o de la Tallow, hides
√

Plata

Brazil Central Gold, diamonds
√

South Cattle
√

Amazonia Forestry
√

Source: Cardoso and Brignoli (1979a), pp. 218–20.

hacienda (the large estate on which many different products were produced
for its own consumption, for sale in the local market, and for export).

The nonexport economy, neglected to a large extent under the Hapsburgs
in the sixteenth and seventeenth centuries, also received attention from the
Bourbon and Pombaline reforms. The nonexport economy was dominated
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by agriculture, but it also contained a large artisan sector, which was housed,
for the most part, in the small imperial cities. Despite the presence of an
important subsistence economy in most parts of Latin America, particularly
in regions with a significant Indian population that still owned land com-
munally, demand for a marketed agricultural surplus existed. This came
from the small nuclei in the cities, from nonagricultural workers in the
rural areas (especially the mining centers), and from plantation workers
(often slaves). As the output of these three activities expanded under the
eighteenth-century reforms, so did the need for agricultural goods for in-
ternal consumption – to the benefit, in the main, of the hacienda.

The artisan sector, shrouded by regulation and an almost feudal network
of guilds, had grown up in response to the needs of the colonial admin-
istration and to the modest purchasing power of the region’s inhabitants.
Protected by legislation from non-Iberian imports, it was less able to defend
itself from contraband as a result of its high cost and backward technology.
Nevertheless, some artisan activities – notably textiles in New Spain24 –
did prosper, and a few commodities entered into intraregional trade (see
Table 2.3).

With the exception of a handful of royal monopolies (e.g., tobacco and
salt), most productive activities were in private hands. Sources of finance
for private investment were limited, and many enterprises depended on
reinvestment of profits or on the capital that new arrivals from the Iberian
Peninsula brought with them. The other main sources of finance were the
Catholic Church and the small merchant class. Means of payment (princi-
pally specie) were often in short supply as a result of the drain of bullion to
the mother country.

The labor market evolved continuously after the arrival of the Spanish
and Portuguese, but in general it was still marked by coercion and the
absence of free wage labor, even at the time of independence. On the plan-
tation slave labor remained common and, indeed, was finally abolished in
Cuba and Brazil only in the late 1880s; on the hacienda the supply of labor
often depended on debt peonage – a labor contract that made it virtually
impossible for many workers to seek employment elsewhere – and anti-
vagrancy laws added to the labor supply by compelling rural workers to
show proof of employment. Some mines relied on wage labor, but others
continued to depend on the mita – a particularly crude form of forced labor
that was designed to guarantee mineowners an adequate supply of (usually)
Indian labor.25

24 A number of good studies on the textile industry in New Spain exist. See, for example, Thomson
(1989), part I.

25 The organization of labor in the colonial mining industry has been well researched. For a good
survey, see Bakewell (1984), pp. 123–31.



The struggle for national identity 27

The fiscal system was designed to maximize the flow of resources to the
mother country, subject to the constraint imposed by the minimum
requirements of administering the colonies. In practice this constraint often
overwhelmed the ability of the colonies to remit funds to Spain or Portugal.
Revenue came from taxes on external trade (mainly import duties), taxes
on mining (the quinto), the ubiquitous alcabala (in effect, a sales tax), royal
monopolies, a share of ecclesiastical tithes, Indian tribute (a poll tax), and
the sale of public offices to peninsulares (the new arrivals from Spain and
Portugal, for whom all the more important public posts were in theory re-
served).26 Expenditures consisted of administrative costs, military spend-
ing, and debt-service payments, but in the poorer regions of Spanish
America these three items of expenditure exceeded revenue and forced the
Spanish crown to implement a system of intraregional transfers from more
prosperous regions (such as New Spain). Thus there was often little or no
surplus left, even in the wealthier regions, to transfer to Spain, although
Brazil was always able to remit some funds to Portugal.

The colonial economy went through a series of cycles, which under the
Hapsburgs were determined mainly by the fortunes of the mining industry.
The Bourbon reforms, however, produced a secular upswing in the second
half of the eighteenth century, based on mining, agricultural exports, and
intraregional trade. By 1800, according to one source,27 Latin America was
already the richest part of the Third World, with a real gross national pro-
duct (GNP) per head (in 1960 prices) of $245 – similar to that in North
America ($239). Although the figure for Latin America is almost certainly
biased upward (see Coatsworth 1998), Latin America’s relatively privileged
status within what is now called the Third World at the end of the eight-
eenth century is difficult to dispute.28

This privileged position was undermined by the upheavals associated
with the struggle for independence. The economic difficulties encountered
in the first two decades of the nineteenth century can safely be assumed to
have reduced real income per head in Latin America considerably.29 External
trade declined, there was a drain of capital out of the region through both
capital flight and the return of many peninsulares, and the fiscal system
virtually collapsed. Even worse, the productivity of the mines – the jewel

26 The contrast between the local-born criollos and foreign-born peninsulares and the often-complex
relationship between the two have been the focus of numerous studies. For an overview, see Lockhart
and Schwartz (1983), Chapter 9.

27 See Bairoch and Lévy-Leboyer (1981), Tables 1.6 and 1.7.
28 Compared to the United States, however, the growth of real per capita GDP in Latin America was

disappointing in the eighteenth century. See Coatsworth (1993), Table 3, p. 14.
29 On the dismal economic performance in Mexico at the time of independence, see Coatsworth (1978)

and Salvucci (1997). Randall (1977), p. 224, also gives a rough estimate of GDP for Mexico, which
confirms the impression of a decline in the first half of the nineteenth century.
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in the imperial crown – was seriously affected by flooding and subsidence,
in addition to the damage that the disruption of external trade had caused.

The economic consequences of independence

Political independence gave the new republics the right to change many as-
pects of the colonial economy. The prime candidate was the external trade
monopoly, which had proved so irksome throughout the colonial period and
which had deprived Latin America of the chance to sell in the best-paying
market and buy in the least expensive. The prospect of free trade excited
the interest of the non-Iberian powers during the Latin American struggle
for independence and provided a powerful incentive for Great Britain in
particular, with its exportable surplus of manufactured goods, to recognize
the fledgling republics.30

The end of the external trade monopoly represented a significant improve-
ment, but the combined effects of the Bourbon and Pombaline reforms and
the subsequent decline in Spanish and Portuguese authority had already
given Latin America many of the advantages of free trade even before in-
dependence was attained. British merchants, for example, had rushed to
fill the vacuum left by the Napoleonic invasion of the Iberian Peninsula
and had settled in significant numbers in Rio de Janeiro, Buenos Aires,
Valparaı́so, and Lima.

Independence also gave Latin America the chance to raise capital on the
international market. In practice this meant that the London stock exchange
and British investors were quick to respond to the bond issues offered by
the new republics. Access to the international capital market turned out to
be a poisoned chalice, however. A combination of fraud, poor management,
and unproductive investment of the proceeds meant that almost all issuing
governments were in default by the end of the 1820s.31

Moreover, the advantages of free trade and access to the international
capital market had to be set against certain disadvantages associated with
the collapse of colonial rule. First, the creation of numerous independent re-
publics and one empire (Brazil) brought to an end the de facto customs union
that had operated in Latin America. Tariffs now applied on all imports –
not just extraregional imports – and the inevitable consequence was trade

30 British recognition of Spanish American independence was relatively straightforward, and the story
is elegantly told in the contemporary accounts collected in Webster (1938). In Brazil the position was
complicated by Great Britain’s long and close association with Portugal. The commercial prospects
took precedence, however, and Great Britain recognized the independence of Brazil in 1825. See
Manchester (1933), pp. 186–219. Recognition of Latin American independence by other countries
was also heavily influenced by trade prospects. In the case of the United States, see Gleijeses (1992).

31 This story, laced with intrigue and larger-than-life characters, has been well described by Dawson
(1990). Comparisons between this and later debt crises can be found in Marichal (1989).
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diversion; that is, the replacement of cheaper imports from a partner with
more expensive domestic products.

Second, capital flight was a serious blow to the pressing task of capital
accumulation. The problem was not only the drain of finance capital from
the region but also the decapitalization of existing enterprises as a result of
civil war and political upheaval. The physical capital of the mines was not
maintained or repaired, and many haciendas became very run down; this in
turn led to problems of debt repayment – mainly to the Church – which
crippled the domestic capital market in the first years after independence.32

Third, the collapse of the fiscal system was not due just to the wars of
independence. Republican governments could hardly be expected to main-
tain royal taxes, the sale of public offices was now frowned on, and there
was strong pressure in many countries to remove poll taxes. Early fiscal
concessions proved disastrous for the health of the fiscal system, and some
“colonial” taxes, such as Indian tributes, had to be reimposed. New admin-
istrations lacked the authority, in some cases, to collect traditional revenues
and were reluctant to compound their political problems by imposing new
taxes.

Fourth, the problem of fiscal balance was aggravated by the additional
expenditures that the newly independent republics had to make. National
armies had to be maintained, veterans of the wars of independence had to be
pensioned off, and boundaries had to be protected. Claims for war damage
were considerable and were aggravated by the series of regional disputes
that proliferated after independence.

Thus independence offered two great advantages – free trade and access
to international capital markets – that in the long run created opportunities
for economic advance, but it also brought a series of disadvantages that in
the short run swamped the benefits in most republics. Where the costs could
be minimized as a result of relatively secure borders, stable government, and
healthy tax revenues (as in Chile), the first decades of independence were
by no means unsuccessful; where the costs were exacerbated by territorial
conflict, political instability, and fiscal crisis (as in Mexico), the economic
decline in the first two decades of the century could not be reversed.

Important elements of continuity with the colonial economy also con-
tinued to exist after independence. The land-tenure system, revolving as
it did around the plantation, the hacienda, the small farm,33 and com-
munal Indian lands, was barely affected. Furthermore, where land grants
were made by the newly independent countries on a massive scale (as in
Argentina under General Juan Manuel de Rosas), they tended to follow

32 The relationship among the Catholic Church, finance, and capital accumulation has been studied
most thoroughly in Mexico. See, for example, Chowning (1990).

33 The small farm, typically family owned and operated, has been relatively neglected in Latin America’s
economic history. For an exception, see Brading (1978).
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the colonial pattern. Some war veterans received small parcels of land as a
reward for military services, but these were insufficient to pose a threat to
the traditional land-tenure system.

Access to the international capital market, following the disastrous ex-
perience of the 1820s, did not constitute a major challenge to the domestic
capital market inherited from colonial times. The Church slowly recovered
its position, despite the efforts by liberals to reduce its temporal wealth and
power, and merchants – their ranks swelled by the numerous foreigners now
established in commerce – continued to play a dominant role in financial
intermediation. The only major innovation was the creation in Mexico of
a state bank, Banco de Avı́o, to promote import-competing activities – an
experiment that, like the first commercial banks in Brazil, did not survive
beyond midcentury.34

The labor market was more problematic for the political elite in the
independent countries. The durability of the land-tenure system and the
domestic capital markets implied that no drastic changes could be made in
labor relations or in the operation of labor markets. Mass immigration could
not be expected, and the traditional labor shortage, from which many colo-
nial activities had suffered, was unlikely to disappear. Yet many members of
the political elite, particularly those who were infused with the ideas of the
French and U.S. revolutions, were keen to abolish slavery and the numerous
forms of coercion that had been applied to Indian labor. Furthermore, those
members of the laboring classes who had fought bravely for independence
did not welcome a return to coercive labor practices.

As it turned out, the labor market changed only slightly. Slavery was
abolished in those republics where it was of little consequence (e.g., Central
America) but retained where it played a crucial role in production (e.g.,
Brazil, Cuba, and Peru).35 Tribute was abolished at first, but it was often
restored when it became clear that the Indian laborer no longer had the same
incentive to seek paid work. The mita was finally ended, but debt peonage
and antivagrancy laws remained in place and were even adopted in those
frontier areas, such as the Argentine pampas, where they had not previously
been applied. For the Indian majorities in Mexico, Guatemala, Peru, and
Bolivia, independence brought no perceptible change, and Black slaves in
independent Brazil were in much the same position as their counterparts
in the Spanish colonies of Cuba and Puerto Rico.

Continuity with colonialism was found not only in the economic sphere
but also in political organization. Some members of the political elite fa-
vored major change, but others preferred a system that left the basic power

34 On the Banco de Avı́o in Mexico, see Potash (1983). On the failure to establish commercial banking
in Brazil, see Prado (1991), pp. 135–65.

35 Slavery was abolished in Peru in 1854 – long before its abolition in Brazil and Cuba. A major con-
sideration was the revenue generated by the guano boom, which allowed the Peruvian government
to compensate the former slaveowners. See Bushnell and Macaulay (1988), pp. 243–4.
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structures unaffected. This was clearest in the case of Brazil, where the col-
ony simply declared itself an independent empire, and it was a major theme
in Mexico’s postindependence political struggles. These disputes spilled
over – as we shall see – into the debates over economic organization and
economic policy and in many republics prevented the emergence of that
consensus which is indispensable for sound economic management.

The free-trade question

The abolition of the imperial monopoly in international commerce and the
transition to free trade did not mean laissez-faire. On the contrary, the issue
of which taxes, tariffs, and other restrictions to apply to external trade was an
important matter of debate in the first decades after independence. An elite
accustomed to innumerable colonial restrictions on the movement of goods
and people was ill prepared for full-scale acceptance of Ricardian trade theory
and the doctrine of comparative advantage. Furthermore, Great Britain –
the most powerful trading nation in the world and the one most committed
to free trade – still applied numerous restrictions on its commerce with the
rest of the world as well as discriminatory tariffs in favor of its colonies, and
Alexander Hamilton’s writings in the United States had already established
the theoretical case in favor of import taxes on manufactures to promote
industrialization.36

The free-trade debate was not, therefore, about whether to tax trade but
about the degree of taxation and the desired allocation of resources. The
“free traders” wanted restrictions on trade to be as low as possible, and
their case was most forcibly presented by the foreign merchants who had
established themselves throughout the region since the collapse of Iberian
power and whose raison d’être was the importation of foreign goods. The
foreign traders were generally supported by their governments, although
it should be remembered that foreign bondholders (principally British)
had an opposite interest because debt-service payments were in many cases
supposed to be guaranteed by customs revenues.

Domestic pressure groups favoring low restrictions on foreign trade in-
cluded producers of exports, merchants engaged in either exporting or
importing or both, and the small group of intellectuals who favored an in-
ternational division of labor based on the exchange of primary products for
manufactures. Ranged against these groups were numerous merchants en-
gaged in the distribution of domestically produced commodities, landown-
ers and farmers selling products threatened by imports from other countries
(including other parts of Latin America), and the craft guilds concentrated

36 Hamilton’s influential work was published in 1791 – only fifteen years after the publication of Adam
Smith’s Wealth of Nations had provided the strongest possible case for minimal state intervention
and free trade.
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in the small urban centers whose artisan production could not be expected
to compete with imports without high tariffs.

The battle lines were clearly drawn, therefore, and the final decision rested
with government. Since the executive tended to be drawn from precisely
those groups lined up on different sides of the free-trade debate, it was not
surprising that government positions were often ambivalent, inconsistent,
and subject to change. Yet almost all Latin American governments were
subject to one overriding constraint – the budget – which tended to be de-
cisive in determining tariff policy.

The transition from colonialism to independence had increased, rather
than decreased, dependence on trade taxes. Nontrade taxes were often deeply
unpopular, difficult to administer, and easy to evade. Colombia abolished the
alcabala in 1836 and phased out the tobacco monopoly; by midcentury more
than 50 percent of all government revenue came from customs revenues,
and the tariff on cloth, shoes, and hats alone accounted for 75 percent of all
trade taxes. This example was by no means unique.

Faced with a yawning gap between revenue and expenditure, the govern-
ments of the newly independent states – with the exception of isolationist
Paraguay – issued bonds through the international capital market in an ef-
fort to increase their sources of income. In almost all cases the outcome was
unsatisfactory: The loans, reduced by exorbitant commissions and heavy
discounts, could not be serviced, and governments were forced to default
within a few years.

Foreign loans had therefore ceased to be an option by the end of the
1820s, and trade taxes accounted for a higher proportion of government
revenue in the 1830s than they had fifty years earlier. Governments may have
been aware of the “protective” function of the tariff, but in a fiscal crisis the
revenue purpose had to come first.

Maximizing government revenue from trade taxes did not mean punitive
rates of taxation. On the contrary, very high rates of tax would keep out
all imports and encourage contraband, leaving the government with no
revenue. Thus the trade treaties, which Great Britain in particular desired
to sign with the independent states, were generally seen as an acceptable
compromise, because they permitted the continuation of tariffs at rates
that stood a good chance of maximizing revenue. The one exception, the
1810 trade treaty between Great Britain and Brazil that gave the former
preferential access to the latter’s market at low tariff rates, provoked an
understandable reaction and it was not renewed when it lapsed in 1844.
Great Britain lost its preferential status, and Brazilian tariff rates were raised
substantially.37

37 An excellent account of the frictions generated between Brazil and Great Britain by the preferential
trade treaty is Manchester (1933), pp. 69–108.
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Revenue maximization was an art, not a science. Furthermore, the exis-
tence of numerous tariffs set at different rates – typically between 15 per-
cent and 100 percent – on goods competing with domestic production
gave ample scope for special pleading. In Peru, for example, the protection-
ist lobby was able to raise tariffs on a number of goods in the 1830s.38 In
Argentina the 1835 tariff code was almost overtly protectionist. In Mexico
the conservative Lucas Alamán was even able to ban the import of British
cottons in his efforts to promote the Mexican textile industry.39

Thus local interests could exploit the revenue-raising tariff for pro-
tectionist purposes in the first years after independence. Yet the element
of protection in the tariff – a by-product of revenue maximization – was
vulnerable in two ways. First, a failure of local industry to respond with
goods in sufficient quality and quantity to compete with imports was bound
to cause resentment once living standards started to rise. The tariff was also
extremely regressive. An illustrative example was provided for Colombia
in 1852 by Salvador Camacho Roldán: Although a peasant might earn 300
pesos a year, he would consume cloth worth 50 pesos and pay 20 pesos in
tariffs (7 percent of his income); meanwhile, a wealthy merchant with an
income of 6,000 pesos might purchase 50 pesos’ worth of imported silks
and pay a tariff of only 5 pesos (less than 0.1 percent of his income).40

Second, revenue maximization was only a conditional target. If the fiscal
crisis should start to abate – as a result, for example, of an expansion of
external trade – fiscal targets could be achieved with lower tariff rates. The
performance of exports was therefore crucial to the outcome of the free-trade
debate. We now turn to that important subject.

The export sector

The Bourbon and Pombaline reforms in the second half of the eighteenth
century had paved the way for the emergence of a number of new agricultural
exports from Latin America, but for many countries the basis of the export
economy was still mining. The mines had suffered badly during the first
two decades of the nineteenth century: Foreign markets had been disrupted
by the Napoleonic wars, and the struggle for independence had forced many
mineowners to abandon production, which led to flooding and subsidence.41

38 The protectionist lobby and its efforts to influence policy are well illustrated by Gootenberg (1989),
Chapter 3.

39 The promotion of the Mexican textile industry after independence became something of a cause célèbre
among those who did not succumb to the free-trade doctrine. See Salvucci (1987). pp. 166–76.

40 This example is given in Deas (1982) as part of a detailed study of nineteenth-century Colombian
public revenue.

41 Prados de la Escosura (1993) provides good case studies for several countries at the time of indepen-
dence.
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Recovery of mining capacity was considered a high priority in those
economies that were traditionally dependent on mining exports (Mexico,
Colombia, Peru, Bolivia, and Chile). Domestic capital for rehabilitating the
mines was scarce, but foreign capitalists – spurred on by (unsubstantiated)
stories of the region’s fabled mineral wealth – were keen to participate not
only in the recovery of mining capacity in traditional areas but also in the
search for new deposits. In 1824–5 no fewer than twenty-five British mining
associations were formed to operate in Latin America, with a total paid-in
capital of £3.5 million. Their activities stretched from Mexico to Chile,
with Paraguay the only country excluded.42

As with the government bonds issued in the same period, so it was with
the mining associations. Virtually all of them failed, the capital was lost,
and foreign investors formed a jaundiced view of a region that had promised
so much only a few years before. The capital invested had proved insufficient
for the task of rehabilitation, and foreigners were perhaps not best placed to
cope with the problems of running a successful business in countries that
were still subject to major political instability.

It would be wrong, however, to assume that the withdrawal of foreign
interest spelled disaster for the mining industry. In most of the mining
areas production and export had begun to recover by the 1840s, and in
some cases recovery came much sooner. Peruvian silver production doubled
in the 1830s; Mexican silver output hit bottom in the 1820s and then began
to recover slowly. Colombian gold exports continued to stagnate throughout
this period, but Mexican gold production doubled between the 1820s and
the 1840s – by which time it was almost back to late-eighteenth-century
levels.

In Chile mining output not only recovered, it far surpassed colonial levels
of production. This was due above all to the discovery of spectacular veins
of silver at Chañarcillo and of new, relatively accessible deposits of copper in
several locations, which helped to raise production from an annual average
of 1.5 million kg before independence to 12.3 million kg by 1850.43 The
ease of access to the new deposits kept capital costs down and therefore
avoided the problem in, for example, Mexico, where the need for heavy
capital investments delayed the recovery of production.

The world demand for copper was linked to the Industrial Revolution
underway in Europe and North America. In terms of the commodity lot-
tery (see Chapter 1), Chile was clearly fortunate to have gained access to the
world market on the basis of a product for which world demand was expand-
ing rapidly, market share could be increased, and costs of production were
low. The dominant mineral export for Latin America, however, remained

42 The failure of these foreign mining enterprises is described in Rippy (1959), pp. 23–5.
43 On the expansion of Chilean copper and silver production after independence, see Pederson (1966).
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silver, for which demand was determined primarily by its use as a means of
payment. With the gold standard already established in Great Britain and
later adopted by other countries, silver was an industry in long-run struc-
tural decline and therefore ill equipped to play the role of leading sector in
an export-led growth model.

The restrictions imposed on the nonmining economy until the eight-
eenth-century Bourbon reforms meant that only a handful of agricultural
exports could be described as “traditional.” Some of these, such as indigo
from Mexico and cochineal from Central America, would soon face compe-
tition from synthetic dyes. Another product, sugar, suffered from discrimi-
nation by the imperial powers in favor of their colonies and by measures to
promote the sugar beet industry in Europe.

It was not surprising, therefore, that many traditional agricultural exports
suffered relative and – in some cases – absolute decline in the years after
independence. In one instance, however, there was a spectacular boom. This
was Cuban sugar, which benefited from the collapse of the sugar industry in
the neighboring island of Hispaniola (ruled from Port-au-Prince until the
permanent division of the island in 1844) and from the settlement in Cuba
of many planters from other parts of Latin America following the collapse
of the Spanish and French empires. Indeed, Cuba was the first country in
Latin America to construct a railway – a direct response to the growth of
the sugar industry – the first lines of which were opened in 1838.44

In general, however, the performance of traditional exports was disap-
pointing. The expansion of agricultural exports therefore depended on non-
traditional exports – either those that had been established in the latter half
of the eighteenth century or new products that had not previously been
exported. In Brazil coffee continued its advance, rising to nearly 50 percent
of total exports by midcentury; in Colombia it began to take permanent
root;45 and in Costa Rica it was exported for the first time in the 1830s
and had established a strong presence by the 1840s. Cacao, almost a tradi-
tional export, responded to the growing European demand for chocolate,
and exports from both Venezuela and Ecuador rose significantly.46

The export of cattle and its by-products (e.g., hides, jerked beef, and
tallow) had acquired an important foothold in Argentina even before inde-
pendence. After a period of virtual stagnation in the 1820s, the industry
began to expand, and the rate of growth accelerated in the 1840s. Although
cattle exports were also growing in other parts of Latin America (notably

44 The growth of the Cuban sugar industry in this period has been the subject of many studies. See,
for example, Thomas (1971), pp. 109–27.

45 Ocampo (1984a), pp. 301–46, provides a superb account of the rise of coffee exports in nineteenth-
century Colombia. Although coffee exports became established in the first half of the century, the
major expansion was after 1850.

46 On the cacao industry, both in Latin America and elsewhere, see Clarence-Smith (2000).
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Venezuela), what is noteworthy about its growth in Argentina is the early
evidence of forward linkages. By midcentury many saladeros – some with
several hundred employees – had been established in Buenos Aires to pre-
pare jerked beef for foreign markets, including Brazil, where it was a staple
for many plantation slaves.47

The most spectacular nontraditional export was guano from Peru. From
a zero base in 1840, guano had reached 350,000 tons annually by the
1850s – nearly 60 percent of all Peruvian exports in that decade. Although
Peru’s guano age had only just begun by 1850, the main weaknesses were
already apparent: Guano, which required very little capital and used cheap,
unskilled, imported labor, was a rent-creating activity in which the surplus
was divided between the state and the (mainly foreign) merchants. Because
neither group was particularly disposed to use its share of the economic rent
to promote productive investment in other branches of the economy, the
struggle over rental shares made little difference to the long-run growth of
the Peruvian economy.48

The aggregate export performance of Latin America by midcentury was
therefore affected by three broad trends. First, the region was restoring
exports lost during the first two or even three decades of the nineteenth
century; second, export performance was affected by the presence of certain
traditional activities in long-run secular decline; third, exports were affected
by the growth or introduction of nontraditional products. Not surprisingly,
export performance by midcentury – if compared with the end of the eight-
eenth century – was not impressive in countries like Mexico and Bolivia,
where the negative impact of the first two trends was so strong. Where the
initial export decline had been modest (as in Argentina) or where nontra-
ditional exports had jumped in importance (as in Brazil and Peru), exports
did manage to grow in the first three decades after independence at a rate
that exceeded population expansion. The best performances were recorded
by Chile and Cuba, where favorable supply-side conditions allowed both
countries to win market share in copper and sugar, respectively.

Export statistics in this period of Latin American economic history are
deficient and incomplete, but we can use the evidence available to calculate a
rough measure of exports per person by midcentury (see Table 2.4).49 Some
of the results are unsurprising. Cuba, where the sugar industry was forging
ahead, achieved a level of exports per head higher than Australia’s ($16.5)

47 Many excellent monographs deal with this period of Argentine economic history. See, for example,
Brown (1979).

48 The classic statement on the weak backward and forward linkages associated with guano can be
found in Levin (1960). For a more positive assessment, see Hunt (1985).

49 Bairoch and Etemard (1985), Table 1.5, provide an estimate of exports per head for Latin America
in 1829–31 of $5.1. Though based on incomplete figures, this is very similar to the figure of $5.2
in 1850 found in Table 2.4 – confirming the stagnation of exports per head in the first decades after
independence.
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Table 2.4. Exports, population, and exports per head, circa 1850

Exports Population Exports per head
Country (in thousands of US$) (in thousands) (in US$)

Argentina 11,310 1,100 10.3
Bolivia 7,500 1,374 5.5
Brazil 35,850 7,230 5.0
Chile 11,308 1,443 7.8
Colombia 4,133 2,200 1.9
Costa Rica 1,150 101 11.4
Cuba 26,333 1,186 22.2
Dominican Republic 500 146 3.4
Ecuador 1,594 816 2.0
El Salvador 1,185 366 3.2
Guatemala 1,404 847 1.7
Haiti 4,499 938 4.8
Honduras 1,125 230 4.9
Mexico 24,313 7,662 3.2
Nicaragua 1,010 274 3.7
Paraguay 451 350 1.3
Peru 7,500 2,001 3.7
Puerto Rico 6,204a 495 13.7a

Uruguay 7,250 132 54.9
Venezuela 4,865 1,490 3.3
Latin America 159,484 30,381 5.2

Note: A three-year average has been used wherever possible.
a The exports and exports per head figures are for 1844.
Source: See Appendix I.

and as high as New Zealand’s ($21.4). Uruguay, with its tiny population
and high level of trade boosted by reexports from parts of Argentina and
Brazil, scored the highest figure. By midcentury Costa Rica had reaped a
good harvest from its early specialization in coffee. In general, however, the
figures suggest that the efforts to promote external trade had met with only
modest success. A handful of countries, notably Paraguay, had eschewed
export-led growth after independence,50 which accounts for the low ratio
of exports to population. Yet other countries that were ostensibly committed
to the expansion of external trade, such as Colombia and Mexico, appeared
to have made virtually no progress.

Export growth after independence was therefore far from spectacular, but
at least it appears to have been accompanied by a secular improvement in

50 The isolation of Paraguay in this period is not disputed. See, for example, Pastore (1994). Burns
(1980) argues that Guatemala under Rafael Carrera (1838–65) followed a similar path. This would
help to explain the extraordinarily low figure for Guatemalan exports per head in Table 2.4.
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the net barter terms of trade (NBTT). Although the price of some Latin
American primary-product exports (e.g., hides, indigo, and vanilla) did fall,
the price of imports (particularly textiles and clothing) fell even further. Leff,
for example, finds clear evidence of a substantial improvement in the NBTT
for Brazil up to the 1850s; this is confirmed for many other Latin American
countries in a study of their trade with France.51

The improvement in Latin America’s NBTT is not at all surprising for
this period. The growth of modern industry in Europe and North America
brought a downward shift in industrial supply curves, together with a fall
in the price of many manufactures, and competition ensured that this was
then passed on to consumers throughout the world. Production of most
primary products, however, was not yet subject to the same technological
revolution, so prices were determined much more by shifts in the world
demand curve. With world demand for primary products growing, this
implied price increases for many commodities and an improvement in the
NBTT of primary producers. Indeed, classical economists who wrote in the
midnineteenth century never questioned the prevailing assumption that
the NBTT of primary producers would improve in the long run.

The improvement in the NBTT meant that, despite the problems of the
export sector, the capacity to import started to increase. Customs revenue
rose, and the fiscal crisis became less acute. The disputes over the tariff did
not disappear, but several governments shifted toward a less protectionist
stance, and at least one – that of Peru – had become aggressively liberal
by the early 1850s.52 Even Paraguay, following Francia’s death in 1840,
had slowly begun to dismantle its self-imposed isolation in favor of a more
export-oriented development strategy.53

The nonexport economy

Not surprisingly, Latin America’s postindependence adoption of an
outward-looking strategy has led to a great deal of research on the ex-
port sector. Much less is known about the nonexport economy, particularly
in the first fifty years after independence – which is understandable in view
of the paucity of statistics compared with those on foreign trade. The ne-
glect of the nonexport economy in theoretical and empirical work on Latin
America’s economic history is most unfortunate, for several reasons.

51 For Brazil’s NBTT in this period, see Leff (1982a), p. 82. For the terms of trade between France and
Latin America, see Schneider (1981).

52 The final triumph of the free traders over their protectionist rivals is well described in Gootenberg
(1991).

53 See Lynch (1985b), pp. 668–70. For a spirited defense of the isolationism favored by Francia, see
Burns (1980).
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First, Latin America inherited a nonexport economy after independence
that may have suffered from extremely low levels of productivity and high
levels of inefficiency but which was far larger than the export sector. The
Bourbon and Pombaline reforms in the eighteenth century could not dis-
guise the fact that levels of international trade and international trade per
head were very modest, so the export sector accounted for a very small pro-
portion of real gross domestic product (GDP). In Brazil the ratio of exports
to GDP in the early 1820s was probably little more than 5 percent.54 Such
a small ratio kept imports per head to low levels and forced Brazil to meet
the bulk of its consumption requirements through domestic production of
goods and services. The flood of imports – mainly British – entering Latin
America at the time of independence may have temporarily distorted the
relationship between consumption and domestic production, but by the
end of the 1820s the traditional ratios had been restored.

The small size of the export sector meant that a policy of export-led
growth would not produce dividends unless and until the productivity of
the nonexport sector improved as a result of the growth of exports. Such a
transformation was more likely to occur if a large part of the nonexport sector
was complementary to exports. In the first decades after independence, how-
ever, this was by no means self-evident. The backward and forward linkages
of the export sector to the rest of the economy were generally weak, and the
derived demand for goods and services from the payment of factor incomes
was just as likely to stimulate imports as local production.

The nonexport economy was extremely heterogeneous and consisted of
those activities that in theory competed with imports (tradables) and those
that did not (nontradables). The most important tradables were agricul-
ture for domestic use, handicrafts, and artisan production, although some
services – notably coastal shipping – also faced foreign competition. Com-
merce, both wholesale and retail, was penetrated by foreign merchants, but
it must still be classified as nontradable because the activity itself could not
be satisfied by imports. Other important nontradables were construction,
transport, and personal services – above all, domestic servants. Financial
services and public administration (very important nontradables today), by
contrast, were very undeveloped.

Domestic agriculture centered on the hacienda, the small farm (known
in Mexico as a rancho), and – in some countries – Indian communal lands.
Economic growth in the late eighteenth century had led to an increase in the
marketed surplus from the hacienda, while the small farm had expanded in
those areas – such as Minas Gerais in Brazil – in which mining production

54 Brazil’s exports per head in the early 1820s were approximately $2 at 1880 prices. See Leff (1982),
p. 80. The subsistence level of GDP per head at 1880 prices – that is, the lowest realistic figure – is
about $40. Assuming Brazil was close to this level in the 1820s, this implies a ratio of exports to
GDP (at 1880 prices) of 5 percent.
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had gone into decline. The disruptions faced by domestic agriculture in the
first two decades of the nineteenth century were less than those faced by min-
ing, although the collapse of the colonial customs union was a severe blow to
farmers, such as those in central Chile, who were accustomed to supplying
other parts of the empire.55

The move toward free trade by independent Latin America did not pose
much of a threat to domestic agriculture. Restrictions on imports of many
foodstuffs continued, and the high cost of transportation was an additional
barrier against international competition. Land was plentiful, and working
capital was available – at least for the hacienda – through the traditional con-
duits of the Church and the merchant class once the disruptions associated
with independence had subsided.

The growth of the export sector was not a threat to domestic agriculture
either, except in a few isolated cases in which competition for scarce labor
drove up wage rates. More serious were the limited spread effects imposed
by the inadequate internal transport system in most countries. The growth
of henequen exports from the Yucatán, for example, could not do much to
call forth a larger marketed surplus from the Mexican Bajı́o56 as long as
transport links were inadequate. Countries with a littoral population, such
as Brazil, were better placed to exploit the opportunities as a result of coastal
shipping. Chile, with the same geographical features, went even further at
first and restricted coastal shipping to local firms although foreigners (as
individuals) were prominent in the trade.57

The most problematic part of the tradables sector was artisan or handi-
crafts production. This sector had developed in response to the consumption
needs of a population that was largely deprived of, or unable to pay for, im-
ports. Although in some cases the quality of workmanship was excellent,
unit costs were high and the technology used was extremely backward. Fur-
thermore, the absence of appropriate raw materials meant that the goods
produced – however ingenious – were often only an imperfect substitute
for what was required.58

The only way the sector could effectively protect itself against imports
was to transform itself into modern manufacturing through the transfer of

55 Chile was able to export wheat and flour to Australia and California during the midcentury gold
rush. See Garcı́a (1989), pp. 84–6.

56 Haber (1992) has drawn attention to the transport bottlenecks that impeded the growth of Mexican
industry in the first half-century after independence.

57 The Chilean merchant navy was promoted by an 1835 law which reserved all domestic coastal trade
for Chilean ships. By 1850, however, this discrimination against foreign ships had been ended. See
Garcı́a (1989), pp. 112–18.

58 A good example is the widespread use of leather windows in the cattle-producing regions of Latin
America, where glass was either unavailable or prohibitively expensive.
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imported technology. This process, known as protoindustrialization, had
occurred in parts of Europe and was taking place in the United States in
response to the Industrial Revolution in Great Britain. Studies of protoin-
dustrialization in Latin America are still in their infancy, but it appears not
to have been of any importance.59 On the contrary, the growth of modern
manufacturing in Latin America was an independent process that threatened
the handicraft sector as much as imports did.

The textile industry provides the clearest example of these tensions.
Consumption, apart from the finest cloths, had traditionally been met by
the output of obrajes, or workshops, which operated with a simple labor-
intensive technology.60 Following independence, imports expanded and
came to represent the single largest item in the import bill. The pene-
tration of these imports, products of modern manufacturing, above all in
Great Britain, the United States, and France, encouraged several republics –
notably Mexico – to promote modern manufacturing techniques that com-
peted with the production from the obrajes as much as with imports.

The failure of the handicraft sector to adapt to the spread of new tech-
nology was not immediately apparent. The low level of exports and their
slow growth in the first few decades after independence restricted the pen-
etration of imports, and inadequate transport provided artisan production
in the interior with high levels of protection. In some cases – for exam-
ple, traditional Indian dress in Guatemala – imports could never be more
than an imperfect substitute, given the complexity and variety of domestic
designs.

The handicraft sector was also protected by the very modest growth of
modern manufacturing in the first decades after independence. The rea-
sons for this failure are not self-evident. The transition to free trade, as
stressed above, did not mean laissez-faire, and both tariff and nontariff bar-
riers provided a significant degree of protection for many industrial goods.
Markets were small, but the population was growing and some parts of
Latin America had demographic profiles that were not so different from
European countries in which the Industrial Revolution was beginning to
take root.61

The establishment of a modern textile industry in Mexico showed what
could be achieved. The state-supported Banco de Avı́o, financed by tariffs

59 Berry (1987) provides a careful assessment of the obstacles to protoindustrialization in the Colombian
case.

60 See Salvucci (1987) and Thomson (1989). For the textile industry in Peru, see Gootenberg (1989),
pp. 46–8.

61 At the time of independence the population of Brazil, for example, was roughly comparable to those
of Portugal, Romania, and Sweden and was much larger than those of Denmark, Finland, Greece,
Norway, and Serbia. See Berend (1982), p. 46.
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on imports, channeled finance toward the new activities, while trade policy
even prohibited certain classes of competing imports. The transfer of tech-
nology was carried out through the importation of machines and, where
necessary, skilled labor.62

Elsewhere, no such consensus in favor of modern manufacturing existed,
and policy was not consistent. Peru, for example, vacillated between lib-
eral import policies and outright prohibition until the 1850s, when the
republic finally settled for an open trading regime. Brazil adopted a more
protectionist stance, following the end of the preferential trade treaty with
Great Britain in 1844, but it failed to adopt other measures in support of
modern manufacturing.63 Even Mexico could not sustain the consensus in
favor of modern manufacturing: the Banco de Avı́o closed in the 1840s,
leaving a serious gap in the industrial capital market.

The reluctance to promote modern manufacturing was understandable.
Textile manufacturing in Mexico, for example, may have been successful in
production terms, but unit costs remained high, and the industry could not
compete in export markets. Meanwhile, the price of manufactured imports –
including textiles – continued to fall as technological innovations shifted
supply curves downward. The case for basing comparative advantage on
primary-product exports was strong.

The consequence was a nonexport sector in which many branches were
ill equipped to take advantage of the growth of exports. With weak link-
ages, fast economic growth required exceptional export performance. Yet,
as we have seen, export growth in the first few decades after independence
was far from spectacular. Thus the transition to free trade put pressure on
the import-competing branches of the nonexport sector, while the rest of
the nonexport sector received only a modest stimulus from any growth in
exports. For many republics it was the worst of both worlds.

Regional differences

By midcentury a consensus had emerged throughout the countries of Latin
America in favor of export-led growth. The adoption of this consensus
had not been straightforward, however, and in a number of countries (e.g.,
Mexico and Brazil) the policies designed to support export-led growth were
inconsistent. Furthermore, a few republics were still in such a chronic state
of political instability (e.g., Central America, Ecuador, and Bolivia) that
governments lacked the means of implementing policies in favor of export-
led growth, even when a consensus had emerged to support it.

62 On Mexican policies to promote industry in general, see Thomson (1985), pp. 113–42.
63 See Prado (1991), pp. 118–65.
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Countries that adopted consistent policies in support of export-led
growth tended to be those favored by the commodity lottery. Chile, under
the stern influence of the conservative Diego Portales, put in place a se-
ries of reforms that reinforced the expansion of external trade facilitated by
copper and silver exports. Peru, following its success with guano, adopted
a full-fledged export-led model, and in Cuba the colonial administration
swept away the remaining obstacles in the path of sugar exports.

The main beneficiaries of the commodity lottery were those countries
that were best placed to satisfy the ever-growing demand for foodstuffs and
raw materials by the expanding economies of Europe and the United States.
Due to high international transport costs, this generally meant countries
with well-developed Atlantic ports, such as Argentina and Cuba, but for a
country that enjoyed a dominant position in the world market – as in the
case of Peruvian guano – a Pacific Coast location was not a serious problem.
Furthermore, in the case of minerals – such as Chilean copper – the high
ratio of export value to transport costs also meant that location was not so
important.

The advantages of the commodity lottery for certain products could easily
be swamped by the decline of traditional exports, however. This was clearly
the case in Colombia, where expanding exports of quinine, tobacco, and (to
a lesser extent) coffee could only partially compensate for the decline in gold
exports. It was also true of Brazil, where the decline of cotton and sugar in
the Northeast dampened the expansionary impact of the coffee boom, and of
Argentina, where the export growth associated with the cattle industry had
to compensate for the fall in reexports of silver from the mines of Potosı́.64

In a few cases the decline or stagnation of traditional exports was not
matched by the growth of nontraditional exports, and aggregate export
performance was extremely unsatisfactory. In both Haiti and the Dominican
Republic the demise of the sugar industry as a result of the struggle for
independence left a gaping hole in the economy. Central America, with
the exception of coffee in Costa Rica, struggled unsuccessfully to find new
products with which to insert itself into the world market, and Bolivia was
unable to compensate for the decline of its traditional silver industry.

Paraguay, in self-imposed isolation until the 1840s, was the last country
to adopt export-led growth, and by midcentury the results were still barely
visible. Forced by its geographical location to export its products mainly
through the River Plate, Paraguay was at the mercy of its more powerful
Atlantic neighbors. Yet Paraguay had little choice: The years of isolation
under Francia had brought little material prosperity, and the absence of

64 Under colonial administration, following the Bourbon reforms, silver from Upper Peru (Bolivia)
had begun to be exported through Buenos Aires. This profitable trade declined after independence.
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imports to buy capital goods was a severe constraint on the emergence of
almost all new activities.65

Export performance was an important determinant of export-led growth.
It was not the only determinant, however, for the links between the export
sector and the rest of the economy must also be considered. Although
research in this area is still in its infancy, it seems clear that these links
varied from moderate to very weak. In Peru fast growth of exports occurred
at the same time as a sharp contraction in the number of manufacturing and
service businesses in the Lima economy,66 and only commerce experienced
a significant expansion. In Brazil and Cuba the use of slave labor in the
expanding exports of coffee and sugar, respectively, reduced the derived
demand for consumer goods to a minimum.

The links between the export and nonexport sectors were determined
by many considerations. The “ideal” product generated forward linkages
through a significant degree of processing, backward linkages through do-
mestically produced inputs, high fiscal revenues through tax receipts, and
demand for domestically produced consumer goods through payment of fac-
tor incomes. Clearly no products matched all these requirements, but some
fared better than others. Thus Chilean copper generated some forward link-
ages through a simple refining process, earned substantial revenue for the
state, and provided a derived demand for consumer goods through payment
of high wage incomes. Peruvian guano, on the other hand, had no back-
ward or forward linkages and generated only a modest demand for consumer
goods, although it did contribute handsomely to government revenue.67

Thus only Chile appeared to enjoy both rapid growth of exports and mod-
erate links between the export and nonexport sectors of the economy. Chile
is probably the only country to have come close to the 1.5 percent growth
of real income per head recorded by the United States in this period.68

Elsewhere, given the expansion of the population,69 growth of real income
per head was probably modest indeed, or even negative.

65 This is the generally held view of the Francia regime, although it is challenged by Burns (1980).
In this and subsequent work – see, for example, Burns (1991) for a study of nineteenth-century
Nicaragua – Burns argues that the equality of income distribution and material prosperity for “the
folk” varied inversely with the extent of external trade.

66 See Gootenberg (1989), Table 2.1, p. 165.
67 It is the fiscal contribution, allowing an increase in government expenditure, that leads Hunt (1985)

to argue that the contribution of guano was much more positive than has usually been claimed.
68 The most detailed study on U.S. growth rates per head after 1774 is that by Gallman (2000). Dı́az,

Lüders, and Wagner (1998, AE18) estimate the rate of growth of Chilean GDP per head to have been
1.4 percent between 1820 and 1850. By contrast, Maddison (1995, p. 202) estimates a negative
rate of growth for Mexico and a mere 0.2 percent for Brazil.

69 By 1850 (see Table 2.4) the population of Latin America had reached 30 million. Assuming the
figure given for 1823 in Table 2.1 is accurate, this implies an annual rate of growth of population
of 1.4 percent.



The struggle for national identity 45

Among the many thousands of people who crossed the Atlantic from
Europe at this time, few voluntarily chose Latin America as their final
destination. Moreover, the trade in African slaves to Brazil, Cuba, and
Puerto Rico continued unabated, despite the long diplomatic offensive by
Great Britain. Many of the foreign merchants who had arrived with such
enthusiasm around the time of independence had returned home, and few
skilled workers were attracted as yet by the mining and other export activ-
ities. The great expectations formed at the time of independence had not
been fulfilled, and Bolı́var’s vision of Latin American unity had collapsed.
For most Latin Americans the major consolation was that things could only
improve.



3

The export sector and the world
economy, circa 1850–1914

By the middle of the nineteenth century the growth of the world economy
and the secular expansion of international trade provided the background
for all discussion in Latin America on economic policy and economic de-
velopment. Throughout the subcontinent a broad measure of agreement
had been reached that Latin America’s best hope for rapid economic ad-
vancement rested on closer integration into the world economy through
commodity exports and capital imports, with some countries also favoring
European immigration. Alternative theories, which emphasized either pro-
tection of domestic import-competing activities or (less realistically) the
promotion of manufactured exports, commanded little support among the
political elite.

As the early postindependence period had shown, the growth of com-
modity exports in the presence of a favorable external stimulus could not
be taken for granted. The obstacles on the supply side were still consider-
able, and the political weakness of many of the emerging states was a major
handicap. Even an apparently strong state, such as Argentina under General
Juan Manuel de Rosas (1829–52), lacked the necessary political consensus
to implement successfully a set of consistent economic policies.

The problem was not made any easier by the attentions of foreign pow-
ers, whose respect for Latin American independence was sometimes am-
bivalent. Spain, for example, made an unsuccessful attempt to reestablish
its authority over both the Dominican Republic and the Pacific islands off
the coast of Peru in the 1860s,1 but it did succeed in putting down a ten-
year struggle for independence in Cuba (1868–78).2 France intervened in

1 The most serious of these episodes was the annexation of Santo Domingo (the Dominican Republic)
by Spain in 1861. It took four years to restore the country’s independence. See Moya Pons (1985),
pp. 272–5.

2 This unsuccessful ten-year struggle for independence launched José Martı́ as a leader of the Cuban
nationalist movement. See Foner (1963), Chapters 15–21. Martı́ was the leader of the nationalist
movement at the start of the war (1895–8) that finally ended Spanish rule in Cuba although he
himself was killed in 1895.
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Mexico (1861–7) to impose and then support the Hapsburg Maximilian as
emperor in an imperialist gesture that the United States, despite the Monroe
Doctrine, was at first powerless to resist because of its Civil War.3

Great Britain, France, and The Netherlands, which had colonies to pro-
tect in the Americas, were all involved in occasional territorial disputes
with independent Latin American states, but these were relatively minor.4

More serious were the frictions with European powers caused by commerce
in general and by investments in particular. Brazil broke off diplomatic re-
lations with Great Britain following the latter’s vigorous efforts to suppress
the slave trade.5 French intervention in Mexico began as a tripartite effort
with Great Britain and Spain in 1861 to enforce bond repayments.6 In 1902
irritation at nonpayment of bond interest drove Great Britain, Germany,
and Italy to blockade Venezuela.7

The appearance of European warships off the coast of Venezuela was a
challenge not just to the government in Caracas but also to the United States.
Flushed by its success in helping to drive Spain out of Cuba, Puerto Rico,
and the Philippines,8 the United States launched itself in the Caribbean in a
fashion that was colonialist in all but name.9 Panama was prized away from
Colombia in 1903, and work immediately began on the interoceanic canal.10

3 The Monroe Doctrine, proclaimed in the 1820s, gave warning of U.S. resistance to all attempts to
establish new European possessions in the Americas. The French intervention in Mexico is described
in Haslip (1971).

4 In the nineteenth century Denmark and Sweden also had small colonies in the Caribbean. Only Great
Britain (British Honduras, British Guiana), France (French Guiana), and The Netherlands (Dutch
Guiana) had mainland possessions; all three European powers controlled islands in the Caribbean
and – in the British case – in the South Atlantic (the Falkland Islands and dependencies). British
protectorates in the Bay Islands (off Honduras) and on the Mosquito Coast of Central America
(Honduras and Nicaragua) were abandoned after 1860.

5 The Atlantic slave trade was seen by Brazil as essential to maintaining the supply of slave labor. On
the friction between Brazil and Great Britain created by the trade, see Bethell (1970).

6 The liberal reforms launched by President Benito Juárez after the adoption of the 1857 constitution
provoked a strong conservative reaction that led to civil war. The Mexican state could not meet its
debt obligations, so Europe intervened in 1861. See Marichal (1989), pp. 65–7.

7 This blockade, discussed in detail in Hood (1975), provoked two very different reactions. Latin
American states promoted the Drago Doctrine, designed to ensure that nonpayment of debt never
became a reason for foreign military intervention. The United States, on the other hand, would
shortly proclaim the Roosevelt Corollary to the Monroe Doctrine, the purpose of which was to
reduce the justification for European intervention through greater U.S. involvement in the internal
affairs of countries “at risk.”

8 This projection of U.S. strength, a reflection of its emergence as an economic power of the first rank
in the last quarter of the nineteenth century, is discussed in Smith (1986).

9 An excellent “insider” account of this period of U.S. expansion appears in Munro (1964). Dana
Munro was a State Department official who worked on Caribbean and Central American affairs for
many years.

10 The literature on the part played by the United States in the independence of Panama is huge. See,
for example, Schoonover (1991), Chapter 6.
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Nicaragua was occupied for the first time in 1912,11 and a few years later
U.S. marines entered Haiti and the Dominican Republic.12 Puerto Rico
traded Spanish rule for U.S. suzerainty, and Cuba narrowly escaped the
same fate.13 Following a tradition established by European powers, the
United States took control of the customs house in a number of republics in
order to ensure prompt payment of external debts and to reduce the chance
of further European interventions.14

These episodes in imperial history were both the cause and the effect of
political weakness and instability in Latin America. Political stability was
also threatened by a number of territorial disputes between Latin American
states, which in a few cases even put a country’s survival at risk. The most
tragic instance was the War of the Triple Alliance (1865–70), which dragged
Paraguay, under Francisco Solano López, into a suicidal conflict with
Argentina, Brazil, and Uruguay. In the end the defeated Paraguay was
allowed to survive as an independent country, but only after it had been
deprived of some of its territory and after most of its adult male population
had been killed.15

Bolivia also suffered dearly for its military weakness. During the War of
the Pacific (1879–83) it joined forces with Peru against Chile, but defeat
led to the loss of its Pacific coastline and – along with Peru – of a slice of
desert rich in nitrates.16 Some twenty years later, Bolivia lost Acre to Brazil
in an episode remarkably similar to Mexico’s loss of Texas, and Ecuador lost
territory throughout the nineteenth century to Colombia, Peru, and Brazil.
In this zero-sum game of territorial transfers, Brazil gained the most. It used
a mixture of force and diplomacy to extend its boundaries even beyond those
it inherited from Portugal.

The ever-present threat of territorial dispute in the nineteenth century
forced governments to keep armed forces, which not only acted as a drain

11 The first phase of U.S. intervention in Nicaragua is described through the eyes of a journalist in
Denny (1929). On the whole period of military intervention, which finally ended in 1933, see
Bulmer-Thomas (1990b).

12 These U.S. interventions in Hispaniola (the name given by Columbus to the island shared by
Haitians and Dominicans) are well described in Langley (1983), Chapters 10–12.

13 Puerto Rico’s transition from Spanish colony to U.S. possession is described in Carr (1984). Cuba’s
independence was formally recognized by the United States, but only after the new republic had
agreed to incorporate the Platt Amendment into its constitution. This placed numerous restrictions
on Cuban sovereignty and gave the United States the right to intervene under certain circumstances.
It also gave the United States control in perpetuity over Guantanamo Bay. On the Platt Amendment,
which was finally abrogated in 1934, see Langley (1968).

14 This exercise was part of what has become known as “dollar diplomacy.” See Munro (1964).
15 Estimates of the population of Paraguay in the nineteenth century are subject to a large margin of

error. The most reliable estimates suggest that the population fell from 350,000 in 1850 to 221,000
in 1870 and that the 1850 figure was not reached again until 1890. See Appendix 1.

16 Bolivia’s loss of its Pacific coastline and the implications of the loss for the nation’s development are
discussed in Bonilla (1985).
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on scarce fiscal resources but also impeded the efforts to establish strong
civilian-controlled political institutions. By the outbreak of the First World
War only a handful of countries (Argentina, Colombia, Costa Rica, Chile,
and Uruguay) had come close to establishing a representative political sys-
tem, and even in these republics such institutions were very far from perfect.
Small elites, usually with landed interests, continued to exercise a dominant
political and economic influence throughout the region.

In the century leading up to the First World War, for most of Latin
America the choice was between anarchy, oligarchic rule, or dictatorship.
The latter could bring stability for a time – as it did in Venezuela under
Antonio Guzmán Blanco (1870–88)17 – and even economic progress – as it
did in Mexico under Porfirio Dı́az (1876–1911)18 – but it was never based
on a broad consensus and therefore reflected only a narrow range of interests.

Throughout the period from midcentury to the First World War, the key
issues of public debate were not so much economic as political: liberalism
versus conservatism; centralism versus federalism; the relations between
church and state, positivism, and social organization; racial questions; the
nature of the constitution; and so on.19 Economic issues, which figured so
prominently in public debate in the second half of the twentieth century,
were relatively noncontroversial after the midnineteenth century. The free-
trade issue had been settled, a certain degree of protection for domestic
activity was considered acceptable, and foreign investment and foreign im-
migration were generally encouraged.

This lack of controversy should not blind us to the problems of im-
plementing a consistent set of economic policies. Governments knew, or
thought they knew, what to do to promote the export of primary products –
modest export taxes, public investment in social infrastructure, and pro-
motion of foreign investment were considered the key ingredients. There
was little consideration of how the growth of the export sector would trans-
form the rest of the economy, however, although the latter – even by the
beginning of the First World War – was still far more important than the
former.

Thus economic policy was concerned primarily with the needs of the
export sector, and its impact on the rest of the economy remained uncertain.
The prevailing view emphasized the need to expand the export sector on the
assumption that, in some ill-defined fashion, export growth would enhance

17 Antonio Guzmán Blanco was the dominant figure in Venezuelan politics for nearly two decades,
during which the republic had its first real taste of political stability since independence and a liberal
modernization program like those in other parts of Latin America was adopted. There was nothing
“liberal,” however, about Guzmán Blanco’s system of political control. See Deas (1985).

18 The economic achievements of this period, known as the Porfiriato, are discussed in Rosenzweig
Hernández (1989), Chapters 4–6. The politics of the period and the background to the Mexican
Revolution are superbly outlined in Knight (1986a), Chapters 1–3.

19 On all these issues of public debate, see Hale (1986).
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productivity growth and structural change throughout the economy. Export
growth, it was assumed, was virtually the same as export-led growth.

Bearing this in mind, it is not difficult to reconcile the optimism of con-
temporary reports – particularly in the last decade before the First World
War – with what we shall see to have been a generally unsatisfactory eco-
nomic performance. Contemporaries – both foreign and Latin American –
were concerned above all with the export sector and activities (such as
railways) complementary to exports: A strong export performance, it was
argued, was the key to success. Provided the export sector expanded, the
rest of the economy would take care of itself. Such optimism may have been
well founded in the case of Argentina, where the benefits of export-sector
growth were indeed leading to the transformation of domestic agriculture,
manufacturing, and services, but it was clearly misplaced in the case of
countries like Bolivia or Ecuador, where the low productivity of the nonex-
port economy was largely unaffected, even during periods of rapid export
expansion.

The policy context is examined in much more detail in the next two
chapters, but first it is necessary to consider the logic of the export-led
growth model and the expansion of the world economy, which provided
the stimulus for development. We must also examine how and why the
response of the export sector to this stimulus was not the same across Latin
America. These are the principal themes of this chapter.

World demand and the export-led growth model

In the nineteenth century, U.S. real gross national product (GNP) per head
increased at an annual rate of nearly 1.5 percent.20 We can think of this as
the target rate of growth for the countries of Latin America after 1850 –
the rate that was needed if they were to emulate the extraordinary success
of the U.S. economy. This target implied a doubling of living standards
in just under fifty years – a modest-enough goal by the more demanding
standards of the twentieth century.

In the same period the population of Latin America grew at roughly the
same rate (1.5 percent), although there was substantial variation between
countries. Thus the target rate of growth for real gross domestic product
(GDP) over this period can be thought of as 3 percent per year for the region
as a whole, even though for individual countries this figure clearly needs
to be adjusted upward or downward, depending on whether population
growth exceeded or fell below the regional rate of demographic expansion.

In order to explore the logic of export-led growth, we can think of the
real economy as consisting of two parts: an export sector and a nonexport

20 Derived from Gellman (2000), Table 1.6, p. 22, using figures for 1800 and 1909 at constant prices.



The export sector and the world economy 51

sector. The export sector consists of all value added in export activities; the
nonexport sector consists of value added in everything else. We can then
write the target rate of growth, g(y), as follows:

g (y ) = w · g (x ) + (1 − w ) · g (n x ) (3.1)

where w is the share of the export sector in real GDP, g(x) is the growth rate
of the export sector, and g(nx) is the growth rate of the nonexport economy
(with all growth rates expressed as annual averages). It follows that the rate
of growth of the export sector consistent with the target rate of growth of
real GDP can be written as follows:

g (x ) = [g (y )/w ] − [(1 − w )/w ]g (n x ) (3.2)

Thus equation (3.2)can be used to solve for the required rate of growth of
the export sector, given a target rate of growth of GDP, g(y), while making
various assumptions about the share, w, of the export sector in GDP and
the growth of the nonexport sector, g(nx).

By midcentury the share of the export sector in real GDP was still mod-
est, although it can safely be assumed to have risen during the period up to
the First World War as growth in export activities outstripped the growth
of the nonexport economy. If we also assume that the share of the export sec-
tor (measured by net output) in GDP and the share of exports (as measured
by final expenditure) in GDP are similar, then w can be estimated at be-
tween 10 percent to 40 percent for all countries throughout the period (see
Appendix 2). The lowest share can be expected to occur in large countries
with low levels of exports per head (e.g., Brazil), and the highest share can
be expected in small countries with high levels of exports per head (e.g.,
Cuba).

The growth of the nonexport sector is more complex. We can consider
four possibilities. First, labor productivity in the nonexport economy does
not change, so value added simply rises in line with labor supply. However,
the relative size of the nonexport sector – (1 – w); that is, an estimated 60
percent to 90 percent of GDP – is such that its labor supply can be assumed
to grow at roughly the same rate as the population as a whole. Thus in
this first case value added in the nonexport sector simply rises at the same
rate as population. Second, labor productivity rises modestly, at 0.5 percent
per year, as a result of technological progress, so value added in the nonex-
port sector rises at 0.5 percent plus the annual population growth. Third,
labor productivity rises at 1 percent a year, so value added in the nonex-
port sector increases at 1 percent plus the annual population growth. The
fourth possibility is that labor productivity in the nonexport sector grows
at the target rate of growth for the economy as a whole – 1.5 percent – so
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Figure 3.1. Required export growth rate to achieve target rate of growth of 1.5 percent
real GDP per head: g(nx) = annual rate of growth (%) of nonexport sector; w = share of

export sector in GDP; population growth rate = 1.5 percent per annum.

value added in the nonexport sector increases at 1.5 percent plus the annual
population growth. This is less likely, however, because it implies that the
export sector and the nonexport sector are growing at the same rate, with
no increase in the share of exports in GDP. Although this might be a highly
desirable outcome at the end of a long period of export-led growth, it could
not normally be expected at the beginning.

Using equation (3.2),we can now work out the rate of growth of the
export sector in Latin America consistent with a target rate of growth of
3 percent for real GDP (1.5 percent real GDP per head plus 1.5 percent
population growth), while making different assumptions about the share
of the export sector in real GDP, w, and the rate of growth of the nonexport
economy. The result is a matrix (Figure 3.1.) in which the columns record
the different assumptions about the annual growth of the nonexport sector
and the rows show the different assumptions about the share of the export
sector in GDP. The numbers in the matrix indicate the rate of growth of
the export sector that is required to achieve a target annual rate of growth
of 1.5 percent for real GDP per head under the different assumptions.

The “required” annual rate of growth of exports in Figure 3.1. for Latin
America as a whole is between 3.0 percent and 16.5 percent, depending on
the assumptions made about the share of exports in GDP, w, and the rate
of growth of the nonexport sector, g(nx). This is a very wide range, but it is
possible to narrow it considerably by making some additional (and realistic)
assumptions. First, the share of w for Latin America as a whole is likely to
have varied only between 0.1 and 0.25 in the period under consideration (see
Appendix 2). Second, it is safe to assume both that there was some growth
of labor productivity in the nonexport sector and that it was less than 1.5
percent per year. This eliminates the first and last columns in Figure 3.1.
With these additional assumptions, the relevant range for annual export
growth between 1850 and the First World War is 4.5 percent to 12.0 percent
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per year. Thus the minimum requirement for increasing real GDP per head
at 1.5 percent per year was an annual rate of growth of exports of 4.5 percent.

This was the challenge facing the export-led growth model. To see if it was
feasible, we must now turn to the growth of world demand. By the second
half of the nineteenth century the Industrial Revolution had created four
world economic powers (Great Britain, France, Germany, and the United
States), whose estimated real GDP growth is recorded in Table 3.1. These
rates of growth in turn generated a demand for imports (also recorded in
Table 3.1) which generally – the main exception being the United States –
rose faster than real GDP.

The specific weight of these four countries in the world economy was
enormous. By the last quarter of the nineteenth century they accounted
for around 60 percent of world exports and imports,21 and they played a
predominant role in the foreign trade of Latin America. Yet, as Table 3.1
makes clear, the rate of growth of their imports was generally below the rate
of growth required by Latin American exports to achieve the target rate of
growth of real GDP. Only in exceptional periods, such as 1899–1912 in
the United States, did import growth exceed 5 percent a year.

It did not follow that the export-led growth model was flawed. There
were, in fact, four main reasons why Latin American exports could grow
faster than world imports in the period under consideration. First, the
composition of advanced-country imports was changing, and the demand
for certain raw materials and foodstuffs (primary products) was growing
disproportionately rapidly. The rise of industry had unleashed an unprece-
dented demand for crude raw materials – in many cases not available in
the advanced countries – and the increase in real income was stimulating
a demand for foodstuffs, some of which were luxury goods and therefore
enjoyed high income elasticities.

Second, industrialization in the advanced countries was producing a shift
in resources from agriculture to manufacturing, as well as rapid rural–urban
migration. This brought about a reconsideration of protection for agricul-
ture (notably in Great Britain) and tariff and nontariff barriers were progres-
sively lowered. This led, in turn, to an increase in the proportion of consump-
tion that was met by imports. Although agricultural protectionism began
to increase toward the end of the century in the less-industrialized parts of
Europe,22 this was not at first a serious threat to Latin America, for only a
small fraction of its exports were sold in the European periphery.

Third, the shift toward free trade in the nineteenth century led to a reduc-
tion in the preferences received by European colonies. The discrimination

21 The importance of these four countries in the world economy is demonstrated in Lewis (1978). See
also Latham (1978) and Solomou (1990).

22 Industrialization in the European periphery is discussed in Berend (1982).
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Table 3.1. Annual growth of world output and imports, circa 1850–1913

Growth of Growth of
real GDPa (%) imports (%) Notes

United States
1873–1892 4.6 1.2
1892–1906 4.1 3.9
1884–1899 4.3 1.9
1899–1912 3.8 7.9
1850–1912 4.1 3.7

United Kingdom
1845–1913 2.0 3.2 Imports at constant prices in
1856–1913 1.9 2.7 the nineteenth century
1856–1873 2.1 4.6 doubled every 19 years.
1873–1899 2.1 1.0 This implies an annual
1899–1913 1.3 3.4 growth in volume terms

of 3.7%.b

Germany
1857–1874 2.5 n/a
1874–1884 1.3 n/a
1884–1900 3.2 3.7
1900–1913 2.9 4.9
1884–1913 3.1 4.2

France
1852–1912 1.5 3.6 Imports from the 1830s to
1852–1869 1.8 7.1 1913 doubled every 22
1875–1892 0.7 1.0 years. This implies an
1892–1912 1.9 3.4 annual growth of 3.2%.b

World
1882–1890 2.6 3.0 Import growth estimated in
1890–1899 2.8 n/a volume terms. The
1899–1907 3.1 3.8 periods are slightly
1907–1913 2.6 4.5 different from those used
1881–1913 n/a 3.5 for GDP growth.

a For Germany, NDP, net domestic product, is used.
b Staley (1944), p. 127.
Sources: United States: GDP growth rates from Solomou (1990), p. 49, except for 1850–1912,
which have been derived from Mitchell (1983); import growth rates derived from Mitchell
(1983). United Kingdom: GDP growth rates from Solomou (1990), p. 28; import growth
rates derived from Mitchell (1988). Germany: NDP growth rates from Solomou (1990),
p. 37; import growth rates derived from Mitchell (1980). France: GDP growth rates from
Solomou (1990), p. 43; import growth rates derived from Mitchell (1980). World: GDP
growth rates from Solomou (1990), p. 58; import growth rates taken from Staley (1944),
p. 126.
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suffered by Latin America in European markets began to erode, and a pro-
cess of trade creation took place, allowing Latin America to increase market
share at the expense of other countries. Great Britain provided the clearest
example of this process: By the end of the nineteenth century the advan-
tages enjoyed by its colonies in international trade had almost completely
dissipated.23

Fourth, the data in Table 3.1 in general refer to the value of imports.
What was relevant for Latin America’s real GDP, however, was the volume
of exports. If prices were falling, the volume of developed-country imports
would be growing faster than their value. This would permit, ceteris pari-
bus, a higher growth of exports by volume from Latin America.

The growth of world trade reported in Table 3.1 was therefore not nec-
essarily inconsistent with the rates of growth of Latin American exports
implied by Figure 3.1.. In theory it was possible for Latin American coun-
tries to increase exports at a rate consistent with a rise of living standards
similar to that in the United States. Nevertheless, a clear dilemma existed. If
export-led growth was pursued without much consideration for increasing
productivity in the nonexport sector, it required rates of growth of exports
(see, for example, the first column of Figure 3.1.) that were possible only
under very special circumstances. If, on the other hand, exports could only
be expected to grow in line with imports in the industrialized countries,
economic policy needed to address the obstacles that prevented a more rapid
rise of productivity in the nonexport sector.

Furthermore, international trade was subject to a number of forces that
made the task of long-run export growth at fast rates much more diffi-
cult. The first problem was the cyclical pattern of international trade that
resulted from the long swings to which capitalist economies were prone.
Although research casts doubt on the existence of Kondratieff waves (sub-
ject to a fifty-year cycle24), evidence in all the major capitalist countries
clearly reveals both a Juglar business cycle (nine to ten years) and Kuznets
swings (approximately twenty years25). Unlike the depression at the end of
the 1920s, these cycles did not necessarily affect all countries at the same
time – international economic integration was not as advanced then as it
would be in the interwar period – so not all markets were simultaneously
depressed. Nevertheless, a depression in even one major market was a se-
rious blow to a country seeking to sustain long-run export growth at very
fast rates.

23 The key decision was the repeal of the Corn Laws in 1846, which ended protection for British cereal
farmers. The ending of colonial preference took longer to complete, but its effects on Latin America
were significant. The region’s share of Third World fruit and vegetable exports, for example, rose
from zero in 1829–31 to 29 percent in 1911–13. See Bairoch and Etemard (1985), p. 79.

24 See Solomou (1990), Chapter 1.
25 See Lewis (1978), Chapter 2.
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Second, international trade was frequently affected by exogenous shocks
that had no obvious pattern. The U.S. Civil War, for example, depressed
the U.S. market for imports for a number of years in the 1860s;26 the
Franco–Prussian war in 1870 disrupted French imports in the first half of the
1870s; Great Britain’s financial crisis in 1890 negatively affected imports
from its most important Latin American trade partners for a number of
years.27 In each case trade recovered quickly after the crisis had passed, but
the long-run rate of growth of exports was still adversely affected.

Third, in many cases Latin American countries acquired dominant posi-
tions in the markets for particular commodities before the First World War.
On the eve of the war Brazil contributed more than 70 percent of world
coffee production, Bolivia more than 20 percent of world tin production,
and Ecuador more than 15 percent of world cacao exports. A dominant
position was a tribute to rapid export growth in the past, but it made it
much more difficult to sustain the rate of growth of exports on the basis
of increased market share. In such a market, exports tended to grow – at
best – in line with world imports. This was unlikely to be fast enough to
sustain the growth of total exports at a rate consistent with a rapid rise in
living standards. Thus the logic of export-led growth pointed to the need
for commodity diversification in order to avoid a situation where export
earnings depended on one or two commodities in which the country had
already acquired a dominant position.

The spread of industrialization into the European periphery and Japan
toward the end of the nineteenth century created new demands for raw ma-
terials for their expanding manufacturing sectors. Between 1880 and 1913
Japanese import demand doubled every ten years, Russia’s every thirteen
years, and Sweden’s every seventeen years. This was much faster than world
imports, which doubled every twenty years over the same period.28

The implication was clear: Technological progress and structural change
in the established industrial countries were leading to a lower income elas-
ticity for imported raw materials.29 New industrial activities in the most
advanced countries were less dependent on raw materials, and the trade-
creating effects of lower protection for agriculture were beginning to
play themselves out.30 Thus the logic of the export-led model required a

26 U.S. imports, valued at $336 million in 1860, had fallen to $192 million in 1862. See Mitchell
(1993). On U.S. foreign trade before World War I, see Lipsey (2000).

27 See Platt (1972), Appendix 2.
28 See Staley (1944), Chapter 8.
29 Between 1850 and 1913 British imports rose by 600 percent in constant (1913) prices. Raw-material

imports, however, rose by only 400 percent. The fastest-growing category of imports was finished
manufactured goods, where Latin America could not compete. See Mitchell (1988).

30 Once the trade-creating effects of reduced tariffs on European agricultural imports were complete,
the market would grow in line with the income elasticity of demand for foodstuffs. British imports
of foodstuffs and livestock, for example, increased their share of imports between 1850 and 1890,
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diversification of markets (as well as commodities) in favor of the newly
industrializing countries of Europe and Japan.

The export-led model, therefore, needed to be extremely dynamic. New
products had to be introduced; new markets had to be found. Under these
circumstances it was possible to achieve a significant rise in living standards,
provided that the dynamism of the export sector was also reflected in some
increase in labor productivity in the nonexport sector. Where productivity
in the nonexport sector remained unchanged or even – as has been argued
in the case of Mexico – declined, the nature of the world economy made it
difficult to believe that exports could achieve the rates of growth needed
to sustain long-run growth of real income per head even with geographical
and commodity diversification.

The worst situation was clearly one in which exports were concentrated
in a single product and single market and in which the productivity of
the nonexport sector was unaffected by export growth. Under such circum-
stances export-led growth was almost certain to be a failure. As is shown,
such cases were found all too often in Latin America, even during the so-
called golden age of export-led growth.

Export performance

The period from the middle of the nineteenth century to the First World
War witnessed the rise of new export products throughout Latin America
in response to the demands created by the Industrial Revolution.31 As a
consequence the colonial pattern of exports based primarily on precious
metals was finally eclipsed. In Mexico and Peru silver exports remained
important – Mexico in 1913 produced more than 30 percent of the world’s
output – and gold was still an important contributor to export earnings
in Colombia. Yet in no case did precious metals account for more than 50
percent of export earnings by 1913. Even in Mexico, where they remained
more important than anywhere else in Latin America, their contribution
had fallen from nearly 80 percent at the beginning of Porfirio Dı́az’s rule
(the Porfiriato) to around 45 percent on the eve of the First World War.
This decline, already underway before the end of the nineteenth century,
was accelerated by the discovery of significant oil deposits in the Gulf of
Mexico in the early 1900s.32

when trade creation was important. The share decreased, however, between 1890 and 1913 – a
reflection in part of the relatively low income elasticity of demand for food.

31 For a good overview of this period in Latin America’s economic history, see Cárdenas, Ocampo, and
Thorp (2000).

32 The buccaneering nature of the Mexican oil industry in its early years is captured in Spender (1930),
which tells the story of Weetman Pearson – a British entrepreneur who built a fortune in Mexico
during the Porfiriato and became the first Lord Cowdray. See also Young (1966).
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Table 3.2. Export commodity concentration ratios, circa 1913

Country First product Percentage Second product Percentage Total

Argentina Maize 22.5 Wheat 20.7 43.2
Bolivia Tin 72.3 Silver 4.3 76.6
Brazil Coffee 62.3 Rubber 15.9 78.2
Chile Nitrates 71.3 Copper 7.0 78.3
Colombia Coffee 37.2 Gold 20.4 57.6
Costa Rica Bananas 50.9 Coffee 35.2 86.1
Cuba Sugar 72.0 Tobacco 19.5 91.5
Dominican Cacao 39.2 Sugar 34.8 74.0

Republic
Ecuador Cacao 64.1 Coffee 5.4 69.5
El Salvador Coffee 79.6 Precious metals 15.9 95.5
Guatemala Coffee 84.8 Bananas 5.7 90.5
Haiti Coffee 64.0 Cacao 6.8 70.8
Honduras Bananas 50.1 Precious metals 25.9 76.0
Mexico Silver 30.3 Copper 10.3 40.6
Nicaragua Coffee 64.9 Precious metals 13.8 78.7
Panama Bananas 65.0 Coconuts 7.0 72.0
Paraguay Yerba maté 32.1 Tobacco 15.8 47.9
Peru Copper 22.0 Sugar 15.4 37.4
Puerto Rico Sugar 47.0 Coffee 19.0 66.0
Uruguay Wool 42.0 Meat 24.0 66.0
Venezuela Coffee 52.0 Cacao 21.4 73.4

Sources: The figures have been derived from Mitchell (1993) wherever possible. The ex-
ceptions are Bolivia (Walle, 1914), Colombia (Eder, 1912), El Salvador and Guatemala
(Young, 1925), Haiti (Benoit, 1954), Mexico (Enock, 1919), Panama (Bureau de Publicidad
de la América Latina, 1916–17), Paraguay (Koebel, 1919), Puerto Rico (Dietz, 1986),
Uruguay (Finch, 1981), and Venezuela (Dalton, 1916).

The eclipse of the traditional pattern of colonial exports did not mean
the decline of mining. New mineral products emerged in the nineteenth
century and rapidly came to prominence in the export structure of certain
republics. In Peru copper rose in importance after 1890 and represented
more than 20 percent of exports by 1913 (see Table 3.2). In Bolivia the
decline of silver exports after 1890 was matched by the rise of tin. As early
as 1905 tin represented more than 60 percent of Bolivian exports. By the
First World War this figure had increased to more than 70 percent, and
silver – 60 percent in 1891 – had fallen to around 4 percent. In Chile the
nitrate boom, which had begun after Chile captured nitrate deposits in the
northern desert during the War of the Pacific, squeezed out both copper and
silver exports, and by 1913 nitrates accounted for no less than 70 percent
of total exports.
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In the rest of Latin America the new exports that came to dominate
export earnings were of agricultural origin. Some, such as rubber (e.g.,
Brazil and Peru) and wool (e.g., Argentina and Uruguay), were required
by the industrial factories of Europe and the United States. Others, such
as henequen from Mexico,33 expanded in response to the new technologies
that were being adopted on the North American prairies. Many, such as
cereals and meat, represented products to satisfy the food-consumption
requirements of the Industrial Revolution. Rising incomes in Europe and
North America also created a demand for such tropical “luxuries” as coffee,
cacao, and bananas; demand was also strong for tropical forest products like
quinine, quebracho extract,34 and Peruvian balsam,35 which were needed
for medicinal purposes or as industrial raw materials.

In some cases the leading exports represented products that had first been
introduced during the Bourbon reforms. Cuban sugar continued its spectac-
ular growth, and the industry survived the final abolition of slavery in 1886
and the wars of independence that ended in U.S. occupation (1898–1902).
By 1913 Cuban sugar production represented 25 percent of world sugar-
cane output and a much higher proportion of sugar-cane exports. A minor
challenge to Cuban success came with the reintroduction of sugar exports
in Santo Domingo (the Dominician Republic) after independence in 1844,
although it remained a taboo crop in the rest of Hispaniola for many more
years because of its association with slavery. In Haiti the leading exports up
to the First World War were coffee and cacao (see Table 3.2).

The introduction of new products did not necessarily lead to export
diversification. On the contrary, the rise of new exports was often matched
by the eclipse of traditional products, so export concentration remained
extremely high. In a majority of countries (see Table 3.2), one commodity
accounted for more than 50 percent of exports in 1913; in only two countries
(Argentina and Peru) did the leading export account for less than 25 percent.
The two most important commodities accounted for more than 50 percent

33 The center of the Mexican henequen industry was the Yucatán. The raw material proved ideal for the
twine required by mechanized cereal farming in North America. In the United States the gigantic
International Harvester Corporation played a dominant role as the major purchaser of henequen
from Mexico. See Joseph (1982).

34 Quinine, valued for medicinal purposes, was obtained from the cinchona tree in many of the Andean
republics. The quebracho tree, found in abundance in Paraguay and the extreme northern provinces
of Argentina, produced a tannin extract once valued as a dye.

35 Despite its name, Peruvian balsam – an extract from a hardwood tree with highly prized medicinal
properties – came not from Peru but from El Salvador. See Browning (1971), pp. 61–2. Its description
as “Peruvian” almost certainly was due to the idiosyncracies of colonial trade. In much the same
manner, straw hats from Colombia and Ecuador became known as “Panamas” in the nineteenth
century because they were transported across the isthmus before being sold in Europe or North
America.
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of the total in eighteen republics, more than 70 percent in thirteen republics,
and more than 90 percent in three republics.

These concentration ratios were high by any standard. No country ex-
porting primary products could expect to escape the impact of a world
depression, but high concentration ratios made countries very vulnerable
to cycles in single-commodity markets. Coffee, for example, was the lead-
ing export in seven republics by 1913, and in all but one (Colombia) it
accounted for more than 50 percent of exports (see Table 3.2). It was the
second most important export in three other countries (Costa Rica, Ecuador,
and Puerto Rico), and it played a dominant role in total Latin American
export earnings.36

Examples of successful commodity export diversification were few and far
between. Peru, after the collapse of the guano boom in the 1880s, managed
to spread its export earnings across a wide range of products, including sugar,
cotton, coffee, silver, copper, rubber, and wool from sheep and alpaca.37

Paraguay, its export-led model delayed first by the self-imposed isolation
of Francia (1810–40) and then by the disastrous War of the Triple Alliance
(1865–70), gradually inserted itself into the world and regional economies
on the basis of yerba maté, tobacco, timber, hides, meat, and quebracho
extract.

The most successful case of export diversification, however, was in
Argentina. The introduction of new products did not eclipse the old, and
Argentina simply expanded the range of its exports. By 1913 foreign-
exchange earnings came from an impressive array of cereals and livestock
products. The former included wheat, linseed, rye, barley, and maize; the
latter chilled and frozen beef, lamb, wool, and hides. No other republic
came close to matching the range and quality of Argentine exports before
the First World War. Indeed, these were so extensive that by 1913 they
represented nearly 30 percent of Latin America’s export earnings, despite
the fact that Argentina had only 9.5 percent of the region’s population.

The growth of exports was crucial for the success (or failure) of the export-
led model. As the previous section made clear, a regional long-run annual rate
of export growth of at least 4.5 percent was required even when making
fairly optimistic assumptions about the growth of labor productivity in
the nonexport sector and about the relative importance of exports. The
national required rate of growth of exports, however, depended on the rate
of demographic expansion in each country. In Figure 3.2. the required export
growth rates have been calculated on the same assumptions as in Figure 3.1.,
but this time with allowances for the different national rates of population
growth. Each country has therefore been allocated to a matrix in Figure 3.2.

36 Coffee accounted for 18.6 percent of total Latin American exports in 1911–13. The figure rises to
26.5 percent if Argentina is excluded. See Bairoch and Etemard (1985), p. 77.

37 See Thorp and Bertram (1978), Tables A.1.1 and A.1.2.
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Figure 3.2. Required export growth rate to achieve target rate of growth of 1.5 percent
real GDP per head in various countries: (A) Bolivia; (B) Cuba, Ecuador, Guatemala, Haiti,
Mexico, Nicaragua, Paraguay, and Venezuela; (C) Chile, Colombia, Honduras, Peru, and

Puerto Rico; (D) Brazil, Costa Rica, and El Salvador; (E) Dominican Republic;
(F) Argentina and Uruguay; g(nx) = annual rate of growth (%) of nonexport sector;

w = share of export sector in GDP; population growth rate (PGR); percentages are per
annum (% pa).

on the basis of its estimated population growth rate (see Appendix 1), and
the required rate of growth of exports has then been calculated according
to equation (3.2).

The matrixes in Figure 3.2. provide a very broad range for the required
rate of growth of exports. As was the case with Latin America as a whole,
however, it is possible to narrow the range through some simplifying as-
sumptions. First, as before, we can assume that labor-productivity growth
in the nonexport sector was modest (0.5 to 1.0 percent per year) rather than
zero or rapid. This eliminates the first and last columns in each matrix in
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Table 3.3. Annual rate of growth of exports, circa 1850 to circa 1912 (in US$)

Population Export
Growth Target growth

Country (%)a Classb wc ranged (%)e In/Outf

Argentina 3.1 F .2–.3 5.7–8.5 6.1 In
Bolivia 0.5 A .1–.3 3.2–11.0 2.5 Out
Brazil 2.0 D .1–.3 4.7–12.5 3.7 Out
Chile 1.4 C .1–.3 4.2–12.0 4.3 In
Colombia (including 1.4 C .1–.2 5.0–12.0 3.5 Out

Panama)
Costa Rica 2.0 D .2–.4 4.3–7.5 3.5 Out
Cuba 1.1 B .3–.4 3.3–4.8 2.9 Out
Dominican Republic 2.6 E .1–.2 6.0–13.0 5.2 Out
Ecuador 1.2 B .1–.2 4.5–11.5 3.5 Out
El Salvador 1.8 D .1–.2 5.5–12.5 3.4 Out
Guatemala 1.2 B .1–.2 4.5–11.5 3.6 Out
Haiti 1.1 B .1–.2 4.5–11.5 1.5 Out
Honduras 1.5 C .1–.2 5.0–12.0 1.4 Out
Mexico 1.0 B .1–.2 4.5–11.5 3.0 Out
Nicaragua 1.2 B .1–.2 4.5–11.5 2.9 Out
Paraguay 0.8 B .1–.2 4.5–11.5 3.9 Out
Peru 1.3 C .1–.3 4.2–12.0 2.9 Out
Puerto Rico 1.4 C .2–.3 4.2–7.0 3.0 Out
Uruguay 3.5 F .3–.4 5.3–6.8 3.4 Out
Venezuela 0.8 B .1–.2 4.5–11.5 2.7 Out
Latin America 1.5 C .1–.25 4.5–12.0 3.9 Out

a See Appendix 1 for sources used to derive this column.
b Each letter refers to a matrix in Figure 3.2..
c The first number refers to the author’s estimate of the export sector share in GDP circa
1850; the second, to the share circa 1912. See Appendix 2.
d This range is derived from Figures 3.1. and 3.2..
e See Appendix 1 for sources used to derive this column.
f “In” means that export growth is inside the target range required to achieve a rate of
growth of GDP per head of 1.5 percent per year. “Out” means that it is below the range.

Figure 3.2.38 Second, it is possible to narrow the export share, w, range
for individual countries (see Appendix 2). Thus the target range for the
growth of exports is a subset of the range implied by each matrix in Figure
3.2.; the best “guesstimates” are given in Table 3.3. Argentina, for example,
is assigned a target range of 5.7 percent to 8.5 percent on the basis of a

38 The first column in each matrix in Figure 3.2. implies zero labor productivity increase, which is
a very severe assumption. The final column implies an increase in labor productivity (1.5 percent)
equal to the target rate of growth for real GDP per head. Such an outcome, however desirable, is
improbable in the early stages of export-led growth, for it implies that the export and nonexport
sectors are growing at the same rate.
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population growth rate of 3.1 percent (matrix F in Figure 3.2.), labor-pro-
ductivity growth in the nonexport sector between 0.5 percent and 1.0 per-
cent annually, and an export sector share, w, varying between 0.2 and 0.3.

As Table 3.3 makes clear, only two republics, Argentina and Chile, were
able to achieve a rate of growth of exports within the target range over
the long period from 1850 to the First World War. The Argentine rate of
growth (6.1 percent) was impressive and was the result of a steady expansion
of the export quantum with only minor interruptions. It was a striking
demonstration of the possibilities of export-led growth in the context of
world economic expansion in the second half of the nineteenth century. The
Chilean export growth rate (4.3 percent) was less impressive, but Chile’s
much lower rate of growth of population (1.4 percent) meant that the
republic’s export performance still fell within the target range.

In many countries the rate of growth of exports fell far below the mini-
mum of the target range. Brazil, which faced a minimum target of 4.7 per-
cent, could manage only a long-run rate of growth of exports of 3.7 percent.
This put the goal of doubling living standards approximately every fifty
years (as happened in the United States) far beyond Brazil’s reach. Even in
Cuba, despite the apparent success of the sugar industry, the long-run rate
of growth of exports (2.9 percent) was below the minimum (3.3 percent) of
the target range.

If labor productivity in the nonexport sector had grown more rapidly than
assumed, the target range minimum would need to be lowered. In most
Latin American republics such an assumption is not justified. Uruguay,
however, may be an exception. Its urban centers (particularly Montev-
ideo) proved attractive for European immigrants, and the nonexport sec-
tor expanded rapidly in the years before the First World War. Although
the long-run rate of growth of exports (3.4 percent) was unimpressive (mar-
ginally below population growth), Uruguay may still have been able to raise
living standards at a fast rate as a result of above-average performance by
its nonexport sector.39

No country was able to match Argentina and Chile in the steady ex-
pansion of exports, but some republics did achieve rapid growth over at
least one subperiod (see Table 3.4). In the two decades between circa 1850
and circa 1870, which bracket the U.S. Civil War, eight countries (Chile,
Colombia, Costa Rica, Cuba, Ecuador, El Salvador, Peru, and Venezuela)
managed to expand exports at a rate faster than the minimum of the target
range in Table 3.3. In Peru the growth rate was due entirely to the guano

39 Even if labor productivity in the nonexport sector increased at 1.5 percent per year, it would still
not have been sufficient to raise real GDP per head by the target rate of growth in Uruguay. Labor
productivity would have to rise by 2 percent a year before export performance in Uruguay could be
made consistent with the target (assuming an export share of 0.3 to 0.4).
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Table 3.4. Annual average export growth and export purchasing power growth,
1850–1870, 1870–1890, and 1890–1912 (in percentages)

1850–1870 1870–1890 1890–1912

Export Export Export
purchasing purchasing purchasing

Export power Export power Export power
Country growth growth growth growth growth growth

Argentina 4.9 4.1 6.7 8.2 6.7 5.4
Bolivia 2.8 2.0 2.3 3.8 2.5 1.2
Brazil 4.3 3.5 2.5 4.0 4.3 3.0
Chile 4.6 3.8 3.3 4.8 5.0 3.7
Colombia 7.8 7.0 0.5 2.0 2.4 1.1
Costa Rica 4.7 3.9 5.6 7.1 0.5 −0.8
Cuba 3.5 2.7 2.3 3.8 2.4 1.1
Dominican 4.5 3.7 5.1 6.6 5.9 4.6

Republic
Ecuador 4.9 4.1 1.7 3.2 3.9 2.6
El Salvador 5.7 4.9 2.0 3.5 2.6 1.3
Guatemala 3.2 2.4 6.9 8.4 1.1 −0.2
Haiti 2.5 1.7 3.3 4.8 −1.0 −2.3
Honduras −0.5 −1.3 14.8 16.3 −0.3 −1.6
Mexico −0.7 −1.5 4.4 5.9 5.2 3.9
Nicaragua 0.8 0 6.1 7.6 2.3 1.0
Paraguay 4.4 3.6 6.0 7.5 2.2 0.9
Peru 6.4 5.6 −4.9 −3.4 6.9 5.6
Puerto Rico 0.1 −0.7 1.8 3.3 7.6 6.3
Uruguay 3.1 2.3 3.7 5.2 3.4 2.1
Venezuela 4.6 3.8 2.4 3.9 1.2 −0.1
Latin America 4.5 3.7 2.7 4.2 4.5 3.2

Note: The data on the purchasing power of exports have been obtained by dividing the
value of exports by an index of import unit values. See Appendix 1 for export data sources
and Appendix 2 for import unit values.

boom that had begun in the 1840s; in Cuba it was due to the rapid expan-
sion of sugar. Thus both countries were vulnerable to changes in the market
conditions for these two products. Peru, in particular, suffered from the loss
of some of the guano deposits to Chile in the War of the Pacific and from
the exhaustion of those that remained in Peruvian territory.40

In the next subperiod, circa 1870 to circa 1890, six countries (Argentina,
Costa Rica, Guatemala, Honduras, Nicaragua, and Paraguay) increased ex-
ports at a rate faster than the target range minimum, and Mexico came
close. In Guatemala and Nicaragua, as had happened in the previous

40 On cycles in the guano trade, see Hunt (1985).



The export sector and the world economy 65

period in Colombia, Costa Rica, and El Salvador, the rapid growth of ex-
ports was due primarily to the expansion of coffee.41 Mexico, its political
stability underwritten by the dictatorship of Porfirio Dı́az, was finally able
to overcome the dismal export performance in the first half-century af-
ter independence through the expansion of nontraditional mineral exports
(such as copper), the intensification of silver exports, and the continuation
of the henequen boom in the Yucatán.42 Honduras and Paraguay had the
advantage of starting from such a low base that even modest achievements
managed to produce a fast rate of export growth.

In the final subperiod, circa 1890 to circa 1912, five countries (Argentina,
Chile, Mexico, Peru, and Puerto Rico) recorded export growth rates in excess
of the target-range minimum. Peru returned to the high rate of growth it
had enjoyed in the 1850–70 period, diversifying away from guano into a
broad range of products. Indeed, if Peru had been able to avoid the collapse
of exports in the 1870–90 period, when its rate of growth was negative, the
long-run rate of growth of exports would have matched that of Argentina.
The Mexican rate of export growth accelerated as the Porfiriato entered
the twentieth century; Puerto Rico, its sugar industry revitalized by U.S.
investments after 1898, experienced a massive export boom.

The basic problems of Latin America’s export sector are revealed very
clearly by Table 3.4. First, although a large minority of countries were able
to sustain satisfactory export growth rates for one or even two subperiods,
only two republics, Argentina and Chile, were able to sustain the required
rate over the entire period. Second, the least satisfactory subperiod is the last
(circa 1890 to circa 1912), when supposedly the world economy was boom-
ing and the opportunities for Latin American exports were greatest. The
Latin American export growth model was reaching maturity in this period,
however, so winning world market share was becoming more difficult. Sev-
eral of the smaller republics (e.g., Costa Rica, Guatemala, and Nicaragua),
whose performance had been satisfactory in the previous subperiod, began
to encounter problems in expanding their main export (coffee) as a result –
among other things – of the price falls induced by Brazilian overexpansion,
and the export performance of others (e.g., Honduras and Paraguay) could
not be sustained once their export base had been enlarged.

The export growth rates in Table 3.3 are calculated from the dollar value
of exports. Because export prices were falling in some cases, the volume
of exports may have risen faster than the value. A more charitable inter-
pretation of Latin America’s export performance would therefore make an
adjustment to allow for higher volume growth as a result of price declines. If

41 In Guatemala, the coffee industry benefited from the strong support provided by President Justo
Rufino Barrios under the liberal reforms. See McCreery (1983).

42 The crucial role of railways in this export expansion is now widely accepted. See Coatsworth (1981).
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this adjustment is set at 0.5 percent per year, implying that export prices fell
by 27 percent between 1850 and the First World War,43 the target range
minimum for each country in Table 3.3 can be lowered by 0.5 percent.
Yet even this adjustment makes little difference. Only Cuba now qualifies,
along with Argentina and Chile, as having achieved a rate of growth of
exports consistent with an increase in real income per head of 1.5 percent
per year.

In fact, little evidence supports the idea that export prices declined so
sharply over the long run (see Appendix 2). On the contrary, both export
and import prices tended to rise in the first subperiod (circa 1850 to circa
1870), fall in the second (circa 1870 to circa 1890), and rise in the third
(circa 1890 to circa 1912), leaving them virtually unchanged over the whole
period. Sugar prices did fall, however, so it is not unreasonable to include
Cuba, whose export performance depended heavily on sugar, in the list
of “successful” countries. Indeed, the volume of Cuban sugar exports over
the whole period – 1850 to the First World War – did rise faster than the
value.

If we use the available information on import prices (see Appendix 2)
to calculate the purchasing power of exports (see Table 3.4), the results
are different in each subperiod without being any more favorable to Latin
America as a whole. In the first subperiod, when import prices were assumed
to be rising, only two countries, Colombia and Peru, register a satisfactory
export performance. In the second subperiod, with the purchasing power
of exports rising faster than the value of exports as a result of the assumed
fall in import prices, the number of successful cases jumps from seven to
twelve; and in the third subperiod the successful cases fall from five to two
(Peru and Puerto Rico). Significantly, taking the whole period from 1850
to the First World War and using the purchasing power of exports as the
yardstick, only Argentina now achieves an export growth rate inside the
target range. Even in Chile export performance now falls marginally below
the target-range minimum.

The test used for successful export growth assumes that the target rate
of growth of real GDP per head is 1.5 percent. If we lower the target to a
more modest 1 percent, which implies a doubling of living standards every
seventy years, the test for the rate of growth of exports is less demanding.
Yet, perhaps surprisingly, this less-demanding target makes little difference.
The export performance of only three countries (Argentina, Chile, and Cuba)
can be considered satisfactory; that is, consistent with a target rate of growth
of real GDP per head of at least 1 percent per year. If we add Uruguay to
this list, on the grounds that labor productivity in the nonexport sector
was growing faster than elsewhere, we are still left with sixteen countries

43 This result is obtained by applying the formula for compound interest, A = P [(0.995)]62 where
P is the initial value (e.g., 100) and A is the final value after 62 years (1850 to 1912).
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(seventeen if we include Panama) whose export performance was below the
minimum required even for doubling living standards every seventy years.
Thus export performance during the golden age of export-led growth left
much to be desired.

In fact, the majority of countries recorded a long-run rate of growth of
exports that was disappointing. No fewer than seven republics failed to
expand exports by more than 3 percent a year between 1850 and the First
World War. Even if we concentrate on the period between circa 1890 and
circa 1912, when the stimulus from the world economy was supposed to
be particularly favorable and when sufficient time had passed for all Latin
American countries to overcome supply-side problems in the export sector,
as many as eleven republics recorded a growth rate of exports of less than
3 percent a year (see Table 3.4). Only if we concentrate on the last ten
years before the First World War do we find a generally satisfactory export
performance.44

It would be highly misleading to judge the success of the export-led
model by the performance of exports in one decade. The truth is that
the evolution of the world economy offered a window of opportunity for
primary-product exporters after 1850 (if not before) that needed to be seized
at an early stage. The window would not remain open forever; indeed, it
was never fully opened again after the First World War. Success in one
subperiod (e.g., Peru in the guano age) was no guarantee of long-run export
performance: The growth of exports needed to be sustained over a much
longer period for the export-led growth model to have a real chance of
success.

On the eve of the First World War fourteen republics still had exports
per head valued at less than $20, and eight countries had not been able
to push exports beyond $10 per head, compared with $51.9 in Canada,
$87 in Australia, and $98.8 in New Zealand (see Table 3.5). True, the U.S.
export per head figure, $24.4, was not much higher than the Latin American
average, but the United States had ceased to pursue export-led growth in the
usual sense by the middle of the nineteenth century, concentrating instead
on its vast domestic market with rapid growth of labor productivity in the
nonexport sector. Costa Rica had pushed exports per head above $20 and
Chile and Puerto Rico above $40, whereas Uruguay (virtually unchanged
since 1850) registered a level of $50. Argentina recorded exports per head
in excess of $60 by 1913, although the highest figure in Latin America,
$64.7, was enjoyed by Cuba. It must be remembered, however, that Cuba
had a much slower rate of population growth than Argentina and began the
nineteenth century with a higher value of exports per head as a result of its
colonial prominence.

44 During this (exceptional) period, Latin America’s exports are estimated to have grown at 6.8 percent
per year. See Bairoch and Etemard (1985), p. 25.
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Table 3.5. Exports per head in U.S. dollars: three-year averages

Country Circa 1850 Circa 1870 Circa 1890 Circa 1912

Argentina 10.3 16.5 32.4 62.0
Bolivia 5.5 8.6 12.4 18.6
Brazil 5.0 8.6 9.6 14.2
Chile 7.8 14.2 20.3 44.7
Colombiaa 1.9 6.6 5.7 6.4
Costa Rica 11.4 21.2 37.9 27.1
Cuba 22.2 44.3b 55.7 64.7
Dominican 3.4 5.0 8.1 15.5

Republic
Ecuador 2.0 4.1 4.6 7.9
El Salvador 3.2 7.3 6.8 8.3
Guatemala 1.7 2.5 7.5 7.2
Haiti 4.8 6.5 10.1 6.1
Honduras 4.9 3.6c 8.1 4.7
Mexico 3.2 2.3 4.4 10.7
Nicaragua 3.7 3.5 10.1 10.8
Paraguay 1.3 5.8d 8.5 8.6
Peru 3.7 10.1 3.3 9.4
Puerto Rico 13.7e 9.6 11.0 40.1
Uruguay 54.9 46.6 44.6 50.3
Venezuela 3.3 6.8 8.3 10.5
Latin America 5.2 8.9 11.7 20.4
Australia 16.5 63.3 52.8 87.0
Canadaf 6.4 20.4 21.7 51.9
New Zealand 21.4 97.1 77.3 98.8
United States 7.0 10.0 13.7 24.4

a Includes Panama.
b Datum is for 1877.
c Datum is for 1882.
d Datum is for 1879.
e Datum is for 1844.
f Includes Newfoundland.
Source: See Appendix 1.

The four countries in Latin America with exports above or close to $45 per
head before the First World War (Argentina, Chile, Cuba, and Uruguay)
were also the four countries that had passed the least stringent tests for
export-led growth. These tests, it should be remembered, assumed that
the target for real income per head growth was only 1 percent per year.
Mexico had failed to record either fast long-run growth of exports or a
significant level of exports per head, but at least export performance during
the Porfiriato had been impressive. Elsewhere the record of export growth
was disappointing.
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Export cycles

Only in a relatively few cases were exports stagnant throughout the period
from 1850 to the First World War. Virtually all republics45 experienced
boom periods that were then partially or wholly canceled out by slumps.
This vulnerability to economic cycles is at the root of the poor export
performance of the majority of countries in Latin America in the “golden
age” of export-led growth.

The extreme case of an export slump following a boom is provided by
Peru. The Peruvian slump in the 1870–90 period (see Table 3.4) was due
to the collapse of guano exports as a result of the depletion of an (almost)
nonrenewable resource and to the loss of nitrate deposits to Chile. Thus
the depression could not be blamed on trade cycles in the world economy.
The Peruvian collapse was due above all to the republic’s defeat and to
its loss of territory in the War of the Pacific. Other examples of export
slumps are Mexico (1850–70), when civil war and political unrest un-
dermined export performance, Honduras (1850–70 and 1890–1912), and
Haiti (1890–1912). In each case the rate of growth of exports was negative,
virtually ruling out any prospect of achieving a long-run rate of growth
within the target-range minimum.46

Most countries avoided an absolute decline in the value of exports in
each subperiod, but this did not necessarily mean that the value of ex-
ports per head was rising. As Table 3.5 makes clear, Colombia (1870–90),
Costa Rica (1890–1912), El Salvador (1870–90), Guatemala (1890–1912),
Nicaragua (1850–70), Puerto Rico (1844–70), and Uruguay (1850–90)
all suffered from a decline in the dollar value of exports per head. Such a
decline was not necessarily disastrous. The three dominions listed in Table
3.5 (Australia, Canada, and New Zealand) all suffered a decline in exports
per head between 1870 and 1890 – a consequence of their dependence on
the slow-growing British market47 – and yet were still able to sustain a

45 The worst long-run performances were recorded by Haiti and Honduras, but in both cases there
were shorter periods of positive and negative growth rather than long-run stagnation.

46 The Mexican case can be used by way of illustration. Although the republic’s export performance
was close to the target range minimum after 1870 and well above it after 1890, the long-run export
performance was undermined by the absolute decline in the value of exports between 1850 and
1870. Mexican exports needed to reach $372 million in 1912 (more than twice their actual level)
to be consistent with the target long-run of growth of real GDP per head.

47 Conventional views on the long British “depression” after 1873 have been recently revised. It is now
seen as a period of falling prices rather than declining or stagnant real income. This is confirmed by
Table 3.1, in which the rate of growth of British real GDP between 1873 and 1899 (2.1 percent)
is wholly consistent with performance in the rest of the century. The value of imports, however,
rose by only 1 percent per year as a result of price falls. This import price decline was reflected in
the value of exports of those countries (e.g., Australia) that were heavily dependent on the British
market.
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satisfactory long-run rate of growth of exports.48 Nevertheless, a temporary
decline in exports per head meant that exports had to perform exception-
ally well in other subperiods (as happened in the dominions) to sustain the
required long-run rate of growth.

It would be quite wrong, despite what has been said about Peru and
Mexico, to attribute the generally poor performance of exports to military
or political conditions. Brazil, for example, recorded a very modest rate of
growth of exports in the (relatively stable) two decades before the end of the
empire;49 during this period (1870–90) export performance was dictated
by coffee, with Brazil accounting for more than 50 percent of world exports
and coffee representing more than 60 percent of Brazilian foreign-exchange
earnings. No country could expect to expand exports indefinitely at a fast
rate under such circumstances, and Brazil paid the price for its overexposure
to cycles in the world coffee market.50

Furthermore, in the period between 1890 and 1913, when political sta-
bility was the rule rather than the exception in Latin America, many re-
publics recorded an unsatisfactory export performance. In one case, Bolivia,
the explanation was simple: The growth of Bolivian tin exports was cer-
tainly dramatic, but overall export performance was dragged down by the
relative and absolute decline of silver. In many cases the ores being worked
were the same; the only difference was that the mining entrepreneurs now
concentrated on extracting the tin rather than the silver content, although
some new deposits of tin were also discovered.

In a few cases, where climate and soil were particularly important, the
poor performance could partly be blamed on the exhaustion of suitable lands
for export crops after many decades of expansion. Costa Rica, El Salvador,
Guatemala, Haiti, and Venezuela had begun to face this problem by the end
of the nineteenth century in coffee; the Dominican Republic, Ecuador, and
Venezuela faced the same problem with cacao. Yet production per hectare
in many of these countries for the crops in question was extremely low,
and the problem of a shortage of suitable lands could have been overcome
through an improvement in yields.

Costa Rica was able to compensate to some extent for the problems of
coffee exports through the rapid expansion of bananas. Beginning in the

48 If we assume export shares, w, of between 0.2 and 0.4, the export target range (as in Table 3.3) and
long-run exports (circa 1850–circa 1912) for the three dominions are as follows: For Australia the
export target range is between 5.3 and 8.5 and export growth is 5.7; for Canada the export target
range is between 4.3 and 7.5 and export growth is 5.3; and for New Zealand the export target range
is between 8.3 and 11.5, while export growth is 8.8. Thus, the long-run export performance of all
three countries exceeded the target range minima and was consistent with an annual increase in real
GDP per head of 1.5 percent.

49 The transition from empire to republic in 1889, one year after the final abolition of slavery, was
achieved with relatively little social or political upheaval. See Viotti da Costa (1986).

50 See Catão (1991), Chapter 4.
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1870s banana exports had replaced coffee as the most important contributor
to exports before the First World War.51 Yet, as happened in the other
banana-exporting countries of the region, production was affected by the
spread of plant diseases for which no antidote was known. Export earnings
in the main banana-exporting countries (Costa Rica, Guatemala, Honduras,
and Panama) remained vulnerable to disease and natural disasters even after
the First World War.52

World trade cycles also played their part in depressing export earnings,
although none of the prewar trade depressions appears to have affected all in-
dustrialized countries at the same time. Thus countries with geographically
diversified exports (see pp. 73–8) were able to compensate for a depression
in one market through an expansion of exports to other markets. This,
however, was little compensation for countries that sold the bulk of their
exports in one market.

The worst case of a trade depression was the stagnation in the value
of British imports in the fifteen years after 1873, which was mirrored in
the imports of Austria-Hungary, Belgium, Denmark, and Italy. This was a
clear threat to all those republics that had come to depend heavily on these
markets (of which the British was by far the most important). Colombia,
which had been sending more than one-third of its exports to Great Britain
at the start of the 1870s, increased its exports to the United States, but the
overall performance of exports in this period was still unsatisfactory – at
least in value terms. Argentina, in contrast, despite its dependence on the
British market, managed an impressive 6.7 percent annual rate of growth
of exports between 1870 and 1890 as a result of successful geographic (and
commodity) diversification.

External shocks could disrupt foreign-trade expansion for many years
in even the most successful countries, as the Baring crisis of 1890 illus-
trates. The Baring merchant bank had developed such a close and profitable
association with the private and public sector in many Latin American re-
publics, particularly Argentina, that the company’s credibility depended
heavily on the successful operation of its South American portfolio. When
the government of President Miguel Juárez Celman in Argentina, following
excess borrowing in the international capital market, was unable to meet
its payments to the House of Baring, a financial crisis ensued that had seri-
ous implications not only for Argentina but also for other Latin American

51 Banana exports had begun as a by-product of railways. The heavy expense of constructing the railroad
from the Atlantic coast to the capital, San José, made it necessary to find a commodity which could
be produced quickly on the fertile lands next to the track in order to generate a source of revenue
as the railway advanced from the coast. See Stewart (1964) for a biography of Minor Cooper Keith,
the key figure in both railway construction and the banana industry in Costa Rica.

52 The origins of the banana industry and the myriad problems associated with its expansion are
discussed in Adams (1914).
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countries, particularly Uruguay, and for the whole British financial system.
A rescue operation was mounted through the Bank of England, but loans to
Argentina (and Uruguay) were severely curtailed, and the two republics had
to cut imports sharply. Exports were less affected, but even so the sterling
value of Argentine exports did not surpass the 1889 peak until 1898 and
imports not until 1904.53

The cyclical nature of export performance after 1850 in so many Latin
American countries had a variety of causes, both internal and external. The
international economy in the sixty years before the First World War pro-
vided opportunities for the expansion of primary exports that would never
be repeated; the cycles in Latin American export performance were only
partly due to external shocks emanating from the international economy.
The cycles, as we have seen, had many causes. Some, such as external shocks,
gave little or no room for maneuvering. Others, such as commodity concen-
tration and low yields, suggested that much of the remedy for poor export
performance lay firmly in national hands.

The pattern of external trade

Industrialization in Europe and the United States was the driving force
behind the growth of primary-product exports in the long period between
the middle of the nineteenth century and the beginning of the First World
War. At the same time, industrialization brought with it a surplus of manu-
factured goods for which new markets had to be found. Latin America, with
its weak industrial base and open trading system, was an obvious market,
and competition between the main industrial countries for market share
became intense toward the end of the period.

The general pattern of trade was therefore clear, although there were a
few exceptions. Some Latin American countries (e.g., Ecuador and Mexico)
were major importers of foodstuffs – a trade which tended to benefit the
United States rather than Europe. A few republics channeled a large part
of their trade through other Latin American countries rather than through
the “center.” Paraguay, whose main export was yerba maté – a product
consumed only in South America – depended mainly on the Argentine
market and, indeed, eventually pegged its currency to the Argentine peso.
Bolivia purchased many of its imports from neighboring countries, although
for much of this “intraregional” trade the countries of origin were almost
certainly outside Latin America.

The Bolivian example is indicative of a general problem in interpreting
trade statistics before the First World War. The destination of exports was

53 The trade statistics can be found in Ferns (1960), pp. 492–3. On the Baring crisis itself, see Ferns
(1992).
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assumed to be the port at which the goods were landed, whereas the origin
of imports was assumed to be the last port of shipment. Thus British goods
shipped to Bolivia through Buenos Aires would appear in Bolivian trade
statistics as Argentine. Similarly, Guatemalan exports of coffee shipped to
France through Germany would appear in the Guatemalan trade statistics
as exports to Germany. The trade figures must therefore be interpreted with
caution.54

In the midnineteenth century the main export market for all but a handful
of Latin American countries was still Great Britain. By 1913 Great Britain
was still an importer from Latin America of the first rank, but it was
the main market (see Table 3.6) in only four cases (Argentina, Bolivia,
Chile, and Peru). France appears as the main market for three republics
(Ecuador, Haiti, and Venezuela), but this is almost certainly a statistical
illusion (except for Haiti), because the products concerned (meat, wool,
coffee, cacao) were destined for final consumption not just in France but in
other parts of Europe as well. Germany also appears as the main market for
three countries (Guatemala, Paraguay, and Uruguay); this is plausible for
Guatemala in view of the presence of a strong German colony (in particular,
coffee-growers in Alta Verapaz).

The main export market for most Latin American republics by 1913 was
in fact the United States (see Table 3.6). No fewer than eleven of the twenty-
one countries reported the United States as their leading market even before
the First World War, and these figures are unlikely to be heavily distorted
by the way in which exports were recorded.55 Most of these countries, not
surprisingly, were in the Northern Hemisphere; for many, the U.S. market
was overwhelmingly the most important. Honduras, Panama, and Puerto
Rico sold more than 80 percent of their exports to the United States by
1913; Cuba and Mexico more than 70 percent. The United States was also
the main market for Brazil and Colombia, primarily as a result of the strong
U.S. demand for coffee.56

Exports to the United States remained unimportant in a few coun-
tries. U.S. protective tariffs on wool and hides had damaged its trade with
Argentina and Uruguay,57 and Haiti sent almost all its exports of coffee and
cacao to Europe. Argentina was by far the most important Latin American
exporter by 1913, however, and the high level of its trade with Europe

54 A full account of the problems of interpreting nineteenth-century trade statistics can be found in
Platt (1971).

55 The most important distortion in the U.S. statistics relates to tobacco imports from Cuba, some of
which were destined for reexport. See Stubbs (1985), Chapter 1.

56 The British preference for tea, imported from Asia, has continued to depress per capita coffee
consumption in the United Kingdom to this day, although the gap between Great Britain and other
consumer countries was more marked in the nineteenth century.

57 See Bureau of the American Republics (1892g), p. 132.



Economic history of Latin America, second edition74

Table 3.6. Exports by main markets, 1913

Exports
by value United United

(in millions States Kingdom Germany France Total
Country of US$) (%) (%) (%) (%) (%)

Argentina 510.3 4.7 24.9 12.0 7.8 49.4
Bolivia 36.5 0.6 80.8 8.5 4.9 94.8
Brazil 315.7 32.2 13.1 14.0 12.2 71.5
Chile 142.8 21.3 38.9 21.5 6.2 87.9
Colombia 33.2 44.5 13.5 7.1 2.0 67.1
Costa Rica 10.5 49.1 41.3 4.8 0.9 96.1
Cuba 164.6 79.7 11.2 2.8 1.0 94.7
Dominican 10.5 53.5 2.3 19.8 8.5 84.1

Republic
Ecuador 15.8 24.3 10.3 16.6 34.1 85.3
El Salvador 9.3 29.7 7.4 17.9 21.4 76.4
Guatemala 14.5 27.1 11.1 53.0 0.1 91.3
Haiti 11.3 8.8 7.1 37.2 44.2 97.3
Hondurasa 3.2 86.9 1.8 5.3 0.2 94.2
Mexicob 148.0 75.2 13.5 3.5 2.8 95.0
Nicaragua 7.7 35.3 12.9 24.5 22.9 95.6
Panama 5.1 94.1 1.3 4.3 0.3 99.9
Paraguay 5.5 — na 22.0 0.6 28.1
Peru 43.6 33.2 37.2 6.7 3.5 80.6
Puerto Rico c 46.2 84.6 n/a n/a n/a 84.6
Uruguay 71.8 4.0 11.2 19.5 17.4 52.1
Venezuela 28.3 29.4 7.6 19.3 34.7 91.0
Latin

Americad 1,588.2 29.7 20.7 12.4 8.0 70.8

a Fiscal year 1912–13.
b Fiscal year 1911–12.
c Data are for 1910.
d Excludes Puerto Rico.
Sources: Pan-American Union (1952); Dietz (1986).

was the single most important factor in preventing the United States from
acquiring an even more dominant position as a market for Latin American
exports. Even so, the United States accounted for 29.7 percent of all ex-
ports, compared with 20.7 percent for Great Britain (see Table 3.6), and the
U.S. market was fractionally more important than the British even for the
exports of the South American republics (all republics south of Panama).
In Mexico, Central America, and the Caribbean republics the U.S. market
was dominant, accounting for 70 percent of exports on the eve of the First
World War.
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Geographical concentration cannot be measured as accurately as can com-
modity concentration, but the statistics certainly indicate a high depen-
dence in the case of exports on the four main industrialized countries (the
United States, Great Britain, Germany, and France). By 1913 these four
markets accounted for more than 90 percent of exports in ten countries
and for more than 70 percent in eighteen (see Table 3.6). Only Argentina,
Paraguay, and Uruguay had avoided a high degree of dependence on the
four main markets – although in the case of Paraguay this did not mean geo-
graphical diversification, because it depended so heavily on the Argentine
market.

Once again, therefore, we must note the extraordinarily favorable position
of Argentina. With the fastest long-run rate of growth of exports, the highest
proportion of total Latin American exports, and diversified commodity
exports, Argentina also spread its products across a wide range of markets.
Although Great Britain accounted for about a quarter of Argentine exports
in 1913, another seven countries each accounted for more than 3 percent.58

The other republics that had avoided commodity concentration (Mexico,
Peru, Paraguay) had not been nearly so successful in avoiding geographical
concentration, whereas those countries that enjoyed a satisfactory long-run
rate of export growth (Chile and, on some criteria, Cuba) suffered on the
eve of the First World War from both commodity concentration and a lack
of geographical diversification.59

At first glance the pattern of imports (see Table 3.7) appears to tell the
same story. In fact, the position was much healthier than the figures imply.
First, with a few exceptions, the geographical pattern of imports was more
diversified than it had been in the midnineteenth century, when Great
Britain was the main supplier for virtually all countries. Second, although
the four major countries dominated the import trade into Latin America
by 1913, competition between them was often intense, and the use (and
abuse) of monopoly power was still relatively rare. Third, as we have already
suggested, the structure of imports was probably more diversified than the
statistics suggest, as a result of reexports by the European powers.

The shift away from Great Britain was an inevitable consequence of
the spread of the Industrial Revolution. Other countries – above all France,
Germany, and the United States – acquired a surplus of manufactured goods
for sale abroad, and it was natural that their export effort should focus on
countries that – in the absence of colonial ties – were free to buy from the
cheapest source.

58 See Mills (n.d.), p. 159.
59 Uruguay, however, in common with Argentina, had geographically diversified exports. See Finch

(1981), p. 131.
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Table 3.7. Imports by main markets, 1913

United United
States Kingdom Germany

Country (%) (%) (%) France (%) Total (%)

Argentina 14.7 31.0 16.9 9.0 71.6
Bolivia 7.4 20.3 36.7 3.8 68.2
Brazil 15.7 24.5 17.5 9.8 67.5
Chile 16.7 30.0 24.6 5.5 76.8
Colombia 26.7 20.5 14.1 15.5 76.8
Costa Rica 50.7 14.6 15.2 4.4 84.9
Cuba 53.7 12.3 6.9 5.2 78.1
Dominican Republic 62.2 7.9 18.1 3.0 91.2
Ecuador 31.9 29.6 17.8 4.9 84.2
El Salvador 39.5 27.2 10.8 6.6 84.1
Guatemala 50.2 16.4 20.3 4.0 90.9
Haiti 73.0 7.3 6.6 10.1 97.0
Hondurasa 67.5 14.7 11.5 2.9 96.6
Mexicob 53.9 11.8 13.1 8.6 87.4
Nicaragua 56.2 19.9 10.7 6.9 93.7
Panama 55.5 22.1 9.9 3.1 90.6
Paraguay 6.0 28.6 27.6 6.6 74.8
Peru 28.8 26.3 17.3 4.6 77.0
Puerto Ricoc 88.5 n/a n/a n/a 88.5
Uruguay 12.7 24.5 15.5 8.1 60.8
Venezuela 32.8 25.5 16.5 9.1 83.9
Latin Americad 25.5 24.8 16.5 8.3 75.1

a Fiscal year 1912–13.
b Fiscal year 1911–12.
c Data are for 1910.
d Excludes Puerto Rico.
Sources: Pan-American Union (1952); Dietz (1986).

The shift in the structure of imports away from Great Britain was also a
reflection of a shift in the commodity composition of imports. Throughout
the period up to the First World War, British exports to Latin America
remained concentrated in textiles and clothing. Rival industrial powers
were unable to mount a serious challenge to Great Britain in this field, but
they did succeed in outperforming Great Britain in other areas. Thus by
the end of the century U.S. agricultural and mining machinery was much
in demand, German “fancy” goods were highly prized, and France was
considered the best source for luxury consumer goods. As the importance
of textiles and clothing imports declined – in Colombia in the 1850s, for
example, they still represented more than 60 percent of all imports60 – the
British share of imports tended to fall.

60 See Ocampo (1984), p. 157.
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Consider the case of Venezuela on the eve of the First World War. Total
textile imports were valued at £876,016, with the British share by far the
largest of any country. Imports of foodstuffs and machinery, however, were
dominated by the United States. France and Germany had a strong showing
in the “general merchandise” category. Because of the decline in the relative
importance of textiles, Great Britain had lost first place in the Venezuelan
import trade to the United States by the end of the nineteenth century,
though it still placed ahead of Germany and France.61

By 1913 Great Britain was the main supplier to seven republics, includ-
ing Argentina, Brazil, Chile, and Uruguay. Almost half of the British ex-
ports went to Argentina.62 As a result of British dominance in the Argentine
market – the main market for imports in Latin America – Great Britain
was able to match U.S. exports to all Latin America. The two countries
each accounted for about one-quarter of total imports in 1913 (see Table
3.7). Needless to say, the British share was much higher in the southern
republics than in the northern ones, where the United States had increased
its proportion of imports to 54.1 percent by the First World War and where
Great Britain’s proportion had been reduced to a modest 12.3 percent (still
in second place).

In a few of the northern republics the dominance of the United States
was a serious problem. With nearly 70 percent of the Honduran mar-
ket for imports, U.S. suppliers – generally working through the banana
companies – faced little competition. The same was true in Costa Rica,
Nicaragua, Panama, Cuba, Haiti, and the Dominican Republic. The United
States also had a massive share of Mexican imports (more than 50 percent),
but the size of the market produced greater competition among suppliers.63

The adoption of the gold standard and full currency convertibility among
the industrialized nations meant that Latin American countries – even
with inconvertible paper currencies – had no reason to balance their trade
bilaterally. The Brazilian trade surplus with the United States could be
used to pay for the trade deficit with Great Britain and Germany. It was a
genuinely multilateral system, with some remarkable examples of bilateral
imbalances. In 1913 Haiti shipped less than 10 percent of its exports to the
United States but purchased more than 70 percent of its imports from the
country that would soon occupy it militarily. Colombia sent nearly half its
exports to the United States before the First World War but bought only
one-quarter of its imports from that source. Not surprisingly, the collapse

61 See Dalton (1916), pp. 276–7.
62 See Platt (1972), Appendix 1.
63 Although the United States implicitly accepted British trade preeminence in the Southern Cone

(Argentina, Chile, and Uruguay) and Great Britain did the same for the United States in the
Caribbean and Central America, Anglo–U.S. rivalry in the Mexican market before the First World
War was often intense. See Katz (1981).
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of currency convertibility in 1914 caused major disruptions in many parts
of Latin America as a result of these large bilateral imbalances.

The terms of trade and international transport costs

The external trade of Latin America was dominated by the exchange of
primary products for manufactured goods. There were only a few exceptions:
Some exports (e.g., straw hats from Ecuador and Colombia,64 wheat flour
from Argentina and Chile) could be classified as manufactures; some imports
(e.g., wheat purchased by Mexico) were clearly primary products. Yet these
commodities could not alter the general picture: Latin America’s place in
the world economy depended on the export of primary products and the
import of manufactured goods.

The prices of neither primary-product exports nor manufactured imports
were stable in the long period that led up to the First World War, so the
net barter terms of trade (NBTT) were constantly fluctuating.65 These fluc-
tuations were part of the natural order of capitalist economic development
and would scarcely be worthy of comment were it not for the fact that some
authors have claimed to see in the statistics a secular deterioration in the
NBTT for Latin America beginning in the nineteenth century.66

In the period from independence in the 1820s to midcentury Latin
American imports were dominated by textiles. The price of textiles was
falling dramatically, however, as the Industrial Revolution drove down the
unit cost of production in the exporting countries. Primary-product prices
fluctuated considerably, but most Latin American countries experienced an
improvement in the NBTT over this period. In the case of Brazil the NBTT
are estimated to have doubled between 1826–30 and 1851–5.67

Primary-product prices continued to fluctuate from the 1850s to 1913.
Cycles in coffee, cacao, and sugar prices were already well established, so
countries with exports concentrated in these products were bound to expe-
rience significant variation in the export unit values used to calculate the
NBTT. Import prices also fluctuated, falling after 1870 and rising after
1890, with no significant long-run trend by most estimates.68

For those countries for which we have information, the NBTT were sub-
ject to marked swings throughout the period. A trend is difficult, if not

64 On the eve of the First World War, these “Panama” hats represented 4 percent of Colombian exports.
See Ocampo (1984), p. 100.

65 NBTT are defined as the price of exports, p(x), divided by the price of imports, p(m). Thus an in-
crease (decrease) in the NBTT means a relative increase (decrease) in the price of exports.

66 This hypothesis is discussed in more detail in Chapter 9.
67 See IBGE (1987), Table 11.11.
68 British export prices, for example, which many have used as a proxy for Latin America’s import

prices, were 100.8 in 1850 (1880 = 100) and 96.9 in 1913. See Imlah (1958), pp. 94–8.
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impossible, to discern. Brazil experienced a modest secular improvement
in the NBTT between 1850 and 1913, but this conceals enormous fluctua-
tions, including an improvement of 55 percent in the 1850s and an equally
dramatic collapse in the 1860s.69 Colombia suffered a serious deterioration
in the NBTT after 1880,70 but Mexico appears to have experienced an
equally dramatic improvement despite the fall in the gold price of silver.71

Chile, according to one source, experienced a deterioration in its NBTT
in the 1890s as import prices started to rise,72 whereas Peru experienced
an improvement in its NBTT during the guano age and a serious decline
afterwards.73

The interpretation of these figures is further complicated by the methods
used to calculate import prices. In view of the widespread use before the First
World War of official or declared values of imports in the trade statistics
of Latin American countries – neither of which is a reliable guide to actual
import prices74 – it has become common practice to use the export prices of
a major exporter of manufactured goods (usually Great Britain) as a proxy
for Latin American import prices.

This procedure is subject to a variety of objections. The pattern of British
exports (dominated by textiles) did not reflect the changing pattern of Latin
American imports. With price falls for textiles concentrated in the first half
of the nineteenth century, it is possible that the decline in import prices
after 1850 was faster than implied by the use of British export prices. This
suspicion is confirmed by Mexican statistics, which show that between 1891
and 1895, for example, British export prices fell by 15 percent and Mexican
import prices by 35 percent.75

An even more weighty objection comes from the revolution in interna-
tional transport in the second half of the nineteenth century. The NBTT
of any Latin American country should reflect the prices for imports at the
port of entry (CIF prices). British export prices, however, are estimated at
the port of embarkation (FOB prices). This difference would not matter if
international transport costs were stable, but the introduction of steamships
on the trade routes to Latin America lowered freight rates and the gap be-
tween the CIF and FOB prices of imports.76 Where FOB import prices
were in decline between 1850 and 1913, we can thus be confident that the
CIF price was falling even more rapidly. Even if the FOB price was rising,

69 See Leff (1982a), p. 82.
70 See Ocampo (1984), p. 93.
71 See Rosenzweig (1989), pp. 181–2. For the period after 1880, however, there was a decline due to

the sharp fall in the price of silver. See Beatty (2000).
72 See Palma (1979), Appendixes 18 and 32.
73 See Hunt (1985), Table 2.
74 See Platt (1971).
75 See Rosenzweig (1989), p. 162.
76 See Oribe Stemmer (1989).
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however, it is still possible that the CIF price was moving in the opposite
direction.

We must therefore regard any suggestion of a secular decline in the NBTT
for Latin America before 1913 with extreme caution. There were certainly
long periods when the NBTT for a given country could deteriorate. The
crisis of excess supply in the coffee market in the 1890s, for example, caused
a serious deterioration in the NBTT of all those countries with exports
concentrated in coffee. Sugar prices went through long periods of decline,
causing problems for the NBTT of such countries as Cuba and Puerto Rico.
Yet it was not difficult to find counterexamples. The boom in nitrate prices
caused a sharp improvement in the Chilean NBTT after 1898. The guano
age in Peru was also marked by an improvement in the country’s NBTT.
And the economic expansion in Bolivia in the decade before the First World
War was in part a reflection of much higher prices for tin.

The alleged long-run secular decline in the NBTT of Latin America before
1913 was therefore almost certainly a chimera. If anything, the long-run
trend was working against the industrialized countries in this period. The
causes of changes in the NBTT in the two regions were different, however.
A decline in British export prices was in part a reflection of improved
productivity in the export sector. The fall in the NBTT was therefore also a
reflection of increased productivity and did not necessarily lead to a fall in
purchasing power. A decline in a Latin American country’s export prices,
on the other hand, was often a reflection of changes in the balance between
world supply and demand over which the country had no control. A fall in
the NBTT could therefore lead to a sharp reduction in purchasing power.77

For that reason it is often preferable to work with alternative measures of
the terms of trade. One example is the income terms of trade (ITT), which
multiplies the NBTT by the volume of exports and therefore measures
the capacity to import.78 ITT have been calculated for a small number of
countries before 1913;79 given the increase in the volume of exports, the
ITT generally show a secular improvement. However, it is possible to find
periods when the ITT are stationary or even falling. An example is Brazil
in the 1890s, when the deterioration in the NBTT was so sharp that the
ITT was virtually unchanged despite the growth of export volumes.

77 Some price falls, however, were due to productivity increases. This seems to be true of Cuban sugar
prices for much of the nineteenth century, with mechanization leading to a rise in labor productivity
and a decline in unit costs. See Moreno Fraginals (1986).

78 ITT can be written as ITT = NBTT · q(x) = [p(x)/p(m)] · q(x) = e(x)/p(m), where q(x) is the
volume of exports and e(x) is the value of exports. Thus the ITT can be derived from the value of
exports through division by the price of imports. It therefore measures the volume of imports that
can be purchased for a given value of exports.

79 The most complete series are for Brazil (IBGE, 1987), Chile (Palma, 1979), and Peru (Hunt, 1973).
See also Beatty (2000) for Mexico after 1880.
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Brazil’s experience of coffee-price fluctuations and deteriorating NBTT
was influential in the decision of São Paulo and other coffee-producing
states to launch a radical and pioneering commodity price stabilization
scheme. Known as the Taubaté coffee valorization, the scheme (first adopted
in 1906) took advantage of Brazil’s quasi-monopoly position in the world
market to stabilize prices. By increasing or reducing coffee inventories,
Brazil was able to regulate the amount of coffee reaching the world market
and thereby to adjust world supply to the level of demand consistent with
a target price. However, the higher the target price the more costly the
scheme and the greater the risk that coffee exporters in other countries
would expand sales and win market share at Brazil’s expense. Because coffee
trees must mature for five years before their beans can begin to be harvested,
the risks associated with coffee valorization were initially discounted. The
first coffee-valorization scheme was widely judged to have been a success,
even though it collapsed at the outbreak of the First World War.80

Coffee was not the only commodity for which market conditions on the
eve of the First World War fell far short of the perfect competition described
in textbooks. Sugar remained a highly “political” crop,81 and the production
and marketing of bananas were controlled by an oligopoly of foreign-owned
companies. Tariff, and even nontariff, barriers were becoming more com-
mon for temperate products that competed with agricultural production in
Europe and North America. Great Britain had so far resisted all attempts to
end its free-trade policies, but the British market was declining in relative
importance for Latin America. Joseph Chamberlain’s campaign at the turn
of the century in favor of imperial preference was a warning of changes to
come.82

80 On the first Brazilian coffee-valorization scheme, see Fritsch (1988), pp. 13–8.
81 Sir Arthur Lewis has often drawn attention to the political nature of some commodity markets,

which makes optimizing behavior by economic agents extremely difficult. For a concise summary
of sugar diplomacy before 1914, see Chalmin (1984).

82 Joseph Chamberlain, a renegade from the Liberal Party, argued that Great Britain’s free-trade policy
was leading to a loss of competitiveness. His populist appeal was considerable, and, although he
lost the argument, British faith in free trade was undoubtedly undermined by his campaign. See
Bulmer-Thomas (1965), vol. 1, pp. 162–3.



4

Export-led growth: the supply side

The growth of exports was a necessary but not sufficient condition for suc-
cessful export-led growth. Yet, as we saw in Chapter 3, only a small number
of countries can be said to have met even this basic condition. The problem
was not, in general, a shortage of demand; far more important were the
constraints on the expansion of export supply. Countries with fast growth of
exports had usually overcome the obstacles to export expansion on the supply
side, whereas those with slow growth were unable to break down the often
formidable problems that confronted the export sector throughout the nine-
teenth century.

Export expansion, whether fast or slow, could produce one of three export-
led models: additive, destructive, or transformative. In the additive model
the export sector was grafted onto the existing structure of production with
very little change in the nonexport economy. Resources were attracted into
the export sector without reducing output elsewhere, and factor productiv-
ity in the nonexport economy was unaffected by the growth of the export
sector. An example of additive growth is provided by the expansion of
banana exports from Honduras at the start of the twentieth century. The
land – previously unutilized – had a zero opportunity cost, the capital was
foreign, and the labor was provided in large part by migrant workers from
the British West Indies and El Salvador. The impact on the rest of the eco-
nomy was minor.1

In the destructive model the expansion of new exports was achieved by
attracting resources from existing activities in the rest of the economy –
either from within the export sector itself or from the nonexport economy.
A good example of the former is the expansion of tin mining in Bolivia,
where the land, labor, and capital all came in large part from resources
previously devoted to silver exports.2 An example of the latter is coffee
exports from Puerto Rico after the final abolition of slavery in 1873, which

1 Several good studies have been written on the early days of the banana industry. See, for example,
Kepner and Soothill (1935), Chapters 1–2.

2 On the switch from silver to tin, see Klein (1982), Chapter 6.
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were achieved by bidding away resources previously devoted to agricultural
production for the home market.3 The destructive model implied a shift
of resources toward higher factor returns (principally for capital and land),
although most of the nonexport economy was still unaffected.

In the transformative model the export sector expanded in such a way that
the productivity (labor and capital) of the nonexport economy was signif-
icantly affected. The resources attracted to the export sector in this model
were more likely to come with a nonzero opportunity cost (as in the de-
structive model), but this time the impact on factor and product markets
throughout the economy was considerable. Markets worked in an efficient
way, resources were attracted to activities in which they could command
the highest rate of return, and the benefits of technological change and pro-
ductivity gains were transmitted to all branches of the economy. Argentine
meat and cereal expansion is the best example of a transformative model of
export-led growth in the period before the First World War.

In most countries export-led growth featured elements from all three
models. Even in Argentina the growth of some minor exports – such as sugar
from Tucumán – was destructive rather than transformative.4 From the
point of view of Latin American economic development the transformative
model was far superior to the other two and unambiguously positive. The
additive model was (by definition) positive, but its overall impact was often
slight. The destructive model could also be positive, because it implied a
shift toward activities with higher factor productivity, but the aggregate
level of labor productivity depended on whether all the workers released
found full employment in the new activities. The underemployment on
Caribbean sugar plantations – where workers were idle for up to eight
months a year – showed that this assumption could not always be made.5

Whether the model of export-led growth was additive, destructive, or
transformative depended to some extent on the commodity lottery. The
meat-export industry, for example, involved so many separate processes
(e.g., pasture, fencing, fattening, slaughtering, and packing) that it could
not be mounted successfully without transforming many branches of the
nonexport economy. By contrast, banana exports were possible from enclaves
both physically and economically separate from the rest of the economy.
However, the model also reflected the efficiency with which factor markets
functioned. The operation of these markets was an important determinant
of whether export growth itself was fast or slow. It is appropriate, therefore,
to begin with an examination of the markets for labor, land, and capital in
Latin America before the First World War.

3 See Bergad (1983), Chapters 3–4.
4 See Rock (1986), pp. 406–7.
5 Moreno Fraginals (1986), pp. 217–29, is a good account of this aspect of the sugar industry.
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The labor market

Export-led growth took place against a background of demographic expan-
sion. The natural growth of population – the difference between births and
deaths per thousand people – varied between 1 percent and 2 percent per
year in the period leading up to the First World War unless exceptional con-
ditions, such as war, prevailed. The crude birth rate (CBR) was remarkably
stable – as reflected in the low coefficient of variation – both across countries
(see Table 4.1) and over time, at just over 40 per thousand. Only Uruguay, its
population more urban and middle-class than any other in Latin America,
had experienced a significant reduction in the CBR by 1913.

The crude death rate (CDR) averaged around 26 per thousand, but this
concealed significant variations. At first the variations were random – af-
fected above all by epidemics, such as cholera and yellow fever, or by the
destructions of war – but gradually the CDR yielded to improvements in
sanitation, water supply, and the spread of modern medicine. The extremely
high infant mortality rates (IMRs) in the midnineteenth century – in
Mexico more than 300 out of every 1,000 children born died before their
first birthday – had been reduced by the end of the century; in consequence
life expectancy, though still very low by modern standards, had started to
climb.6 Even so the IMR was above 100 throughout Latin America before
1914, compared with 72 in Australia and 57 in New Zealand (see Table
4.1).

The natural rate of population increase was high by international stan-
dards throughout the period under consideration (circa 1850 to circa
1914) – a tribute perhaps to the extremely favorable land–man ratios found
in most of Latin America – but complaints of labor shortages by employ-
ers in the export sector were universal. This was true whether we consider
fast-growing export sectors, such as coffee from the state of São Paulo in
Brazil, or slow-growing activities, such as nineteenth-century sugar in the
Dominican Republic. The annual increase in labor supply implied by past
population growth was never enough, it would seem, to satisfy the needs of
the export sector for additional workers, and complaints of labor shortages
were frequently heard from other branches of the economy as well. The ex-
port sector therefore had to attract its labor supply either through internal
or international migration.

Let us consider first the case of internal migration. Throughout nine-
teenth-century Latin America the population was overwhelmingly rural.

6 In Brazil, for example, male life expectancy at birth was 27.1 years in 1879 – typical of much of
Latin America at the time. By 1920 this had risen to 31.4 years. See Arriaga (1968), pp. 29 and 34.
Only Argentina, where life expectancy in 1914 reached 48 years, came close to the level in advanced
countries. See Sánchez-Albórnoz (1986), p. 142.
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Table 4.1. Sociodemographic profiles, circa 1910–1914

Urbanizationd

Country CBRa CDRb IMRc (No. of cities) Newspaperse

Argentina 40.3 17.7 121 31.2 (9) 87
Bolivia 4.3 (1) 6
Brazil 47.3f 10.7 (14) 9
Chile 44.4 31.5 261 14.5 (2) 44
Colombia 44.1 26.0 177 7.1 (8) 3
Costa Rica 43.0 23.7 191 9.0 (1) 31
Cuba 44.7 21.4 140 15.1 (2) 9
Dominican Republic 3.0 (1) 9
Ecuador 46.5g 30.2g 188g 9.1 (2) 15
El Salvador 44.7 31.1 169 6.3 (1) 13
Guatemala 46.6 33.0 142 5.1 (1)
Haiti 5.6 (1) 3
Honduras 43.7 24.5 126 3.9 (1) 5
Mexico 43.2 46.6 228 7.6 (11) 12
Nicaragua 7.0 (1) 28
Panama 42.0 19.0 122 11.1 (1) 53
Paraguay 14.2 (1) 20
Peru 5.0 (4) 20
Puerto Rico 35.9 21.8 153 4.3 (1)
Uruguay 31.5 13.2 103h 28.7 (1) 80
Venezuela 44.5 28.3 154 3.6 (1) 16
Mean (unweighted) 42.8 26.3 163
Coefficient of variationi .098 .313 .27
Australia 27.8 10.7 72 37.6 (7)
Canada 31.1 13.0 170 19.4 (11)
New Zealand 26.2 8.5 57 26.6 (3)

a Crude birth rate (live births per thousand population).
b Crude death rate (deaths per thousand population).
c Infant mortality rate (infants under one year per thousand live births).
d Defined as the proportion of population living in major cities. The number of such cities
is given in parentheses.
e Daily newspaper circulation per thousand population.
f Taken from Sánchez-Albórnoz (1986), p. 144.
g Average of 1915–19.
h Average of 1921–4.
i Defined as the ratio of the standard deviation to the mean.
Sources: CBR, CDR, and IMR from Mitchell (1993). Urbanization figures derived from
Mitchell (1993). Newspaper circulation derived from Wilcox and Rines (1917).
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This remained the case up to the First World War in all countries except
Argentina and Uruguay (see Table 4.1). Thus the export sector faced the
task of bidding away labor from rural – mainly agricultural – activities.
Because the export sector typically enjoyed above-average growth with
above-average labor productivity, it would have been natural for the export
sector to offer increased real wages (nominal wages adjusted for the cost of
living) on the grounds that the labor-supply curve was upward sloping.

This situation certainly did occur in some parts of Latin America. Mi-
grants who moved from the Central Valley in Chile to the nitrate and other
mines in the north were certainly attracted by higher wage rates than they
could hope to obtain in their existing employment.7 Workers who moved
to northern Mexico from the center and south to work in the cattle and (af-
ter 1900) oil industries were also motivated by higher expected real wages.
Some migrants from the Brazilian Northeast, where cotton and sugar were
in decline, were attracted by the prospects of higher wages as a result of the
coffee boom in São Paulo.

Yet this normal operation of the labor market was thwarted in numerous
ways. Real wages in the export sector were often unchanged over long
periods of time, and in some cases they even declined. Employers were
extremely reluctant to tempt workers with the offer of higher wages. Even
when they did pay higher nominal wages they were often able to reduce the
real cost through the operation of company stores at which workers had to
redeem their wages on goods sold at inflated prices.

Thus coercion – such a marked feature of the labor market in colonial
times – was still found in many parts of Latin America on the eve of the
First World War. The methods used in Guatemala and El Salvador by coffee
producers to secure labor at a fixed or declining real cost were often brutal,8

and the same could be said for many of those employed in the rubber
booms in Brazil and Peru.9 The labor supply used to produce yerba maté in
Paraguay was free only in name,10 and the situation was not much better for
the workers across the border in Argentina producing sugar in Tucumán.11

The liberal reforms that swept across many parts of the subcontinent
in the second half of the nineteenth century were designed, among other
things, to ease the labor shortage faced by employers. The alienation of com-
munal lands belonging to Indian villages introduced private property into
the subsistence sector of the economy, and antivagrancy laws were adopted

7 See Sunkel (1982), pp. 82–6.
8 For Guatemala, see Jones (1940), Chapter 12. For El Salvador, see Menjı́var (1980), pp. 87–112.
9 The rubber boom in Brazil is the subject of a fine monograph by Dean (1987). For Peru, where the

treatment of rubber workers became an international scandal, see Vivian (1914), pp. 151–4.
10 Bureau of the American Republics (1892b), pp. 96–104, is an illuminating contemporary account

of the yerba maté industry by a U.S. consul.
11 See Bauer (1986), p. 182.
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(and adapted) to try to force those without property to offer their labor
services to the capitalist sector of the economy. In the absence of higher real
wages, however, only coercion could ensure that employers received an
adequate supply.12

The reluctance of employers to use higher wages to clear the labor market
had many explanations. Most of Latin America’s exports of primary products
competed in the world market with supplies from other parts of the world
(including other parts of Latin America); with many exports labor-intensive,
labor costs were overwhelmingly the largest single item of expenditure, and
higher wages were seen as a zero-sum game in which workers’ gains would
mean lower rents and profits. Some employers were also pessimistic about
the slope of the supply curve and assumed that only a huge increase in wages
could voluntarily secure the extra labor required; others shared the prevail-
ing contempt for the lower classes found among most sections of the elite
and assumed that only international migration from Europe could solve the
problem of labor shortages.

International migration into Latin America before the First World War
was, in fact, of two kinds – selective and mass. Selective international mi-
gration did not mean a free market in labor; workers were imported for
specific tasks. Chinese coolies, for example, were widely employed in the
sugar and cotton industries in Peru,13 on the sugar plantations in Cuba,14

and in railway construction in Costa Rica.15 In Mexico they were joined
in the henequen industry by indentured laborers from Korea.16 Workers
from the British West Indies were widely employed in the banana industry
in the Caribbean Basin, in railway building, and in the construction of the
Panama Canal after 1903.17 The Cuban sugar industry used workers from
Puerto Rico, and the sugar industry in the Dominican Republic had begun
its traditional dependence on Haitian workers even before the First World
War.18 Many Latin American governments also encouraged the establish-
ment of agricultural colonies made up of European immigrants. Most of
these failed, but some in the Southern Cone – notably the south of Chile,
southern Brazil, and southern Argentina – were quite successful.19

12 These issues are the subject of many fine essays in Duncan et al. (1977).
13 See Gonzales (1989).
14 See Thomas (1971), p. 186.
15 The death rate among these workers was high, however, and they were replaced with British West

Indians. See Echeverri Gent (1992).
16 See Bauer (1986), p. 184.
17 On British West Indians in Panama, see Conniff (1985), Chapters 1–3.
18 See Hoetink (1986), p. 293.
19 Many nationalities were involved in these agricultural colonies and for very different reasons. For

the Welsh, who settled in Patagonia, one of the motivations was preservation of their language. See
Williams (1991), Chapter 8. Marshall (1991) contains a good bibliography on European immigration
in general.
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The most extreme case of selective migration was the international trade
in slaves. This trade, finally suppressed in Brazil in the 1850s and in Cuba
in the 1860s, was designed to increase the supply of slaves sufficiently to
offset the low rate of growth of the slave population and to prevent slave
costs from rising. With the suppression of the slave trade Brazil and Cuba
were forced to turn to other types of selective migration to hold down wage
costs. Only when slavery was finally abolished and – in the case of Cuba –
after the Spanish – American War had ended, did the two countries adopt
a policy of mass international migration.20

Mass immigration was not popular with all governments. Whereas selec-
tive migration was a tap that could be turned on and off to suit local labor-
market conditions, mass migration – the unrestricted entry of foreigners –
carried the risk that the migrants would not work in the areas of labor
shortage, that they would bring “dangerous” social or religious ideas, and
that they would not leave in times of depression. Furthermore, even if a
government favored mass migration, there was no certainty that it could be
achieved, because the incentives offered had to compete with the attractions
of migration to the United States, Canada, and other countries of “recent
settlement.”

In fact, mass migration in Latin America was limited to a handful of
countries. The outstanding case is Argentina: International migration began
in the 1860s, accelerated in the 1870s following the War of the Triple
Alliance, and was sustained – with only a brief interlude in the early 1890s –
until the First World War. By that time the foreign-born represented 30 per-
cent of the population – a figure far higher than that for the United States.
Migrants accounted for half of the increase in population since 1870 and for
more than half of the increase in the labor force. Although a high proportion
of the migrants chose to stay in Buenos Aires, swelling Argentina’s urban
population and giving Latin America its first city with more than a million
inhabitants,21 the labor market worked with a fair degree of efficiency. Labor
shortages never seriously interfered with the expansion of exports, and there
is some evidence of rising real wages even in rural areas before 1914.22

Uruguay also favored a policy of mass immigration. As in Argentina,
the largest single group of migrants was of Italian origin, but the migrants
showed an even greater preference for urban life – in this case Montevideo –
than did their Argentine counterparts. The unsettled political conditions
until the beginning of the twentieth century restricted the flow of migrants,
so the foreign born represented “only” 17 percent of the population in the
1908 census.23 Brazil also adopted a policy of mass immigration after the

20 On the economics of European migration to Brazil, see Leff (1982), Chapter 4.
21 It had reached more than 1.5 million by 1910. Its only serious rival was Rio de Janeiro, with

870,000. See Mitchell (1993).
22 See Cortés Conde (1986), p. 340.
23 See Finch (1981), p. 25.
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abolition of slavery in 1888 and was able to attract large numbers of Italians
and Portuguese to the state of São Paulo. After 1907 São Paulo became a
major source of attraction for Japanese immigrants. The foreign born never
numbered more than 10 percent of the population, however.

Following the defeat of Spain, Cuba opted for mass immigration in a con-
scious effort to rebuild its war-devastated population and to cure the struc-
tural problem of labor shortage in the sugar industry. Racial bias, however,
restricted the entry of West Indians until the 1920s, when labor shortages
were particularly acute, so the main beneficiaries of Cuban immigration
policy were Spaniards (including Fidel Castro’s father, who first arrived in
Cuba as a member of the Spanish army). Elsewhere, with the partial excep-
tion of Chile, policies in favor of mass migration either were never adopted
or were unsuccessful. In Mexico, by the time of the revolution, only 1 in 200
was foreign-born, and in Venezuela only 10 percent of those who arrived
actually stayed.24

The combination of natural growth of population, internal migration,
selective immigration, and mass migration relieved the labor shortage but
did not usually cure it. Complaints of labor shortages persisted in many
parts of Latin America up to the First World War, and the inefficient way
in which the labor market operated was certainly one explanation for the low
rate of capital formation in some republics. Investors, foreign or national,
were naturally reluctant to invest in activities whose profitability could be
undermined by labor shortages.

Only in a few countries was the rate of growth of exports not held back by
labor shortages. The scale of migration to Argentina, for example, coupled
with a relatively efficient labor market that allowed real wages to rise or fall
in line with the gap between supply and demand, was such as to eliminate
labor shortages over the long run.25 Not all mass-migration countries,
however, were so favored. Brazil after abolition of slavery in 1888 and Cuba
after 1898 found that even international migration did not always clear the
labor market, and the reason was the same in both countries: manipulation
of the labor market by employers in an effort to prevent an increase in real
wages.26

Countries that depended on minerals for their foreign-exchange earnings
(such as Bolivia, Chile, and Mexico) also generally avoided labor shortages

24 See Sánchez-Albórnoz (1986), p. 129.
25 Williamson (1999) has calculated urban unskilled real wages for six Latin American countries before

1914 and compared them with real wages in the United Kingdom. In the case of Argentina, the
data show a substantial increase from 1873–83 to 1899–1903. The data can be found in Williamson
(1998).

26 International (mass) migration was a clumsy instrument for resolving labor shortages in the export
sector. First, not all migrants stayed in the country; second, many chose not to work in the export
sector. It has been estimated in the case of São Paulo state in Brazil that 79 percent of those who
arrived between 1892 and 1895 stayed permanently, whereas only 9 percent of those who arrived
between 1906 and 1910 did so. See Holloway (1980), p. 179.
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in the export sector.27 The mining sector was less labor-intensive than
agricultural exports, and employers were more willing to tolerate higher
wages as a means of attracting workers. The element of coercion in bringing
workers to the mines could still be strong, however, and labor unrest was
often met with force.28

A final group of countries was those, such as Haiti and El Salvador, where
the growth of exports was so modest that the natural rate of population
growth even permitted the emigration of labor to neighboring countries.
The Northeast of Brazil – a region, not a country – was in a similar position.
In these cases the failure of the export sector to grow faster could not be
blamed on the operation of the labor market.

Elsewhere, labor shortages persisted and contributed to the slow growth
of exports. The root of the problem was the unwillingness of employers to
use wages to clear the market. The real wage of Cuban cane cutters, Brazil-
ian coffee growers, and Ecuadorean cacao workers, for example, remained
unchanged for long periods despite evidence of labor shortages.29 Govern-
ment efforts to increase the labor supply through restricting access to land
could alleviate this basic problem but could not resolve it. The authorities
were even willing to subsidize international-migration costs (as in Brazil)
or to give free parcels of land to foreigners (as in El Salvador) rather than
see real wages rise.

In an effort to secure an adequate labor force, without the need to raise
real wages, many large landowners expanded the practice (in existence since
colonial times) of providing workers with access to land in exchange for their
labor. These workers, known as inquilinos in Chile; huasipungueros, colonos,
concertados, or yanaconas in the Andes; and peones acasillados in Mexico, were
often virtually outside the money economy, for their payment was in kind
rather than cash. Even day laborers, hired throughout the year for specific
tasks, were often marginal to the money economy: This happened when
credit was advanced to the worker, often under dubious circumstances, in
return for future duties. The advance was not necessarily canceled with the
death of the debtor; instead, it could pass to his children, so the system has
often been described as debt bondage.30

27 Even so, there is little evidence of rising real wages. For a careful study of Mexico, see Gómez-
Galvarriato (1998).

28 The most infamous example is the suppression of a strike in the nitrate port of Iquique in northern
Chile in 1907, with the loss of hundreds of lives. See Blakemore (1986), p. 529.

29 It has been argued for Brazil, for example, that “these conditions seem to have led to an expansion
pattern in which the economy’s advanced sector could grow for almost a century without rising real
wages.” See Leff (1982), p. 69. See also Williamson (1998) and (1999).

30 Debt bondage, or debt peonage, has been recently subject to a revisionist interpretation in which
labor scarcity is seen as favoring the debtor, not the creditor. See, for example, Miller (1990).
Although it can readily be agreed that labor scarcity ought to have favored the debtor, it is by no
means certain that it did.
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The unwillingness of employers to see real wages rise had macroeconomic
as well as microeconomic implications. It concentrated income, in the export
sector in particular, in the hands of the owners of land and capital. It
also undermined the search for labor-saving technological innovations in
response to rising real wages. The contrast with Australia, New Zealand,
and Canada – all countries of mass migration with free labor markets (by
1914) and rising real wages – could not be stronger.31 Only Argentina came
close to this model, with technical improvements in agriculture and rising
real wages a noteworthy feature of the export sector in the period leading
up to the First World War.

Land

The expansion of agricultural exports after the middle of the nineteenth
century – and in a few cases even before – required access to new lands.
In fifty years, assuming no change in yields, a 5 percent annual increase in
agricultural exports implies a tenfold increase in land used. Even allowing
for improvements in yield and the more modest rates of growth found in
most countries, export-led growth – at least when based on agriculture –
still implied very substantial increases in inputs of land.

No Latin American country – not even densely populated El Salvador and
Haiti – suffered from a physical shortage of land, either at the beginning
of the independence period or on the eve of the First World War. The
region was famous throughout the world for its favorable land–man ratios.
Some of the largest countries (e.g., Argentina and Brazil) had fewer than
3 inhabitants per square kilometer in 1913; even in El Salvador and Haiti
the ratio was below 70.

Access to land was another matter, however. Latin America suffered from
two serious problems. First, inadequate transportation meant that vast tracts
of land were virtually inaccessible until the coming of the railways; and even
then parts of many republics were still physically isolated and were not
finally incorporated into the national territory until an extensive road net-
work was established in the twentieth century. Second, Latin America had
perpetuated the system of land tenure, inherited from Spain and Portugal,
that left the ownership of land highly concentrated.

By all accounts the concentration of landownership had changed very
little in the century after independence. Yet it would be wrong to blame
this exclusively – as has so often been done – on the land-tenure system
inherited from the Iberian Peninsula. The fact is that the area in private

31 Australia, despite its inauspicious beginnings as a convict colony, saw a rise of 120 percent in wages
between 1841–5 and 1886–90, compared with a rise in prices of 10 percent. See Tregarthen (1897),
p. 421.
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ownership in the 1820s was only a fraction of the area in private ownership
in 1914. The increase over nearly a century was enormous and would have
provided many opportunities to alter the concentration ratio if the new lands
in private ownership had been allocated more equally. The failure to do so
owed more to the balance of political power and to economic exigencies
than to inherited colonial patterns. The most striking proof of this was
the reproduction in countries long ignored by Spain, such as Argentina, El
Salvador, and Uruguay, of the high concentration ratios found in favored
colonial areas, such as Mexico and Peru.

The increase in the land area in private hands came from a variety of
sources. In some countries it was in part the result of conquest; Indian wars
in Argentina, Chile, and Mexico as late as the last quarter of the nineteenth
century added substantially to the national patrimony and provided an
opportunity for the state to reward its followers. In a few cases the new
lands were used to encourage agricultural colonies composed of European
immigrants, but they were usually divided up as huge estates. In one case,
following the defeat of the Yaqui Indians in northern Mexico during the
Porfiriato, a single company was granted 547,000 hectares – equivalent to
one-quarter of the area of El Salvador.32

The more usual method of increasing the area in private hands was
through the sale or grant of former crown lands. Each republic inherited a
vast area of such land, which could be disposed of as needs and circumstances
changed. The disposal of these public lands provided the state with a pow-
erful instrument to meet numerous different targets, including – if the state
had so wished – a less-concentrated pattern of landownership. Smallhold-
ings were occasionally encouraged, but the general pattern of land disposals
reproduced – or even aggravated – the inherited concentration.

The same was true of the alienation of ejidos, or communal lands. The
introduction of private property into villages where land had been held
communally for centuries could have created a system of smallholdings and
yeoman farming like that in many parts of Europe. Some Indian villages did
survive the transition, but all too frequently the main beneficiary was the
large landowner with access to credit and political influence. Many of the
huge estates in El Salvador and Guatemala, for example, owe their origin
to the alienation of communal lands after 1870, when the liberal state was
determined to promote the spread of coffee cultivation.

The expropriation of church lands in the second half of the nineteenth
century provided a further opportunity to diminish the concentration of
landownership. In Mexico the liberal reforms introduced by Benito Juárez
after 1857 were specifically intended to encourage smallholding agriculture

32 The grant was made to the Richardson Construction Company of Los Angeles. See Knight (1986a),
p. 111.
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through the disposal of church lands to farmers of modest means. The aims
of La Reforma were almost entirely thwarted by large landowners, however,
and Mexico entered the twentieth century with one of the most concentrated
systems of landownership ever known.33 Elsewhere, as in Colombia and
Ecuador, the disposal of church lands had much the same effect.34

The ability of the large landowning class to undermine the stated inten-
tion of the Mexican Reforma is a tribute to the political power linked to
landownership in nineteenth-century Latin America. In the fifty years be-
fore the First World War, there were few occasions when political hegemony
was not exercised by landowners who – not surprisingly – used the power
of the state wherever possible to reinforce their privileged status. Indeed,
in some countries, such as Paraguay after 1870, the overlap between the
state and the landowning class was so great as to render meaningless any
attempt to distinguish between them analytically.35

It would be incorrect, however, to assume that the survival of land concen-
tration was simply a reflection of the political power of the landed elite. The
persistence of labor shortages throughout the nineteenth century provided
the state with a further justification for restricting access to agriculture
landownership by a majority of its citizens. However artificial the labor
shortages may have been (after all, they reflected the imperfections and in-
efficiency of the labor market as much as anything else), the fact remains
that a scarcity of labor was perceived by the political elite as a major obstacle
to economic development in general and to export promotion in particular.
Thus the idea of converting communal lands into family-sized holdings in
private hands was seen as counterproductive, because the farm-labor force
would have little incentive to seek outside employment.

Some export crops did lend themselves to large-scale farming techniques.
The need to process sugar cane within twenty-four hours of cutting required
a sophisticated division of labor that would have been difficult to achieve in
small-scale agriculture. Much the same could be said of banana exports: In
Central America early efforts, controlled by small-scale farmers, to expand
sales were thwarted by heavy losses due to deterioration of the crop in the
absence of adequate transportation facilities.36

Economies of scale in export agriculture were comparatively rare. Crops
such as coffee, tobacco, cacao, and wheat were subject to constant returns to

33 The census of 1910 – on the eve of the revolution – showed 11,000 landowners (0.1 percent of the
population) in control of 57 percent of the land. See Singer (1969), p. 49.

34 In Ecuador church lands expropriated by the state at the end of the nineteenth century were not
divided up, and only those with considerable resources were able to gain access. See Deas (1986),
pp. 666–7.

35 On this period of Paraguayan economic history, see Abente (1989).
36 On the economics of sugar, see Moreno Fraginals (1986); on economies of scale in the banana

industry, see Karnes (1978), Chapter 2.
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scale and could therefore be raised just as efficiently on small farms. Indeed,
coffee production in Costa Rica and in parts of Colombia provide the best
examples of smallholding export agriculture in nineteenth-century Latin
America, and independent family farms – often producing cereals, fruits,
and vegetables for the home market – prospered in some areas of Chile,
Ecuador, Mexico, and Peru. The few successful examples of agricultural
colonies, mainly in the Southern Hemisphere, provided evidence of the
profitability of medium-sized farms, and tenant farms of modest proportions
flourished in parts of the Argentine pampas.37

No single explanation accounts for these relatively isolated examples of
successful smallholdings. Some of these pockets of yeoman farming devel-
oped in parts of Latin America where the shortage of labor was so acute that
no amount of manipulation of the labor market could be expected to yield
an adequate wage-labor force. Such was the case in Costa Rica throughout
the nineteenth century: Many families were obliged to cultivate only an
area consistent with the supply of family labor. Others, as in the Mexican
Bajı́o, were the result of the subdivision of estates into family-sized farms
in the wake of financial problems faced by large landowners.38

Broadly speaking, however, agriculture in general and export agriculture
in particular remained dominated by large-scale estates. The incorporation
of new lands on the frontier, the sale of public lands within the frontier, and
the disposal of communal lands close to villages all reinforced the traditional
pattern of landownership inherited from colonial times. Even the sale of
large estates in an increasingly transparent and active land market failed to
dent the concentration of land in a few hands, for estates were usually sold
as one unit without subdivision.

The means available to increase the amount of land in private hands were
sufficient to ensure that its supply was rarely an obstacle to the expansion of
exports. Only where climatic conditions were highly specific, as in the case
of cacao, coffee, or tobacco, could it be claimed that the export quantum
was constrained by an absence of suitable lands. Furthermore, within large
estates it was often common to leave a high proportion of land unculti-
vated, providing considerable flexibility to increase production as market
circumstances demanded. We must concede that, as an institution capable
of responding quickly and flexibly to changing world market conditions,
the large estate had certain advantages over the small or even medium-sized
farm.

Yet the large estate could not, and should not, be viewed in isolation from
the rest of the economy. The labor shortage to which it had responded was
often more apparent than real – particularly by the early twentieth century.

37 See Gallo (1986), p. 367. See also Taylor (1948), pp. 190–204.
38 See Brading (1978), Chapter 6. See also Knight (1986a), p. 12.
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The political patronage that had promoted the large estate also influenced
the fiscal system and encouraged governments to substitute (regressive)
import taxes for (potentially progressive) land taxes. The exercise of political
hegemony by the landowning class led to the manipulation of factor markets
and to a rental share in national income, which marginalized much of the
labor force in both economic and political terms and which could only be
justified if it led to a high rate of capital accumulation. As we shall now
discover, this was very often not the case.

Capital markets

The growth of the export sector under an export-led model required ad-
ditional inputs of land and labor. It also required capital. This was true
whether the primary-product exports were mineral or agricultural, although
the capital required per unit of output was generally higher in mining than
in agriculture. Furthermore, the growth of labor productivity in the export
sector was made possible through the adoption of technical innovations that
tended to be embodied in new capital equipment. Thus to a large extent
the success of the export-led model hinged on the supply of capital to the
export sector.

The profitability of the export sector often depended on complemen-
tary investments in related activities, such as transport, public utilities,
ports, communications, and housing. Thus the overall capital requirements
associated with the export-led model were considerable. A successful mo-
bilization of the resources needed for a high rate of capital accumulation
could not guarantee a successful export-led growth model, but it was fairly
certain that failure to carry out the necessary investments would undermine
the model. Only in exceptional cases, such as guano in Peru, could it be
said that export-led growth was not constrained by the supply of capital.39

The physical capital required directly and indirectly for the expansion
of the export sector consisted of machines, tools, spare parts, construc-
tion works, land improvements (including irrigation), livestock, trees, and
shrubs. It also included investments in human capital: In the first half of
the nineteenth century the most important form of investment in human
capital in several Latin American countries was in slaves, but by the end of
the century it referred more generally to the costs of training, public edu-
cation, and subsidized importation of skilled manpower.

For many entrepreneurs in the export sector the supply of working capital
was also important. A coffee fazenda in Brazil at the beginning of the twen-
tieth century had to spend money on wages, tools, transport, and storage

39 Guano could be extracted using unskilled labor and only the most primitive tools (e.g., shovels).
See Levin (1960).
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many months before payment could be expected from sale of the crop. Fail-
ure to obtain access to working capital in sufficient quantities could force a
farmer or a mineowner to sell to an export house at a substantial discount
to the market price, lowering profitability and discouraging expansion.

The three kinds of capital – physical, human, and working – all required
finance, so the first test of the efficiency of the capital market was the
channeling of resources from potential lenders to potential borrowers. An
export sector that relied exclusively on reinvested profits would not be able
to grow sufficiently fast to underpin a successful export-led growth model,
but the export sector was not the only potential borrower. Governments – at
the national, provincial, and municipal levels – were expected to undertake
investments in social infrastructure that could not normally be financed out
of current revenue, and new private-sector firms could not invest in activ-
ities – such as railways – that were vital to the health of the export sector
without access to finance.

The identity of potential borrowers was therefore clear, but no borrow-
ing could take place without an institutional framework to put borrowers
in touch with lenders. In the first half of the nineteenth century the main
lenders had been the church, the merchant class, and foreign sources, but the
capital market had not worked well. The economic power of the church was
resented by liberal politicians who considered church lending an inefficient
way of promoting export-led growth.40 The merchant class provided loans
to hard-pressed governments on numerous occasions, but the finance rarely
promoted capital accumulation, and the rent-seeking merchants, not sur-
prisingly, demanded various privileges in return. Finally, the funds obtained
from abroad through the issue of bonds in the 1820s could not be serviced
in virtually all cases, and in general the mining investments promoted by
foreigners were failures.41

In an attempt to improve the efficiency of the capital market, a small
number of governments (notably in Argentina and Brazil) had promoted
modern banking facilities. These rapidly deteriorated into institutions for
funding government deficits, giving paper currency a bad name in many
parts of the subcontinent.42 The position began to change, however, after the
middle of the century. The Banco y Casa de Moneda in Argentina, founded
in 1854, functioned like a commercial bank from its origin. It changed
its name to Banco de la Provincia de Buenos Aires in 1863 and became
one of the foremost financial institutions in that country. In Brazil Baron
Maua began to build a financial empire in the 1850s to complement his

40 On church lending in Mexico, see Chowning (1990).
41 On mining failures, see Rippy (1959), Chapter 1. A rare exception was the British-owned St. John

D’el Rey Mining Company in Brazil. See Eakin (1989); on early bond defaults, see Chapter 2.
42 In the case of Argentina, see Irigoin (2000).
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investments in agriculture and mining, and commercial banking became
established in many other countries in the 1860s and 1870s.43

The spread of commercial banking in Latin America was aided by a
change in the rules on limited liability in Great Britain that extended the
privilege to financial institutions. British banks were quick to seize the
opportunity, and by 1870 three such institutions with branches in many
different countries were established in Latin America. French, German, and
Italian banks followed suit, but U.S. banks were not allowed to invest in
Latin America until just before the First World War.44 The European banks
were foreign, but they raised deposits locally, channeled the resources to
Latin American borrowers, and competed with local financial institutions.
By the outbreak of the First World War foreign commercial banks were
established in most countries in Latin America (see Table 4.2), and some
were extremely profitable.45 Indeed, the yield on British investments in
Latin American commercial banks in 1913 has been estimated at 13.4 per-
cent46 – far higher than the yield on other British investments in the region
and well in excess of the average yield on investments in Great Britain
itself.47

Commercial banking was an important contribution toward mobilizing
the resources for capital accumulation in Latin America, but it suffered
from two main weaknesses. First, the volume of deposits attracted into
commercial banks in most countries by 1914 was still modest. Only in
Argentina could it be said that the banking habit had been widely adopted,
and even there deposits per head were half the level in Australia and Canada
(see Table 4.2). Elsewhere, as Table 4.2 makes clear, the quantitative impact
of commercial banking was still small. Ecuador had deposits per head of
$1.6 in 1913, and Venezuela – not yet an oil exporter – recorded a mere
$1.2 in the same year.

The second weakness was the limited impact of commercial banking
on resource allocation in general and on export diversification in particular.
Because the deposits taken were short term in nature (as in Europe), orthodox
banking precepts demanded that lending be short term as well. Thus many
banks concentrated their lending on existing activities in the export sector
that required trade finance. This was good news for established export

43 Jones (1977a) contains an excellent account of the spread of commercial banking. For a good study
of Mexico’s capital market in the nineteenth century, see Marichal (1997).

44 National City Bank (now Citibank) was the first to take advantage of the change in U.S. law, opening
a branch in Buenos Aires in November 1914. See Stallings (1987), pp. 64–6.

45 The total assets of the four major Anglo-Latin American banks, for example, rose from £8.9 million
in 1870, to £32.6 million in 1890, to £66.3 million in 1910. See Jones (1977a), p. 21.

46 See Rippy (1959), p. 74.
47 The average level of return on productive investments by foreign (British) capital was 6–7 percent.

This was some 3–4 percent higher (i.e., approximately double) than the yield on British home and
colonial government securities. See Platt (1977), p. 12.
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Table 4.2. Banking in Latin America, circa 1913

Number of
branches of Note circulatio Bank deposits

Number of international per head per head
Country banks banksa (in US$) (in US$)

Argentina 13 76 45.6 75.7
Bolivia 4 2 3.5 3.3
Brazil 17 48 11.6 9.4
Chile 11 23 11.8 26.0
Colombia 6 2
Costa Rica 5 0
Cuba 9 25
Dominican 3 2

Republic
Ecuador 5 1 2.5 1.6
El Salvador 4 2 2.3
Guatemala 5 0 0.9
Haiti 1 0
Honduras 3 0
Mexico 32 14 6.7b

Nicaragua 5 1
Panama 6 1
Paraguay 4 0
Peru 8 20 0.9
Puerto Rico 4 3 7.5c 5.6d

Uruguay 7 9 16.4 29.5
Venezuela 3 1 1.2
Australia 10.6 150.3
Canada 15.7 142.9
New Zealand 16.4 108.5

a The following international banks have been included: Anglo–South American Bank
Ltd., Banque Française et Italienne pour l’Amérique du Sud, Commercial Bank of Spanish
America, British Bank of South America, Deutsch-Südamerikanische Bank Aktien-
Gesellschaft, Deutsche Ueberseeische Bank, London and River Plate Bank Ltd., London
and Brazilian Bank Ltd., Banque Italo-Belge, National City Bank of New York, and Royal
Bank of Canada.
b Derived from Catão (1991), pp. 241–5.
c Derived from Carroll (1975), p. 450, and refers to 1898.
d Derived from Clark et al. (1975), p. 376, and refers to 1908.
Sources: Data on banks and branches of international banks from Wilcox and Rines (1917).
Data on note circulation and bank deposits per head derived from League of Nations (1927)
unless otherwise stated.
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activities (and contributed to the profitability of the banks themselves), but
it did little to help bring into existence new activities and a more diversified
export structure.

Some banks experimented with unorthodox lending strategies, tying up
loans in projects with long gestations. Such innovations were generally
unsuccessful, however, because in the periodic bouts of financial panic – a
regular feature of nineteenth-century capitalism throughout the world –
depositors rushed to withdraw their funds, and only orthodox banks were
equipped to handle the demand. Because foreign-owned banks (particularly
British ones) were the keenest on orthodox financial discipline, they tended
to survive the crises better than the locally owned financial institutions, and
their share of total deposits rose accordingly.

In an effort to overcome these weaknesses of commercial banking, some
countries experimented with alternative types of financial institutions.
Mortgage banks, for example, issued long-term mortgage bonds and could
then lend the money for long-term investments in agriculture, with land
offered as collateral. Such banks worked best in countries where title to
land was clearly defined and with sufficient credit rating to offer mortgage
bonds in foreign markets. Inevitably, Argentina, Chile, and Uruguay were
the republics in which such banks prospered best; elsewhere their impact
was more limited.48 The larger countries (e.g., Argentina, Chile, Mexico,
and Peru) had also established stock markets by 1914, but they remained
little more than an arena for trading government paper.49

The inadequate institutional framework for channeling funds from len-
ders to borrowers meant that many new activities could only be under-
taken using more informal channels. Many of the most successful Latin
American businesses relied on family networks that allowed the profits of
established companies to be channeled toward new ventures. Such was the
case of the Di Tella family in Argentina,50 the Prado family in Brazil,51 the
Edwards family in Chile,52 and the Gómez family in Mexico.53 The recur-
rence of these names in the twentieth-century history of each republic is a
tribute to the efficacy of the financial networks established among family
members.

48 Of fifty-eight financial, land, and investment companies in Latin America, no fewer than nineteen
were conducting business in Argentina. See Wilcox and Rines (1917), pp. 840–4.

49 For a case study of Brazil, see Hanley (1998).
50 Lewis (1990), Chapter 4, has a good account of Di Tella and other successful Argentine capitalists.
51 Antonio Prado (1840–1929) was a pioneer in shifting the base of the family fortune away from land

toward industry and finance. See Levi (1987).
52 Agustı́n Edwards had established interests in industry, finance, commerce, and agriculture before

the end of the nineteenth century. See Kirsch (1977), p. 102.
53 By the generation before the First World War, the Gómez family were well entrenched in industry

and the liberal professions. See Lomnitz and Pérez-Lizaur (1987), p. 106.
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Another popular way for promoting capital accumulation, which did
not depend on access to financial institutions, was through investment
by immigrants. Outside the mass-immigration countries (see pp. 88–89)
the trickle of migrants often brought with them small amounts of ca-
pital for investment in new activities; the growth of manufacturing before
the First World War (see Chapter 5) owed much to this kind of financial
transfer.

These devices were useful, but they could not be regarded as a wholly
satisfactory solution, and they could not disguise the inefficient nature of the
capital market in most Latin American countries. The formal institutional
framework tended to reinforce the tendency of the export-led model to
concentrate on a limited number of exports and discouraged diversification
both inside and outside the export sector. The informal arrangements, on
the other hand, put lenders in touch with a limited number of borrowers
(among immigrants they were one and the same) and were in any case too
weak to have much impact on the overall allocation of resources.

The institutional framework for investment in human capital was even
more deficient in most countries. The supply of skilled – or even semi-
skilled – labor was constrained by a primary-school system that gave a
rudimentary training to a small proportion of children. Adult illiteracy
rates of more than 80 percent were not uncommon before the First World
War. Argentina under Domingo Faustino Sarmiento, inspired by the exam-
ple of the United States, had moved toward mass primary education as early
as the 1860s;54 Chile, never far behind, followed suit soon after;55 Costa
Rica had made the same commitment by the 1890s;56 and Uruguay did so
in the following decade.57 Yet these were the exceptions: In the two largest
republics (Brazil and Mexico) the primary-education system remained woe-
fully inadequate, forcing employers to rely on a work force with virtually
none of the attributes required for technical progress and innovation.

Some effort went into the creation of professional institutions for training
labor in the new skills required by the export-led growth model. Schools
for engineers were established, along with institutions specializing in
plant breeding, agronomy, and livestock raising.58 At the university level,

54 As early as 1883 some 130,000 children – nearly one-quarter of those of school age – were attending
primary school in Argentina. The expenditure per pupil was roughly the same as in the United
Kingdom and higher than in the United States. See Mulhall and Mulhall (1885), p. 67.

55 By 1914 Chile had pushed school enrollment up to 380,000, contributing to an increase in literacy
from less than 30 percent of the population in 1885 to more than 50 percent in 1910. See Blakemore
(1986), p. 527.

56 Fischel (1991) contains a fine study of the Costa Rican educational system and its early commitment
to primary schooling.

57 The Uruguayan commitment to education is associated with the rise to power of José Batlle y
Ordóñez after the 1903 elections. See Oddone (1986), p. 466.

58 See Wilcox and Rines (1917), pp. 31–9.
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however, the situation was far from adequate, for neither the curriculum
nor the course structure had changed much since colonial times.59

Foreign investment

Given the difficulties encountered in mobilizing domestic resources for cap-
ital accumulation, it is not surprising that governments in every republic
turned to foreigners as a source of additional finance. At the time of inde-
pendence the only country with a surplus of capital for export was Great
Britain, but by the end of the nineteenth century the list had swelled to
include France, Germany, and the United States. Although small amounts
of capital might be obtained from other developed countries,60 the long-run
supply of foreign capital depended crucially on attracting funds from these
four countries.

Foreign investment could be either portfolio or direct, and the conditions
governing the two flows were very different. Portfolio investment consisted
mainly of bonds floated on the stock markets of advanced countries. The first
bonds had been floated in the 1820s on the London stock market, and the
proceeds had been used by governments to try to bridge the gap between rev-
enue and expenditure. The experiment had generally been a failure, but little
by little governments had renegotiated the debt in default, so that after 1850
bonds could again be issued.61 The bonds were issued with heavy discounts
to reflect the risk premium, and all too often this proved to be justified.62

By 1880, for example, most of the £123 million purchased by British
bondholders were in default, and regular payment of debt service by gov-
ernments was not common until the first decade of the twentieth century.63

A few governments – notably Argentina, Brazil, Chile, Mexico, and
Uruguay – were able to issue foreign bonds regularly (at least after 1870) as
a means of funding government expenditures. Bond issues by these coun-
tries were generally well received by foreigners: More than 90 percent of
British capital invested in Latin American government bonds in 1913 had
gone to these five countries (see Table 4.3), and Britons were by far the
most important purchasers of such bonds. Even in these favored countries,

59 Frustration with the antiquated curriculum and rigid discipline led to a massive protest during
1918 in Córdoba (Argentina), which paved the way for reform in higher education throughout
Latin America. See Hale (1986), pp. 424–5.

60 Other developed countries with investments in Latin America included Belgium, Italy, and Spain.
61 The story of how Latin American countries returned to the international capital market after 1850

is well told in Marichal (1989).
62 In 1870, ten years after settling its 1824 debt, the Province of Buenos Aires still had to accept a

discount of 12 percent on a flotation of £1,034,000 in the London market. See Rippy (1959), p. 30.
63 Even in 1913, however, the last normal year before the First World War, Guatemala and Honduras

were in default. See Rippy (1959), p. 72.
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Table 4.3. Direct and portfolio investment in Latin America, circa 1914

Public external debt Direct foreign investment

United United United United
Millions of Kingdom States Millions of Kingdom States

Country U.S. dollars (%) (%) U.S. dollars (%) (%)

Argentina 784 50.8 2.4 3,217 46.7 1.2
Bolivia 15 0 20.0 44 38.6 4.5
Brazil 717 83.4 0.7 1,196 50.9 4.2
Chile 174 73.6 0.6 494 43.1 45.5
Colombia 23 69.6 21.7 54 57.4 38.9
Costa Rica 17 47.1 0 44 6.8 93.2
Cuba 85 58.8 41.2 386 44.0 56.0
Dominican Republic 5 0 100 11 0 100
Ecuador 1 100 0 40 72.5 22.5
El Salvador 4 100 0 15 40.0 46.7
Guatemala 7 100 0 92 47.8 39.1
Haiti 1 0 100 10 0 100
Honduras 26 0 61.5 16 6.2 93.8
Mexico 152 92.1 7.9 1,177 54.0 46.0
Nicaragua 6 50.0 0 6 33.0 67.0
Panama 5 0 100 23 0 100
Paraguay 4 100 0 23 78.3 21.7
Peru 17 47.1 11.8 180 67.2 32.2
Puerto Rico 44
Uruguay 120 75.0 0 355 43.4 0
Venezuela 21 47.6 0 145 20.7 26.2
Latin America 2,229 67.8 13.8 7,569 47.4 18.4
Agriculture 255 4.7 93.7
Mining 530 19.1 78.3
Oil 140 2.9 97.1
Railways 2,342 71.2 13.0
Public utilities 914 59.7 13.9
Manufacturing 562 14.8 3.0
Trade 485 0.4 7.0
Other and 2,341 50.0 5.2

undistributed
by sector

Sources: ECLA (1965), pp. 16–17; for Puerto Rico, Clark et al. (1975), p. 586, with data
referring to 1928.

however, it was common to fund a proportion of excess expenditure through
internal finance, so that foreign bonds were never the only means available
to a government to fund a deficit.64 Yet foreign bonds certainly had their

64 In the five years before 1914, for example, some 70 percent of all public-debt-service payments in
Brazil could be attributed to foreign loans. See Fritsch (1988), Tables A.11 and A.14. The remaining
30 percent represented payment on internal debt.
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attractions for the issuing government: The conditions attached to new
bond finance were often loose, and governments could use the funds simply
to pay for current expenditure, thereby avoiding the need for unpopular tax
increases, even if this did little to contribute to capital accumulation.

In the less-favored countries government bond finance was typically a
story of refinancing rather than new investment. Frustration at the contin-
uation of debt defaults in many countries led bondholders to press gov-
ernments to earmark taxes (usually customs duties) for payment of debt
service.65 In one extreme case (Peru), the British bondholders set up the
Peruvian Corporation, which canceled the outstanding bonds in exchange
for various state-owned enterprises.66 Concern in the United States that
bond defaults might be used by European powers to intervene in Latin
America (in defiance of the Monroe Doctrine) led to several attempts to
replace bonds owed to Europeans with loans owed to U.S. investors (“dollar
diplomacy”). Where the United States itself intervened – in Cuba, the
Dominican Republic, Haiti, and Nicaragua – a high priority was always
control of customs revenue to ensure prompt repayment of the debt.67 These
measures ensured that debt default was much more rare in the years just
before the First World War than it had been fifty years earlier, but the
governments of these countries could still not expect to use foreign finance
to cover more than a small part of their total expenditures.

In some cases bonds were issued not by governments but by private sec-
tor companies. These bonds were issued to support the operations of firms
engaged in railways, public utilities, and financial institutions, and other
productive activities. Many such firms had been formed through direct for-
eign investment, with the capital owned and controlled by nonresidents.
The first such firms had been the British mining associations of the 1820s,
but only a handful of these had survived, and it was not until the sec-
ond half of the nineteenth century that direct foreign investment (DFI)
recovered.

DFI was attracted to those areas where technological barriers and access to
capital restricted the entry of local firms. The bulk of the investment there-
fore flowed toward railways, public utilities, mining, banking, and ship-
ping (see Table 4.3), although the first two activities were by far the most
important. By the First World War the United States had also acquired

65 This happened in the Dominican Republic, for example, even before the U.S. occupation. See
Hoetink (1986), p. 300.

66 The Grace Contract, named after the immigrant founder of the Grace Company, went into force in
1890. The entire external debt was canceled in exchange for the transfer to the bondholders (hence-
forth designated as the Peruvian Corporation of London) of the nation’s railways for sixty-six
years, free navigation of Lake Titicaca, and up to three million tons of guano. See Klarén (1986),
pp. 598–9.

67 U.S. control over external-trade taxes in these countries is described in Langley (1983).
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important interests in sugar mills in the Caribbean68 and bananas in Cen-
tral America,69 whereas British capital was invested in meatpacking plants
in Argentina and Uruguay.70

Foreign-owned enterprises in these areas were important – in some cases
dominant – and cases of unfair competition or abuse of power can easily be
documented.71 In many areas, however – above all, agricultural production
for the home market – DFI played only a minor role in most countries.
Furthermore, in the emerging manufacturing sector DFI was still of little
importance. In construction a number of foreign-owned firms had been set
up to specialize in large-scale public-sector projects – by Weetman Pearson,
for example, in Mexico72 – but the majority of investments in such activities
as urban residential housing were carried out by nationals.

By the outbreak of the First World War DFI was subject to relatively few
controls. The liberal ideology prevailing in government circles convinced
policymakers that DFI was an indispensable adjunct of efforts to promote
economic development. Foreign investment in social infrastructure in par-
ticular was seen as crucial for creating the conditions under which the
export-led growth model could prosper. The growth of the railway network
after 1870, though not totally controlled by foreign companies, undoubt-
edly made a major contribution to the expansion of exports.73 In relative
terms, however, expressed per thousand of the population, the length of
track was still modest. Only Argentina came close to the record of Australia,
Canada, and New Zealand (see Table 4.4). The spread of public utilities also
contributed much to the quality of urban life and increased the productivity
of many urban enterprises.74

The concentration of DFI in a relatively small number of sectors, most of
which did not enter into international trade, created a number of problems.
Many of the companies were natural monopolies (e.g., water supply); others
enjoyed a quasi-monopoly (e.g., railways). In some cases (e.g., insurance and
shipping), foreign companies operated price-fixing cartels, which did not

68 See Moreno Fraginals (1986). The growth of the sugar industry as a result of U.S. investments was
spectacular in Puerto Rico after the Spanish had been driven out. See Ramos Mattei (1984).

69 The growth of the banana industry under U.S. control was particularly rapid after the formation
in 1899 of the United Fruit Company from a number of smaller companies. See Kepner (1936),
Chapter 2.

70 On British investments in the Argentine meat industry, see Hanson (1938), Chapter 5. For Uruguay,
see Finch (1981), Chapter 5.

71 A good example is the beef trust created by exporters from the Rı́ver Plate countries to restrict
competition through the allocation of quotas. See Smith (1969), Chapter 3.

72 Pearson finally resolved the engineering problem associated with bringing water to Mexico City
from the surrounding area by canal. See Spender (1930).

73 This is demonstrated in the case of Brazil by Summerhill (1998), where the social savings on railroad
freight (i.e. the savings on transport costs made possible by railways compared with alternative
methods of transport) are estimated at 10% of GDP in 1887.

74 On British public-utility companies in Latin America, see Greenhill (1977). For an excellent case
study of a Canadian public-utility company in Brazil, see McDowall (1988).
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Table 4.4. Railways in Latin America, circa 1913

Number of Length Track per 1,000
Country companies (in kilometers) population (in kilometers)

Argentina 18 31,859 4.3
Bolivia 2 1,284 0.7
Brazil 15 24,737 1.0
Chile 10 8,069 2.4
Colombia 11 1,061 0.2
Costa Rica 1 878 2.5
Cuba 6 3,752 1.6
Dominican Republic 2 644 0.9
Ecuador 2 1,049 0.6
El Salvador 1 320 0.3
Guatemala 1 987 0.6
Haiti 180 0.1
Honduras 6a 241 0.4
Mexico 13 25,600b 1.8
Nicaragua 1 322 0.6
Panama 4a 479 1.4
Paraguay 1 410 0.7
Peru 9a 2,970 0.7
Puerto Rico 3c 408c 0.4
Uruguay 10 2,576 2.3
Venezuela 4 1,020 0.4
Latin America 83,246 1.4
Australia 31,327 6.9
Canada 49,549 6.5
New Zealand 4,587 4.3

a Taken from South American Handbook 1924.
b Taken from Wilcox and Rines (1917).
c Taken from Clark et al. (1975), p. 371.
Sources: Numbers of companies taken from Wilcox and Rines (1917); lengths taken from
League of Nations (1927).

endear them to the local population.75 Many of the railway lines tended to
reinforce the pattern of export specialization rather than to encourage diver-
sification, and in some cases price discrimination by the railway companies
themselves made the situation even worse.76 In the smaller republics the re-
sources at the disposal of foreign companies created an unequal relationship

75 See Jones (1977b), pp. 58–63. These price-fixing arrangements were no doubt in part responsible
for the wave of hostile legislation that many Latin American countries adopted after 1890, obliging
foreign insurance companies to purchase government securities and make local deposits.

76 The most glaring example was provided by International Railways of Central America, a subsidiary
of the United Fruit Company (UFCO) in Guatemala, which used price discrimination to shift
external trade toward Puerto Barrios – a port controlled by UFCO – on the Atlantic coast. See Bauer
Paı́z (1956).
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with the governments of the countries themselves, and many contracts were
signed that – with the benefit of hindsight – look excessively generous to
the foreign companies.77 This was also true in some of the larger countries,
such as Peru, where the weak fiscal position gave the government little
room to maneuver.78

Despite these problems the contribution of DFI to economic develop-
ment was positive – even if not as spectacular as is often claimed. What is
not so clear is the contribution of DFI to the overall financing of capital
accumulation. The figures on the stock of foreign-owned capital (see Table
4.3) look impressive, with Great Britain occupying a hegemonic position
in South America and the United States playing a similar role in many
countries north of Colombia. Nevertheless, part of the finance was obtained
through reinvestment of profits and funds raised locally. Furthermore, in a
few cases – notably copper mining in Chile and Peru – foreign control was
obtained through the purchase of existing – locally owned – enterprises.
This process of denationalization undermined the claim that DFI was needed
to finance new enterprises.

It is probable, therefore, that the contribution of foreign investment
(including bond issues) to the finance of capital accumulation was not as
crucial as is often supposed. This suspicion is confirmed by an examination of
the trade statistics for the larger republics (Argentina, Brazil, and Mexico),
which attracted the bulk of foreign investment.79 In all three cases a trade
surplus – not a deficit – was the normal state of affairs in the years leading
up to the First World War. This surplus was needed to finance the outflow
of interest and profit on foreign capital, an outflow which lowered the
net transfer of resources associated with a given gross inflow of foreign
investment.

The fact that the contribution of foreign investment to the finance of cap-
ital accumulation may not have been as great as is often supposed does not
mean that it did not play a positive role. As a vehicle for transferring technol-
ogy, encouraging innovation, and promoting new management techniques,
DFI could be very important. It did mean, however, that foreign invest-
ment could not be regarded as a panacea for resolving the inadequacies of
the capital market. The long-run low rate of growth of exports in most of

77 This unequal relationship was not confined to the smallest countries. The huge grants of land and
tax-free concessions to foreign oil companies in Venezuela by Juan Vicente Gómez after he came to
power in 1908 is surely a case in point. See McBeth (1983), Chapter 1.

78 Fiscal weakness, which undermined the capacity to service the debt, was a major factor behind the
infamous Grace Contract. See note 66.

79 In Brazil, where unusually comprehensive balance-of-payments statistics have been compiled, there
was a trade surplus (exports less imports) in every year except one in the period between 1889 and
1914. This surplus was reduced by interest payments on the foreign external debt, but the current
account was still in surplus in all but two years. In eleven of these years, amortization of the public
external debt exceeded new capital inflows. See Fritsch (1988). Table A.11.
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Latin America was a reflection in part of the low rate of capital accumula-
tion, and the latter reflected the difficulty of mobilizing domestic finance.
Foreign investment could be a useful adjunct, but it could not, and did not,
resolve the basic institutional weaknesses of the capital market in many
Latin American republics.

The policy context

The expansion of the export sector was not just a function of the supply of
primary inputs; it was also heavily affected by variations in the profitability
of exports, which in turn was influenced by the interaction of fiscal, mone-
tary, and exchange-rate policies (as well as international prices). The policy
context was also of great importance in determining the rate of growth of
the nonexport sector (see Chapter 5).

Fiscal policy had both a direct and an indirect bearing on the profitability
of the export sector. The direct impact came from the incidence of export
duties and import tariffs and – to a much smaller extent – from property
taxes. The indirect impact resulted, among other things, from the impact of
budget deficits on the money supply and on the exchange-rate.

Although all countries collected some public revenue from export duties,
few governments relied on such taxes to generate a high proportion of in-
come. International competition meant that most export taxes could not be
passed on to consumers without risking market share; indeed, some govern-
ments felt constrained to lower export taxes when international prices fell,
and exporters were often able to resist a compensating increase when prices
rose again.80 Some regions within countries (e.g., the state of São Paulo in
Brazil) relied heavily on export taxes to generate public revenue, but the
tax itself represented only a small proportion of the value of the export.81

The main exceptions to the unimportance of export duties were pro-
vided by minerals. Often facing downward-sloping (rather than horizontal)
demand curves and unable to relocate easily, firms that exported minerals
offered governments an excellent opportunity to increase public revenue
at low cost. The tax on gold, silver, and copper exports was an important
element in public finance at the beginning of the Porfiriato in Mexico,
although it had declined in importance by the revolution.82 The most spec-
tacular example of export duties was provided by Chilean nitrates, which

80 In Peru, for example, export taxes had been phased out during the guano boom and were not
subsequently reimposed, despite the shortage of government revenue, as a result of the political
power of exporters. See Thorp and Bertram (1978), p. 30.

81 Before the First World War the coffee-export tax represented around 70 percent of the total tax
revenue of the state of São Paulo. See Holloway (1980), p. 46.

82 Export taxes represented 6 percent of all revenue in 1876–7, but this had declined to 0.5 percent
by 1910–11. See Catão (1991), p. 132, Table IV.3.7.
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provided nearly 50 percent of all public revenue between 1890 and 1914
and in which the tax alone represented 10 percent of the value of exports
during the same years.83

Given the virtual world monopoly enjoyed by Chile, the nitrate com-
panies were able to pass the tax on to consumers relatively easily, and the
nitrate business remained one of the most profitable in Latin America.84

Indeed, it is difficult to find solid evidence of exports being rendered un-
profitable by export duties before the First World War anywhere in Latin
America and all too easy to find examples of tax exemption – often on
foreign companies – which was probably unnecessary.85

Governments throughout the region relied heavily on import tariffs to
generate public revenue, and the duties on certain commodities – even in
the age of “free trade” – could rise as high as 100 percent. Yet import tariffs
on goods of concern to the export sector (machines, equipment, etc.) were
usually quite low, and on numerous occasions governments offered duty-
free concessions to foreign companies under fixed-term contracts. As in the
case of export duties, it is difficult to find important cases in which the
growth of the export sector was severely restrained by high tariffs and easy
to find cases in which exemptions were generous.86

The indirect effects of fiscal policy on the export sector operated mainly
through the budget deficit. A tendency toward a deficit in public finance was
a marked feature of many Latin American countries in the first few decades
after independence, and it remained a problem even in the second half of the
nineteenth century, despite the rise in external trade. Tax reform brought
about the elimination of many taxes inherited from colonial times and a
concentration on external trade taxes; by the time of the First World War
no country received less than 50 percent of public revenue from customs
duties, and in many cases the share was more than 70 percent.87

The emphasis on customs duties resulted in several problems. First, pub-
lic revenue moved in line with external trade, and in far too many countries –

83 See Sunkel and Cariola (1985), Tables 20–22.
84 In 1913 the rate of return on capital on eleven British nitrate companies was more than 15 percent

in every case, and in one case (the Liverpool Company) it reached a staggering 150 percent. See
Rippy (1959), p. 73. The British engineer John Thomas North, known as the “Nitrate King,” had
founded many of these companies before his death in 1896. See Blakemore (1974).

85 The Peruvian Corporation, for example, was not subject to taxes on guano exports under the terms
of the Grace Contract. See note 66.

86 The banana contracts signed by the fruit companies in Central America and the Caribbean almost
invariably provided for duty-free entry on all kinds of imports, including consumer goods sold in
company stores.

87 The tax base for customs duties (external trade) tended to vary inversely in proportion to the size
of the country. Yet even in Brazil, where external trade in relative terms was less important than in
most countries, import duties alone still represented 56 percent of total federal government revenue
in 1913. See Fritsch (1988), Table A.14.
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as we have seen – the long-run rate of growth of trade was modest. Second,
trade was cyclical: The fall in public revenue associated with a trade de-
pression could not easily be met by a cut in expenditure, and deficits were
often the consequence, whereas in boom years it was all too easy to spend
the surplus.88 Third, customs duties were usually specific:89 They did not
move in line with domestic (pretax) prices for foreign goods, so the rev-
enue from customs duties was inelastic. This was a serious matter when –
as happened frequently – domestic prices were rising.90

For all these reasons, revenue per head (see Figure 4.1) was still pathet-
ically low by 1913. The few exceptions were all countries in which either
the long-run rate of growth of exports had been respectable (Argentina and
Chile) or the tax base – external trade – was relatively large (Uruguay). Yet
even a broad tax base (as measured by exports per head) was no guaran-
tee. Cuba and Costa Rica both suffered from excessive use of exonerations
for taxes on foreign trade, and the Dominican Republic, Nicaragua, and
Panama – their customs houses firmly controlled by U.S. administrators
who were intent on maximizing tax collections91 – had a higher level of
public revenue per head than did many other, richer countries.

Expectations about state intervention and the optimal size of the public
sector were different before the First World War from what they are today.
The private sector was expected to undertake many activities that today are
left to the public sector, and in one case (Peru) even the collection of taxes
was contracted out to private firms.92 However, the state had certain basic –
and inescapable – functions to perform, and service payments on the public
debt were an additional commitment that often forced governments either
to default or to go further into deficit. Indeed, public-debt service was the

88 When coffee prices rose sharply between 1909 and 1912, Brazilian federal government revenue
rose by nearly 40 percent; yet government expenditure rose even faster, leading to a widening of
the deficit. See Fritsch (1988), Table A.12. In Peru the Gibbs Contract (1849–61) and the Dreyfus
Contract (1869–78) gave the government such a high share of profits that many taxes were phased
out or reduced, so the income from sources other than guano was less in the mid-1870s than it had
been in the mid-1840s. See Hunt (1985), Tables 3 and 5.

89 Specific duties are levied on the volume of trade (e.g., ten pesos per meter of cloth), while ad valorem
duties are levied on the value (e.g., 10 percent on the value of cloth imports). Specific tariffs were
favored at a time when it was difficult, if not impossible, to establish whether imports were being
correctly valued by the importer. It was also intended to reduce corruption in the customs houses.
This explains the use in nineteenth-century trade statistics of “declared” and “official” exports and
imports, whose “price” often did not vary for many years.

90 Between 1890 and 1898, for example, the Brazilian cost-of-living index rose by 200 percent. The
sterling value of imports (the tax base) was virtually unchanged, whereas the revenue from import
duties rose by 120 percent. Thus some attempt was made to raise specific duties in line with domestic
inflation, but receipts still declined substantially in real terms.

91 The U.S. controller of customs, once installed, was difficult to remove. U.S. control of Nicaragua’s
customs houses, for example, began in 1911 and did not finally end for another forty years.

92 See Thorp and Bertram (1978), p. 359, n. 59.
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single most important item of public expenditure in most Latin American
republics before the First World War.93

Deficits could be financed either internally or externally. The poor record
of external-debt service, however, meant that only a handful of countries
could regularly expect to finance a deficit through new bond issues. As
late as 1913 the only countries with strong external credit were Argentina,
Brazil, Chile, and Uruguay – Mexico’s standing having been disrupted by
the revolution94 – and even these countries had to rely on internal debt for
at least part of their financing needs.

Internal debt, therefore, was a regular feature of public finance. In a few
countries, notably Argentina, capital markets were sufficiently mature to
permit the placement of domestic bonds without inflationary consequences,
but all too often internal debt involved the issue of inconvertible paper
leading to currency devaluation. The Brazilian milreis depreciated steadily
against the pound sterling throughout most of the nineteenth century and
almost collapsed in an orgy of paper issues in the 1890s.95 After years of iron
fiscal discipline under conservative regimes the Chilean currency began to
succumb to the seductive charms of inconvertible paper issues in the late
1870s, and even Argentina had great difficulty for most of the nineteenth
century in preventing paper issues from leading to sharp currency depreci-
ations.

The problems of deficit financing were often very serious indeed. At the
end of the nineteenth century, during the War of 1,000 Days, Colombia
experienced a dramatic collapse of the currency as a result of note issues (in-
cluding many counterfeits) without any reserve backing.96 The Guatemalan
peso collapsed after 1895 as successive tyrants succumbed to the tempta-
tions of paper money.97 The same was true in Nicaragua, under José Santos
Zelaya, until the United States intervened in 1909.98 The Dominican

93 Between 1890 and 1913 public-debt service absorbed 24.7 percent of all government expenditure
in Brazil (a fairly typical case) and an even higher proportion of total revenue. See Fritsch (1988),
Table A.14. This was much more important than fixed-capital formation and in one year (1898)
was more important than all noninterest current expenditure.

94 The revolution began in 1910 and became progressively more violent, until a certain stability was
restored with the presidency of Venustiano Carranza in 1917. The intervening years were marked
by social, political, and financial upheaval, including a period (1913–16) of hyperinflation.

95 Known as o encilhamento, this was the period following the overthrow of the monarchy when the
papelistas in Brazil threw aside all financial caution. In two years (1889–91), the money supply grew
by 200 percent.

96 The civil war began in 1899 and ended in 1902. During this period both liberals and conservatives
issued paper currency at such a rapid rate that the value of the currency fell from 30 cents gold to
10 cents in 1900, 2 cents in 1901, and 0.4 cents in 1902. See Eder (1912), p. 75. See also Bergquist
(1978), pp. 200–1.

97 Although the process began with President José Marı́a Reyna Barrios (1895–8), the real culprit was
Manuel Estrada Cabrera (1898–1920), who found inconvertible paper and currency devaluation an
indispensable tool for gaining the political allegiance of the powerful coffee class. See Young (1925).

98 In the case of President Zelaya (1893–1909), whose regime faced numerous revolts, deficit financing
was often a consequence of increased military expenditure. See Young (1925).
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Republic, Haiti, and Paraguay all experienced currency collapse at vari-
ous times in the nineteenth century as a result of deficit financing.

Currency depreciation could not be avoided even in those countries that
followed a responsible policy on note issues. The reason was the fall in
the gold price of silver that started in the 1870s after the United States
and Germany went on to the gold standard, leaving countries on the sil-
ver standard with currencies that were depreciating against major trading
partners.99

Latin America had inherited from the mother countries a monetary sys-
tem in which all manner of gold and silver coins circulated freely.100 After
independence the authorities regularly posted tables reporting the rates at
which coins could be exchanged for one another (the mint or monetary
ratio), and the problem was not too serious as long as the market price of
silver in terms of gold did not move too far out of line with the monetary
ratio. As the gold price of silver declined after the 1870s, however, gold
coins began to be withdrawn from circulation, and many Latin American
countries found themselves on a de facto silver standard. Indeed, in a few
cases (El Salvador and Honduras) the silver standard was adopted formally,
obliging financial institutions to exchange paper for silver at a fixed rate,
just as paper was exchanged for gold in the gold-standard countries.101

The majority of countries were unable to defend a formal silver standard
and retreated into regimes of inconvertible paper after the decline in the
gold price of silver.102 Currency depreciation was therefore the normal state
of affairs – even in silver-standard countries – and the losers within each
country were easy to identify. Merchants who relied on imports faced an
increase in local currency requirements to make payments abroad – not to
mention the increase in uncertainty and the currency risks associated with
buying goods at one rate of exchange and selling them several months later at
another. Governments – their external-debt service payments denominated
in gold – had to dig deeper into scarce public revenue to meet their foreign
obligations.

99 The fall in the gold price of silver began in 1873 and continued until the beginning of the twentieth
century, by which time the average price per fine ounce of silver in New York had dropped from
$1.32 to 53 cents.

100 The mixture of currencies was often made even more confusing by the shortage of specie, which
obliged countries to use imported coins in daily transactions. The Peruvian sol, for example, played
an important part in the monetary life of Guatemala in the second half of the nineteenth century
and even found its way into the financial system of British Honduras (Belize) at the beginning of
the twentieth century. See Banco de Guatemala (1989), pp. 64–75.

101 El Salvador had tried to adopt the gold standard in 1892, but the gold reserve was insufficient.
Gold coins were therefore hoarded as soon as they entered into circulation. The country was forced
back on the silver standard until inconvertibility was declared after the outbreak of the First World
War. See Young (1925).

102 This was the case, for example, in Bolivia and Guatemala. It was also the case in Mexico until the
country adopted the gold standard in 1905.
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The winners from currency depreciation should have been the exporters.
With exports sold for gold and payments made in local currency, the export
sector could be expected to enjoy a windfall gain as long as domestic prices
did not rise in line with currency depreciation. This seems to have been
the case – indicating a high degree of money illusion – and many domestic
prices, including wage rates, do seem to have been remarkably rigid in the
face of currency decline.103 Many exporters benefited handsomely from the
system, and adverse movements in the net barter terms of trade could be
offset by movements in the exchange-rate.

Even the export sector, however, had reservations about the wisdom of
currency depreciation. First, the decline in the gold price of silver was
not a steady one: Indeed, a sharp fall in the early 1890s was followed by
several years of appreciation in the early 1900s.104 The narrow market
in foreign exchange produced a huge spread between buying and selling
rates because of the uncertainty associated with currency movements, and
many exporters were forced to sell at times of the year when the rate of
exchange was low.105 Most of the windfall gains in fact went to a handful
of traders with sufficient working capital to wait for the most opportune
moment to buy and sell. Finally, the costs associated with inconvertible
paper were heavy in a world that was growing accustomed to convertibility,
and the increase in uncertainty was a serious disincentive to most types of
investment.

The widespread existence of money illusion, though it dampened infla-
tionary pressures, had an additional destabilizing effect on public finance.
The tax base for nontrade taxes – approximated by the value of domestic
sales – did not rise in line with currency depreciation, so nontrade taxes were
far from buoyant, and income could only be sustained by regular revision of
tax rates. Tax yields from alcohol, tobacco, salt, and other commodities sub-
ject to government monopolies tended to lag behind currency depreciation
and created additional pressure on public revenue.106

103 The extent of money illusion is not really surprising. Few countries produced a cost-of-living
index, and in societies in which the majority of adults were illiterate even publication of an index
was unlikely to make much of an impact. Labor contracts often involved payment in kind as well as
in cash. Inflation may have been implied by currency depreciation, but this connection was clearly
understood far better by the urban elite than by the rural masses.

104 The average price per fine ounce of silver rose from 53 cents in 1902 to 67 cents in 1906 before
declining again to 53 cents in 1908.

105 Guatemalan exporters occasionally faced a huge spread between the highest and lowest exchange-
rate in the same year. In 1899 the spread was from 3.00 to 8.50 pesos per U.S. dollar; in 1903 the
spread was from 12.15 to 21.00. The difference was quite capable of turning a large profit on a
coffee sale into a huge loss.

106 These taxes were often specific, and this was an additional reason why they did not rise in line with
currency depreciation. Public external-debt payments, however, rose in proportion to currency
depreciation.
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Thus there arose throughout Latin America in the last years of the nine-
teenth century a serious desire for currency stabilization. With the major
world economies all on the gold standard, currency stabilization in Latin
America implied a movement away from inconvertible paper regimes and
the silver standard toward either the gold standard itself or a gold-exchange
standard in which the local currency was pegged to a gold currency, such
as the U.S. dollar or the pound sterling.

This switch was attempted almost everywhere before the First World
War, though it did not always meet with success. The gold standard required
a gold reserve sufficiently large to provide a guarantee of full convertibility
to holders of paper currency. This was often beyond the resources of the
state, and several countries found that newly minted gold coins were being
hoarded or exported rather than entering into circulation. El Salvador was
forced to abandon its first attempt in the 1890s to leave the silver standard
for this reason, and it did not finally succeed until after the First World
War.107

The ABC countries – Argentina, Brazil, and Chile – adopted a novel
solution to the problem of switching to the gold standard. A conversion
fund was set up to guarantee the monetary ratio established under the
gold standard,108 and a part of public revenue was earmarked for payment
in gold to provide the necessary resources. Taxes were therefore collected
partly in gold and partly in paper, and expenditures were similarly divided.
The result was, in effect, a two-currency system that was often confusing
and sometimes difficult to operate. Indeed, it had collapsed in Chile even
before the turn of the century, and the country returned to a regime of
inconvertible paper.109

A few countries – Costa Rica, Ecuador, Peru, and Uruguay – had made a
successful transition to the gold standard by the beginning of the twentieth
century and therefore enjoyed a brief period of currency stability before
the collapse of convertibility at the start of the First World War. Others –
Bolivia, Colombia, Mexico, and Venezuela – made the transition so late that
war or revolution (in the Mexican case) undermined the system before it
had begun to function properly. Guatemala and Paraguay, still reeling from
excessive monetary expansion, had no choice but to stay on inconvertible
paper regimes.

Many of the Caribbean Basin countries – their economies heavily depen-
dent on the United States – adopted a gold-exchange standard based on

107 El Salvador finally made a successful transition to the gold standard in 1919, when the gold price
of silver was high.

108 The conversion fund was established in Chile in 1895, in Argentina in 1899, and in Brazil in
1906. Williams (1920) and Ford (1962) contain classic accounts of the Argentine financial system
before and after the adoption of the gold standard, respectively.

109 The Chilean experiment, launched in 1895, collapsed in 1898. See Hirschman (1963), pp. 171–2.
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the U.S. dollar. The Dominican Republic and Panama even made the U.S.
dollar legal tender,110 and it circulated freely and widely in Cuba, Haiti,
Honduras (on the northern coast), and Nicaragua by the First World War.
The gold-exchange standard of these countries brought extreme currency
stability, which even survived the First World War and did not require that
governments keep costly reserves of gold.

The currency and exchange-rate position of the Latin America republics
was therefore varied in the “golden age” of export-led growth before the First
World War. Some countries had suffered such long experience of currency
depreciation that money illusion had begun to disappear. Such was the case
in Brazil, Chile, and Colombia, whose history of inflation dates back to the
nineteenth century.111 Even Argentina – a model economy in so many other
respects – had suffered from gross misuse of paper currency in the nineteenth
century and had the greatest difficulty in moving toward currency stability
and full convertibility. In others, the slide of the currency as a result of the
fall in the gold price of silver coupled with money illusion undoubtedly
brought major windfall gains to the export sector. The prime example is
Mexico under the Porfiriato, but many small countries also reaped the
benefit.

By the beginning of the twentieth century the rules of the game for the
export sector had begun to change. The gold or dollar standard meant that
terms of trade losses could not be compensated through currency depre-
ciation. Greater discipline was needed in the control of costs, and foreign
companies, with access to capital at lower rates of interest, sometimes gained
the edge over domestic firms as a result. Currency stability, however, elim-
inated much of the uncertainty associated with exports and encouraged
investment for the long term. It is surely no accident that the fastest period
of expansion in exports coincided with a decade of relative currency stability
just before the First World War.

Given the problems identified in the markets for land, labor, and capital,
in the lack of social infrastructure, and in the uncertainty introduced by
currency instability (particularly before 1900), it is not surprising that the
long-run rate of growth of exports was so unsatisfactory in many coun-
tries. Yet solutions to these problems could be found, and the examples of
Argentina and Chile show that exports could grow rapidly even when the
problems facing the export sector had not all been overcome.

All the republics made some progress toward improving the conditions
under which the export sector operated, and the basic framework for export-
led growth was in place by 1914. However, timing was all important. The

110 The Dominican Republic adopted the dollar in 1900. Panama has never had any currency other
than the U.S. dollar, the local balboa being a useful fiction for purposes of national sovereignty.

111 Chilean inflation before the First World War has been the subject of numerous studies. See, for
example, Fetter (1931).
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window of opportunity that opened in the nineteenth century for Latin
America’s primary-product exports began to close with the outbreak of the
First World War. Countries like Bolivia or the Dominican Republic, which
had waited until the early twentieth century before undertaking a major
expansion of exports, would pay a high price for wasting the opportunities
provided by the expansion of world trade in the nineteenth century.



5

Export-led growth and the
nonexport economy

In the century before the First World War, Latin America followed a model
of export-led growth.1A successful export-led growth model implies a rapid
rise in exports and in exports per head coupled with increases in labor
productivity in the export sector. Yet this is only the first, albeit very
important, condition for a significant rise in real income per head. The
second condition is the transfer of productivity gains in the export sector to
the nonexport economy. Thus the export sector needs to become the “engine
of growth,” stimulating investment outside the export sector itself.

The export sector could provide such a stimulus in many ways. For
example, thinking in terms of backward linkages, the growth of the ex-
port sector could promote investments in railways, which in turn would
generate investments in sawmills (for lumber), capital goods (e.g., loco-
motives), and workshops for repair and maintenance of the rolling stock.
In terms of forward linkages, the export sector could also contribute to a
faster rate of investment. For example, cattle raising for export leads not
only to investments in beef and beef-extract production but also to invest-
ments in the leather industry, the shoe industry, and even the chemical
industry.2

The growth of some sectors of the nonexport economy was so intimately
tied to the fortunes of the export sector that we can think of them as com-
plementary activities. Examples are commerce (wholesale and retail), rail-
way transport, public utilities, construction, and public administration.
These service sectors depended directly on the export sector (e.g., railway
transport), on the imports and import tariffs made possible by exports (e.g.,
commerce and public administration, respectively), or on the urbaniza-
tion associated with the growth of exports (e.g., construction and public
utilities).

1 The major exception is Paraguay under Francia (see p. 38).
2 The soaps and candles produced as by-products of cattle-raising are early examples of commodities

produced by the chemicals industry in Latin America.
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However, some activities would not necessarily benefit from the growth
of the export sector, because demand could be met by imports rather than
by domestic production. A few of these sectors provided services (e.g.,
coastal shipping) that could be replaced by imports. The Chilean shipping
industry, for example, defended by protective barriers until the 1850s,3 did
not benefit from the expansion of exports in the fifty years before the First
World War; protection was phased out, and foreign shipping companies
increased their share of the coastal trade. Much the same was true of Brazil
after the middle of the nineteenth century.4

The most important import-competing sectors, however, did provide
goods; they are the subject of this chapter. At the dawn of the nineteenth
century the majority of the labor force in every Latin American country
was employed either in agriculture or in cottage industries producing com-
modities for the home market. With a very low level of exports per head,
this labor force faced little competition from imports, and domestic con-
sumption was satisfied mainly by domestic production. As exports per head
increased, imports started to rise, and establishments producing for the
home market faced greater foreign competition. A failure to increase the
capital stock per worker in the import-competing sector would then leave
a large proportion of the total labor force with such low productivity that
the growth of the export sector could not lead to a large rise in real income
per head except under exceptional circumstances.5 Thus the response of the
import-competing sector to the growth of exports was vital for the success
of the export-led growth model.

In terms of the labor force, the most important import-competing sec-
tor was domestic-use agriculture (DUA). This branch of agriculture, which
employed everyone in the sector not producing exports, included latifundis-
tas, hacendados, rancheros, colonos, and peones; it included huge estates and tiny
plots of land, owner-occupied farms and rented properties, and efficient and
inefficient estates. As late as 1913 the labor force in DUA was the largest
component of the population economically active (PEA) in virtually all re-
publics and represented a majority of the PEA in many countries. It was
a heterogeneous sector, and yet, despite its heterogeneity, it produced an
output which in principle could always be replaced by imports.

3 Chilean shipping was heavily protected from competition from 1835 to 1849, when the California
gold rush created new opportunities for Chilean exporters and led to the phasing out of preferences
for domestic ships. See Véliz (1961).

4 The protection given to Brazilian ships in the coastal trade was phased out after 1862, and free
competition was finally established in 1873. See Prado (1991), pp. 196–8.

5 These exceptional circumstances arise when nearly all output is exported and almost all consumption
is met by imports. In this case the rates of growth of exports and of GDP are approximately the same.
No Latin American country ever approached such a high level of export specialization, however. See
Appendix 2.
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The other main import-competing sector was cottage industry. The es-
tablishments were small, the technology was simple, and the main input
was labor, so it does no great harm to think of it as the handicrafts or
artisan sector. However, because its output consisted of goods competing
with manufactured imports, we can also think of it as the manufacturing
sector. The establishments in this sector could be (and were) rural or urban,
although even at the beginning of the nineteenth century the majority of
such workers were employed in urban areas. Slavery was not unknown, but
wage labor was more common. The labor force was often organized in craft
guilds, which enjoyed certain privileges and a high level of protection at
the time of independence.

These two import-competing sectors are the focus of this chapter. They
are often ignored in studies of export-led growth, yet their performance
could be crucial. Without a positive response by the two sectors to the
stimulus from exports, it was unrealistic to expect that even a fast rate
of growth of exports would result in significant growth of real income per
head. As is shown, the response could be positive, but situations also existed
in which countries were robbed of the potential gains from the export-led
growth model as a result of the poor performance of the import-competing
sectors.

Domestic-use agriculture

The task of transferring productivity gains from the export sector to DUA
was often very difficult. This branch of agriculture, representing all its
nonexport activities, had traditionally absorbed a majority of the labor
force, and a generalized increase in living standards was therefore difficult
to imagine without the transformation of DUA. Although the proportion of
the labor force absorbed by DUA declined slowly in the nineteenth century,
as a result both of the growth of the export sector and of urbanization, it
remained enormously important throughout the period up to the First
World War.

The exact size of DUA in the period before 1914 is not known. We do,
however, have figures for some countries on the proportion of the labor
force in all agriculture – including export agriculture (EXA) – and on the
share of agriculture in gross domestic product, or GDP (see Table 5.1). It
can be seen that the agricultural labor force represented around two-thirds
or more of the total PEA everywhere except those republics (Argentina,
Chile, Cuba, and Uruguay) in which the high level of exports per head
had brought significant structural transformation. After making educated
guesses for the proportion of the labor force employed in EXA, it is probable
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Table 5.1. Agriculture and the agricultural labor force, circa 1913

Agricultural net product
Agricultural labor force (1970 prices)

Number, Millions Per worker,
in Percentage of U.S. Percentage in U.S.

Country Year thousands of total dollars of GDP dollars

Argentinaa 1914 1,051 34.2 882 26.5 839
Brazilb 1920 6,377 66.7 835 22.9 131
Chilec 1913 455 37.7 198 15.5 435
Colombiad 1913 1,270 70.5 307 54.6 241
Cubae 1919 462 48.9 n/a n/a n/a
Dominican 1920 138 67.6 n/a n/a n/a

Republice

Mexicof 1910 3,581 63.7 824 24.0 230
Nicaraguag 1920 170 83.7 55 55.8 322
Uruguayh 1908 103 28.0 n/a n/a n/a
Venezuelai 1920 n/a 72.0 n/a n/a n/a

Australiae 1911 481 24.8 n/a n/a n/a
Canadae 1911 1,011 37.1 n/a n/a n/a
New Zealande 1911 116 26.1 n/a n/a n/a

Note: Local currency data have been converted at official exchange rates.
a Labor-force data from Dı́az-Alejandro (1970), p. 428. Production data from CEPAL
(1978).
b Labor-force data from IBGE (1987). Production data from CEPAL (1978).
c Labor-force data for 1907 from Ballesteros and Davis (1963), adjusted to 1913 assuming
no change in the structure of PEA and in the ratio of PEA to population. Production data
from CEPAL (1978) for 1940, adjusted to 1913 using the index in Ballesteros and Davis
(1963).
d Labor-force data from Berry (1983), p. 25, for 1918, adjusted to 1913 assuming a rate of
growth equal to the rate of growth of the population between 1913 and 1918. Production
data from CEPAL (1978) for 1929, adjusted to 1913 using the index for GDP in Maddison
(1991) and assuming no change in the ratio of agriculture to GDP between 1913 and 1929.
e Labor-force data from Mitchell (1993).
f Labor-force data from Mitchell (1993). Production data from CEPAL (1978) for 1920,
adjusted to 1910 using data in Solı́s (1983).
g Labor-force data from Cantarero (1949), p. 61. Production data from Bulmer-Thomas
(1987).
h Labor-force data from Finch (1981), p. 76.
i Labor-force data from Karlsson (1975), p. 34.
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that DUA accounted for more than 50 percent of the labor force in many
republics at the beginning of the twentieth century.6

The high proportion of the labor force employed in agriculture in most
countries7 was a reflection of the low level of labor productivity. The proof of
this is the fact that agriculture accounted for a much smaller proportion of
GDP than its share of the labor force (see Table 5.1). In the case of Brazil and
Mexico the agricultural share of GDP around the time of the First World
War was 23 percent and 24 percent, respectively, whereas agriculture’s share
of the labor force was more than 60 percent in both countries. Considering
that labor productivity in EXA was far superior to labor productivity in
DUA, one can confidently assume that in these two large republics (and
in others with similar structures) labor productivity in DUA was no more
than one-fifth the national average at the beginning of this century.8

Given the size of DUA, therefore, an export-led growth model that left
labor productivity in DUA unchanged was almost certain to fail. Thus it
was important to consider the circumstances under which the growth of the
export sector would lead to the transformation of DUA – often misleadingly
referred to as the “subsistence” sector.9

First, in a few countries the export commodities were also the staples
of the national diet; in these cases (e.g., wheat in Argentina and beef
in Uruguay) it was almost inevitable that the technological changes that
brought productivity gains to EXA would do the same for DUA. Improved
fencing techniques for livestock, for example, and new breeding methods
could not fail to affect the whole output of the livestock sector – irrespective
of its end use.

Second, labor productivity in DUA could expect to benefit from some
of the changes associated with the growth of the export sector. The most

6 The PEA in DUA is equal to the proportion in the agricultural sector less the proportion in the
export sector (E ). The latter – L(E )/PEA – can be expressed as

(E/GDP) · (GDP/PEA) · [L(E )/E ] = (E/GDP) · [APL/APL(E )],

where (E/GDP) is the ratio of exports to GDP, APL is the average productivity of labor, and APL[E]
is the productivity of labor in the export sector. Before 1914, in many Latin American republics
the proportion of the labor force in the agricultural sector was around 70 percent and the ratio of
exports to GDP was around 20 percent. Thus, provided that labor productivity in the export sector
was higher than the national average – that is, [APL/APL(E)] < 1 – the share of DUA in the PEA
would exceed 50 percent.

7 The lowest figures are found in Argentina, Chile, and Uruguay, but even in these three cases the share
was higher than it was in Australia and New Zealand.

8 In Brazil agriculture accounted for around 25 percent of GDP, whereas exports (and EXA) repre-
sented around 15 percent of GDP. Thus 10 percent of GDP was produced by the 50 percent of the
labor force that was engaged in DUA. This implies productivity of labor in DUA equal to 20 percent
of the national average.

9 A subsistence sector consumes what it produces, so no marketed surplus exists. This was rarely the
case in Latin American rural communities, although the marketed surplus was sometimes only a
small proportion of total output.
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important was the lowering of transport costs as a result of railway construc-
tion and other transportation improvements. The circulation of the bulky
products in DUA, such as basic grains, was held back by high unit transport
costs in the days of mule or oxcart transport, so the effective market was
often limited to the area within a few miles of the farm. Large farmers, too,
could expect to benefit from the growth of financial institutions linked to
the export sector, while rising productivity in the export sector, a more so-
phisticated division of labor, and population growth expanded the market
for DUA.

Under some circumstances, however, the relationship between the
growth of EXA and that of DUA could be negative, with adverse con-
sequences for productivity in the latter. Where export specialization was
carried to extremes, leading to the exhaustion of the land frontier, the most
appropriate lands were monopolized by EXA, leading to a squeeze on DUA
and either driving its farmers out of business or onto less productive land.
Similarly, the rise in land rents associated with the growth of EXA could
render the production of DUA unprofitable and could lead to a rise in
imports of foodstuffs.

Such cases were more than theoretical possibilities. In some Central
American and Caribbean countries up to 40 percent of the import bill was
accounted for by foodstuffs on the eve of the First World War (see Table 5.2).
In Puerto Rico the growth of the main export crops in the nineteenth cen-
tury (coffee, tobacco, sugar) had seen the farm area devoted to DUA fall
from 71.1 percent in 1830 to 31.6 percent in 1899.10 Export specialization
had undermined DUA, leading in some cases to an absolute decline and a
retreat by many small farmers into defensive strategies based on very low
levels of labor productivity.

These special cases are worth noting. In general, however, DUA kept
pace with the growth in demand. The share of imports accounted for by
foodstuffs in most of South America on the eve of the First World War was
not unduly high, and food imports per head (except in Cuba and Puerto
Rico) were quite modest (see Table 5.2). Furthermore, the import bill for
foodstuffs tended to be concentrated on a handful of essential products. In
Colombia wheat, rice, sugar, lard, and maize represented 66.7 percent of
the food-import bill around 1870; the proportion had risen to 91.3 percent
by 1905.11 Indeed, wheat alone was responsible for around half the food-
import bill for most of the period in Colombia and was also a major item
in Brazil and Peru.

Although it would have been physically possible in many cases to replace
imported foodstuffs by domestic production, it would not necessarily have
made economic sense. The opportunity cost – in terms of the land, labor,
10 See Dietz (1986), Table 1.3, p. 20.
11 See Ocampo (1984), Table 3.11, p. 158.
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Table 5.2. Food imports per head and as share of total imports, circa 1913
(current prices in US$)

Food imports

Thousands of Percentage of
Country Year U.S. dollars total imports Per head (in US$)

Argentina 1913 60,452 12.4 7.7
Brazil 1913 45,004 13.9 1.9
Chile 1913 11,183 9.3 3.2
Colombia 1913 4,928 17.9 0.9
Costa Rica 1913 2,093a 23.8 5.5
Cuba 1913 36,279 25.9 15.0
Ecuador 1913 1,028 11.6 0.7
Guatemala 1913 962 9.6 0.8
Honduras 1911–2 492 15.1 0.9
Mexico 1911–2 9,358 10.3 0.6
Nicaragua 1913 890 15.4 1.6
Panama 1913 3,414a 30.1 9.4
Paraguay 1913 1,991a 25.3 3.1
Peru 1913 3,648 12.6 0.9
Puerto Rico 1914 14,818 40.7 12.9
Uruguay 1907 6,525 17.4 5.7
Venezuela 1909–10 2,218 19.8 0.9

a Includes beverages.
Sources: Pan-American Union (1952), except for Honduras, Koebel (n.d.); for Puerto Rico
Clark et al. (1975); for Uruguay Koebel (1911); for Venezuela Dalton (1916).

and capital employed – needed to be lower than the cost of importing. For
most republics in the nineteenth century, labor and capital were scarce; land
in general was abundant, but land suitable for growing imported foodstuffs
(e.g., wheat) was not always available. Thus the pattern of food imports –
exclusive of the sugar islands – was not a major cause for concern, and, by
implication, DUA had in general expanded in line with the demand for
foodstuffs.

A satisfactory rate of production did not guarantee that labor productiv-
ity was rising, however. Whether it did depended on how the technique of
production responded to the growth of output. If an x percent increase in
output was achieved by an x percent increase in all inputs, clearly produc-
tivity would be unaffected. If, on the other hand, labor inputs expanded
less rapidly than output, average labor productivity would rise.

With labor in general scarce throughout the nineteenth century, it would
have been natural for technological progress in DUA to be labor saving; that
is, nonlabor inputs would have to grow faster than labor inputs. Even with a
proportionate increase in all factor inputs, an increase in labor productivity
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could still be achieved if output rose more rapidly – a consequence perhaps
of the demonstration effect associated with export sector growth or as a
result of economies of scale in DUA production.

Such increases in labor productivity in DUA were indeed recorded
throughout nineteenth century Latin America, but they tended to be con-
centrated in the Southern Cone.12 It is impossible to measure DUA labor
productivity with accuracy; if, however, we use figures on net output per
worker to measure labor productivity in agriculture (biased upward by
the inclusion of EXA), we may note (see Table 5.1) a significant differ-
ence between productivity levels in Argentina and those in the rest of Latin
America. Indeed, net agricultural output per worker in Argentina was more
than six times higher than the level in Brazil and nearly four times higher
than that in Mexico.

Although it is not a very reliable guide to labor productivity, the statistics
on land productivity (output per hectare) tell a similar story for DUA
of dynamism in the Southern Cone and unchanging yields in the rest of
Latin America. Furthermore, because land-productivity data refer to in-
dividual crops they provide a more detailed picture of DUA than can be
obtained from aggregate labor-productivity figures. In Chile yields for all
the major crops doubled in the forty years before the First World War,
and the maize yield quintupled.13 Indeed, land productivity (yield per
hectare) was higher in Chile than in the United States for the most impor-
tant components of DUA. By contrast, Mexican yields for many domestic
crops (e.g., maize) were among the lowest in all Latin America and far
below those recorded in Australia, Canada, New Zealand, and the United
States.14

It is clear, therefore, that some republics were able to transfer productivity
gains quite successfully from the export sector to DUA. In Argentina and
Uruguay the transfer was almost effortless, because the products were very
often the same (e.g., beef). The Chilean case is more impressive: Despite the
success of wheat exports, foreign-exchange earnings were derived mainly
from minerals. Yet the productivity of Chilean farming could still benefit
from mineral production because the concentration of workers around the
nitrate mines in arid northern Chile, where no food could be grown, was a
powerful stimulus to the growth of output, technological change, and labor
productivity in the fertile central valley.15

12 The Southern Cone is the geographical name given to Argentina, Chile, and Uruguay.
13 See Sunkel (1982), Table 43, p. 158.
14 The maize yield in Mexico just before the First World War was 8.5 quintals per hectare, compared

with 16.3 in the United States, 17.7 in Australia, 31.2 in New Zealand, and 35.2 in Canada. See
League of Nations (1925), Table 51.

15 These backward linkages from nitrate mining in northern Chile to agriculture in the central valley
are explored in great detail in Sunkel and Cariola (1985). Under these circumstances it is perhaps
puzzling that the share of the Chilean labor force in agriculture was so much higher than the
contribution of agriculture to GDP (see Table 5.1). The problem may reflect the quality of the 1907
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For many reasons other Latin American republics failed to transfer pro-
ductivity gains from the export sector to DUA. The most important cause
was the long delay in improving transport systems, leaving unit transport
costs so high that many farmers could not reap the benefits of access to a
wider market. Once the railway network had been consolidated in Brazil,
solid evidence suggests a much more dynamic performance on the part of
DUA; yet the network was slow in coming, so the Brazilian productivity
figures in Table 5.1 are dismal.16

The railway age also took a long time to reach Mexico. Only after the
Porfiriato had guaranteed political stability did foreign investors register an
enthusiasm for railway construction. Even so, the network overwhelmingly
favored the carriage of export products, and during the Porfiriato the growth
of DUA failed even to keep pace with population growth.17 That this did
not lead to a major explosion in food imports must have been due to the
fall in real agricultural wages for much of the period.18

The fall in real agricultural wages in Mexico in the Porfiriato seems to
have found an echo in many other republics. At a time of apparent labor
scarcity the decline may seem perverse; the artificial manipulation of the
labor market by the authorities and landowners (see pp. 84–91), coupled
with a steady acceleration of population growth, reduced the tightness in
the labor market. Only in Argentina and Uruguay can much evidence be
found for rising real wages in nonexport agriculture in the half-century
before the First World War.

Faced with falling or static real wages, farmers had little incentive to
rely on machinery imports to replace labor. Such labor-saving technical
progress, capable of producing a huge increase in labor productivity, was not
found in DUA outside Argentina and Uruguay – and even there it was not
universal. Furthermore, the cost of machinery – burdened by tariffs and high
internal-transport costs – was often considerable, and credit could not always
be obtained, even by large farmers. Thus DUA remained technologically
backward throughout most of Latin America, a fact that was bound to de-
press productivity levels.

The lack of formal education and high levels of illiteracy in rural areas
were further barriers to raising labor productivity in DUA. High illiteracy
rates had not prevented productivity from rising in the export sector, but
this was due above all to the increase in the capital stock per worker. In the
absence of machinery, productivity could still be raised (e.g., through the

census, from which the labor-force data are drawn and which has prompted some to argue that the
method of enumeration “may have resulted in an overestimate (relative to subsequent censuses) of
the active population in agriculture at the time of the census.” See Ballesteros and Davis (1963),
p. 159.

16 See Leff (1982), pp. 146–9.
17 See Coatsworth (1981), Chapter 4.
18 See Rosenzweig (1989), Table 16, p. 250.
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application of improved agricultural methods), but high levels of illiteracy
were a formidable barrier to the spread of information and knowledge.

Nothing could demonstrate the abysmal state of DUA in most of Latin
America better than the livestock industry. With an abundance of land,
fine natural pastures, and plenty of water, most Latin American republics
enjoyed a potential comparative advantage in cattle raising, and many could
say the same for sheep raising. Yet, outside the main beef-exporting coun-
tries, the quality of the herds was generally considered to be poor, and
hides were often riddled with blemishes. Only three republics (Argentina,
Paraguay, and Uruguay) could boast a stock of cattle twice as large as their
populations by 1914, and the majority had less than one head of cattle per
person.19 Yet improvements in the industry (such as breeding) were not par-
ticularly capital intensive, and the biggest barrier of all was ignorance of
the best technologies available.

It would be tempting to argue that the poor productivity performance of
DUA in most of Latin America was linked in some way to the landtenure
system, to the concentration of farmland in a few hands, or to both. In
Mexico the already unequal distribution of land became even more acute
during the Porfiriato; on the eve of the revolution in 1910 more than half
the land was controlled by less than 1 percent of the population, and 97 per-
cent of Mexicans were landless.20

In fact, no empirical support exists for either of these claims. In Argentina
the proportion of farms classified as owner occupied fell sharply after the
1880s as tenant farming increased; by 1914 nearly 40 percent of all farms
were tenanted, and the figure was more than 50 percent in the crucial
provinces of Buenos Aires and Santa Fe.21 Contemporaries lamented the
decline of owner occupation and traditional colonization in Argentina, but
it does not seem to have had a negative impact either on the rate of growth of
DUA or on the rate of growth of agricultural labor productivity. By contrast,
Costa Rica – where the vast majority of farms were owner occupied22 – did
not achieve significant increases in labor productivity in DUA in the period
before the First World War.

The latifundio, villain of so much post-1950 writing on Latin America,
does not appear to have been any worse than other farm sizes in contributing
to an improved performance by DUA. Microeconomic studies of these large
estates suggest that they were not unresponsive to new opportunities in the
nineteenth century, and their owners or managers were often best placed

19 Nicaragua, for example, with vast natural pastures stretching from the cordillera to the Atlantic
coast, only had 252,000 head of cattle in 1908, when the population exceeded 500,000.

20 See Singer (1969), p. 49.
21 See Taylor (1948), p. 191.
22 The debate over the degree of land concentration in Costa Rica in the nineteenth century is lively,

but all scholars agree that the proportion of the agricultural labor force that owned its own land
was very high. See Gudmundson (1986), Chapters 1–2.
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to absorb the flow of new information regarding markets, prices, and tech-
niques of production.23 Indeed, the increased output from the large estates
helps to explain why the supply of DUA did not lag far behind demand.
However, labor hoarding was frequent, production remained labor inten-
sive, and labor productivity growth suffered in consequence.

The emergence of a labor surplus in the twentieth century has meant that
any proposals to improve labor productivity in DUA through labor-saving
technical progress carry high social costs. Although those who remain in
the sector can enjoy higher standards of living, the displaced labor may
have no alternative source of employment. For much of the nineteenth
century, however, this dilemma did not exist in such sharp form. Labor
scarcity meant that workers who were displaced from DUA by productivity-
raising-techniques could still find employment elsewhere. Argentines and
foreigners alike could lament the passing of the colorful gaucho, but the
economic gain to the country from fencing the pampas was unambiguous.24

In the United States the response to labor scarcity had brought a massive
investment in labor-saving farm technology – so much so that many of the
global innovations in farm machinery throughout the nineteenth century
originated in the United States. In this way the United States was able
not only to raise productivity and real wages in its nonexport sector, but
also to build up its own technical expertise and capital-goods industry.25

In much of Latin America the response to labor scarcity in the nineteenth
century – as, indeed, in the colonial period – was artificial manipulation of
the labor market, coercion of the work force, and restrictions on access to
land. The reason for the different responses in the two halves of the Western
Hemisphere cannot be discussed here (it can be traced in part to the different
postindependence political systems), but we may safely conclude that most
of Latin America – particularly those republics north of the Southern Cone –
paid a high price in the long run for a refusal to recognize relative scarcities.

Manufacturing and its origins

The expansion of the export sector promoted urbanization, contributed to
the growth of a wage-earning working class and a salaried middle class, and
widened the market for manufactured goods. As in the case of DUA, this

23 See, for example, the study of the Mexican hacienda in Miller (1990).
24 The gaucho, whose demise was most eloquently recorded in the poem “Martı́n Fierro,” by José

Hernández, declined in economic importance with the introduction of barbed wire on the Argentine
pampas, because his primary function had been to herd the cattle that roamed wild over miles of
territory.

25 As early as the 1840s the United States was not merely producing farm machinery but also exporting
it. Domingo Sarmiento, who later became president of Argentina, was particularly impressed by the
application of machinery to agricultural production during his visit to the United States in 1847.
See Rockland (1970).
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growth in demand could be met either by increased domestic production
or by imports. To the extent that it was met by the former, it created
opportunities for transferring productivity gains from the export sector to
the nonexport economy, thereby contributing to the emergence of modern
manufacturing.

In the first decades of the nineteenth century real income per head was
low throughout Latin America, and demand for manufactured goods was
correspondingly modest. Nevertheless, the depressed level of exports per
head (see pp. 34–9) made it impossible to satisfy much of this modest
demand through imports. The surge of imports that followed the abolition
of colonial restrictions on foreign trade could not be sustained, and the
countries of the region returned to a more “normal” state of affairs, in which
a high proportion of the low level of demand for manufactured goods was
in fact met by local production.

This local production consisted almost entirely of handicrafts rather than
modern manufacturing. The artisan sector in both urban and rural areas
turned out a variety of simple manufactured goods that could be used to
satisfy the basic needs of the mass of the population. The demand for pro-
cessed foods (bread, biscuits, flour, etc.) was met by cottage industry; the
textile industry turned out simple cloth and finished goods in establish-
ments known as obrajes.26 The by-products of the livestock industry were
used in the handicraft sector to provide a broad range of simple consumer
goods, such as shoes, candles, soap, and riding equipment, and small foun-
dries were capable of making the simpler products involving metals, such
as stirrups, cutlery, and hand tools.27 The demand for more sophisticated
products of superior quality was typically met by imports, but their con-
sumption was limited to a small proportion of the population.

The main exceptions to the dominance of cottage industry within man-
ufacturing were found in the export sector. Thus those raw materials that
required a degree of processing before export were often handled in large-
scale establishments that warranted the label “factory.” The sugar mills in
the main export countries (e.g., Brazil and Cuba) were of this kind, although
the processing of cane sugar in countries without sugar exports was far too
crude to be described as modern manufacturing.28 The meat-processing
plants (saladeros) in the River Plate Basin, which produced jerked beef for
export, had all the characteristics of factory production, and the refining of
some minerals (e.g., copper in Chile) had also reached the stage at which
the label “manufacturing” was not inappropriate.

26 See pp. 41–2.
27 These early examples of industrial production are well described in Lewis (1986).
28 Described by a variety of names (e.g., trapiches in Costa Rica), these units for processing sugar were

usually horse or mule driven, with little machinery. The sugar was typically sold to households, but
the cane juice was often sold to rum factories. See, for example, Samper (1990), p. 63.
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However, the fact that virtually all these modern manufacturing esta-
blishments fell within the export sector meant that the rise in domestic
demand for manufactured goods, associated with the expansion of exports,
was felt mainly by the handicraft sector. A similar process had occurred in
parts of Europe and had led to protoindustrialization,29 in which the low-
productivity, small-scale units in the handicraft sector were transformed
into modern manufacturing establishments that employed a sophisticated
division of labor and enjoyed higher labor productivity through the use,
above all, of modern machinery. Not surprisingly, whether such a process
can be observed in Latin America has sparked considerable interest among
scholars.

The answer must be in the negative.30 In no country can the origin
of the modern factories in existence at the end of the nineteenth century
be traced directly to the cottage industries in existence at the beginning
of that century. On the contrary, the modern factories were often direct
competitors and contributed significantly to the reduction in importance of
the handicraft sector in the period after 1870. On the eve of the First World
War cottage industry still survived and had acquired a niche in a number of
specialized markets (e.g., Mexican rebozos and Guatemalan huipiles),31 but
it was apparently incapable of transforming itself into high-productivity
modern manufacturing.

The origins of modern manufacturing in Latin America cannot, therefore,
be traced to a process of protoindustrialization. Yet the handicraft sector
functioned for many decades after independence, despite the competition
provided by the growth of imports. Although the share of domestic con-
sumption of manufactures met by imports almost certainly rose in the first
fifty years after independence, that is quite consistent with modest growth
in the handicraft sector. The “natural” protection provided by high trans-
port costs was not finally eroded until the railway age in the last quarter
of the nineteenth century, and tariffs (see pp. 137–41) always provided an
additional barrier to imports.

The survival of handicrafts meant the continuation of a low-productivity
sector that employed a significant proportion of the labor force. As late as
1900 employment in cottage industry was more important than employ-
ment in modern manufacturing in almost all republics outside the Southern
Cone. Indeed, even in the mid-1920s some 80 percent of manufacturing

29 The classic work on European protoindustrialization is Mendels (1972). On industrialization in the
United States after independence, see Engerman and Sokoloff (2000).

30 Numerous investigations have been carried out on protoindustrialization in Latin America. See, for
example, Berry (1987) on Colombia and Libby (1991) on Minas Gerais, in Brazil. Batou (1990,
1991) are excellent comparisons of early industrialization efforts in Latin America and the Middle
East, with many case studies.

31 These female garments were (and are) difficult to produce under factory conditions because they
often involve elaborate hand embroidery.
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employment in Colombia was in cottage industry.32 In the absence of pro-
toindustrialization in Latin America, therefore, the transfer of the produc-
tivity gains in the export sector to the domestic branches of manufacturing
could be achieved only through investment in modern factories.

The inability of the handicraft sector to transform itself into high-
productivity activities can be traced to a number of causes. First, lack of
finance for working and fixed capital costs was a major problem. The absence
of barriers to entry in the sector kept profit margins low, so self-financing of
expansion was difficult, and the few financial institutions in existence had
little interest in lending to the microenterprises that made up the artisan
sector. Second, the entrepreneurs in the sector were definitely not part of
the social or political elite and lacked the bargaining power to influence
public policy in their favor. Third, family labor constituted an important
component of labor inputs, and reliance on family labor clearly imposed
limits on the size of each establishment.

The inability of cottage industry to transform itself meant that the growth
of manufacturing capacity would have to fall disproportionately on new,
modern factories if the share of consumption met by imports were not to
keep on rising. However, modern manufacturing itself faced a number of
obstacles that needed to be overcome before production in large-scale units
could begin.

The first problem was the supply of energy. The Industrial Revolution
in Europe and North America had relied on coal and water. Only a few
countries in Latin America (Brazil, Chile, Colombia, and Mexico) had coal
deposits, but most of these were of poor quality, and imported coal was
expensive. All Latin America had a plentiful supply of water, but water
power in its natural state was often unreliable, because it was excessive in the
rainy season and insufficient in the dry season. The problem of energy supply
became much less serious following the creation of electricity-generating
public utilities after 1880 (frequently linked to the introduction of trams
in urban areas). Indeed, the construction of hydroelectric plants at the
beginning of the twentieth century in some countries provided not only a
reliable but also a cheap source of energy.33

Second, modern manufacturing needed markets. The tiny cities at the
time of independence and a rural labor force, which received only a small
portion of its earnings in cash, were not the ideal combination for starting
large-scale manufacturing. Gradually, however, export expansion widened
the market, because primary-product exports were associated with a process
of urbanization and the growth of urban real incomes. By 1900 Argentina –
the most successful primary-product exporter – was heavily urbanized, and

32 See Berry (1983), Table 2.1, p. 10.
33 In 1910 Brazil produced 374 million kilowatt hours of electricity, of which 315 came from hydro-

electricity. See Bairoch and Toutain (1991), p. 106.



Export-led growth and the nonexport economy 131

Buenos Aires was one of the great cities of the world; less successful exporters
(e.g., Bolivia) tended to have a much more modest rate of urbanization.34

Third, modern manufacturing needed transport not only to market its
products but also to supply its inputs of intermediate and capital goods.
The obstacles in the path of modern industry before the railway age were
formidable, and even after the railway age unit transport costs were still
high enough to create regional monopolies35 and to favor imports in certain
coastal areas far from the main centers of domestic production. Nevertheless,
the spread of railways went a long way toward breaking down the barriers
faced by large-scale manufacturers.

Fourth, the factory system needed finance. Although financial institu-
tions were unreceptive to the needs of cottage industry, on occasion they
were prepared to lend to modern manufacturing establishments. Yet bank-
ing rules did not favor the long-term loans that industry needed, and many
banks continued to favor the primary exports with whose expansion their
own fortunes were often intimately tied. It is surely no accident that im-
migrants figure disproportionately in the early history of modern manu-
facturing in Latin America: Immigrants – faced with rising land prices
and coming from countries in which the Industrial Revolution was already
underway – were more prepared to risk their capital in new manufacturing
ventures than were their local counterparts.36 Indeed, the Italian immigrant
community in many countries of Latin America was distinguished by its
willingness to create banks designed primarily to service industry.37

Finally, modern manufacturing needed a reliable supply of raw materi-
als. This did not need to be of domestic origin, because – as Great Britain
had shown in textiles – comparative advantage could be based on imported
raw materials. In the case of imports, however, a growing supply of foreign
exchange was required in order to pay for their purchase, so the expan-
sion of exports was almost a precondition for the early growth of modern
manufacturing.38

Overcoming all these obstacles did not guarantee that modern manu-
facturing would be profitable. Yet for those firms selling to the local market
there was always the possibility that the price could be influenced in their

34 Bolivia in 1990 was still not as urban as Argentina in 1900. The scattering of so much of the
population across small communities in rural areas was bound to have a major impact on the rate
of industrialization.

35 In Mexico, for example, even the railway age did not break down many of these regional monopolies.
See Haber (1989), pp. 84–6.

36 Good studies on the relationship between immigration and manufacturing are numerous. See, for
example, Dean (1969) on São Paulo, Brazil, and Lewis (1990) on Argentina.

37 The Peruvian Banco Italiano, founded in 1889, provided financial support for many manufacturing
ventures. See Thorp and Bertram (1978), p. 32.

38 This rather obvious point is usually overlooked in the writings of the dependency school on early
manufacturing in Latin America. See pp. 182–4.
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favor through the manipulation of policy instruments (e.g., tariffs). In-
deed, policy could make production profitable even before the obstacles
listed above had been overcome, provided that consumers were willing to
pay prices far above those in world markets. These issues are discussed on
pp. 137–46.

Our description of obstacles to modern manufacturing during the nine-
teenth century provides useful insights into both the timing and the location
of factory production in Latin America. Before 1870 markets were still too
small, the energy supply too unreliable, and transport costs too high to
permit more than a handful of large-scale factories to be built to serve the
home market. Most of the large-scale factories that were built processed
raw materials for export, so the small size of the domestic market was not
an obstacle. These factories (e.g., sugar mills in Brazil and Cuba, copper
foundries and flour mills in Chile, silver works in Mexico, and saladeros in
Argentina) all processed a local raw material that was too bulky or perish-
able to export in unprocessed form. Although the manufacturing part of
the operation could no doubt have been handled more efficiently abroad,
the industrialized countries lacked the raw material, and it was too ex-
pensive for them to import in unprocessed form. Thus the value added by
manufacturing had to be accomplished in the country of origin, very often
providing Latin American countries with their first taste of modern factory
production.

The earliest examples of modern factories serving the local market were
usually textile mills. Their appearance – despite the formidable obstacles –
was due not so much to the availability of raw materials (cotton or wool) as
to the existence of a large and protected market and to economies of scale
in production. Everyone had to be clothed, and textile imports throughout
the nineteenth century attracted relatively high tariffs, providing a level
of protection for local production that was able to sustain cottage industry
for many decades and to compensate factory production for its numerous
deficiencies. The modern textile industry in Mexico had also received official
support since the early 1830s and, despite the failure of the Banco de Avı́o,
growth in the number of spindles and looms had been steady throughout
the turbulent half-century leading up to the Porfiriato.39

Not until the last quarter of the nineteenth century, however, did factory
production geared toward the home market became firmly established. Even
then it was confined to a small number of republics in which market size
(Brazil and Mexico), rapidly growing exports (Peru), income per head (Chile
and Uruguay), or all three (Argentina) was sufficient to overcome the other
obstacles faced by modern manufacturing. Some of the larger republics, in

39 On the growth of productivity in the Mexican textile industry, see Razo and Haber (1998). For a
comparison between the Mexican and Brazilian textile industry, see Haber (1997).
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which export expansion had been particularly unsatisfactory (e.g., Colombia
and Venezuela), had made only the most modest beginnings in factory pro-
duction by 1914,40 and in nearly all the small republics even a satisfactory
export performance was unable to compensate for the deficiencies of market
size.41

The rapid growth of the rail network after 1870, the spread of electricity-
generating public utilities after 1880, and the steady rise in the purchasing
power of exports all played their part in undermining the obstacles to factory
production. The location of the factories, however, was closely linked to
proximity to markets. The Brazilian textile industry migrated from the
Northeast (where it enjoyed access to cotton) to the south as the growth
of coffee exports produced huge urban concentrations in Rio de Janeiro
and São Paulo.42 The city of Buenos Aires, with 20 percent of Argentina’s
population by 1913, was always a prime location for modern manufacturing,
and the attractions of Montevideo and Lima were almost irresistible for
would-be industrial entrepreneurs in Uruguay and Peru, respectively. Only
Mexico, where both Puebla and Monterrey were important industrial cities
at the beginning of the twentieth century,43 resisted this trend toward
concentrating industry in the largest city,44 although even in Mexico the
lion’s share of factory production was located in the capital.

Location may have been dictated primarily by proximity to markets, but
the level of production was influenced primarily by real income per head.
Argentina, with a population far smaller than that of Brazil or Mexico, had
the highest level of value added in manufacturing on the eve of the First
World War, although its net output of manufacturing per head of population
was still far below the comparable figures for other countries of recent
settlement. Brazil and Mexico came next in terms of total manufacturing
net output, but value added per head of population was very small. Indeed,
even in 1920 Brazilian manufacturing net output per head was only $16
(1970 prices), compared with a prewar Argentine figure of $84 (see Table
5.3).

40 Some evidence indicates that Colombia began its economic “takeoff” after 1905. See McGreevey
(1985). This was too late, however, to have much of an impact on the main macroeconomic indicators
before 1914, and in any case factory production was still very unimportant until long after the First
World War. See Berry (1983), Table 2.1, p. 10. See also Ocampo (2000).

41 Most of the Central American republics enjoyed rapid export growth between 1870 and 1890
without any evidence of significant investment in modern manufacturing.

42 The migration of the textile industry from the Northeast to the south is well described in Stein
(1957).

43 Puebla, dominated by the textile industry, was in relative decline, whereas Monterrey was growing
rapidly in importance as a result of the location of new, dynamic industries in the city.

44 In the postwar period, however, Colombia reversed the trend toward concentration of industry in
the capital, with the emergence of Medellı́n as a major manufacturing center.
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Table 5.3. Indicators of manufacturing output, circa 1913 (1970 prices)

Value added

Millions of Percentage Per worker Per head of
Country Year U.S. dollars of GDP employed ($) population ($)

Argentinaa 1913 619 16.6 977 84
Brazilb 1920 440 12.1 744 16
Chilec 1913 184 14.5 1,061 53
Colombiad 1925 58 6.7 142 8
Mexicoe 1910 371 12.3 713 24

a Production data from CEPAL (1978). Labor-force data from Dı́az-Alejandro (1970),
p. 428.
b Production data from CEPAL (1978). Labor-force data from IBGE (1987) include mining
and construction workers; these were adjusted assuming that manufacturing employment
accounted for 75 percent of the total figure.
c Production data from CEPAL (1978) for 1940, adjusted to 1913 using the index in
Ballesteros and Davis (1963). Labor-force data for 1907 from Ballesteros and Davis
(1963) include construction workers; these were adjusted assuming that manufacturing
employment accounted for 80 percent of the total figure and that the labor force grew at
the same rate as the population between 1907 and 1913.
d Production data from CEPAL (1978). Labor-force data from Berry (1983), p. 10, using
the lower employment figure.
e Production data from CEPAL (1978) for 1920, adjusted to 1910 using data in Solı́s
(1983). Labor-force data from Mitchell (1993) include construction workers; these were
adjusted assuming that manufacturing employment accounted for 80 percent of the total
figure.

The low Brazilian figure may come as something of a surprise to those
who are accustomed to the idea that Brazil’s Industrial Revolution was well
under way by 1900. Brazilian manufacturing production had indeed grown
rapidly since 1870, its labor productivity was not too far below the level in
neighboring Argentina (see Table 5.3), and 75 percent of local consumption
was met by domestic production as early as 1919.45 Nevertheless, the ex-
tremely low level of real income per head in Brazil put an upper limit on the
level of industrialization geared to the home market. At the beginning of
the 1920s only 3 percent of the labor force was employed in modern indus-
trial factories,46 and much of the agricultural labor force (nearly 70 percent
of the total) was too poor to buy more than the most essential items of food
and clothing.

45 See Fishlow (1972), p. 323. The measurement of this seemingly simple statistic is in fact fraught
with problems, as Fishlow makes clear.

46 Derived from Tables 7.6 and 3.1 in IBGE (1987).
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Table 5.4. The structure of manufacturing output (in percentages)

Country Year Food and beverages Textiles Clothing Subtotal Metals

Argentinaa 1914 53.3 1.7 7.9 62.9 6.3
Brazilb 1920 40.7 25.2 8.2 74.1 3.3
Chilec 1914 53.8 6.0 14.4 74.2 3.6
Colombiad 1925–9 67.0 (.......... 5.0 ...........) 72.0 1.5
Costa Ricae 1929 65.1 (.......... 4.0 ...........) 69.1 3.3
Mexicof 1930 37.7 23.4 6.1 66.9 7.8
Perug 1918 74.8 (.......... 7.5 ...........) 82.3 n/a
Uruguayh 1930 51.9 3.8 7.5 63.2 4.5
Venezuelai 1913 33.1 4.3 14.1 51.5 0

a Taken from ECLA (1959).
b Taken from IBGE (1987).
c Taken from Palma (1979).
d Taken from Ocampo (1991), p. 227.
e Based on data on the number of establishments reported in Dirección General de
Estadı́stica y Censos (1930), p. 65.
f See Dirección General de Estadı́stica (1933), pp. 63–7.
g Based on number of establishments; see Thorp and Bertram (1978).
h Taken from Finch (1981), p. 165.
i Based on data on employment; see Karlsson (1975), Table A1.

The modest advances in Latin American manufacturing were reflected
in the structure of industrial production. The dominant position occupied
by food processing and beverages (see Table 5.4) reflected Engel’s law,47

although in Argentina and Uruguay the figure is pushed upward by the
inclusion of processed food exports. The second most important sector was
textiles and clothing, with Brazil reaching the million mark in spindles by
1910 and Mexico not far behind.48 Argentina’s textile industry, however,
remained extremely underdeveloped until the 1930s – a victim of the ideo-
logical commitment of the Argentine elite in favor of a traditional reading
of the law of comparative advantage.49

The rapid spread of urbanization in the three decades before the First
World War provided outstanding opportunities for firms selling nonmetal-
lic materials to the construction industry (where international transport
costs were often prohibitively high and kept out imports). By 1914 cement

47 The nineteenth-century German statistician Engel established an inverse relationship between the
level of household income and the proportion of income spent on foodstuffs. This implied that the
demand for foodstuffs was income inelastic, so that the share of food production in total industrial
production would fall, ceteris paribus, as average income rose.

48 The Mexican figure was 726,000 in 1910. See Clark (1911), Part 4, p. 118.
49 The law of comparative advantage stated that a country should export those products in which it had

the greatest relative cost differential. In the Argentine case, this was clearly agroindustrial exports.
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industries had been established in Brazil, Chile, Mexico, Peru, Uruguay,
and Venezuela, but in Argentina – despite the attractions of the market –
early efforts proved unsuccessful.50 The metals industry was still very back-
ward: Only Mexico had constructed an integrated, modern iron and steel
industry by 1910. In view of the unprofitable nature of this firm, however,
the delay in establishing the industry in the rest of Latin America may have
been justified.51

Food processing, textiles, and clothing thus accounted for around 75 per-
cent of manufacturing in most of Latin America on the eve of the First
World War – an unsophisticated structure that in general reflected the
level of real income per head and consumption patterns in the region. As
a consequence of growth in these branches of industry, import patterns
began to change, and the share taken by nondurable consumer goods fell
rapidly in the countries in which modern manufacturing had begun to take
root. By 1913, in the larger republics, imports were dominated by capital
and intermediate goods, the consumer-goods share having been reduced to
around one-third.52 Only in the countries in which modern manufacturing
had not yet established itself was the share of consumer goods more than
50 percent.

Despite the recent interest in early industrialization efforts in Latin
America, it is difficult to escape the conclusion that the results were mod-
est before the First World War. The majority of republics – even some of
the larger countries – had not undertaken any significant investments in
modern manufacturing. The most developed country, Argentina, had a rela-
tively backward industrial structure for a country of its income and wealth.
Indeed, industrial labor productivity was lower than in Chile (see Table
5.3), despite Argentina’s superior income per head. Industry in Mexico had
advanced rapidly, but by all accounts it was very unprofitable, and it ac-
counted for only 12 percent of GDP on the eve of the revolution. Peruvian
industrialization exhibited signs of stagnation even before 1914.53 Brazilian
manufacturing was showing high growth rates, but the small proportion of
the labor force employed in modern factories made it difficult for industry
to be a vehicle for the transfer of productivity gains from the export sector
to the nonexport economy, and real income per head remained extremely
low. In the next section we explore the extent to which the policy context
was responsible for this disappointing outcome.

50 On the origins of the cement industry in Latin America, see Kock-Petersen (1946).
51 Fundidora Monterrey was so unprofitable that it never declared a dividend before the First World

War. See Haber (1989), Chapter 7.
52 As early as 1900–4 the consumer-goods share of imports was less than 40 percent in Argentina. See

Dı́az-Alejandro (1970), p. 15.
53 Thorp and Bertram (1978) argue that the industrial dynamism of the 1890s – based on local firms –

had given way to a much less impressive performance in the decade before the First World War.
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Industry and relative prices

Although the level of real income per head and population size are the most
important determinants of the level of manufacturing output per person,54

the rate of growth of manufacturing in any given period is nevertheless also
affected by the incentives being offered. In Latin America, before the First
World War one of the most important incentives was the price of domestic
production relative to competing imports.

This relative price embodied five main variables. First, the price of each
manufactured good was influenced by the rate of growth of real income
and the rate at which domestic prices were changing. The second influ-
ence was the foreign-currency price of competing imports and the rate of
price change. The third was the rate at which international transport costs
were falling, because, ceteris paribus, this made competing imports cheaper.
The fourth was the nominal rate of exchange, expressed as the number of
units of domestic currency required to purchase one unit of foreign currency.
The fifth variable was the structure of protection embodied in the nominal
tariff rate.

Some of these variables (e.g., international transport costs) were beyond
the control of Latin American policymakers. The tariff, however, was a
matter of national policy. Throughout the first century after independence
the function of the tariff was primarily to raise revenue. It was the main
source of government income in all countries and virtually the only source
in a few republics.55 This was quite different from the situation in the
United States or Germany, where tariffs were widespread but were explicitly
adopted to provide protection for domestic producers.56 However, even
though a protective tariff can be set so high that it yields no revenue, a
revenue tariff will always give some protection. Thus to say that the Latin
American tariff was primarily intended to raise revenue does not rule out a
secondary protective function. Indeed, the protective element in the Latin
American tariff had become quite significant in a number of republics by
1914.

The tariff structure was inherited by independent Latin America from its
colonial masters, and no great changes were observed in the first few decades

54 This basic relationship was established in Chenery (1960) and has been subject to numerous refine-
ments. See, for example, Syrquin (1988).

55 See pp. 107–109.
56 The protective function of the tariff had been recognized in the United States ever since the publi-

cation in 1791 of Alexander Hamilton’s famous work on manufactures. Prewar protection reached
its peak with the McKinley tariff of 1890, which raised the general level of duties from 38 percent
to 49.5 percent. Indeed, U.S. protection was so strong that one economic historian could write,
“The key-note of our commercial policy has from the very beginning been the reservation of the
home market for the domestic manufacturer, and the exclusion of foreign competition.” See Bogart
(1908), p. 396.
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after independence.57 The most important exception was Brazil, where the
imperial government was obliged to honor the 1810 treaty between Portu-
gal and Great Britain that gave the latter preferential tariff treatment in the
Brazilian market.58 This treaty, the source of much (justifiable) Brazilian
resentment, expired after twenty-five years and was replaced by the 1844
tariff law, which raised tariffs significantly and removed preferential treat-
ment for Great Britain. At that time the average level of tariffs in Latin
America was around 25 percent to 30 percent, with relatively few items
admitted duty free.

The reluctance of independent Latin American countries to change the
tariff was not due just to their dependence on the tax for revenue. Handicrafts
were very important, and the craft guilds still had some influence. For
the artisan sector the tariff had a protective function, and artisans fought
hard to retain it. Although the “free traders” might have been expected
to press for the reduction of tariffs, their enthusiasm was tempered by the
knowledge that government revenue had to be raised somehow, and one
obvious alternative to the tariff – a tax on land – was abhorrent to the
powerful latifundistas.59

During the third quarter of the nineteenth century a tendency toward
tariff liberalization emerged in a number of countries. The Brazilian law
of 1853 and the Chilean ordinance of 1864 lowered tariffs on a range of
consumer goods, and in Colombia the average tariff fell to 20 percent in the
1860s.60 These changes were due not so much to the decline in the influence
of the artisan class (never great) as to the growing awareness that a tariff cut
could increase revenue if the import price elasticity was greater than one.61

Furthermore, as the export quantum expanded, the volume of imports (the
tax base) started to rise sharply in some republics, making possible a cut in
the average rate of protection (the tax rate).62

The third quarter of the nineteenth century was the closest Latin America
ever came to free trade. Yet the level of protection was far from zero. In the
late 1860s the average tariff on textiles was nearly 50 percent in Brazil,63

57 In Colombia, for example, tariff rates in the period before 1820 were in the 30–40 percent range.
See McGreevey (1971), p. 34. The average tariff has been calculated as 27.9 percent for the early
1840s. See Ocampo and Montenegro (1984), p. 264.

58 See p. 32.
59 “Free” trade in Latin America, therefore, unlike Great Britain, never implied zero tariffs. In fact,

“fair” trade would be a more accurate description of nineteenth-century commercial policy.
60 See Ocampo and Montenegro (1984), pp. 265–6. Other sources imply an even lower figure. See, for

example, McGreevey (1971), p. 170.
61 The price elasticity of demand is the ratio of the percent change in demand to the percentage change

in price. Thus if the elasticity is greater than one, total revenue can be increased by lowering price.
62 This effect was stronger during those periods when the Net Barter Terms of Trade (NBTT) were

improving. An increase in the NBTT, ceteris paribus, implied an increase in the purchasing power
of exports and in the capacity to import.

63 See Versiani (1979), p. 19.
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and in Colombia the tariff on domésticas (local textiles) was as high as 88
percent in 1859.64 In 1877 Argentina adopted a tariff on wheat and flour
that was frankly protectionist and turned the country from a net importer
(mainly from Chile) to a major exporter in a few years.65 Even in Peru, where
income from guano provided the main source of government revenue, the
average tariff in the 1860s was about 20 percent.66

The last quarter of the century, when import prices were generally falling,
witnessed a rise in protection in the main Latin American republics. This
was achieved by leaving specific duties unchanged, thereby raising implicit
average tariff rates (e.g., Uruguay), increasing the variance of tariff rates67

(e.g., Chile, Argentina), or both (Brazil). Thus the tariff system continued
to be the main source of government revenue, but it was combined with a
protective element in those republics in which the level of income per head
or population size made possible the introduction of modern manufactur-
ing. By 1913 the ratio of duties collected to the value of imports in Latin
America was at least as great as that found in Australia (16.5 per-
cent), Canada (17.1 percent), or the United States (17.7 percent), and in
some countries, such as Brazil (39.7 percent), Uruguay (34.4 percent), or
Venezuela (45.8 percent), it was considerably higher.68

In the case of Mexico, we are fortunate to have a detailed study of tariff
protection from 1892 to 1909 (see Marquez, 1998). This shows a reduction
in ad valorem tariffs reinforced by exchange-rate movements. However,
this was offset to some extent by a rise in nontariff barriers. The monetary
reform of 1905 provided an opportunity to establish an explicit policy of
protection through tariff reform.

These figures are only a rough measure of the rate of protection, for nu-
merous reasons. First, Latin American countries used official values for im-
ports, which did not necessarily reflect actual values. These official values,
introduced to avoid tax evasion by importers, were revised infrequently, so
the published figures for imports did not necessarily take into account rises
or falls in import prices. Thus, if the official value was above the true value,
the true rate of protection would be higher (and vice versa).69

64 See McGreevey (1971), p. 80.
65 See Rock (1987), p. 150.
66 See Thorp and Bertram (1978), p. 30. See also Hunt (1985), Table 13, which shows the decline in

ad valorem tariff rates for a number of products before the 1860s.
67 A high variance, with the average unaffected, would still imply an increase in protection, because

the higher rates almost always applied to products for which some possibility of local production
existed.

68 For Argentina, Australia, Canada, and the United States, see Dı́az-Alejandro (1970), p. 285. For
Brazil, see Leff (1982), p. 175; for Uruguay, see Finch (1981), p. 168; for Venezuela, see Karlsson
(1975), p. 64.

69 The differential has been calculated for Argentina for the years 1910 to 1940. See Dı́az-Alejandro
(1970), p. 282.
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Second, not all imports were subject to duty. If a high proportion entered
free of tariffs, the rate of protection for those goods subject to duty would
be greatly increased. In the United States such a high proportion of imports
entered duty free that the implied rate of protection jumps from 17.7 per-
cent to 40.1 percent when duties collected are expressed as a percentage of
dutiable imports.70 In Latin America, by contrast, the increase was much
more modest (e.g., from 20.8 percent to 25.8 percent in Argentina, from
25.4 percent to 33 percent in Peru, and from 32.2 percent to 38.1 percent
in Paraguay).

Third, what matters to domestic producers is not the nominal rate of
production but the effective rate of protection (ERP). Whereas nominal
rates refer only to the tariff on competing imports, the ERP also takes
into account tariffs on inputs to calculate the percentage increase in value
added as a result of the structure of protection. If there are high tariffs on
competing imports and low tariffs on raw materials, intermediate inputs,
and machinery, the effective rate of protection will exceed the nominal rate.

It is impossible to take into account all these other factors that influence
the rate of protection. Nevertheless, a number of observations can be made.
In general, sterling and dollar import prices had fallen in the last quarter
of the nineteenth century but had risen in the decade before 1913. The net
effect, for those countries that had not revised official values for some time,
was probably to leave “official” protection slightly below the “true” rate of
protection, whereas for those countries (e.g., Argentina) that had revised
official values at the start of the century the opposite was true.71

Latin American countries did exempt some imports from duties, but
the proportion exempted was never much higher than 20 percent – far
lower than in the United States – because the primary function of the tariff
remained the collection of revenue. The most important items on the free
list were those commodities allowed in duty free under special contracts
with foreign companies. Following the Mitre law in Argentina in 1907, for
example, all railway companies (not just the foreign-owned companies) were
free to import most of their material requirements duty free – a concession
that is widely assumed to have contributed substantially to the subsequent
rapid expansion of the railway network.72

Growing sophistication on the part of policymakers in combining the
revenue and protective functions of the tariff produced high ERPs for some
consumer goods. As early as 1864 the Chilean average tariff had been low-
ered, but it was lowered much less on consumer goods than on intermediate

70 See Dı́az-Alejandro (1970), p. 286.
71 In 1913 the average import tariff in Argentina, calculated on the basis of official import values, was

20.8 percent; this falls to 17.7 percent when the market value of imports is used. See Dı́az-Alejandro
(1970), pp. 280–6.

72 On British railway investments in Argentina, see Lewis (1983); on French investments, see Regalsky
(1989).
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or capital goods, so the ERP increased for some manufacturers.73 Brazilian
treatment of textiles, clothing, and shoes provides clear evidence of a desire
to combine high tariffs on competing imports with low tariffs on inputs,
so the ERP for many consumer nondurables is estimated to have exceeded
100 percent.74 In Argentina raw materials for the furniture, metals, and
construction-materials industries were subject to much lower tariffs than
were competing imports in the same sectors.75

Relative prices, however depended not just on the tariff but also on the
other variables we have discussed. The fall in foreign-import prices and the
decline in international freight rates in the second half of the nineteenth
century had been offset to a certain extent by depreciation of the exchange-
rate. The rate of depreciation had been particularly marked in the countries
on the silver standard after 1873, but those countries on an inconvertible
paper standard (e.g., Chile after 1878) also experienced devaluation of the
nominal exchange-rate. Although it would be wrong to argue that the
change in the nominal value of the currency represented a conscious pursuit
of a stable real exchange-rate, there is not much evidence that those countries
which were free to vary the parity suffered a serious erosion in international
competitiveness.

The only countries that were not free to alter the exchange-rate were
those which adopted the gold standard. Under these circumstances a fall in
foreign import prices or international freight costs could have serious con-
sequences for the profitability of domestic production competing with im-
ports. Yet the first Latin American countries to adopt the gold standard
only did so at the end of the 1890s, by which time foreign-import prices
were about to rise. Of course, domestic prices could still rise faster than
foreign prices, and gold-standard countries would then be unable to use
exchange-rate devaluation as a mechanism for restoring international com-
petitiveness. This does seem to have been a problem for a few republics in
the years before 1914 (e.g., Peru),76 although it could be offset by further
tariff increases (e.g., Brazil).77

In general the true rate of industrial protection in the Latin American
republics was not far below the rate in many other parts of the world.
However, the disadvantages faced by Latin American manufacturing were
such that protection was almost certainly less than what was required to
achieve an industrial performance consistent with the level of real income
per head and population size. Indeed, regression analysis shows that in some

73 See Palma (1979), Chapter 2.
74 It should be noted, however, that Brazil imposed high tariffs on certain raw materials, so industries

that depended heavily on these inputs may have had effective rates below nominal rates of protection.
See Leff (1982), p. 176.

75 See Dı́az-Alejandro (1970), p. 290.
76 See Thorp and Bertram (1978), p. 125.
77 See Versiani (1979), pp. 18–23. On the link between coffee prices and industrial tariffs in Brazil,

see Abreu and Bevilaqua (2000).
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important cases manufacturing net output per head in Latin America (see
Table 5.3) was below the level predicted by international comparisons.78

The major disappointment was Argentina. The wealthiest country in
Latin America, Argentina had a level of manufacturing per head that com-
pared unfavorably with many European countries with lower real incomes
per person and with smaller population sizes.79 The contrast would be even
more striking if the contribution to manufacturing of processed primary
exports (e.g., beef, lamb, and flour) were deducted. Although Argentina
was the most industrialized of all the Latin American countries, its manu-
facturing sector was still smaller than what one might have expected from
international comparisons.80

The outstanding weakness of Argentine industrialization was in the tex-
tile and clothing sectors. Although food processing, beverages, tobacco
products, construction materials, chemicals, and even metals were quite
well advanced (and well protected), the textile and clothing sectors were
extremely underdeveloped and far behind the levels in Brazil and Mexico.
Indeed, most of the industrial gap between Argentina and comparable coun-
tries abroad would have disappeared if Argentina had developed its textile
industry as far as Brazil had before 1914.81

The weakness of Argentine industry was therefore highly specific and not
due to some conspiracy on the part of the nation’s landowners. Yet it was true

78 Using data on thirteen countries (excluding Latin American republics) in Maizels (1963) for which
comparable figures can be found, the following equation was obtained for 1913 (using 1955 prices):

lnMAN(pc) = −2.57964 + 1.497379 lnGDP(pc) + 0.135668 lnPOP R2 = .72,

(0.290418) (0.16763)

where lnMAN(pc) is the logarithm of manufacturing net output per head of population, lnGDP(pc)
is the logarithm of real GDP per head, lnPOP is the logarithm of population, and the figures
in parentheses are the standard errors of the coefficients. This equation was then used to predict
manufacturing net output for the countries in Table 5.3. After making adjustments for the difference
between U.S. dollar 1955 and 1970 prices (assumed to have risen by 50 percent) and for the difference
between official and purchasing-power parity exchange rates [see Maizels (1963), Table F.2, p. 546],
the ratio between the actual and predicted value of manufacturing net output for the five countries
was then as follows: Argentina (0.55), Brazil (1.15), Chile (1.29), Colombia (0.68), and Mexico
(1.03). This confirms the view that Argentina, given its level of income per head and population
size, was relatively underindustrialized.

79 At 1955 dollar prices (using purchasing-power parity exchange rates), manufacturing net output
per person in Argentina in 1913 was $70. Sweden, with a smaller population and a lower income
per head, recorded a figure of $145; The Netherlands and Norway, with similar GDPs per head and
smaller populations, had figures of $105 and $120, respectively. See Maizels (1970), Tables B.2 and
B.4.

80 It is surely relevant that Argentina did not hold its first industrial census until 1908 – twenty years
after the first national agricultural census – and that it would not take a second until 1937. See
Travis (1990).

81 If Argentina had achieved the same value added in textiles as Brazil (see Tables 5.3 and 5.4), it
would have increased manufacturing net output per head by nearly 15 percent.
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that industry and industrialists failed to acquire the same status as agroex-
ports. Policies were adopted to promote industry, but they were not always
consistent. Differential tariffs, for example, were employed in the textile
and clothing sectors to push the ERP above the nominal rate of protection,
but the difference was far lower than in Brazil or Mexico, and the ERP was
nowhere near as high. The tariff on imported cloth was just over 20 per-
cent, following the 1906 tariff law – clearly not a sufficient incentive for do-
mestic producers who enjoyed tariff rates above 50 percent on many classes
of foodstuffs and beverages.82

Although the rate of protection in Latin America was sufficient to stimu-
late some domestic production of manufactures in the larger countries, that
did not necessarily mean that tariff policy was optimal. The Latin American
tariff was deficient in a number of ways that had adverse consequences for
growth, distribution, and the allocation of resources. The use of “official”
values for imports made the “true” rate of protection difficult to measure,
so that – in the absence of frequent revisions – changes in the rate of protec-
tion were almost arbitrary and difficult to anticipate. The “passive” nature
of protection may have discouraged industrial investment in those republics
in which the state was not prepared to give a strong lead. As official val-
ues became out of date, the classification of new imports became more and
more difficult – an open invitation to importers and corrupt officials alike
to allocate commodities to categories with lower tariffs.

The use of official values also meant that Latin American tariffs were in
effect specific even when they were described as ad valorem. If a poor-quality
article attracted the same rate of duty as a high-quality commodity in the
same import category, it encouraged the higher priced “luxury” import
over its lower-priced, mass-produced equivalent. In Colombia this system
was taken to extremes: Duties were calculated on the weight of imports,
providing a strong incentive to import luxury goods. Specific tariffs, on
the other hand, encouraged local production of low-quality goods for mass
consumption and discouraged domestic production of luxury goods. With
the slow growth in real wages before 1913 in most countries and the con-
centration of income in the upper deciles, the system of specific tariffs may
have encouraged an unnecessarily fast growth of imports.

The Latin American tariff had a protectionist element in the larger re-
publics by 1914, but a tax imposed primarily for revenue reasons would
never give the same rate of protection as a tax imposed primarily for
protectionist purposes. Thus the rate of tariff protection in the United States
may have appeared to be the same as in Argentina, but in practice U.S. pro-
tection was much higher because the duties were concentrated on those
products deemed to need protection from foreign competition. Further-
more, a rate of protection of 20 percent in the United States was qualitatively

82 See Dı́az-Alejandro (1970), p. 291. See also Cortés Conde (2000).
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different from a similar rate in Latin America, because the disadvantages
in domestic production that the tariff was designed to overcome were so
much higher in the subcontinent.

The revenue function of the tariff stemmed from the absence of politically
acceptable alternative sources of government revenue. On the rare occasions
when such alternatives were found, the tariff could be used to strengthen
its protective role at the expense of collecting revenue. This seems to have
been the case in Chile, following the windfall gain in export taxes associated
with the rise of nitrate exports after 1880. On the other hand, there was no
guarantee that the tariff would be used in this way: We have already seen
the example of Peru after 1850, where guano income made possible tariff
liberalization and a fall in the rate of protection.83

The shift in tariff policy in the last quarter of the nineteenth century
in favor of greater protection was not due to the rise of powerful indus-
trial associations. The new industrialists were overwhelmingly immigrants,
merchants, or miners; associations were formed in all the more important
countries to defend their interests, but their influence could not compare
with that of the landowners and agroexporters.84 However, we have already
seen that for the latter tariff revenue was a relatively painless way of fi-
nancing central government and servicing foreign debt. Because the tariff
affected primarily the price of domestic and imported consumer goods,
its cost was mainly borne by urban consumers – a social group with no
organized strength and little political power.

Here again we may note an intriguing difference between Argentina and
the rest of Latin America. Not only was Argentina an immigrant coun-
try par excellence, but this immigration was concentrated in urban areas.
Italians, Spaniards, and Britons in Buenos Aires looked first to imports
to satisfy their consumption requirements and were presumably particu-
larly reluctant to pay high prices as a result of tariffs, for they would have
known the “true” cost of the same articles abroad. The concentration of
immigrants in Argentine cities, with knowledge of foreign markets, may
therefore have been one reason why the textiles and clothing industry was
so underdeveloped by 1914.

The five countries of Latin America that had made progress toward indus-
trialization before the First World War (Argentina, Brazil, Chile, Mexico,
and Peru) had all achieved a high level of import substitution in consumer
goods. In these five countries the share of apparent consumption met by do-
mestic production of consumer goods was between 50 percent and 80 per-
cent. In some commodities domestic production had virtually eliminated
imports. Yet when we examine nontraditional exports of consumer goods

83 See p. 109, n. 88.
84 On the first industrial associations in Latin America, see Lewis (1986), pp. 310–19.
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(i.e., excluding such commodities as beef and sugar) we find that they are
of negligible importance.

The absence of manufactured exports before 1914 is all the more surpris-
ing when we take into account the sharp rise in trade in such goods during
the First World War (see Chapter 6). Once the competition from European
and North American imports was removed, Latin American industrialists
were able to export to neighboring countries with considerable success. The
failure to compete with exports from other countries in peacetime condi-
tions must therefore have been due to too-high prices, to too-low quality,
or to both.

We have already seen that the tariff system in Latin America favored pro-
duction of low-quality articles of mass consumption. Such commodities,
acceptable to low-income consumers in Latin America, may not have been
saleable in the more discerning markets of North America and Europe. Yet
the problem of high prices was almost certainly much more serious than
the problem of quality. Although domestic tariffs could offset some of the
advantages enjoyed by foreign manufactures in raw-material, energy, and
transport costs, the loss of tariff protection in foreign markets left Latin
American industrialists with the advantage only of lower real wages. How-
ever, the difference in real wages was usually not sufficient to compensate
for differences in productivity.85

The most important nontraditional manufactured exports from Latin
America before 1914 were flour and Panama hats. Each used a raw mate-
rial in which Latin American exporters had an advantage over developed
countries, and Panama hats relied on family labor (women and children) at
costs that more than compensated for any realistic productivity differen-
tial. However, just as Argentina had developed its flour industry through a
protective tariff on imports from Chile, so other developed countries would
do the same, making flour exports increasingly difficult.

Manufactured exports faced other obstacles as well. One reason why unit
costs of production were so high in Latin America was the failure to exploit
economies of scale and the low levels of capacity utilization.86 In part, of
course, these well-known problems of industrialization in Latin America
stemmed from the low level of effective demand, but they were also caused
by internal barriers to trade. Provincial governments in Brazil, Mexico, and
Colombia were still applying taxes on interstate traffic. These taxes tended
to foster regional monopolies, which in turn undermined the chances of
full-capacity utilization and exploitation of economies of scale.

85 Haber (1989) provides an outstanding account of the problems faced by Mexican exporters of
manufactured goods as a result of high prices.

86 The Mexican steel industry, for example, was running at 4 percent of capacity in 1905. This is an
extreme figure, but it never rose above 40 percent during the Porfiriato. See Haber (1989), p. 33.
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The fact that Latin American producers of consumer goods were not able
to export under normal conditions raises the question of whether in some
sense tariffs may have been too high. Tariff protection was clearly needed in
Latin America, just as it was in Australia, Germany, and the United States,
to provide incentives for industrial investment. With domestic competition
and learning-by-doing, unit costs should then fall and industry could move
into export markets. This classic infant-industry argument had worked in
the case of Argentine flour after 1877 but had not operated with much suc-
cess elsewhere.

Although it might be argued that tariff rates in Brazil, Uruguay, and
Venezuela were excessive, they certainly were not in the other republics. The
problem of international competitiveness was due much more to the failure
of domestic competition to drive prices below the level permitted by tariff
protection. Barriers to entry were quite high, and the market – restricted by
internal tariffs, high transport costs, and an unequal distribution of income –
was small. It was all too easy for a few firms to dominate local markets in
the larger republics – not to mention the smaller ones – and unit costs and
prices therefore stayed above the level that would have prevailed in a more
competitive environment.

Regional differences on the eve of the First World War

By 1914 Latin America had been following a model of export-led growth
based on free (unrestricted) trade for nearly a century. Each republic had
become more closely integrated into the world markets for commodities,
capital, and even labor (through international migration), but regional vari-
ations were sharper than they had been at the beginning of the nineteenth
century. These differences under export-led growth could arise for two rea-
sons: Republics could differ in the rate at which long-run exports per head
expanded; and differences could arise in the rate of transfer of productivity
gains in the export sector to the nonexport economy. The result was a wide
differential in living standards: Income per head, for example, was nearly
five times higher in Argentina than in Brazil (see Figure 5.1.).

The regional differences that arose from the growth of exports have al-
ready been examined (see Chapter 3). By 1914 the most successful countries
in terms of exports per head were in the Southern Cone (Argentina, Chile,
and Uruguay) and in the Caribbean (Cuba and Puerto Rico). Elsewhere,
performance had been patchy, with some countries (e.g., Peru) recording
such marked export cycles that the long-run rate of growth was undermined
and with others (e.g., Mexico) moving into top gear too late to reverse a
dismal earlier performance.
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Figure 5.1. GDP per head in 1970 dollars circa 1913. Source: See Appendix 3.

The regional differences that arose from the transfer of productivity gains
in the export sector to the nonexport economy have been explored in this
chapter. Clearly, where the productivity gains in the export sector were
negligible, very little existed to transfer to the nonexport economy. The
stimulus from the export sector was too weak to promote productivity gains
in DUA and manufacturing, and the growth of productivity in other sectors
(e.g., commerce) was linked to the fortunes of the export sector itself. On the
other hand, a successful export performance did not necessarily guarantee
a fast growth of the nonexport economy. The stimulus from exports could
simply lead to higher levels of imports, leaving the level of productivity in
many branches of the nonexport sector unchanged.

We therefore need to distinguish among three groups of countries. The
first contains those republics with high rates of growth of exports (and/or
high levels of exports per head) and an increase in productivity in the nonex-
port sector, the second those with a high rate of growth of exports but little
increase in the productivity of the nonexport sector, and the third those in
which the growth of exports was modest and in which productivity levels
in the nonexport sector remained depressed.

The only countries that can be placed with any certainty in the first
group are Argentina and Chile. Not only did they enjoy fast long-run rates
of growth of exports (see Chapter 3), they also had some success in trans-
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ferring the productivity gains in the export sector to the other branches
of the economy. If Argentine industrial development and Chilean export
diversification left much to be desired, the rise in living standards had
been noticeable and was frequently commented on by foreigners. A case
can be made for including Uruguay in this group: Despite its modest ex-
port growth, the nonexport economy performed well and the estimated
real GDP per head (see Figure 5.1.) was as high in Uruguay as it was in
Argentina. The three countries of the Southern Cone therefore represent
Latin America’s success stories before the First World War.

Although the long-run performance of these three republics may have
compared favorably with the rest of Latin America, their achievement was
only relative. By international standards the performance was not so out-
standing. Exports per head in 1913, even in Argentina, were below the
levels recorded in Australia, Canada, New Zealand, Sweden, and Norway,
and the gap in manufacturing net output per head was even greater. Al-
though it is true that Argentina could claim to have the tenth highest level
of real income per head in the world in 1913 (see Maddison, 2001, pp. 185
and 195) this was due more to the depressed level of living standards in
many Northern Hemisphere countries that was caused by a huge peasant
sector with very low levels of productivity. France, for example, had a real
income per head just below Argentina’s in 1913 (despite the fact that it
was a much more industrialized country) because a very high proportion
of its labor force was still occupied in low-productivity peasant activities.
When comparisons are made with other countries of “recent settlement” –
in which the peasantry was not important either – the Argentine level of
real income per head looks less impressive. Indeed, the Argentine figure
was well below the level recorded in Australia, Canada, and New Zealand
in 1913.87

The second group of countries comprises Cuba and Puerto Rico. The
growth of exports per head, though quite rapid, did not lead to the trans-
formation of the nonexport economy. Real income per head in Cuba in 1913
was only 70 percent of the level in Argentina, despite the fact that Cuba had
the highest level of exports per head in Latin America. Although Cuba’s
real GDP per person was similar to Chile’s (see Figure 5.1.), Cuba had not
developed a modern manufacturing sector, DUA had declined in impor-
tance, and the economy remained hopelessly dependent on sugar.88 Puerto
Rico had a relatively low level of real income per head despite the fact
that its exports per head were among the highest in Latin America. Like

87 Using purchasing-power parity exchange rates at 1990 prices, Maddison (2001) estimates GDP per
head in Argentina at $3797. The comparable figures for Australia, Canada, and New Zealand are
$5715, $4447, and $5152 respectively.

88 The ratio of sugar exports to GDP in 1913 was nearly 40 percent, which made the economy extremely
vulnerable to world sugar policy and fluctuations in sugar prices. See Alienes (1950).
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Cuba, modern manufacturing had not yet emerged in Puerto Rico, and
nonexport agriculture had been undermined by the expansion of coffee and
sugar.

The countries in this second group were small economies, so it would
be tempting to argue that the weak stimulus from the rapid growth of the
export sector was a consequence of economic size. Uruguay was economically
small, too, yet it had managed to transfer some of the productivity gains from
the export sector to the nonexport economy. The disappointing performance
of the second group cannot therefore be attributed entirely to economic
size. The strong foreign presence in the export sector of both countries was
a more important factor, which led to much of the productivity gain being
transferred abroad. The semicolonial character of Cuba and Puerto Rico
after 1898 – not forgetting their colonial status before then – inhibited the
adoption of fiscal, monetary, and exchange-rate policies conducive to the
development of the nonexport economy.89

The third group contains all the other republics. The long-run rate of
growth of exports per head had been very disappointing, and the level of ex-
ports per head in 1913 was low. Not surprisingly, real income per head was
depressed (see Figure 5.1.). Some of these countries, however, had improved
their performance significantly in the last few decades before the First World
War. Mexico (during the Porfiriato) and Peru (after the War of the Pacific)
recorded rates of growth of exports per head that raised productivity and
stimulated investment and growth in the manufacturing sector. The failure
of export-led growth in these two countries was therefore a reflection, above
all, of their inability to produce a consistent export performance in the first
sixty years after independence. This inability was due in part to the com-
modity lottery (e.g., the rise and fall of guano in Peru) and in part to the
social and political disruptions associated with the formation of nation-
states (e.g., Mexico).

Even if we exclude Mexico and Peru from the third group, it is still
the largest. Fourteen republics (thirteen if we exclude the special case of
Panama) neither managed to record a satisfactory long-run rate of growth
of exports per head nor displayed much evidence of dynamism in the last
few decades before the First World War. This group includes medium-sized
countries (e.g., Colombia and Venezuela) as well as small countries (e.g., El
Salvador), mineral exporters (e.g., Bolivia) as well as agricultural exporters
(e.g., Guatemala), and semicolonies (e.g., the Dominican Republic) as well
as staunchly independent republics (e.g., Paraguay). It also includes Brazil,
where – despite the rise of modern manufacturing – both exports and real
GDP per head were low in 1913.

89 The restrictions in the case of Puerto Rico are well described in Carroll (1975), pp. 385–94.
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Figure 5.2. Real GDP and exports per head, circa 1913. Source: See Tables A.1.1, A.1.2,
and A.3.2.

The fact that the countries with low exports per head tended to have
low real income per head invites a statistical comparison. The relationship
between exports and real income per head almost a century after indepen-
dence is plotted in Figure 5.2. The line of best fit, using simple regression
analysis, is also shown in the figure (with the standard error of the coeffi-
cients in brackets). Points above the line refer to countries (e.g., Uruguay)
whose real GDP per head is higher than predicted by export performance.
Points below the line refer to countries (e.g., Cuba) with below predicted
income per head.

The results of the simple regression analysis indicate that variations in
exports per head “explain” 82 percent of the variation in real GDP per head.
Despite all the known deficiencies of the data (see Appendixes 1 and 3),
it is difficult to deny that export performance was an important determi-
nant of the standard of living in Latin America before the First World
War. Countries could “underperform” (e.g., Cuba) or “overperform” (e.g.,
Uruguay) as a result of the many factors not taken into consideration by
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simple regression analysis, but the significant correlation between the two
variables is clear.

The fact that the export-led model had yielded such modest results in
many republics has led some scholars to question the wisdom of export-led
growth itself. Yet it is difficult to escape the conclusion that any model
adopted by the thirteen countries in the third group would have shown a
poor rate of return. Political instability, administrative incompetence, poor
transport systems, lack of capital, shortages of labor, and the small sizes of
internal markets would have overwhelmed any conceivable alternative to
export-led growth in the nineteenth century.

Other republics had faced the same problems, but the sustained growth
of the export sector had partially resolved them. Indeed, the progress toward
solving these problems in the third group of countries tended to be linked
to the evolution of the export sector. The railway and banking systems,
however rudimentary, were a consequence of the development of the export
sector, and only export growth could pay for the imports on which tariffs –
the bedrock of government revenue – were collected.

The basic problem among the “failures” was therefore the slow rate of
growth of exports per head. Because the world market in primary products
was subject to fewer restrictions before the First World War – particularly
after 1850 – than at any other time in history, the blame for failure must
be put firmly on the supply side (see Chapter 4). The price of failure was
high, however. Not only were the inhabitants of the republics in the third
group condemned to low levels of real income per head, but the window
of opportunity provided for primary products was beginning to close. Al-
ready, even before 1914, protection for agriculture had raised its ugly head
in continental Europe, and in Great Britain an influential section of the
Conservative Party, led by Joseph Chamberlain, had nailed its colors to the
mast of imperial preference. In the United States domestic competition was
yielding to the formation of trusts and cartels, with a diminution in the
bargaining power of producers (including Latin American exporters) sell-
ing raw materials. By the 1920s the climate for export-led growth was less
favorable, and the odds on success in the commodity lottery were beginning
to lengthen.



6

The First World War and
its aftermath

When war broke out in Europe on 2 August 1914, it was not just the in-
ternational balance of power that was shattered; the global trade and pay-
ments system, which had slowly evolved since the end of the Napoleonic
wars, was also thrown into disarray. With the signing of the armistice in
1919, a brave face was put on attempts to reconstruct the prewar system.
The old international economic order had perished, however, and the new
one was dangerously unstable. This instability was scarcely perceived at the
time, leaving peripheral regions, such as Latin America, extremely vulner-
able to the collapse of international trade and capital flows at the end of the
1920s.

The main feature of the old order had been the existence of relatively
unrestricted international trade – a reflection of the interests of the domi-
nant economic power (Great Britain) in the nineteenth century; the limited
restrictions in force generally took the form of tariffs, which had the advan-
tage for all concerned of being transparent. Both capital and labor were free
to move across international boundaries, and passports were the exception
rather than the rule. The gold standard, adopted first by Great Britain,
had spread to all the main industrial countries by the end of the century
and provided a well-established mechanism for balance-of-payments ad-
justment. Internal equilibrium (full employment and zero inflation) was
regarded as less important than external equilibrium, so the burden of ad-
justment to adverse shocks was usually achieved through price deflation
and underemployment.

Latin American countries had slotted into this scheme relatively easily on
the basis of primary-product exports, capital inflows, and – in Argentina,
Brazil, and Uruguay, in particular – international migration. Balance-of-
payments adjustment was never smooth, and capital flows were usually pro-
cyclical, falling at just the moment when they were most needed, but these
disruptions with rare exceptions (e.g., the Baring crisis) had little impact
on the dynamics of world economic growth. Internal adjustment was cush-
ioned by the existence of a large nonexport agricultural sector with low
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productivity, to which many workers could withdraw in the event of a fall
in the demand for labor.

The collapse of the old order

At the apex of the prewar international economic system stood Great
Britain. Although its dominant position in manufactured exports and its
leadership in science and technology were threatened by the end of the
nineteenth century, Great Britain was still the financial powerhouse of the
world, a source of capital for the periphery and a major importer of primary
products. British financial preeminence underwrote the rules of the inter-
national system, and its navy stood ready to block all attempts at restricting
the freedom of trade and capital movements.

The first casualties of the Great War were the gold standard and the move-
ment of capital. Currency convertibility was suspended by the belligerent
countries, new capital issues were canceled, and old loans were recalled to
shore up the balance sheet of financial insitutions in Europe. Latin American
republics such as Argentina and Brazil, which depended heavily on the Eu-
ropean market for balance-of-payments finance, were particularly badly hit,
as European-owned banks called in loans and provoked a domestic finan-
cial crisis. New long-term public loans to Brazil, for example, which had
reached $19.1 million in 1913, fell to $4.2 million in 1914 and to zero in
1915, and in the last quarter of 1914 the money supply shrank to the level
that had been recorded in the third quarter of 1910.1

The hostilities in Europe also brought to an end the inflows of direct
foreign investment (DFI) from the Old World. The United States, neutral
in the Great War until 1917, sharply increased its DFI in Latin America,
particularly in the extraction of strategic raw materials, but was not in a
position to increase portfolio lending until the 1920s. U.S. banks, however,
prevented until 1914 by law from investing in foreign subsidiaries, began
to set up branch operations in Latin America. By 1919 National City Bank,
the first U.S. multinational bank, had forty-two branches in nine Latin
American republics.2

The upheavals in the capital market were mirrored in the disruption of
commodity markets, but here the short-run impact was different from the
long-run effect. Shortages of shipping at the start of war, coupled with the
absence of trade credit, disrupted normal supplies, but demand fell even

1 See Fritsch (1988), Tables A.11 and A.16.
2 See Stallings (1987), p. 66. For an excellent study of foreign investment in Latin America through-

out the twentieth century, see Twomey (2000). On U.S. Direct Foreign Investment, see O’Brien
(1996).
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faster and drove down prices in many markets. The fall in short-run export
earnings, together with the decline in new capital inflows, reduced the
demand for imports (the supply of which was in any case also disrupted by
shipping shortages). The fall in imports was so sharp that Latin America as
a whole was estimated to be running a current-account surplus by 1915,3

but this rapid short-run adjustment to external disequilibrium brought a
big decline in real government income – dependent as it was on import
tariffs. In Chile, for example, government revenue fell by nearly two-thirds
between 1911 and 1915.4

The short-run impact of commodity-market disruption was soon over-
whelmed by the shift toward a war economy in the main industrial countries.
The demand for strategic raw materials (e.g., copper and petroleum) soared,
and shipping space was made available by the allied powers. The export of
oil from Venezuela began for the first time with foreign companies leading
the search for deposits.5 The prices of strategic materials rose sharply, and
countries that were exporting a high proportion of strategic materials (e.g.,
Mexico with its oil, Peru with its copper, Bolivia with its tin, and Chile
with its nitrates) even enjoyed an improvement in the net barter terms
of trade (NBTT) despite the rise in import prices. However, although the
capacity to import rose sharply, the volume of imports remained restricted
in many cases. The consequent rise in import prices, coupled with trade
surpluses6 and budget deficits, provoked domestic inflation. The impact of
this inflation on urban real wages was a contributory factor in the political
upheavals in a number of Latin American countries during and immedi-
ately after the First World War.7

Countries that exported nonstrategic raw materials (e.g., coffee) were
not so favored. Prices rose, but the terms of trade deteriorated, and ship-
ping remained a serious constraint on the volume of exports. Brazil, heavily
dependent on the export of coffee, was unable to sustain its first coffee-
valorization scheme and saw its barter terms of trade fall by 50 percent
between 1914 and 1918, even though the quantum of exports was un-
changed.8 Small countries in Central America and the Caribbean were

3 See Stallings (1987), p. 174.
4 See Sunkel (1982), Table 6, p. 125. See also Palma (2000b).
5 The legal framework for extracting minerals in Venezuela had been overhauled by Juan Vicente

Gómez at the beginning of his long dictatorship (1908–35), and foreign companies were quick to
exploit the new opportunities. See McBeth (1983), Chapter 2.

6 A trade surplus, if it raised international reserves, would normally lead to an increase in the money
supply (money of external origin) and would provoke inflationary pressures. This monetization of
reserve movements is discussed in more detail in note 58.

7 See Albert (1988), Chapter 6, for an excellent account of these social upheavals in Argentina, Brazil,
Chile, and Peru.

8 See Albert (1988), pp. 56–7.
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protected to some extent by their proximity to the United States, although
banana exports suffered badly from a shortage of shipping until the end of the
war.9

The outbreak of hostilities in Europe did not lead to the total loss of
traditional markets. Great Britain remained heavily dependent on food im-
ports (e.g., meat and sugar), and strenuous efforts were made to maintain
supplies of Latin American exports. However, almost equally strenuous ef-
forts were made by the allied powers to prevent German access to Latin
American raw materials. Although the major countries in the region (ex-
cept Brazil) were neutral throughout the war, trade with Germany became
increasingly difficult, and both the United States and Great Britain em-
ployed a blacklist of firms in Latin America that they believed to be under
the control of German nationals. The result was a sharp squeeze on the share
of Latin American exports and imports accounted for by Germany.10

The principal beneficiary of this squeeze was the United States (see Ta-
ble 6.1). During the war the United States, already the main supplier for
Mexico, Central America, and the Caribbean, became the most important
market for most Latin American countries, and its share of imports reached
25 percent in South America and nearly 80 percent in the Caribbean Basin
(including Mexico). The fortuitous timing of the opening of the Panama
Canal at the beginning of the war, when transatlantic trade was becoming
dangerous and difficult, allowed exports from the United States to penetrate
markets in South America that had previously been supplied from Europe
in general and Germany in particular. The network of U.S. branch banks
that followed this trade, coupled with an aggressive diplomatic effort in
support of U.S. business,11 ensured that the outbreak of peace would still
leave the United States in a hegemonic position in the northern republics
and a strong position elsewhere.

The eclipse of Germany as a trading partner not only contributed to
the rise in importance of the United States but also softened the decline
in importance of Great Britain. British dominance was retained only in
trade with Argentina, but this was still by far the largest market in Latin
America, and Argentina remained the region’s most important exporter.
However, Argentine exports to Great Britain substantially exceeded its
imports from the same source, and this trade surplus was roughly matched
by a trade deficit with the United States. This triangularity of foreign trade –
observed in reverse in the case of Brazil – could only work in a world system
of convertible currencies and multilateral payments, so the external trade

9 See Karnes (1978), Chapter 4.
10 For a case study of how Germany was squeezed out by the United States in Central America, see

Schoonover (1998), Chapter 9.
11 See Tulchin (1971), Chapter 1.
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Table 6.1. External trade between Latin America and the United States,
circa 1913, 1918, and 1929 (in percentages of totals)

Exports to the United States Imports from the United States

Country circa 1913 1918 1929 circa 1913 1918 1929

Latin America 29.7 45.4 34.0 24.5 41.8 38.6
Mexico, 67.2 83.5 57.4 53.5 78.1 65.7

Central
America, and
Panama

Cuba, 73.9 66.1 68.9 55.2 76.8 59.6
Dominican
Republic, and
Haiti

South America 16.7 34.9 25.1 16.9 25.9 31.4
Argentina 4.7 29.3 8.3 14.7 21.6 23.2
Brazil 32.2 34.0 45.5 15.7 22.7 26.7
Chile 21.3 56.8 33.1 16.7 41.5 30.8
Peru 33.2 35.1 28.8 28.8 46.8 41.4
Uruguay 4.0 25.9 10.7 12.7 13.2 30.2
Venezuela 28.3 60.0 26.5 32.8 46.7 57.5

Sources: Pan-American Union (1952); Wilkie (1974); individual country data for circa 1913
taken from Tables 3.6 and 3.7.

of the major Latin American republics became vulnerable in the 1920s to
any departure from gold-standard orthodoxy.12

The restoration of the gold standard was indeed a priority after the Treaty
of Versailles,13 but it took some years to achieve and – in the case of Great
Britain – involved great hardship as a result of the adoption of an over-
valued parity for the pound sterling.14 The slow growth of the British
economy in the 1920s15 was a blow for those Latin American countries
that had traditionally looked to Great Britain as a market for exports, and
the emergence of the United States as the dominant economic power was
little consolation for those republics that were selling goods in competition

12 The triangularity of foreign trade has been studied in a number of articles. See, for example, Fodor
and O’Connell (1973).

13 The Treaty of Versailles, signed in 1919, imposed massive war reparations on Germany. Subsequent
international conferences were concerned with the reestablishment of a multilateral payments system
under the gold standard.

14 The decision by Great Britain in 1925 to return to the gold standard at the prewar parity of £1
equals U.S. $4.86 is now widely recognized to have been a serious error. See Kindleberger (1987),
pp. 28–32.

15 See Broadberry (1986), Chapter 2.
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with U.S. farmers.16 Between 1913 and 1929 U.S. trade with Latin
America rose far more rapidly that did British trade, but U.S. exports
to the region outpaced imports from the region by a considerable margin.17

Thus Latin America, which had run a substantial trade surplus with the
United States before and during the war, was in the reverse position by the
end of the 1920s. Exports to the United States in 1929 represented 34 per-
cent of all exports, and U.S. suppliers took nearly 40 percent of all imports
(see Table 6.1).

The surplus enjoyed by the United States in its commodity and service
trade with Latin America reflected its emergence as a capital exporter. After
the war New York replaced London as the leading international financial
center, and Latin American republics increasingly turned to the United
States for the issue of bonds, public-sector loans, and direct foreign invest-
ment. At first supported by U.S. government efforts in favor of dollar
diplomacy,18 the flow of capital soon acquired a momentum of its own:
Foreign investment (direct and indirect) poured into Latin America (see
Table 6.2), and the proportion of the stock controlled by U.S. investors
steadily rose at the expense of European countries. Great Britain and France
continued to invest in parts of Latin America, but the new investments were
modest and commensurate with the weak balance-of-payments position of
the two countries.19

The emergence of the United States in the 1920s as a major source of
foreign capital was a mixed blessing for Latin America. The appearance
of dynamic new capital markets in the Western Hemisphere was clearly of
great importance in view of the shrinking capital surplus available from
traditional European markets, but the new borrowing was only achieved at
a price. In the smaller republics the new lending was intertwined with U.S.
foreign-policy objectives, and many countries found themselves obliged to
submit to U.S. control of the customs house or even national railways to
ensure prompt debt payment.20 In some of the larger republics the new
lending reached such epidemic proportions that it became known as “the

16 The emergence of the United States as a global economic power of the first rank led to no reduction
in its protectionist tendencies. Exporters of temperate products from Latin America (e.g., beef) were
particularly at risk from new restrictions imposed in the 1920s.

17 Between 1913 and 1929 U.S. imports from Latin America rose by 110.6 percent, while Latin
American imports from the United States rose by 161.2 percent. The British figures were 45.5
percent and 34.5 percent, respectively. See Cardoso and Brignoli (1979b), Chapter 5.

18 Dollar diplomacy, coupled with European financial weakness, had vastly increased U.S. fi-
nancial penetration in many parts of Latin America by the mid-1920s. See Tulchin (1971),
Chapter 5.

19 Both France and Great Britain had been forced to disinvest to help pay for the war, and it was some
time before normal capital outflows could be restored. German capital outflows were crippled by
the need to meet reparation payments. See Kindleberger (1987), Chapter 2.

20 For an excellent survey of many of these U.S. interventions, see Munro (1964).
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Table 6.2. U.S. investments in Latin America, 1914 and 1929

Direct Portfolio Total
Region and
sector 1914 1929 1914 1929 1914 1929

Latin America 1,275.8 3,645.8 365.6 1,723.9 1,641.4 5,369.7
(in millions of
US$)

By region (in percentages)
Mexico, 53.0 26.3 73.8 17.5 57.7 23.5

Central
America, and
Panama

Cuba, 21.5 26.5 15.0 7.4 20.0 20.4
Dominican
Republic, and
Haiti

South America 25.5 47.2 11.2 75.1 22.3 56.1

By sector (in percentages)
Agriculture 18.7 24.1
Mining and 43.3 22.0

smelting
Oil 10.2 20.1
Railroads 13.8 6.3
Public utilities 7.7 15.8
Manufacturing 2.9 6.3
Trade 2.6 3.3
Other 0.8 2.2

Source: ECLA (1965).

dance of the millions.”21 Little effort was made to ensure that the funds were
invested productively in projects that could guarantee repayment in foreign
exchange,22 and the scale of corruption in a few cases reached pharaonic
proportions. U.S. officials might occupy the customs house in pursuit of
fiscal rectitude, but they had little or no control over U.S. bankers issuing
bonds to cover widening public-sector deficits.

The changing international balance of power and the shifts in the in-
ternational capital market were not the only problems in the 1920s with
which Latin America had to grapple. Even more serious were changes in

21 This famous phrase was allegedly coined by two Colombians, Laureano Gómez and Alfonso López
Pumarejo, who were highly critical of the loan bonanza. See Banco de la República (1990), p. 219.

22 Although only 4.7 percent of the value of all U.S. loans to Latin America in the 1920s were stated as
“purpose unknown,” no less than 50.3 percent were for “refinancing” and 12.1 percent for “general
purpose.” See Stallings (1987), Table 10, p. 131.
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commodity markets and the increase in commodity price and earnings in-
stability. The unstable conditions during and after the war led to sudden
shifts in demand curves that could play havoc with commodity prices. The
world recession in 1920–1 was a case in point. Prices for many commodi-
ties (notably sugar) collapsed as stocks held for strategic purposes were
unwound.23 The abolition of wartime price controls, enforced by civil ser-
vants with draconian powers in the major countries, led to an initial price
surge, a dynamic supply response, and a subsequent price collapse in many
markets.24

The 1920–1 world depression was short lived, but the problem of com-
modity oversupply was to last much longer. Although the long-run growth
of demand for primary-product exports in the center was slowing down –
as a result of demographic change,25 Engel’s law,26 and the creation of syn-
thetic substitutes27 – the long-run rate of growth of supply was speeding
up as a result of technological progress, new investments in social infras-
tructure (including transport), and the protection of agriculture in many
parts of Europe.

These demand and supply shifts produced changes in long-run equilib-
rium prices that should have acted as signals for a change in resource alloca-
tion in Latin America. For many countries the NBTT deteriorated between
1913 and 1929. A number of factors distorted the information provided
by price signals, however, and the uncertainty created by war and its after-
math made it difficult for private entrepreneurs and public-sector officials
in Latin America to draw appropriate conclusions. As a result Latin America
not only failed to adjust its external sector to the new international condi-
tions in the 1920s but even increased its dependence on primary-product
exports quite markedly.

The first problem was the short-run instability of commodity prices,
which concealed long-run trends. This had been a problem for Latin

23 World coffee stocks – 11.77 million bags at the end of 1917 – had fallen to 5.33 million by the end
of 1922. See Fritsch (1988), Table A.6.

24 U.S. wholesale prices (1913 = 100) had reached 188 by 1918. They then jumped to 221 in 1920
before falling to 143 in 1921 and to 130 in 1922. See League of Nations (1928), Table 102. A
similar pattern was observed in France and Great Britain, whereas in Germany prices continued to
rise after 1920 as hyperinflation was unleashed.

25 By the 1920s the crude birth rate (live births per thousand population) had fallen to around 20 in the
main countries of the center and the death rate to between 12 and 17. This implied a considerable
reduction in the natural rate of population increase compared with the prewar period.

26 Engel’s law stated an inverse relationship between household income and the proportion of income
spent on foodstuffs. Although its impact on primary-product exports could be ignored in the short
run, its long-term impact was bound to be considerable if real incomes were rising.

27 The world chemical industry made giant strides in the 1920s, with new discoveries making substi-
tutes possible for such natural materials as cotton, rubber, forest dyes, timber, and nitrates.
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American primary-product exporters before the war, but it was much greater
in the 1920s. In Chile export-price instability was double what it had been
before 1914, and export-value instability was nearly five times higher.28

Even in Argentina, with its much more diversified exports, export insta-
bility was greater in the 1920s than at any other time in the republic’s
history.29

The second problem was the continuation of “strategic” demand for
minerals for a number of years after the war. The need to control supplies of
oil, copper, tin, and so forth led to official encouragement of U.S. firms to
invest heavily in Latin America. With European powers doing the same in
colonies and dominions, the danger of world oversupply of certain minerals
was real. Furthermore, as these new investments came on stream in the
second half of the 1920s, strategic demand had in many cases abated, and
stocks began to increase. When world interest rates rose in the wake of the
stock-market boom in 1928, the costs of holding stock rose sharply and
discouraged additional purchases.

The third problem was the manipulation of prices in a number of key
markets. The Brazilian coffee-valorization scheme, revived in the 1920s,
reduced Brazilian supplies reaching the world market and raised prices.
However, other coffee exporters (e.g., Colombia) responded to higher world
prices by increasing plantings. This increased production hit the market a
few years later, and the coffee market was saturated as early as 1926. Brazil
attempted to repeat the experiment with rubber, but its share of the world
market was too small to have a significant impact on prices.

The final problem was the weakness of the nonexport sector in so many
Latin American countries. The idea that resources would shift smoothly
out of primary-product exports in response to falling long-run equilibrium
prices assumed not only that the long-run prices were observable but also
that the resources could find alternative employment. In those republics in
which industrialization had made a promising beginning (see pp. 127–36),
this was a legitimate assumption. However, most of the Latin American
republics had taken only a modest step toward industrialization by the
1920s, so only a massive drop in the long-run equilibrium price – such as
that which occurred in the 1929 Depression – was likely to induce the re-
quired shift in resources. Small declines in the long-run equilibrium price –
even if they were observable – could always be offset by exchange-rate de-
preciation, export tax reductions, or more favorable credit terms. Indeed, as
shown in Chapter 7, some of the smaller republics were prepared to resort
to such policies even in the 1930s rather than promote a wholesale shift of
resources from the export sector.

28 See Palma (2000a), Table 3.1, p. 47.
29 See O’Connell (2000), p. 213, note 3. See also Cortés Conde (2000).
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Trade strategies

The difficulties facing primary-product exports in the period after 1913
were intense even before the collapse of prices at the end of the 1920s.
In addition to the upheavals associated with the First World War, Latin
American exporters experienced a particularly sharp decline in prices in the
1920–1 depression as the world economy adjusted to peacetime conditions.
Prices and volumes recovered in the next few years, but over the whole
period from 1913 to 1929 only a few countries enjoyed an increase in their
NBTT.30

The main problem was the slow growth of world trade. In the sixteen
years after 1913, the growth in the dollar value of world exports barely ex-
ceeded 3 percent a year.31 The modest nature of this increase is underlined
by the fact that much of it consisted of a rise in prices. Indeed, the increase
in the volume of world trade was little more than 1 percent per year.32 This
was an insufficient stimulus under normal conditions for those countries
that were following export-led growth. Furthermore, world trade in many
commodities was growing more slowly than world production. This dis-
crepancy – a sure sign of import substitution in agriculture in a number of
countries – reflected the growth of agricultural protection in Europe and
North America and adversely affected world exports of rye, barley, linseed,
cotton, and wool.

The slow growth of aggregate world trade did not mean that world
demand for all commodities was growing slowly. However, of the twenty-
two commodities that dominated the exports of Latin America at the time
(see Table 6.3), only three (oil, cacao, and rubber) recorded annual rates of
increase in world volume terms above 5 percent a year between 1913 and
1928, and fifteen had rates of increase below 3 percent a year. Indeed, for
six commodities of importance to Latin America (silver, gold, rye, barley,
cotton, and wool), world production or exports in volume terms did not
increase by more than 1 percent a year.

Faced with such difficult world trading conditions, Latin American re-
publics had to choose from a number of different trade strategies. The first

30 The impact of the 1920–1 depression on the NBTT of primary producers is examined in detail in
Cuddington and Urzúa (1989) and in Powell (1991). Even when the terms of trade are adjusted
for growth in the volume of exports to give their real purchasing power, only five Latin American
countries (Colombia, Honduras, Mexico, Peru, and Venezuela) experienced fast growth (more than
5 percent per year). See Thorp (1986), Table 5, p. 68.

31 Sources differ on the dollar value of world trade in 1913. These differences place the range of values
for annual growth from 1913 to 1929 at between 3.1 percent and 3.7 percent.

32 At 1913 prices, total exports from the industrial countries have been estimated at $11,101 million
in 1913 and $13,916 million in 1929 – an average annual rate of growth of 1.4 percent. See
Maizels (1970), Table A.2. A similar rate of growth has been estimated for the volume of world
primary-product exports over the same period. See Maizels (1970), Table 4.1, p. 80.
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option was to rely on the commodity lottery. If the country’s leading export
was one of those facing fast growth of world demand, the value of exports
would still rise rapidly provided that market share did not decline. Yet Latin
America suffered a severe loss of market share in cacao and rubber, two of the
three commodities that enjoyed rapid growth (see Table 6.3). Wild-rubber
exports from Brazil and Bolivia collapsed in the face of exports of planta-
tion rubber from the Far East; Brazil, Ecuador, Venezuela, the Dominican
Republic, and Haiti all lost market share to numerous European African
colonies in which exports of cacao were vigorously promoted. Only in the
case of oil did the commodity lottery favor Latin America: The principal
beneficiary was Venezuela, where oil had begun to be exported in the First
World War, although Colombia, Ecuador, Peru, and Argentina all reaped
a modest harvest as well.33

The second option was to increase market share in commodities for which
world demand was growing modestly. For many decades Latin American
governments had been honing the tools at their disposal for promotion
of primary-product exports, so this strategy was by no means impossible.
Domestic prices and rates of return on capital for products traded in world
markets could be altered through changes in exchange rates, export taxes,
import tariffs, and so forth, so a deterioration in the external (net barter)
terms of trade did not necessarily imply a fall in the internal (rural–urban)
terms of trade or in the profitability of exports.34

In the period under consideration, among the main products of partic-
ular importance to Latin America we can identify sixty-one cases in which
commodity exports changed their share of the world total by more than 0.5
percent of the world total between the beginning (1913) and end (1928)
of the period. In forty-one of these cases (more than two-thirds), market
share increased (see Table 6.4). If cacao is excluded, market share increased
in nearly three-quarters of all cases. This trade strategy was therefore a
popular option. Indeed, in only four countries (Brazil, Ecuador, Haiti, and
Paraguay) did market share fail to increase in at least one case.

The market-share strategy affected all kinds of primary products. Despite
the rise in agricultural protection in the Northern Hemisphere, Argentina
managed to increase market share in eight cases (see Table 6.4). The British
meat market remained open to imports and was sufficiently dynamic to
compensate for the restrictions imposed on the meat trade in other markets.
European protection did not yet extend to maize, and Argentina increased

33 Production and export of Mexican oil, however, declined in the 1920s, with unit costs of production
far in excess of those in Venezuela.

34 The internal terms of trade, often measured by the domestic price of agricultural commodities
relative to that of manufactured goods, is only a rough guide to intersectoral resource allocation.
The rate of return on capital in different sectors is a superior measure, but evidence for Latin America
in this period is not available in a systematic form.



Economic history of Latin America, second edition164

Table 6.4. Changes in commodity world market shares by country, 1913–1928

Country Increase in sharea Decrease in shareb

Argentina Wheat, rye, barley, maize, linseed, Cattle, wool
beef, oil, cotton

Bolivia Tin, silver Rubber
Brazil Coffee, rubber, cacao
Chile Copper, wool Nitrates
Colombia Oil, bananas, coffee
Costa Rica Cacao, coffee Bananas
Cuba Sugar Cacao
Dominican Republic Sugar Cacao
Ecuador Cacao
El Salvador Coffee
Guatemala Coffee, bananas
Haiti Cacao
Honduras Bananas
Mexico Silver, lead, bananas, coffee, cotton Oil, cattle
Nicaragua Bananas, coffee
Panama Bananas, cacao
Paraguay
Peru Copper, silver, oil, sugar, cotton
Puerto Rico Sugar Coffee
Uruguay Linseed, wheat Cattle, wool
Venezuela Oil Gold, cacao, coffee
Totals 41 20

a Small increases (less than 0.5 percent) have been ignored.
b Small decreases (less than 0.5 percent) have been ignored.
Sources: League of Nations, Statistical Yearbook and International Yearbook of Agricultural Stat-
istics.

its share of world exports from around 40 percent before the First World
War to 70 percent in 1928. Even more remarkable were the gains recorded
by Argentina in wheat, rye, barley, and linseed – all commodities receiving
protection in a number of Northern Hemisphere countries. In the case of
linseed, Argentina had doubled market share to more than 80 percent of
world exports by the end of the 1920s.

The market-share strategy also affected minerals. Their strategic nature
had led to a feverish search by foreign and domestic companies in Latin
America for new deposits of oil, copper, lead, and tin. Venezuela led the
way in oil, with British and U.S. investments encouraged by the generous
contracts allowed by the dictatorial government of Juan Vicente Gómez;
by 1928 Venezuela had captured nearly 10 percent of the world market
despite the fact that oil exports were nonexistent as late as 1913. Colombia
and Peru, under the stimulus of U.S. investment, also gained market share
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in oil exports, and a small beginning was made by Ecuador and Argentina.
In Argentina, however, nationalism was sufficiently strong to bring about
partial state control of the oil industry as early as 1923.

The rise in Venezuela’s oil market share was achieved in part at the
expense of Mexico, where oil exports had soared in the decade before the
First World War. The industry, based in Tampico, suffered much less than
other sectors from the upheavals associated with the 1910 revolution, and
production and exports continued to expand. The 1917 Constitution raised
the specter of nationalization,35 but the Carranza government went out of
its way to reassure U.S. oil companies that their investments were secure.
The Bucareli Treaty of 1923 was intended to settle all outstanding disputes
with the United States and to pave the way for renewed foreign investment
in mining.36 To some extent it succeeded, with Mexico increasing its market
share significantly in silver and lead, but oil exports peaked in 1921 and
declined steadily thereafter. No amount of honeyed words from the Mexican
government could compensate for the exceptional conditions enjoyed by
foreign investors in the Venezuelan oil industry.37

Tropical products were at risk from protection because of the preference
that could be given to colonies by imperial powers. We have already noted
the rise in African production of cacao and in Asian production of rubber,
leading in both cases to a sharp fall in Latin America’s market share (see
Table 6.3). Yet there were two cases of tropical products, both involving U.S.
investment, for which the Latin American market share increased sharply.

The first was bananas. The novelty of this tropical fruit, a relative new-
comer to the dinner table in both Europe and North America, permit-
ted world exports to grow rapidly. In addition, nearly all the main Latin
American exporters managed to increase market share, so earnings from
banana exports soared. Exports were dominated by a small number of for-
eign fruit companies, whose decision to concentrate production in Cen-
tral America and Colombia was based on low average costs of production
and exceptionally favorable tax treatment. The most dynamic case was
Honduras, a country that had enjoyed virtually no success in export-led
growth in the nineteenth century; the value of its exports, almost entirely
based on bananas, grew faster than the exports of any other Latin American
country in the sixteen years after 1913.38

35 The 1917 Mexican Constitution vested subsoil rights in the nation, so that oil production required
government concessions and all land owned by oil companies had to be converted to leasehold. See
Knight (1986b), p. 470.

36 On the Bucareli Treaty, see Smith (1972).
37 The generous nature of oil concessions awarded by the Gómez administration in Venezuela is well

described in McBeth (1983).
38 Exports increased from $3.2 million in 1913 to $24.6 million in 1929 – an annual rate of increase

of 13.6 percent. See Pan-American Union (1952).
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The second was sugar. Despite the risks associated with imperial prefer-
ence and the ever-present threat of protection for beet-sugar growers in tem-
perate countries, many Latin American exporters increased market share.
The increase was focused mainly on Cuba and Puerto Rico, whose com-
bined share of total world exports of sugar (including beet) rose to more
than one-third by the end of the 1920s. Investments in these Caribbean
islands, mainly by U.S. companies, pushed output to record levels and
obliged Cuba to experiment with quantity controls from the mid-1920s.
Any increase in price simply encouraged increased exports by rival produc-
ers, however.39 Although Cuba enjoyed a preferential tariff in the crucial
U.S. market, some of its rivals – notably Puerto Rico and Hawaii – faced no
tariff at all, while Cuban exports to Europe were increasingly threatened by
the recovery of the European beet-sugar industry in the late 1920s. Prices
peaked in January 1927, and their long descent was well underway before
1930.

The problem of restricting volume in order to regulate prices was much
easier in the coffee market, in which Brazil controlled 60 percent of world
exports by 1913. When Brazilian coffee valorization was renewed in the
1920s, it produced an increase in world coffee prices. However, Brazilian
restraints on coffee exports were not matched by other countries in Latin
America, whose market share increased at the expense of Brazil. Colombia
and the Central American countries were particularly successful at reaping
the price harvest Brazil had sown, and their combined share of world exports
doubled to 20 percent in the fifteen years to 1928. Their increased market
share was not just at the expense of Brazil (which still accounted for 55
percent of world exports at the end of the 1920s): Venezuela also lost market
share, its high exchange-rate undermining the profitability of coffee exports
and providing an early example of the notorious “Dutch disease.”40

The strategy of increasing market share in Latin America was therefore
widespread, popular, and profitable. It allowed the majority of Latin Amer-
ican countries41 to increase export earnings faster than the world value of
exports in the period under consideration (1913–29), and it reinforced the

39 This was exactly the same problem faced by Brazil when its (unilateral) coffee valorization scheme
was in force.

40 The phrase “Dutch disease” was coined to describe the impact of natural-gas discoveries in the 1960s
on the Dutch balance of payments. The increase in energy exports led to an appreciation of the real
exchange-rate, which undermined traditional (manufactured) exports while leaving the balance of
payments in equilibrium. It has become clear, with the benefit of hindsight, that many countries
have suffered from a form of Dutch disease, although in the Venezuelan case the traditional export
activities undermined by the strong exchange-rate were agricultural rather than industrial. For the
case of Chile, see Palma (2000b).

41 Among the twenty-one countries (i.e., including Puerto Rico with the twenty republics), fourteen
(66 percent) exceeded the world rate of growth exports. The seven “failures” were Bolivia, Brazil,
Ecuador, Haiti, Nicaragua, Panama, and Uruguay – all small countries, with the exception of Brazil.
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export-led model that had been adopted in the nineteenth century. A decline
in the external terms of trade could be offset by manipulating the internal
terms of trade in favor of the rural sector, and many countries enjoyed the
illusion in the 1920s that the First World War was simply a temporary
setback in the long march of export-led growth.

The strategy was fraught with problems, however. Although no one could
reasonably have been expected to anticipate the depth of the depression at
the end of the 1920s, the risk of agricultural protection in the Northern
Hemisphere countries and imperial preference for their colonies was present
for all to see. The market-share strategy rendered many Latin American re-
publics extremely vulnerable to changes in world trading conditions, and
that vulnerability was simply reinforced by the risk of depression. By 1928
Argentina, Bolivia, Brazil, Chile, Cuba, Honduras, and Mexico all con-
trolled more than 20 percent of world exports in at least one commodity,42

and Argentina was a leading supplier to the world market in virtually all
her exports.

The export boom was also associated with a significant loss of national
control of the export sector in many countries. In those countries in which
the value of exports grew at more than 5 percent a year between 1913
and 1929 (Colombia, the Dominican Republic, Honduras, Paraguay, Peru,
Puerto Rico, and Venezuela), foreign penetration of the export sector was
particularly marked. These foreign investments occurred above all in com-
modities (e.g., oil, copper, bananas, and sugar) for which world demand
was in any case rising relatively rapidly. Coupled with an increase in mar-
ket share for these products, the foreign-owned enclaves at times acquired a
dominant position. The extremely generous contract terms open to foreign
investors at the time led to low tax yields and to high profit remittances;
this reduced the returned value43 associated with export growth in many
countries and undermined the stimulus to the nonexport sector associated
with the export-led model.

Detailed studies on returned value are rare, but carefully documented
research on the Cerro de Pasco Copper Corporation in Peru is available. This
giant mineral company, acquired by purchase from Peruvian capitalists in
the first decade of the twentieth century, grossed approximately $20 million
a year in the 1920s from its Peruvian operations.44 Payments within Peru to
workers, suppliers, and the government (in taxation) averaged $10 million,

42 The commodities and countries were as follows: Argentina (beef, linseed, maize, wheat), Bolivia
(tin), Brazil (coffee), Chile (nitrates), Cuba (sugar), Honduras (bananas), and Mexico (silver).

43 The “returned value” of exports refers to the proportion of declared export earnings that remain in
the country as a result of expenditure on wages and salaries, tax payments, and local material costs.
It is therefore theoretically (and practically) possible for the declared and returned value of exports
to move in opposite directions in the short-to-medium term. The concept of returned value was
pioneered by Reynolds (1965) in his work on the Chilean copper industry.

44 See Thorp and Bertram (1978), p. 87.
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so returned value was 50 percent of recorded earnings. The balance was
accounted for by imports and profit remittances. This case was by no means
atypical; indeed, in the Venezuelan oil industry, returned value was a much
lower proportion of total exports.45

The market-share strategy also suffered from the risk of retaliation. With
the exception of coffee, for which Latin American gains and losses approx-
imately canceled each other, export intensification by so many countries
meant that the region as a whole was winning market share from other
continents across a broad range of primary products (see Table 6.3). In the
fragile geopolitical environment after 1913 and in view of the rising threat
of protection, it was unrealistic not to expect other regions to retaliate,
either through discrimination against imports from Latin America or
through support for their own primary-product industries.46

The market-share strategy was not successful in all cases. Indeed, a few
Latin American republics failed even to raise export earnings in line with
the growth of world trade in the sixteen years before 1929 – further con-
firmation of the pitfalls associated with the export-led model in the new
international economic order that was constructed after the First World
War. The unstable nature of commodity prices, the risk of disease, and
competition from synthetic products could all play havoc with export earn-
ings, even in countries in which policy was determined primarily by the
needs of the export sector.

The instability of export prices was the major reason for the poor perfor-
mance of export earnings in Bolivia and was also responsible for the less-
than-spectacular Cuban trade performance. In both republics, the volume
of exports grew rapidly: Bolivia won market share for its leading export,
tin, and Cuba did the same for sugar. By the end of the 1920s, however,
prices were barely higher than the level recorded on the eve of the First
World War,47 and the value of exports had grown only modestly. Although
Cuban export earnings rose at a rate close to the world average, its posi-
tion was very vulnerable at the end of the 1920s, with exports at risk from
European protection for beet sugar, imperial preference, and mainland U.S.
imports from Puerto Rico and Hawaii. Bolivia, on the other hand, had seen
its exports fall under an oligopoly dominated by the tin magnate Simon
Patiño, who had shrewdly invested in downstream smelter capacity in the

45 See McBeth (1983), pp. 117–18.
46 Some of the largest market-share losses (e.g., barley, rye, and wheat) were recorded by the Soviet

Union (aggregated with the rest of Europe in Table 6.3). This would not in itself invite retaliation,
because the Soviet Union was deliberately withdrawing from international trade. However, the rest
of Europe was also losing market share in many of these commodities (the main exception being
barley), so retaliation was a very real possibility.

47 Raw sugar averaged 3.5 cents per pound in 1913. The average price in 1929 was 3.77 cents per
pound. See League of Nations (1930), Table 204.
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United Kingdom;48 thus Bolivian capital earned profits on processing as
well as producing tin, although the benefit to the Bolivian economy began
to shrink as Patiño increasingly moved his business interests toward Europe
in the 1920s.49

Disease could also play its part in wiping out efforts in support of export-
led growth. The Costa Rican banana industry was hit by the spread of
Panama disease in the 1920s, and world market share plummeted from
15.6 percent in 1913 to 6 percent in 1928. For the fruit companies the
easiest “solution” to the spread of disease was to develop new plantations on
virgin land, even if this meant moving production to a different country.
Fortunately for Costa Rica, the growth of earnings from coffee was suffi-
ciently rapid to offset the collapse of bananas, and total export earnings grew
above the world average. Ecuador was not so lucky: The spread of disease
on the cacao plantations reduced the republic to the status of a minor ex-
porter,50 and other exports (including coffee, gold, and oil) did not expand
fast enough to prevent a decline in foreign-exchange earnings.

The country most affected by competition from synthetics was Chile. The
nitrate industry, in which British capital played a large part,51 had enjoyed
high prices during the first World War, and nitrate exports continued to
account for around 70 percent of total exports. The collapse of demand
at the end of the war was instrumental in persuading British investors to
sell their interests to other (mainly Chilean) capitalists, under whom the
nitrate industry staged a recovery in the 1920s.52 Technological progress in
the German chemical industry made possible the production of synthetic
nitrates at competitive prices, however, and the Chilean nitrate industry
was finally killed off by the interwar depression. The spectacular growth
of the copper industry after 1913 went a long way toward compensating
Chile for the loss of dynamism in nitrate exports, but the growth of export
earnings in the fifteen years after 1913 still fell short of the world average.

Brazil and Uruguay, where export-earnings growth also fell far below the
world average, enjoyed an improvement in their NBTT between 1913 and

48 The Bolivian tin industry had fallen under the control of three local capitalists by the 1920s. Simon
Patiño, the most important of the three, acquired the world’s largest tin smelter in Great Britain in
1916. See Klein (1982), p. 165. See also Contreras (2000).

49 By the end of the 1920s Patiño had in effect become a foreign capitalist, for much of the profit from
his Bolivian mining operations was invested in new activities in Europe.

50 The cacao crop was affected by two plagues, the more serious of which was witchbroom. See Linke
(1962), p. 135. As a result, Ecuador’s share of world cacao exports fell, from 16.4 percent in 1913
to 4.2 percent in 1928.

51 Although John Thomas North, the nitrate “king,” had died in 1896, British interests in the nitrate
industry had remained strong, with new companies being formed up to the eve of the First World
War. See Rippy (1959), pp. 57–65.

52 The volume of exports, which fell sharply at the end of the First World War, had recovered to
wartime levels by 1928. See Sunkel (1982), Table 8, p. 127.
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1928. Thus the poor performance of export earnings was due unambigu-
ously to the virtual stagnation in the volume of goods sold abroad. These
two countries therefore offer a partial exception to the pursuit of export-led
growth by Latin America up to the 1930s.

The stagnation of Brazilian exports was due both to the decline of rubber,
wiped out by competition from plantations in the Far East, and to coffee
valorization. However, the various efforts by the São Paulo government
to restrict the volume of coffee exports53 reaching the world market had
a pronounced effect on coffee prices, so real incomes from coffee climbed
steadily. Thus the state of São Paulo – where so much Brazilian industry was
located – experienced a rise in effective demand from the export sector, and
policy encouraged resources to move out of coffee toward the nonexport
economy. This powerful combination was an important explanation for
Brazilian industrialization during the period.54

Despite high prices for Uruguay’s exports (principally meat and its ex-
tracts, hides, and wool), the volume of exports was virtually unchanged in
the fifteen years after 1913. Wartime shipping problems provided part of
the explanation, and the volume of exports did expand briefly in the mid-
1920s, but the cartelization of the meat industry was an important deter-
rent to increased production. The frigorı́ficos, dominated by foreign capital,
had joined forces with their Argentine counterparts to create a meat pool
that allocated cargo space on routes to London (the principal market).55 The
pool gave processing companies the upper hand in price negotations with
farmers, for whom “the 1920s was a decade of disillusion and resentment
with the operations of the foreign-owned frigorifico industry.”56

A further consideration in the Uruguayan case was the ideology of
Batllismo. José Batlle y Ordóñez, president of Uruguay on two occasions in
the early twentieth century and the dominant public figure until his death
in 1929, was a representative of the urban middle classes who was not afraid
to tax agriculture in order to finance urban welfare-state services. Although
no evidence exists that agricultural exports were crippled by Batllismo, the
rate of taxation was significantly higher than in other countries that pur-
sued export-led growth, and the ideology of Batllismo certainly encouraged
nonexport urban activities. Coupled with the operations of the meat pool, it
is perhaps not so surprising that Battle’s Uruguay – despite its small size –
was among the first Latin American republics to shift away from traditional
export-led growth.57

53 During the 1920s responsibility for coffee valorization shifted between the state of São Paulo and
the federal government in Rio de Janeiro. This dual responsibility reflected the different functions
of coffee: a key source of income for state planters, and a major influence on federal-exchange rates,
fiscal, and monetary policies. See Fritsch (1988).

54 See pp. 188–9 for a more detailed discussion of Brazilian industrialization in the 1920s.
55 See Hanson (1938), pp. 62–7.
56 See Finch (1981), p. 140.
57 On the ideology of Batllismo and the creation of a welfare state in Uruguay, see Oddone (1986).
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Exchange-rate, financial, and fiscal reform

The export-led model, with its emphasis on growth in the value of exports,
was subject to strong cycles that reflected the fortunes of the export sector
itself. The fiscal and financial systems, far from operating in a counter-
cyclical fashion, reinforced the cycles that emanated from the export sector
and contributed to the instability in exchange rates, prices, and nominal
incomes.

The fiscal system was typically procyclical. The value of imports tended
to move in line with the value of exports. Because such a high proportion of
government revenue was derived from customs duties, government revenue
and expenditure tended to move in line with external trade. At the same
time, any rise (fall) in the value of foreign trade was linked to a rise (fall) in
the net output of sectors, such as commerce and transport, that depended on
the movement of exports and imports. Thus the real economy also tended to
move procyclically with the change in the nominal value of exports.

Changes in the value of exports were also highly correlated with changes
in the money supply. As exports increased (decreased), foreign exchange
flowed into (out of) the country. Because money of “external origin” tended
to be such a high proportion of the total money supply in countries that
followed export-led growth, it could not easily be offset by a decrease (in-
crease) in money of “internal origin” through budget deficits or domestic
credit creation.58

The procyclical nature of monetary policy was particularly acute in Latin
American countries that were on the gold standard, for the latter was de-
signed to bring about automatic adjustment to balance-of-payments prob-
lems. Industrialized countries that ran balance-of-payments deficits as a
result of excess credit creation would experience an outflow of gold and a
reduction in the money supply and prices, and they would then be able
to increase exports and reduce imports in order to achieve a new balance-
of-payments equilibrium. For all the criticism subsequently leveled against
it, the prewar gold standard worked tolerably well for industrialized coun-
tries,59 and it seemed only natural that Latin American republics should
adopt it as well.

Unfortunately, this argument was based on two misconceptions. First,
balance-of-payments problems in Latin America usually arose from instab-
ility in the world markets for primary products; they were not in general a

58 Because the money supply represents the (monetary) liabilities of the consolidated banking system,
it can also be expressed as the sum of banks’ net foreign and domestic assets. Thus a change in the
money supply can be expressed as a change in either net foreign assets (money of external origin) or
net domestic assets (money of internal origin). This useful distinction is now recognized in many
textbooks on the monetary system in developing countries and was first explicitly used by Robert
Triffin in the 1940s. See Thorp (1994).

59 Numerous good works have been written about the operation of the gold standard in industrialized
countries. See, for example, McCloskey and Zecker (1981), pp. 184–208.
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consequence of domestic financial disorder. An outflow of gold, for example,
would not necessarily lead to an increase in exports through its impact on
prices, so that balance-of-payments correction had to be achieved almost
entirely by reducing imports, with damaging effects on the level of real
economic activity. Second, the gold standard was not designed for countries
in which the value of exports was subject to huge swings according to the
level of world prices. An inflow of gold, for example, following a (temporary)
increase in prices, would simply raise imports to a level that could not be
sustained when export prices fell.

Perhaps for these reasons Latin American republics approached the gold
standard circumspectly before the First World War. Those countries that
did adopt it operated exchange offices which tended to suspend convert-
ibility in periods of gold outflow, thus reducing the deflationary impact of
balance-of-payments deficits and passing some of the burden of adjustment
to the exchange-rate.60 Countries were prepared to pursue gold-standard or-
thodoxy in good times with gold flowing in, but were much more reluctant
to restore the balance-of-payments equilibrium in bad times by exclusive
reliance on gold outflows. Furthermore, international pressure was not a
serious obstacle to this rather asymmetrical interpretation of the rules of
the gold-standard game.

The suspension of the gold standard in 1914 ushered in a period of
great instability for countries that were following the export-led model.
The volume of imports fell as shipping space was reallocated in accordance
with the needs of the war effort in Europe, and the price of imports soared.
Government revenue declined in line with the volume of imports in most
countries, producing a severe fiscal crisis, and budget deficits were com-
mon. In the absence of foreign loans the deficits had to be financed domes-
tically, which often generated price increases over and above the inflation
brought by higher prices for imports.61 In Mexico these inflationary pres-
sures reached extreme proportions as revolutionary upheaval from 1913 to
1916 led to an explosion of paper money without a gold or silver backing.62

A further source of instability came from currency fluctuations. With the
gold standard suspended, only those currencies that were tied to the U.S.
dollar (e.g., Cuba) could expect to avoid currency instability; elsewhere,
currencies first depreciated against the dollar in line with the problems of
the export sector and then rose or fell according to their ability to increase
export earnings. Republics with strategic exports (e.g., Chile and Peru) were

60 See Triffin (1944), pp. 94–6.
61 In Brazil, for example, retail prices rose by 158 percent between 1913 and 1918 – an annual increase

of 20.9 percent. This was far higher than could be justified by reference to the dollar value of imports
alone.

62 The inflationary pressures in Mexico were so intense that the exchange-rate collapsed from 2.01
pesos per U.S. dollar in January 1913 to 217.4 in December 1916. See Cárdenas and Manns (1989),
p. 68.
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Table 6.5. Exchange rates per U.S. dollar, 1913, 1918, 1923, and 1928

Country Unit 1913 1918 1923 1928

Argentina Paper peso 2.38 2.27 2.86 2.38
Bolivia Boliviano 2.57 2.44 3.23 2.86
Brazil Milreis 3.09 4.00 10.00 8.30
Chile Paper peso 4.50 3.45 8.33 8.33
Colombia Peso 1.00 0.94 1.05 1.02
Costa Rica Colón 2.15 4.55 4.55 4.00
Cuba Peso 1.00 1.00 1.00 1.00
Dominican Republic Peso 1.00 1.00 1.00 1.00
Ecuador Sucre 2.05 2.56 4.76 5.00
El Salvador Colón 2.43a 2.43a 2.04 2.00
Guatemala Peso 20.00 35.00 60.00 1.00b

Haiti Gourde 5.00 5.00 5.00 5.00
Honduras Peso 2.50 2.00 2.00 2.00c

Mexico Peso 2.00d 2.00 2.04 2.08
Nicaragua Córdoba 1.00 1.00 1.00 1.00
Panama Balboa 1.00 1.00 1.00 1.00
Paraguay Peso 1.43e 1.00 1.27 1.04
Peru Libra 0.21 0.19 0.24 0.25
Uruguay Peso 0.96 0.83 1.27 0.97
Venezuela Bolı́var 5.27 4.55 5.26 5.26

a Silver peso.
b Quetzal (equivalent to 60 old pesos).
c Lempira.
d Datum is for 1911–12.
e Datum is for 1910.
Sources: Mills (n.d.), Young (1925), and Pan-American Union (1952) for 1913; Wilkie
(1974) for 1918, 1923, and 1928.

experiencing currency appreciation by the end of the war, while countries
with nonessential exports (e.g., Brazil and Costa Rica) suffered from further
depreciation (see Table 6.5).

The combination of imported inflation, internally financed budget de-
ficits, and (in some cases) currency depreciation produced an upsurge in the
domestic price level. Although this phenomenon also occurred in Europe
and North America, it produced greater social tensions in Latin America.
Workers, including the urban middle class, were less able to defend the
value of their real wages, and appeals for wartime sacrifices had less force.
Social unrest was often met with violence, notably in Argentina during the
Semana trágica,63 and a climate of political instability pervaded the region
by the end of the war.

63 The crushing of labor unrest in Argentina in January 1919, following mass protests, is described in
Rock (1986).
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Any hopes that the end to hostilities in Europe would eliminate the
outstanding economic problems were undermined by the sharp depres-
sion in 1920–1. Although mercifully short, this trade-induced depression
was a forceful reminder of the procyclical nature of the export-led model.
The collapse of primary-product prices in world markets once again in-
duced an outflow of foreign exchange, a fall in the money supply, a re-
duction in imports, and a decline in government revenue.64 Most dra-
matic of all was currency depreciation in almost all the republics without
a fixed link to the U.S. dollar (see Table 6.5). Brazil and Ecuador, for ex-
ample, saw the nominal value of their currencies halved between 1918 and
1923.

The extreme nature of export instability in the years after 1913 led
governments in Latin America to look more favorably on financial and
fiscal reforms that could eliminate some of the worst excesses of the export-
led model. Currency instability was seen as one of the biggest problems,
and the return to (or adoption of) fixed exchange rates became a symbol of
the new orthodoxy. With the emphasis given to the gold standard by the
newly formed League of Nations,65 Latin American republics came under
pressure to join the system and to play by the rules of the game.

Currency stability was not necessarily in everyone’s interests, however.
It was well known that exporters and domestic debtors benefited from
currency depreciation, and this had often been cited as a reason for the failure
of a number of republics (e.g., Chile66 and Guatemala67) to join the gold
standard before the war. Currency instability could bring appreciation as
well as depreciation, however, and the uncertainty associated with currency
movements after 1913 reduced the resistance of many to the adoption of
fixed exchange rates. Furthermore, the urban middle class – the rising social
force in Latin America – unambiguously favored currency stabilization;68

as governments in the 1920s began to take into consideration the interests

64 One of the most extreme examples of this vicious cycle was found in Cuba as a result of the republic’s
openness to foreign trade. See Wallich (1950).

65 The League of Nations, established at the end of the war, had called a conference as early as 1920 to
discuss various problems in international finance, among which a return to the gold standard was
considered crucial. See Kindleberger (1987), pp. 46–8.

66 Numerous attempts had been made in the forty years before the First World War to restore currency
stability in Chile, but they all failed. In an influential work, Fetter (1931) attributed this failure to
the influence of landlords on government policy. It is now recognized that this influence was only
one of many which led to currency depreciation. See Hirschman (1963).

67 The survival of Estrada Cabrera as dictator of Guatemala from 1898 to 1920 was undoubtedly
made easier by the windfall gains that currency depreciation yielded for the powerful coffee
oligarchy.

68 This social group, whose income was derived from wages and salaries, was the first to suffer when
currency depreciation raised the domestic-currency cost of imports. Without indexation or powerful
trade unions, there was no certainty that remuneration would rise in line with prices.
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of this class, a consensus in favor of orthodox exchange-rate management
began to emerge.69

For a number of the smaller republics in the Caribbean Basin the pref-
erence of the United States for fixed exchange rates was the overriding
factor leading to the adoption of currency stability. The United States had
emerged from the war with its world economic and financial position greatly
strengthened. Its influence in Central America and the Caribbean, consid-
erable even before the war, was now undisputed. Even in Mexico and South
America, however, there were good reasons for taking note of the U.S. pref-
erence for stable exchange rates. The United States was fast becoming the
principal supplier of capital to all Latin American republics, both portfolio
and direct, and the adoption of reforms leading to exchange-rate stabil-
ity was seen as a relatively painless way of opening the door to inflows of
U.S. capital. With the demand for foreign capital rising and the supply
from traditional sources – notably Great Britain, France, and Germany –
restricted by postwar economic difficulties, no republic could afford to be
wholly indifferent to U.S. preferences for financial and fiscal reform.

In a handful of republics (see Table 6.5) currency stability had survived
the war years and continued throughout the 1920s. Without exception,
however, these countries (Cuba, the Dominican Republic, Haiti, Nicaragua,
and Panama) were all semicolonies of the United States70 in which the
U.S. dollar circulated freely and monetary policy was completely passive.
Elsewhere the shift to stable exchange rates was adopted only after the
war – and in most cases after the 1920–1 depression. In a few republics
(notably Argentina, Bolivia, Brazil, Ecuador, and Peru) currency stability
was delayed until 1927–8, but by the beginning of 1929 all Latin American
countries had stabilized their exchange rates in relation to the U.S. dollar.71

The stabilization of exchange rates was usually associated with the adop-
tion of the gold-exchange standard. This was much less demanding than
the gold standard for peripheral countries because it was no longer nec-
essary to guarantee the exchange of local currency for gold. Instead, the
gold-exchange standard allowed countries to exchange local currency for
a foreign currency, such as the dollar, which was in turn fully convert-
ible into gold.72 Even so, the gold-exchange standard was not without its

69 During and after the First World War a number of governments came to power that could be said
to represent this new social force. Good examples are the Radicals in Argentina under Hipólito
Yrigoyen (1916–30) and the Liberals in Chile under Arturo Alessandri (1920–5).

70 The close relationship between these countries and the United States produced many detailed
monographs on economic conditions and financial policies. See, for example, Cumberland (1928).

71 In some cases the currency was not explicitly linked to the U.S. dollar. The Paraguayan peso, for
example, was linked to the Argentine currency; the Bolivian peso, to the pound sterling. However,
the operation of the gold standard provided an indirect link to the U.S. dollar for all these currencies.

72 The gold-exchange standard is described in Kindleberger (1987), pp. 46–9.
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problems. Countries such as Honduras and Mexico, where silver coins were
the preferred medium of exchange for historical reasons, suffered from the
depreciation of silver in the 1920s as the gold price of silver started to rise.
This led to a withdrawal of gold currency from circulation that could only
be offset by increasing the coinage of gold and reducing that of silver.73

The prewar gold standard in Latin America had often broken down as a
result of the suspension of gold outflows by the exchange office. In order
to reduce this risk in the new postwar environment, exchange-rate stabil-
ity was buttressed by financial reform, with the creation of new banking
institutions, financial supervision, and bank regulation. The most striking
example of this change was the creation of central banks in the Andean
countries,74 many of which had been the least orthodox in exchange-rate
management before 1914.

The creation of these central banks was usually preceded by a visit from
E. W. Kemmerer, a U.S. academic and specialist in monetary economics.
The Kemmerer missions were independent of the U.S. State and Treasury
departments, but both looked with favor on the financial and fiscal re-
forms invariably proposed by Kemmerer and his team. Indeed, a visit by
Kemmerer was often seen as an essential precondition for future U.S.
loans – even from the private sector – and Kemmerer on occasion lob-
bied hard for private-sector loans to countries that adopted his package of
reforms.75

The success of the Kemmerer missions was due in large part to the
fact that his recommendations coincided with changes that were likely
to have happened anyway. Countries without Kemmerer missions (e.g.,
Brazil) carried out similar reforms. Throughout Latin America free banking
disappeared,76 one bank (the central bank if there was one) was given a
monopoly of the note issue, and the ability of the government to finance a
budget deficit through the printing press was reduced.

Financial reform in the 1920s was extremely orthodox. The main purpose
was to provide an institutional framework that would underpin exchange-
rate stability and the gold-exchange standard. In practice it did not allow
governments to operate countercyclical monetary policies, and techniques
for sterilizing the impact of a surge of foreign-exchange inflows on the

73 This process in Honduras is well described in Young (1925). For Mexico, see Cárdenas (2000).
74 The Andean countries affected were Bolivia, Chile, Colombia, Ecuador, and Peru.
75 Drake (1989) provides an excellent account of the Kemmerer missions to South America and the

efforts by Kemmerer to underpin his proposed reforms through foreign-capital inflows.
76 “Free banking” is the name given to the process under which commercial banks are “free” to issue

their own currency, subject to normal prudential banking requirements. It has virtually disappeared
throughout the world in favor of granting a monopoly of note issue to a single bank, although a
version of it has survived in Scotland.
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money supply and on the domestic price level were extremely rudimentary.
Although Great Britain and the United States enjoyed almost a decade of
price stability after the 1920–1 depression, many Latin American coun-
tries suffered from severe price fluctuations even after the currency was
stabilized.77

The adoption of an exchange-rate target had implications not only for
the financial system but also for fiscal policy. Budget deficits, financed by
inflationary methods, would undermine currency stability, so pressure to
increase revenue was strong. However, the close dependence of revenue on
the trade cycle meant that the tax base needed to be broadened in order to
increase the stability of government income. Thus fiscal reform was needed
to complement financial and currency reform.

All these arguments suggested the need for new taxes that were not di-
rectly tied to exports and imports. The obvious candidates were income,
property, and sales taxes, but little progress was made in most republics in
this direction. The share of trade taxes by the end of the 1920s (see Table 6.6)
was still very high throughout the region. Income taxes were generating
more than 5 percent of government revenue in only a few cases. Both
Uruguay and Venezuela enjoyed high yields from direct taxes – the former
relying on the progressive tax rates (mainly on real estate) associated with
Batllismo and the latter capturing a small part of the large rent associated
with oil exports. Even so, fiscal effort, as measured by revenue per head (see
Table 6.6), was still modest, with many countries generating $10 per head
or less in government income. Only Argentina, Chile, and Uruguay raised
more than $25 per head in the form of public revenue. Argentina, however,
after a heated congressional debate in 1915, rejected the introduction of an
income tax and initiated export taxes instead.78 In many other republics
the yield from income taxes was undermined by the numerous exemptions
permitted.

An additional obstacle in the path toward fiscal reform was provided by
external debt-service payments. In the tense international context before,
during, and after the war a failure to meet debt-service payments – owed
mainly to European powers – could be interpreted as an excuse for European
intervention in the Western Hemisphere. This potential challenge to the
Monroe Doctrine had persuaded successive U.S. governments since the
turn of the century to use their influence to ensure that debt-service pay-
ments were made. The most effective way to do this was to insist that Latin
American republics pledge their revenue from external trade to service their

77 Although U.S. and Argentine wholesale prices, for example, were virtually the same in 1927 as
they had been in 1922, the standard deviation in Argentina over this period was much higher, with
prices rising or falling by as much as 10 percent in a single year.

78 See Albert (1988), p. 145.
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Table 6.6. Public revenue, circa 1929

Amount Structure (in percentages)

Total (in millions Per head Import Export Direct Income
Country of US$) (in US$) duties duties taxesa tax

Argentina 308.3 27.5 45.7 2.4 3.6 0
Bolivia 17.8 5.9 32.3 13.7 9.0 n/a
Brazilb 282.1 7.2 43.9 0 4.0 3.1
Chile 148.1 34.0 30.0 24.3 17.7 12.6
Colombia 73.2 9.2 54.0 0.5 4.9 3.6
Costa Rica 8.9 18.0 56.8 7.9 2.8 0
Cuba 79.3 22.1 50.3 4.5 5.7 5.5
Dominican 15.4 15.0 32.5 n/a n/a n/a

Republic
Ecuador 12.1 6.1 32.9 6.4 6.6 1.8
El Salvador 13.5 7.8 50.7 11.9 5.2 0
Guatemala 15.4 7.2 47.4 13.6 1.3 0
Haiti 8.5 3.4 59.5 23.1 1.9 1.2
Honduras 6.9 9.8 58.6 1.3 0 0
Mexico 146.0 9.7 37.7 3.5 6.7 6.7
Nicaragua 6.6 10.1 58.6 1.2 0 0
Panama 6.5 13.0 48.8 1.6 4.7 0
Paraguay 5.8 6.9 49.3 10.0 6.9 0
Peru 56.2 9.1 27.7 6.5 10.3 6.0
Uruguay 61.3 34.1 (....... 40.8 .......) 19.2 1.2
Venezuela 44.5 14.4 51.1 0 20.1 0

a Includes income tax.
b Federal government.
Sources: Council of Foreign Bondholders (1931); League of Nations (1938).

external debts; thus, in order to protect against any backsliding, U.S. offi-
cials were placed in the customs houses of many Latin American countries.
Indeed, by the mid-1920s U.S. officials “had served or were serving in some
supervisory capacity” in ten of the twenty republics.79

The emphasis on debt-service payments made it more difficult for gov-
ernments to reduce their dependence on trade taxes because – unlike most
other taxes – they could be paid in gold.80 Although wartime inflation
had sharply reduced the share of total revenue derived from import duties,
this share recovered quickly in the 1920s. By the end of the decade the

79 See Tulchin (1971), p. 80.
80 External debt obligations were denominated in currencies linked to gold, so there was an under-

standable preference by finance ministers for tax revenues that could also be collected in gold. Trade
taxes were the most obvious candidate.
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contribution to total government income from trade taxes was not much
lower than it had been in 1913, so revenue was still vulnerable to fluctua-
tions in the value of exports. Fiscal reform had therefore been very timid, and
it remained extremely difficult for governments to pursue countercyclical
fiscal policies.

One reason for the timidity of fiscal reform was the growing awareness on
the part of Latin American governments that foreign loans were available
to finance budget deficits in a noninflationary manner. The emergence of
the United States as a capital-surplus country led to a substantial trans-
fer of resources to Latin America in the form of loans to national, state,
and municipal governments. Other capital-exporting countries could not
match the explosion of U.S. lending to Latin America, and by 1929 the
United States had become the most important foreign investor in every
Latin American republic except Argentina, Brazil, Paraguay, and Uruguay.

At times this inflow of resources, the infamous “dance of the millions,”
was beyond the absorptive capacity of the recipient country, and stories of
graft and corruption were legion. In 1927 Peru received an inflow of port-
folio capital equivalent to more than 50 percent of total export receipts.81

In the period between 1926 and 1928 the United States alone exported
more than $1 billion (net) to Latin America, most in the form of govern-
ment loans.82 The temptation to rely on foreign loans to avoid the need for
painful fiscal reform was strong. This was true even in those countries, such
as Colombia, that did use the inflow to invest in productive assets (e.g.,
social infrastructure).83

The combination of orthodox exchange-rate management, conservative
financial reform, and timid fiscal policies was not an appropriate response
to the growing instability in the world markets for primary products.
Although it encouraged the inflow of foreign capital – particularly U.S.
capital – it left the region dangerously vulnerable to external shocks. This
had been demonstrated clearly in 1920–1, and the experience was to be
repeated even more disastrously after 1929. Furthermore, at a time of dete-
rioration in the external terms of trade, financial and fiscal reform in most
countries was too timid to bring about a significant shift in resources from
the export sector of the economy to the nonexport sector. Small countries
found themselves going into the 1930s depression with a nonexport sector
too weak to act as an “engine of growth,” while the nonexport sector in the
larger countries was still handicapped by lack of finance, poor infrastructure,
and a policy climate that favored primary-product exports.

81 See Thorp (2000), p. 72.
82 See Stallings (1987), Table I.A.
83 The contrast in the use of resources between Colombia and Peru is one of the important themes in

Thorp (1991), Chapters 1–2.
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External shocks, relative prices, and
the manufacturing sector

By the time war broke out in Europe, modern manufacturing had already
established itself in Argentina, Brazil, Chile, Mexico, Peru, and Uruguay,
and modest beginnings were visible in Colombia and Venezuela. Many fac-
tors contributed to the emergence of domestic industry geared to the home
market. On the demand side the creation of urban concentrations as a by-
product of export-led growth produced expanding markets based on wage
labor and a growing middle class. As the market increased, the unit cost
of production fell, so local firms could compete more easily with imports
across a broad range of tradable goods. Small republics, in which urban
concentration was modest, were at a disadvantage, and modern factory pro-
duction (excluding establishments engaged in processing raw materials for
export) was extremely limited before the war. The exception was Uruguay,
where the high level of exports per head and economic policies with an ur-
ban bias had produced an urbanized society with a sufficiently large market
to justify production of many manufactured goods.84

The growth of social infrastructure was also important in promoting
modern manufacturing. As internal transport links improved, the products
of modern factories could begin to compete more easily with the artisan
and handicraft production that had traditionally satisfied the needs of the
rural population. The appalling transport system in Colombia was a major
obstacle to the emergence of modern manufacturing before the war, whereas
Mexican industry had benefited substantially from the spread of the railway
network during the Porfiriato. The growth of public utilities and financial
institutions also played an important part in the rise of modern factories.

The third crucial element in the rise of industry was relative prices. With
output destined primarily for the home market, profitability was sensitive
to any change in the domestic price of competing imports. When imports
became cheaper – through, for example, tariff reductions, exchange-rate
appreciation, or falling world prices – domestic production was adversely
affected, and resources flowed out of industry. Conversely, when the real
domestic price of imports rose, domestic production was encouraged, and
industry attracted resources from other branches of the economy.

The First World War shattered the “normal” environment in which
modern manufacturing had arisen before 1914. The first big change was
the decline in imports as a result of shipping and other difficulties. Cut off
from competing imports, local industry no longer had to worry to the same
extent about relative prices. In effect, tariffs on imports had been replaced

84 At the end of the 1920s Guatemala and Uruguay had roughly the same population (1.7 million). Yet
Montevideo, the capital of Uruguay, was home to nearly 500,000 inhabitants with a relatively high
average income, whereas Guatemala City was a modest urban center with only 120,000 inhabitants.
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by quotas, and domestic prices were free to rise until the market cleared.
Import restrictions, however, applied to all products, and firms were fre-
quently denied access to imports of capital goods to expand their capacity;
thus in many cases demand had to be met by more intensive use of existing
capacity, which was not always possible.

Demand was also affected by the war. In almost all republics the immedi-
ate impact of the war was a decline in export values; this fall, aggravated by
multiplier effects, produced a decline in the domestic demand for manufac-
tured goods. It is tempting to assume that this produced a fall in manufac-
turing output, but such was not necessarily the case. We must distinguish
between three branches of modern manufacturing. The first processed pri-
mary products for export (e.g., frigorı́ficos in Argentina and Uruguay) and was
clearly adversely affected by any fall in export values. The second produced
nontraded goods (e.g., bread and bricks) or goods that had already replaced
imports in the domestic market and were therefore effectively nontraded
(e.g., matches and tobacco products). Because the output did not compete
with imports, a decline in domestic demand would automatically imply a
decline in production. The third produced tradable goods in competition
with imports (e.g., textiles and shoes). Provided that imports fell faster than
demand, the output of this branch could be expected to increase. Thus the
direction of change of manufacturing output could not be easily predicted
from the knowledge that export values had fallen. Furthermore, import
restrictions did not apply to imports from other Latin American countries,
so output was free to expand through exports to neighboring countries.

As the war in Europe intensified, the demand for strategic materials rose.
Prices soared, and a number of Latin American countries enjoyed a spectac-
ular improvement in their export earnings and NBTT. Coupled with the
continuing restrictions on competing imports, this provided a strong stim-
ulus for those countries with sufficient industrial capacity to expand output
without the need for major investments. In the small republics without
significant manufacturing capacity, however, domestic output could not
expand; the stimulus simply provoked higher prices.

The position was further complicated by proximity to the United States.
The restriction on imports was felt most severely by countries that received
most of their supplies from Europe. The small republics of Central America
and the Caribbean were less affected by import restrictions, because the
United States was already their main supplier before the war and was able
to replace European imports without too much difficulty. Thus these small
countries still had the possibility of buying capital equipment from abroad,
but they lost the stimulus to industrial production associated with the fall
in competing imports. Although U.S. exports to all republics increased,
the increase could not compensate for the decline in imports from Europe
for those countries (e.g., Argentina) that had not previously bought much
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from the United States. Consequently, the stimulus to domestic manufac-
turing from import restrictions was much more important in the southern
republics.

We may now turn to the performance of the manufacturing sector in
Latin America during the war, a subject that has excited much attention
and acrimonious debate.85 The first point to note is the almost-universal
acknowledgment that countries which went into the war with very lit-
tle manufacturing capacity made little progress. These small republics in
Central America and the Caribbean, together with Bolivia, Ecuador, and
Paraguay, continued to follow a traditional export-led growth model in
which the fortunes of the economy varied in line with export performance.
Colombia and Venezuela experienced some increase in output, based on
prewar investments in textiles, shoes, cement, and food processing, but
progress in manufacturing was still modest.86 The performance of industry
in Mexico, on the other hand, was overwhelmingly dictated by the impact
of revolutionary upheaval rather by than the Great War itself. The output
of textiles – by far the most important sector – fell by 38 percent between
1913 and 1918, and by 1921 manufacturing output was still 9 percent
below its 1910 level.87 The decline in demand brought about by civil war,
by the collapse of real wages in the hyperinflationary episode from 1913 to
1916, and by the damage to the country’s social infrastructure (particularly
railways) dwarfed whatever positive stimulus might have been provided by
import restrictions.88

Countries that faced a combination of rising exports and import restric-
tions were particularly well placed to improve manufacturing performance.
In that case the war provided a positive stimulus not only for import-
competing firms, but also for those establishments that were directly linked
to exports and those that sold nontradables in the home market. Chile and
Peru were in such a position, although both countries faced a brief decline
in exports at the start of the war. The statistics on industrial output are not
very reliable, but all the indicators suggest that output in Chile rose rapidly
after 1914 and that many new firms were established despite the problem of
importing capital equipment.89 The Peruvian data are even more deficient,
but the import-competing sector (notably textiles and shoes) did expand,
and some evidence indicates that new factories were founded even during

85 This particular debate was sparked off by the claim of the dependency school that Latin America’s
industry stood to gain from external shocks to the economy because manufacturing firms were then
subject to reduced international competition. See Frank (1969).

86 For Colombia, see Ocampo and Montenegro (1984), Part 1; for Venezuela, see Karlsson (1975),
Chapter 2.

87 See Haber (1989), Chapter 8.
88 The grim social and economic conditions in these years are well described in Knight (1986b),

pp. 406–20.
89 See Kirsch (1977), pp. 45–8; see also Palma (1979).
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the war years: The number of factories doubled between 1905 and 1918,
and it is difficult to believe that all this expansion occurred before 1914.90

Argentina and Uruguay provide a less-encouraging picture. Although
both countries suffered a sharp drop in imports as a result of restrictions
on shipping, a significant part of manufacturing value added (between 10
percent and 20 percent) was directly tied to the performance of exports.91

Because the volume of exports declined during the war and the terms of
trade deteriorated, demand for manufactured goods was adversely affected.
Some branches of the import-competing sector (e.g., textiles) expanded
rapidly, but others (e.g., metals in Argentina) did not have sufficient ca-
pacity to respond to the stimulus of import restrictions, so output actually
fell.92 Some new firms were established (particularly in Uruguay),93 but
overall industrial performance was sluggish. The manufacturing index for
Argentina suggests that the 1913 level of output was not surpassed until
1919.94

The war did have some beneficial effect on industry in these two countries.
Both republics managed to increase manufactured exports to neighboring
countries: Argentina, for example, shipped flour to Brazil, and Uruguay sent
hats to Argentina. The chemical industry in Argentina received a boost with
the production for the first time of sulfate of aluminum, and automobile
assembly began in 1916.95 Nevertheless, the negative impact of the fall
in demand was severe for many industries, and the efforts in Argentina to
balance the budget at a time of falling real revenue caused a deep recession
in the construction-materials industry, which had come to rely on public-
works contracts. Finally, import restrictions in Argentina seem to have been
more severe for capital and intermediate goods (which could not easily be
replaced by domestic industry) than for consumer goods (which could be
replaced), because the share of consumer goods in total imports actually
rose from less than 40 percent before the war to nearly 50 percent in the
period between 1915 and 1919.96

The Brazilian experience stands in strong contrast to those of Argentina
and Uruguay. Although the volume of exports fell and terms of trade de-
teriorated, domestic demand did not decline to the same extent because
Brazil chose to “accommodate” the budget deficit by following loose fis-
cal and monetary policies. The resulting inflation accelerated the rate of

90 See Thorp and Bertram (1978), Chapter 6.
91 For Argentina, Dı́az-Alejandro (1970) remains a classic source for this period. For Uruguay, see

Finch (1981).
92 See Albert (1988), Chapter 3.
93 See Finch (1981), p. 164.
94 As late as 1917, net manufacturing output (1970 prices) was still 16.9 percent below the 1913

level. See CEPAL (1978), Table 12. A more detailed study can be found in CEPAL (1959).
95 See Wythe (1945), p. 83.
96 See Albert (1988), pp. 72–5.
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currency depreciation and lowered real wages, but it also increased nominal
demand and encouraged firms to expand production at the expense of im-
ports. Brazilian industrial output was also much less directly tied to exports
(dominated by coffee), so the import-competing sector was proportionately
more important than it was in Argentina or Uruguay.

It is no surprise, therefore, to find that all the available statistics point
in the direction of industrial expansion during the war years after an initial
sharp drop in 1914.97 The number of industrial workers almost doubled
between 1912 and 1920, and many new firms were set up despite restrictions
on imports of capital equipment.98 Indeed, in contrast with Argentina,
the consumer-goods share of total imports fell during the war years in
Brazil,99 with the United States moving into the market for investment
goods previously supplied from Europe. Pig-iron output soared, and Brazil
even began to find export markets in the rest of Latin America; the chemicals
industry received a boost with the beginning of caustic-soda production in
1918.

Brazil’s countercyclical fiscal and monetary policies in the war were highly
unorthodox and were replaced in the 1920s by more traditional techniques
of economic management. The fact that they were successful during the war
had much to do with the restrictions on imports and with the presence of
spare capacity in many branches of industry as a result of prewar investments.
Unorthodox fiscal and monetary policies in other countries (e.g., Guatemala)
produced rampant inflation rather than industrial expansion. The Brazilian
case could not therefore be generalized to all countries, although it might
well have succeeded in Argentina and Uruguay.

Just as the war years had brought a reduction in the import quantum,
so too the return to peacetime conditions brought a flood of goods into the
main Latin American markets. This increase in competing imports was not
simply a reflection of a return to the prewar situation; it was also due to
the fact that the relative price of imports had fallen sharply as a result of
the erosion of tariff rates. Domestic inflation in Latin America had under-
mined the protection given by the region’s specific tariffs to the point that by
1919 duties collected represented only 7.5 percent of imports in Argentina,
9.6 percent in Peru, and 11.2 percent in Uruguay.100 Domestic firms could
not compete with cheap imports. The textile industry in many countries
saw a fall in output, and the situation for the import-competing sector was
rescued only by the 1920–1 world depression, which forced Latin American

97 See Albert (1988), pp. 183–98. For the cotton textile industry, see Haber (1997).
98 The number of industrial establishments increased between 1912 and 1920 from 9,475 to 13,336.

See IBGE (1987), Tables 7.2 and 7.6.
99 The consumer-goods share of imports was 30.1 percent in 1913 and 34 percent in 1914. By 1918

it had fallen to 23.1 percent, See Albert (1988), Table 5.3, p. 189.
100 See Finch (1981), Table 6.8, p. 168.
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countries to protect the balance of payments through exchange-rate depre-
ciation. The sharp drop in the price level also improved tariff protection,
because the same specific tariffs were now collected on imports whose for-
eign currency price had fallen.101

Latin American export earnings recovered quickly after 1921, with
growth propelled not only by the recovery of world demand but also by the
increase in market share (see pp. 161–70) Demand for manufactured goods
was stimulated through the usual mechanisms that operated under export-
led growth, and domestic industry was now free to import capital equipment
to expand production. Both Colombia and Venezuela, where export growth
was rapid, were able to make substantial progress toward the first stage of
industrialization, with textiles, shoes, hats, furniture, and paper products in
the vanguard. Argentina enjoyed strong industrial growth in almost every
year of the 1920s, and the consumer-goods share of total imports fell back
to its prewar level as consumer durables and nondurables (particularly tex-
tiles) expanded rapidly at the expense of competing imports. Intermediate
industries, such as oil refining, chemicals, and metals, also flourished; only
construction materials remained below the prewar levels.

The intense mining activity in Chile, where copper was replacing ni-
trates as the leading export, contributed to the rise of a small capital-goods
industry. By the end of the 1920s the share of demand for intermedi-
ate, capital, and durable goods met by local production had reached 30 per-
cent – it had been 16.6 percent in 1914 – and more than 80 percent of the
demand for nondurables was met locally.102 This impressive performance
has led to some suggestions that industry had already become the leading
sector in Chile even before the Great Depression,103 its performance no
longer dependent on the fortunes of the export sector. Such claims can-
not be fully justified, however;104 the external terms of trade remained an
enormously important determinant of Chilean industrial performance, and
the small capital-goods sector proved unable to adapt to the growing so-
phistication in product design demanded by the mining companies, many
of which were U.S. owned and imported their capital requirements from
abroad.105

101 Between 1919 and 1922 tariff protection in Argentina, Peru, and Uruguay rose by more than 50
percent in the first two countries and by more than 40 percent in Uruguay. See Finch (1981), Table
6.8, p. 168.

102 See Palma (1979).
103 This claim is made most forcibly by Palma (2000a), pp. 49–53.
104 Regression analysis testing the log–linear relationship from 1914 to 1929 between net manufac-

turing output and constant price export revenues suggests a weak correlation. See Palma (2000a),
p. 50. However, it is not clear that constant-price exports are the correct explanatory variable, in
view of the enormous impact of the terms of trade in Chile on purchasing power and effective
industrial demand.

105 See Ortega (1990), pp. 22–3.
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Although there were some industrial successes in the 1920s, there were
also many disappointments. The small republics – even the more prosperous
ones – were in general unable to take even the first steps toward industri-
alization. Tariff increases were adopted in Cuba, Haiti, and the Dominican
Republic in the second half of the 1920s, but the main beneficiary was
nonexport agriculture, which was able to expand quickly at the expense
of food imports.106 The decline of Mexico’s export earnings after 1925,
coupled with severe monetary contraction, contributed to the stagnation of
industrial output, and textile production fell after 1926.107 The spectacu-
lar growth of Peruvian exports was much more modest when expressed in
terms of returned value,108 and the stimulus to domestic production was
further eroded by the failure of tariff rates to return to their prewar level.109

Once again Brazil is the enigma whose industrial performance in the
1920s has excited the most attention.110 Coffee valorization after the
1920–1 depression eventually stabilized export earnings, and the policy
of export restrictions (on coffee) encouraged resources to move into other
activities. Tariff protection in Brazil remained high, although it never
reached prewar levels,111 and foreign companies were sufficiently attracted
by the captive home market (as also in Argentina, Chile, and Mexico) to
establish branch plants in such products as automobiles, sewing machines,
paper, and tires.112 Yet a superficial reading of Brazilian industrial statistics
can give the impression that industrial performance was very undynamic,
with cotton-textile production in particular falling after 1922.

There can be little doubt that industrial output did not rise very rapidly
in Brazil after the 1920–1 depression. The orthodox policies pursued in
the middle of the decade in preparation for the readoption of the gold
standard led to monetary contraction and to some extent counteracted the
favorable stimulus from the terms of trade.113 Nevertheless, it would be
wrong to conclude that industry was undynamic. Output expanded rapidly
from 1921 to 1923 and again from 1926 to 1928: Excluding cotton textiles,
where ferocious international competition took its toll, industrial output

106 See Wythe (1945), pp. 324–43.
107 See Haber (1989), Chapter 9.
108 The International Petroleum Company (IPC) in Peru, for example, had total sales (mainly exports)

of $305.6 million between 1916 and 1929. Yet only $43.9 million represented returned value
(local-currency expenditures). See Thorp and Bertram (1978), Table 5.8, p. 104.

109 As a result of price deflation (see note 101), the rise in implicit tariff protection at the end of the
war was still not sufficient to compensate for the erosion of protection caused by wartime inflation.
Even in 1928 the average tariff (import revenues as a percentage of the value of imports) was still
only 20.4 percent–less than the 25.4 percent estimated for 1910. See Finch (1981), Table 6.8,
p. 168.

110 There is an excellent survey of the debate in Versiani (2000).
111 See Leff (1982), Table 8.8, p. 175.
112 See Phelps (1936).
113 See Fritsch (1988), Chapter 6.
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Table 6.7. Net manufacturing output, circa 1928 (in 1970 US$)

Totala (in millions Per head Share of GDP
Country Year of US$) (in US$) (in percentages)

Argentina 1928 1,279 112 19.5
Brazil 1928 660 20 12.5
Chile 1929 280 65 12.6
Colombia 1928 65 9 5.7
Costa Rica 1928 10 20 9.0
Honduras 1928 10 11 4.9
Mexico 1928 469 29 11.8
Nicaragua 1928 7 10 5.0
Peru 1933 107 18 7.7
Uruguay 1930 160 93 15.6
Venezuela 1928 64 21 10.7

a Local currency values have been converted to U.S. dollars at the 1970 official exchange-rate.
See Table A.3.1.
Sources: The basic source is CEPAL (1978), which has been used for Argentina, Brazil,
Colombia, Honduras, and Mexico. However, the starting point in CEPAL (1978) is after
1930 for many countries. Thus an index has been formed for earlier years from other sources
(where available) and spliced to the earliest year in CEPAL (1978): for Chile, Ballesteros
and Davis (1963); for Costa Rica and Nicaragua, Bulmer-Thomas (1987), with the data
adjusted from purchasing-power parity to official exchange rates; for Peru, Boloña (1981),
Tables 6.1 and 6.3; for Uruguay, Millot, Silva, and Silva (1973); and for Venezuela, Rangel
(1970).

rose by 55 percent between 1920 and 1929 – an annual rate of increase of
5 percent. Many new industries were established in the 1920s, including
a number of firms making capital goods, and the iron and steel industry
made some progress. Perhaps most important of all, imports of industrial
equipment rose sharply in the 1920s, creating new industrial capacity and
modernizing existing plants. Indeed, imports of industrial machinery hit a
peak in 1929 – the last year before the Great Depression.114

By the end of the 1920s, throughout Latin America the industrial sector
was still the junior partner in the export-led model. Industrial output de-
pended heavily on the home market – the brief surge in exports during the
war had been reversed in the 1920s, as cheaper imports from Europe and
North America again became available – and domestic demand was still
closely linked to the fortunes of the export sector. Furthermore, industrial
maturity was clearly correlated with past rates of growth of exports and
with the level of exports per head. Argentina, the richest republic, was still
in a class of its own in terms of industrial advance, with manufacturing
accounting for nearly 20 percent of gross domestic product (GDP) at the
end of the 1920s and with a manufacturing output per head of $112 at

114 See Versiani (2000), Table 7.4, p. 148.



Economic history of Latin America, second edition188

1970 prices (see Table 6.7). The second rank of countries included Chile
and Uruguay, with a share of manufacturing in GDP between 12 percent
and 16 percent and with production of manufactured goods per head at $65
and $93, respectively. The third rank included Brazil, Mexico, and Peru,
where net manufacturing output per person was below $30. Elsewhere,
even in Colombia and Venezuela, the modern manufacturing sector was
still small.115

Argentina, despite its high level of net manufacturing output per head,
compared unfavorably with its neighbors in terms of the share of total de-
mand met by domestic manufactures. This ratio was lower than that found
in Brazil, Chile, or even Uruguay.116 This did not mean that Argentina
was less industrialized than those countries – though many have made the
mistake of assuming this to be so – but it did mean that Argentine indus-
try had not been particularly successful in meeting the enormous demand
for manufactured goods derived from its rapid export growth. The textile
industry, capital goods, and consumer durables were all less advanced than
could legitimately be expected in a country of Argentina’s wealth. Although
the demand for industrial goods was strong, modest tariff protection, a
social infrastructure geared to agroexports, a powerful rural elite, and the
close ties with Great Britain – whose exports would have been the first to
suffer from an increase in the output of import-competing industries in
Argentina – robbed Argentine industrialists of some of the potential ben-
efits that export-led growth might have brought.117 In addition, industry
suffered from a lack of competitiveness (as in the rest of Latin America), with
unit costs of production too high to generate manufactured exports under
normal conditions. A handful of firms dominated sales in most markets,
with little incentive to improve the technique of production or to make
innovations in product design and managerial methods. Thus the growth
of total factor productivity remained modest, and increases in output were
essentially achieved through an increase in all factor inputs. This was not the
optimal route to achieve the fall in unit production costs that was required
if industry was to become internationally competitive.

115 The rate of growth of manufacturing in a number of countries from 1913 to 1929 is estimated in
Thorp (1998), Appendix III.

116 This ratio, the share of total industrial demand met by domestic output, is the subject of much
confusion. In addition to problems of measurement – see Fishlow (1972) – it is quite impossible
to identify a higher ratio with a higher level of industrialization. It is worth remembering that
Paraguay in 1840 – hardly an industrialized society – almost certainly had a very high ratio, in
view of the low level of manufactured imports.

117 There is a huge literature on the factors behind the apparent failure of industry in Argentina to
match the country’s growth and prosperity before 1930. For an excellent survey of the issues, see
Korol and Sábato (1990). See also Cortés Conde (1997).
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Policy, performance, and structural
change in the 1930s

The first decade after the First World War brought about some resource
shifts in the major Latin American economies in the direction of structural
change, industrialization, and diversification of the nonexport economy. In
addition, financial and monetary systems were overhauled in many repub-
lics – prompted in some cases by the missions led by E. W. Kemmerer –
as governments returned to exchange-rate orthodoxy and the gold standard
in the postwar years.1 Without exception, however, economic performance
remained heavily dependent on the fortunes of the export sector. By the end
of the 1920s (see Table 7.1) exports still accounted for a high proportion
of the gross domestic product (GDP), and the openness of the economy –
measured by the ratio of the sum of exports and imports to GDP – varied
from nearly 40 percent in Brazil to more than 100 percent in Costa Rica
and Venezuela.2

Structural change in the 1920s brought no diversification within the
export sector. On the contrary, the composition of exports by the end of
the decade was very similar to what it had been on the eve of the First
World War, with a high degree of concentration. The three leading export
products accounted for at least 50 percent of foreign-exchange earnings in
all republics, and one product accounted for more than 50 percent of exports
in ten countries (Bolivia, Brazil, Colombia, Cuba, the Dominican Republic,
El Salvador, Honduras, Guatemala, Nicaragua, and Venezuela).3 Virtually
all export earnings came from primary products, and nearly 70 percent of

1 Financial reform and exchange-rate orthodoxy in the 1920s are discussed on pp. 171–79.
2 Data (of varying quality) on GDP in the 1930s exist for most of the Latin American republics.

See Thorp (1998), Appendix IX. Not all countries can be used, however, because of the need for
comparable data on real exports and imports, so only 13 countries are included in Table 7.1. At 1929
prices the trade ratios are on average lower – significantly so in the case of Mexico. See Maddison
(1985), Table 6.

3 In five of these ten cases (Brazil, Colombia, El Salvador, Guatemala, and Nicaragua) the commodity
was coffee; in two cases (Cuba and the Dominican Republic) it was sugar; and the remainder were
bananas (Honduras), tin (Bolivia), and oil (Venezuela).
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Table 7.1. The external sector in Latin America: trade ratios
in 1928 and 1938 (1970 prices, in percentages)

Exports / GDP (Exports + imports) / GDP

Country 1928 1938 1928 1938

Argentina 29.8 15.7 59.7 35.7
Brazil 17.0 21.2 38.8 33.3
Chile 35.1a 32.7 57.2a 44.9
Colombia 24.8 24.1 62.8 43.5
Costa Rica 56.5 47.3 109.6 80.7
El Salvador 48.7 45.9 81.0 62.4
Guatemala 22.7 17.5 51.2 29.5
Honduras 52.1 22.1 69.8 39.5
Mexico 31.4 13.9 47.7 25.5
Nicaragua 25.1 23.9 54.9 42.3
Peru 33.6a 28.3 53.2a 42.6
Uruguay 18.0b 18.2 38.0b 37.1
Venezuela 37.7 29.0 120.4 55.7

a Data are for 1929.
b Data are for 1930.
Sources: Rangel (1970); Millot, Silva, and Silva (1973); CEPAL (1976,
1978); Finch (1981); Palma (2000a); Bulmer-Thomas (1987);
Maddison (1991). Data have been converted to a 1970 price
basis where necessary, and official exchange rates have been used
throughout.

external trade was conducted with only four countries (the United States,
Great Britain, France, and Germany).4

Thus on the eve of the Great Depression the Latin American economies
continued to follow a development model that left them highly vulnerable
to adverse conditions in the world markets for primary products. Even
Argentina, by far the most advanced Latin American economy in the late
1920s, with a GDP per head that was twice the regional average and four
times higher than Brazil’s,5 had been unable to break the link under which
a decline in export earnings would undermine imports and government
revenue, leading to expenditure cuts and a decline in internal demand.

4 The combined share of these four industrial powers in Latin American trade had remained fairly
stable for several decades, although the United States had gained market share at the expense of the
others.

5 At purchasing-power parity exchange rates (1970 prices), the real income per head in Argentina in
1929 was $748 and in Brazil, $179. See CEPAL (1978). Thus the proportionate difference between
the two countries in the late 1920s was as great as the difference between South Korea and the United
States at the end of the twentieth century.
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The Depression of 1929

The onset of the Great Depression is usually associated with the stock-
market crash on Wall Street in October 1929, but for Latin America some
of the warning signals came earlier. Commodity prices in many cases peaked
before 1929, as supply (restored after wartime disruption) tended to outstrip
demand. The price of Brazilian coffee reached its maximum in March 1929,6

of Cuban sugar in March 1928, and of Argentine wheat in May 1927. The
boom in stock markets before the Wall Street crash led to excess demand
for credit and to a rise in world interest rates, raising the cost of holding
inventories and reducing demand for many of the primary products exported
by Latin America.

The rise in interest rates – the discount on New York commercial paper
jumped by 50 percent in the eighteen months prior to the stock market
crash – put additional pressure on Latin America through the capital market.
Flight capital – attracted by higher rates of interest outside the region –
increased, while capital inflows declined as foreign investors took advantage
of the more attractive rates of return offered in London, Paris, and New
York.7

The stock-market crash in October set in motion a chain of events in the
main markets supplied by Latin America. The fall in the value of financial
assets reduced consumer demand through the so-called wealth effect. Loan
defaults led to a squeeze on new credit and to monetary contraction, and the
whole financial system came under severe pressure. Interest rates started to
fall in the fourth quarter of 1929, but importers were unable or unwilling
to rebuild stocks of primary products in the face of credit restrictions and
falling demand.

The subsequent fall in primary-product prices was truly dramatic. Every
Latin American country was affected. Between 1928 and 1932 (see Table
7.2) the unit value of exports fell by more than 50 percent in ten of the
countries for which data are available; the only countries with a modest fall
in unit values were those (e.g., Honduras and Venezuela) in which the prices
of primary products were administered by foreign companies and were not
an accurate reflection of market forces.

Prices of imports also fell, as the decline in world demand and the fall in
costs produced a double squeeze on the unit value of goods sold to Latin

6 Even a seemingly homogeneous commodity such as coffee, however, was subject to market seg-
mentation. Thus the prices of some Latin American varieties peaked as early as the first quarter of
1927.

7 The Central Bank rate of discount in Chile, for example, was almost twice as high as that of the
U.S. Federal Reserve Bank in 1926. In the first half of 1929 it was virtually the same. See League of
Nations (1931), p. 252.



Economic history of Latin America, second edition192

Table 7.2. Price and quantity changes for exports, net barter terms of trade, and
export purchasing power, 1932 (1928 = 100)

Net barter Purchasing
Country Export prices Export volumes terms of trade power of exports

Argentina 37 88 68 60
Bolivia 79a 48a n/a n/a
Brazil 43 86 65 56
Chile 47 31 57 17
Colombia 48 102 63 65
Costa Rica 54 81 78 65
Dominican 55b 106b 81b 87b

Republic
Ecuador 51 83 74 60
El Salvador 30 75 52 38
Guatemala 37 101 54 55
Haiti 49b 104b n/a n/a
Honduras 91 101 130 133
Mexico 49 58 64 37
Nicaragua 50 78 71 59
Peru 39 76 62 43
Venezuela 81 100 101 100
Latin America 36 78 56 43

a 1929 = 100.
b 1930 = 100.
Sources: CEPAL (1976); Bulmer-Thomas (1987); Ground (1988) .

America. Import prices did not generally fall as fast or as far as export
prices, however, and the net barter terms of trade (NBTT; see Table 7.2)
declined sharply for all but two Latin American countries between 1928 and
1932. The exceptions are Venezuela, where the unit value of oil exports fell
by “only” 18.5 percent (roughly in line with the fall in import prices), and
Honduras, where the export “price” of bananas was set by the fruit companies
simply to cover their local-currency costs and was reduced between those
years by 9 percent.8

All of the republics faced a fall in price for their primary-product exports,
but the volume of their export sales differed sharply. Worst affected were
those republics – including Bolivia, Chile, and Mexico – with a severe drop
in the price and volume of exports (see Table 7.2). Significantly, the exports
of all three countries were dominated by minerals, as firms in importing
countries reacted to the depression by running down existing inventories

8 Administered export prices were used for bananas for balance-of-payments purposes until 1947. The
fruit companies calculated their domestic costs in local currency and set a dollar price for exports
that – at the official exchange-rate – would meet their domestic obligations.
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rather than by placing new orders.9 Not surprisingly, these countries ex-
perienced the steepest decline in the purchasing power of exports (PPE;
the NBTT adjusted for changes in the volume of exports). In Chile (see
Table 7.2) the 83 percent fall in the PPE was the largest ever recorded in
Latin America in such a short period and was one of the most severe in the
world.10

Cuba, though not mentioned in Table 7.2 owing to lack of comparable
data, should also be included in this first group.11 Exports, dominated by
sugar, fell rapidly after 1929 as the island suffered the consequences of its
specialization in sugar and its heavy dependence on the United States. A
committee led by Thomas Chadbourne, a New York lawyer with Cuban
sugar interests, divided the U.S. market in 1930 in a way that implied a
steep reduction in Cuban sugar exports,12 and the next year an international
sugar agreement was signed between the main producers and consumers
that imposed further limits on Cuban exports.13

A second, more numerous, group of countries experienced a modest de-
cline (less than 25 percent) in the volume of exports. This group – Argentina,
Brazil, Ecuador, Peru, and all of Central America – produced a range of food-
stuffs and agricultural raw materials the demand for which could not be so
easily satisfied from existing stocks.14 The United Kingdom, for example,
held port stocks of imported wheat in August 1929 equivalent to only 2
percent of annual wheat imports.15 Similarly, the steep fall in price was in
some cases sufficient to sustain consumer demand despite the fall in real
income in importing countries. The volume of world coffee imports, for
example, was still as its 1929 level in 1932.

A third group of countries experienced a small (less than 10 percent)
decline in the volume of exports between 1928 and 1932. Colombia,

9 The decline of Mexico’s oil production meant that copper, lead, and zinc – all commodities with
significant inventory levels in importing countries – were among the country’s leading exports at
the end of the 1920s.

10 Chilean dependence on nitrates and copper proved to be a most disastrous combination: Nitrates were
beginning to be challenged by cheaper synthetic substitutes manufactured by the world’s chemical
industry; copper exports competed with U.S. domestic production, where the protectionist lobby
was strong.

11 Trade ratios for Cuba, however, can be constructed at current prices. See Alienes (1950) and Pan-
American Union (1952). These show an export ratio in 1929 of 47.7 percent – one of the highest
in the region.

12 The committee, although insisting, “in nothing that we suggest here is there an effort made to
interfere with the immutable laws of Supply and Demand,” limited Cuban exports in 1931 to the
1928 level – the lowest in any year between 1922 and 1930. See Swerling (1949), pp. 42–3.

13 The island’s problems were further compounded in 1934 by the Jones–Costigan Act, which estab-
lished a reduced quota for U.S. sugar imports from Cuba.

14 Peru’s main exports were minerals, but the most important was oil, in which stock holding was not
so important and the price of which suffered less than other minerals in the Depression.

15 See League of Nations (1933), p. 577.
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exploiting the confusion caused by the collapse of Brazil’s coffee-valorization
scheme,16 managed a small increase in the volume of coffee exports.
Venezuela suffered a decline in the volume of oil exports after 1929, but
this merely offset the huge increase between 1928 and 1929. Exports from
the Dominican Republic, dominated by sugar, steadily increased during
the worst years of the depression, as sugar exporters took advantage of the
restraints on Cuba that were imposed first by the Chadbourne Committee
and later by the 1931 International Sugar Agreement, which was not signed
by the Dominican Republic (or by Brazil).17

The combination of falling export prices for all countries and falling
export volumes for most countries produced a sharp decline in the PPE
over the worst years of the Depression (see Table 7.2). Only Venezuela,
protected by oil, and Honduras, helped by a decision of the fruit companies
to concentrate global production on their low-cost Honduran plantations,
escaped. Elsewhere the impact of the depression on the PPE was severe:
It affected mineral producers (e.g., Mexico), temperate-foodstuff producers
(e.g., Argentina), and tropical-foodstuff exporters (e.g., El Salvador).

While export and import prices were falling after 1929, one “price” re-
mained the same: the fixed nominal interest rate on public and private
foreign debt. As other prices fell, the real interest rate on this debt (mainly
government bonds) rose, increasing the fiscal and balance-of-payments bur-
den for those governments that were anxious to preserve their creden-
tials in the international capital market through prompt payment of debt
service.

The rise in the real burden of the debt meant that an increasing share
of (declining) total exports had to be allocated to debt-service payments.
Argentina, for example, devoted 91.2 million pesos to foreign debt-service
payments in 1929 against total exports of 2,168 million pesos. By 1932
exports had dropped to 1,288 million pesos while foreign debt-service
payments remained at 93.6 million pesos, implying a virtual doubling of
the real debt burden.18

The combination of unchanged debt-service payments and falling export
receipts exerted a strong squeeze on imports. As the volume and value of
imports fell, governments had to come to terms with a new problem caused
by the heavy dependence of fiscal revenue on external trade taxes. The
principal source of government revenue, tariff duties on imports, could
not be maintained in the wake of an import collapse. Brazil, for example,
collected 42.4 percent of total government revenue from taxes on imports

16 The Brazilian coffee defesa collapsed in 1929. See Fritsch (1988), pp. 152–3.
17 See Swerling (1949), pp. 40–50.
18 The real burden of debt also rose sharply as a proportion of public expenditure. See Alhadeff (1986),

p. 101.
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in 1928. By 1930 import tax collection had been cut by one-third and
government revenue by one-quarter.19 Those countries that also depended
heavily on export taxes (e.g., Chile) experienced a particularly severe cut in
government revenue.20

The rise in the real burden of debt service affected the fiscal position in
much the same way as it affected the balance of payments. The combination
of falling government revenue and debt-service payments fixed in nominal
terms put intense pressure on government expenditures. Efforts were made
at creative accounting (Honduran civil servants, for example, were paid in
postage stamps for a time), but this could not conceal the underlying crisis.
Most Latin American republics witnessed a change of government during
the worst years of the Depression, with the swing of the pendulum favor-
ing the parties or individuals out of government at the time of the Wall
Street crash.21 The most important exceptions were Venezuela, where the
autocratic government of Juan Vicente Gómez, in power since 1908, sur-
vived until the dictator’s death, in 1935,22 and Mexico, where the recently
formed Partido Nacional Revolucionario (later Partido Revolucionario In-
stitucional, or PRI) presided over a country exhausted by revolutionary
upheaval and civil war.23

In a less crisis-ridden international environment a Latin American gov-
ernment might have hoped to borrow its way out of its difficulties with
the help of international loans. However, the flow of new lending to Latin
America – already in decline even before the Wall Street crash – had ground
to a halt by 1931. In that year repayment of U.S. portfolio capital exceeded
new U.S. portfolio investment for the first time since 1920, and the net
flow remained negative (with the minor exception of 1938) until 1954.24

Even Argentina, which by any standards had the highest credit rating in

19 See IBGE (1987), Tables 12.1 and 12.2.
20 In some years during the 1920s export duties had been even more important than import tariffs in

Chile. Because the marginal export tax was higher than the average, the yield fell disproportionately
rapidly as export prices collapsed.

21 Many governments fell as early as 1930. A military coup brought Getúlio Vargas to power in Brazil,
for example, and President Hipólito Yrigoyen was overthrown in Argentina. In Chile political
instability became so acute that a socialist republic was even established by an army officer in 1932,
although it only lasted for twelve days. See the relevant chapters in Bethell (1991).

22 A coup against Gómez was attempted in 1928, but the dictator faced no major challenge to his
authority in the depression years despite a fall in oil prices and production. See Ewell (1991),
pp. 728–9.

23 Mexico, which endured a long, drawn-out revolution in the 1910s, enjoyed no respite in the 1920s.
The army rebelled twice, the Cristero rebellion brought renewed bloodshed, and former president and
president-elect Alvaro Obregón was assassinated in July 1928. By the end of the decade, however,
the foundations of the modern state had been laid, and institutional rule began to replace personalist
rule. With the election of Lázaro Cárdenas as president (1934–40), the Mexican Revolution came
of age. See A. Knight (1990), pp. 4–7.

24 See Stallings (1987), Appendix I.
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Latin America, was unable to obtain significant new loans during the first
years of the Depression.

No Latin American country escaped the Great Depression, but its impact
was much worse in some countries than in others. The most disastrous
combination was a high degree of openness, a large fall in the price of
exports, and a steep decline in the volume of exports. It is no surprise,
therefore, that the most seriously affected republics were Chile and Cuba,
where the external shock was strongest. Indeed, estimates of Cuban national
income during the interwar years show a drop of one-third in real national
income per head between 1928 and 1932,25 and the decline in Chilean real
GDP between 1929 and 1932 has been estimated at 35.7 percent.26

The impact of external shock could be mitigated under exceptional cir-
cumstances, but not avoided. Thus the Dominican Republic – dependent
on sugar exports – was able to exploit its position as a nonsignatory of the
post-1929 sugar agreements. Venezuela took advantage of its position as
the oil producer with the lowest unit costs in all the Americas. Countries
with exports dominated by foreign companies (e.g., Peru) saw some of the
burden transferred to the outside world through a reduction in profit re-
mittances and an increase in returned value as a proportion of total exports.
Generally, however, the external shock was severe, and the introduction of
stabilization measures to restore external and internal equilibrium could
not be delayed for long.

Short-term stabilization

The external shocks associated with the depression created two disequilibria
that policymakers in each republic had to address as a matter of urgency.
The first was the external imbalance created by the collapse of earnings
from exports and the decline in capital inflows; the second was the internal
imbalance caused by the decline in government revenue, which gave rise to
budget deficits that could no longer be financed from abroad.

During the 1920s the republics of Latin America had either adopted the
gold-exchange standard for the first time (e.g., Bolivia) or had returned to it
(e.g., Argentina27). Under the gold-exchange standard, adjustment to ex-
ternal disequilibrium was supposed to be automatic – indeed, this was one
of its principal attractions. As exports fell, gold or foreign exchange would
be drained out of a country, lowering money supply, credit, and demand

25 See Brundenius (1984), Table A.2.1. The primary source is Alienes (1950).
26 See Palma (2000a), Table 3.5, in which the GDP estimate is derived from ECLA (1951). Long-run

GDP estimates, as well as the sectoral breakdown, can also be found in Dı́az (1998).
27 Argentina may have returned to exchange-rate orthodoxy in the 1920s, but – like Brazil – it still

lacked a central bank. Furthermore, gold payments (effected through a caja de conversión) were not
resumed until August 1927.
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for imports; at the same time, monetary contraction would lower the price
level, making exports more competitive and imports more expensive. Thus
imports would fall both through expenditure reduction and through expen-
diture switching, and the process would continue until external equilibrium
was restored.

The decline in the value of exports was so severe after 1929, however, that
it was by no means clear whether external equilibrium could be restored
automatically. Furthermore, the decline in capital inflows and the initial
determination to service the foreign debt meant that the drop in imports
needed to be particularly steep to eliminate a balance-of-payments deficit.
Argentina saw the value of its exports drop from $1,537 million in 1929 to
$561 million in 1932 – and this was by no means the most severe case. With
imports in 1929 valued at $1,388 million, Argentina needed to cut foreign
purchases by 70 percent if it wished to maintain debt-service payments in
1932 on the same terms as in 1929.28

Those countries that did try to play by the rules of the gold-exchange
standard saw their holdings of gold and their foreign-exchange reserves fall
rapidly. Colombia struggled on until four days after the British suspension
of the gold standard (on 21 September 1931), by which time the republic
had seen its international reserves fall by 65 percent.29 Most countries, how-
ever, either abandoned the system formally (e.g., Argentina in December
1929)30 or limited outflows of gold and foreign exchange through a variety
of banking and other restrictions (e.g., Costa Rica).31 This did not avoid
the need for stabilization policies to reduce imports and reestablish exter-
nal disequilibrium, but it did mean that the process would no longer be
automatic.

Three countries (Argentina, Mexico, and Uruguay) suspended the gold
standard before the British decision to stop selling gold and foreign ex-
change on demand, although Peru – alone in Latin America – twice in-
troduced a new gold parity.32 Most countries, however, adopted exchange

28 Imports did in fact fall by 74 percent – from $1,388 million in 1929 to $364 million in 1932. See
CEPAL (1976), p. 27.

29 The newly created central bank in Colombia, Banco de la República, reacted with extreme orthodoxy
to the first signs of depression. Thus discount rates were increased above their pre-Depression level
and averaged 8–9 percent at a time when prices were falling sharply. See Ocampo (2000), p. 112.
The real discount rate therefore rose above 20 percent, though this was not unique to Colombia.
See Ground (1988), p. 182, note 16.

30 Thus Argentina returned to the system of inconvertible currency that it had operated before August
1927. This did not at first imply devaluation, however. See O’Connell (2000), p. 179.

31 In Costa Rica the caja de conversión set the exchange-rate, and a board of control (established in January
1932) restricted the size of applications. Thus the demand for foreign exchange was rationed by
administered prices and quantities. See Bulmer-Thomas (1987), p. 54.

32 A new gold parity was the only way of devaluing within the orthodox rules of international finance
before the collapse of the gold standard. Peru also used the occasion of a change in the gold parity
in 1930 to replace the libra with the sol (the country’s traditional currency unit), at ten soles per
paper libra.
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control in one form or another and created a rationing system for imports.
The only countries that did not make use of exchange controls were the
small Caribbean Basin republics that used the U.S. dollar as means of pay-
ment, either officially (Panama and the Dominican Republic) or unofficially
(Cuba and Honduras33).

The desire to stick to the international rules of the game meant that
devaluation – currency depreciation – was at first used sparingly. No one
expected the depression to be as severe as it turned out to be: The last world
depression (1920–1) had passed quickly, without permanently disrupting
the international financial system. Furthermore, many Latin American re-
publics had overhauled their financial systems in the 1920s, created central
banks, and struggled for monetary discipline. The 1929 depression was
seen as the first real test of the institutions, and their reluctance to admit
failure through currency depreciation was natural.

By the end of 1930 only five countries (Argentina, Brazil, Paraguay,
Peru, and Uruguay) had seen their currencies depreciate by more than
5 percent against the U.S. dollar since the end of the previous year. Peru,
however, had changed its gold parity. The Paraguayan peso, officially pegged
to the Argentine gold peso, also depreciated against the U.S. dollar as an
unintended consequence of exchange-rate policy. The British suspension of
the gold standard and the subsequent depreciation of the pound sterling
meant that those Latin American currencies with a sterling link – Argentina,
Bolivia, Paraguay (via the Argentine peso), and Uruguay – fell sharply
against the U.S. dollar after September 1931, until the U.S. suspension of
the gold standard in April 1933 produced an equally abrupt appreciation.34

The decision by Great Britain and the United States to abandon the gold
standard finally forced all the republics to address the problem of exchange-
rate management. Six small republics (Cuba, the Dominican Republic,
Guatemala, Haiti, Honduras, and Panama) all pegged their currencies to
the U.S. dollar throughout the 1930s. Three others (Costa Rica, El Salvador,
and Nicaragua) tried to do the same but were eventually forced to devalue.35

Even in South America, among the larger republics many attempts were

33 Cuba introduced exchange control in June 1934 but suppressed it one month later because it was
ineffective. Honduras introduced exchange control in March 1934, but it had virtually no impact
as a result of the widespread use of the U.S. dollar in the banana zones. See Bratter (1939).

34 U.S. depreciation against gold was rapid. By the fourth quarter of 1933 the value of the dollar had
fallen to 60 percent of its 1929 gold parity. Whether this translated into a devaluation against other
currencies depended on their movement in relation to their former gold parity. Thus the scene was
set for a series of competitive devaluations among the industrial powers that contributed to the
instability of the international financial system before the Second World War. See Kindleberger
(1987), Chapters 9–11 and Temin (2000).

35 The devaluations in Costa Rica and El Salvador were relatively modest and did not set off an
inflationary spiral. In Nicaragua, however, Anastasio Somoza (“elected” president in 1936) found
currency depreciation a most convenient way of undermining political opposition from agroexport
interests. See Bulmer-Thomas (1990b), p. 335.
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made to peg currencies to the pound sterling or the U.S. dollar. Paraguay
persisted with its policy of tracking the Argentine peso (albeit with little
success); Argentina (with some success) and Bolivia (with none) tried to link
their currencies to the pound sterling after January 1934 and January 1935,
respectively. Brazil (December 1937), Chile (September 1936), Colombia
(March 1935), Ecuador (May 1932), and Mexico (July 1933) all tried to
link their currencies to the U.S. dollar.36

Examples of genuinely floating currencies were rare. The Venezuelan
bolı́var was floated and promptly appreciated by 50 percent against the
U.S. dollar between the end of 1932 and the end of 1937.37 Several of
the South American countries (Argentina, Bolivia, Brazil, Chile, Ecuador,
and Uruguay) adopted a dual exchange-rate system after the suspension of
the gold standard by the United States, with the nonofficial rate allowed
to fluctuate freely. This free rate was used for a variety of transactions,
including capital exports, profit remittances, nontraditional exports, and
nonessential imports. This experience – which was in many cases a source
of exchange-rate profits for the public sector38 – was to prove invaluable for
exchange-rate management after the Second World War.

In view of the reluctance to adopt genuinely freely floating exchange-rate
regimes, the majority of republics were forced to rely on other techniques for
achieving external equilibrium. The most popular was exchange control and
a nonprice rationing system for imports. This technique was not limited
to the larger republics, for several small countries (Bolivia, Costa Rica,
Ecuador, Honduras, Nicaragua, Paraguay, and Uruguay) adopted the system
aggressively. In most countries tariff rates were raised at a time when the CIF
price of imports was falling, which raised the real cost of imports sharply
and encouraged a switch in expenditure toward domestic substitutes. Even
where tariff rates were not formally raised, the real cost of imports tended
to increase as a result of the widespread use of specific tariffs.39

36 In Mexico currency stabilization was complicated by the expansionary monetary policies adopted
in 1932 by Alberto Pani, the minister of finance who had replaced the orthodox Luis Montes de
Oca in December 1931. The first attempt at stabilization therefore had to be abandoned. The
second attempt was much more successful, and the peso was unchanged against the U.S. dollar from
November 1933 to March 1938. See Cárdenas (2000), pp. 201–4.

37 Foreign-exchange receipts rose, with higher oil production and an increase in returned value from oil
exports. Meanwhile, the oil companies cut back on their (import-intensive) investment expenditures,
and Venezuela did not have to make any debt-service payments. Under the circumstances, the
appreciation of the bolı́var is hardly surprising. See McBeth (1983), Chapter 4.

38 Multiple exchange-rate systems can produce losses as well as profits, as Latin American governments
discovered in the postwar period. However, in the 1930s the purpose of multiple-rate systems was
to make almost all imports more expensive, so exchange-rate profits were the rule rather than the
exception.

39 On average, import prices were about one-third lower in 1932 than in 1929. Thus a meter of
imported cloth that cost $1.00 in 1929 and attracted a specific tariff of 20 cents might have cost
only 70 cents three years later. With an unchanged specific tariff, the implicit tariff rate would have
risen from 20 percent to 28.6 percent – an increase of more than 40 percent.
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In a few cases external equilibrium was achieved without exchange con-
trol and nonprice import rationing through a gold-standard-like mecha-
nism: Current-account deficits were financed through an outflow of inter-
national reserves, which reduced the money supply so sharply that nominal
demand fell into line with the required reduction in nominal imports. The
clearest cases of this automatic adjustment to external equilibrium can be
found in Cuba, the Dominican Republic, Haiti, and Panama. Mexico also
experienced a sharp decline in its nominal money supply in the first years
of the depression as a result of its peculiar monetary system, in which silver
and gold coins made up most of the money in circulation.40

By the end of 1932 external equilibrium had been restored in virtually
all of the republics, at a much lower level of nominal exports and imports
and at a slightly lower level of nominal debt-service payments. A balance-
of-trade surplus for Latin America in 1929 of $570 million had increased
to $609 million by 1932, despite a two-thirds fall in nominal exports, from
$4,683 million to $1,663 million.41 The eight countries that had recorded
a balance-of-trade deficit in 1929 were reduced to six by 1930, to five by
1931, and to four by 1932. These four (Cuba, the Dominican Republic,
Haiti, and Panama) were the exceptions that proved the rule, however:
All were economies in which the dollar circulated freely, without exchange
control, so a trade deficit and foreign-exchange outflow was the mechanism
by which nominal demand was brought into line with the PPE.

The achievement of external equilibrium, however painful, was inevit-
able. Most of the republics could not pay for imports in their own currency,
so the supply of foreign exchange set a limit on available imports once
international reserves were exhausted. Internal equilibrium was different,
because a government could always issue its own currency to finance a
budget deficit. Only in countries such as Panama, where the dollar circulated
freely and where no central bank existed, could one be certain that the
achievement of external equilibrium also implied internal equilibrium.42

In most republics suspension of the gold standard and the adoption of
exchange control drove a wedge between external and internal adjustment.
Where budget deficits persisted and were financed domestically, the supply
of nominal money would not fall into line with the decrease in nominal
imports. This would cause the ratio of domestic credit to imports to rise,

40 See Cárdenas (2000), pp. 197–8.
41 Latin America had traditionally run a trade surplus; that is, commodity exports exceeded commodity

imports. See Horn and Bice (1949), p. 103. Nevertheless, the size of the surplus varied considerably,
falling in the late 1920s and rising in the 1930s.

42 Although the local Panamanian currency was (and is) called the balboa, this was (and is) a legal
fiction because the U.S. dollar is in effect the unit of account. Thus the Panamanian government
could not run a budget deficit without access to foreign borrowing – which was virtually impossible
in the 1930s.
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Table 7.3. The money supply: commercial bank time and demand deposits,
1930–1936 (current prices; 1929 = 100)

Country 1930 1931 1932 1933 1934 1935 1936

Argentina 101 90 90 89 88 86 94
Bolivia 84 78 133 144 322 520 547
Brazil 97 101 115 109 125 131 141
Chile 84 68 82 96 110 124 143
Colombia 87 78 90 94 102 110 120
Ecuador 98 59 92 145 187 187 215
El Salvadora 74 68 64 57 42 44 37
Mexicob 111 67 74 107 108 136 143
Paraguay 100c 76 64 72 125 191 170
Peru 69 63 62 78 100 116 137
Uruguay 114 115 126 114 116 124 139
Venezuela 49 68 69 76 85 106 89

United States 101 92 71 63 72 81 92

a Includes dollar deposits.
b The data were compiled on a different basis in 1932 and 1935, so the series is not
consistent.
c 1930 = 100.
Source: League of Nations, Statistical Yearbook.

creating an excess supply of money that in turn would stimulate domestic
expenditure in nominal terms. Whether the increase in nominal expenditure
was reflected in price or quantity increases would be crucial in determining
how quickly and how successfully a country escaped the depression.

The idea of a monetary overhang finds empirical support in many coun-
tries. Whereas the United States experienced a nearly 40 percent drop in
nominal commercial bank deposits in the 1929–33 period (see Table 7.3),
some Latin American republics (e.g., Bolivia, Brazil, Ecuador, and Uruguay)
saw the nominal value of commercial bank deposits rise, and others (e.g.,
Argentina, Chile, and Colombia) experienced only a modest fall. In real
terms (i.e., adjusted for the change in the price level), the performance is
even more remarkable: Prices fell between 1929 and 1933 in all of the Latin
American republics (except Chile) for which price data exist.43

The nominal money supply was relatively buoyant for several reasons.
First, the decision to impose exchange control in many republics restricted
the outflow of gold and foreign exchange and therefore limited the reduction

43 Chilean prices (wholesale and retail) did fall in 1930 and 1931. However, the subsequent depreciation
of the currency was reflected in price rises with only a short lag – a consequence, perhaps, of the
inflationary expectations established in Chile as a result of the long experience of exchange-rate
devaluation. See Hirschman (1963), Chapter 3.
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in the supply of money of external origin. Uruguay, one of the first countries
to impose exchange control, suffered only a modest drop in international
reserves. Mexico, which had no exchange controls, was drained of the gold
and silver specie that constituted such a high proportion of its monetary
stock.

Second, budget deficits persisted, despite enormous efforts to raise rev-
enue and cut expenditures. Brazil managed to increase the yield from direct
taxes on income by 24 percent between 1929 and 1932 despite the con-
traction in real GDP, but the overwhelming importance of external trade
taxes forced fiscal revenue down in line with the collapse in imports and
exports.44 Furthermore, the initial determination to service the public debt
(internal and external) and the difficulties associated with sharp cuts in
nominal wages and salaries for public employees made it virtually impos-
sible to cut expenditures by enough to eliminate budget deficits. In the
absence of new external loans, the deficits had to be financed through the
banking system, which had an expansionary effect on the money supply.

Third, the decline of private domestic credit was by no means as sharp as
might have been expected in view of the close links between the banking
system and the export sector. The small number of banks – Mexico, for
example, had only eleven – and their high public profile created a powerful
incentive to avoid bank failure. The close relationship between bankers and
exporters (who sometimes were the same individuals) allowed for greater
flexibility in debt rescheduling than would have been permitted in a more
competitive environment. Banks also tended to operate in the 1920s with
cash reserves well above the legal minimum, leaving a certain cushion
available for the difficult times after 1929. Foreign banks, unable to remit
profits after exchange control, had additional resources to sustain themselves
through the Depression years.45

Thus monetary policy in the depth of the Depression was relatively slack
in many republics, so internal equilibrium – unlike external equilibrium –
had not been restored by the end of 1932. Efforts to raise taxes, including
tariffs, had proved insufficient, and further increases promised to be self-
defeating. Cuts in the public sector wage-and-salary bill were made more
difficult by the turbulent political circumstances at the start of the 1930s,
so policies for reducing the budget deficit increasingly came to focus on
debt-service payments.

Debt default was nothing new in Latin American economic history;
indeed, the customs houses of some small republics (e.g., Nicaragua) were

44 Brazilian fiscal problems were compounded in 1932 by the insurrection in the state of São Paulo
which obliged the federal government to increase expenditure sharply. See Schneider (1991),
pp. 118–25.

45 A good example is provided by the British-owned Bank of London and South America, which held
cash ratios high at most branches to avoid a loss of confidence. See Joslin (1963), p. 250.
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still full of U.S. officials appointed to collect external-trade taxes and to avoid
a repetition of past debt defaults. At first all the republics made strenuous
efforts to maintain debt-service payments, in the hope that they would
preserve access to international capital markets. This created an intriguing
dilemma: The main creditor in terms of the stock of international bonds
remained Great Britain, where stock-exchange rules made it impossible for
countries in default to float new bond issues; meanwhile, the annual flow
of new capital to Latin America had become increasingly dependent on the
United States, where the penalties for default were less clear. As it became
apparent that Latin America could not in general expect additional finance
from Great Britain, the temptation to default became almost overwhelming.

Mexico, still caught up in the aftermath of its revolution, had suspended
debt-service payments as early as 1928. Generally, however, suspension be-
gan in 1931 and gathered pace in the next few years. Default was unilateral,
but no country repudiated its external debts, and not all issues were treated
equally. Brazil, for example, established seven grades of bonds in 1934,
with treatment varying from full service to complete default on interest and
principal.46 Thus the impact on government expenditure varied substan-
tially even among defaulting countries, although the resources committed
to debt service tended to decline everywhere as the decade advanced.

Not all countries defaulted on the external debt, and default on the
external debt did not necessarily imply default on the internal debt (or vice
versa). Venezuela, under Gómez, completed the redemption of its external
debt – begun fifteen years earlier – in 1930.47 Honduras defaulted on its
internal debt but serviced its external debt in full48 (as did the Dominican
Republic and Haiti). Of the major countries (apart from Venezuela), only
Argentina serviced its internal and external debt in full, for reasons that
are still controversial. Its special relationship with Great Britain, the close
trading links, and the prospect of continuing loans were some of the factors
that persuaded Argentine policymakers to service the debt, the bulk of
which was owed to Great Britain. In addition, the financial orthodoxy of
the conservative Argentine administrations in the 1930s provided a strong
bias in favor of debt repayment.49

Debt default eased the pressure on the budget deficit in most coun-
tries and (in the case of the external debt) released foreign exchange that

46 See Eichengreen and Portes (1988), pp. 25–31.
47 A small amount of foreign debt remained on the books, because the authorities were unable to trace

the owners. However, no interest payments could be made for the same reason.
48 Honduran orthodoxy on the external debt was due to the fact that the country’s nineteenth-century

obligations, including fraudulent loans made to the state railway company in the 1860s, had finally
been settled only in 1926. The settlement terms were generous, involving a cancellation of all arrears
of interest and a reduction in principal. See León Gómez (1978), pp. 177–81.

49 The literature on the reasons for Argentine orthodoxy in the 1930s is huge. See, for example, Rock
(1991) and Abreu (2000).
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could be spent for other purposes. The decline of debt-service payments,
however, took some of the pressure off fiscal policy because it avoided the
need for further tax increases or expenditure cuts. Budget deficits there-
fore remained common, and internal equilibrium was still a distant goal
in most republics. The tension between external equilibrium and internal
disequilibrium produced serious financial and economic instability in some
republics (e.g., Bolivia),50 but it also contributed to economic recovery at a
faster pace than was found in countries in which tight fiscal and monetary
policies left the nonexport sector with insufficient demand and unable to
respond to the new vector of relative prices.

Recovery from the Depression

The policies adopted to stabilize each economy in response to the Depression
were intended to restore internal and external equilibrium in the short
term. Inevitably, however, they also had longer-term implications in those
countries in which they permanently affected relative prices.

The collapse of export prices after 1929, the deterioration in the NBTT,
and the rise in nominal tariffs favored the nonexport sector (both nontrad-
ables and importables51) over the export sector in terms of relative prices.
Where real devaluation occurred (i.e., nominal devaluation more rapid than
the difference between home and foreign prices), both exportables and im-
portables received a price advantage relative to nontraded goods. Thus the
price of the import-competing sector improved relative to both exportables
and nontraded goods in every case, whereas the nontraded sector increased
its price relative to the export sector unless real devaluation occurred (in
which case the result was indeterminate).

Whether these short-term shifts in relative prices persisted depended
to a large extent on the movement in export and import prices. For Latin
America as a whole, export prices fell steadily until 1934. At that point a
new cycle began, which produced a sharp recovery in prices in 1936 and
1937, followed by two years of export price falls. Import prices remained
weak, however, so the NBTT improved from 1933 to 1937 and even in
1939 were still 36 percent above the 1933 level and equal to the 1930
level. Thus for the region as a whole a permanent improvement in the
relative price of the import-competing sector depended less on movements
in the NBTT and more on increases in tariff rates and real devaluation.

50 Bolivian fiscal imbalances escalated with the need to increase military expenditure following the
outbreak of war with Paraguay in 1932. Defense spending rose eightfold between 1932 and 1933,
and revenue only covered 25 percent of total expenditure.

51 Importables are commodities that are produced locally in competition with imports; nontradables
are those goods and services that are not exported and that do not face competition from imports.
On relative price movements in the 1930s, see Ground (1988).
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The import-competing sector consisted of all activities that were capa-
ble of substituting for imports. It has conventionally been identified with
import-substituting industrialization (ISI) in view of the importance of
manufactures in the import bill. However, many countries in the 1920s
were importing substantial quantities of agricultural goods that could in
principle be produced by domestic activities. Thus, it is also necessary
to consider import-substituting agriculture (ISA) as part of the import-
competing sector.52

The change in relative prices encouraged resource shifts and acted as a
mechanism of recovery from the depression. This was only part of the story,
however. A fall in the output of the export sector, for example, and a rise in
the output of the import-competing sector would not necessarily produce a
recovery in real GDP, though it would produce structural change. Recovery
was assured only if the import-competing sector expanded without a fall
in the export sector or if the import-competing sector grew so rapidly that
it could compensate for export decline. The first possibility points to the
importance of export-sector performance in the 1930s, a much-neglected
topic; the second requires consideration of the growth of nominal demand.

We have shown that stabilization programs were very successful in restor-
ing external equilibrium in almost all republics by 1932, but that many
countries had less success in eliminating budget deficits. The persistence
of deficits in some republics, even after debt-service payments were re-
duced through default, provided a stimulus to nominal demand that under
certain circumstances could be expected to have real (Keynesian) effects.
These conditions included the existence of spare capacity and a price-elastic
supply response in the import-competing sector, together with a financial
system that was capable of supplying finance for working capital at low
real rates of interest. Where these conditions did not exist (e.g., Bolivia),
the consequence of fiscal deficits and the growth of nominal demand was
simply inflation and a collapse of the nominal exchange-rate;53 where they
did exist (e.g., Brazil), loose fiscal and monetary policies could contribute
to recovery. Thus for some republics the consequences of incomplete stabi-
lization measures in pursuit of internal equilibrium after 1929 were by no
means unfavorable. By contrast, some “virtuous” republics (e.g., Argentina)
faced the paradox that orthodox fiscal and monetary policies in pursuit of
balanced budgets may have lowered the rate of economic growth in the
1930s.

52 In theory it is also necessary to consider import substitution in services (ISS). In the 1930s, however,
international trade in services was very limited, so in practice it can be ignored.

53 Retail prices rose by 300 percent in Bolivia between 1931 and 1937. The powerful mining industry
demanded currency depreciation by way of compensation for the rise in local costs, so a vicious cycle
soon prevailed. See Whitehead (1991), pp. 520–1.
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With only two minor exceptions (Honduras and Nicaragua54), recovery
from the Depression, in terms of real GDP, began after 1931–2. In the
remainder of the 1930s all republics for which data are available55 achieved
positive growth, and all surpassed the predepression peak in real GDP, with
the same two exceptions. The speed of recovery varied considerably, however,
and so did the recovery mechanisms. In particular, almost no countries relied
exclusively on ISI for their recovery, and some simply depended on the return
of more favorable conditions in export markets.

Following Chenery,56 we can explore Latin America’s recovery during
the 1930s through a growth-accounting equation that breaks down the
change in real GDP into its main components: import substitution, export
promotion, and the growth of home final demand.57 It is then possible to
identify a number of recovery mechanisms that correspond loosely to the
entries in the growth-accounting equation. This is presented in Table 7.4,
in which the fourteen republics for which GDP data exist are grouped into
three categories of recovery: fast, medium, and slow.

The fast-recovery group comprises the eight republics in which real GDP
rose by more than 50 percent between the trough year (1931 or 1932) and
1939. Two countries (Brazil and Mexico) can be considered large, four
(Chile, Cuba, Peru, and Venezuela) medium sized, and two (Costa Rica
and Guatemala) small. Thus no correlation exists between size and speed
of recovery. ISI is an important recovery mechanism in most of the group,
but not in Cuba, Guatemala, or Venezuela. Indeed, Cuban recovery was
due mainly to better prices for sugar, which contributed to a doubling
of the value of exports between 1932 and 1939; Venezuelan recovery was
due primarily to the growth of oil production; and Guatemalan recovery
depended heavily on ISA.

The medium-recovery group comprises the republics in which real GDP
rose by more than 20 percent between the trough year and 1939. Only
three republics (Argentina, Colombia, and El Salvador) can be placed with
certainty in this group, though some other republics (Bolivia, Ecuador, the
Dominican Republic, and Haiti), for which national accounts in this period
do not exist, all registered a significant increase in the volume of exports

54 Honduras, its economic destiny intimately linked to the fortunes of the banana industry, was
crippled by the spread of disease on the banana plantations after 1931. Nicaragua also suffered from
a weak export sector and in addition had to contend with the economic problems caused by the final
withdrawal of U.S. marines in January 1933.

55 Some estimate of GDP growth in the 1930s exists for fourteen republics. See Table 7.6.
56 See Chenery (1960). See also Syrquin (1988), in which numerous refinements to the original method-

ology are discussed.
57 The sources-of-growth equation is more usually applied to a particular sector (e.g., industry), with the

change in output broken down into the contribution from import substitution, export promotion,
intermediate consumption, and home final demand. The data for this equation are not generally
available for the 1930s.
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Table 7.4. Qualitative analysis of sources of growth in the 1930s.

Import-substituting Import-substituting
Country industrialization agriculture Export growth

Fast-recovery countries
Brazil * $
Chile * $
Costa Rica * #
Cuba # $
Guatemala #
Mexico * #
Peru * $
Venezuela $

Medium-recovery countries
Argentina * #
Colombia *
El Salvador # $

Low-recovery countries
Honduras #
Nicaragua #
Uruguay *

Note: Fast-recovery countries assumed to increase real GDP from trough year to 1939 by
more than 50 percent, medium-recovery countries by more than 20 percent and less than
50 percent, low-recovery countries by less than 20 percent. * = ratio of manufacturing net
output to GDP assumed to increase significantly; # = ratio of Domestic Use Agriculture
to GDP assumed to increase significantly; $ = ratio of exports to GDP assumed to increase
significantly in either nominal or real terms.
Sources: Rangel (1970); Millot, Silva, and Silva (1973); CEPAL (1976, 1978); Finch (1981);
Palma (2000a); Bulmer-Thomas (1987); Maddison (1991). Data have been converted to a
1970 price basis where necessary, and official exchange rates have been used throughout.

after 1932 and are likely to have experienced a rise in GDP that would place
them in this second category. ISI was important as a recovery mechanism
in Argentina and Colombia, but export growth was not significant.

The final group includes the republics with the least successful perfor-
mance. Only three (Honduras, Nicaragua, and Uruguay) are listed in Table
7.4, but the disastrous export performances of Paraguay and Panama (for
which national-accounts data are not available) suggest that they should
also be included. All five were small economies with little possibility (with
the exception of Uruguay) of offsetting a weak export performance through
an increase in import-competing activities. Uruguay did experience a rise
in industrial output, and ISI was important, but this was not sufficient to
compensate for the stagnation of the crucial livestock industry. In Panama,
where service exports are so important, the decline in world trade volumes
produced a drop in the number of ships using the canal in the 1930s; this
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had an adverse impact on overall economic performance.58 Paraguay, though
victorious in the Chaco War with Bolivia (1932–5), suffered terrible losses,
and the nominal value of exports continued to fall until 1940.

If we limit ourselves to the 1932–9 period, when the recovery was at its
strongest in Latin America, twelve countries59 provided sufficient national-
accounts data to produce a limited version of a growth-accounting equation
in which the change in real GDP is broken down into the proportion due to
the growth in home final demand (with no change in import coefficients), the
proportion due to the change in import coefficients, and the proportion due
to export recovery (see Table 7.5). By far the most important contribution in
all cases is the recovery of home final demand, followed by export promotion;
the contribution due to changes in import coefficients is generally negative,
as import coefficients tended to rise rather than fall after 1932.

If a year in the 1920s rather than 1932 is used as the starting point,
the picture changes considerably (see Table 7.5), because import coeffi-
cients in 1939 were invariably lower than they had been a decade earlier.
Nevertheless, export promotion was still a positive source of growth in most
cases, and the contribution of home final demand (assuming an unchanged
import coefficient) was more important than import substitution in all the
major countries except Argentina. These results do not mean that import
substitution in industry was not important, because the sources of growth
equation applied to the manufacturing sector alone can yield a different
outcome. Yet, using a longer period (1929–50), the contribution of im-
port substitution to industrial growth in the larger countries (Argentina,
Brazil, Chile, Colombia, and Mexico) has been estimated at a weighted
average of 39 percent – implying that the growth of home final demand
(the contribution of industrial exports can be ignored) was important for
the manufacturing sector as well.60

The recovery of home final demand was a reflection of the loose fiscal and
monetary policies referred to above. Budget deficits were common and – in
the absence of foreign loans – were usually financed through the banking
system, with an expansionary effect on the money supply. Financial insti-
tutions, strengthened by the creation of central banks in several countries
(e.g., Argentina61 and El Salvador) or underpinned by the monetary reforms

58 For economic purposes the Panama Canal Zone was treated as U.S. territory until 1979. The
government of Panama received an annuity from the United States, but this covered only a small part
of total government expenditure. A new treaty, which gave Panama certain commercial advantages
in its dealings with the Canal Zone, was signed with the United States in 1936; in practice, however,
these advantages were largely ignored. See Major (1990), p. 657.

59 The twelve countries are all those except Uruguay in Table 7.1.
60 See Grunwald and Musgrove (1970), Table A.4, pp. 16–17.
61 The Argentine Central Bank was created in 1935, with Raúl Prebisch as its general manager.

Prebisch, however, remained thoroughly orthodox in his economic thinking during the 1930s. See
Love (1994).
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Table 7.5. Quantitative analysis of sources of growth, 1932–1939 and
1929–1939 (in percentages)

1932–1939 1929–1939

Country (1) (2) (3) (1) (2) (3)

Argentina +102 +6 −8 +51 +84 −36
Brazil +74 −11 +37 +39 +31 +31
Chile +71 −24 +53 +67a +28a +5a

Colombia +117 −35 +18 +61 +24 +15
Costa Rica +96 −21 +25 +36 +64 0
El Salvador +39 −4 +65 +31b +11b +58b

Guatemala +92 +2 +6 +64 +30 +6
Honduras —c —c —c +55b +17b +28b

Mexico +108 +1 −9 +113 +61 −74
Nicaragua +98 −1 +3 +64d +47d −11d

Peru +85 −2 +17 +68 +30 +2
Venezuela +80 −1 +21 +19 +67 +14

Key: (1) Percentage contribution to increase in real GDP of home final demand, assuming
no change in import coefficient;
(2) percentage contribution to increase in real GDP of change in import coefficient; and
(3) percentage contribution to increase in real GDP of export promotion.
a Data are for 1925–39.
b Data are for 1920–39.
c Sources of growth equation cannot be applied, because home final demand fell between
1932 and 1939.
d Data are for 1926–39.
Sources: Author’s calculations, using data from Rangel (1970); Millot, Silva, and Silva
(1973); CEPAL (1976, 1978); Finch (1981); Palma (2000a); Bulmer-Thomas (1987);
Maddison (1991). Data have been converted to a 1970 price basis where necessary, and
official exchange rates have been used throughout. See also Hofman (2000), Table B.2.

of the 1920s, were able to compensate for losses on loans to the export sector
with this new and profitable source of lending. Given the extremes to which
capacity utilization had fallen, the growth in the money supply was only
mildly inflationary and had real as well as price effects.62

Home final demand consists not just of government expenditure, but
also of investment and private consumption. Public investment, sharply
cut between 1929 and 1932, was stimulated by road-building programs
in virtually all republics, as governments seized on a form of investment

62 Prices began to rise after 1931–2, but the rate of increase was generally modest. As late as 1939,
for example, using 1929 as the base (100), wholesale prices in Argentina stood at 112, in Brazil at
101, in Mexico at 122; and in Peru at 116. The main exceptions (Bolivia and Chile) have already
been mentioned. See notes 43 and 53.
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expenditure with a low import content.63 The growth of the road network
was truly impressive in some republics64 and contributed indirectly to the
growth of both manufacturing and agriculture for the home market. Even
private investment, despite its high import content, was able to recover
after 1932, as the balance-of-payments constraint began to be relaxed.65

Increases in private consumption – the most important element in home
final demand – were a necessary condition for industrial growth in the
1930s. Private consumption was promoted both by the recovery of the
export sector and by loose fiscal and monetary policies. As home demand
recovered, domestic firms were provided with an excellent opportunity to
satisfy a market in which the relative price of imports had increased. Few
financial institutions – even the new ones established in the 1930s – were
concerned primarily with providing consumer credit, so demand for ex-
pensive consumer durables (e.g., motor cars) was still modest; however,
nondurable consumption such as beverages and textiles experienced sub-
stantial growth.

Some people have speculated that the growth of consumer demand in
the 1930s may have been fueled by shifts in the functional distribution of
income.66 The data do not exist to confirm or deny this hypothesis, but it is
clear that within certain sectors important changes occurred in the return
to labor relative to capital. In the export sector, for example, the impact
of the depression fell most heavily on the owners of capital, with real rates
of return falling more sharply than real wages. Recovery of the sector after
1932 helped to rebuild profit margins, but it is unlikely that the rate of
return on capital was restored to its pre-1929 level. Thus in the export
sector it is realistic to talk of a shift in the functional distribution of income
in favor of labor.

In the import-competing sector, on the other hand, the opposite is more
likely to have occurred. The growth of the sector on the back of depreciated
exchange rates and higher nominal tariff rates created a relative price shift
from which the owners of capital would have been the primary beneficiaries.

63 The priority in the 1930s was simple roads (often unsurfaced), which could be used for transport
by the rapidly increasing number of vehicles. Road building was therefore labor intensive and often
involved only modest expenditure on tools and equipment. The extreme example was Jorge Ubico’s
Guatemala, where the ley vialidad provided the state with virtually costless labor. See Grieb (1979),
Chapter 9.

64 In Argentina the road network expanded particularly rapidly. The incentives for the government
were very strong because – in addition to its low import content – the road-building program gave
farmers an alternative to the (mainly foreign-owned) railways.

65 Brazilian industrial machinery imports (at constant 1913 prices), for example, were back to their
pre-Depression peak by 1938. See IBGE (1987), p. 345.

66 The functional distribution refers to the division of income into wages, rent, and profits. It should
not be confused with the size distribution of income, which refers to the share of income received
by a particular decile or quintile of the population.



Policy, performance, and structural change 211

At the same time, nominal wages were slow to respond to the gentle rise in
prices in countries with depreciating currencies, and a further shift toward
profits may well have taken place. In the nontraded sector both the De-
pression and the subsequent recovery are likely to have left the functional
distribution largely unchanged, so the aggregate change in the functional
distribution of income cannot have been very large.67 Thus it is improbable
that the growth of consumer demand in the 1930s can be attributed to
sharp changes in income distribution.

The international environment and the export sector

The recovery of the export sector, in terms of both volume and price, con-
tributed to the increase in import capacity after 1932 and to the restoration
of positive rates of economic growth. Yet this export recovery was not simply
a return to the pre-1929 world trading system. On the contrary, the inter-
national economic environment in the 1930s underwent a series of changes
that had an important bearing on the fortunes of individual republics.

The main change in the world trading system was the growth of protec-
tionism. The notorious Smoot–Hawley tariff in 193068 raised the barriers
faced by Latin American exporters in the U.S. market, and a specific tar-
iff imposed on U.S. copper imports in 193269 hit Chile particularly hard.
Great Britain’s retreat behind a system of imperial preference at the Ottawa
conference in 1932 left Latin America facing discriminatory tariffs in its
second-largest market. The rise of Adolf Hitler in Germany produced the
aski-mark, an inconvertible currency paid to exporters that could only be
used to buy German imports. Some staples (notably sugar) were subject to an
international agreement that set export quotas for the main producers (e.g.,
Cuba). Bolivian tin was regulated by the International Tin Agreement.70

Despite the retreat into protectionism, world trade in dollar terms grew
steadily after 1932 – at least until a new U.S. depression drove down U.S.
imports and world trade in 1938. The imports of the major industrialized
countries reached a turning point between 1932 and 1934 (only in France

67 The aggregate change is a weighted average of the change in the three sectors – exportables,
importables, and nontradables. Where the import-competing sector was unimportant or confined
to (labor-intensive) agriculture, the distribution of income in the 1930s may have improved, with
the main burden of adjustment being carried by profits in the export sector.

68 The Smoot–Hawley tariff act became law in June 1930. It had passed the House of Representatives
in May 1929, however – even before the stock-market crash – as tariff increases were being applied
in numerous countries at the end of the 1920s. Needless to say, Smoot–Hawley provided many
governments with the “justification” they needed for further tariff increases in the 1930s. These
retaliatory tariff changes exacerbated the trade depression of the decade.

69 See Maddison (1985), p. 28.
70 See Hillman (1988), pp. 83–110.
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was recovery delayed until after 1935). In the crucial U.S. market, imports
recovered by 137 percent between 1932 and 1937 – stimulated in part
by the efforts of Secretary of State Cordell Hull to dilute the impact of
Smoot–Hawley through bilateral trade treaties involving reciprocal tariff
cuts.71

For Latin America as a whole the export performance after 1932 at first
glance appears undistinguished. In the seven years before the outbreak of
the Second World War exports in value terms were virtually unchanged,
while the volume of exports rose by a modest 19.6 percent. This is very mis-
leading, however, because the figures are heavily influenced by Argentina –
by far the most important exporter from Latin America, with almost 30 per-
cent of the regional total. Excluding Argentina, the volume of exports rose
by 36 percent between 1932 and 1939. If Mexico is also excluded, the
volume of exports of the remaining eighteen republics rose by 53 percent
over the same period – an annual rate of 6.3 percent.

The poor performance of Mexico is easy to explain, for exports in fact
grew rapidly between 1932 and 1937 – only to collapse in the wake of
oil nationalization in 1938.72 Higher prices for gold and silver after the
collapse of the gold standard could not compensate for the trade embargo
imposed in retaliation against the expropriation of the foreign oil companies
and exports fell by 58 percent between 1937 and 1939.

Argentine exports have been the subject of much analysis. In volume
terms, the steady decline after 1932 was not reversed until 1952. The trend
was obscured, however, by the favorable prices and NBTT that Argentina
enjoyed for much of the 1930s. Between 1933 and 1937, for example, the
NBTT improved by 71 percent, in response to a series of bad harvests in
North America that drove up the prices of grain and meat.

The dependence of Argentina on the British market was a major obstacle
to export expansion, however. The Roca–Runciman pact of 193373 may have
given Argentina a quota in the British market for exports of its main primary

71 Cordell Hull deplored the retaliatory tariff increases of the 1930s and had attempted, without
success, to reverse the trend at the World Economic Conference in 1933. He had more success
with the bilateral trade treaties that were signed between the United States and numerous Latin
American countries in the second half of the decade.

72 Oil nationalization arose from a dispute between the foreign-owned companies and their Mexi-
can workers. It was immensely popular, but it also generated serious problems for the Cárdenas
administration as the companies orchestrated an international boycott. See A. Knight (1990),
pp. 42–7.

73 The Roca–Runciman pact (known officially as the London Treaty) was a logical response to the
adoption of imperial preference by Great Britain, for it allowed Argentina continued access to the
British market for its beef and grains. However, the protocol to the trade treaty obliged Argentina to
lower tariffs on many British imports and allowed British companies to pay remittances by means of
a subtraction from Argentina’s exports to Great Britain. Thus Great Britain extracted the maximum
advantage from its negotiating position, but the long-run cost was extremely high as a result of
Argentina’s humiliation. See Rock (1991), pp. 21–4. A similar agreement was reached with Uruguay.
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products, but the best that could be hoped for under this arrangement was
the preservation of import market share. British farmers, on the other hand,
now had a price incentive provided by discriminatory tariffs to increase
production at the expense of imports. Thus even the preservation of import
market share could not prevent a small decline in Argentine exports to
Great Britain.

Argentine exports were also undermined by real exchange-rate move-
ments. Traditional exports in many Latin American republics enjoyed long-
run real depreciation, but Argentine exporters faced a real exchange-rate
that tended to appreciate in the 1930s. For example, with British whole-
sale prices falling by 20 percent in the decade after 1929 and Argentine
wholesale prices rising by 12 percent, the nominal devaluation of the peso
against the pound sterling needed to keep Argentine exports to Great
Britain competitive was at least 32 percent. This was far more than the
actual depreciation of the official exchange-rate over the decade, and the
marked year-to-year fluctuations did little to bolster confidence in the ex-
port sector. By contrast, over the same period Brazilian exporters enjoyed
a 49 percent real devaluation based on the official exchange-rate and an
80 percent real depreciation based on the free-market rate.74

In the rest of Latin America export performance after 1932 was sur-
prisingly robust (see Table 7.6). Of the seventeen countries providing data
on the volume of exports, only Honduras – in addition to Argentina and
Mexico – saw a decline between 1932 and 1939. Furthermore, if 1929 is
taken as the base, half of the reporting countries experienced an increase
in the volume of exports, despite the exceptionally difficult circumstances
that prevailed throughout the 1930s.

Three factors accounted for the relatively strong performance of exports.
The first was the commitment of the authorities to the preservation of the
traditional export sector – the engine of growth in the export-led model –
through a network of policies, from real exchange-rate depreciation to debt
moratoria. The second was the movement in the NBTT after 1932. The
third was the commodity lottery, which produced a number of winners from
the Latin American menu of exports in the 1930s.

In the early 1930s few, if any, republics could afford to ignore the tra-
ditional export sector. This was particularly true of the smaller republics,
in which the sector remained the major source of employment, capital ac-
cumulation, and political power. Even in the larger republics a decline in
the export sector threatened to undermine the nonexport sector, as a result
of the direct and indirect linkages between the two. Significantly, all but
one of the thirteen countries with real GDP and export data for the 1930s
recorded an increase in real exports and real GDP at the same time. The

74 Author’s calculations, based on adjustment of the nominal exchange-rate for the difference between
Brazilian and foreign (British and U.S.) wholesale prices.
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Table 7.6. Annual average rates of growth, 1932–1939 (in percentages)

Country GDP Export volume Import volume Net barter terms of trade

Argentina +4.4 −1.4 +4.6 +2.1
Bolivia +2.4
Brazil +4.8 +10.2 +9.4 −5.6
Chile +6.5 +6.5 +18.4 +18.6
Colombia +4.8 +3.8 +16.1 +1.6
Costa Rica +6.4 +3.4 +14.0 −5.4
Cuba +7.2
Dominican +3.0 +4.4 +15.2

Republic
Ecuador +4.4 +9.7 0
El Salvador +4.7 +6.7 +4.2 +1.9
Guatemala +10.9 +3.4 +11.2 +2.0
Haiti +4.9
Honduras −1.2 −9.4 +0.8 −0.3
Mexico +6.2 −3.1 +7.8 +5.7
Nicaragua +3.7 +0.1 +5.6 +5.5
Peru +4.9(a) +5.4 +5.0 +7.2
Uruguay +0.1(a) +3.5 +3.0 +1.4
Venezuela +5.9(a) +6.2 +10.4 −3.4

Note: Much of this data is conveniently summarized in Thorp (1998) Statistical Appendix.
See also Hofman (2000), Table 3.2
a Data are for 1930–9.
Sources: Rangel (1970); Millot, Silva, and Silva (1973); CEPAL (1976, 1978); Brundenius
(1984); Finch (1981); Palma (2000a); Bulmer-Thomas (1987); Maddison (1991). Data
have been converted to a 1970 price basis where necessary, and official exchange rates have
been used throughout. See note 25.

exception was Argentina, where – as we have already seen – the quantum
of exports failed to recover.

Argentina was the exception that proved the rule, however. The richest
country by far in Latin America in the early 1930s (its only rival in terms
of income per head was Uruguay), Argentina had the most diversified eco-
nomic structure and the strongest industrial base. The nonexport sector
was sufficiently robust to become the new engine of growth in the 1930s,
so real GDP and real exports moved in opposite directions. At the same
time, it must be remembered that the NBTT improved significantly in
Argentina, which gave a boost to home final demand and private consump-
tion after 1932. Thus even Argentina could not entirely escape its inherited
dependence on the export sector.

Measures to sustain and promote the export sector in Latin America
were varied, complex, and often unorthodox. Only six of the twenty re-
publics (Cuba, the Dominican Republic, Guatemala, Haiti, Honduras, and
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Panama) eschewed all forms of exchange-rate management, preferring in-
stead to preserve their pre-1929 peg to the U.S. dollar. Elsewhere, nominal
devaluation was frequent and multiple exchange rates were common. As
the example of Argentina has shown, nominal devaluation did not neces-
sarily mean real depreciation, but domestic price increases were generally
modest, and only Bolivia collapsed into a vicious cycle of high domestic
inflation and exchange-rate devaluation – a victim of the chaotic financial
conditions created by the Chaco War and its aftermath.

The decline of credit for the export sector after 1929, from both domes-
tic and foreign sources, threatened many firms with foreclosure by banks.
Overwhelmingly, governments intervened with debt moratoria to prevent
the erosion of the export base.75 In some cases new financial institutions
were set up with state support or government participation to channel ad-
ditional resources to the export sector. Pressure groups representing the
export interests were strengthened or set up for the first time, and export
taxes were frequently revised downward.76

The improvement in the NBTT after 1932 was a further boost to the ex-
port sector. Of fifteen reporting countries (see Table 7.6), only four recorded
a deterioration in the 1932–9 period. Two of these (Costa Rica and Hon-
duras) were major banana exporters and suffered from the downward revision
in the administered prices for bananas used by the giant fruit companies
in their global operations; because these prices were highly artificial, the
deterioration in the NBTT was not serious in practice. The same is true of
Venezuela, where world oil prices remained weak and caused the fall in the
NBTT; however, Venezuela began to squeeze a higher returned value from
the foreign oil companies after the fall of Gómez through the revision of
contracts and an increase in tax revenue, so the PPE increased steadily.77

The only other country to experience a fall in the NBTT was Brazil. The
collapse of coffee prices after 1929 hit Brazil hard. A new coffee support
scheme, financed in part by a tax on coffee exports and in part by government
credits,78 provided the funds to destroy some of the crop. This reduced the
supply that reached the world market and allowed Brazil to sell at higher
dollar prices than would otherwise have been possible. At the same time,

75 The debt moratoria prevented banks from foreclosing on their clients by selling collateral in exchange
for unpaid debts. Bank resistance to such unorthodox practices was undermined by the knowledge
that property prices were falling and would fall even faster if banks had to unload unwanted properties
to maintain their liquidity.

76 In addition, Argentina created a series of state marketing boards that provided farmers with domestic
prices above world prices. The implicit losses of the boards were covered by the profits from
management of the multiple exchange-rate system. See Gravil (1970).

77 See McBeth (1983), Chapter 5.
78 The macroeconomic impact of this funding scheme has been the subject of much debate. See, for

example, Furtado (1963) and Peláez (1972). Fishlow (1972) contains a good survey of the debate,
generally favoring Furtado’s interpretation of the scheme as expansionary.
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devaluation raised the local currency price of coffee exports, so the fall in
coffee income was much less severe than the NBTT deterioration implied.
No amount of tinkering with the instruments available could conceal the
fact that the coffee sector was in deep crisis, however. With the price of
cotton relative to coffee rising in the 1930s, resources were reallocated and
Brazilian cotton production and exports soared. From 1932 to 1939 the area
planted to cotton increased nearly fourfold and production nearly sixfold,
while exports rose so rapidly that exports in volume terms grew faster in
Brazil than in any other republic (see Table 7.6). Brazilian dollar earnings
from exports may have remained weak, but the growth in volumes and in
domestic-currency terms was impressive.79

The commodity lottery produced a series of winners and losers in Latin
America. The main loser was Argentina, its traditional exports hurt by their
dependence on the British market. Cuban tobacco exports, including cigars,
also lost, for they suffered severely from the protectionist measures adopted
in the U.S. market.80 The main winners were exporters of gold and silver,
because prices rose steeply in the 1930s. This windfall from the lottery
benefited Colombia and Nicaragua in the case of gold and Mexico in the
case of silver. Bolivia benefited from the price increases for tin achieved by
the International Tin Committee after 1931, and a further boost to tin prices
came from rearmament in the late 1930s.81 Chile, too, having suffered the
most severe drop in export prices in the worst years of the Depression, saw
its NBTT increase by an average of 18.6 percent a year between 1932 and
1939, as rearmament fed its way through to copper prices. The Dominican
Republic exploited its position outside the International Sugar Agreement
to enjoy higher prices and increased volumes from sugar sales.

The recovery of the traditional export sector was the main reason for
the growth of export volumes after 1932. Export diversification (with the
exception of cotton in Brazil) was of limited importance, for only a few
sporadic efforts were made – such as cotton in El Salvador and Nicaragua
and cacao in Costa Rica (on abandoned banana plantations).82 The rise of

79 Peláez (1972), Chapter 3, provides an excellent account of the rise of cotton production in the state
of São Paulo during the 1930s and draws attention to the predepression investments in cotton
research financed by the state government.

80 Attracted by the opportunity to avoid import duty, the American Tobacco Company transferred its
operations from Cuba to New Jersey in 1932. See Stubbs (1985), Chapter 4.

81 The disruptions associated with the end of the Chaco War against Paraguay left Bolivia unable to
meet its quota under the international cartel agreement, however. See Hillman (1988), pp. 101–3.

82 The United Fruit Company (UFCO) had begun to shift its banana production from Costa Rica’s
Atlantic coast to its Pacific coast in the early 1930s. Because the contract between UFCO and the
government denied free movement to the many black workers on the Atlantic coast plantations,
unemployment was a serious problem in the Puerto Limón area. The planting of cacao on disused
UFCO lands was seen by the government as a solution to the dilemma it had helped to create. See
Harpelle (1993).
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Nazi Germany and its aggressive trade policy based on the aski-mark meant
that the geographical composition of foreign trade changed quite sharply,
however. By 1938, the last year not affected by war, Germany was taking
10.3 percent of all Latin American exports and supplying 17.1 percent of
all imports compared with 7.7 percent and 10.9 percent, respectively, in
1930.83 The main loser from the increased German share was Great Britain,
although the United States also declined as a market for Latin American
exports (from 33.4 percent in 1930 to 31.5 percent in 1938).84

The rise in importance of the German market owed a great deal to the
commerical policy of the Third Reich. The carrot to induce countries to
accept the inconvertible aski-mark was the offer of higher prices for their
traditional exports. Brazil, Colombia, and Costa Rica, for example, all of
which were searching for new markets for coffee, saw a steep rise in the
importance of the German market – the loss of which was to cause serious
problems following the outbreak of war. Uruguay, facing problems of access
to the British market, saw exports to Germany rise to 23.5 percent of the
total by 1938. By contrast, the reciprocal trade treaties promoted by Cordell
Hull failed to achieve an increase in U.S. market shares, although they did
contribute to the increase in the absolute value of trade.85

By the end of the decade the export sector still had not fully recovered its
earlier importance, but it had contributed in no small part to the recovery
of real GDP after 1932. Comparing 1928 with 1938 (see Table 7.1), most
reporting countries experienced a drop in the ratio of real exports to real
GDP. Only in Mexico, Honduras, and Argentina – the special cases already
examined – was there a major decline; and Brazil even experienced an
increase.

The recovery of the export volume in most Latin American republics
helps to explain the steep increase in the volume of imports after 1932 (see
Table 7.6). It is not the whole story, however, for imports recovered in every
reporting case – including the three in which the volume of exports fell.
The additional explanations for the movement in imports are provided by
changes in the NBTT and by reductions in factor payments due to debt
default, exchange control, and the fall in profit remittances. Thus even in
Argentina – where the external debt was serviced punctually and the volume
of exports fell – favorable movements in the NBTT and a reduction in profit

83 The German share is all the more remarkable when it is remembered that in 1920, just after the First
World War, Germany accounted for only 1.8 percent of Latin America’s exports and 3.4 percent of
its imports.

84 See Horn and Bice (1949), Chapter 5.
85 The increase in the value of trade with the United States was disrupted by the U.S. depression after

1937. U.S. imports fell sharply in 1938, and all the main Latin American countries except Venezuela
were seriously affected. This U.S. depression was not as deep as the previous one, however, and had
a more limited effect on the rest of the world, so the overall impact on Latin America was not so
severe.
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remittances made possible an annual increase in the volume of imports of
4.6 percent between 1932 and 1939.

The growth in the volume of imports for every republic after 1932 is
so striking that it is worth examining the correlation between changes
in real imports and real GDP. For the twelve republics for which data
are available,86 there is a strong, positive relationship, with a least-squares
correlation coefficient of 0.75 significant at the 1 percent level. Considering
the standard view of the 1930s as a period of economic recovery based
on ISI and import compression, this result is a salutary reminder of the
overwhelming importance of the external sector and foreign trade even
after the 1929 Depression.

It is worth exploring this point further, because the standard view is so
firmly established. Import substitution in industry was indeed important,
as is shown in the next section, and over the decade between 1928 and 1938
the ratio of real imports to real GDP did fall. However, import compression
was most severe in the worst years of the Depression (1930–2) and led to
an intense squeeze on consumer imports. After 1932 industrial growth was
able to satisfy much of the demand for consumer goods that had previously
been met by imports, but at the same time real imports rose faster than real
GDP in virtually all cases, as the marginal propensity to import remained
extremely high. The composition of imports shifted away from consumer
goods – particularly nondurable consumer goods – but economic perfor-
mance was still highly sensitive to and dependent on the growth of imports.
Without export recovery, or at least an improvement in the NBTT, it would
have been much more difficult for Latin America in the 1930s to carry out
successful ISI.

Recovery of the nonexport economy

The recovery of the export sector – in terms of volumes, of prices, or, in
many cases, of both – contributed to the growth of the Latin American
economies in the 1930s. The resurgence of the export sector, coupled with
loose monetary and fiscal policies, brought about an expansion of nominal
home final demand. With price increases kept to modest levels in most
republics, this corresponded to an increase in real home final demand that
permitted the nonexport sector to expand rapidly in some cases. The major
beneficiary was manufacturing, although domestic-use agriculture (DUA)
also increased and growth in some nontraded activities, such as construction
and transport, was significant.

Argentina was the only country in which the recovery of real GDP is
not associated with the recovery of the export sector. On the contrary, the

86 See note 59. The period chosen was 1932 to 1939.
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nominal and real value of exports continued to fall in Argentina for several
years after real GDP reached its trough in 1932. Argentina had the largest
and most sophisticated industrial structure (with the exception of textiles) of
any republic by the end of the 1920s, however, and this industrial maturity
allowed manufacturing to lead the Argentine economy out of recession in
response to the abrupt change in the relative price of home and foreign
goods brought about by the Depression.

The change in relative prices – which affected all importables, not just
manufactured goods – came about for three reasons. First, the widespread
use of specific tariffs in Latin America meant that tariff rates started to rise
as import prices fell. Specific tariffs – a serious disadvantage in times of
rising prices – brought increasing protection in times of falling prices, even
without state action. However, most republics responded to the Depression
by raising tariffs, thus giving a further twist to nominal protection.87 These
increases were often designed primarily to raise government revenue, but –
as usual – they also acted as a protective barrier against imports. Venezuela,
for example, saw the average tariff rate rise from 25 percent in the late
1920s to more than 40 percent by the late 1930s.88

The second reason for the change in relative prices was exchange-rate
depreciation. In the early 1930s, when prices were falling almost every-
where, a nominal exchange-rate depreciation was a reasonable guarantee of
real devaluation. By the mid-1930s, with modest price increases in some
countries, real devaluation was assured only if the nominal depreciation
exceeded the difference between domestic and foreign price changes. Many
countries, particularly the larger ones, met these conditions, and exchange-
rate policy became a powerful tool for shifting relative prices in favor of
home goods that competed with imports. In those republics that used mul-
tiple exchange rates (most of South America), a further opportunity was
provided for raising the domestic currency cost of those consumer-good
imports that local firms were best placed to produce.

Exchange control provided the third reason for the change in relative
prices. The rationing of foreign exchange for nonessential imports effectively
drove up their local currency cost, even without devaluation. Thus some of
the republics that pegged their exchange-rate to the U.S. dollar still enjoyed
a de facto devaluation as a result of exchange control. The outstanding
exception is Venezuela, where the bolı́var appreciated sharply against the
dollar and wiped out much of the advantage offered by the increase in tariff
rates.

87 This is disputed by Ground (1988), p. 193, who argues that “tariffs were not used to ease the
adjustment to the Great Depression.” However, this conclusion can be disputed using the figures
on tariffs in his own Table 7 – and even more so using alternative calculations. See, for example,
Dı́az-Alejandro (1970), p. 282.

88 See Karlsson (1975), p. 220.
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The change in relative prices, coupled with exchange control in many
cases, provided an excellent opportunity for manufacturers in those coun-
tries in which industry had already taken root. Even better placed were those
countries in which the manufacturing sector had developed spare capacity
before 1929. In such countries production could respond immediately to
the recovery of internal demand and to the change in relative prices, without
expensive investments dependent on imported capital goods.

A number of Latin American countries did indeed meet these conditions.
Argentina has already been mentioned. Brazil, though much poorer than
Argentina, had been steadily developing its industrial base and had taken
advantage of favorable circumstances in the 1920s to expand its manufac-
turing capacity. Mexico had seen a wave of industrial investments during
the Porfiriato and, following the upheavals of the revolution, had begun to
invest again on a modest scale. Among the medium-sized countries, Chile
had succeeded in building a relatively sophisticated industrial base even
before the First World War, and Peru had enjoyed a boom in industrial
investment in the 1890s that was subsequently sustained only during peri-
ods of favorable relative prices. Colombia, its industrial progress delayed by
the failure to build a strong internal market in the nineteenth century, had
finally begun to build an important industrial base in the 1920s. Among
the small republics, only Uruguay could be said to have established modern
manufacturing, with firms attracted by the concentration of population and
high incomes in Montevideo.

These seven republics were best placed to take advantage of the excep-
tional conditions facing the manufacturing sector after domestic demand
began to recover. Indeed, the annual rate of growth of manufacturing net
output exceeded 10 percent in a few cases (see Table 7.7). Although spare
capacity was used at first to meet the increase in demand, this had begun to
be exhausted by the middle of the decade. In Mexico the giant iron and steel
works in Monterrey – unprofitable for most of the century – was finally able
to pay healthy dividends as utilization reached 80 percent of capacity in
1936.89 Thereafter demand could only be satisfied through new investment
involving the purchase of imported capital goods. Thus industrialization
began to change the structure of imports, with a declining share accounted
for by consumer goods and an increasing share by intermediate and capital
goods.

Argentina remained the most industrialized republic, in terms of both the
share of manufacturing in GDP and net manufacturing output per head (see
Table 7.7). However, the Brazilian manufacturing sector made considerable
progress in the 1930s. Despite the decline in world coffee prices, local
currency income derived from coffee fell much more modestly, as a result of
the coffee-support program, and cotton exports provided a dynamic new

89 See Haber (1989), p. 177.
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Table 7.7. Industrial sector indicators in the 1930s

Country A B C D

Argentina 7.3 22.7 122 12.7
Brazil 7.6 14.5 24 20.2
Chile 7.7 18.0a 79 25.1
Colombia 11.8 9.1 17 32.1
Mexico 11.9 16.0 39 20.1
Peru 6.4b 10.0c 29 n/a
Uruguay 5.3d 15.9 84 7.0

Key: A = Annual rate of growth of manufacturing net output,
1932–9; B = Ratio of manufacturing to GDP, 1939 (1970 prices,
%); C = Net manufacturing output per head of population (in 1970
dollars, converted at official exchange-rate), circa 1939; and D =
Number of workers per establishment, circa 1939.
a Datum is for 1940.
b Datum is for 1933–8.
c Datum is for 1938.
d Datum is for 1930–9.
Sources: Author’s calculations, using data from Wythe (1945); Rangel
(1970); Millot, Silva, and Silva (1973); CEPAL (1976, 1978); Boloña
(1981); Finch (1981); Palma (2000a); Maddison (1991). Data have
been converted to a 1970 price basis where necessary, and official
exchange rates have been used throughout. For data at purchasing
power parity exchange rates, see Thorp (1998), Statistical Appendix,
which also contains estimates for Cuba and Venezuela derived from
Pérez-López (1977) and Baptista (1997) respectively.

source of earnings. At the same time the combination of real depreciation,
tariff increases, and exchange controls gave consumers a strong incentive to
switch from imported commodities to local products. This stimulus was at
work in other countries, but capacity constraints often prevented firms from
responding more positively. In Brazil, however, manufacturing capacity had
been significantly enlarged by the high level of imported capital equipment
made possible during the 1920s. Thus Brazilian firms were poised to meet
demand, not only in traditional industries such as textiles, shoes, and hats,
but also in new industries producing consumer durables and intermediate
goods.

Even the Brazilian capital-goods industry advanced in the 1930s. How-
ever, its share of value added was still only 4.9 percent in 1939.90 Brazilian
industrialization therefore remained heavily dependent on imported cap-
ital goods, so capacity constraints in several branches began to reassert
themselves in the late 1930s. In common with other large Latin American
countries, these capacity constraints encouraged labor-intensive operations
and the substitution of labor for capital wherever possible. Manufacturing

90 See Fishlow (1972), Table 7. See also Leff (1968).
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employment growth in Brazil was rapid, especially in São Paulo, where the
annual rate of increase was more than 10 percent after 1932. Indeed, labor
inputs “explain” most of the growth in Brazilian industry in the 1930s,
so productivity increases were modest. The efficiency of this industrializa-
tion and the ability of firms to compete internationally can therefore be
questioned.

The industrialization of the 1930s brought about an important shift in
the composition of industrial output in the major countries. Although food-
processing and textiles remained the most important branches of manufac-
turing, several new sectors began to acquire importance for the first time.
These included consumer durables, chemicals (including pharmaceuticals),
metals, and papers. The market for industrial goods also became more di-
versified. Although the majority of firms continued to sell consumer goods
(durable and nondurable) to households, interindustry relations were now
more complex, with a number of establishments providing inputs that were
previously purchased abroad.

These changes were significant, but they should not be exaggerated. By
the end of the 1930s, for example, industry’s share of GDP remained modest
(see Table 7.7). Only in Argentina did the share exceed 20 percent, and even
there agriculture was still more important. Despite its late industrial spurt,
the manufacturing sector in Colombia accounted for less than 10 percent of
real GDP in 1939. Brazil and Mexico had made important progress toward
industrialization, but the net output of manufactures in both countries per
head of population was still far below the levels in Argentina, Chile, and
Uruguay.

The industrial sector faced other problems in the 1930s. Attracted by the
highly protected internal market, it had no incentive to overcome its many
inefficiencies and to start to compete in export markets. By the end of the
1930s the sector was still small scale, with the average number of employees
per establishment ranging from 7.0 in Uruguay to 32.1 in Colombia (see
Table 7.7). The productivity of the labor force was also low, with value
added per worker even in Argentina only one-quarter of the U.S. level,
and in most republics more than half the work force was employed in food
products and textiles.

The problems of low productivity in the industrial sector could be traced
to shortages of electric power, lack of skilled labor, restricted access to credit,
and use of antiquated machinery. By the end of the 1930s the governments
of several republics had accepted the need for indirect state intervention
on behalf of the industrial sector and had set up state agencies to promote
the formation of new manufacturing activities with economies of scale and
modern machinery. A notable example was the Chilean Corporación de
Fomento de la Producción (CORFO); similar development corporations
were formed in Argentina, Brazil, Mexico, Bolivia, Peru, Colombia, and
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Venezuela.91 Most of these corporations came too late to have much impact
on industrial developments in the 1930s – the Chilean one was formed in
1939 – but their influence was felt in the 1940s.

In a few cases state intervention was direct rather than indirect. The na-
tionalization of the oil industry in Mexico in 1938 brought the oil refineries
into public ownership.92 State ownership in social democratic Uruguay was
extended into meat packing and cement manufacture. Generally, however,
industry was controlled by private domestic interests, with a vital role
played by recently arrived immigrants from Spain, Italy, and Germany.
Only in Argentina, Brazil, and Mexico were foreign-owned subsidiaries of
overseas companies important, and even in those countries their contribu-
tion to total industrial output was still modest.93

The change in relative prices of home and foreign goods favored ISA as
well as ISI. Before 1929 the export-led model had brought specialization to
the point that imports of many foodstuffs and raw materials were required to
meet home demand. The change in relative prices provided an opportunity
to reverse this and encouraged production of DUA.

The expansion of agriculture for the home market was particularly
impressive in the Caribbean Basin. These small republics, lacking a sig-
nificant industrial base, found in ISA an easy way of compensating for the
lack of opportunities in ISI. By the end of the 1920s export specializa-
tion and the existence of numerous foreign-owned enclaves had created a
huge demand for imported foodstuffs to feed the rural proletariat and the
growing populations of the urban centers. With surplus land and labor, to-
gether with the incentives provided by the change in relative prices, it was
a relatively simple matter to expand domestic production at the expense of
imports.94

Although ISA was most important in the smaller republics of Central
America and the Caribbean, it also affected South America. A clear pattern
can be discerned for many agricultural staples, with imports falling sharply
in the Depression in line with the collapse of purchasing power and then
failing to recover their predepression peak as domestic production of food
and raw materials expanded. The main exceptions (e.g., cotton and hemp)
were all raw materials required by the rapidly expanding industrial sector,
so imports remained important.

91 See Hughlett (1946), pp. 7–13.
92 The Mexican oil nationalization was not the first. Standard Oil in Bolivia had been expropriated in

1937 following an outbreak of populism in the aftermath of the Chaco War. See Whitehead (1991),
p. 522.

93 Foreign investment in manufacturing in the 1930s, however, was considered sufficiently important
to attract a fine monograph. See Phelps (1936).

94 For the five Central American republics, where the possibilities of ISI were very limited, see Bulmer-
Thomas (1987), pp. 79–82.
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The change in the relative prices of home and foreign goods was an
important explanation for the expansion of DUA and industry. Nontraded
goods and services also advanced, however, in line with the growth of the real
economy and with the recovery of home final demand. The shift of resources
toward the industrial sector and the related increase in urbanization drove
up the demand for energy, for example, and stimulated new investments
in electricity supply (including hydroelectric dams), oil exploration, and
petroleum refineries. The gap between supply and demand remained a
problem through much of the 1930s, but the existence of excess demand
was a powerful stimulus for the growth of both public utilities and the
construction industry.

The construction industry was also a beneficiary of new investments
in the transport system. By the 1930s Latin America’s railway boom was
over, but the region had barely begun to develop the road system needed
to cope with the demand for trucks, buses, and cars. The construction of
roads – overwhelmingly financed by the state – had the great merit of
using labor and local raw materials rather than being heavily dependent
on complementary imports. The road system expanded throughout Latin
America in the 1930s, with a particularly impressive increase in Argentina,
and this expansion provided an opportunity to absorb unemployed labor in
many rural areas.

The expansion of the road system required an increase in government
expenditure, which put further pressure on the limited fiscal resources of the
state. Some authoritarian governments, notably Jorge Ubico’s Guatemala,
relied on coercion to obtain the labor inputs needed for expansion of the
road system. Once built, however, the network of roads permitted isolated
regions to market an agricultural surplus and contributed to the growth of
DUA. This has been clearly demonstrated in the case of Brazil.95

The air-transport system also expanded rapidly in the 1930s, although it
started from such a low base that its ability to carry passengers and freight
was still limited at the end of the decade. Nevertheless, in countries where
geography made travel by train impossible and by road difficult, the creation
of an air-transport system was an important step toward modernization and
national integration. In Honduras, for example, where President Tuburcio
Carı́as Andino granted a monopoly to a New Zealand entrepreneur as a
reward for his role in converting civilian planes into bombers during the
1932 civil war, the newly formed Transportes Aéreos Centroamericanos
(TACA) played an important part in linking the country’s isolated eastern
provinces to the capital city. Colombian airlines flew more than a million
miles in 1939.96

95 See Leff (1982a), p. 181.
96 See Collier (1986), p. 255.
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Although the Depression in Europe and North America cut a swath
through the financial system of the developed countries, with runs on de-
posits and bank collapses a common experience, Latin America came
through the worst years of the Depression with only modest damage to
its financial system. Furthermore, the 1930s witnessed the creation of new
central banks, the expansion of the insurance industry, and the growth of
secondary banking (including state-owned development corporations).

The stability of the financial system was all the more remarkable in view
of the close relationship between many banks and the export sector. As the
value of export earnings collapsed after 1929, many exporters could not
meet their financial commitments, and the position was made even worse
for the banks when a number of governments declared a moratorium on
foreclosures.

Several factors helped to mitigate the situation and contributed to the
survival of the banking system. The wholesale financial reforms of the 1920s,
spurred on in many cases by Professor Kemmerer, had led to the creation
of a much stronger financial system with clearly defined rules by the time
of the Depression. The novelty of the system meant that in many countries
cash-reserve ratios were far above the legal limits, so it was easier to absorb
the inevitable decline in deposits.

A second explanation was provided by exchange control. The close links
between banks in Latin America and foreign financial institutions had led
to a high degree of dependence on foreign funds. The existence of exchange
control rescued a number of banks from having to make payments of in-
terest or principal to foreign creditors that might have bankrupted the
institutions.

Perhaps the most important reason for the survival of the banking system
was its role in funding budget deficits during the 1930s. Banks contributed
handsomely to domestic bond issues by governments and were rewarded
with a steady stream of interest payments. Bank funding of the deficit
may have contributed to the rise in prices in Latin America after the early
1930s, but inflation remained modest, and for the banks the interest receipts
became a useful source of income. Furthermore, as the export sector began
to recover, the banks were able to return to a more normal relationship
with many of their traditional clients, and some began to exploit the new
opportunities opening up outside the export sector.

The recovery of real GDP in the 1930s was rapid (see Table 7.6). By
1932 Colombia, where the Depression was relatively mild, had already
surpassed its predepression peak of real GDP. Brazil followed in 1933;
Mexico in 1934; and Argentina, El Salvador, and Guatemala in 1935. Chile
and Cuba, where the Depression had been particularly severe, had to wait
until 1937 before real GDP overtook its pre-Depression peak, and the
luckless Honduras – overwhelmingly dependent on the export of bananas –
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had to wait until 1945. With the population growing at around 2 percent
a year, most republics had recovered the pre-Depression levels of real GDP
per head by the late 1930s – the most serious exceptions being Honduras
and Nicaragua.

The transition toward inward-looking development

The world depression that began at the end of the 1920s was transmit-
ted to Latin America through the external sector. In almost all cases, the
recovery from the Depression was also associated with the recovery of the
external sector. The growth of exports, coupled with debt default, with a
reduction in profit remittances, and with an improvement in the NBTT,
permitted a substantial growth in the volume of imports, with which the
growth of real GDP in the 1930s is highly correlated. Loose fiscal and mon-
etary policies, the change in relative prices in favor of domestic production
competing with imports, and the availability of complementary imports
through the relaxation of the balance-of-payments constraint combined to
produce significant structural change in the 1930s, which particularly fa-
vored the manufacturing sector in the larger countries and DUA in the smal-
ler republics.

The performance and policy of the Latin American economies in the
1930s should therefore not be seen as marking a turning point, as has so often
been claimed.97 Although it is true that the industrial sector was particularly
dynamic, growing faster than real GDP in almost all countries, that was
also true in the 1920s. Only in Argentina, where the manufacturing sector
led the recovery from depression in the early 1930s, could it be claimed
that by the beginning of the decade the economy had reached a sufficiently
advanced level for performance not to be seriously affected by the decline in
the volume of exports. Elsewhere, there is no evidence that larger countries
with a broader industrial base performed better than the small republics
with virtually no modern manufacturing. In both cases performance was
highly dependent on the recovery of import capacity, and even in Argentina
performance was not insensitive to the sharp improvement in the NBTT
after 1933.

By the end of the decade, however, it could be argued that industrial
growth had produced a qualitative as well as a quantitative change in the
structure of the economies of the larger republics. In the 1940s and 1950s
(see Chapter 8) these changes matured to the point that industry and real
GDP in many republics were capable of moving in the opposite direction

97 This claim is made with equal vigor by structuralists in the Cepalista tradition, who favor inward-
looking development, and by neoconservatives in the laissez-faire tradition, who oppose it.
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to primary-product exports, so the export-led growth model had ceased
to be an accurate description of their performance. Thus changes in the
1930s can be seen as laying the foundations for a transition toward the
pure import-substitution model, which reached its most extreme form in
the 1950s and 1960s. This was certainly true of Brazil, Chile, and Mexico,
which had joined Argentina by the end of the 1930s as the only coun-
tries to have pushed industrialization and structural change to the point
that internal demand was no longer determined primarily by the export
sector.

The most important change in the 1930s involved the switch from self-
regulating economic policies to policy instruments that had to be manip-
ulated by the authorities. By the end of the 1920s attachment to the gold
standard had left most Latin American republics without an independent
exchange-rate policy. The operation of the gold standard also meant that
monetary policy was largely passive, with inflows and outflows of gold
underpinning movements in the money supply to bring about automatic
adjustment to external and internal equilibrium. Even fiscal policy had lost
much of its importance. In the smaller republics dollar diplomacy and high
conditionality in many cases had produced foreign control of external trade
taxes – the major source of government revenue – and in the larger countries
the “dance of the millions” had made it much easier to finance expenditure
by foreign borrowing than by fiscal reform.

The collapse of the gold standard forced all of the republics to address
the question of exchange-rate policy. A few (smaller) republics preferred to
peg to the U.S. dollar, thereby abandoning the exchange-rate as an active
instrument. Most republics, including some of the smaller ones, opted for
a managed exchange-rate. In highly open economies the exchange-rate has
an immediate and powerful effect on the prices of many goods, so it is the
single most important determinant of relative prices and of the allocation of
resources. An independent exchange-rate policy also encourages the forma-
tion of pressure groups to lobby the authorities in support of exchange-rate
changes to favor their interests. Not surprisingly, in the 1930s many re-
publics in Latin America opted for a multiple exchange-rate system as a way
of resolving these competing pressures. That is one reason why in 1945,
after the Bretton Woods Conference, the newly formed International Mone-
tary Fund (IMF) found that thirteen of the fourteen countries in the world
that operated multiple exchange-rate systems were in Latin America.98

The balance-of-payments constraint in the 1930s, coupled with exchange
control, meant that movements in international reserves – money of external
origin – ceased to be a major determinant of the money supply. Instead,

98 See de Vries (1986), p. 21.
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base money was driven more by government budget deficits and by the
rediscount policy of the central bank, and the money multiplier was affected
by changes in reserve ratios. Thus changes in the money supply were due
more to changes in money of internal origin, which implied the adoption of
a more active monetary policy in almost all republics. The main exceptions
were those countries, such as Cuba and Panama, that lacked a central bank
and were therefore unable to influence the money supply through changes
in the monetary base.

The recovery of the export sector and import capacity did not necessarily
imply an increase in the value of external trade. Thus government revenue
from taxes on trade was seriously affected, and the reduction was not fully
compensated by the need to spend less on public external-debt service as a
result of default. The crisis provoked fiscal reform and a more active fiscal
policy in all republics. A prime candidate was upward revision of tariff
rates, but a further modest shift toward direct taxes – income and prop-
erty – can be detected in the 1930s, as can the introduction of a variety of
indirect taxes aimed at home consumption. By the end of the decade the
correlation between the value of external trade and government revenue had
been loosened, thereby undermining a crucial link in the operation of the
export-led growth model.

The adoption of more aggressive exchange-rate, monetary, and fiscal
policies was so widespread that it is difficult to sustain the thesis that Latin
American republics can be divided into larger countries adopting “active”
policies and smaller countries following “passive” policies. Although all the
larger republics did indeed follow active policies, so did many of the smaller
countries, including Bolivia, Costa Rica, Ecuador, El Salvador, Nicaragua,
and Uruguay.99 The most obvious examples of passive countries (Cuba,
Haiti, Honduras, and Panama) were all semicolonies of the United States
in the 1930s, but not all semicolonies (e.g., Nicaragua) could be described
as passive.

These changes in the management of key instruments of economic policy
did not amount to an intellectual revolution. On the contrary, the theory
of inward-looking development was still inchoate, the export sector was
still dominant, and its supporters were still politically powerful. Yet the
choices forced on the authorities in the 1930s in the fields of exchange-
rate, monetary, and fiscal policy do mark an important stepping stone on
the way to the intellectual revolution associated with the U.N. Economic
Commission for Latin America (ECLA) and the explicit development of the
import-substitution model at the end of the 1940s (see Chapter 8). Policy
management in the 1930s showed the sensitivity of resource allocation

99 See Dı́az-Alejandro (2000), pp. 19–31.
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to relative prices, and the response of the manufacturing sector in the larg-
er republics was a salutary reminder of how efficacious economic policy
could be.

The management of economic policy in the 1930s was indeed quite
successful, and it compared favorably with the postwar experience. What the
authorities lacked in experience was compensated in a number of ways. First,
the officials in charge of fiscal and monetary policy (e.g., Raúl Prebisch at the
Argentine Central Bank) were often competent technocrats who benefited
from public ignorance of economic science and were able to make decisions
in a relatively apolitical environment. Second, perfect foresight and perfect
information – the two conditions required for the rational-expectations
conclusion on the impotence of government policy – were clearly absent
in the 1930s, so there was much less danger that the intended thrust of a
change in economic policy would be thwarted by the omniscience of the pri-
vate sector. Third, the scourge of economic policy in the postwar period –
the acceleration of inflation – was much less of a problem in the 1930s.
Money illusion (based in part on the absence of price statistics), falling
prices in the world economy, and spare capacity in the domestic economy
meant that expansionary economic policies were less likely to collapse in a
vicious cycle of budget deficits and inflation.

Loose fiscal and monetary policies in the 1930s underpinned the growth
of home final demand. As Table 7.5 shows, this was of enormous importance
in pulling the republics out of depression and in providing the stimulus
needed for the growth of importables and nontraded goods and services.
Associated with this growth was an increase in urbanization, so a number
of republics could be described as primarily urban by the end of the 1930s,
and all republics saw a big fall in the proportion of the population classified
as rural.

Even though economic performance was generally satisfactory in the
1930s – at least after 1932 – there were a number of deviations from the
regional pattern. Some republics – the “slow-recovery” countries in Ta-
ble 7.4 – were marked by stagnation or even decline in economic activity.
The basic problem was the export sector, which remained depressed through
most of the 1930s for reasons beyond the control of the authorities. In
Honduras, banana exports collapsed after 1931 as a result of disease, and
the real value of exports did not recover its 1931 peak until 1965. With
exports depressed, the best hope for recovery lay in the import-competing
sector (ISA and ISI), but the small size of the market made it difficult to
compensate for the decline in the export sector.

With the important exceptions of Argentina and Colombia, the
“medium-recovery” countries based their recovery from the Depression
mainly on the export sector. Economic growth in the 1930s therefore did
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not imply significant structural change, and the composition of exports
changed little. Recovery in Bolivia depended crucially on the formation
of the International Tin Cartel in 1931, which brought higher prices for
tin exporters and therefore higher revenue for the government from export
taxes.

The export sector did expand in Colombia, but its growth was over-
shadowed by the spectacular rise of the manufacturing sector, in which the
increase in textile production was particularly impressive. In Argentina the
export sector stagnated in real terms, so the recovery depended crucially on
the nonexport sector. The performance of this sector, whether in industry,
transport, construction, or finance, was generally satisfactory, so it is diffi-
cult to conclude that the long-run decline of the Argentine economy dates
from the 1930s.100

The “fast-recovery” countries include republics in which the impact of
the Depression was relatively minor (e.g., Brazil) as well as severe (e.g.,
Chile and Cuba). Fast growth in the second group of countries therefore
consisted primarily of a “recovery” of real output lost in the worst years of the
Depression, although Chile also enjoyed a considerable amount of new ISI.
In Brazil, on the other hand, fast growth primarily involved additions to real
output. Although export recovery was important in Brazil, the structure of
the economy began to shift in favor of industry. Brazil remained desperately
poor, however, with a real GDP per head in 1939 only one-quarter of that in
Argentina and only 60 percent of the Latin American average. Mexico also
enjoyed significant structural change: Land reform under President Lázaro
Cárdenas (1934–40) strengthened nonexport agriculture,101 the state be-
came a major source of investment, and many firms in the industrial and
construction sectors began to rely on public-sector contracts.102

The 1930s in Latin America may not have represented a sharp break
with the past, but the decade did not represent a lost opportunity, either.
In the face of a generally hostile external environment, most republics
did well to rebuild their export sectors. Where it was feasible, and with
only a few exceptions, republics expanded the production of importables
and increased the supply of nontraded goods and services. These changes
provided the basis for a significant growth in intraregional trade in the early
1940s, when access to imports from the rest of the world was cut off (see

100 The literature on the origins of the long-run Argentine economic decline is vast. See, for example,
Korol and Sábato (1990).

101 Land reform had been on the agenda ever since the 1917 Constitution, but not until the time
of President Cárdenas was it applied with vigor. Some 18 million hectares were distributed to
800,000 recipients, leading to a huge increase in the importance of the ejido. See A. Knight
(1990), p. 20.

102 Mexican administrations in the 1930s were also active in the creation of financial institutions to
tap new sources of saving and channel resources to new activities. The best-known example is
Nacional Financiera, created in 1934. See Brothers and Solı́s (1966), pp. 12–20.
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Chapter 8). Changes in economic policy in the 1930s were also generally
rational. A wholesale retreat from the export sector and the construction of a
semiclosed economy would have involved a massive increase in inefficiency, a
slavish commitment to the export-led model of growth would have locked
the region into an allocation of resources that was no longer consistent
with long-run dynamic comparative advantage. These changes were also
sufficiently wide ranging to permit the 1930s to be described as marking
the transition from export-led growth to inward-looking development –
even though the majority of countries had not completed the transition by
the end of the decade.



8

War and the new international
economic order

The Second World War, which began in Europe in September 1939, was
the third major external shock to strike Latin America in twenty-five years.1

Despite many similarities with the impact of the First World War and some
with the 1929 Depression, the implications of the Second World War for
Latin America were quantitatively and qualitatively different from the ear-
lier shocks.

First, the war was far more devastating for Latin America in terms of
disruption to its traditional markets. By 1940 the Axis powers2 controlled
much of the European coastline from northern Norway to the Mediterranean
Sea, and the consequent British blockade deprived the Latin American
republics, despite their initial neutrality in the war,3 of access to continental
European markets. Furthermore, the British market – so important for
Argentina and Uruguay – started to shrink as the United Kingdom retreated
into a war economy in which only the most essential imports were permitted.

Second, the war erupted after nearly a decade of growing disillusion-
ment with the traditional export-led model in Latin America. World trade
in the 1930s had recovered, but it was increasingly “managed,” often bi-
lateral, and heavily distorted by higher tariffs and a plethora of nontariff
barriers. The great powers had frequently acted irresponsibly (e.g., the
Smoot–Hawley tariff4) or selfishly (e.g., the Roca–Runciman pact5). The
result was a growing sense of nationalism in a number of Latin American

1 The others were the First World War (see Chapter 6) and the 1929 Depression (see Chapter 7). In
addition, Latin America had been adversely affected by the brief world trade slump in 1920–1, when
commodity prices collapsed, and the (mainly U.S.) depression between 1937 and 1939, when world
trade volumes declined.

2 In 1940 the Axis powers were Germany and Italy. They were joined by Japan in December 1941,
following the Japanese attack on the U.S. Navy at Pearl Harbor, Hawaii.

3 All of the Latin American countries were neutral until Japan attacked the United States in December
1941. At that point all the republics north of the equator either declared war on the Axis powers or
broke off diplomatic relations. It was a different story, however, in the countries south of the equator:
Argentina and Chile remained neutral until almost the end of the war. See Humphreys (1982).

4 See Chapter 7, note 68.
5 See Chapter 7, note 73.
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republics and a greater commitment – albeit poorly articulated – to inward-
looking development and industrialization as an alternative model to tra-
ditional export-led growth.

These changes in the intellectual and policy climate had begun to mani-
fest themselves in the 1930s. The rise of nationalism was reflected in the ex-
propriation of foreign oil interests in Bolivia (1937)6 and Mexico (1938) and
in the commitment to industry through the creation of new institutions –
such as the Corporación de Fomento de la Producción (CORFO) in Chile –
to promote investment in manufacturing. The war years, however, accel-
erated the process. State intervention in support of industry, particularly
in the larger republics, now became direct, with important investments in
basic commodities as well as in the infrastructure needed to support a more
complex industrial system.

This change, encouraged by the United States even before it entered into
the war in December 1941, became more marked as the vast majority of
the republics joined in the war against the Axis powers.7 The allocation of
resources distorted by shipping shortages and the lack of imports as well
as by price controls and nontariff barriers, became increasingly determined
by the Allied war effort on the one hand and by state preferences for in-
dustrialization on the other. The rise of new industrial establishments was
spectacular in some republics, but the efficiency of the manufacturing sector
remained suspect. With economies of scale ruled out by the small size of
the market and the lack of long-term investment finance, protected from
foreign competition by the shortage of imports in wartime and high tariff
and nontariff barriers in peacetime, the new industry was a fragile base
on which to construct an alternative to export-led growth in the postwar
period.

Trade and industry in the Second World War

The recovery of Latin America’s external trade in the 1930s was accompanied
by a change in its geographical distribution, which increased the importance
of the German, Italian, and Japanese markets at the expense of Great Britain
and, to a lesser extent, the United States (see Table 8.1). By 1938 Europe

6 Nationalism in Bolivia after the Chaco War bore similarities to national socialism in Europe. The
Axis sympathies of President Germán Busch were a source of deep concern to the United States and
Great Britain. His unexplained suicide in August 1939 paved the way for the entry of Bolivia into
the Pan-American fold just as the war began. See Dunkerley (1984), pp. 28–9.

7 A formal declaration of war was not always needed to join in the war effort. Mexico, its differences with
the United States over oil nationalization conveniently resolved even before Pearl Harbor, opened
its ports and airfields to the U.S. military as early as January 1942. Not until May, after German
submarines sank Mexican tankers, did Mexico declare war on the Axis powers. See Humphreys (1981),
pp. 118–19.
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Table 8.1. Latin American trade shares, 1938–1948
(in percentages)

Country 1938 1941 1945 1948

Exports
United States 31.5 54.0 49.2 38.2
United Kingdom 15.9 13.1 11.8 13.3
France 4.0 0.1 — 2.9
Germany 10.3 0.3 — 2.1
Japan 1.3 2.7 — 0.9
Latin America 6.1 n/a 16.6 9.3
All others 30.9 n/a 22.4 33.3

Imports
United States 35.8 62.4 58.5 52.0
United Kingdom 12.2 7.8 3.6 8.1
France 3.5 0.1 — 1.9
Germany 17.1 0.5 — 0.7
Japan 2.7 2.6 — 0.1
Latin America 9.2 n/a 25.6 10.9
All others 19.5 n/a 12.3 26.3

Note: n/a = not available; — = negligible.
Sources: Horn and Bice (1949), Table 7, p. 112; Pan-American Union
(1952).

was purchasing nearly 55 percent of all exports and supplying nearly 45 per-
cent of all imports – a situation that clearly left Latin America extremely
vulnerable to the outbreak of hostilities in Europe and to the imposition of
the British blockade.

Great Britain tried its best to purchase as much as possible from Latin
America in 1940 in a desperate effort both to supply itself and to prevent
essential commodities falling into the hands of its enemies.8 Yet the parlous
state of the British economy made it quite impossible for Great Britain to
compensate Latin America for the loss of the continental market. Inevitably,
the only economy large enough to absorb commodities previously destined
for Europe was the United States.

The Roosevelt administration – more sensitive to Latin American needs
than its predecessors – was acutely aware of the importance of avoiding
economic collapse in the region. With certain political groups vocally

8 These efforts, concentrated on such commodities as sugar from the Dominican Republic, oil from
Venezuela, and tin from Bolivia, sustained the value of British trade with Latin America in the first
months of the war. Indeed, an official trade mission was dispatched to South America in October
1940 at the height of hostilities with Germany. By the time the mission returned, however,
British trade priorities had shifted toward the Commonwealth and colonies. See Humphreys (1981),
pp. 52–3. See also Miller (1993), Chapter 9.
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supporting fascism – and even national socialism – in the 1930s, Latin
American solidarity with the United States in the event of a war could
not be guaranteed. At the same time, the United States needed to secure
supplies of raw materials and strategic commodities in case its traditional
sources outside Latin America were disrupted.

The result was the system of inter-American economic cooperation,
whose foundations were laid at a Pan-American conference in Panama in
September 1939 – only three weeks after the outbreak of war in Europe.9 An
Inter-American Financial and Economic Advisory Committee was created,
which established the Inter-American Development Commission (IADC),
with subsidiaries in all twenty-one republics (i.e., including the United
States), in 1940. The IADC’s tasks were to stimulate trade in noncom-
petitive goods between Latin America and the United States, to promote
intra–Latin American trade, and to encourage industrialization. Soon after,
Nelson Rockefeller was appointed to head the Office for the Coordination
of Commercial and Cultural Relations between the American republics.10

The main U.S. priority was securing access to strategic materials. In
1940, therefore, the Roosevelt administration set up the Metals Reserve
Company and the Rubber Reserve Company to stockpile essential supplies.
Although the commodities could be bought anywhere, Latin America was
the main beneficiary because it was the only major raw-material-exporting
region not directly affected by hostilities. After the Japanese occupied many
parts of Asia, the U.S. search for alternative supplies became frenetic, and
the Latin American republics cooperated in a major effort to provide alter-
native sources of supply for such commodities as abaca, kenaf, cinchona,
and rubber.11 U.S. direct foreign investment in Latin America, much of it
in strategic materials, soared during the war to levels not seen since the late
1920s, and official U.S. loans through the Export–Import Bank and Lend–
Lease12 – though not restricted to the extraction of strategic materials –
became increasingly important.13

9 The Panama conference, though paving the way for wartime cooperation, reflected the improvement
in U.S.–Latin American relations in the wake of President Roosevelt’s Good Neighbor Policy. The
new U.S. policy had been warmly endorsed at the Seventh Pan-American Conference in 1933 in
Montevideo. See Mecham (1961), pp. 116–21.

10 See Connell-Smith (1966), p. 119.
11 These “exotic” tropical products acquired a special importance in wartime. Both kenaf and abaca

were used in the manufacture of rope, cinchona was an essential ingredient in malaria control, and
rubber was needed for footwear and tires.

12 The Export–Import Bank had been established under Roosevelt’s New Deal program in 1934, but it
had virtually no impact on inter-American trade relations until the outbreak of war. The Lend-Lease
Act, adopted by the United States in March 1941, was primarily designed to help Great Britain. By
the end of the war, however, nearly all of the Latin American republics (the main exception being
Argentina) had received some Lend-Lease aid.

13 U.S. government loans to Latin America, virtually zero until 1938, averaged $15 million in the
first years of the war and reached a peak of $178 million in 1943. See Stallings (1987), Table 1.A.
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Inter-American cooperation was not confined to strategic materials. In
recognition of the crucial role played by coffee exports in a dozen republics,
the United States promoted the Inter-American Coffee Convention (IACC),
which provided quotas, favorable prices, and a guaranteed market.14 The
IACC, set up in 1941, was a lifeline for the smaller republics and a great
boon for the larger republics – many of which had become heavily dependent
on the German market in the 1930s. U.S. largesse did not, however, extend
to temperate products from the Southern Cone, which remained tied to the
British market in particular.

Increased U.S. purchases led to a massive increase in the importance of
the U.S. market for Latin American exports, but it could not fully com-
pensate for the loss of Japan, continental Europe, and the shrinking British
market (see Table 8.1). Attention therefore turned to intra–Latin Ameri-
can trade as a way of sustaining the volume of exports. This trade, a mere
6.1 percent of the region’s exports in 1938, had never been of much im-
portance since independence. Only landlocked Paraguay, which exported
timber, yerba maté, and quebracho extract to its neighbors, relied heavily
on Latin American markets. Moreover, many republics had better transport
links with Europe and the United States than with each other.15

All this changed as a result of both war and the system of inter-American
economic cooperation. As early as 1940 Argentina’s minister of finance,
Federico Pinedo, produced a plan that envisaged a customs union for the
southern republics,16 and a conference in Montevideo of the five River Plate
countries came close to adopting such a proposal in January 1941.17 In the
end, however, intra-Latin American trade was promoted through a multi-
tude of bilateral agreements that provided tariff and nontariff concessions
for pairs of neighboring countries. The result was an increase in the share
of exports going to other Latin American republics to 16.6 percent in 1945
(see Table 8.1). This same value of intraregional trade represented no less
than 25.6 percent of all imports (a figure that has yet to be surpassed),
because total purchases from abroad – affected by wartime shortages and
shipping problems – were much less than total exports.

14 See Wickizer (1943), pp. 233–9.
15 The transport system between many countries was so inadequate that the Pan-American Highway,

first proposed at the Seventh Pan-American Conference in 1933, was finally given high priority. By
the end of the war it was at last possible to reach the Panama Canal from the United States by road.
See James (1945), pp. 609–18.

16 The Pinedo Plan is more normally associated with the scheme of the Argentine government, the
Concordancia, to promote industry during the early years of the war. Although the plan was rejected
by the Congress, it anticipated the creation of a customs union between Argentina and her neighbors
to provide an outlet for the manufactured exports that industrial promotion was supposed to achieve.
See Cramer (1998), pp. 519–50.

17 The five countries were Argentina, Bolivia, Brazil, Paraguay, and Uruguay. See Chalmers (1944),
pp. 212–14.
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Table 8.2. Annual average rates of growth by sector, 1939–1945
(in percentages)

Value of Volume of
Country exportsa exportsb GDPc Agricultured Industrye

Argentina 8.0 −2.9 2.1 0.2 3.6
Bolivia 15.7 +6.0
Brazil 13.6 −2.0 2.4 0 5.3
Chile 7.1 +3.4 4.0 f 0 f 9.3f

Colombia 10.4 +3.4 2.6 2.2 5.1
Costa Rica 5.6 −2.2 −0.1 0 −3.5
Cuba 17.1 +2.0 g 1.8 n/a 4.3
Dominican Republic 15.4 −1.4
Ecuador 20.1 +2.5 4.2 2.7 5.2
El Salvador 9.8 −1.1 2.2 1.4 3.9
Guatemala 8.5 +3.7 0.9 −6.3 4.4
Haiti 15.2 +1.5
Honduras 3.5 +2.1 3.5 2.4 4.7
Mexico 9.4 +1.3 6.2 2.3 9.4
Nicaragua 6.2 −4.9 3.9 −2.6 7.9
Panama 4.7 −9.3
Paraguay 21.6 +8.0 0.4 −1.7 1.0
Peru 6.6 −1.8 4.8 f n/a 4.8
Uruguay 11.7 +1.8 1.7 −1.0 3.5
Venezuela 13.6 +8.9 5.3 0 9.2
Latin America 10.5 +0.5 3.4 0.8 5.7

a Based on dollar values at current prices.
b Based on constant (1963) prices.
c Based on 1970 prices.
d Net agricultural output (1970 prices).
e Net manufacturing output (1970 prices).
f Data are for 1940–5.
g Based on volume of sugar exports only.
Sources: Pérez-López (1974); CEPAL (1976, 1978); Boloña (1981); Brundenius (1984);
Bulmer-Thomas (1987).

The system of inter-American cooperation – both between the republics
and with the United States – was the major factor preventing a collapse
of exports after 1939. The volume of exports only surpassed its 1939 level
in 1945, however, and a number of the most important republics (notably
Argentina and Brazil) had still not reached the prewar level of real exports
by the end of the war (see Table 8.2). Inter-American cooperation could not
fully compensate Argentina and Uruguay for the shrinking of the British
market, and the IACC could not realistically replace all of Brazil’s lost
coffee sales. Only a handful of countries secured a significant increase in
export volumes in the war years: Bolivia benefited from a U.S. decision to
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purchase all surplus tin not destined for smelting in Great Britain18 – a
decision made possible by prewar investments in a tin smelter in Texas –
and Venezuela reaped a rich harvest from British and U.S. determination
to secure oil supplies from a reliable source.19

The value of exports, unlike the volume, grew rapidly in all the republics
(see Table 8.2) as a result of higher dollar prices – a reflection above all of
wartime dollar inflation. Import prices and the domestic cost of living also
increased sharply, however. Thus most republics experienced little if any
stimulus to real consumption from the development of the export sector.
In Argentina real household expenditure on manufactured goods in 1946
was still below the 1937 level.20

In an earlier epoch the stagnation of the export sector and real consump-
tion would have held out little prospect for industrial growth even in the
larger republics. The war years were different, however, and several republics
managed to raise industrial output rapidly despite the slow growth – or
even decline – in real household disposable income. Three factors explain
this apparent paradox.

First, just as in the First World War, the sharp decline in the volume
of imports after 1939 allowed domestic manufacturers to expand produc-
tion even with an unchanged level of real consumption. The recovery of
industrial imports in the second half of the 1930s provided a cushion that
could be squeezed through import substitution in the war years even in
those republics that had been following import-substituting industrializa-
tion (ISI) for many years. Although the growth of manufacturing capacity
was difficult under such conditions because of the shortage of imports of
equipment and machinery, the ISI process benefited from the technical assis-
tance provided by U.S. personnel to the Latin American republics through
the network of IADCs.21 Furthermore, the growing sophistication of in-
dustry in Argentina, Brazil, Chile, and Mexico had brought into existence
a small capital-goods industry that was able to meet some of the demand
for manufacturing investment.22

Second, and in complete contrast to the 1930s, the rise of intra-Latin
American trade made it possible for manufacturers to sell their output in
neighboring countries: Brazilian textile exports soared,23 and Argentina

18 See Hillman (1990), pp. 304–9.
19 See Knape (1987), pp. 279–90.
20 See CEPAL (1959), vol. 1, p. 252.
21 See Hughlett (1946), p. 10; see also Thorp (1994).
22 This should not, however, be exaggerated. Even Brazil, where capital-goods production had made a

promising beginning, had difficulty sustaining the sector’s growth because capital goods remained
import intensive. As late as 1949 the sector still accounted for only 5.2 percent of industrial value
added. See Fishlow (1972), Table 9, p. 344. See also Gupta (1989).

23 Brazil’s textile exports were so successful that at one point they contributed 20 percent of total
export receipts. See Baer (1983), p. 47.
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exported nearly 20 percent of all its manufacturing production in 1943.
Indeed, Latin America’s manufactured exports even penetrated markets
outside the region. South Africa, cut off from its traditional British suppli-
ers, bought significant quantities of Latin American manufactured exports
in the war, and joint ventures between the United States and Mexico in
manufactures led to a flow of nontraditional industrial goods northward
across the Rio Grande.24

The third factor in the growth of industry among the larger republics was
the rise of firms not dependent on consumer demand. These factories, which
produced mainly intermediate goods but also some capital goods, looked to
productive sectors and the state, rather than to households, for their mar-
kets. A spectacular example was the Volta Redonda integrated steel mill in
Brazil,25 financed in part by the United States, which sold its output mainly
to construction firms and manufacturing enterprises – its output replacing
goods that had previously been imported. Other examples were cement
factories, basic chemical plants, oil refineries, plastics, rayons, and machin-
ery. These industries – restricted in the main to Argentina, Brazil, Chile,
and Mexico – represented a new (secondary) stage of ISI that transformed
the structure of manufacturing, reducing the relative importance of con-
sumer goods in general and nondurables in particular.26 By 1946 less than
half of all industrial output in Argentina was destined for households –
down from nearly 75 percent in 1937 – and nearly one-third consisted of
intermediate goods sold to productive sectors.27

The change in industrial structure and the emergence of new industries
was linked to the rise of a more interventionist state in Latin America.
Even deeply conservative governments could not avoid an increase in state
responsibilities during the war years, because free markets could not han-
dle the problems posed by dollar inflation, import shortages, and unsold
agricultural surpluses. Prices could not be used exclusively to clear mar-
kets, price control was endemic, and rationing by the state was essential
in the allocation of foreign exchange, import licenses, and many essential
commodities. The war effort and the system of inter-American cooperation
placed additional demands on the state through the need for infrastructure
improvements and public works. The Pan-American Highway, intended
to run from Alaska to Tierra del Fuego, had been agreed to as early as
1933 at the Pan-American Conference in Montevideo, but only as a result

24 See Wythe (1945), p. 296.
25 Before the war the Getúlio Vargas regime had been on the point of signing an agreement with

Krupps, the German arms manufacture, for assistance in construction of a steel mill. A U.S. loan
was quickly arranged after the outbreak of hostilities to replace the need for German participation.
The mill, begun in 1941, was completed in 1944. See Baer (1969).

26 The fastest-growing industrial sectors in Brazil during the war years (e.g., nonmetallic minerals,
metal, and rubber products) all produced intermediate goods. See Baer (1983), Table 10, p. 47.

27 See CEPAL (1959), vol. 1, p. 252.
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of wartime strategic considerations and generous funding from the United
States was real progress made.

The expropriation of properties owned by Axis nationals was an addi-
tional factor in the spread of state intervention. German capital, in partic-
ular, had spread in the 1930s from its traditional base in agriculture and
banking into transport and insurance. Many of the airline companies that
had sprung up before the war were German owned and provided a highly
visible target – so much so that some had even been taken over before the
host republic declared war on Germany. Not all the newly acquired prop-
erties remained in state hands, but even their sale to private owners took
the state into relatively unfamiliar territory.28

In a few cases state intervention went further. Following the 1943 mil-
itary coup the Argentine government – soon to be dominated by Colonel
Juan Perón – finally cast aside the republic’s traditional hostility to state in-
terference in economic activity and invested directly in productive assets.29

Direct state intervention in Brazil was not limited to the steel works at Volta
Redonda; it also embraced mining, chemicals, and heavy motors.30 Every-
where the state became more heavily involved in electricity generation,
construction, and transport in an effort to provide the infrastructure that
would not only assist the new allocation of resources demanded by wartime
exigencies but also remove some of the obstacles faced by the industrial
sector.

In view of the stimulus provided by state intervention, it is scarcely
surprising that a number of nontraded sectors grew rapidly during the war
years. Construction grew at an annual rate of 6.6 percent for the region
as a whole between 1939 and 1945, with a rate in excess of 7 percent
recorded in Chile, Colombia, Ecuador, Honduras, Mexico, and Venezuela.
Transport, public utilities, and public administration also grew rapidly in
most republics.

The expansion of the nontraded sectors provided a direct stimulus to man-
ufacturing and helps to explain industry’s healthy growth in most countries
(see Table 8.2). Chile, Mexico, and Venezuela were the star performers, but
all reporting countries except a few small republics (in which internal de-
mand remained almost entirely dependent on real disposable household
income) recorded rates of growth well in excess of population increase. By
contrast, agriculture performed dismally (see Table 8.2). Its export compo-
nent was depressed by the problems of expanding volumes under wartime
conditions; and agriculture for domestic use was constrained by the slow
growth of real consumption – domestic sales being heavily dependent on

28 Inevitably, the transfer of Axis properties provided the region’s more venal leaders with an oppor-
tunity for graft. Anastasio Somoza, for example, was able to secure German properties in Nicaragua
at ridiculous prices. See Diederich (1982), p. 22.

29 Most of this direct intervention occurred after 1946, however. See Lewis (1990), Chapter 9.
30 See Trebat (1983), Chapter 3.
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household purchases – and the limited opportunities left for replacing im-
ports after a decade of import-substituting agriculture (ISA).

Only a handful of countries managed to expand agricultural output. The
most important was Mexico, where the extensive land-reform program un-
der Lázaro Cárdenas in the second half of the 1930s began to bear fruit: Sup-
ported by state investment in roads and irrigation, by private investment in
transport and by an increase in wheat yields made possible by research and
development,31 agricultural output kept pace with population growth.32

Ecuador – despite the problems of “witchbroom” disease in the cacao indus-
try – and Colombia also managed modest expansion of their agricultural
sectors. Both countries, however, had the advantage of an expanding vol-
ume of exports that sustained real disposable incomes and the demand for
agricultural goods.33

Everywhere (with one minor exception34) industrial growth exceeded
agricultural growth, so the aggregate performance of the economy de-
pended above all on the weight of these two sectors. In the small Central
American republics and Cuba the dominant position of agriculture dragged
down the rate of growth of gross domestic product (GDP) despite some ad-
vance in manufacturing; in Argentina, Brazil, and Chile industrial growth
supported a modest expansion of GDP despite the stagnation of agricul-
ture. GDP growth was most impressive in Mexico, where proximity to the
United States yielded significant benefits throughout the war years, and in
Venezuela, where the government of Isaias Medina Angarita used its strong
wartime bargaining position to achieve a fairer division of the oil rent with
foreign-owned companies.35

The war marked a further transition from traditional export-led growth
toward an inward-looking model based on ISI. This transition, not to be
completed even in the larger republics until the 1950s, steadily weakened
the link between the external sector and aggregate economic performance
as structural change both increased the importance of the nonexport sectors
and shifted the composition of industrial output toward intermediate and
capital goods.

Many new manufacturing establishments were established in the war
years despite the unfavorable external environment. Refugees from Europe
brought their skills and capital to Argentina, Brazil, Chile, and Uruguay,
and many highly qualified Spaniards fled to Mexico to escape living in

31 See Hewitt de Alcantara (1976), Chapter 3.
32 Mexico’s population expanded at 2.3 percent per year between 1939 and 1945 – exactly the same

as the rate of growth of net agricultural output.
33 Ecuador, as part of the inter-American wartime cooperation, experienced a huge expansion in rice

exports to the United States. This contributed directly to agricultural growth and provided an
increase in real incomes – much of which was then spent on foodstuffs. See Linke (1962), pp. 137–8.

34 The exception is Costa Rica, where real GDP fell in the war years, with a more negative impact on
industry than agriculture.

35 See Knape (1987), pp. 284–9.
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Franco’s Spain. Generally, however, these new firms were built on fragile
foundations. Responding to the scarcity of capital and finance, the new
enterprises were often even smaller in scale than were their predecessors. In
Argentina nearly 30 percent of all firms in existence at the end of the war had
been established between 1941 and 1946; yet these new firms accounted
for only 11.4 percent of the value of production.36 The inability to exploit
economies of scale hardly mattered in years when international competition
was ruled out by import shortages, but it was an appropriate basis for
launching an industrialization program under peacetime conditions. Far too
many of the new firms – including a large number of those established in the
1930s – prospered only because of the artificial conditions made possible
by high protection, import restrictions, and indirect state subsidies.

Trade surpluses, fiscal policy, and inflation

As the world shifted to a war economy, the price deflation of the 1930s
was replaced by price inflation. In the main industrialized countries huge
increases in government expenditure, coupled with a reduction in the sup-
ply of consumer goods, created excess purchasing power that even draco-
nian price-control legislation could not keep from spilling over into higher
prices. With the end of hostilities in 1945 the supply of consumer goods
increased, and fiscal deficits were brought under control. Inflation in the
main developed countries fell sharply, although it proved impossible to
eliminate entirely.37

The war years therefore represented an aberration in price terms for the
developed countries. In a number of the more important Latin American
countries, however, the price inflation of the war years was to prove a cancer
that was never excised, despite repeated attempts, in the postwar period.
Thus for these republics – which included Argentina, Brazil, Chile, Colom-
bia, and Uruguay – the price inflation of the war years, far from being an
aberration, was the beginning of a long-run trend that kept annual increases
far above the average in their main trading partners.

Latin America was no stranger to inflation even before the 1940s, but
earlier inflationary episodes had tended to be country-specific and linked
to political and monetary disorder. The huge rise in prices in Colombia
at the turn of the century and in Mexico during the revolution were both
caused by the explosion of paper money in the middle of civil war; as more
normal times returned, the money supply was brought under control and

36 See Lewis (1990), p. 40.
37 Although the advent of peace reduced inflationary pressures, the abolition of price control provided

firms with an opportunity to raise prices. The main developed countries did not restore price stability
until 1947–8. See Scammell (1980), Table 5.8, p. 70.



War and the new international economic order 243

prices stabilized. Similarly, the rises in the cost of living in Brazil in the
early 1890s during the encilhamento, in Guatemala during the presidency of
Manuel Estrada Cabrera (1898–1920), and in Nicaragua in the first decade
of the twentieth century were all linked to the excessive issue of inconvert-
ible paper currency.38

The 1930s had also seen a large increase in the cost of living in a few
Latin American republics – in contrast to what was happening in the main
industrialized countries. Again, however, the explanation for nearly all of
these inflationary episodes was straightforward. The Chaco War, between
Bolivia and Paraguay, provoked huge increases in government expenditure
financed by printing money; in Brazil and Colombia the more modest rise
in prices was clearly linked to currency depreciation, tariff increases, and
loose monetary policies. Where exchange rates were fixed (e.g., Guatemala)
or even appreciating (e.g., Venezuela) price deflation was the normal state
of affairs. Only in Chile, where the cost-of-living index had risen steadily
since the 1870s and where prices had almost doubled in the 1930s, was
inflation endemic – and even there the price level did fall occasionally.39

The war years may not have led to a major increase in export volumes
from Latin America, but they did drive export prices higher. Although the
monopsony power of the United States limited the rise, it was nevertheless
true that export prices increased at an annual rate of 9.8 percent for the region
as a whole (see Table 8.3), with the highest rates of increase recorded by the
Dominican Republic (whose sugar was still purchased by the British) and
Ecuador and the lowest by Honduras (where banana prices continued to be
“administered” by the fruit companies). For those republics that exported
products which could be consumed locally (e.g., Argentina), the rise in
export prices had a direct and immediate impact on the cost of living.

Inflation in the main trading partners (principally the United States),
coupled with shipping shortages, drove up the dollar price of imports. For
the region as a whole they rose less rapidly than export prices, but there were
wide differences in the prices paid by individual countries. Countries that
previously relied on the United States for imports and in which transport
costs were modest (e.g., Mexico) faced the smallest increases; those republics
far away and previously supplied from Europe (e.g., Argentina) suffered the
biggest rise.

Under the abnormal wartime conditions the rise in the dollar price of
imports was a poor guide to inflation in Latin America. This was due to
the decline in import supply as a result of the war effort in the industrial-
ized countries and to the shortage of international shipping, so import de-
mand far exceeded available supply, providing innumerable opportunities

38 On these inflationary episodes, see pp. 111–13.
39 On price movements in the 1930s, see pp. 204–08.
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Table 8.3. Money, prices, and international reserves: annual average rates of
growth, 1939–1945 (in percentages)

Prices
Export Import Money Foreign

Country pricesa volumeb supplyc Retail Wholesale reservesd

Argentina 11.1 −16.0 17.7 5.0 12.3 22.8
Bolivia 9.3 +2.1 26.9 20.5 37.7
Brazil 15.9 +0.3 23.2 10.7 17.1e

Chile 3.5 −3.7 20.9 14.9 19.3f 22.0
Colombia 6.8 −2.1 21.6 8.1 39.5
Costa Rica 7.0 −2.5 19.6 9.8 11.4 30.9
Cuba n/a n/a 28.8 12.8 49.0
Dominican Republic 16.7 −5.2 29.1 16.0 19.1 52.2
Ecuador 17.1 +2.7 27.0 17.7 50.5
El Salvador 10.6 +2.0 23.4 15.3 27.6
Guatemala 5.0 −3.1 21.3 10.0 33.3
Haiti 13.3 n/a n/a 9.7 n/a
Honduras 1.3 0 20.9 20.4 51.8
Mexico 7.9 +13.8 25.5 13.4 30.6
Nicaragua 11.4 0 28.0g 27.3 34.6
Panama 14.5 +0.8 49.0 8.4 17.3
Paraguay 12.2 n/a 25.8 11.9 69.2
Peru 8.5 +0.6 24.2 10.5 12.9 24.2
Uruguay 9.6 −2.4 18.1 4.8 23.1
Venezuela 4.3 +2.4 16.4 4.7 6.3 26.0
Latin America 9.8 −0.7 19.6 12.6h 14.1h 29.6

a Based on unit value of exports.
b Based on quantum of imports.
c Currency and deposit money.
d Central Bank holdings of gold and foreign exchange (dollar equivalents).
e São Paulo only.
f Wages in manufacturing.
g Datum is for 1940–5.
h Unweighted.
Sources: CEPAL (1976); International Monetary Fund, Yearbook of International Financial
Statistics (various issues between 1946 and 1951).

for windfall profits for those lucky enough to be allocated licenses. The
quantum of imports delivered to Latin America fell by one-third between
1939 and 1942. Again, the republics traditionally supplied from Europe
suffered the worst, with Argentina seeing a two-thirds drop in the volume
of its imports between 1939 and 1943. Mexico, on the other hand, was able
to take advantage of its geographical position and its improved relationship
with the United States to increase the volume of its imports rapidly (see
Table 8.3).
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The sharp rise in dollar export and import prices was more than sufficient
to provoke cost-of-living increases in Latin America. However, the main
explanation for inflation in the war years was in fact a monetary one. The rise
in the value of exports was not matched by the rise in the value of imports
(despite the rise in their price), because the volume of imports fell (see Table
8.3). Latin America as a whole, as well as each of the twenty republics,
ran a trade surplus that swamped the outflow of factor payments (e.g.,
profit remittances) and imports of services (e.g., shipping). The net inflow
of gold and foreign exchange was swollen by capital receipts from the
United States to finance direct investments, military expenditure, and social
infrastructure.

The result was an abundance of foreign exchange that stood in marked
contrast to the scarcity of the 1930s. International reserves, held in part in
the United States, rose at a frenetic rate. Several republics managed to in-
crease the dollar value of their reserves at an annual rate in excess of 50 per-
cent between 1939 and 1945 (see Table 8.3). Every republic (except Panama)
managed an annual growth rate in excess of 20 percent. Indeed, the increase
in Argentina’s foreign assets alone was greater than the total stock of Latin
American reserves held at the end of 1939, although for those countries
still trading with Great Britain (including Argentina) part of the increase
consisted of blocked sterling balances in London.40

As exporters exchanged their foreign-currency earnings for local deposits
through the banking system, the money supply started to rise. This increase
in “money of external origin” drove up the money supply, and nominal
demand rose far in excess of the available supply of goods (itself restricted
by the decline in the quantum of imports). Thus wartime inflation was
inevitable.41 In a number of countries the problem was exacerbated by
fiscal policy that added a domestic component to inflationary pressures and
pushed prices to dangerously high levels.

The fiscal problem, which resulted in large deficits in a number of coun-
tries, arose for a number of reasons. On the revenue side, the fall in the
volume of imports led to a decline in customs duties. Although the im-
portance of customs revenue from imports had declined since the 1920s, in
1939 it still accounted for around 25 percent of government income in the
larger republics and more than 50 percent in the smaller countries. Import
tariffs were raised in many cases during the war, but the decline in the tax
base (the quantum of imports) was often so steep (see Table 8.3) that by the
end of the war customs duties had fallen to around 10 percent of total rev-
enue in the three largest republics (Argentina, Brazil, Mexico), with large

40 Following the outbreak of war, the pound sterling became inconvertible. Thus countries such as
Argentina, which had a trade surplus with Great Britain, were forced to accumulate sterling balances
in London that could not easily be spent. See Fodor (1986), pp. 154–70.

41 There is a good discussion of wartime inflation problems in Harris (1944), Chapters 6–7.
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reductions elsewhere. Governments were therefore forced to turn to other
means of increasing revenue.

The most appropriate taxes to use under wartime conditions were direct.
These had two advantages: they did not necessarily provoke price rises, and
they reduced disposable income and purchasing power, thereby bringing
nominal demand more into line with available supply. Direct taxes were still
something of a novelty in Latin America, however, and even those republics
which had introduced them before the war derived only modest yields
from them because the tax base (the number of individuals and corporations
liable to payment) was so small. Only Venezuela, with its tax on petroleum
companies, obtained a high share of state income from direct taxes, although
the widespread use of a profits tax in Colombia had pushed its yield to nearly
20 percent of all government revenue by the start of the war.42

Many countries made a major effort to raise revenue from direct taxes,
and progress was not negligible. The Vargas administration in Brazil in-
creased their yield from 8.5 percent of all revenue in 1939 to 26.5 percent
in 1945.43 Inevitably, however, the modest size of the base for direct taxes
forced governments to turn to other forms of taxation to increase revenue.
One popular, and almost invisible, source was the profit from the opera-
tion of multiple exchange-rate systems; by buying foreign exchange from
exporters at the lowest (official) rate and selling to importers at the highest
(free) rate, governments could turn a tidy profit. Such manipulations had
inflationary consequences, however, because they raised the domestic cur-
rency cost of imports. The same was true of the higher rates for indirect
taxes adopted universally by governments for consumer and other goods.
Thus government revenue – at least in nominal terms – did rise during the
war years despite the fall in imports, but the increase in indirect taxes, in
particular those on consumer goods, gave a further twist to the inflationary
spiral. Indeed, under wartime conditions it was fairly safe to assume that
firms would pass any increase in indirect taxes on to consumers through
higher prices.

The fiscal position would still have been manageable if government ex-
penditures had been carefully controlled. Indeed, the more conservative re-
publics (such as El Salvador and Guatemala) continued to keep a tight rein
on public expenditures and avoided large budget deficits, and Venezuela

42 On fiscal problems during the war years, see Wallich (1944).
43 Brazil was among the first countries in Latin America to be forced to move away from reliance on

import duties. In the early 1940s trade ratios declined sharply, and the share of consumer goods
in total imports dropped below 20 percent. At the same time, the Vargas administration, by then
committed to industrialization, had no desire to cripple manufacturing through high tariffs on
intermediate and capital-goods imports. Thus, o estado novo – the name used by Vargas after 1937
to describe his authoritarian regime – had to make extensive use of fiscal reform. See Villela and
Suzigan (1977), pp. 220–5.
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began to reap a richer harvest from foreign companies as a result of its
more aggressive oil policy. Generally, however, and for a variety of reasons,
governments chose to expand their activities in the war years even if this im-
plied a further increase in nominal demand and an addition to inflationary
pressures.

One reason for increasing public expenditures, adopted explicitly in
Colombia, was for countercyclical purposes. The first months of the war
brought real hardship for some branches of the export sector, and unem-
ployment was widespread. Public works, often targeted on rural areas, were
seen as an appropriate policy response in keeping with the new Keynesian
orthodoxy that was gaining favor throughout the world. As the export sec-
tor recovered and import supply fell, however; the additional purchasing
power implied by an expansion of government expenditures was wholly
inappropriate.

A more legitimate reason for increasing expenditures was the need for
investments in social infrastructure in order to increase domestic supply.
With the fall in imports the need for an increase in domestic supply was
paramount; however, domestic producers were often unable to expand out-
put because of deficiencies in transport, energy, and harbor facilities. Manu-
facturing, on the one hand, and intraregional trade, on the other, were parti-
cularly badly served by the social infrastructure inherited from the 1930s.
Without public investment, even if it did imply government borrowing, it
would have been very difficult to increase domestic supply.

Many republics chose the war years and the fight against the Axis powers
to increase military spending. Although U.S. military aid was generous
and covered part of the increase, it could not be expected to meet all needs.
Some republics had more prosaic reasons for increasing military spending.
Ecuador and Peru came to blows over a still-unresolved border dispute in the
Amazon jungle.44 And many of the Caribbean Basin dictators (for example,
Anastasio Somoza in Nicaragua) used the war as a cover for strengthening
their mechanisms of internal repression.45 In Argentina Perón was not slow
to reward the armed forces, whose military intervention had made it possible
for him to rise to power after 1943.46

Government-expenditure patterns were also sensitive to the political
changes of the war years. The alliance between the United States and the

44 War erupted in 1941 and proved to be a major embarrassment for the Pan-American movement.
Under strong U.S. pressure a peace treaty involving substantial territorial gains for Peru was accepted
in January 1942, but it was denounced in 1960 by Ecuador, and the matter was not finally resolved
until the late 1990s. See Humphreys (1981), pp. 125–6.

45 William Krehm, writing in the 1940s, has provided an excellent account of how many Caribbean
Basin dictators tried to use the war effort to enhance their own positions. See Krehm (1984).

46 Perón’s rise to power was intimately associated with his domination of the organized labor movement.
Nevertheless, the army was also a major beneficiary of the 1943 coup. See Potash (1980), Chap-
ter 3.
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Soviet Union had brought Communist parties and labor unions to promi-
nence in many Latin American republics. The reward for “responsible”
behavior by these institutions often took the form of progressive labor legis-
lation and increased social-security programs. Although not entirely new –
Uruguay had adopted its first public-sector pension scheme as early as
189647 – the wartime legislation marked a significant increase in social ex-
penditures, the beneficiaries of which were generally a relatively privileged
minority in urban areas. A well-designed social-security program should at
first increase government revenue by more than expenditure (as happened
in Chile in the 1940s), but the abuse of such systems was often widespread
and a drain on government resources from the start.48

The consequence of government expenditures rising more rapidly than
revenue was wartime budget deficits. In a few exceptional cases these deficits
were not inflationary: Argentina, with its well-developed domestic capital
market, was able to fund much of the deficit through the issue of bonds
to the nonbank private sector, and Colombia achieved the same result after
1942 through legislation that forced companies to invest excess profits in
government securities.49 Most of the republics, however, relied on borrow-
ings from the banking system, which led to monetization of the deficit.
Central-bank credits to government grew by more than 20 percent a year
from 1939 to 1945 in Brazil, Ecuador, Mexico, Paraguay, and Peru. Those
governments that were lucky enough to secure foreign borrowing to cover
budget deficits still faced inflationary pressures, because the proceeds could
not be spent entirely on imports.

The combination of soaring international reserves and rising budget
deficits resulted in a monetary explosion (see Table 8.3). Even those re-
publics with conservative fiscal policies (El Salvador, Guatemala, Venezuela)
suffered, because they tended to be the most open economies and therefore
the most likely to accumulate money of external origin. Although most of
the increase in the money supply came from external moneys (particularly
in the smaller Caribbean Basin republics), in a few republics (notably Brazil,
Chile, and Peru) the increase was mainly of domestic origin. This was also
true in Costa Rica, where the reformist Rafael Angel Calderón Guardia
administration ran huge budget deficits in support of its ambitious social
programs.50

The rapid rise in the money supply during the war years pushed up the
cost-of-living index in all republics. The increases in most republics were
far in excess of inflation rates in the United States and also exceeded the

47 This was a pension fund for teachers. The pension system was considerably extended under the
presidency of José Batlle y Ordóñez (1903–7, 1911–15), although provision had also been made for
accident insurance and unemployment benefits before the 1930s. See Mesa-Lago (1978), pp. 71–5.

48 The decade of the 1940s was one of the most active in the twentieth century for starting new
social-security programs. See Mesa-Lago (1991), Tables 1–2.

49 See Triffin (1944), pp. 105–7.
50 See Rosenberg (1983), Chapter 3.
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rise in import prices by a large margin. The cost-of-living index was not
always the best guide to inflationary pressures, however. This was partly a
reflection of its urban bias (in some cases it was confined to the capital city)
and limited coverage (it did not cover all types of households). Even more
important were the numerous attempts at price control by the authorities.
These efforts, aided in many cases by technical assistance from the U.S.
Office of Price Administration, could not eliminate inflation but did help
to repress it. Thus the annual average increase in retail prices (see Table 8.3)
was generally far below the increase in money supply – a difference that could
not be explained by the increase in real output. A more accurate indicator
of inflation was provided by wholesale prices, which were not subject to the
same degree of price control. In those republics that published both sets
of price changes, wholesale prices invariably outstripped the cost-of-living
index (see Table 8.3).

Price controls were not the only measures adopted to reduce the rate
of inflation, but they were the most effective. The Colombian measures to
sterilize the inflow of foreign exchange and to finance the budget deficit in
a noninflationary way, which we have already mentioned, were considered
too radical elsewhere. A few countries, particularly those with multiple
exchange rates, were prepared to see their currencies appreciate against the
U.S. dollar (e.g., Uruguay51) in an effort to lower the domestic currency cost
of imports, but currency appreciation was strongly resisted by exporters and
disliked by industrialists. It was also unpopular with finance ministers, for
whom it could mean a reduction in nominal tax receipts. Significantly, not
a single republic was prepared to see its official exchange-rate revalued, de-
spite the accumulation of foreign-exchange reserves. Similarly, no republics
were prepared to raise the central-bank discount rate sharply in an effort
to curtail monetary growth by the commercial banks. Monetary policy was
not only passive, it was also extremely accommodating.

The excess purchasing power implied by rapid monetary growth affected
assets as well as goods and services. Although stock-market indexes soared
in those republics with an exchange, the narrow market and the wide spread
between buying and selling rates made it unattractive to many investors.52

Of much greater interest was the urban property market: In many cities
land prices increased by a factor of ten or more during the war years.53

51 The free rate in Uruguay rose from 2.775 pesos per U.S. dollar in 1939 to 1.9 in 1945 – an
appreciation of 31.5 percent. The official rate was unchanged at 1.899, however.

52 The range of financial assets offered was narrow. The index of industrial shares in Chile, Peru,
and Venezuela, for example, was based on only ten or eleven stocks. See League of Nations (1945),
Table 103.

53 Brazil, where urbanization was proceeding rapidly, was particularly affected by the rise in land
values. The populations of Rio de Janeiro and São Paulo exceeded 2 million by the end of the 1940s,
although the largest city in Latin America remained Buenos Aires. On the growth of Latin American
cities in general, see Gilbert (1982).



Economic history of Latin America, second edition250

Rapid urbanization had been under way in the major Latin American
republics even before the war.54 The acceleration in the rate of growth of
population,55 coupled with the problems of the agricultural sector, had be-
gun to turn the rural labor shortage of the nineteenth century into the labor
surplus of the late twentieth century. Inward-looking policies in the 1930s,
which encouraged city-based activities, promoted rural–urban migration,
and the growth of manufacturing, services, and public administration in
the 1940s provided another major impetus. Owners of land and property
in the center of cities and in the surrounding areas received a windfall gain
from the explosion in real-estate prices: Many a postwar fortune could be
traced to this phenomenon.

The other side of this inflationary coin was the growing inequality in
the distribution of income. Although the owners of capital (including land)
clearly benefited from the rapid appreciation in the price of assets, only a
small number of wage and salary earners were able to protect their real earn-
ings from the ravages of inflation. These privileged groups included the
armed forces in a number of countries, where governments depended on
their goodwill for survival, and even some workers in manufacturing, where
competition from imports had ceased to be relevant in the firm’s pricing de-
cisions. Generally, however, most groups of workers saw their real wages and
salaries undermined by the rise in the cost-of-living index, which provoked
social unrest in the last months of the war.56

The postwar dilemma

The adaptation by the Western Hemisphere to wartime conditions and the
priority given by the United States to the economic needs of its southern
neighbors meant that for many Latin American republics the advent of
peace was not an unmitigated blessing. As Asian supplies returned to the
market the United States wound down its purchases of a number of primary
products from Latin America, and the elaborate mechanisms for channeling
goods, technical assistance, and capital from the United States – built up
under the auspices of inter-American economic cooperation – withered

54 The precise extent of urbanization in Latin America as a whole before 1950 is subject to a considerable
margin of error due to the different definitions used in each national census. Nevertheless, it has
been estimated that the rural population fell from 67 percent of the total in 1940 to 63 percent
in 1950. By then only Argentina, Chile, and Uruguay were classified as predominantly urban. See
Wilkie (1990), Table 644, p. 137.

55 The annual average rate of growth of the region’s population accelerated from 1.9 percent in the
1930s to 2.5 percent in the 1940s. A few countries (e.g., Costa Rica, Mexico, and Venezuela) even
reached or surpassed 3 percent per year. See Sánchez-Albórnoz (1977), p. 203.

56 The social and political movements toward the end of the war are considered in Bethell and Rox-
borough (1988); see also Bethell and Roxborough (1992).
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away. At the inter-American conference held in 1945 at Chapúltepec,
Mexico, the United States reaffirmed its belief in free trade to a skepti-
cal Latin American audience, and all wartime commodity agreements, such
as that for coffee, came to an end.57 The main priority for the United States
became the reconstruction of Europe; following the outbreak of the Cold
War in 1947 this goal became even more important. Official U.S. capital
now flowed to Western Europe, and it was made clear to Latin America that
financial support from the United States would have to come from private
sources.58

Latin America therefore saw its share of the market for U.S. imports
decline at the same time as the United States took a smaller share of Latin
American exports (see Table 8.1). This decline, similar to what happened
after the First World War, was predictable and unavoidable. The return to
peacetime conditions also wiped out many of the gains that Latin American
exporters had made in other Latin American countries, however. The share
of Latin American exports going to other Latin American republics fell
rapidly after the war (see Table 8.1), as manufactured imports from Europe
and the United States drove out the Latin American products.

Some decline in intra-Latin American trade was inevitable, but it was
made worse by exchange-rate policies. After the war years, during which
Latin American inflation rates were far above inflation rates in Europe and
North America, currencies were seriously overvalued. Local costs, including
wages in the manufacturing sector, had risen rapidly, but nominal exchange
rates remained virtually unchanged. This policy, defensible during the war
when devaluation would have been ineffective, was continued after 1945,
so by 1948 official exchange rates were still virtually unchanged. Under
such circumstances, with Latin American inflation rates still far above the
levels in the main trading partners, exporters of manufactured goods could
not compete in price; and price competition was essential to compensate
for inferior quality.

The decline in the proportion of exports going to the United States and
Latin America was matched by a rise in the European share. But the eco-
nomic reconstruction of Europe was at first fraught with problems, limiting
the volume of goods that could be bought from Latin America. Germany
remained devastated, France struggled to overcome wartime damage to its
factories, and Great Britain had to hastily abandon the ill-conceived plan
in 1947 to make sterling convertible.59 Only when the Marshall Plan was

57 The Chapúltepec conference was a disappointment for many Latin American countries, which hoped
that their wartime cooperation with the United States would be rewarded with a new economic
order in inter-American affairs. See Thorp (1992).

58 See Rabe (1988), Chapter 2.
59 The convertibility of sterling was forced on Great Britain by the United States, which was anxious

to restore more normal conditions in international finance, but it proved premature and had to be
reversed. See Horsefield (1969), pp. 186–7.
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Table 8.4. External trade indicators, 1945–1948 (1945 = 100)

Net barter Purchasing
Export Export Import terms power of

Country volumea valueb volumec of trade exports

Argentina 103 213 400 160 164
Bolivia 87 122 118 94 80
Brazil 121 179 165 96 116
Chile 100 160 139 119 118
Colombia 101 197 136 132 134
Costa Rica 167 397 110d 166 282
Cuba n/a 177 n/a n/a n/a
Dominican 104 188 145 118 120

Republic
Ecuador 98 196 162 159 157
El Salvador 118 214 158 88 107
Guatemala 100 170 191 109 108
Haiti 101 175 n/a n/a n/a
Honduras 146 196 176 84 127
Mexico 79 143 90 112 90
Nicaragua 217 380 148 129 267
Panama 175 254 95 99 176
Paraguay 48 126 n/a n/a n/a
Peru 82 153 121 111 94
Uruguay 70 147 130 115 88
Venezuela 155 313 314 157 235
Latin 110 199 175 117 128

America

a Based on value of exports at constant (1963) prices.
b Based on dollar value of exports.
c Based on quantum of imports;
d Affected by the 1948 civil war.
Source: CEPAL (1976).

launched in 1948, leading to a massive transfer of financial resources from
the United States, did the recovery of Europe become irreversible – and
even then the Cold War limited reconstruction to Western Europe.60

Under these circumstances it is not surprising that the volume of exports
from Latin America grew at only modest rates in the first few years after the
war. From 1945 to 1948 (see Table 8.4), only Brazil and Venezuela among
the larger republics managed growth in excess of 5 percent a year, and the
mineral exporters (Bolivia, Chile, Mexico, and Peru) did particularly badly.
Uruguay failed to take advantage of the reopening of the European market

60 The Soviet Union was originally intended to be a beneficiary of Marshall Plan aid, but the rapid de-
terioration in U.S.–U.S.S.R. relations after 1947 changed the situation completely. On the Marshall
Plan, see Scammell (1980), pp. 30–4.
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for its traditional products, and even Argentina – for whom the loss of the
European market in the war had been particularly serious – failed to make
much headway.

If the growth in export volumes was problematic, the rise in prices was
another matter altogether. Commodity prices, which had been artificially
restrained during the war, soared as trading conditions returned to normal.
A number of republics (see Table 8.4) saw export prices double in the first
three years after the war, and almost all republics enjoyed an increase of more
than 50 percent. Import prices were also rising, but in general not as fast
as export prices, so the majority of countries experienced an improvement
in the net barter terms of trade (NBTT).

This improvement in the NBTT was clearly exceptional, resting as it did
on the adjustment from war to peace. It would have been natural to expect
a modest deterioration after the supply of primary products from other
regions returned to normal. The outbreak of the Korean War produced
a further period of abnormal conditions, however.61 Export prices soared
again as stocks were accumulated in the expectation of wartime shortages,
and the NBTT for every Latin American country except Argentina hit a
peak during the early 1950s. Mineral exporters, facing a rapid increase in
demand for their products at the beginning of hostilities, benefited most in
the first part of the war; and coffee exporters enjoyed a steady rise in prices
and the NBTT, both of which peaked in 1954.

The rapid rise of export prices and the NBTT was partial compensation
for the poor performance of export volumes. As a result the international
reserve position – which had been so strong during the war years – remained
temporarily buoyant. However briefly, every republic enjoyed a period of
foreign-exchange abundance during which the balance of payments was not
a binding constraint on growth. Furthermore, the accumulation of foreign
exchange presented every republic after 1945 with an important decision:
how to spend the accumulated balances before their real value was eroded
by inflation. This was a crucial postwar dilemma.

One option was to use the foreign exchange to resolve the public external-
debt problem. Those republics – the majority – that had defaulted on their
foreign bonds in the 1930s had never repudiated the debt. Discussions
continued with bondholder committees in the United States and Great
Britain, although the foreign-exchange constraint in the 1930s ruled out any
permanent solution. With the accumulation of foreign-exchange reserves it
became possible to negotiate in earnest. At the same time the world inflation
of the 1940s and the rise in commodity prices were rapidly reducing the
real burden of the debt.

61 The Korean War (1950–4), and indirect confrontation between the United States and the Soviet
Union through the two halves of Korea, raised the very real prospect of a Third World War. Stock-
piling of strategic commodities by the developed countries was one immediate response.
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The incentive to negotiate with the bondholders was not fear of gov-
ernment reprisals. On the contrary, foreign governments had not been par-
ticularly energetic on behalf of the bondholders in the 1930s, and during
the Second World War the U.S. government had transferred official cap-
ital to Latin American republics irrespective of the status of the public
external debt. However, after 1945 the prospect of a resumption of normal
international capital flows acted as both a carrot and a stick for those gov-
ernments that still had not settled with their foreign creditors. Chile, in
particular, was quick to reach a settlement when it became clear that this
was a precondition for a loan from the newly created International Bank for
Reconstruction and Development (the World Bank).62

The decision to reach a settlement did not mean full payment. Unpaid
interest was never capitalized in any of the agreements, and the principal
was also reduced in a few special cases. In general the republics that had
defaulted agreed to resume debt service on the principle, but at very low
nominal rates of interest and with repayments stretched out over many years.
The agreements did not impose a major burden on any of the republics, and
in any case world inflation steadily reduced the real burden of debt-service
payments.

Argentina, not for the first time, was the exception. At considerable
sacrifice to itself, Argentina had serviced its external debt in full during
the 1930s, although it had not been rewarded with any significant new
capital inflows. The nationalist tide, which had led to the military coup
in 1943 and had swept Perón to the first of his presidential election vic-
tories in 1946, persuaded Argentine policymakers to convert all external
debt into internal securities, so the prewar foreign obligations of central,
provincial, and municipal governments had been redeemed in full by 1949.
This required Argentina to use a significant proportion of its accumu-
lated foreign exchange, thus reducing its options in comparison with other
republics.63

Argentina also spent a high proportion of its international reserves on
nationalizing foreign-owned properties. The most spectacular purchase was
that of the railway network, much of which had been in the hands of
British and (to a lesser extent) French companies since its construction
before the First World War. In 1948 Argentina spent the considerable sum
of £150 million ($600 million) for the British railway companies, which
is now widely thought to have been excessive. It should be remembered,
however, that Argentina financed the purchase through its accumulated and

62 Chile had been refused a $40 million loan by the World Bank in September 1946. Following the
announcement of an agreement with Chile’s creditors, the World Bank made a $16 million loan in
March 1948. See Jorgensen and Sachs (1989).

63 See Jorgenson and Sachs (1989).
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still-inconvertible sterling balances in London. Thus at the time both sides
thought they had secured a bargain.64

The nationalization of foreign-owned properties was not limited to Ar-
gentina. The larger republics, and even some of the smaller ones, brought
into public ownership numerous public utilities, transport companies, and
financial institutions, and some mining operations were also taken over.
Mexico used its accumulated foreign exchange to reach an agreement with
foreign companies over the terms of compensation for the expropriation of
the oil industry in 1938. In many parts of Latin America the combination
of buoyant international reserves and rising nationalism provided the ideal
chemistry for a shift in the balance between the private sector and the public
sector, and foreign capitalists were not the only ones affected.65

Debt settlement and nationalizations account for part of the disappear-
ance of foreign-exchange reserves after 1945, but the main reason was the
growth of imports. During the war all republics had been frustrated in
their efforts to secure imports, and a great deal of pent-up demand existed.
Households wanted access to consumer goods that had been unavailable
or for which imperfect substitutes had been used. Firms wanted capital
equipment to increase capacity and improve quality, and the shift from
agriculture to industry was generating a strong demand for imported raw
materials.

At first governments hoped that accumulated foreign-exchange reserves
would be sufficient to meet the postponed demand for all classes of imports,
but the immediate postwar growth proved to be excessive. In the three years
after the end of hostilities, the volume of Latin America’s imports grew by
a massive 75 percent (see Table 8.4) and the value by an unsustainable 170
percent. Argentina, where imports had been particularly sharply reduced
during the war, increased the volume of imports by 300 percent.66 Among
the major republics only Mexico, which had been the least affected by im-
port shortages before 1945 and where severe balance-of-payments problems
emerged as early as 1947, saw a drop in the volume of imports.

64 There is some speculation that Perón was convinced Great Britain would soon repudiate its sterling
liabilities, thus leaving Argentina with a worthless asset. Nor could Argentina expect any favors
from the United States, which was deeply hostile to the Perón administration in its first few years.
See MacDonald (1990), pp. 137–43.

65 Nationalization could also involve domestic capitalists. Thus Perón created the Instituto Argentino
para la Promoción y el Intercambio (IAPI), with a virtual monopoly on foreign trade, which displaced
many local firms. IAPI permitted the Peronist government to drive a wedge between foreign and
domestic prices for agricultural exports and to channel the profits into the industrialization program.
See Torre (1991), pp. 80–1.

66 Argentina had suffered the consequences of U.S. displeasure for its wartime neutrality – a policy
that led to a partial economic boycott in February 1942 and a particularly severe reduction in the
supply of many imports. See Escudé (1990), pp. 63–8.
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Much to the chagrin of policymakers the rate of growth of imports showed
no signs of abating, and difficult choices had to be made. If import growth
was to continue, foreign exchange would soon be exhausted unless the stock
of reserves could be replenished through export expansion and foreign-capi-
tal inflows. If, on the other hand, this option was ruled out on the grounds
that it was either not feasible or not desirable, the only alternative was to re-
strict the growth of imports. This basic choice provided every republic with
a major postwar dilemma.

Import restriction was not new in Latin America. Indeed, since 1929
such a policy had been adopted by force of circumstance throughout the
region and had contributed to widespread structural change and industrial
growth. It had been implemented by governments that tended to view
inward-looking development as a second-best option, however, and it lacked
theoretical and intellectual support. The most important book in support of
industrial protectionism, by the Romanian economist Mihail Manoilescu,
had been translated into both Spanish and Portuguese, but the author’s ideas
and his fascist sympathies had been discredited by the end of the war.67

The immediate postwar years brought a major shift in the policy debate
in much of Latin America, which encouraged a number of governments
(but by no means all) to adopt inward-looking development and import
restrictions as the best policy. The factors promoting this change were in-
ternal and external, intellectual and political, and their combined effect was
to undermine the theoretical case for export-led growth based on primary
products in many parts of the region.

One factor that had changed sharply since the 1920s was nationalism.
The experience of the 1930s, the collapse of the international trade and
payments system, and the willingness of the developed countries to exploit
their greater economic, political, and even military power in their relations
with Latin American states had all combined to produce a certain cynicism
with regard to models of development that required an open door to foreign
goods and capital. Hopes that wartime cooperation with the United States
would lead to a new and fairer postwar division of labor were quickly
dashed, and the tense wartime relationship between the United States and
Argentina had unleashed a wave of nationalism that placed a premium on
models of development which reduced dependence on foreign powers.68

A second factor was export pessimism. The problems faced by Europe
in the aftermath of the war were interpreted in much of Latin America as
evidence that it would be many years before the Old World again became a
major consumer of imported primary products. At first the failure to increase
European real incomes rapidly not only restricted the growth of demand

67 See Love (1994).
68 This helps to explain the attraction of industrialization in Argentina, which was seen by Perón as

a way of rewarding his urban supporters and reducing dependence on foreign powers at the same
time.
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but also made it more difficult to dismantle the protectionist cocoon in
which European agriculture was now draped. The Cold War brought the
very real threat of a Third World War that would have brought a further
major disruption to the fragile international trade and payments system.

Export pessimism was also reflected in the work of CEPAL,69 created in
1948 with Raúl Prebisch in charge from 1950.70 The first regional orga-
nization to be concerned with Latin American rather than Pan-American
problems, CEPAL was associated from its very first documents with the
idea that Latin America’s NBTT were subject to secular decline, that the
appropriate policy response was inward-looking development, and that this
in turn necessitated an increase in the barriers to imports in order to pro-
mote industrialization. Although the theoretical and empirical basis of the
Cepalista model turned out to be weak,71 it nevertheless helped to shift the
balance of the policy debate in a number of republics away from export-led
growth and toward import restrictions.

The most compelling argument in favor of import restrictions was a
shortage of foreign exchange, however. By the end of 1948 Argentina had
exhausted most of its gold holdings and much of its foreign currency re-
serves. As early as 1947 Brazil was forced to adopt a system of import licenses
in order to ration the use of foreign exchange.72 In Mexico the balance-of-
payments situation became so serious that the exchange-rate was devalued
sharply in 1948 and again in 1949, losing almost half its value against the
U.S. dollar in just over one year.73

A variety of factors therefore combined to make a model of development
based on inward-looking development more attractive. Yet the response in
Latin America was far from homogeneous. A few republics – Argentina,
Brazil, Chile, and Uruguay – adopted the new model consistently and en-
thusiastically, but a number of others – including Colombia and Mexico –
tried to combine the inward-looking model with policies that would also
promote exports. The small republics, together with oil-rich Venezuela,
were not affected by export pessimism and at first saw no reason to de-
part from traditional export-led growth based on primary products. Finally

69 At first the U.N. Economic Commission for Latin America (ECLA) was concerned exclusively with
problems of the Latin American republics. Following decolonization in the Caribbean Basin, a
number of former British colonies joined the organization, so in the 1970s ECLA became ECLAC –
the Economic Commission for Latin America and the Caribbean. Since the Spanish acronym, CEPAL,
did not change, it is usually used in preference to ECLA or ECLAC in this book.

70 The first director of CEPAL was the Mexican Gustavo Martı́nez Cabañas (1949–50), although
Prebisch was the first to be offered the position. Prebisch did, however, move to Santiago in 1948
in order to write the introduction to CEPAL’s first Economic Survey of Latin America. See ECLA
(1949). Prebisch was the executive secretary from 1950 to 1963. See ECLAC (1988), p. 15.

71 The literature on this subject is huge. See, for example, Spraos (1983), Diakosavvas and Scandizzo
(1991), and Powell (1991).

72 See Kahil (1973), pp. 250–8.
73 See Gold (1988), pp. 1128–30.
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Bolivia, Paraguay, and Peru, having begun the immediate postwar years
with ill-designed policies that discouraged exports without doing much for
import-competing sectors, eventually switched to outward-looking policies
based on export diversification. The latter was also adopted in Puerto Rico,
where Operation Bootstrap provided massive incentives for U.S. firms to
establish manufacturing subsidiaries, the output of which was then reim-
ported tariff free into the U.S. mainland.74

The new inward-looking model implied restrictions on imports. This was
achieved through import licenses, higher tariffs, and a complex system of
exchange rates that reserved the lowest rate for essential imported inputs and
the highest rate for luxury consumer goods. In the republics that followed
inward-looking development the spread between the highest and lowest
exchange-rate was high and became higher. In Argentina the 34 percent
spread in 1945 had become 452 percent by 1951, at which point no fewer
than seven exchange rates were in existence.75 A similar pattern was found
in Bolivia, Brazil, Chile, Paraguay, and Uruguay. By contrast, Colombia
and Mexico – anxious to avoid damage to their export sectors – had both
devalued and substantially unified their exchange rates by the early 1950s.76

The import restrictions adopted under the inward-looking model were
extremely effective. Despite the improvement in the NBTT and the impact
of the Korean War on commodity prices, the volume of imports had peaked
as early as 1947 in Mexico, 1948 in Argentina, 1949 in Chile, and 1951 in
Brazil and Uruguay. Furthermore, the restrictions had the desired effect of
changing the structure of imports in favor of producer goods. The proportion
of imports accounted for by consumer goods fell sharply in all inward-
looking countries, dropping below 10 percent in Argentina and Brazil by
the early 1960s.77

The outward-looking model survived, but it was now confined to the less
important republics. Import restrictions were much less severe in this group
of countries, multiple exchange rates were less common, and exchange-
rate stability was widespread. At first the volume of imports increased
steadily, in line with improvements in the NBTT and the purchasing power
of exports (PPE). As the NBTT started to decline after the Korean War,
however, opposition to an inward-looking model began to wane; by the mid-
1960s every Latin American republic – even those that promoted exports –
included in its arsenal a formidable battery of instruments to restrict imports
and to encourage the import-competing sectors (see Chapter 9).

74 Operation Bootstrap transformed the productive structure of Puerto Rico, with industry replacing
agriculture as the most important sector. See Dietz (1986), Chapter 4.

75 On Peronist economic policies, see Gerchunoff (1989).
76 On Mexican exchange-rate policy, see Solı́s (1983), pp. 118–22. For Colombia, see Ocampo (1987),

pp. 252–62.
77 See Grunwald and Musgrove (1970), p. 20.
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The new international economic order

From an early stage in the war the main Allied powers – in particular
Great Britain and the United States – had begun to plan for the postwar
period. All parties wanted to avoid the errors, mistakes, and beggar-my-
neighbor policies of the interwar years. There was widespread recognition of
the need for international supervision of balance-of-payments corrections,
for mechanisms to promote exchange-rate stability, for new instruments to
promote international capital flows, and for a global organization to over-
see the elimination of barriers to international trade. There was also wide-
spread recognition, at least during the war, of the need to promote orderly
markets in primary commodities and to avoid damaging swings in com-
modity prices.

The first real progress toward the establishment of a new international
economic order came at the Bretton Woods Conference in July 1944.78

As the world’s greatest creditor nation and with its economy enormously
strengthened by wartime increases in production, the United States was in a
unique position to dictate terms at the conference. Although almost half of
the participating countries were Latin American, their ability to influence
the final outcome was minimal. Even Great Britain, crippled by debt and
war damage, was unable to win support for the radical ideas preferred by
John Maynard Keynes.79

Bretton Woods therefore reflected U.S. preferences and priorities, includ-
ing the creation of two new international organizations that would operate
under United Nations auspices: the International Monetary Fund (IMF)
and the International Bank for Reconstruction and Development (IBRD,
or World Bank). Unlike League of Nations organizations, many of which had
been housed in neutral Switzerland, these new organizations (later known
as the “heavenly twins”) were to be based in Washington, D.C. – a reflec-
tion of the new global balance of power. Trade issues, including commodity
agreements and price control, were considered of secondary importance by
the United States and were therefore postponed to a later conference.80

The postponement of trade issues did not unduly concern the Latin
American participants at Bretton Woods, who were in general enthusi-
astic supporters of the new organizations. Indeed, all republics joined the
“heavenly twins” virtually as founder members (except Haiti and Argentina,

78 See Van Dormael (1978), Chapter 16.
79 See Harrod (1951), Chapters 13–14. As the representative of a debtor nation with a weak balance-of-

payments position, Keynes favored the creation of an international reserve currency, Bancor, which
could be issued by fiat and which would have eased the liquidity problems of deficit countries.

80 Keynes was sensitive to the problems faced by primary-product exports, however, and at Bretton
Woods he advocated a scheme for the stabilization of primary-product prices.
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which joined in 1953 and 1956, respectively81). At first the IMF was widely
supported in Latin America because borrowings from the fund were made
automatic up to a certain level and because the conditions attached to ad-
ditional borrowings were left undetermined at Bretton Woods. The right
to borrow offered the possibility of avoiding painful adjustment programs
every time an external shock to the balance of payments occurred, and it
also avoided the need to maintain large foreign-currency reserves earning
negative real rates of interest.82

Although some reservations were expressed by the region’s economists at
the IMF’s commitment to fixed exchange rates, Latin American republics
demonstrated unreserved enthusiasm for the World Bank. In a postwar
environment in which bond finance had collapsed and direct foreign in-
vestment from Europe was ruled out by reconstruction of the Old World,
the creation of a genuine multilateral organization committed to project
loans appeared to provide Latin America with a counterweight to exclusive
reliance on U.S. capital. Indeed, some of the World Bank’s first loans in
1948–9 went to Latin American republics (Chile and Colombia), and the
bank undertook a stream of high-level research in numerous republics that
was aimed at identifying priority areas for public investment.83

Results fell short of expectations, however. Both the IMF and the World
Bank, with voting power determined by share ownership,84 gave a much
higher priority to Europe than to Latin America, so the counterweight to
dependence on U.S. capital was slight in practice. Furthermore, it was clear
from the beginning of the Cold War that Latin America would not be a
high priority for official U.S. capital flows and that the region would have to
look to U.S. private capital to meet developmental and balance-of-payments
requirements. Inevitably, therefore, Latin American attention began to turn
to the international trade issues that had been postponed at Bretton Woods.

The first step toward the creation of an International Trading Organiza-
tion (ITO), the third pillar in the planned new international economic order,

81 Because participation at Bretton Woods was restricted to independent countries that supported the
Allied war effort, only forty-five delegations attended the crucial conference. Nineteen of them were
from Latin America. Argentina did not participate, and membership had to be delayed until Perón
was overthrown. Haiti’s agreement to Bretton Woods was postponed for “technical” reasons. See
Horsefield (1969), p. 117.

82 With dollar prices rising continuously after 1939 and a zero nominal return on international reserves,
the real rate of interest was bound to be negative. Even when dollar inflation returned to modest
levels at the end of the 1940s, the loss of real purchasing power on foreign-currency reserves was
not negligible.

83 One of the best known is the report on Colombia compiled by Lauchlin Currie [see World Bank
(1950)], which contributed to the long association of the author with numerous Colombian gov-
ernments. See Sandilands (1990).

84 Votes were proportional to quotas, and the original quotas gave the nineteen Latin American
republics (i.e., excluding Argentina) 7.9 percent of the total compared with 31.25 percent for the
United States and 14.8 percent for the United Kingdom. See Horsefield (1969), p. 96.
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took place in 1947 with the signing in Switzerland of a General Agreement
on Tariffs and Trade (GATT) as a prelude to a wider conference to examine
all issues related to trade policies. This crucial conference took place in
Havana between November 1947 and March 1948, with Latin American
republics much in evidence. Indeed, Chile and Brazil joined forces with
Australia and India to press for special concessions on international trade
and investment for developing countries – a group whose special interests
were now being acknowledged for the first time.85

The Havana Charter, signed by fifty-three of the fifty-six countries
present, went part of the way toward meeting Latin American concerns
on international trade in general and primary commodities in particular.86

However, the United States never ratified the charter, Great Britain post-
poned its decision until the United States made up its mind, and the whole
idea of an ITO soon faded into obscurity. The world was left only with
GATT, which initially commanded so little interest that only twenty-three
countries – three of which (Brazil, Chile, and Cuba) were in Latin America –
bothered to ratify the treaty. In the early 1950s a few other Latin American
republics (Nicaragua, the Dominican Republic, Haiti, Peru, and Uruguay)
joined GATT, but the majority of the republics, including some of those
who had joined, considered the organization irrelevant and incapable of
addressing the trade issues of primary concern to Latin America.

The perceived irrelevance of GATT stemmed from its inability to tackle
the issues of trade in primary products. Agriculture was excluded from its
terms of reference, so that it was in no position to tackle the numerous tariffs
and nontariff barriers facing exporters of primary products. By contrast,
trade in manufactures was addressed as a matter of urgency by GATT, with
drastic cuts in trade barriers being applied by most member states.87

The failure of GATT to tackle the problems of international trade in
primary commodities served to stiffen the resolve of those Latin American
republics that were committed to inward-looking development. After more
than a century of export-led growth, the most important republics had lost
faith in the ability of the international marketplace to provide the neces-
sary stimulus for growth and development. And yet, just as much of Latin
America was turning inward, the world was about to embark on a remark-
able twenty-five-year (1948–73) upswing that reestablished international

85 Concurrent with the notion of developing countries as a separate bloc was the recognition of
development economics as a separate subdiscipline. See Arndt (1985), pp. 151–9, and the personal
accounts of many of the pioneers of development economics in Meier (1984, 1987).

86 See Scammell (1980), p. 45.
87 The exclusion of agriculture from GATT provisions was due to a number of factors. The most

important was the climate of insecurity that prevailed at the time, which made developed countries
in particular reluctant to sacrifice access to food supplies on the altar of free trade. See Winters
(1990), pp. 1288–1303.
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trade as the engine of growth for most developed countries and many de-
veloping ones.

Several factors contributed to the dynamism of international trade in
the postwar period. By the end of the 1940s Marshall Plan aid had eased
the balance-of-payments problem in Europe, had helped to raise the rate
of capital accumulation, and had accelerated the process of reconstruction.
Currency reform in Germany and devaluation in France and Great Britain
eliminated disequilibria in exchange-rate parities and paved the way for re-
newed exports from Europe to pay for the massive purchase of manufactured
goods from the United States. In Asia commodity supply and purchasing
power gradually returned to normal, and Japan, its defense spending now
crippled by the constitution, pushed resources into productive investment
at an unprecedented rate.88

GATT, prevented by its articles from tackling primary commodity trade
and services, threw its energies into reducing the barriers to trade faced by
manufactured goods. In a series of “rounds,” tariff and nontariff barriers were
progressively eliminated on those manufactured goods deemed of special
importance to GATT members. With Latin America in self-imposed exile,89

GATT negotiations reflected the interests of the developed countries that
dominated the organization, and barriers to trade on manufactured goods of
particular interest to developing countries either fell slowly (e.g., processed
foods) or increased (e.g., textiles).

GATT stood for nondiscrimination, multilateralism, and most-favored-
nation treatment. An exception was permitted in the case of free trade areas
or customs union, however. The countries of Western Europe, determined
to create conditions that would render another war impossible, exploited
this opportunity to promote regional integration through the European
Economic Community (EEC) and the European Free Trade Area.90 The
Soviet Union, though not a member of GATT, promoted its own version of
regional integration through the Council for Mutual Economic Assistance,
and trade between the countries of Eastern Europe rose rapidly as a result.

The reduction in the barriers to trade produced an unprecedented in-
crease in world exports and imports. The value of international trade rose at
an annual rate of 9.7 percent between 1948 and 1973, and the increase in
volume was only slightly lower. Yet the trade was increasingly concentrated
among the handful of developed countries that specialized in manufactured

88 On postwar reconstruction in the developed countries, see Scammell (1980), Chapter 5.
89 Many Latin American republics (e.g., Costa Rica, Mexico, and Venezuela) refused to join GATT

until the 1980s or even later.
90 The European Economic Community (EEC), which became the European Community (EC) in the

1980s and the European Union (EU) in the 1990s, was established with six members [Belgium,
France, (West) Germany, Italy, Luxembourg, and The Netherlands] by the Treaty of Rome in 1957.
Great Britain, which at first found its imperial commitments inconsistent with EEC membership,
formed the European Free Trade (EFTA), with Austria, Denmark, Norway, Sweden, and Switzerland,
in 1960.
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Table 8.5. Latin America’s shares of world and regional exports,
1946–1975 (in percentages)

Share of total world exports
Country shares of total Latin American exports

Total Latin Major All other
Year America countriesa republics Argentina Brazil Cuba Mexico Venezuela

1946 13.5 8.9 4.6 25.5 21.2 11.6 6.9 11.1
1948 12.1 7.3 4.8 24.5 18.2 11.2 5.7 17.2
1950 10.7 6.7 4.0 18.4 21.2 10.4 8.3 14.5
1955 8.9 4.9 4.0 11.8 18.0 7.7 9.9 23.0
1960 7.0 3.5 3.5 12.8 15.0 7.2 9.0 27.2
1965 6.2 3.2 3.0 13.9 14.9 6.4 10.4 22.8
1970 5.1 2.8 2.3 12.0 18.5 7.1 9.5 17.7
1975 4.4 2.2 2.2 8.2 24.0 8.1 8.0 24.3

a Includes Argentina, Brazil, Chile, Colombia, Mexico, and Uruguay.
Sources: Derived from International Monetary Fund, Yearbook of International Financial
Statistics; CEPAL (1976).

exports. Whereas as late as 1955 the trade in manufactured products be-
tween developed countries had accounted for a third of world trade, this had
risen to nearly half by the end of the 1960s. Furthermore, the developed
countries also surpassed the developing countries in the value of primary-
product exports, so their total contribution to world trade had reached over
80 percent by 1969.91

The new international economic order therefore benefited primarily the
developed countries. Only by participating in the spectacular growth of
manufactured exports, as some Southeast Asian countries began to do from
the late 1950s,92 could the developing countries hope to extract major ad-
vantages from the expansion of world trade. Yet trade in primary products
was not stagnant. Although very much the junior partner in the expan-
sion of international trade, primary-product exports still managed to grow
between 1950 and 1970 at 6 percent a year. This was impressive by histor-
ical standards and guaranteed those developing countries that maintained
market share at least some benefits from the expansion of world trade.

A number of developing countries did indeed reap a modest harvest from
the expansion of primary-product exports, but the major Latin American
republics chose a different path. As a result Latin America’s share of world
exports fell steadily (see Table 8.5). Latin America, with 6.5 percent of the

91 See Scammell (1980), Table 8.5, p. 128.
92 The countries were Hong Kong, Singapore, South Korea, and Taiwan – collectively known as “the

four dragons.” By the 1990s the four had become eight, with the inclusion of Indonesia, Malaysia,
the Philippines, and Thailand, or nine if the special case of the People’s Republic of China is also
taken into account.
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world’s population, accounted for 13.5 percent of the world’s exports in
1946, but this share had fallen below 10 percent by 1955 and to 7 percent
by 1960. Indeed, by 1965 the region’s share of world exports had fallen be-
low its share of population – perhaps for the first time since independence.
With Latin America’s share of world imports in a similar decline, the re-
gion was becoming increasingly divorced from the international trading
system.

The decline in Latin America’s share of world trade was not entirely due to
inward-looking policies, and in any case not all republics eschewed export-
led growth (see Chapter 9). Part of the problem was the concentration
of Latin American exports in primary products at a time when primary-
product trade was growing less rapidly than world trade. Following the
Korean War, when the region’s terms of trade had peaked, primary-product
prices fell relative to the prices of manufactured goods. This decline in
the NBTT lent support to those who accepted the hypothesis, vigorously
espoused by CEPAL, of a long-run secular decline in the NBTT of primary-
product exporters, and it was indeed a source of difficulties until the com-
modity price boom of the 1970s.93

An additional problem faced by Latin American primary-product exports
was protection for agriculture in the developed countries and the discrim-
ination of European powers in favor of former colonies. Neither was new,
but the EEC’s Common Agricultural Policy94 was another blow to exporters
of temperate products from Latin America, and the mantle of protection
surrounding U.S. and Japanese farmers was an additional irritant.95 Euro-
pean imperial preference was phased out, but in its place the EEC adopted a
scheme giving tariff and other preferences to exports from a number of devel-
oping countries in competition with Latin America. The Lomé Convention,

93 The hypothesis of a long-run secular decline in the ratio of primary-product to manufactured-goods
prices – still controversial – must be separated from the decline that almost all primary-product-
exporting countries faced in the two decades after the early 1950s. This was hardly surprising in view
of the high prices enjoyed by primary products as a result of the Korean War, but the subsequent
decline in the NBTT inevitably imposed strains on the balance of payments. This was used by
CEPAL in numerous publications as prima facie evidence of the validity of the long-run hypothesis.
See, for example, ECLA (1970), pp. 3–31.

94 The Common Agricultural Policy (CAP) was established by the 1957 Treaty of Rome. At the time,
the EEC was a net importer of foodstuffs, so the first impact of the CAP’s high support prices for
domestic farmers was ISA and trade diversion. The CAP was so effective, however, that the EEC was
rapidly converted from a net food importer to a net food exporter, with major repercussions in the
world markets for many commodities (e.g., sugar, beef, and wheat) of importance to Latin America,
On the CAP, see Pinder (1991), Chapter 5.

95 U.S. farmers had received a large increase in protection under Roosevelt’s New Deal, and the
structure of deficiency payments survived into the postwar period. Japanese rice farmers were so
highly protected that the local price has regularly exceeded the world price by a factor of four or
five. See World Bank (1986), Chapter 6.
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Table 8.6. Commodity share and rank of total Latin American exports
(in percentages)a

Commodity 1934–1938 Rank 1946–1951 Rank 1963–1964 Rank

Coffee 12.8 2 17.4 1 15.0 2
Oil 18.2 1 17.3 2 26.4 1
Sugar 6.1 4 10.2 3 8.6 3
Cotton 4.5 8 4.7 4 4.3 6
Copper 4.7 7 3.4 8 4.9 4
Wheat and wheat flour 5.1 6 4.2 6 1.7
Beef and cattle 5.7 5 4.4 5 4.4 5
Wool 4.3 9 3.7 7 2.0 9
Maize 6.3 3 2.0 2.0 10
Fish and fishmeal 0 0.1 2.4 8
Hides 3.5 10 3.2 9 0.5
Iron ore 0 0.1 2.8 7
Forest products 1.0 2.3 10 1.0
Subtotal 72.2 73.0 76.0
20 Productsb 80.4 79.3 81.8

a Only the top ten products in each period have been ranked.
b Listed products plus cacao, bananas, lead, zinc, tin, oil/oilseeds, and nitrates.
Source: Derived from Grunwald and Musgrove (1970), Table A.6, p. 21.

as it was eventually called, excluded all Latin American republics until Haiti
and the Dominican Republic were allowed to join in 1989.96

Although the global obstacles surrounding trade in primary products
were significant, they were not sufficient to explain the poor performance
of Latin American exports. Not only did the rate of growth of the region’s
exports fall far below the rate of growth of world trade, it also fell short of
the rate of growth of all developing countries and even fell below the rate
of growth of all Western Hemisphere developing countries.97 Although
world trade in many primary products (e.g., cotton) was still relatively free,
the region remained dependent on a handful of primary products in which
it proved impossible to maintain – let alone increase – market share.

In the late 1930s (see Table 8.6) a mere twenty commodities accounted
for 80 percent of Latin American exports – and this figure was virtually

96 The Lomé Convention was established shortly after Great Britain (along with Denmark and the
Republic of Ireland) joined the EEC in 1973. It grew out of the Yaoundé Convention, which had
allowed France to maintain the links to its colonies through the EEC in a network of preferential
arrangements. With so many Caribbean countries linked to Europe through Lomé, the EEC even-
tually accepted the case for membership by the Dominican Republic and Haiti, leaving only Cuba
and Puerto Rico without a formal tie. See Pinder (1991), pp. 177–81.

97 This was possible because a number of Caribbean countries (e.g., Trinidad and Tobago) were classified
as part of the Western Hemisphere group of developing countries without being part of Latin
America.
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unchanged nearly thirty years later. Indeed, commodity concentration was
even greater than these figures imply, because the top ten commodities ac-
counted for nearly 70 percent of exports and the top five for nearly 50 per-
cent. Thus in the absence of export diversification the growth of Latin
American exports was determined by the performance of a handful of com-
modities.

Some of these commodities (e.g., sugar and maize) faced insuperable
problems in world markets as a result of protection and discrimination, but
others (e.g., oil and cotton) enjoyed favorable income elasticities and were
relatively unaffected by trade barriers. If, however, we examine Latin Amer-
ica’s world market share after the late 1930s for the ten leading products,
we find only two (cotton and copper) that recorded an increase in the thirty
years after 1934–8. Market share was lost in coffee, oil, sugar, wheat, beef,
wool, maize, and hides.

In some cases the loss of market share was enormous. Thus despite the
growth of Venezuela’s oil income in the 1950s, Latin America’s share of
world oil exports fell from 53 percent to 29 percent in fewer than thirty
years as cheaper Middle East production came on stream. Aggressive inward-
looking policies, particularly in the Southern Cone, pushed down the re-
gion’s market share in wheat, beef, and wool to levels that could not possibly
be explained by trade discrimination alone. Indeed, under Perón Argentina
felt obliged to pass laws forbidding the domestic consumption of meat on
certain days in a desperate – if unsuccessful – attempt to discourage the
switch of production from world to domestic markets.98

A few countries gained market share, but they were mainly small re-
publics whose export performance had little impact on the regional totals.
The same was true of export diversification, where the main success stories
were found in Central America, the Dominican Republic, Ecuador, and
Peru. In many cases one Latin American country’s gain was simply an-
other’s loss. The gain in world market share for coffee by Central America,
Ecuador, the Dominican Republic, and Mexico partially offset the huge loss
by Brazil, although African exporters gained as well. The sugar gains in the
1960s were often a simple reflection of the real location of the U.S. import
quota for Cuba after the rise of Fidel Castro.99

The secular boom in world trade could not last forever, and the volume
rate of growth declined significantly after the first oil crisis in 1973. Yet
in almost every year after 1945 world trade rose faster than world GDP,

98 This was coupled with tax and other incentives for exporters. See Gerchunoff (1989), pp. 71–8.
99 The reallocation of Cuba’s sugar quota to the rest of Latin America in 1960 was one of the first

retaliatory measures taken by the United States following the deterioration in relations between the
two countries after the Cuban Revolution. Because so many Latin American countries benefited, the
United States saw it as a useful device for securing the votes needed in the Organization of American
States (OAS) to expel Cuba in 1962. See Domı́nguez (1989), pp. 23–6.
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providing opportunities for those countries whose export structure had
adapted to the new pattern of demand. The most dynamic branches of world
trade were found in manufactured goods, and Latin American countries were
slow to awaken to the new realities. Even those republics whose postwar
export performance was satisfactory still specialized in primary products.

Puerto Rico, exploiting its unique relationship with the United States,
had turned manufactured exports into a new engine of growth by the 1950s.
However, duty-free access to the U.S. market and the almost unlimited
supply of U.S. capital led most policymakers to dismiss the relevance of the
Puerto Rican model. In the 1960s, when Mexico began to enjoy considerable
success with manufactured exports to the United States from maquiladoras
(assembly plants)100 on the northern frontier, a number of policymakers in
the rest of Latin America began to take export promotion more seriously.
The success of the Southeast Asian economies in combining growth and
equity on the back of manufactured exports was an additional invitation for
policy reform.101 Yet it took the debt crisis in the 1980s to finally convince
all of the republics in the region that a major effort had to be made to break
the dependence of exports on a handful of primary products (see Chapter
11).

Latin America therefore lost out on the opportunities created by the
secular postwar boom in international trade. The limited success of a hand-
ful of smaller republics in promoting primary-product exports could not
disguise the fact that the region as a whole had lost market share. Just as
Latin America had promoted export specialization in the 1920s at a time
when some shift of resources to the nonexport sector would have been more
prudent, so did the region withdraw from the world market after 1945 at
a time when export promotion offered enormous opportunities. On each
occasion the “market” proved an elusive guide to resource allocation, with
policymakers filling the vacuum and intervening to shift relative prices in
the desired direction.102 The case for inward-looking development had been
credible in the uncertain environment of the late 1940s, but it looked much
less plausible a decade later and was almost indefensible by the 1960s. The
region paid a high price for the failure to adapt policy more quickly.

100 On the early growth of the industry, see Sklair (1989), Chapter 3.
101 The most common measure of income inequality, the Gini coefficient, was significantly lower in

the four Asian dragons compared with Latin America in the 1950s, and the disparity widened in
the subsequent years. See Fields (1980), Chapter 5.

102 By the late 1940s the complex structure of multiple exchange rates, tariffs, quotas, and licenses in
many countries – not to mention the state marketing boards in Argentina – often made changes
in domestic policy instruments more relevant for exporters than changes in world market prices.
The impact of a small change in the world market price could easily be swamped, for example, by
a decision to move the commodity to a different exchange-rate.
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Inward-looking development in
the postwar period

By the beginning of the 1950s, and even more so by the end of the Korean
War, the Latin American republics were faced with a clear choice: to opt
explicitly for an inward-looking model of development that would reduce
their vulnerability to external shocks or to press ahead with export-led
growth on the basis of some combination of export intensification and
export diversification.1

This choice was not made in a vacuum. Each option favored different
groups within society, giving a political twist to most of the economic ar-
guments. At the same time, international and regional institutions pressed
hard to influence the outcome. Although the International Monetary Fund
(IMF) favored outward-looking policies as a solution to balance of payments
problems, the Economic Commision for Latin America (CEPAL), under the
dynamic leadership of Raúl Prebisch, defended inward-looking policies.
With the deterioration in the net barter terms of trade (NBTT) after the Ko-
rean War (a key feature in CEPAL’s case for inward-looking development),
the intellectual pendulum began to swing toward import-substituting in-
dustrialization (ISI). Yet many governments were still reluctant to abandon
export-led growth altogether, in recognition of the key role still played by
the export sector in economic, social, and political terms.

For a number of republics that had built up a significant industrial base
(Argentina, Brazil, Chile, Colombia, Mexico, and Uruguay) the solution
was simple. The series of shocks – some favorable, but mainly hostile –
to which their export sectors had been exposed since the late 1920s had
generated a strong reaction against export-led growth and a broad measure
of support for policies explicitly favoring industrialization. CEPAL had
appeared to provide the theoretical justification for such policies, and ISI
had already demonstrated its ability to generate rapid growth of output
and employment in the manufacturing sector. Indeed, the “easy” stage of

1 “Export intensification” refers to an emphasis on traditional exports, raising their share of GDP
and – in some cases – of total exports. “Export diversification” refers to the promotion of nontraditional
exports.
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ISI was already complete in these republics, for import suppression had
reduced the share of consumer goods in total imports to modest levels.2

The other republics faced a greater dilemma. A few (Bolivia, Paraguay,
Peru) had flirted with inward-looking policies in the first years after the
Second World War, but the results had been disastrous – a collapse of
foreign-exchange reserves, supply-side bottlenecks, and inflationary pres-
sures. Peru adopted export-led growth with enthusiasm following a military
coup in 1948, but the return to orthodoxy in Bolivia and Paraguay was to
prove a long, drawn-out, and painful affair. Elsewhere the absence of a sig-
nificant industrial base was seen as a critical obstacle to inward-looking
policies, and the export-led model was at first retained – with varying
degrees of conviction among the republics concerned. Both Venezuela (a
winner in the commodity lottery) and Cuba (a loser) relied on export in-
tensification (oil and sugar, respectively) to sustain the rate of growth of
foreign-exchange earnings, while most of the other republics looked to
export diversification.

The rate of growth of gross domestic product (GDP), and even GDP
per head, was not unimpressive for many members of both groups, but
dissatisfaction became widespread in the 1960s. The inward-looking group
was racked by balance-of-payments crises, inflationary pressures, and labor
strife. The outward-looking group also suffered from balance-of-payments
problems and vulnerability to adverse external conditions. Both groups,
therefore, saw regional integration as a partial solution to their problems. For
the inward-looking group it provided an opportunity for export promotion
without the full blast of international competition; for the outward-looking
group it provided an opportunity for industrialization through regional ISI.

Each group shared one feature – an unequal distribution of income and
wealth. Inherited from an earlier period, the distribution of income failed to
improve significantly and in some cases deteriorated even further. New data
sources, on both income and wealth concentration, revealed what many had
always believed – that inequality was more marked in Latin America than
in other parts of the world. The inability of the bottom deciles to provide an
effective market for many goods and services was seen by some as an obstacle
to further growth and development, but most attempts to improve the
distribution of income and wealth were ineffective. Only Cuba, following
the adoption of revolutionary socialist policies after 1958, experienced a
major change in the share of income received by the poorest, although the
price paid – stagnation of real consumption per head and confrontation
with the United States – was a high one.

2 By 1948–9 the share of consumer goods in total imports was 13 percent in Argentina, 16 percent in
Brazil, 12 percent in Chile, 20 percent in Colombia, and 17 percent in Mexico. See Grunwald and
Musgrove (1970), p. 20.
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The inward-looking model

The two decades after 1929 had forced Latin American governments to
adopt a series of measures in defense of the balance of payments that had
provided new opportunities for industrial growth. In most of those republics
in which modern manufacturing had been established before the Great
Depression, the opportunities were seized, and industrial growth advanced
at a rapid rate. By the beginning of the 1950s industry in these republics,
the LA6 (Argentina, Brazil, Chile, Colombia, Mexico, and Uruguay) had
either become or was about to become the leading sector, with demand no
longer overwhelmingly determined by the fortunes of the export sector. This
relative autonomy appeared to have created the conditions for an explicit
industrialization policy based on the home market.

The inward-looking model was adopted by nearly all the republics
in which the first stages of industrialization had been completed. Peru,
however, its industrial dynamism undermined by inappropriate policies
throughout most of the first half of the twentieth century, opted for export-
led growth after 1948 despite the existence of a modest industrial capacity.
Venezuela had also seen the emergence of some modern manufacturing
geared to the home market, with demand sustained by the growth of oil
revenues, but industry was to remain the junior partner in the postwar
model as successive governments exploited the apparently limitless op-
portunities created by a world economy based on cheap oil. Thus the full
inward-looking model was at first confined to the LA6 – the focus of this
section.

The inward-looking model rested on manufacturing. Other activities
linked to the home market, such as construction, transport, and finance,
were not neglected, but the base of the pyramid was seen to rest firmly
on the shoulders of the industrial establishments that had grown up in a
market sheltered from imports. However, the protection offered to indus-
try had been ad hoc, often inconsistent, and geared to the defense of the
balance of payments rather than the needs of industry. In addition to tariffs,
it consisted of multiple exchange rates, import quotas and licenses, and
occasional outright prohibition. Thus the first task of the policymakers was
to introduce greater rationality into the protection offered industry.

The shift toward explicit protection for industry was not immune to
external pressures. As members of the IMF (Argentina had finally joined
in 1956), the inward-looking countries were under pressure to eliminate
quotas and multiple exchange rates. Some resisted. Mexico persevered with
its system of import quotas – introduced in 1947 – until the 1980s. Brazil
not only maintained its multiple-exchange-rate system in the 1950s but
even added a weekly foreign-exchange auction to determine the cost of
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Table 9.1. Nominal protection in Latin America, circa 1960 (in percentages)

Nondurable Durable Industrial
consumer consumer Semimanufactured raw Capital Overall

Country goods goods goods materials goods average

Argentina 176 266 95 55 98 131
Brazil 260 328 80 106 84 168
Chile 328 90 98 111 45 138
Colombia 247 108 28 57 18 112
Mexico 114 147 28 38 14 61
Uruguay 23 24 23 14 27 21

EEC 17 19 7 1 13 13

Note: Nominal protection has been calculated as the simple arithmetic mean of approximate
incidence (in ad valorem terms) of duties and charges. In the case of Uruguay, it has been
calculated as the simple arithmetic mean of theoretical incidence (excluding surcharges and
prior deposits) on the CIF value of imports.
Sources: Macario (1964), Table 5, p. 75; for Uruguay, Macario (1964), Table 3, p. 70.

many imports.3 Generally, however, international pressure was successful,
and protection came to rest heavily on more orthodox instruments.

The most important was the tariff. At a time when successive rounds of
negotiations, under the auspices of the General Agreement on Tariffs and
Trade (GATT), were rapidly lowering the tariffs applied by the developed
countries, many Latin American republics – not just the inward-looking
ones – were moving in the opposite direction. In addition, a number of
republics made use of prior deposits for imports, which had a strong pro-
tectionist effect because they increased the local currency price at which
imports would subsequently be resold.

Table 9.1 makes clear just how high these tariffs had become for the
LA6 by the beginning of the 1960s. The height of these nominal tariff rates
partly reflects the phasing out of multiple exchange rates and quotas. Mexico
and Uruguay, for example, appeared to have lower tariffs than many other
republics because most imports were still subject to quotas. Furthermore,
the fact that exchange rates usually failed to move in line with the difference
between world and domestic inflation rates led to tariffs being used to
“compensate” industrialists for currency overvaluation. Nevertheless, by
any standards the nominal rates of tariffs were extremely high – higher
than Latin America had applied in earlier periods and far higher than any
rates ever adopted in the developed countries. Indeed, as Table 9.1 shows,

3 See Bergsman (1970), pp. 30–2, in which Table 3.1 shows the enormous premium over the official
exchange-rate that importers of consumer goods had to pay.
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nominal protection in the European Economic Community (EEC) was far
lower in every class of commodities.

The high nominal tariff rates drove a wedge between world and domestic
prices and imposed a heavy burden on consumers. Yet for producers high
nominal tariffs were only half the story. The crucial measure for the producer
was the change in value added per unit of output created by the system of
protection – taking account not only of the nominal tariff on competing
imports but also the impact of tariffs and other forms of protection on
the cost of inputs. This measure, known as the effective rate of protection
(ERP),4 was a more appropriate indicator of the incentives being offered
to industry. Generally, the ERP was even higher than nominal protection
for many classes of goods and was particularly high for consumer goods.
Indeed, an ERP of 100 percent – by no means uncommon – implied that the
value added per unit of output under the system of protection was double
what it would have been under free trade.5

Faced with such high rates of protection (nominal and effective), it might
have been assumed that the domestic private sector would respond with suf-
ficient dynamism to make an appeal to foreign capital unnecessary. How-
ever, the domestic private sector, which had been responsible for most of the
increase in manufacturing capacity before 1950, suffered from two severe
limitations in the postwar period: It lacked access to the additional finance
needed to support large-scale investments in new industries, and it lacked
the technology required for mounting sophisticated industrial enterprises.

These two problems had not been crippling while industry was preoc-
cupied with producing nondurable consumer goods under the stimulus of
import substitution. This “easy” stage of ISI had not required huge capital
investments in individual establishments, and the necessary technology was
embodied in imported capital goods. However, the shift in the industrial
structure toward consumer durables and toward intermediate and capital
goods increased the minimum size of investment and demanded access to
technology that could not always be purchased on the open market.

Thus the inward-looking republics – in some cases with reluctance – were
obliged to revise their legislation on direct foreign investment and create
the conditions deemed appropriate to attract multinational corporations
(MNCs). Even Argentina had revised its views on foreign investment before
Juan Perón’s downfall in 1955, although the new legislative framework was

4 The ERP is defined as the proportionate change in value added (per unit of output) as a result of
protection when compared with the free-trade situation. See Corden (1971), Chapter 3.

5 The ERP is difficult to measure accurately, because it must take into account the protection provided
not only by tariffs but also by quotas, licenses, and multiple exchange rates. Thus estimates vary
significantly, even for the same country. All estimates agree that the ERP for manufacturing in the
1950s and 1960s was very high, however. See Cardoso and Helwege (1992), pp. 94–6, in which Table
4.9 reports an average ERP for manufacturing in Uruguay, for example, of 384 percent.
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not adopted until 1959.6 Mexico, while reserving many sectors (e.g., oil,
banking, insurance, and transport) for national capital, encouraged MNCs
to invest in manufacturing – a task made difficult at first by the ill feeling
inherited from oil nationalization in 1938. Brazil, where the program of
industrialization was adopted with the greatest conviction, was so anxious to
attract MNCs that it even passed legislation which actually favored foreign
investors over domestic investors in some respects.7

The MNCs, at first dominated by U.S. companies, were invited to Latin
America for their technology, marketing and management skills, and access
to finance. What attracted the MNCs, however, was the captive market
to which they had previously supplied exports. The high tariff wall may
have kept out imports, but once inside the wall foreign investors were
in turn protected from foreign competition. The richest pickings were
often to be found in the production of consumer goods rather than in the
intermediate and capital-goods industries that governments were hoping to
see established. Foreign ownership was therefore not confined to the newer
branches of industry, and much foreign investment simply involved the
purchase of established domestic firms.8 Thus some conflicts arose between
the goals of governments and of MNCs. These conflicts, coupled with the
use by MNCs of transfer prices to minimize tax burdens,9 were producing
a certain tension by the end of the 1960s. Furthermore, the relationship
was not helped by government directives to foreign firms, particularly in
the automobile industry, to increase the proportion of their inputs obtained
from domestic sources.10

6 Foreign capital was given rights equal to national capital in December 1959. See Petrecolla (1989),
p. 110. See also Katz and Kosacoff (2000), pp. 289–91.

7 Under the draconian exchange-control system in operation in Brazil, domestic firms often had diffi-
culty securing the foreign exchange needed for imports of capital goods. In 1955, however, the
monetary authority (SUMOC) issued Instruction 113, which allowed foreign firms to import equip-
ment without any foreign-exchange transactions. It has been estimated that imports so favored would
have cost 45 percent more in the absence of Instruction 113. See Bergsman (1970), pp. 73–5.

8 The foreign share of industrial production was significant even in long-established industries. By
the end of the 1960s it varied from 15 percent to 42 percent in the food sectors of the major countries
and from 14 percent to 62 percent in textiles. A particular favorite was the tobacco sector, in which
the share was more than 90 percent in Argentina, Brazil, Chile, and Mexico. See Jenkins (1984),
p. 34, Table 2.4.

9 Because subsidiaries of MNCs purchase from and sell to each other, they are often able to choose a
nonmarket price for transactions that minimizes their global tax liability. In countries with high
marginal tax rates, these “transfer prices” could then be used to raise the cost of imported inputs
and lower the value of exports. See Vaitsos (1974). On intracompany transfers in general, see Grosse
(1989), Chapter 10.

10 When the first automobiles were assembled in Brazil in the 1920s, the only domestic material input
used was jute for stuffing the seats. See Downes (1992), p. 570. By 1970, following legislation in
the 1950s to raise local content, imported inputs represented only 4 percent of the value of output.
See Jenkins (1987), Chapter 4 and Table 5.2, p. 72.
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In the absence of sufficient investment by the domestic private sector, a
number of state-owned enterprises (SOEs) were set up to sustain the indus-
trialization program. Although the main public investments were found
in social infrastructure – energy, transport, and communications – some
branches of industry were also considered appropriate for public invest-
ment on the grounds that the domestic private sector could not or would
not provide the finance and that the products were too sensitive to be
controlled by foreign companies. Brazil formed Petrobras in 1953 to con-
trol the oil industry and to complement existing public investments in
manufacturing.11 By the 1960s the profitability of the Brazilian automo-
bile industry – dominated by MNCs – depended primarily on the price
of inputs from SOEs (e.g., steel and electricity) and the oil policy of the
Brazilian government. The steel industry was also a favorite target for SOEs
throughout the inward-looking republics.

With so much emphasis in the LA6 on the manufacturing sector, it is
hardly surprising that it expanded rapidly. As the leading sector, its rate
of growth exceeded the rate of growth of GDP – pushing up the share of
manufacturing in total net output. By the end of the 1960s the inward-
looking countries had seen the share of manufacturing in GDP rise to a
level similar to that in developed countries. Furthermore, the structure of
industrial production had now shifted away from food processing and tex-
tiles toward metal-using industries and chemicals. The largest countries in
Latin America – Argentina, Brazil, and Mexico – now warranted the label
“semi-industrialized,” and Chile and Colombia, with much smaller domes-
tic markets, were not far behind. Only Uruguay, after a burst of industrial
growth in the first decade after the war, found itself unable to sustain the
dynamism of the manufacturing sector on the basis of its tiny domestic
market.

The price paid for this industrial success was high. Shielded from inter-
national competition, much of the manufacturing sector was both high cost
and inefficient in every sense. High unit costs arose not only from the need
to pay more for tradable inputs than the world price but also because the
domestic market was usually too small to support firms of optimum size.12

Inefficiency stemmed from the distortions in factor prices, the lack of com-
petition in the domestic market, and the tendency toward an oligopolistic
structure with high entry barriers. The market leaders – including MNCs –
could set prices above marginal cost, which the rest of the industry then

11 On the origins of Petrobras, see Philip (1982), Chapter 11.
12 Manufacturing products are in general subject to economies of scale, so unit costs of production

fall as plant size rises. Carnoy (1972) demonstrated for a range of industrial commodities the excess
costs associated with production runs limited to the national market.
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followed. Inevitably, profit rates were often abnormally high in the pro-
tected industrial sectors.13

The high cost of industrial production made it difficult for manufac-
tured goods to enter into international trade. The problem was compounded
by the overvaluation of exchange rates and by the export pessimism sur-
rounding policy throughout the 1950s. In addition, many subsidiaries of
MNCs came to Latin America with contracts that ruled out exports to
third countries (where they would have competed with production from
the subsidiaries of the same MNCs). By the mid-1960s the proportion of
manufacturing output exported and the contribution of manufacturing to
total exports was still small. Only Mexico, where currency overvaluation
had been eliminated through devaluations in 1948, 1949, and 1954, was
able to make any significant progress in manufactured exports. But even in
Mexico – despite the proximity of the U.S. market and the growth of border
industries14 – the contribution of industry to foreign-exchange receipts was
still minor.

The inability of industry to penetrate world markets left export earn-
ings dependent on primary products, although Mexico at least was able to
supplement these with a growing trade in tourism.15 However, primary-
product exports by the inward-looking republics were negatively affected
by a whole host of factors. In addition to deteriorating NBTT after the
Korean War, the traditional export sector suffered from the antiexport bias
implied by the new structure of protection for industry.16 Forced by high
tariffs to purchase inputs above world market prices, primary-product ex-
porters still had to sell their output in world markets at international prices.
In Perón’s Argentina the state marketing board even paid farmers below
world prices,17 and everywhere in the LA6 currency overvaluation tended to

13 The rate of return (calculated as the ratio of net profits to capital and reserves) among ten leading
MNCs in Brazil varied from 9.3 percent to 26.5 percent between 1967 and 1973. See Evans (1979),
Table 4.4. This was high by international standards.

14 The measurement of the impact of the border industry in Mexico before the 1990s was complicated by
the fact that balance-of-payments statistics excluded maquiladoras from the trade account, although
their net exports were included in the current account. By 1970 these net exports were valued at
$81 million, compared with $1,348 million for commodity exports.

15 The growth of the Mexican tourist industry, which mainly draws visitors from the United States,
was impressive. By 1970 more than 2 million tourists were recorded – nearly half of the Latin
American total. Although Mexicans themselves had a great propensity to travel abroad, the net
contribution of tourism to the balance of payments was still important – $260 million in 1960 and
$416 million in 1970. See ECLAC (1989), Table 258, p. 466.

16 Antiexport bias is defined as the proportionate difference between value added per unit of output in
the protected domestic market and in the world market. It is therefore almost certain to be greater
than the ERP for the same product. For an estimate of antiexport bias in Brazil in the 1960s, see
Bergsman (1970), Table 3.9, p. 52.

17 On the state marketing board (IAPI), see Chapter 8, n. 65. See also Furtado (1976), pp. 186–7.
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discourage the growth of primary-product exports.18 Export diversification
was limited, and export earnings continued to be dominated by a handful
of traditional products. The bias against exports was so strong in Uruguay
that the volume of exports fell sharply in the 1950s, and the value of exports
in the early 1970s was still below what it had been twenty years earlier.19

The lack of dynamism of export earnings might not have mattered if the
inward-looking model had succeeded in eliminating the need for imports –
but it did not succeed. Although part of the new industrial output was
indeed intended to replace imports, industry itself was import intensive.
Intermediate and capital goods had to be imported, even if consumer goods
could be eliminated. Foreign exchange was needed for payments of licenses,
royalties, and the transfer of technology – not to mention remittances of
profits. And many of the related nontraded goods and services, such as
transport and telecommunications, were also import intensive. The need to
suppress imports to protect the balance of payments produced major dis-
tortions with almost any scheme to replace imports – however inefficient –
winning official support. Brazil operated an aggresive Law of Similars to
encourage domestic production of import-competing goods with scant re-
gard for efficiency issues.20 Indeed, the net foreign exchange saved by some
of these schemes was often close to zero because they themselves were so
import intensive.21

The lack of dynamism of exports, coupled with the need for rising im-
ports, produced an almost endless series of balance-of-payments problems in
the inward-looking countries. Stabilization programs to eliminate balance-
of-payments disequilibria tended to be costly, because imports could only be
cut by reducing intermediate and capital-goods purchases, with negative ef-
fects on production and capacity. In addition, the tight balance-of-payments
constraint meant that excess growth in the money supply could not spill
over into consumer-goods imports, so monetary expansion – for example,
through budget deficits – was associated with excess demand for domestic

18 The term “currency overvaluation” is used in two different ways. The first refers to an exchange-rate
that is inconsistent with a balance-of-payments equilibrium, so the authorities are forced to use other
import-restricting measures. The second refers to the change (appreciation) of the exchange-rate
following the introduction of a system of protection designed to squeeze imports. Except for Mexico,
where postwar devaluations eliminated the first kind of overvaluation for much of the 1950s, the
LA6 all experienced currency overvaluation in both senses in the 1950s and 1960s.

19 As a consequence, Uruguay’s share of world exports fell from 0.45 percent in 1946 to 0.08 percent
in 1970 and 0.047 percent in 1975 – a tenfold decline in thirty years.

20 The Law of Similars allowed Brazilian manufacturers to request prohibition of any import they
believed could be produced locally. Not until 1967 was the price of domestic production formally
adopted as one of the criteria to inform the government’s decision. See Bergsman (1970), pp. 34–5.

21 The gross savings of foreign exchange could be measured by the CIF value of the import replaced.
However, the net savings needed to take into account imported components, imported machinery,
licenses, royalties, profit remittances, and so forth. Even if the net savings were usually positive,
they could still be small.
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Table 9.2. Exchange rates and inflation, 1950–1970

exchange-ratea Annual average rate of inflation
(1960 = 100) (in percentages)

Country 1950 1960 1970 1950–1955 1955–1960 1960–1965 1965–1970

LA6
Argentina 17 100 482 17 38 27 20
Brazil 10 100 2,439 18 28 62 48
Chile 3 100 1,109 47 24 29 29
Colombia 28 100 269 4 10 14 11
Mexico 69 100 100 10 6 2 3
Uruguay 17 100 2,273 13 25 35 44

LA14
Bolivia 1 100 100 108b 6c 5 6
Costa Rica 100 100 118 2 2 1 2
Cuba 100 100 100 0 1d n/a n/a
Dominican 100 100 100 0 0 3 2

Republic
Ecuador 100 100 166 2 0 0 5
El Salvador 100 100 100 4 0 0 1
Guatemala 100 100 100 3 –1 0 1
Haiti 100 100 100 1 1 4 3
Honduras 100 100 100 5 1 4 2
Nicaragua 100 100 100 11 –2 2 3
Panama 100 100 100 0 0 1 1
Paraguay 4 100 100 47 11 5 3
Peru 56 100 144 6 8 10 9
Venezuela 100 100 138 1 2 0 1

a Nominal exchange-rate (per U.S. dollar).
b Datum is for 1950–6.
c Datum is for 1957–60.
d Datum is for 1955–8.
Sources: Thorp (1971); Wilkie (1974 and 1990); World Bank (1983), vol. I; International
Monetary Fund (1987). For inflation data in all decades since 1940, see Thorp (1998),
Appendix V.

goods and high rates of inflation. Because monetary discipline tended to
be weak in the LA6 and because domestic supply – particularly of agricul-
tural goods – was relatively inelastic, most of the inward-looking countries
suffered from acute exchange-rate instability and inflationary pressures (see
Table 9.2).

The combination of balance-of-payments constraints, budget deficits,
and supply-side bottlenecks produced a heated debate between structural-
ists and monetarists over the causes of inflation. The monetarist interpre-
tation placed the emphasis on irresponsible fiscal policies, leading to large
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budget deficits, expansion of the money supply, and domestic inflation.
In the monetarist model bottlenecks on the supply side were due to price
controls (e.g., for agricultural goods) and price distortions (e.g., overvalued
exchange rates) and were therefore a consequence of inflation rather than
its cause. Structuralists did not deny that excess money creation was asso-
ciated with inflation but instead argued that the money supply was largely
passive, with the root cause of inflation lying in fiscal, agricultural, and
balance-of-payments bottlenecks.22

The fiscal “bottleneck” was attributed by structuralists to the inelastic
nature of tax revenue and the constant pressure to increase government
expenditure in support of ISI programs. With the switch in policy from
a tariff designed to raise revenue to a tariff designed to provide protec-
tion, the income from customs duties as a proportion of expenditure was
steadily declining, and new sources of taxation had to be introduced. The
“inelastic” nature of tax revenues was above all, however, a reflection of
a tax system that was overreliant on indirect taxes which fell dispropor-
tionately heavily on the poor. The yield from direct taxes was disappoint-
ing, and high rates of inflation encouraged taxpayers to delay payment as
long as possible. Even the notorious inflation tax, which reflected the erosion
of money balances as a result of rising prices, was of declining utility as the
public learned to economize on its money balances as a defense against
inflation.23

The structuralists at first appeared to be on stronger ground in the case
of the food-supply bottleneck, which they attributed to Latin America’s
antiquated land-tenure system, with its division between minifundios (small
farms) and latifundios (large estates). Yet the poor performance of food sup-
ply in a country such as Argentina, which until the 1930s had enjoyed
one of the most dynamic agricultural sectors in the world, could only be
attributed to price controls and the deterioration of the internal and ex-
ternal terms of trade faced by farmers. Mexico recorded impressive rates
of growth of agricultural output until the mid-1960s, which structural-
ists attributed to the land reform of the 1930s, but Mexican farmers never
faced the price distortions found in Argentina, Chile, and Uruguay, and the
competitive exchange-rate for much of the 1950s made agricultural exports
profitable.24

22 The literature on the monetarist–structuralist debate is huge. See Thorp (1971); Wachter (1976);
and Sheahan (1987), Chapter 5.

23 The inflation tax, if there is no real GDP growth, is the same as seigniorage. See Cardoso and
Helwege (1992), pp. 150–4.

24 On the food-supply bottleneck, see Edel (1969). See also Cardoso (1981), who demonstrates theo-
retically how a food-supply bottleneck can propagate inflation. Parkin (1991), Chapter 5, has used
the model as the basis for an empirical study of Brazilian inflation.
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Balance-of-payments and inflation problems forced the inward-looking
countries into standby agreements with the IMF. These programs were
generally a failure that the IMF, committed to a monetarist approach, at-
tributed to the unwillingness of governments to stick to unpopular policies
and that many critics attributed to the IMF’s monetarist approach.25 In
fact, the problem was rooted in the conflict between the IMF’s outward-
looking preferences and the inward-looking model of development adopted
by the LA6. All IMF programs tended to emphasize policies that would
overcome balance-of-payments disequilibrium through export expansion.
The LA6 governments, however, remained committed to policies designed
to eliminate the problem through import suppression. Not surprisingly, the
commitment to IMF-inspired policies was only skin deep, and the short-
run fall in real wages, output, and employment associated with the policies
often overwhelmed any increase in exports associated with devaluation.26

The inward-looking model, particularly in the 1950s, is now seen as an
aberration – condemned by Latin American leaders and international or-
ganizations alike. The distortions associated with the model have become
legendary, and its achievements have been dismissed. Some of the distortions
were inevitable: An inward-looking model designed to foster industrializa-
tion is bound to drive a wedge between domestic and international prices.
Yet many of the distortions were far in excess of what was required. The
damage to agriculture and to exports in Argentina and Uruguay could not
be explained entirely by the industrialization program. Mexico, through
offering huge incentives to industry, was still able to record satisfactory
agricultural, export, and even price performances for much of this period
through judicious use of public investments (e.g., in irrigation) and the
avoidance (at least until the 1960s) of currency overvaluation.27

Yet although the excesses were often unnecessary the model – even in a
less-distorted form – still cannot be defended. In semi-industrialized coun-
tries import suppression made no sense; exports had to expand to pay for the
additional imports required to keep the productive apparatus efficient and
technologically up to date. The semiclosed nature of the economies accen-
tuated the inflationary pressures to which the inward-looking republics had
been subject since the beginning of the Second World War. Furthermore,
the model was adopted in an explicit form just when the world economy
and international trade were embarking on their longest and fastest period
of secular expansion. The timing of the model could not have been worse.

25 Fund stand-by programs in Latin America are analyzed in Remmer (1986), pp. 1–24.
26 A good example of a failed IMF program is Argentina after 1958. See Dı́az-Alejandro (1965),

pp. 145–53.
27 For a good survey of the case for and against ISI, drawing on recent developments in trade and

growth theory, see FitzGerald (2000).
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Outward-looking countries

Although they were not opposed to industrialization the remaining re-
publics in Latin America (LA14) did not consider that a model based exclu-
sively on inward-looking development was viable at the end of the 1940s.
Structural change since the 1920s had been modest, and each of these four-
teen republics still had the classic features of export-led growth economies,
in which output, income, employment, and public revenue were highly
correlated with the fortunes of a handful of primary-product exports.

The industrial sector in these republics was particularly weak. Unable
to take much advantage of the opportunities provided by the restrictions
on imports in two world wars and the 1930s, the manufacturing sector
was too fragile at the end of the 1940s to provide a springboard for a new
inward-looking model. Social infrastructure remained geared primarily to
the needs of the export sector, and energy supply was inadequate for a major
expansion of secondary activities. Although the acceleration in the rate of
growth of population, coupled with rural–urban migration, had converted
the earlier labor shortage into a labor surplus, the kind of skilled labor re-
quired by modern manufacturing was still scarce.

Furthermore, the economic elite in many of these republics was still
politically powerful. Although they were willing to add investments in
secondary and tertiary activities to their portfolios, they were not prepared
to countenance policies overtly hostile to the primary-export sector, which
remained their traditional base. The prime examples of this pragmatic
approach to postwar opportunities were provided by the Trujillo family
in the Dominican Republic and the Somoza dynasty in Nicaragua, who
spread investments across a wide range of activities, with the export sector
providing the core.28

This commitment to export-led growth was reinforced by the experi-
ence of three republics (Bolivia, Paraguay, and Peru), where the economic
elite did lose political power after the war and where inward-looking po-
licies were pursued briefly – with disastrous results. The politics and eco-
nomics of Bolivia had been so intimately tied up with tin for more than
half a century that the decline in influence of the rosca – the name given
to the three enterprises that controlled the Bolivian tin industry – was
bound to signal the advent of policies hostile to the export sector.29 Yet
Bolivia’s experiment with inward-looking development after 1946 con-
tributed substantially to the economic chaos that led to the revolution in
1952: The postrevolutionary decision to nationalize the tin industry and
ignore economic considerations in its management crippled the country’s

28 On the Somoza business interests in Nicaragua, see Booth (1982), Chapters 4–5. On Trujillo’s
interests in the Dominican Republic, see Moya-Pons (1990a).

29 See Whitehead (1991), pp. 535–9.
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export earnings and economic growth for nearly a decade.30 The sobering
experience of hyperinflation in 1956 finally reconciled the new political
elite to the need for greater rationality in economic decision making –
including incentives for the export sector.31

The political turmoil in Paraguay in the decade before General Alfredo
Stroessner seized power in 1954 was as acute as it was in Bolivia. Paraguay
also suffered severely from the change of direction in Perón’s Argentina – the
republic to which Paraguay had informally attached itself throughout the
first half of the twentieth century. Export earnings were hit, exchange-rate
policy was undermined, and the incoherent set of inward-looking policies
adopted pushed Paraguay close to hyperinflation.32 Stroessner’s rule laid
the basis for a return to export-led growth, although Paraguay’s traditional
penchant for contraband trade – flagrantly promoted by the military clique
close to Stroessner – makes it impossible to use official trade figures as a
guide to performance.33

The failure of Peru’s brief flirtation with inward-looking policies after
the war is more surprising. Unlike Bolivia and Paraguay, Peru did at least
have a diversified industrial sector and met many of the preconditions for
the kind of industrialization program favored by CEPAL. Yet the efforts of
the administration of President José Luis Bustamante after 1945 to switch
resources from the export sector to the domestic market proved disastrous.
The balance-of-payments current account deteriorated rapidly, foreign ex-
change reserves were drained, and annual inflation rates soared. The military
coup in 1948, led by General Manuel Odrı́a, paved the way for two decades
of aggressive export-led growth. In 1968 another military intervention pro-
vided the catalyst for an equally dramatic shift in policy – this time in favor
of inward-looking development.34

With Bolivia (slowly), Paraguay, and Peru returning to orthodoxy, the
LA14 formed a bloc whose export performance stands in sharp contrast
to the rest of Latin America. Whereas the six inward-looking countries –
the LA6 – saw their share of world trade fall from 8.9 percent in 1946 to

30 The three giant mining companies that formed the rosca were nationalized after the revolution, and a
state enterprise Corporación Minera de Bolivia (COMIBOL) was created as an umbrella organization.
Political considerations were foremost in COMIBOL decisions for many years, and the company
became almost legendary for its economic inefficiency. See Klein (1992), pp. 233–45.

31 The hyperinflationary episode in 1956 bore remarkable similarities to the catastrophic events in
1985, when inflation reached an annualized rate of 60,000 percent. The 1956 inflation was ended
with a stabilization program designed with the help of a U.S. economist George Jackson Eder. See
Eder (1968).

32 See Lewis (1991), p. 251, and Roett and Sacks (1991), p. 63.
33 The close involvement of the military under Stroessner in the contraband trade was an open secret.

See Nickson (1989).
34 These twists and turns in the Peruvian economic model are well discussed in Thorp and Bertram

(1978), Chapters 10–13.
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3.5 percent in 1960, the LA14 experienced only a modest decline – a decline
that could be explained almost entirely by their specialization in primary
products at a time when primary-product trade was growing less rapidly
than world trade. By 1960 the LA14 accounted for the same share of world
trade as the LA6, and their share of the Latin American total had risen from
one-third to one-half.35 Five republics (Costa Rica, Ecuador, El Salvador,
Nicaragua, and Venezuela) even managed to increase their share of world
trade in the first fifteen years after the war.

In some cases export-led growth simply meant export intensification; that
is, export earnings continued to depend almost entirely on long-established
traditional primary products. Oil continued to account for virtually all
of Venezuela’s export earnings both before and after the consolidation of
democracy at the end of the 1950s.36 Although Middle Eastern oil produc-
tion enjoyed lower unit costs, Venezuela’s proximity to the United States
and its generous treatment of the multinational oil companies (until na-
tionalization in the mid-1970s) provided the basis for fast growth of exports
in the 1950s.37 Bolivia was unable to shake off its dependence on tin until
the 1970s (when natural gas began to be exported in large quantities), so
export recovery in the 1960s required a complete overhaul of the Corpo-
ración Minera de Bolivia (COMIBOL, the state-owned colossus responsible
for all mineral exports from nationalized mines).38 Cuba, both before and
after the revolution that brought Castro to power in 1959, was almost
wholly dependent on sugar for export earnings.39 Because the contribution
of exports to GDP remained high, Cuba continued to be an economy in
which the volume and price of sugar exports provided the key to economic
performance.40

In the majority of cases, however, outward-looking policies were accom-
panied by export diversification. Generally this meant the promotion of
new primary products or the intense development of minor exports. Peru
led the way, with the exploitation of lead, zinc, copper, and iron deposits
by foreign firms and with the rapid growth of fish products. Fishmeal, used
as an input by the poultry and hog industries in the developed countries,

35 See Table 8.5.
36 Venezuela’s brief experiment with democracy after the Second World War had ended in military

intervention. Democracy was finally established after elections in December 1958. See Ewell (1991).
37 See Randall (1987), Chapter 3.
38 COMIBOL received technical and financial assistance from U.S. and (West) German official sources

after 1960. This went part of the way toward improving its efficiency, but losses remained common.
See Dunkerley (1984), p. 105.

39 The World Bank devoted one of its first country studies to Cuba; the study emphasized the depen-
dence of the island’s economy on sugar. See Truslow (1951).

40 Despite the World Bank mission’s recommendations that Cuba should become less dependent on
sugar, on the eve of the revolution the crop still accounted for 30 percent of national income – the
same ratio as in 1913. See Brundenius (1984), Table A2.2.
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was particularly dynamic.41 By 1970 nearly one-third of all export earn-
ings in Peru came from fish products, compared with less than 1 percent in
1945. Ecuador benefited from the giant fruit companies’ search for virgin
lands suitable for growing bananas. By 1960 export earnings from bananas
were dominating foreign-exchange receipts, and Ecuador had captured more
than one-quarter of world exports.42 Paraguay began to exploit its enormous
agricultural potential by exporting cotton and growing soybeans and other
such crops for conversion into exports of vegetable oils.43

In Central America export earnings and economic performance had been
dependent on coffee and bananas for decades. With the control of malaria
and the growth of social infrastructure, the fertile plains of the Pacific
littoral were opened up after 1945 for the spread of cotton plantations to be
followed in a few years by new cattle ranches and improvements in breeding
stocks. The sugar industry, which had made steady progress in the 1950s,
received a huge boost from the U.S. decision to reallocate the Cuban sugar
quota to the rest of Latin America,44 and by the mid-1960s the combined
earnings from cotton, sugar, and beef were beginning to rival those from
coffee and bananas.45 At the end of the 1960s agroexporters in Guatemala
began to experiment with cardamom, and within a decade it had captured
80 percent of world exports.46

Although export diversification mainly affected primary products, there
were a handful of cases of diversification into secondary and even tertiary
activities. Haiti, facing almost insuperable problems in expanding the sup-
ply of agricultural products, turned to light manufactures in the 1960s
in a not very successful effort to sustain export earnings.47 Panama, even
before the Carter–Torrijos treaties in 1977, saw its income rise in line with
canal operations.48 The establishment of a free-trade zone in the port of
Colón provided a major source of income from entrepôt activities; shipping

41 The rise of the fishmeal industry in Peru is the subject of an excellent monograph. See Roemer
(1970).

42 The Ecuadorian banana boom is described in May and Plazo (1958), pp. 169–75. Plazo had been
president of Ecuador from 1948 to 1952, when the boom began.

43 See Roett and Sacks (1991), Chapter 4.
44 Cuba’s sugar quota was cut in July 1960. Ironically, it had been increased (to 3.12 million tons) as

recently as December 1959. See Domı́nguez (1989), pp. 23–5.
45 See Bulmer-Thomas (1987), pp. 185–90.
46 Cardamom, a spice, is frequently added to coffee in Middle Eastern countries. On its growth in

Guatemala, see Guerra Borges (1981), pp. 256–8.
47 The crisis in Haiti’s primary exports, which can be traced in part to soil degradation, is analyzed in

Lundahl (1992), Chapter 5. The only manufactured export with which Haiti had any real success
was baseballs.

48 The Carter–Torrijos treaties restored Panamanian sovereignty over the Canal Zone and substantially
increased the rental income from the canal’s operations. However, direct value added from the canal
had already risen from $44.1 million in 1950 to $152 million in 1970. See Weeks and Zimbalist
(1991), p. 51.
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registrations rose steadily; and earnings from banking, finance, and insur-
ance turned Panama into one of the world’s most important offshore financial
centers and an increasingly attractive location for money-laundering by the
continent’s drug dealers (narcotraficantes). By 1970 only one-third of export
earnings came from commodities, the remainder being accounted for by
services.49

Export-led growth in the postwar period was not without its advan-
tages and helped the smaller republics to avoid some of the excesses
found in the inward-looking countries. The growth of exports, coupled
with modest capital inflows, underpinned stable exchange rates. Nomi-
nal exchange-rate devaluation was rare among this group of republics, and
in the 1960s ten of the LA14 maintained an unchanged exchange-rate to
the U.S. dollar – in complete contrast to the exchange-rate performance
of the LA6 (see Table 9.2). Because the outward-looking countries were
relatively open,50 exchange-rate stability brought price stability. Indeed,
once the high-inflation episodes in Bolivia and Paraguay had been over-
come in the 1950s, not one of the countries – with the possible exception of
Peru – had a major problem with inflation (see Table 9.2). Thus, fixed ex-
change rates did not necessarily mean overvalued exchange rates, and most
of these republics had little difficulty preserving a parity that made exports
profitable.51

Price stability did not mean that monetary and fiscal policy was always
orthodox. Some republics – for example, El Salvador and Guatemala – did
conduct their domestic policies along extremely conservative lines, but
many others indulged in the same loose fiscal and monetary policies that
were causing so many problems in the inward-looking countries.52 The
public-revenue system was often antiquated, tax evasion was widespread,
and domestic capital markets were undeveloped. Not surprisingly, budget
deficits were quite common and were often financed by printing money. Yet
the penalties for such largesse were quite different in the outward-looking

49 Paradoxically, this share drops after the implementation of the Carter–Torrijos treaties if – as happens
in some estimates – exports from the Colón Free Trade Zone are treated as Panamanian commodity
exports. On the transformation of the Panamanian balance of payments after 1979 (when the treaties
were ratified by the United States), see International Monetary Fund (1986), pp. 507–8.

50 The (unweighted) ratio of exports plus imports to GDP for the LA6 was 25.3 percent in 1960.
For the other republics (excluding Cuba) the unweighted average was 43 percent. See World Bank
(1980), Table 3, p. 387.

51 In view of Latin America’s reputation for currency depreciation, it is worth emphasizing the excep-
tional nature of currency stability in some republics. Panama has never altered its exchange-rate.
The Haitian rate was fixed from before the First World War until 1991. The Dominican Republic,
Honduras, and Guatemala had eighty, seventy, and sixty years, respectively, of currency stability
before the debt crisis of the 1980s.

52 Costa Rica, where a welfare state had been created on social democratic lines since 1940, had frequent
problems with budget deficits and was obliged to seek IMF support in 1961.
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countries. The excess supply of money was reflected in balance-of-payments
problems through the increase in imports – unmatched by exports – rather
than through increases in domestic prices.53

Balance-of-payments problems were in fact quite common among this
group, and stabilization programs, usually under the auspices of the IMF,
were therefore inevitable.54 Stabilization – designed primarily to resolve ex-
ternal disequilibrium – was much easier in the outward-looking countries,
however. First, the relatively open nature of the economies meant that con-
sumer goods still accounted for a significant proportion of total imports, and
these could be cut without undue damage to the productive capacity of the
economy.55 Second, the IMF’s orthodox measures for balance-of-payments
improvement tended to fall on more fertile soil because all fourteen re-
publics were already committed to some form of export-led growth. Thus
almost all of the examples of “successful” IMF stabilization policies in the
1950s and 1960s tended to be found among the LA14.56

Numerous problems associated with export-led growth had produced a
growing sense of dissatisfaction among many of the LA14 republics by the
1960s, however. One problem, emphasized by CEPAL and the cornerstone
of its policies, was the deterioration in the NBTT. Although the high prices
for commodities recorded during the Korean War could not possibly be ex-
pected to last, the subsequent fall in the NBTT caused balance-of-payments
problems for many countries.57 The number of commodities traded freely
steadily declined as the developed countries introduced quotas on a range of
products (e.g., beef) and as international commodity agreements (in sugar,
cacao, coffee, and tin) were established to counteract the instability in world
commodity prices.58 Oil – even before the formation of the Organization of
Petroleum Exporting Countries (OPEC) cartel59 – was not exempt, for the

53 After Trujillo was assassinated in 1961 monetary policy was loosened in the Dominican Republic
and the fiscal deficit increased. Yet prices rose only modestly, and the exchange-rate remained fixed,
with monetary growth reflected primarily in higher imports.

54 For a careful analysis of many such programs, see Remmer (1986), pp. 1–24.
55 As later as 1970 the share of consumer goods in total imports was 20.2 percent for the LA14

(excluding Cuba), compared with 7.8 percent for the LA6. See ECLAC (1989), pp. 522 and 526.
56 The Bolivian stabilization program in 1956, the Costa Rican program in 1961, and the Dominican

program in 1964 were examples of IMF-inspired programs that eliminated the main internal and
external disequilibria. Even the Peruvian stabilization program in 1959, launched while the republic
was still committed to a version of export-led growth, achieved external equilibrium, although it
has not been without its critics. See Thorp (1967).

57 The NBTT for the region as a whole, which had peaked in 1954, declined by nearly 30 percent in
the next eight years. See CEPAL (1976), p. 25.

58 These international commodity agreements are discussed in Rowe (1965), pp. 155–83. See also
Macbean and Nguyen (1987).

59 OPEC was formed in 1961, with Venezuela playing a leading role. See Randall (1987), p. 35.
Ecuador joined in the 1970s, before leaving in 1992, but no other Latin American oil producers
have been members.
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United States introduced quotas in 1959 to protect its domestic producers,
a measure that affected Venezuela.60 Lack of consideration for the environ-
ment in primary production began to impose supply constraints. Peru’s
fish stocks were clearly depleted by the 1970s,61 and Haiti’s inability to
expand agricultural exports was linked to soil erosion.62 In many countries
the destruction of tropical forests to make way for cattle ranches disturbed
climatic conditions, and even the water level in the Panama Canal locks
(rain fed from rivers) began to be affected.63

In many republics export-led growth also witnessed a rise in foreign pen-
etration, which was not always welcomed. Foreign companies dominated
mineral exports everywhere except Bolivia and were firmly established in
many dynamic branches of agroexports, such as bananas and sugar. Even
where they did not control production (as in cotton), foreign interests of-
ten controlled processing, distribution, and marketing, and they held a
privileged position in the supply of inputs at all stages in the transforma-
tion of raw materials.64 Domestic interests tended to be dominant in those
branches of activity in which rates of return were lower, thereby limiting the
opportunities for capital accumulation both inside and outside the export
sector.

Above all, dissatisfaction with export-led growth stemmed from the ex-
treme difficulty of sustaining rapid growth of exports over the long run.
Between 1960 and 1970 only Bolivia – its hostility to the export sector
now reversed – was able to increase its share of world exports.65 Between
1950 and 1970 only Nicaragua and Peru were able to do so. Even if a
more modest target is set, the results are still disappointing: In the two
decades after 1950 only Costa Rica, Nicaragua, and Peru were able to
increase exports at least as fast as the growth of world trade in primary
products.66 Time and again the growth of exports ran into one or other
of the enormous problems faced by almost all tropical producers. Cuban
sugar exports in the 1950s were crippled by the terms and conditions of the
International Sugar Agreement.67 Ecuador’s spectacular growth in bananas

60 See Grunwald and Musgrove (1970), p. 249.
61 See Roemer (1970), pp. 87–8.
62 Soil erosion and other explanations of Haiti’s economic decline are explored in great detail in Lundahl

(1979).
63 See Wadsworth (1982), pp. 167–71.
64 An excellent account of foreign penetration of the cotton and beef industries in Central America in

this period can be found in Williams (1986).
65 This increase in the Bolivian share did not nearly compensate for the decline in share between 1946

and 1960, however.
66 World trade in primary products (in current dollars) increased at an annual rate of 6 percent between

1950 and 1970. See Scammell (1980), p. 127.
67 See Thomas (1971), p. 1142. In the six years after 1952 Cuba’s share of world sugar production fell

from 19.4 percent to 12.6 percent, with its quota in the “free” market virtually unchanged.
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in the 1950s (reversed in the 1960s) simply displaced exports from Cen-
tral America.68 Peru’s mineral investments ran into decreasing returns.69

Venezuela began to suffer from the competition of low-cost Middle Eastern
oil.70 Bolivia remained the highest-cost tin producer among the major ex-
porters, with COMIBOL able to avoid losses only when world prices were
high.71

In only a few cases could a poor export performance be attributed to
deliberate antiexport policies. After Trujillo was assassinated in 1961 the
Dominican Republic experienced an interlude during which a shift away
from dependence on sugar was attempted, but it was later reversed.72 Revo-
lutionary Cuba began by discouraging sugar exports in an effort to diversify
the economy but was soon forced to return to dependence on sugar – with
the Soviet Union replacing the United States as the main market.73 The
currency in Peru was almost certainly overvalued in the first half of the
1960s.74 Generally, however, policy was favorable to exports – in marked
contrast to the situation in inward-looking countries.

One by one, therefore, and with varying degrees of enthusiasm, the
outward-looking countries began to reassess their policies toward the
industrial sector. The experience of inward-looking policies in neighbor-
ing countries was studied carefully, and CEPAL, its influence at a peak in
the late 1950s, was listened to with respect. Without abandoning the ex-
port sector, the LA14 explored how industrial promotion might be grafted
onto export-led growth. The key instrument was usually an industrial pro-
motion law that gave new manufacturing establishments special privileges
to encourage industrial investment. Firms were allowed to import machin-
ery and components at low or zero rates of duty, and tax holidays were
granted on trading profits.75 Development banks were set up to channel
cheap credit to the manufacturing sector,76 but care was taken to ensure

68 The Latin American share of world banana exports (nearly 70 percent) hardly changed in the 1950s
and 1960s, although country shares changed sharply. See Grunwald and Musgrove (1970), Table
13.3, p. 372.

69 See Dore (1988), pp. 155–9.
70 See Grunwald and Musgrove (1970), Table 8.5, pp. 275–7.
71 See Latin America Bureau (1987).
72 The dependence on sugar was intimately linked to the size of the sugar quota provided by the

United States. See Moya Pons (1990b), pp. 530–2.
73 The Soviet share of Cuban sugar exports (2 percent in 1959) had reached 49 percent in 1961 and

80 percent in 1978. See Brundenius (1984), Table 3.9, p. 76.
74 The 1959 stabilization program did not reduce inflation to international levels, and the real

exchange-rate steadily appreciated until devaluation in 1967.
75 On the shift in economic policy in the five Central American republics, see Bulmer-Thomas (1987),

Chapter 9.
76 Many of these development banks were established with the help of multilateral institutions,

including the Inter-American Development Bank (created in 1961).
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that the financial requirements of the export sector were still met in
full.77

The result was a proliferation of high-cost, inefficient industries that were
nonetheless highly profitable. Concentrated mainly in consumer goods, the
new industries were protected from imports by tariffs that were usually
lower than in inward-looking countries but were still high enough to gen-
erate major distortions. In those republics, such as Venezuela, where the re-
turned value of exports was expanding domestic demand for manufactured
goods while high tariffs discouraged consumer-goods imports, the rate of
growth of industrial output was particularly rapid. Indeed, Venezuelan in-
dustrial output rose at an annual rate of 13 percent during the 1950s.

ISI, therefore, eventually came to be of importance in the smaller re-
publics even if they resisted full-scale adoption of the inward-looking model.
The new industry was even more import-intensive than in the larger re-
publics, however, so the net savings of foreign exchange were modest. The
small size of the market crippled the chances of exploiting economies of
scale in many sectors and pushed unit costs far above world prices even
without the additional distortions provided by tariffs.

Regional integration

By the end of the 1950s all of the Latin American republics had embarked
on the first stage of industrialization, and some had even become semiin-
dustrialized. Yet industry was generally high cost and inefficient, despite
the abundance of cheap unskilled labor. Production runs were small, plant
size was suboptimal, and unit costs in the new dynamic industries – even for
the largest firms – were high by international standards. As a result manu-
factured goods did not enter the export list, and foreign-exchange earnings
remained dependent on a handful of primary products. The intraregional
trade that had developed in the war years – a trade that included man-
ufactured goods – had largely collapsed, and industrial production was
overwhelmingly confined to the domestic market. The narrowness of this
market, exacerbated by the concentration of income in the top deciles (see
pp. 298–312), allowed demand for many products to be satisfied by a small
number of firms, so the structure of most industries approximated the con-
ditions required for an oligopoly.78

77 In Central America agriculture (including livestock) received approximately the same share of total
commercial bank lending in 1970 as in 1961 despite the rapid growth of industry. See Bulmer-
Thomas (1987), Table 9.3, p. 186.

78 The combination of small production runs and oligopolistic structures gave Latin America the worst
of both worlds. The former raised unit costs; the latter ruled out competitive markets. Because of
market fragmentation, concentration ratios (i.e., the proportion of total sales accounted for by
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The larger countries had expanded industrial production beyond non-
durable consumer goods by establishing factories to produce consumer du-
rables and intermediate (including basic) goods.79 Even in the larger coun-
tries, however, industry was import intensive, so rapid economic growth
was frequently associated with balance-of-payments problems. The capital-
goods industries – hampered by market size – were slow to develop, so a
growing proportion of the import bill consisted of machinery and equip-
ment. Furthermore, because so much technology is embodied in capital
goods, the region remained heavily dependent on technology that was im-
ported from abroad and was designed for the markets of developed countries.

Similar problems were faced by industrialization programs in other de-
veloping countries. However, although a handful of countries in Southeast
Asia – notably Hong Kong, Singapore, South Korea, and Taiwan – chose
this moment (at the end of the 1950s) to reform policy in favor of promot-
ing manufactured exports to the rest of the world, Latin America was still
convinced that the obstacles in the path of its industrial exports remained
overwhelming. As late as 1967 a CEPAL document stated that “The de-
veloping countries have neither the resources nor the technical ability to
compete with others even in the developing area, and much less in the in-
dustrialized regions. And insofar as they might be able to do so, experience
is showing that they would encounter very strong opposition.”80

This export pessimism remained a feature of CEPAL’s thinking for many
years and, indeed, found an echo in other organizations around the world.
Emphasis was placed on the need for asymmetry in international trade
policy, with Raúl Prebisch leaving CEPAL in 1963 to lead the new U.N.
Conference on Trade and Development (UNCTAD) in its long, and largely
unsuccessful, search for privileged access to the markets of the developed
countries for the manufactured exports of developing countries.81

For CEPAL, whose influence throughout Latin America was by now
considerable, the solution was regional integration (RI). Inspired by the
Treaty of Rome, which had led to the formation of the European Economic
Community (EEC) in 1958, CEPAL saw the abolition of national tariff and
nontariff barriers within Latin America as the means by which the domestic
market could be enlarged, permitting the exploitation of economies of scale

the leading three or four firms) were usually lower in Latin American industry than in advanced
countries. See, for example, Jenkins (1984), Table 4.2, p. 83, on the pharmaceutical industry.

79 “Basic goods” are those products used throughout the industrial sector as intermediate inputs (e.g.,
steel, chemicals, and processed fuels).

80 ECLA(1970), p. 140.
81 UNCTAD, created in 1964, did succeed in establishing the generalized system of preferences

(GSP) in 1971, under which developing countries received unilateral tariff concessions on a broad
range of manufactured and agroindustrial products. The concessions were so tightly fenced with
qualifications and exceptions, however, that the net benefit from the GSP has been very modest. On
the GSP, see Weston (1982).
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and lowering unit costs while maintaining protection against imports from
third countries. In CEPAL’s vision RI would give a new impulse to indus-
trialization throughout the region and provide an opportunity in the larger
countries for building a sophisticated capital-goods industry with tech-
nological autonomy. The expansion of intraregional exports would permit
intraregional imports to grow, thus alleviating the balance-of-payments
constraint on development. It was also assumed that intraregional trade
would be subject to much less instability than extraregional trade, so ex-
ternal shocks would become less important.82

CEPAL’s vision would not have been sufficient in itself to push Latin
America toward RI in the 1960s if it had not found support elsewhere.
Indeed, ISI had created influential groups, some of whose members stood
to lose from freer trade within Latin America, and nationalism was still a
powerful political force that looked unfavorably on too close an association
with neighboring countries. However, a limited version of RI – on a scale
rather different from that envisaged by CEPAL – found support in a number
of countries.

The first group was precisely those Southern Cone countries (Argentina,
Chile, and Uruguay together with Brazil) that had suffered most from the
drop in intraregional trade since the Second World War. As late as the first
half of the 1950s this group of countries had kept a modest intraregional
trade alive among themselves, in both primary and secondary products,
through discriminatory use of all the trade instruments at their disposal.
These mechanisms for trade promotion ran counter to the most-favored-
nation (MFN) treatment preferred by international agencies (including
GATT) under which a trade privilege extended to one trading partner
should be extended to all. The elimination of these practices forced in-
traregional imports to compete on equal terms with extraregional imports,
which had a severe impact on the value of the former. For this group of
countries RI was therefore seen as a means of restoring intraregional trade
to its previous levels.83

The second group of countries consisted of the Central American repub-
lics, in which modern manufacturing had scarcely begun. Although export-
led growth had remained the dominant model throughout the 1950s,
the deterioration in the NBTT after the Korean War and the widespread
recognition that the national market was too small to support more than
a handful of simple industries without major distortions persuaded the
elite to experiment with a version of RI, provided it did not under-
mine traditional and nontraditional primary-product exports. Thus RI

82 CEPAL’s key documents on intraregional trade are ECLA (1956) and (1959).
83 See Dell (1966), pp. 25–9.
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was to remain the junior partner in a model that would give privileges
to industry without withdrawing the advantages enjoyed by export agri-
culture.84

A commitment to RI, however visionary, could not conceal the enormous
problems that integration faced in the Latin American context. No one took
too seriously references to a Latin American common market, which implied
free movement of labor and capital, but the choice between a customs union
(with a common external tariff, or CET) and a free-trade area (which left
each country free to impose national tariffs on third countries) could not
be avoided. Furthermore, the preunion tariffs in Latin America, though
high in all countries, varied considerably from country to country (see, for
example, Table 9.1), so the abolition of tariffs on intraregional trade still
implied different national adjustments. Even more worrisome, and scarcely
recognized at the time, was the complete lack of harmonization in the area
of exchange-rate, fiscal, and monetary policies.

The second problem was the scale of nontariff barriers to intraregional
trade. Although quantitative restrictions on imports were being phased
out (except in Mexico), the transport of goods between countries in Latin
America was still fraught with problems. Freight rates to traditional mar-
kets in Europe and North America were much lower, and shipping routes
were more widespread. Restrictions on national carriers could mean long
delays for goods at the frontier as they were unloaded and reloaded, and
intraregional trade could not escape the network of bureaucratic red tape
designed to discourage imports in general.

The third problem was the welfare gains expected from RI. The tradi-
tional approach to this problem had assumed that welfare benefits could be
identified with the excess of trade creation (TC) over trade diversion (TD),
in which TC represented the replacement of high-cost domestic production
by cheaper imports from a partner and TD represented the replacement
of cheaper imports from a third country by more expensive imports from
a partner.85 Although the identification of net welfare benefits with the
excess of TC over TD proved to be based on strong assumptions,86 it was
a source of concern that in the Latin American context TD was likely to
exceed TC. The reason was not so much that national industrialists would
resist the closure of high-cost factories (though that could be expected);
it had more to do with RI being seen as a vehicle for the continuation of
import substitution – in a regional context rather than a national one – with

84 See Bulmer-Thomas (1987), pp. 185–90.
85 See El-Agraa (1997), pp. 35–44.
86 One of the assumptions was full employment, so resources made idle by trade creation could then

be switched into other activities. If the result of trade creation was an increase in unemployment,
however, the welfare benefit was uncertain.
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regional producers able to replace imports from the rest of the world as a
result of the abolition of tariffs on intraregional trade.87

Even if it could be assumed that net welfare would improve despite TD in
excess of TC, the distribution of net benefits among the member countries
would be a further source of concern. The reason was simple. The gains
from RI in this Latin American model tended to accrue to those countries
that succeeded in replacing extraregional imports with national produc-
tion and intraregional exports. Those countries that simply replaced cheap
imports from the rest of the world with high-cost imports from a partner
would be worse off. Thus welfare gains tended to be associated with captur-
ing the new industries and running intraregional trade surpluses, whereas
welfare losses were linked to intraregional trade deficits. A successful RI
scheme therefore needed to find some way of compensating the losers or
of allocating the new industries among all members, in defiance of market
forces.88

A final problem, related to the distribution of benefits, concerned the
system of intraregional payments. Although intraregional exports and im-
ports must be equal, that was not true for any single country. Countries
with deficits in intraregional trade would need to channel finance to sur-
plus countries as a counterpart of the excess of imports over exports. If paid
in hard currency, the settlement of intraregional balances would then exac-
erbate the balance-of-payments constraint for deficit countries – although
the alleviation of this constraint was one of the reasons that had originally
been given for promoting RI.

The technocrats at CEPAL and national policymakers were aware of many
of these problems in the design of integration schemes in the 1960s, al-
though the proposed solutions were far from adequate. The first scheme to be
formally adopted was the Latin American Free Trade Association (LAFTA),
which was established by the Treaty of Montevideo in February 1960 and
eventually embraced the ten republics of South America, together with
Mexico.89 LAFTA set itself the target of abolishing all tariffs on intrare-
gional trade by 1971 through periodic negotiations. These included annual
negotiations on national schedules, under which individual countries un-
dertook to cut tariffs facing member countries on a range of commodities to
be agreed in bilateral discussions, and triannual negotiations on common

87 This was seen most clearly in Central America, where the virtual absence of prior industrialization
meant that new manufacturing firms producing tradable goods were almost bound to replace
imports from the rest of the world as a result of the new tariff system. See Bulmer-Thomas (1988),
pp. 75–100.

88 Cline (1978), pp. 59–115, is an excellent treatment of this question.
89 Many accounts of LAFTA exist. See, for example, Bulmer-Thomas (1997). Vaitsos (1978) contains

a comparative study of regional integration schemes, including LAFTA, in developing countries.
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schedules that listed the commodities in which free trade would be pro-
gressively established.90

Progress under the national schedules was at first impressive, and in
the first two years (1961–2) 7,593 tariff concessions were agreed. The ease
of these negotiations was deceptive, however, because most of the tariff
“concessions” were on commodities that did not enter into intraregional
trade or were reductions in tariffs from redundant levels. In future years
tariff negotiations under the national schedule would prove to be much more
difficult, and by the end of the 1960s they had ground to a complete halt.
Meanwhile, negotiations under the common schedule never passed beyond
the first round in 1964, at which time free trade in a small number of primary
products was agreed to “in principle,” with the date of implementation
progressively delayed.91

Thus LAFTA never achieved its aim of abolishing intraregional tariffs
and its success in tackling the other problems faced by RI in the Latin
American context was even more problematic. A payments system was
constructed after 1965, with a multilateral clearing house that led to the
automatic clearing of one-third of intraregional trade by 1970 and two-
thirds by 198092 – not an insignificant achievement – but little was done to
promote the interests of the less developed countries (Bolivia, Ecuador, and
Paraguay93), and no regional development bank was created that could
channel resources to the weakest members. Agreement was reached on a
regime of industrial complementarity that allowed a subset of countries to
push through tariff reductions in a particular industry, but this facility –
used quite widely in the 1970s – mainly benefited MNCs with subsidiaries
in different parts of Latin America.94

Frustrated by the lack of progress under LAFTA, the Andean coun-
tries formed the Andean Pact (AP) in 1969, the aims of which were more
ambitious.95 The target this time was a customs union with a CET and
legislation to ensure that the benefits of RI accrued to domestic factors of

90 See Finch (1988), pp. 243–8.
91 The commodities were bananas, cacao, coffee, and cotton – all traditional primary-product exports

from Latin America and the exact opposite of the kind of manufactured products the architects of
LAFTA had hoped to promote.

92 See IDB (1984a), Table 1.1, p. 56.
93 The only significant concession was that the less-developed countries could move toward trade

liberalization at a slower pace. This, however, did nothing to ensure them a “fair” share in the new
industry to be created by regional integration. On the formal concessions offered, irrespective of
their relevance, see IDB (1984a), p. 70.

94 The list of products affected by complementarity agreements is given in IDB (1984a), p. 156, n. 8.
The list involves products in which MNCs were (and are) particularly active.

95 The original members of the Andean Pact were Bolivia, Chile, Colombia, Ecuador, and Peru.
Venezuela joined in 1973, and Chile withdrew in 1976.
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production rather than to MNCs.96 An Andean development corporation
was formed to channel external finance into regional infrastructure, spe-
cial consideration was given to the needs of the least-developed members
(Bolivia and Ecuador97), and RI was seen explicitly as a means of promot-
ing an industrialization program.98 Yet the AP fell at the first hurdle: A
minimum CET was accepted in principle but was never implemented, and
Chile withdrew in 1976 when its neoliberal policies on tariff reductions and
foreign investment (see Chapter 10) proved inconsistent with membership
of the AP.99

Like the AP, the Central American Common Market (CACM) – launched
at the end of 1960 – set out to create a customs union with a CET.100 Unlike
LAFTA or the AP, however, the CACM did not have to confront established
pressure groups in modern manufacturing that were hostile to intraregional
tariff concessions. The low level of industrialization before 1960 made it
relatively easy to free intraregional trade, and the CET was in place by
1965. A payments system was implemented that led to automatic clear-
ing of more than 80 percent of intraregional trade by 1970, and a Central
American Bank for Economic Integration (CABEI) channeled funds for re-
gional infrastructure to all countries, with the weaker members (Honduras
and Nicaragua) receiving a disproportionately large share of all loans.
CABEI was the only effective mechanism for compensating the weaker
members, however, because other such instruments were either abandoned
or postponed.101 The result was an RI scheme that undoubtedly generated
net benefits but in which the distribution of benefits among members was

96 The most radical instrument of the new policy was Decision 24, which fixed a maximum rate for
profit remittances and set a terminal year for majority ownership by foreign companies. Inevitably,
Decision 24 provoked much friction, and its radical character was steadily eroded. See El-Agraa
and Hojman (1988), pp. 262–3.

97 The list of concessions provided for Bolivia and Ecuador, including special treatment within the
Andean Development Corporation, is given in IDB (1984a), pp. 74–5. Nevertheless, it is hard to
quarrel with the IDB’s assessment that “the Special Regime for the Andean LDCs [less-developed
countries] has had very little effect and has not lived up to initial expectations.”

98 This was to be achieved through the sectoral program of industrial development (SPID), the object
of which “was to rationalise industrialisation by allocating plants in such a way that optimal
utilisation in the context of even development is ensured.” See El-Agraa and Hojman (1988),
p. 264. In practice, the SPID did little to avoid the proliferation of suboptimal plants.

99 Chilean withdrawal is often erroneously attributed to the political differences between the right-
wing dictatorship of General Augusto Pinochet Ugarte and the left-leaning governments in some
other Andean republics. Without a doubt, these political differences did not help the smooth
operation of the AP, but they were secondary to Chile’s desire to implement a neoliberal economic
program that was inconsistent with AP membership.

100 For an overview of regional integration in Central America from its origins to its relaunch in the
1990s, see Bulmer-Thomas (1998).

101 The most controversial instrument was the Integration Industries Scheme, which gave tariff-free
privileges to a single firm in an industry in which economies of scale were deemed to be important.
Only two firms were granted such privileges, amounting in effect to a regional monopoly, before
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unequal. Honduras, in particular, ran increasingly large intraregional trade
deficits, with trade diversion far outstripping trade creation and with the
deficit having to be settled twice a year in hard currency out of extraregional
exports.102 Following the war between El Salvador and Honduras in 1969,
which paralyzed trade between the two countries until 1980, Honduras
withdrew from the CACM.103

With the partial exception of the CACM, Latin American efforts to
create an institutional framework for promoting RI were not very successful.
The growth of intraregional trade in LAFTA in particular, which could be
attributed to official measures, was modest: Even by the end of the 1970s
less than half of intraregional trade was in commodities covered by LAFTA
concessions, and trade in the goods covered by LAFTA concessions had not
grown as fast as had trade in nonconcessional products.104Intraregional trade
as a proportion of total trade in the CACM peaked in 1970 and declined
steadily thereafter.105 After a decade of the AP, intraregional trade was still
less than 5 percent of total trade.106

It would be wrong, however, wholly to dismiss the Latin American ex-
periment in RI. Despite the institutional failures, intraregional trade not
only expanded rapidly in absolute terms in the two decades after 1960,
but for the region as a whole even grew in relative terms (i.e., as a pro-
portion of total exports) until the late 1970s. As Table 9.3 makes clear,
the share of intraregional exports in total exports had reached double dig-
its by 1965 and came close to 18 percent a decade later. Furthermore,
although intraregional trade had been dominated by primary products in
the early 1960s, these declined in importance, and by 1975 trade in man-
ufactured goods accounted for almost half of all intraregional exports (see
Table 9.3) – in sharp contrast to extraregional exports, among which man-
ufactured goods were relatively unimportant.107

it effectively collapsed as a result of private-sector (and U.S. government) opposition. See Ramsett
(1969).

102 The Honduran problem, which was the major factor in its decision to leave the CACM, was
illustrative of the difficulties faced by integration schemes in Latin America. As the weakest
member of CACM, Honduras was in effect asked to replace imports from the rest of the world
with higher-cost imports (before tariffs) from the region. Its exports to CACM, however, were
primarily food products, which continued to be sold at world prices. Thus the terms of trade for
Honduras deteriorated – precisely the opposite of what is supposed to happen in an integration
scheme.

103 The war between the two countries arose out of the tensions generated by migration of Salvadorans
to Honduras. See Bulmer-Thomas (1990a).

104 See IDB (1990), pp. 10–11.
105 At their peak intraregional exports represented 26 percent of total exports. The subsequent decline

was only relative, however, and the absolute value of trade continued to grow until 1981.
106 See El-Agraa and Hojman (1988), Table 11.1(a), p. 261.
107 These were still only 16 percent of extraregional exports in 1975. See Thoumi (1989), Table 5,

p. 13.
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Table 9.3. Intraregional exports by product group as percentages of total exports by
product group, 1965, 1970, and 1975

Exports 1965 1970 1975

Basic foodstuffs and raw materials
1. Food and live 8.8 8.0 10.0

animals (27.1) (22.2) (17.1)
2. Beverages and 7.6 12.2 8.5

tobacco (0.3) (0.5) (0.4)
3. Crude materials, 9.4 9.9 8.2

inedible (12.2) (10.3) (6.2)
4. Fuels and mineral 13.9 14.0 16.7

fuels (31.5) (22.9) (29.3)
5. Animal and 13.3 14.6 16.6

vegetable oils and fats (1.8) (1.7) (1.2)
Subtotal (72.9) (57.6) (54.2)

Manufactured products
Chemical elements 36.1 48.2 53.9

and compounds (5.6) (7.4) (8.2)
Manufactured goods, 15.6 18.0 27.1

classified by material (13.3) (19.6) (16.3)
Machinery and 70.2 51.0 52.6

transport equipment (4.1) (9.2) (15.4)
Miscellaneous 70.0 55.2 38.5

manufactured articles (3.7) (5.5) (5.3)
Subtotal (26.7) (41.7) (45.2)
Other products 27.5 38.9 16.4

(0.4) (0.7) (0.6)
Total 12.6 14.0 17.9

(100) (100) (100)

Notes: Figures in parentheses refer to the composition of intraregional exports, in per-
centages. Based on trade data provided by members of the Inter-American Development
Bank; statistics therefore exclude Cuba and include Barbados, Guyana, Jamaica, and
Trinidad and Tobago.
Source: Thoumi (1989), Table 4, p. 10, and Table 5, p. 12.

Intraregional trade in manufactured exports was particularly rapid in
machinery and equipment, supporting the argument of CEPAL that RI
could be used as a basis for building a regional capital-goods industry, and
increased its share of the total from 4 percent to 15 percent in the decade
after 1965 (see Table 9.3). Indeed, exports of sophisticated manufactures
depended heavily on the regional market in the 1960s, with 70 percent of
all exports of both machinery and transport equipment and miscellaneous
manufactured goods going to other Latin American republics. These ratios
subsequently declined, as firms in the larger countries began to export
equivalent goods to the rest of the world in the 1970s. Thus it could be
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claimed with some justification that the regional market had been the
springboard for extraregional exports of high-technology goods.108

In view of the institutional paralysis apparent by the end of the 1960s, the
growth of intraregional trade came to depend on the private sector rather
than the public sector. Indeed, regional private-sector organizations –
virtually nonexistent in 1960 – became more and more important, and
in the 1970s the growth of trade was due almost entirely to their ef-
forts. The window of opportunity provided by the regimes of indus-
trial complementarity was exploited to the fullest, and trade in regional
services – including consultancy, finance, insurance, and construction – also
became important.109 In a belated effort to match the contribution of the
private sector, the region’s governments created the Sistema Económico de
América Latina (SELA), with membership expanded to include the English-
speaking Caribbean, in 1975.110 When the Treaty of Montevideo expired in
1980, LAFTA was replaced by the Latin American Integration Association
(LAIA), which gave greater prominence to industrial complementarity and
to private sector initiatives.111

The prominence of the private sector in intraregional exports was re-
flected in the geographical pattern of trade. The most important trade flows
occurred between blocs of countries in close proximity. Thus in LAFTA
Argentina, Bolivia, Brazil, Paraguay, and Uruguay formed a bloc that dom-
inated intra-LAFTA trade and that was so important for the three smaller
countries (Bolivia, Paraguay, and Uruguay) that it accounted for nearly 40
percent of their total exports by the end of the 1970s.112 In the AP total
trade was dominated by the flows between Colombia and Venezuela,113 and
trade between El Salvador and Guatemala accounted for more than half of
all trade in the CACM.114 Intraregional trade was highly concentrated, and

108 In 1965 exports of machinery and transport equipment to the regional market were twice as
important as exports to the world market. The two markets were roughly equal in importance
in the 1970s, but in the 1980s the world market became much more important. Most of these
exports came from MNCs operating in Brazil and Mexico. See Blomström (1990).

109 This important area of trade has been almost totally neglected. For an honorable exception, see
IDB (1984a), pp. 156–69.

110 SELA, based in Caracas, also embraced all those Latin American republics (Cuba, the Dominican
Republic, Haiti, and Panama) that were not members of any integration scheme, as well as four
members (Barbados, Guyana, Jamaica, and Trinidad and Tobago) of the Caribbean Free Trade Area
(later the Caribbean Community, or CARICOM) and Suriname.

111 It is doubtful whether LAIA could have succeeded where LAFTA failed. However, LAIA – and
intraregional trade – effectively collapsed as a result of the debt crisis that began in 1982.

112 In all three cases the intraregional exports went overwhelmingly to Argentina and Brazil. See
Thoumi (1989), Table 14, p. 33.

113 This trade, however, consisted predominantly of Colombian exports to Venezuela by the end of
the 1970s, so it was therefore vulnerable to import restrictions imposed by Venezuela.

114 By the end of the 1970s El Salvador was selling 60 percent of intraregional exports to Guatemala;
the reverse figure was nearly 50 percent.
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in many pairs of countries no trade took place at all.115 The widening of the
market anticipated by CEPAL was therefore rather modest, and the process
was essentially driven by private-sector groups that exploited their knowl-
edge of neighboring markets to establish additional outlets for production
without significantly altering plant size and production runs.116

The unwillingness of the private sector to base investment decisions on
a Latin American market was understandable. The failure of public-sector
initiatives to establish an adequate framework for eliminating tariff and
nontariff barriers to intraregional trade had been repeatedly demonstrated,
and the geographical concentration of trade made it vulnerable to external
shocks. Indeed, intraregional trade turned out to be even more unstable
than extraregional trade. In almost all the republics subject to RI schemes,
the coefficient of instability for intraregional exports was high – and higher
than for extraregional exports.117

Intraregional trade was also procyclical. It tended to move in line with
extraregional trade, with the movements exaggerated in both directions.
Thus while the value of total trade was growing in the 1960s and 1970s,
the value of intraregional trade grew even faster. On the other hand, when
the value of total imports declined after 1981, intraregional trade suffered
a collapse that would only be reversed as total imports started to increase
again at the end of the decade. The procyclical nature of intraregional trade
was a disappointment for those who had hoped that RI would increase the
autonomy of the region in the face of external shocks. Yet it was hardly
surprising. The composition of intraregional and extraregional exports was
different, and it was not usually possible to switch exports from one market
to the other in the short run.118

Growth, income distribution, and poverty

Before the Second World War statistical information on the Latin American
republics was scarce. Some countries (e.g., Bolivia and Paraguay) could not
even provide accurate information on the size of their populations, and

115 Mexico, for example, sold virtually nothing to Bolivia, Paraguay, or Uruguay, despite the fact that
all four countries were members of LAFTA. Similarly, the trade links between CACM and LAFTA
were modest.

116 The increase in business contacts produced an explosion in regional and subregional business
associations. These increased from 3 in 1960, to 14 in 1971, and to 41 in 1983. See IDB (1984a),
p. 159.

117 See Thoumi (1989), Table 25, p. 80. The only exception is Honduras, where the coefficient of
instability between 1960 and 1982 was even higher for extraregional exports.

118 Even where it was possible, as in the case of machinery and transport equipment (see note 108),
intraregional exports were vulnerable to the import restrictions that were usually imposed following
an external shock.
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national accounting data did not exist. By the 1950s, however, the situa-
tion had improved.119 Although many deficiencies remained, all countries
now provided a regular stream of statistics, and the participation of interna-
tional agencies ensured a reasonable degree of cross-country comparability.
CEPAL, in particular, was assiduous in collecting and preparing informa-
tion, not only on the postwar period, but in some cases also on earlier
decades. Thus it was possible to compare the growth and development of
all of the republics in a consistent framework, in many cases with mea-
sures of income distribution and poverty becoming available for the first
time.

The single most commonly used measure of growth is the GDP at con-
stant prices. The region’s rate of growth had increased in each of the three
decades after 1940 – a satisfactory performance – and by the 1960s it av-
eraged 5.4 percent per year (see Table 9.4). Only in Uruguay, Venezuela,
and the Dominican Republic did the rate of growth fall in each decade,
but in the latter two cases the rate was still high even in the 1960s. The
Latin American rate of growth compared favorably with other developing
countries – it was higher even than that of East Asia in the 1950s – and
was faster than the rate of growth in the developed countries.

Population growth was accelerating for most of the period, however. In
common with other developing countries, the republics of Latin America
were in the midst of a demographic explosion as a result of a small increase
in the birth rate and a large fall in the death rate.120 Between 1900 and
1930 population grew by more than 2.5 percent a year only in Argentina,
Honduras, and Cuba, but by the 1950s population was growing at this
rate in thirteen republics. Furthermore, fast growth of population before
1930 implied a high rate of international immigration – bringing workers
with skills and in some cases capital – whereas in the 1950s international
emigration to Latin America had virtually ceased, so the additions to the
population were young dependents.121

When the GDP figures are adjusted for population growth to give GDP
per head (see Table 9.4), the position was still generally satisfactory. Only

119 The situation improved enormously when a concerted effort was made in the 1940s to achieve
consistent regionwide coverage of key social and economic indicators under the auspices of inter-
American cooperation. The annus mirabilis occurred in 1950, when almost all republics conducted
a population census and many held an agricultural census. See Travis (1990).

120 In the early 1930s the crude death rate (CDR) had been above 20 per 1,000 in all republics except
Argentina, Cuba, Panama, and Uruguay. See Wilkie (1990), Table 710. By the early 1960s it was
below 20 in all republics except Bolivia and Haiti. By the 1960s the population of Latin America
(276 million in 1970) was growing at 2.8 percent per year, compared with 1.9 percent in the
1930s and 2.5 percent in the 1940s.

121 Not only had mass migration to Latin America ceased, but emigration to the United States was
accelerating. By the 1970s the Hispanic population of the United States, though dominated by
emigrants of Mexican origin, was drawn from a wide range of countries.
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Table 9.4. Gross domestic product: growth rates and per head, 1950–1970

Growth rates Per head (1970 prices
(in percentages) in US$)

Country 1950–1960 1961–1970 1950 1960 1970 Rank

Argentina 2.8 4.4 753 812 1,055 1
Bolivia 0.4 5.0 189 151 201 19
Brazil 6.9 5.4 187 268 364 12
Chile 4.0 4.3 561 631 829 3
Colombia 4.6 5.2 224 261 313 14
Costa Rica 7.1 6.0 318 394 515 8
Cuba 2.4a 4.4b 450c 534d 638e 7
Dominican Republic 5.8 5.1 252 324 403 11
Ecuador 4.9 5.2 184 221 256 17
El Salvador 4.4 5.8 218 237 294 15
Guatemala 3.8 5.5 271 288 361 13
Haiti 1.9 0.8 95 99 84 20
Honduras 3.1 5.3 190 231 259 16
Mexico 5.6 7.1 362 467 656 6
Nicaragua 5.2 6.9 249 311 436 10
Panama 4.9 8.1 358 443 708 5
Paraguay 2.7 4.6 203 212 243 18
Peru 4.9 5.5 278 364 446 9
Uruguay 1.7 1.6 770 820 828 4
Venezuela 8.0 6.3 485 723 942 2
Latin America 5.3 5.4 306 396 513

a Datum is for 1950–8. See Brundenius (1984).
b See Brundenius and Zimbalist (1989).
c Derived from Maddison (1991) and Pérez-López (1991).
d 1962. Derived from Brundenius and Zimbalist (1989), Table 5.8, p. 63, and spliced to
estimate of GDP per head for 1970.
e See Pérez-López (1991).
Sources: Wilkie (1974); World Bank (1980); IDB (1990). For GDP data at Purchasing
Power Parity Exchange rates, see Thorp (1998), Appendix IX.

Haiti suffered a fall in living standards between 1950 and 1970; most
republics saw GDP per head rise in each decade. For the region as a whole,
performance compared reasonably well with other developing countries and
was not far behind the developed countries, in which population growth
was much more modest. The level of GDP per head in Latin America by the
end of the 1960s put all Latin America except Haiti firmly in the group of
countries described by the World Bank as “middle-income,” with the first
six countries in the ranking being described as “upper middle-income.”122

122 See World Bank (1984), Table 1, which uses data for the early 1980s and also includes Brazil in
this group.
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The level of GDP per head is calculated in the prices of a given year.
The distortions associated with ISI imparted an upward bias to the manu-
facturing component of GDP, because the value of net output far exceeded
its value at world prices. However, the use of official exchange rates to con-
vert national currencies to dollars imparted a downward bias to the figures,
because purchasing-power parity exchange rates were generally lower.123

These two biases did not necessarily cancel each other out, but there was no
reason to dismiss the GDP and GDP per head figures as meaningless or –
even worse – misleading. Furthermore, performance was satisfactory both
among the group of countries that followed inward-looking development
and the group that pursued a more outward-looking orientation, with the
latter group experiencing the greater improvement over the two decades
after 1950.124

The collection of information extended to social indicators – many of
which also told an encouraging story. Life expectancy was rising, and infant
and child mortality was falling. Primary- and secondary-school enrollments
were increasing rapidly, both in absolute terms and as a proportion of the
school-age population, and illiteracy was on the decline. Health indicators
were all moving in the right direction. Latin America was becoming an
increasingly urban society: By the end of the 1960s nearly 60 percent of
the region’s population was classified as urban (i.e., living in towns or cities
with more than 1,000–3,000 people), compared with less than 40 percent
in 1940. In the smaller republics the rural population was still in a majority,
but everywhere it was in relative decline.125

The rapid urbanization of Latin America was a reflection of population
growth, rural–urban migration, and the emphasis in many countries on
urban-based activities. The principal cities grew at an astonishingly rapid
rate, and urban sprawl, industrial pollution, and substandard housing be-
came widespread. Mexico City, Buenos Aires, and São Paulo were now
among the largest cities in the world.126 Indeed, the attraction of the lead-
ing city in each republic was often so great that migration from other towns
and cities was sometimes even more important than migration from rural
areas.127

123 In 1970, for example, the official exchange-rate for Mexico was 12.5 pesos per U.S. dollar, whereas
the purchasing-power parity rate (see CEPAL, 1978, p. 8) was 8.88. See also Thorp (1998),
Appendix Table II.I, p. 317.

124 In the 1950s the (unweighted) average annual growth rate of real GDP for the two groups was the
same (4.3 percent). In the 1960s the rate for the LA6 was 4.7 percent, whereas for the LA14 it was
5.1 percent.

125 See Wilkie (1990), Table 644, p. 137.
126 By 1970 four Latin American cities (Mexico City, São Paulo, Buenos Aires, and Rio de Janeiro) had

more than 7 million inhabitants (roughly the same as New York or London). See Wilkie (1990),
Table 634, p. 129.

127 Good case studies on migration in Latin America can be found in Peek and Standing (1982).
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Under such circumstances it would not have been surprising to discover
major problems in the workings of the labor market, particularly in urban
areas. Rapid population growth in one decade always increases labor supply
in following decades,128 and rural–urban migration adds directly to the
urban supply of labor. Moreover, in both rural and urban areas female
participation rates – the proportion of the adult female population wishing
to work – were on the increase.129 The growth of real GDP, it is true, could
be expected to increase the demand for labor, but the shift to urban-based
activities, with higher productivity and higher capital–output ratios, would
be expected to moderate labor absorption.130

Despite these problems evidence of growing unemployment or underem-
ployment in Latin America during this period is weak. Indeed, in a series of
historical studies the Programa Regional del Empleo para América Latina
y el Caribe (PREALC), a division of the International Labour Organisation
(ILO), discovered evidence of a decline in underemployment in the three
decades after 1950 in the majority of countries examined (see Table 9.5).In
all cases the proportion of the nonagricultural population classified as un-
deremployed rose, but this was usually more than offset by the decline in
underemployment among agricultural workers. Thus rural–urban migra-
tion was lowering the overall impact of underemployment and at the same
time rendering it more visible, because it was becoming increasingly an
urban problem rather than a rural one.

The growing presence of the underemployed in urban areas was a re-
minder that growth and development were not the same thing. Equally
disturbing was the accumulation of evidence on the distribution of income
and wealth. In the century before 1930 the majority of republics had seen
export-led growth reinforce their colonial legacy of unequal distribution
patterns. Partial evidence had suggested that the top quintile received a
greater share of income than its counterpart abroad and that the opposite
was true of the bottom quintile.

More complete studies after the Second World War confirmed this pic-
ture. Even more worrisome was the trend in the distribution of income.

128 Thus the rate of growth of the population economically active (PEA) accelerated from 2.1 percent
in the 1950s, to 2.5 percent in the 1960s, and to 3.2 percent in the 1970s. This was even faster
than the (lagged) rate of growth of population because of the increase in female participation in
the PEA. See Deas (1991), Table 14.1, p. 219.

129 The growth of the female labor force, as a consequence, was extremely rapid and reached 4.7 percent
per annum in the 1970s. See Deas (1991), Table 14.1, p. 219.

130 Agriculture typically has the lowest sectoral capital–output ratio. Thus a shift from agricultural
activities to nonagricultural activities (equivalent to a shift from rural to urban sectors) implied
a reduction in labor absorption for a given level of investment. The level of investment therefore
needed to increase significantly to avoid a rise in unemployment.
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Table 9.5. Underemployment as percentage of
population economically active, 1950, 1970,

and 1980

Country 1950 1970 1980

Argentina 22.8 22.3 28.2
(7.6) (6.7) (6.8)

Bolivia 68.7 73.1 74.1
(53.7) (53.5) (50.9)

Brazil 48.3 48.3 35.4
(37.6) (33.4) (18.9)

Chile 31.0 26.0 29.1
(8.9) (9.3) (7.4)

Colombia 48.3 40.0 41.0
(33.0) (22.3) (18.7)

Costa Rica 32.7 31.5 25.1
(20.4) (18.6) (9.8)

Ecuador 50.7 64.9 62.0
(39.0) (41.2) (33.4)

El Salvador 48.7 44.6 49.0
(35.0) (28.0) (30.1)

Guatemala 62.7 59.0 56.7
(48.7) (43.0) (37.8)

Mexico 56.9 43.1 40.4
(44.0) (24.9) (18.4)

Panama 58.8 47.5 36.8
(47.0) (31.7) (22.0)

Peru 56.3 58.4 51.6
(39.4) (37.7) (31.8)

Uruguay 19.3 23.7 27.0
(4.8) (6.9) (8.0)

Venezuela 38.9 42.3 31.1
(22.5) (19.9) (12.6)

Latin America 46.1 43.8 38.3
(14 countries) (32.5) (26.9) (18.9)

Note: Figures in parentheses refer to underemployment in
agriculture as percentage of agricultural labor force.
Source: Wells (1987), Table 2.1, pp. 96–7, based on esti-
mates by PREALC.

Other regions of the world saw a modest improvement in the share of in-
come received by the bottom quintile, but many Latin American republics
witnessed a further decline (see Table 9.6). Thus by 1970 the average for
Latin America was a mere 3.4 percent compared with 4.9 percent for all
developing countries and 6.2 percent for developed countries. The Gini
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Table 9.6. Income distribution and poverty, circa 1960 and circa 1970

Income shares (in percentages)

Poorest 20% Richest 20%
Gini indexa Poverty indexb

circa circa circa circa circa circa
Country 1960 1970 1960 1970 1970 1970

Argentina 6.9 4.4 52.0 50.3 .425 8
Bolivia 4.0 59.0
Brazil 3.8 3.2 58.6 66.6 .574 49
Chile 4.4 51.4 .503 17
Colombia 2.1 3.5 62.6 58.5 .520 45
Costa Rica 5.7 3.0 59.0 54.8 .466 24
Cuba 2.1 7.8 60.0 35.0 .25
Dominican .493

Republic
Ecuador 2.9 69.5 .625
El Salvador 5.5 61.4 .539
Guatemala 5.0 60.0
Honduras 2.3 67.8 .612 65
Mexico 3.5 3.4 61.0 57.7 .567 34
Nicaragua 3.1 65.0
Panama 2.5 60.6 .558 39
Paraguay 4.0
Peru 2.5 1.9 61.0 .591 50
Uruguay 4.0 .449
Venezuela 3.0 3.0 59.0 54.0 .531 25
Latin 3.7 3.4 39

America

a See note 131 for an explanation of the Gini coefficient.
b Defined as the proportion of the population living below the poverty line.
Sources: World Bank (1980, 1983, 1990); Brundenius (1984); Sheahan (1987); Wilkie
(1990); Cardoso and Helwege (1992).

coefficient (see Table 9.6), widely used to measure inequality in the dis-
tribution of income,131 indicated that the degree of income concentration
was extremely high in Latin America – far higher than in the developed
countries at a comparable stage of their development – and that the con-
centration of income was becoming worse in precisely those countries (e.g.,

131 The Gini coefficient assumes a value of zero in the case of complete equality (i.e., when everyone
receives the same income) and of unity in the case of complete inequality (i.e., when all income
goes to one individual). The Gini coefficient in Western Europe had typically been in the range
0.3 to 0.4, and a similar range was reported in South Korea and Taiwan. On the measurement of
income inequality, see Cowell (1977), pp. 121–9.
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Brazil, Mexico) with the most dynamic performance.132 Throughout Latin
America the top quintile received around 60 percent of income (see Table
9.6) – a share that remained stubbornly high and that was much higher
than in developed countries (around 45 percent).

The unequal distribution of income and the high Gini coefficients re-
flected the underlying distribution of assets – land, physical and financial
capital, and human capital. The distribution of land was, if anything, even
more unequal than the distribution of income, with Latin America’s tradi-
tional division of agricultural holdings into minifundios and latifundios pro-
ducing an extraordinary concentration of landholdings in very few hands.133

Only Costa Rica, with its proud tradition of owner-occupation, enjoyed a
predominance of family-sized farms, and even there the distribution of land-
holdings had become steadily more concentrated since independence.134

Urban wealth was also highly skewed. With shares only rarely traded
in financial markets, ownership of the new activities was heavily concen-
trated in a relatively small number of extended families with interlocking
directorates.135 The main challenge to the hegemony of this group came
not so much from a property-owning middle class as from MNCs, which
had acquired a strong position in many of the most dynamic sectors by
the end of the 1960s.136 Yet this did little to reduce the concentration of
income and wealth among domestic factors of production.

The profile of wages and salaries also suggested a spread of earnings
between the highest and the lowest which was far higher than that found
in developed countries.137 In large part this spread reflected the unequal
distribution of human capital – above all education – which left a large

132 The Gini coefficient in Brazil jumped from 0.5 to 0.6 between 1960 and 1970. See Cardoso and
Helwege (1992), Table 9.10, p. 241.

133 The extent of land concentration became apparent in the 1950s with the publication of numerous
agricultural censuses. In Ecuador, in 1954, farms in excess of 100 hectares (2.2 percent of all
holdings) controlled 64.4 percent of the land, whereas the numerous subfamily farms (73.1 percent
of the total) occupied only 7.2 percent of the farm area. See Zuvekas and Luzuriaga (1983), Table
4.1, p. 54.

134 Only 5 percent of farms in Costa Rica were rented as late as 1973. However, farms in excess of 500
hectares (1 percent of the total) occupied nearly 40 percent of the farm area. See Dirección General
de Estadı́stica y Censos (1974), Table 29.

135 The extent of family control is notoriously difficult to quantify in the absence of published balance
sheets and company accounts, but a few studies have been conducted. See Strachan (1976) for the
case of Nicaragua.

136 By the end of the 1960s MNC penetration into manufacturing was particularly marked, with
foreign firms responsible for at least 30 percent of production almost everywhere and more than
40 percent in Brazil, Colombia, and Peru. See Jenkins (1984), Table 2.2, p. 32 and Table 2.4,
p. 34.

137 On wage differentials in Latin America, across both occupations and industries, see Salazar-Carrillo
(1982). See also Elı́as (1992), Chapter 6.
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proportion of the labor force with little or no schooling. Thus, despite
the growth of educational enrollments, in fourteen republics more than
40 percent of the labor force had fewer than three years of schooling by
1970.138 Inevitably, the private rate of return to education was high under
such circumstances, so those members of the labor force with secondary
schooling or vocational training were able to command a high price for their
services relative to the mass of unskilled – and uneducated – workers.139

One consequence of the unequal distribution of assets (including human
capital) was a process of development in Latin America that concentrated
the benefits of growth in the hands of the upper deciles. It was not so much
that the poor were getting poorer – although occasionally that did happen –
for even the bottom decile usually enjoyed some increase in real income.140

The problem had much more to do with the unequal distribution of the
benefits of growth. Furthermore, although there was a modest rise in living
standards in the bottom deciles, the rapid growth of population increased
the absolute numbers living in poverty as well as the numbers of those
classified as extremely poor (destitute). Thus the relative decline in poverty
was still consistent with the classification of a large proportion of the total
population as poor (see Table 9.6).

At the end of the 1940s the low level of urbanization almost inevitably
meant that the majority of the poor would be found in rural areas. Average
rural incomes were below those in urban areas, and many agricultural work-
ers were underemployed as a result of the seasonal nature of agricultural
work. The extreme case was Cuba, where the sugar industry required cane
cutters for only three months of the year and sought to deprive its workers
of access to land in the remaining nine months in order to ensure their
availability for the harvest.141 Elsewhere the monopsony power of the local
landlord often reduced the demand for labor below what it would have been
in a competitive market, and the political power of the landowning class
in many countries was sufficient to prevent the spread of minimum-wage
legislation and trade unions to rural areas.142

138 See ECLAC (1989), Table 31, p. 57.
139 In Mexico, in the mid-1960s, senior executives were paid nearly ten times as much as were

unskilled workers in industry, and middle-level executives were paid nearly four times as much.
See Salazar-Carrillo (1982), p. 166.

140 The case of Brazil, where income inequality increased sharply in the 1960s, is illustrative. The
bottom 40 percent still experienced a modest increase in income per head, although their share of
total income fell sharply. See Cardoso and Helwege (1992), p. 240.

141 The problem of underemployment in the Cuban sugar industry was exacerbated in the years before
the revolution by the decision of the sugar companies to reduce the length of the harvest in an
attempt to reduce costs and remain internationally competitive. See Thomas (1971), Chapter 94.

142 The powerful landowning class in El Salvador resisted the introduction of minimum rural wages
until 1965. Rural trade unions, however, continued to be banned. See White (1973), pp. 106,
120.
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Rural–urban migration provided part of the rural labor force with an es-
cape valve that also improved the situation for those who remained behind.
Everywhere the proportion of the labor force in agriculture declined – some-
times rapidly – and in Argentina, Chile, and Uruguay the rural population
even fell in absolute terms after 1960.143 The problem of underemployment
and poverty became an urban problem as well as a rural problem – so much
so that by the end of the 1970s rapid urbanization meant that the poor
were equally distributed between urban and rural areas, although a lower
proportion of the urban population was classified as poor.144

Poverty and underemployment in urban areas were a reflection of a fast-
growing labor force and relatively slow job creation in the modern, or
formal, sector. The result was an explosion of the urban informal sector,
in which productivity and wages of full-time employees were usually low
and underemployment – visible and invisible – was widespread.145 Some
economists blamed the slow growth of job creation in the modern sector
on distorted factor prices that artificially reduced the cost of capital and en-
couraged capital-intensive techniques in industry.146 Others put the blame
on red tape and the barriers to entry created by legislation.147 There was
some truth to both accusations, although the slow growth of modern-sector
industrial jobs was partially offset by the expansion of state bureaucracies.
Everywhere job creation was fastest in the service sectors, with the informal
sector accounting for a growing proportion of urban employment.148

The growth of urban underemployment, coupled with the unequal distri-
bution of the benefits of growth, offered a challenge for those governments
that were sensitive to the needs of their electorates and a threat for those
that ruled in the name of a small elite. At the same time, governments
throughout the region were pressured to undertake social reform – for both
economic and political reasons.

143 The urban population of Latin America increased by more than 50 million between 1960 and
1970, whereas the rural population increased by only 10 million. See IDB (1991), Table A.2,
p. 262.

144 In 1970 the incidence of poverty (i.e., the proportion of the total population classified as poor) was
54 percent in rural areas and 29 percent in urban areas. A decade later the figures were 51 percent
and 21 percent, respectively. See Deas (1991), Table 14.3, p. 224.

145 Thus although total underemployment was falling as a result of its decline in agriculture (see Table
9.5), underemployment in nonagricultural (mainly urban) activities rose from 13.6 percent of the
PEA in 1950 to 16.9 percent in 1970 and 19.4 percent in 1980. See Wells (1987), p. 97.

146 The slogan of this school was “Get the factor prices right,” and it was taken up with enthusiasm
by the World Bank after 1970. See World Bank (1987), Part 2.

147 The most forceful statement of this position was provided by De Soto (1987), based on a wealth
of Peruvian data.

148 Employment in the urban informal sector as a proportion of the employed labor force has been
estimated to vary between 10.9 percent (Costa Rica) and 44 percent (Bolivia) at the start of the
1980s. This was before the debt crisis, which had the effect of substantially increasing the relative
importance of the informal sector. See Thomas (1992), Table 4.2, p. 68.
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The economic case for reform was put most forcibly by CEPAL, which
argued that the unequal distribution of income reduced the effective market
for industrial goods and narrowed the scope for ISI.149 A redistribution of
income, CEPAL argued, could provide a broader market for many goods
that were either being imported or produced at high unit costs – which
could inject new dynamism into the industrialization process. The success
of the East Asian newly industrialized countries (NICs) began to be studied
carefully in the 1960s, and it was considered no coincidence that both
South Korea and Taiwan had begun their industrialization process after
widespread land reform – albeit under Japanese occupation – had increased
the proportion of households able to purchase consumer goods.150

Political pressure for reform came from reaction to the Cuban Revolu-
tion. The success of Fidel Castro’s revolutionary movement, which swept to
power on 1 January 1959, was widely attributed to the appalling social and
economic conditions faced by many Cubans despite the fact that Cuba had
had one of the more prosperous economies in Latin America.151 The Al-
liance for Progress was launched in 1961 with a fanfare of reformist rhetoric
by the leaders of the American republics,152 and official capital inflows –
helped by the creation of the Inter-American Development Bank (IDB) –
were linked to the adoption of social and economic reform.153

For a variety of reasons reform was thus on the agenda by the early 1960s
and in some cases much earlier. Both the ends and the means of reform
were subject to a great deal of controversy, and numerous experiments were
carried out with varying degrees of success. The most successful in the
short term were often the least successful in the long run, as the Argentine
experience had already shown – the dramatic increase in real urban wages in
the first Perón administration had led to an intense struggle over distributive
shares in the next decades, which generated macroeconomic instability and
exacerbated inflationary problems.154 The same was true of the sharp rise

149 See, for example, the article by Raúl Prebisch in ECLA (1970), pp. 257–78.
150 For a case study of income distribution in Taiwan, see Fei, Ranis, and Kuo (1979).
151 Cuba’s real GDP per head in 1950 was the fifth highest in Latin America, as Table 9.4 makes clear.
152 The Alliance for Progress (ALPRO) was essentially a U.S. response to the hemispheric threat

presented by the Cuban Revolution. Its massive targets for official and private capital transfers
to Latin America were never met, although the transfers themselves increased substantially by
comparison with the 1950s. The ALPRO had effectively collapsed by the end of the 1960s, for its
emphasis on linking capital flows to reform was distasteful both to Latin American elites and to
the Nixon administration in the United States.

153 The IDB made loans to all of the Latin American republics (except Cuba). Following decolonization
in the Caribbean, membership was expanded to include a number of other countries. The IDB was
an enthusiast for regional integration from the start and formed the Instituto para la Integración
Económica de la América Latina (INTAL) to promote intraregional trade.

154 The wage share jumped from 36.8 percent of GNP in 1943–4 to 43.7 percent in 1950–2. The
increase was even more marked when social-security contributions are taken into account. See
Dı́az-Alejandro (1970), Table 2.20, p. 122.
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in real wages in the first two years (1970–3) of the socialist administration
of Salvador Allende in Chile.155

A more indirect method of tackling the distribution of income was
through fiscal policy. The tax system throughout the region relied heav-
ily on indirect taxes, which are generally regressive, so a switch to direct
taxes – in particular, progressive taxes on income – could be expected to
improve the post-tax distribution of income.156 At the same time the tar-
geting of government expenditures on the lower income deciles could be
expected to improve the social distribution of income (i.e., the distribution
of income adjusted for the impact of government expenditures).

With the partial exceptions of Colombia and Costa Rica the results were
disappointing on both counts.157 New income taxes were introduced, but
evasion was widespread, and only a small proportion of the adult population
usually paid any income tax at all.158 On the expenditure side, the bottom
decile benefited from expenditures on primary schools and health clinics, but
the middle and upper deciles were the principal beneficiaries of expenditures
on secondary schools and universities. The bottom decile did not benefit
from public-utility subsidies because they did not generally have access
to the electricity and water provided by state-owned enterprises.159 Even
where fiscal policy played a positive role, it was usually not sufficient to
outweigh the negative effect on distribution of regressive indirect taxes,
which remained the most important source of government revenue.160

Expenditure on education was seen as an important means of improving
income distribution in the long run, and all countries experienced a welcome
rise in the proportion of the school-age population attending primary school.
Nevertheless, the private rate of return on investment in secondary and
tertiary education was usually higher than in primary schooling, and the
largest percentage gains in enrollment were found in these sectors. Thus

155 In 1970 and 1971 real wages rose by 8.5 percent and 22.3 percent, respectively. In the next two
years they fell by 11.3 percent and 38.6 percent as inflation accelerated ahead of nominal wage
increases. See Larraı́n and Selowsky (1991), Table 7.11, p. 200.

156 A regressive tax is one in which the burden falls more heavily on the poor than on the rich. An
example is a sales tax on food, because food constitutes a much higher proportion of the income
of the poor than of the rich. By contrast, an income tax is likely to be progressive, provided the
marginal rate is higher than the average rate, with the rich contributing proportionately more of
their income than the poor. For a case study of how the Colombian fiscal system addressed these
issues, see McLure et al. (1990).

157 The better performance of these two republics was almost certainly linked to their democratic
systems, which made governments more sensitive to the needs of the electorate.

158 The most extreme case must surely be Nicaragua, where in the 1960s only 0.2 percent (1 in 500)
of the population was paying income tax. See Watkins (1967), p. 405.

159 It has been demonstrated that in Colombia, where reform was generally taken seriously, the subsidy
per head for education and health was highest in the top quintile, because this group benefited
most from state support for universities. See Selowsky (1979), Table 1.6, p. 22.

160 See IDB (1984a), Table 29, p. 436.
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the massive expansion of educational expenditures provided some assistance
to the bottom deciles but contributed more to the welfare of the middle
deciles. In Costa Rica, which had long prided itself on its commitment
to education, the Gini coefficient fell during the 1960s, implying a shift
toward greater equality, despite a fall in the share of income received by the
bottom decile.161

A more radical answer to the question of distribution was provided by
those who favored land reform (i.e., a redistribution of physical assets).
Latin America was no stranger to land reform, the social function of land
having been recognized as early as 1917 by the Mexican Constitution. Early
attempts at land reform – Mexico in the 1930s,162 Bolivia after the 1952
revolution,163 and Guatemala during the last two years of the government
of Jacobo Arbenz (1951–4)164 – had been carried out mainly for political
reasons, however. The new argument for land reform stemmed from the
existence of an inverse relationship between the size of farms and their yield
per hectare. Numerous studies demonstrated that small farms, which used
more labor per unit of land, had higher yields than large farms, which used
more capital per unit of land.165 Thus it was claimed, on the basis of this
“inverse yield law,” that the redistribution of large farms into smaller plots
would bring both more output and more employment.166

Land reform was widely attempted in the 1960s, but for most govern-
ments it was a cosmetic exercise designed to ensure compliance with the
Alliance for Progress. Reluctance to attempt anything more radical was due
not only to the political influence of the landowning class but also to the
fear that redistribution would undermine export earnings, for agricultural
exports came disproportionately from large estates.167 Indeed, these fears
proved to be justified in those republics (e.g., Chile and Peru) in which
significant land reform was attempted from the 1960s onward.168 Fur-
thermore, Mexico was so concerned with avoiding any negative impact on
agricultural exports from land reform that public expenditures (e.g., irriga-
tion) and credit were concentrated on the largest farmers – whose share of

161 See Fields (1980), pp. 185–94.
162 On the changes in Mexican agriculture after the land reform, see Sanderson (1981).
163 The 1953 Agrarian Reform Law led eventually to the redistribution of about one-quarter of Bolivia’s

cultivable land. See Heath, Erasmus, and Buechler (1969).
164 The Guatemalan agrarian reform, enacted by President Arbenz during the most radical phase of

the Guatemalan Revolution, was reversed as soon as the counterrevolution triumphed in 1954.
On the agrarian reform itself, see Gleijeses (1991), Chapter 8.

165 See Barraclough (1973) for evidence demonstrating this inverse yield law.
166 The most sophisticated version of this argument can be found in Berry and Cline (1979).
167 This was considered so important in Honduras that numerous public initiatives were adopted to

ensure a continuation of production for export even from the reformed sector. See Brockett (1988),
Chapter 6.

168 See Thiesenhusen (1989), Chapters 5 and 7.
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agricultural income rose accordingly.169 Ironically, the fear of land reform
was often sufficient to persuade large farmers to adopt superior techniques,
including the new varieties of seeds associated with the Green Revolution,
so the inverse yield law ceased to have the same force.170 By the end of the
1970s the economic case for land reform had largely been undermined, al-
though the political case remained strong in a number of smaller republics
(e.g., Guatemala), in which the monopsony power of the landowning class
was an obstacle to social and economic modernization.171

The expropriation, with or without compensation, of nonland assets pro-
vided an alternative, if even more radical, route to changing the distribution
of income. Although nationalizations have not been uncommon in Latin
America, they have mainly affected foreign companies. The most important
exceptions were Chile under Allende (1970–3) and Cuba under Castro, al-
though a number of private companies were nationalized by Perón and the
revolutionary government in Bolivia expropriated the tin industry from
its (mainly) Bolivian owners. By striking at the wealth from which the
upper decile derived its income, nationalization in each of these cases had
an immediate impact on the distribution of income. In Cuba, for example,
the share of the top decile dropped from nearly 40 percent to 23 percent
following wholesale nationalizations in the early 1960s.172

Nationalization may have been effective, but it was associated with
widespread political upheaval and was far too radical for most Latin Amer-
ican governments. Although after 1959 Cuba was rapidly transformed into
the Latin American country with the most equal distribution of income, it
was not a model with much appeal. Statistics on income per head in Cuba
have proved highly controversial, but there is agreement that performance
in the 1960s was unimpressive.173 Expenditures on health and education
were transformed, but the absence of consumer goods meant that many
basic needs could not be adequately met.174 Cuba may have demonstrated
that redistribution of income was feasible in the Latin American context,
but the price paid was considered far too high by governments in the rest
of the region.

169 See de Janvry (1990), pp. 123–31.
170 See Grindle (1986), Chapter 4.
171 With a majority of the labor force in rural areas and with one of the highest concentrations of

landownership, Guatemalan society could not easily be changed without some sort of agrarian
reform.

172 It dropped even further in the 1970s. See Brundenius (1984), Table 5.6 and Figure 5.1, p. 116.
173 Even the global social product (GSP), the measure used by the Cuban authorities themselves,

showed little increase between 1962 and 1966. See Pérez-López (1991), Table 1, p. 11.
174 Brundenius constructed an estimate of basic-needs (food and beverages, clothing, housing, ed-

ucation, and health) expenditure per head in Cuba that showed almost no improvement over
prerevolutionary levels by 1970. Only in the subsequent decade did the performance improve
sharply. See Brundenius (1984), Table A2.28, p. 178.
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The consequence was that, except for Cuba, the distribution of income
remained unequal: Growth benefited the middle and upper deciles more
than the bottom quintile despite a number of attempts at reform. The in-
effectiveness of reform had a number of causes. Among them were the lack
of democracy in many Latin American countries before the 1980s, gov-
ernments that were unresponsive to the needs of the poorest groups, and
the limited impact of the policy instruments available even to progressive
administrations. With radical land reform and nationalization ruled out,
short-run redistributive strategies rested heavily on fiscal and wage policy –
neither of which was capable of making much of an impact.175

Inflation made the problem worse in the inward-looking republics. The
modest gains made by the lower deciles during boom years were often wiped
out by the stabilization programs that were periodically adopted to curb
inflation. The success of a devaluation designed to restore external equilib-
rium was often assumed to depend on a fall in real wages, with particularly
severe consequences for those low-paid workers who were unable to defend
themselves through powerful trade unions.176

The ineffectiveness of reform also stemmed from the shift to urban-
based activities. Although average rural incomes were invariably lower than
average urban incomes, they were usually more equally distributed – at least
at the bottom end of the scale.177Although the root cause of rural inequality
was the unequal distribution of land, in the urban economy the problem
stemmed from the rapid growth of a labor supply that was dominated
by unskilled workers. Ultimately, the demographic transition – leading
to a fall in the birth rate – and the spread of educational opportunities
could be expected to improve the situation. Yet these effects would take
many years to influence events, and in the meantime the shift of activity
toward urban areas was setting in motion forces that reform programs were
relatively powerless to reverse. Thus the rapid growth of the Latin American
economies in the two decades after 1950 brought only modest gains for the
bottom deciles in almost all of the republics.

175 Wage policy could be highly effective in the short term (see note 154), but it was less effective in
the long run.

176 The impact of devaluation on real wages was made most explicit in a case study of Argentina by
Dı́az-Alejandro (1965).

177 This was clearest in the case of Brazil, where the bottom quintile in agriculture received a share
of agricultural income twice as high as the bottom quintile in the nonagricultural sector, whereas
the position of the top quintile was the exact reverse. See ECLA (1971), Table 9, p. 114.
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New trade strategies and
debt-led growth

At the beginning of the 1960s it was widely believed that regional inte-
gration would restore the dynamism of the inward-looking model of de-
velopment in the larger republics and provide a platform for industrializa-
tion in the smaller countries. Yet by the end of the decade the mood had
changed. Regional integration – at least in South America – had not brought
the expected gains, and the inward-looking model seemed to be subject to
diminishing returns. The prestige of CEPAL, which had nailed its colors
to both inward-looking development and regional integration, declined
despite the regional organization’s best efforts to revise its approach to
industrialization,1 and the Latin American policymaking elite began to pay
more attention to alternative ideas on trade and deveopment.2

The Achilles heel of inward-looking development remained the balance-
of-payments constraint. After 1929 persistent balance-of-payments prob-
lems had persuaded more and more countries to abandon export-led growth
based on primary products in favor of a new model that was expected to
lower their vulnerability to external shocks. Yet balance-of-payments prob-
lems continued under inward-looking development as the policies adopted
to favor industry undermined the export sector and shifted the composition
of imports in the direction of complementary goods – the demand for which
expanded rapidly in line with industrial growth.

Under the new model, therefore, vulnerability to external shocks re-
mained acute, as events after 1970 clearly demonstrated. The collapse of
the Bretton Woods system in 1971, following the inability of the U.S. ad-
ministration to maintain the convertibility of dollars into gold at a fixed
price, and the adoption by the major industrialized countries of floating
currencies made it difficult for Latin American republics to sustain stable
trade-weighted real exchange rates.3 After the Arab–Israeli war in 1973 the

1 See, for example, ECLA (1963), where the need to promote extraregional as well as intraregional
manufactured exports is recognized.

2 The emergence of alternative ideas about trade and development in the 1960s, emphasizing export
promotion and market forces, is explored in Love (1994).

3 On the collapse of the Bretton Woods system, see Scammell (1980), Chapter 12.
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Organization of Petroleum Exporting Countries (OPEC) was able to impose
stringent export quotas on its members, and oil prices were quadrupled.
For those republics in Latin America that were net importers of oil at the
time – all except Bolivia, Colombia, Ecuador, and Venezuela4 – the first oil
shock was a harsh reminder of the limitations that could be placed on eco-
nomic development by balance-of-payments constraints. The same lesson
was driven home even more forcibly by the second oil shock after 1978.5

The inward-looking model of development had been rooted in export
pessimism. As a result the incentives provided to the export sector – at least
in the larger republics – had diminished, and almost all countries had seen
their share of world trade decline. By the early 1970s, however, a number
of changes had taken place in the world economy and international trade
policy, which compelled Latin America to take a fresh look at the barriers
to exports.

First, the persistent rise in real wages in the developed countries and the
huge differential between wage rates in developed countries and those in
developing countries encouraged a number of multinational corporations
(MNCs) to establish a new international division of labor in which some
of the simpler, more labor-intensive tasks could be performed outside the
developed countries. This sourcing of inputs, in which only capital was
mobile, contributed to the rapid rise in international trade in manufactured
goods and provided opportunities for those developing countries that were
able and willing to meet the requirements of MNCs.

Second, the success of some Southeast Asian countries (notably Hong
Kong, Singapore, South Korea, and Taiwan), where export-led growth had
been established on the basis of manufactured goods, was proving to be
spectacular. Dismissed at first as a “special case” with little relevance for
Latin America, the Asian experience eventually provided a major challenge
for the export pessimists. Although numerous – and often contradictory –
lessons were to be drawn from the experience of the newly industrializing
countries (NICs) in Asia, their performance came under closer scrutiny in
Latin America as their rates of growth of exports and gross domestic product
(GDP) began to accelerate. Their resilience in the face of external shocks –
such as the two oil crises – was also considered particularly impressive.6

Third, the work of the U.N. Conference on Trade and Development
(UNCTAD) and other international organizations that lobbied for special
trade privileges for the less-developed countries (LDCs) held out the

4 Mexico and Peru, though exporters of crude oil, were net importers until 1977 and 1978, respectively.
See IDB (1982), Table 66-67.

5 The first oil shock, in 1973, raised the average price of a barrel from U.S. $3 to $12; the second, in
1979, from $12 to $30. Thus oil importers had to absorb a tenfold increase in price in less than a
decade.

6 See Sachs (1985), pp. 523–73. The Asian NICs had seen their economies transformed through
manufactured export growth, with GDP per head in the 1970s rising in excess of 5 percent per year.
See Ranis and Orrock (1985), Table 4.3, p. 55.
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prospect of privileged treatment for the LDC exports. The Generalized
System of Preferences (GSP) was adopted by the majority of the devel-
oped countries at the start of the 1970s. Its promise of duty-free access to
the markets of developed countries for nontraditional exports from LDCs
proved to be much less generous than originally expected, but it did provide
a modest window of opportunity that would be opened further in subse-
quent rounds of negotiations.7 Meanwhile, the United States – which did
not adopt the GSP until 1976 – had amended its tariff code in 1962 to per-
mit the importation of goods from abroad with only value added subject to
duty, provided the inputs were of U.S. origin.8 Although clearly intended to
benefit U.S. MNCs, the amendments provided opportunities for any Latin
American republic that was able to attract investment into assembly-type
operations.

Finally, export pessimism was further undermined by the commodity
price boom in the 1970s. The collapse of the Bretton Woods system in
1971 brought to an end the system of fixed exchange rates that had un-
derpinned monetary discipline in the main industrialized countries. Freed
of the obligation to preserve exchange-rate parities, monetary policy in the
developed countries became loose, and world liquidity – boosted by the
huge U.S. budget deficits needed to finance the Vietnam War – soared. As
a result primary commodities – not only oil – reached record prices, and
the net barter terms of trade (NBTT) for many Latin American countries
(including some oil importers) improved sharply during the 1970s.9

These changes in the international environment could not fail to be rec-
ognized in Latin America. They elicited three different responses – export
promotion, export substitution, and primary-export development – each of
which gave greater emphasis to the export sector and marked a shift from
traditional import-substituting industrialization (ISI). Export promotion
attempted to graft manufactured exports onto the inward-looking model;
export substitution aimed at shifting resources out of protected sectors; and
the primary-export development model sought to exploit the rise in world
commodity prices. Yet none of the three models was notably successful: The
decline in the share of world trade was not reversed,10 and the region became
increasingly dependent on foreign borrowing to fuel its economic growth.

7 One of the problems with the GSP was the limited use LDCs could make of tariff preferences because
of the widespread use of quotas. In 1980, for example, total imports from LDCs covered by the GSP
were $55.4 billion. Less than half of these imports were actually accorded GSP treatment, however,
and they represented only 8.2 percent of total imports from LDCs. See Kelly et al. (1988), Table
A25, p. 133.

8 See Sklair (1989), pp. 8–9. Item 807 was the crucial code, for it allowed goods to be exported to
the United States with dutiable value calculated net of any U.S. inputs in the final product.

9 Taking 1970 as the base, the Latin American NBTT had increased by 50 percent within a decade.
The increase for oil exporters was 176 percent. See ECLAC (1989), Table 276, pp. 506–7.

10 The Latin American share of world exports fell from 4.9 percent in 1970 to 4.6 percent in 1980.
See Wilkie (1990), Table 2600, p. 674.
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The combination of a small export sector and mounting debt-service obli-
gations proved to be disastrous when the debt crisis finally erupted in
1982.

Export promotion

The export promotion (EP) strategy was based on the recognition that the
domestic market was not large enough to support firms of optimal size in
many branches of industry. At the same time the strategy remained com-
mitted to protecting manufacturing from international competition. Thus
it attempted to graft onto ISI a new set of incentives that would make
exports of manufactured goods possible. The EP strategy was therefore an
industrialization strategy, in which firms were encouraged to exploit oppor-
tunities provided both by the protected domestic market and by the growth
of world trade.

Six countries (Argentina, Brazil, Colombia, Mexico, Haiti, and the
Dominican Republic) followed the EP strategy from the 1960s onward,
although not consistently. Argentina abandoned the policy in the 1970s
in favor of export substitution (see pp. 323–30). Haiti and the Dominican
Republic tried to take advantage of the new international division of la-
bor through incentives for foreign companies that assembled manufactured
goods in export-processing zones (EPZs). Mexico encouraged assembly op-
erations through its maquiladora industry on the northern border and – in
view of its more sophisticated industrial base – also promoted other kinds
of manufactured exports.

The Brazilian EP strategy began after the military coup in 1964. For the
first three years, however, economic policy was dictated primarily by the
needs of a stabilization program that laid the basis for future growth at
the expense of a sharp reduction in real wages and a deterioration in the
distribution of income.11 This period of rapid growth, often known as
the Brazilian miracle, began in 1967 and produced rates of change in all
the macroeconomic aggregates (including exports) that far exceeded those
in other Latin American countries and rivaled those in the Asian NICs.12 Yet
although export promotion was an important part of the Brazilian miracle,
it was less crucial than certain other policies. In particular, the concentration
of income in the upper deciles,13 coupled with new credit facilities, provided

11 The stabilization program and its impact on distribution are disscussed in Fishlow (1973). See also
Bacha (1977).

12 During the years of the Brazilian miracle (1967–73), real GDP rose at an annual rate of 10 percent.
See Wells (1979), pp. 228–33.

13 The gain was most concentrated in the top 5 percent, for their share of income rose from 27.4
percent in 1960 to 36.3 percent in 1970. See Baer (1983), Table 27, p. 105. Because the population
of Brazil was nearing 100 million in 1970, this elite group still represented a sizable market.
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the necessary conditions for rapid growth of the consumer durable industries
and made possible mass production of automobiles in Latin America for the
first time.14

The ISI strategy through protection increased industrial value added per
unit of output in the domestic market. At the same time, exporters of manu-
factured goods were penalized as a result of both overvalued exchange rates
and tariffs on imported inputs. Thus for most manufactured goods the value
added per unit of output in world markets was far lower than what could be
secured in the domestic market.15 This antiexport bias had to be eliminated,
or at least reduced, if the EP strategy was to have any chance of success.

All of the instruments that could be used to reduce antiexport bias were
controlled by the authorities. The exchange-rate was the most important,
because a real, effective devaluation would increase the value added per unit
of output for all exported commodities. Real devaluation would also raise the
price of competing imports, however, thus providing additional incentives
for firms selling in the domestic market. The EP strategy therefore needed to
use fiscal and credit policy to provide additional incentives for exporters. The
instruments available included selective tariff reductions and tax rebates,
along with special credit facilities and other subsidies for exporters.16

The experience of EP countries with exchange-rate policy was mixed.
Haiti and the Dominican Republic maintained exchange rates that were
fixed in nominal terms to the U.S. dollar, which virtually ruled out the pos-
sibility of real devaluation. On the other hand, both countries avoided high
rates of inflation for much of the 1970s, so at first the exchange-rate was not
seriously overvalued. After the devaluation of 1954 Mexico also maintained
a rate of exchange fixed to the U.S. dollar; however, the rate of inflation ex-
ceeded the rate of U.S. inflation (Mexico’s main trading partner), so the
currency steadily appreciated in real terms and undermined the EP strat-
egy until a further maxidevaluation took place in 1976. Shortly thereafter
Mexico discovered huge new deposits of oil, so the EP strategy was aban-
doned in favor of the promotion of oil exports.17

The other three counties all followed an exchange-rate strategy known
as the “crawling peg,” designed to preserve the real value of the currency
through frequent minidevaluations following an initial realignment of the
currency. This policy was adopted in Argentina in 1964, in Colombia in

14 Annual production of automobiles jumped from 57,300 in 1960 to 550,700 in 1975. This was
comparable with production levels in many European countries.

15 Antiexport bias in Brazil (defined as [value added if sold domestically]/[value added if ex-
ported] − 1) exceeded 50 percent in eighteen of twenty-one manufacturing sectors in 1967. See
Bergsman (1970), p. 51.

16 The range of instruments and their impact on antiexport bias is shown in Bulmer-Thomas (1988),
pp. 105–15.

17 See Looney (1985), Chapters 5–6.
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1967, and in Brazil in 1968. Although attractive to exporters, the crawling
peg encouraged inflationary expectations, so Argentina abandoned it after
1967 in favor of a fixed nominal exchange-rate that rapidly became over-
valued. So did Brazil, in the mid-1970s.18 In Colombia the boom in coffee
prices after 1975 pushed the exchange-rate to a level that undermined man-
ufactured exports.19 Exchange-rate policy was therefore far from consistent,
although improvement in the performance of manufactured exports in all
three countries was notable while the crawling peg was in operation.

Even where the official exchange-rate was overvalued authorities could
still use a parallel rate to promote exports. Furthermore, a dual exchange-rate
could be used to reward exporting firms differently from import-competing
firms – thus lowering antiexport bias. One technique, used widely in the
Dominican Republic, was to allow exporters to sell a certain proportion of
their foreign exchange in the parallel market while surrendering the remain-
der at the official rate of exchange. By varying the proportions authorities
could alter the incentives under the EP strategy.20 To avoid exchange-rate
losses by the central bank, a similar scheme had to operate for imports, with
the lower exchange-rate reserved for essentials and a higher rate imposed on
luxuries. Inevitably, this led to opposition from many importers, and the
allocation of imports to each category often encouraged corruption.21

The EP strategy was intended not so much to lower the protection of-
fered to firms selling in the protected market as to raise the incentives for
firms exporting their products. Although tariff reform was adopted in each
republic, the main purpose was to lower tariffs on imported inputs enter-
ing into production that was later exported. Some general tariff reductions
did occur, particularly in Brazil in the second half of the 1960s, but trade
liberalization never seriously threatened the profitability of the import-
competing sectors, and in the 1970s a number of republics again raised
tariffs following the first oil crisis.

Tariff rebates on imported inputs entering into exports (sometimes called
drawback schemes) were widely used, and the scheme adopted in Colombia,
under the Plan Vallejo, was particularly successful.22 In Mexico, however,
the widespread – and growing – use of import quotas and licenses in the
1960s undermined the effectiveness of drawback schemes, because the prin-
cipal reason for high prices for inputs was the quota rather than the tariff.23

Only in the extreme case of the maquiladora industry, where no tariff or

18 Brazil did not try to peg the nominal exchange-rate, but its rate of depreciation fell behind the
difference between domestic and foreign rates of inflation. See Baer (1983), p. 166.

19 See Thorp (1991), pp. 167–71. See also Edwards (1984).
20 See Vedovato (1986), p. 163. Official devaluation against the U.S. dollar took place in 1985.
21 See Edwards (1989) for a general overview of exchange-rate problems in the Latin American context.
22 On the details of the Plan Vallejo, which laid the basis for export promotion in Colombia, see

Dı́az-Alejandro (1976). See also Thomas (1985), pp. 26–9.
23 On import quotas in Mexico and the increasing sophistication with which they were used, see ten

Kate and Wallace (1980), pp. 43–54.
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quota restrictions were placed on imported inputs, did the tariff policy
unambiguously favor export promotion. The same was true of the EPZs in
Haiti and the Dominican Republic, which offered extremely generous tax
treatment to investors.24

The other main incentives offered to manufactured exports included tax
rebates and subsidized credit. The typical instrument used to lower the
tax burden on nontraditional exports was a certificate, equivalent to a fixed
proportion of the FOB value of exports, that could be set against future tax
liability. These certificados de abonos tributarios (CATs) were often generous and
were also successful in promoting exports. Not surprisingly, they imposed a
considerable fiscal burden on the governments concerned. The problem was
further aggravated by the use of subsidized credit. In Brazil, the country that
took this policy to its most extreme form, the total subsidy as a proportion
of the FOB value of manufactured exports was approximately 25 percent
by the beginning of the 1970s.25

The widespread use of subsidies in the EP strategy also ran counter to
the rules of the General Agreement on Tariffs and Trade (GATT). Although
Mexico, Haiti, and Colombia did not join GATT until the 1980s (Argentina
joined in 1967), nonmembership did not provide protection against retal-
iatory measures because importing nations were still entitled to impose
countervailing or antidumping duties against goods deemed to be unfairly
subsidized.26 In fact, nonmembership could make the risk of retaliation
more likely because the offending country had no right of appeal to arbi-
tration. However, the modest penetration of the world market by the EP
countries meant that most of them – the main exception being Brazil –
escaped retaliatory measures.

At a superficial level the EP strategy was successful. The proportion
of manufactured goods in total exports rose sharply in each republic (see
Table 10.1), the rise in the share corresponding closely to the period when
the EP strategy was in force. Argentina was able to raise the contribution of
manufactured goods in total exports to around 25 percent in the years when
some version of the EP strategy was in force. Haiti had pushed the share
above 50 percent by the late 1970s – the first republic in Latin America to
do so – although the domestic value added associated with the new (mainly
assembled) exports was still modest. In the Dominican Republic the increase
in the 1970s corresponded closely to the early years of promotion of EPZs.27

24 On the spread of EPZs in developing countries, see Balasubramanyam (1988).
25 See Tyler (1983), pp. 97–107.
26 Under GATT rules a countervailing duty could be applied, in which the exporter was deemed to

be receiving an illegitimate subsidy. An antidumping duty could be applied if the exporter was
deemed to be selling the product at less than full cost. See Kelly et al. (1988).

27 Trade statistics for the Dominican Republic do not always include exports from the EPZs. If they
are excluded, the share of manufactured goods in total exports is much smaller than shown in Table
10.1. See Mathieson (1988), pp. 41–63.
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Table 10.1. Export-promotion countries: manufactured exports, 1960–1980

Manufactured exports

Value (in millions As percentage Exports as percentage
Country Year of US$) of total of GDPa

Argentina 1960 44.3 4.1 7.9
1970 245.9 13.9 9.2
1975b 717.9 24.4 7.2

Brazil 1960 28.4 2.2 6.7
1970 420.5 15.4 6.5
1980 7,491.9 37.2 5.6

Colombia 1960 6.9 1.5 17.5
1970 78.5 10.7 14.2
1980 775.3 19.7 15.8

Dominican 1970c 5.9 2.8 17.2
Republic 1980 166.1 23.6 18.4

Haiti 1960 3.6d 8.0d 15.8
1970 18.2 37.8 12.3
1980 199.7 58.6 17.6

Mexico 1960 122.3 16.0 8.4
1970 391.3 32.5 7.7
1975e 929.4 31.1 8.8

a 1980 prices.
b Assumed to follow export substitution after 1975 (see Table 10.2).
c Export promotion assumed to begin only after 1970.
d Data are for 1962.
e Assumed to follow primary export development after 1975.
Sources: IDB (1982), Table 3, p. 351, and Table 6, p. 353; ECLAC (1989), Table 281,
p. 520, and Table 70, p. 105; World Bank (1989); Fass (1990), Table 1.8, p. 40.

The EP strategy, by shifting the composition of exports away from pri-
mary products, the prices of which were so volatile, reduced the instability
of export proceeds. Because the markets for manufactured exports were
not the same as the markets for primary-product exports, the geographi-
cal concentration of exports was also reduced. The shares of exports to the
United States and the European Economic Community (EEC) fell in every
case except Haiti, and a number of new nontraditional markets appeared.
Brazil was particularly successful in winning markets in other developing
countries: By the early 1980s the Middle East – its demand for imports
swollen by the second huge round of increases in oil prices – and Africa
accounted for more than 10 percent of all Brazilian exports and for a much
higher proportion of its manufactured exports.28

28 See Wilkie (1990), Table 2614, p. 696.
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The EP strategy was much less successful in opening the economies to
foreign trade and in restoring the export sector as one of the engines of
growth. The ratio of exports to GDP (see Table 10.1) hardly increased at
all. Not one of the six republics managed permanently to reverse its decline
in the share of world exports despite the fact that to a much higher degree
foreign-exchange earnings now came from those commodities (manufac-
tured exports) that were growing fastest in international trade. Thus export
promotion failed to compensate fully for the poor performance of primary-
product exports, which continued to be subject to antiexport bias. Only in
exceptional periods, such as the coffee boom in Colombia and the oil bon-
anza in Mexico in the late 1970s, did the share in world trade increase, and in
all such cases the improvement was due mainly to high prices for primary-
product exports.

The economic development of the major countries that followed an EP
strategy (Argentina, Brazil, Colombia, and Mexico) therefore continued to
depend on the internal market, where the pattern of demand was heavily
influenced by the distribution of income. The concentration of income in
the upper deciles, which became even more concentrated in Brazil after
1964, did not lead to industrial stagnation – as CEPAL had argued it
would – but it did encourage a structure of production that often gave
preference to capital-intensive consumer durables for the rich over labor-
intensive articles of basic consumption for the poor. Because the EP strategy
promoted existing industry rather than encouraging the creation of new
firms, it was by no means certain that the new exports would be labor
intensive. Indeed, manufactured exports from both Brazil and Mexico were
generally capital intensive, in defiance of received economic wisdom on
international trade patterns,29 and only Colombia was able to establish a
pattern of manufactured exports that was labor intensive and contributed
to an improvement in employment conditions and income distribution in
the first half of the 1970s.30

The EP strategy was a brave attempt to rescue the inward-looking model
of development without sacrificing the cocoon of protection that was still
considered essential for industry. It was not without its successes: Industrial
entrepreneurs had demonstrated that they were responsive to price and
other incentives and that they could penetrate world markets, and export
pessimism was seen to be unjustified – at least in the case of manufactured
goods. Yet the strategy could not be regarded as an unqualified success in

29 The Hecksher–Ohlin theorem stated that countries would export those products which intensively
used the factor of production in relative abundance. In the Latin American context the theorem
therefore implied labor-intensive exports. Yet numerous studies had drawn attention to the capital-
intensive nature of the new manufactured exports. See, for example, Tyler (1976).

30 See Urrutia (1985), pp. 117–122. An excellent case study of Colombian textiles, a labor-intensive
export, is provided in Morawetz (1981).
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any republic – not even Brazil – and Argentina had abandoned it by the
mid-1970s.

There was no single reason for failure, but one explanation does stand
out above all others: fluctuations in the real effective exchange-rate (REER).
Although the importance of a competitive exchange-rate was recognized –
the REER should be constant or falling (i.e., depreciating) – the EP strategy
was blown off course by an appreciation on numerous occasions. We have
already mentioned the impact of the Colombian coffee boom in the second
half of the 1970s on the exchange-rate; Colombia also experienced an ac-
celerating inflow of foreign exchange after the 1960s from the sale of drugs
(marijuana and cocaine), which is widely considered to have undermined the
REER.31 In both the Dominican Republic and Mexico the determination
to defend a fixed exchange-rate despite the differential between domestic
and world rates of inflation eventually led to serious problems of currency
overvaluation, which finally provoked major devaluations.

A second problem was the conflict between short- and long-run policies.
The long-run exchange-rate policy demanded by the EP strategy was of-
ten in conflict with the short-run needs of stabilization programs in which
a fixed exchange-rate was seen as a defense against inflationary pressures.
Argentina was particularly susceptible to this conflict; and the crawling peg
policy after 1964, which had been quite successful in promoting nontra-
ditional exports, was replaced in 1967 by a maxidevaluation which it was
hoped would permanently fix the nominal value of the currency.

The semipermanent character of stabilization programs in Argentina
made it very difficult, if not impossible, to pursue a long-run exchange-rate
policy consistent with the EP strategy,32 but Argentina was not the only
country to suffer. Following the first oil shock, which raised the share of oil
in the import bill to 25 percent, Brazil allowed the REER to drift upward
(i.e., to appreciate) in an effort to contain inflationary pressures. At the same
time, the balance-of-payments constraint after 1973 persuaded Brazilian
policymakers to give renewed emphasis to import-substitution programs
designed to reduce the republic’s dependence on imported energy.33 Thus
external shocks threatened the foundations of the EP strategy in Brazil, al-
though increasing levels of subsidies still made it possible for manufactured
exports to grow rapidly (see Table 10.1).

The barriers erected by developed countries against manufactured exports
from developing countries, the importance of which CEPAL had stressed,

31 On exchange-rate appreciation, see Thomas (1985), Chapter 2. The economic impact of the drug
industry on Colombia is examined in Arrieta et al. (1991), pp. 47–96.

32 See Guadagni (1989) and Maynard (1989) on the difficulties Argentina faced in trying to promote
exports in the face of short-term stablization problems.

33 The most important of these was the alcohol program, which converted cane sugar into fuel and led
to a reduction in the demand for imported oil. See Baer (1983), pp. 146–7.
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proved to be less of a problem than many people had anticipated. The great-
est difficulties were experienced by Brazil toward the end of the 1970s as
voluntary export restraints (VERs) were imposed on a number of its man-
ufactured exports.34 This, however, was a measure of Brazil’s success, for
other – less successful – countries did not face the same barriers. Further-
more, the barriers were at least in part a response to Brazil’s formidable
array of subsidies. By contrast, Colombia was able to expand a range of
labor-intensive manufactured exports (e.g., textiles) despite the fact that
nontariff barriers were the rule rather than the exception,35 and the republic
also established a niche as the world’s most important exporter of children’s
books. Mexican manufactured exports, particularly from the maquiladoras,
were sensitive to the business cycle in the United States and were adversely
affected by the U.S. recession in 1974, but this was no different from the
situation facing all exporters of manufactured goods. Thus the deficiencies
of the EP model could not easily be laid at the door of the developed coun-
tries despite the existence of protectionist tendencies in their commercial
policies.

Export substitution

The EP strategy had at least demonstrated that Latin America could export
manufactured exports. It had not, however, done much to eliminate the
inefficiencies of domestic industry caused by the high levels of protection
from international competition. It had provided new incentives for indus-
trial exports while still encouraging import-competing production. Thus
export promotion was coupled with continued import substitution in in-
dustry, and manufactured exports could only compete in the world market
on the basis of numerous subsidies.

A more radical alternative to EP was the export substitution (ES) strategy.
The underlying philosophy behind ES was that economic development in
Latin America had been grossly distorted by ISI, state intervention, and
corporatism. The solution was seen in a shift toward a more market-oriented
and less-protected environment, which would lead to the elimination of
antiexport bias. The economies would then become more open and more
integrated into the world market, and domestic prices would move more
closely into line with international prices. The reduction in protection

34 The developed countries made increasing use of VERs as a way of protecting their industry from
import competition. Because the effect of a VER was an increase in the final price at which imports
were sold, some exporters were able substantially to increase profits per unit of sales. On VERs in
general, see Kelly et al. (1988).

35 International trade in textiles was regulated by the Multi-Fiber Arrangement, established in 1962,
which laid down export and import quotas for all participating countries. See Farrands (1982).
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and the elimination of antiexport bias would encourage exportables while
discouraging importables. Thus the ES strategy was expected to lead to a
large increase in the ratio of both exports and imports to GDP and could also
lead to negative ISI; that is, the replacement of high-cost local industrial
production by less expensive imports.

The ES strategy was pursued in the 1970s by the three Southern Cone
countries (Argentina, Chile, and Uruguay), and a more modest experiment
was carried out in Peru. Chile was the first to adopt the program following
the overthrow of the socialist government of Salvador Allende in September
1973 and the imposition of the dictatorship of Augusto Pinochet. Uruguay
was close on Chile’s heels, following the collapse of democracy in 1973, and
the program was endorsed in Argentina in 1976 after the military interven-
tion against the Peronist regime. Thus the ES strategy was implemented
in the Southern Cone by military dictatorships. The shift to free-market
economies was coupled with political repression, making it difficult to dis-
entangle the impact on performance of economic policies and authoritarian
politics.36 By contrast, the program was adopted in Peru after 1978 during
the transition from military rule to civilian government.

The willingness of all four countries to embrace a strategy that was
diametrically opposed to received wisdom in much of Latin America was
a reflection of their deep frustration at the failure of alternative policies.
The share of exports in GDP had shrunk to such modest levels that rapid
growth – generating heavy demand for imports – was ruled out by balance-
of-payments constraints. GDP per head had underperformed the rest of
Latin America by a large margin, and throughout the Southern Cone the
volume of exports per head had declined since 1950.37 Chile and Uruguay
had never strayed far from the path of ISI. Argentina’s experiment with EP
in the 1960s had been overwhelmed by a series of stabilization programs in
the first half of the 1970s. Peru had preserved a traditional export-led model
until the mid-1960s, but the military regimes after 1968 had promoted
inward-looking development so aggressively that the republic’s share of
world trade had fallen by two-thirds in a single decade.

In all four countries balance-of-payments problems had contributed to
inflationary pressures and inflation had undermined confidence in finan-
cial instruments, so financial repression was widespread.38 Inflation was

36 For a brave attempt to do so, see Handelman and Baer (1989), Chapters 2–3. The economic programs
in support of stabilization within the Southern Cone are analyzed in Dı́az-Alejandro (1981).

37 Between 1950 and 1975 the volume of exports per head in Argentina, Chile, and Uruguay fell at an
annual rate of 0.2 percent, 2.3 percent, and 1.2 percent, respectively. In the rest of Latin America
it rose at an annual rate of 1.3 percent over the same period. See Ramos (1986), Table 1.1, p. 2.

38 Financial repression, sometimes also called shallow finance, is the term used to describe an economy
with a low ratio of financial to real assets and a limited choice of financial instruments. It is usually
associated with negative real rates of interest (i.e., inflation rates in excess of nominal interest rates).
The classic works on financial repression are McKinnon (1973) and Shaw (1973).
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further aggravated by class struggle, as different social groups fought to
protect their real standard of living through increases in nominal incomes.
When coupled with irresponsible fiscal policy, the result was an accelera-
tion of inflation that contributed in no small part to the collapse of civilian
government in the Southern Cone and to the fall of the military in Peru.
Chile under Allende (1970–3) was the worst offender. Irresponsible fiscal
and monetary policies, combined with a sharp decline in capital inflows,
led to an acceleration in inflation from 33 percent in 1970 to 354 percent
in 1973. Although foreign actors (particularly U.S. agencies) were heavily
involved in destabilizing the Allende regime, the failure to curb inflation-
ary pressures was perhaps the single most important factor in the fall of
Allende.39

Thus the ES strategy (in effect an adjustment program) was implemented
against a background of economic dislocation that demanded drastic stabi-
lization measures. Although in theory it is possible to adopt stabilization
and adjustment programs simultaneously, in practice it is very difficult –
as many governments in Latin America have found to their detriment.40

The instruments used to favor adjustment (e.g., competitive exchange rates
and changes in relative prices) can undermine stabilization and vice versa.
The conflict between the two kinds of programs was to prove severe in the
countries that adopted the ES strategy and ultimately led to the failure of
both.

The cornerstone of the ES strategy was trade liberalization. Initially a
maxidevaluation was carried out to achieve a significant depreciation of the
REER, and the currency was then periodically realigned to offset the differ-
ence between domestic and world inflation. The intention was to stabilize
the REER after the initial devaluation. Political repression in the Southern
Cone was so severe, however, that real wages fell further than implied by
devaluation. This meant that the incentives offered to exporters were even
greater than implied by the change in the REER.

Whereas real devaluation encouraged exports, tariff reductions and the
phasing out of nontariff barriers were used to promote imports. This was a
radical departure from the established practice in the rest of Latin America
and was controversial even among the ES countries. Chile went farthest,
reducing its nominal tariff to an average of 10 percent by 1979; indeed,
Chile’s commitment to lower tariffs was one of the reasons for its departure

39 The literature on the Allende period is huge. For the politics, see Kaufman (1988); for the economics,
see de Vylder (1976).

40 The difference between stabilization programs and adjustment programs is essentially one of timing.
Whereas stabilization is adopted to deal with disequilibria in the short term (e.g., a balance-of-
payments crisis) without necessarily bringing about any change in the structure of the economy,
adjustment is needed to shift factors of production over the longer term toward an allocation of re-
sources that is more consistent with the country’s dynamic comparative advantage. Thus adjustment
programs can aggravate the problem of stabilization and vice versa. See Kahler (1990).
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Table 10.2. Export-substitution countries: structure of external trade,
circa 1970–1980

Country Year A B C D E

Argentina 1975 7.2 16.4 24.4a 3.1 1,287
1980 11.2 26.2 23.1a 14.2 4,774

Chile 1970 12.4 32.8 8.1b 8.1c 91
1975 16.9 35.3 19.9 4.5 490
1980 22.8 48.6 27.3 22.6d 4,733d

Peru 1978 15.8 25.2 3.9a 8.7e 192
1980 14.0 27.4 14.1a 16.0d 1,728d

Uruguay 1970 14.9 31.8 19.8c 7.1c 45
1975 18.3 35.0 34.5 4.1 190
1980 21.6 42.5 42.1 12.3d 709

Key: A = Ratio of exports to GDP at 1980 prices;
B = Ratio of exports plus imports to GDP at 1980 prices;
C = Ratio of nontraditional exports to total exports;
D = Ratio of consumer-goods imports to total imports; and
E = Balance-of-payments current account deficit, in millions of U.S. dollars.
a Nontraditional exports defined as manufactured goods.
b Datum is for 1971.
c Data are for 1973.
d Data are for 1981.
e Datum is for 1975.
Sources: IDB (1981), Table 3, p. 400, and Tables 8–9, p. 403, and (1982), Table 3, p. 351,
and Tables 6 and 7, p. 353; Ramos (1986), Tables 7.7–7.9 ECLAC (1989), Table 70,
p. 105, and Tables 281–3, pp. 520–7; World Bank (1991).

from the Andean Pact (AP), because unilateral tariff reduction was inconsis-
tent with the AP’s stated goal of a common external tariff (CET). Argentina
and Peru had lowered tariffs to an average of 35 percent and 32 percent
respectively, by the beginning of the 1980s. Uruguay concentrated on elim-
inating quotas and licenses for imports and made only modest progress on
tariff reductions.41

Trade liberalization was successful at first: Exports rose rapidly and the
openness of each economy increased (see Table 10.2). Imports also rose,
but not so rapidly as to aggravate the balance-of-payments problem in the
first stages of liberalization. Even more encouraging was the change in the
composition of exports, with nontraditional exports (except in Argentina)
rising sharply in importance (see Table 10.2). These new products, whether
agricultural or industrial in origin, were able to compete in world markets
in terms of price. Local firms, squeezed in the domestic market by rising im-
ports and by the recessionary impact of falling real wages, were encouraged

41 See Ramos (1986), pp. 125–34.
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to shift production into exports. Negative import substitution (i.e., the re-
placement of high-cost domestic production by imports) was therefore cou-
pled with export growth – the essence of an export-substitution strategy.

The success of trade liberalization was much more limited in Peru than
in the other countries – a reflection in part of the fact that it was adopted so
late and abandoned so quickly. Much of the improvement in export earnings
after 1978 was in fact due to an increase in the NBTT, so export performance
continued to be overwhelmingly dominated by traditional products (mainly
minerals). Imports responded to tariff reductions so strongly that the trade
deficit became unacceptably large as the terms of trade deteriorated after
1980. The brief Peruvian experiment with trade liberalization and the
ES strategy therefore went into reverse, as measures – including tariff in-
creases – were adopted to protect the balance of payments even before the
debt crisis erupted in 1982.42

The fight against inflation – a major preoccupation in all of the export-
substitution countries, particularly the Southern Cone – was inspired by
a monetarist perspective. The fiscal deficit was tackled primarily through
cutting expenditure – helped by the fall in real wages – in an effort to reduce
the rate of growth of the money supply. The domestic capital market was
strengthened through a number of financial liberalization measures. Interest
rates were freed, quantitative controls on credit were phased out, barriers to
the entry of new financial institutions were reduced, and bank regulations
were eased. The result was a sharp increase in financial intermediation, with
the ratio of financial assets to GDP rising in all countries.

Thus the growth of the money supply was subject to two contradictory
forces. The decline in the fiscal deficit reduced the need for the governments
to rely on central-bank borrowing, but financial liberalization increased the
time and savings deposits the public wished to hold. The second force proved
stronger than the first, and the money supply grew so rapidly that the au-
thorities became concerned about inflationary implications. Furthermore,
many of the measures adopted in support of adjustment – exchange-rate
devaluation, interest rate liberalization, abolition of price control, and so
forth – were aggravating inflationary pressures and undermining the stabi-
lization program.

Financial liberalization and the decline in fiscal deficits meant that the
authorities in the Southern Cone had lost the ability to control the money
supply through traditional means. Trade liberalization, however, had led to
a significant opening of the economy in which – monetarists argued – any
imbalance in the supply of and demand for money would be reflected in the
balance of payments. This monetary approach to the balance of payments
implied that the money supply was endogenous – not exogenous – and

42 See Beckerman (1989), pp. 122–6.
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that it would adjust to whatever level the public wished to hold through
changes in international reserves.43

The authorities therefore considered that inflation stabilization could
best be achieved through further liberalization of the balance of payments –
above all, the capital account – so international capital flows could provide
the mechanism for equilibrating the supply of and demand for money. At the
same time, trade liberalization was expected to eliminate the gap between
local and world prices, so domestic inflation would fall into line with infla-
tion in partner countries.

In all of these arguments the exchange-rate was seen to play a pivotal
role – as the instrument for translating foreign prices into domestic prices,
as the primary determinant of inflationary expectations, and as the equili-
brating mechanism in the balance of payments. A shift therefore took place
in the Southern Cone, from an exchange-rate policy designed to encourage
exports to one designed to defeat inflation. Henceforth nominal devaluation
was to be preannounced at a rate below the difference between domestic
and foreign inflation in an effort to break inflationary expectations and to
force firms to adopt international prices for their products.44 The new policy
began in Chile after 1976 and was followed two years later in Argentina
and Uruguay. By 1979 Chilean policymakers were so confident of the cor-
rectness of the strategy that the nominal exchange-rate was pegged to the
U.S. dollar – an almost unknown experience in Chilean economic history.

Both the exchange-rate policy and the experiment in financial liberali-
zation in the Southern Cone proved to be disastrous. Inflation certainly
fell, but neither far enough nor fast enough, so the REER appreciated
steadily. Imports exploded, and exports were undermined by the overvalued
exchange-rate. The current-account deficit in the balance of payments accel-
erated and was primarily financed by commercial borrowing from abroad.
The unregulated nature of the borrowing produced a boom in consumer
credit, so the composition of imports shifted away from producer goods
to consumer goods (see Table 10.2). Despite the inflows of capital, domes-
tic interest rates remained extremely high in real terms, and productive
investment was crippled.45 Financial institutions chose to conceal the non-
performing nature of many of their loans by additional lending to firms
in distress. As foreign lenders became aware of the unsustainable nature of
the policies, capital inflows began to decline – thus forcing the authorities

43 On the monetary approach to the balance of payments in the Southern Cone, see Foxley (1983), pp.
114–25.

44 This exchange-rate policy was known as the tablita, because a table of exchange rates was regularly
published giving the currency’s value at future dates. On its role in Argentina, see Sjaastad (1989),
pp. 259–64.

45 Real interest rates remained above 10 percent throughout the period of financial liberalization and
often exceeded 20 percent. See Ramos (1986), Table 8.11, pp. 154–5.
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to adopt emergency measures in support of the balance of payments and
provoking a financial crisis.

The failure of the export-substitution strategy provoked a strong reac-
tion in some circles against neoconservative economics in general. To some
extent this was justified: The experiment with financial liberalization had
proved costly, the assumptions on which it had been based were clearly
inappropriate, and some markets had responded in an apparently perverse
fashion.46 Trade liberalization had been more successful, and the perfor-
mance of nontraditional exports in particular had confirmed the lessons from
the EP strategy of the importance of the REER. Nevertheless, the switch to
an overvalued exchange-rate – coupled with lower tariffs – provoked such a
strong demand for imports that the balance of payments remained a bind-
ing constraint that could be relaxed only through dangerously high levels
of capital inflows.

The assumption that inflation could be controlled through the mone-
tary approach to the balance of payments and an overvalued exchange-rate
was particularly ill considered. The first stages of trade liberalization had
increased the importance of exportables without leading to a massive reduc-
tion in importables, so the share of tradables in GDP had increased at first.47

This encouraged the authorities to believe that all prices in the economy
could be determined by reference to world prices, tariffs, and exchange rates.
However, the overvalued exchange-rate not only discriminated against ex-
ports, but also led to widespread deindustrialization as imports replaced
domestic production of manufactured goods. The result was a decline in
the importance of tradables and an increase in the proportion of GDP ac-
counted for by nontradables, prices of which were determined by domestic
supply and demand rather than by world market conditions.

The Southern Cone economies therefore moved even further away from
the assumptions on which the inflation-stabilization program had been
based. Following the introduction in 1981–2 of drastic measures to protect
the balance of payments (including exchange-rate devaluation), inflation
rates again began to accelerate at the same time as output fell sharply. The
drop in real GDP was exceptionally severe, pushing real income per head
down to the level it had been at when the ES strategy began.48

The ES strategy failed to achieve any of its targets in either the Southern
Cone or Peru. Inflation was not defeated, the balance of payments remained

46 The domestic saving rate (the ratio of gross national savings to GDP) remained low, or even fell,
despite the incentives provided by high real interest rates. See Ramos (1986), pp. 141–58.

47 Tradables consist of exportables and importables. The former comprise those sectors in which net
exports are positive and the latter those sectors in which net imports are positive. On the decline in
the share of tradables in the Southern Cone, see Ramos (1986), Table 7.15, p. 133.

48 The drop was particularly steep in Chile, where the ES strategy had been pursued most vigorously.
See Fortı́n and Anglade (1985), pp. 191–5.
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a problem, and the growth rate of exports was not sustained. Furthermore,
even the years of growth were accompanied by a deterioration in the distri-
bution of income and a decline in real wages. Nevertheless, in its first phase
the strategy had reinforced the lesson from the EP strategy: Nontraditional
exports could indeed prosper under appropriate incentives.

Primary-export development

The remaining eleven Latin American republics – Bolivia, Ecuador, Para-
guay, and Venezuela in South America, together with the five Central Amer-
ican countries, Panama, and Cuba – were not attracted by the ES strategy.
At the same time, their fragile industrial base was considered too weak to
support an EP strategy based on manufactured exports.

Throughout the postwar period – even in revolutionary Cuba – the basic
model had remained export-led growth with ISI grafted on as a subsidiary
activity. Many members of this group expected regional integration to put
industrialization on a firmer basis by permitting ISI in a regional context
rather than in a national context, but by the beginning of the 1970s dis-
illusionment with the model was becoming widespread. Manufacturing
was capital intensive, import intensive, and heavily dependent on foreign
capital and technology. On the other hand, price stability, underpinned by
fixed nominal exchange rates, was the rule rather than the exception, and
there was therefore a natural reluctance to promote nontraditional exports in
general and manufactured exports in particular through real exchange-rate
depreciation.

Although the ES and EP strategies were therefore ruled out, an alter-
native model was made available by the commodity-price boom in the
1970s. The surge in prices for most primary products created exceptional
opportunities for the members of the group – none of which had totally
abandoned the traditional model of export-led growth based on mineral
or agricultural exports. This strategy, which we may label primary-export
development (PED), emphasized foreign-exchange earnings from primary
products (together with services in Panama) and gave very little weight to
manufactured exports.49

The PED strategy sought to take advantage of favorable conditions in
international markets. Sometimes this took the form of an increase in the
quantity exported (e.g., cotton in Central America);50 other countries were
content merely to reap the windfall associated with higher prices. This

49 In all eleven PED republics the share of manufactures in extraregional exports was low. The Central
American countries had developed an important intraregional trade based on industrial products,
however.

50 The cotton boom in Central America is well described in Williams (1986), Part I.
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happened in the case of Venezuelan oil and Bolivian oil and tin, in which
prices rather than volumes explained the sharp rise in export earnings.51

The rise in world sugar prices after 1973 also forced the Soviet Union to raise
the price paid to Cuba, so sugar still accounted for more than 80 percent
of the island’s total exports in 1980 despite the difficulties of increasing
volumes.52 The largest harvest, however, was reaped by countries that were
able to increase volumes at a time of sharply rising prices. This happened in
Central Ameria in the case of coffee, following the Brazilian frost in 1975
and the collapse of the export-quota system under the International Coffee
Agreement (ICA).53

The PED strategy also involved the exploitation of new primary products.
Bolivia became increasingly dependent on exports of natural gas from the
Santa Cruz area after 1972, with a pipeline to Argentina. By the end of the
1970s more than half of all Bolivian exports were destined for the rest of
Latin America and nearly 20 percent for its Southern Cone neighbor.54 New
oil production came on stream in Ecuador in 1972 and soon dominated the
total value of exports.55 Paraguay shifted out of meat and timber exports
toward cotton and soybeans. Guatemala began to export crude oil in 1980.

Not all of the new exports were recorded. Exports of coca paste, mainly
destined for processing plants in Colombia, rose rapidly in Bolivia and
Ecuador and provided a stream of narcodollars – which helps to explain
the combination of stable exchange rates and high domestic inflation in
Bolivia.56 Contraband flourished in Paraguay, where business circles (in-
cluding the military) close to President Alfredo Stroessner exploited the
country’s geographical position and exchange-rate fixed to the U.S. dollar
in order to buy from and sell to neighboring countries with fluctuating
currencies.

51 Venezuela was restrained by export quotas agreed by OPEC. Bolivia, where unit costs of tin produc-
tion were comparatively high and where oil reserves were nearly exhausted, was unable to increase
output without major new investments; however, Bolivia’s first tin smelter came on stream in the
early 1970s, so the republic finally began to capture a higher share of the value added associated
with tin production.

52 Since 1961 the Soviet Union had regularly paid Cuba above the world price for its sugar imports.
The jump in world prices in 1974 forced the Soviet Union to follow suit, but the price paid was not
subsequently lowered when the world price started to fall. Thus by the end of the 1970s Cuba was
receiving from the Soviet Union a price that was about five times higher than what was available in
the world market. See Brundenius (1984), Table 3.9, p. 76.

53 The ICA, established in 1963, was designed to keep prices within a certain range through the use of
(variable) export quotas. The Brazilian frost lowered world production so much that export quotas
had to be abandoned, however. Even so, the rest of the world was unable to compensate for the
Brazilian decline, and prices rose rapidly – far exceeding the upper limit originally set by the ICA.

54 See ECLAC (1989), Table 289, pp. 564–5.
55 The oil boom in Ecuador and its impact on the rest of the economy are thoroughly analyzed in

Bocco (1987).
56 For an empirical estimate of the impact of coca on the Bolivian economy, using a computable general

equilibrium model, see De Franco and Godoy (1992).
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Table 10.3. Primary-export development countries: unit value and purchasing
power of exports, 1970 and 1980

Exports / GDP
Unit value Purchasing power (1980 prices,
of exports of exports in percentages)
in 1980 in 1980

Country (1970 = 100) (1970 = 100) 1970 1980

Bolivia 585 196 36.9 23.6
Costa Rica 299 150 38.2 33.9
Cuba 425 109a 15.5 8.1
Ecuador 278 350 15.6 25.0
El Salvador 292 157 28.8 34.8
Guatemala 275 185 21.1 22.2
Honduras 321 146 41.6 37.8
Nicaragua 282 165b 29.5 23.9
Panama 238 455 38.9 45.4
Paraguay 303 167 15.8 13.9
Venezuela 1,234 263 65.4 39.4

a Derived from Brundenius and Zimbalist (1989), Tables 9.2 and 9.3, assuming import
prices rose at same rate as the Latin American average.
b Exports in 1980 were seriously disrupted by the 1979 revolution, so 1978 has been
chosen as the reference year.
Sources: Brundenius (1984), Table 3.7, p. 75; Brundenius and Zimbalist (1989), Table 9.2,
p. 146; ECLAC (1989), Table 275, p. 504, Table 279, p. 512, and Table 4.3, p. 70 .

The existence of these unrecorded activities must be borne in mind when
we examine published statistics.57 Yet even the official figures suggested a
remarkable improvement in the fortunes of the export sector. The unit value
of exports improved sharply in the decade after 1970, the value of exports
jumped between 500 percent and 1,000 percent, and the purchasing power
of exports (PPE) soared (see Table 10.3).58 Although the steep rise in the
price of oil after both 1973 and 1978 favored the main energy exporters
(Bolivia, Ecuador, and Venezuela), the net oil importers in the group also
recorded an impressive performance aided by high and rising prices for the
main primary-product exports.

The abundance of foreign-exchange earnings underpinned exchange
rates that had been pegged to the U.S. dollar even before the collapse of
the Bretton Woods system. In the decade after 1970 the eleven republics

57 The impact of these illegal activities throughout Latin America has been the subject of wild specu-
lation. For a sober and objective assessment of the impact of the drug trade on Colombia, see Arrieta
et al. (1991).

58 The PPE measures the volume of imports that the value of exports can buy. It is calculated either by
dividing the value of exports by the unit value of imports or by multiplying the volume of exports
by the NBTT.
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recorded only four devaluations against the U.S. dollar among them, and
nine republics had no such devaluation at all.59 International Monetary
Fund (IMF) standby agreements were comparatively rare, and the degree of
conditionality was generally mild.

Yet in general the PED strategy was not a success. Only Ecuador and
Venezuela – both oil exporters – raised their share of world exports between
1970 and 1980, although in the Venezuelan case this was due entirely to
price rather than to volume changes. Few of the republics expanded export
earnings at a rate consistent with the accumulation of foreign debt. Their
vulnerability to external shocks was as great as ever, and the weak domestic
economy was still not sufficiently resilient to offer any real compensation.
The existence of stable exchange rates proved to be an inadequate bulwark
against inflationary pressures caused by monetary expansion and higher
dollar prices for imports, so the distribution of income deteriorated fur-
ther in many countries,60 and the real exchange-rate became progressively
overvalued.

The failure of the PED strategy was a particular disappointment for the
three energy exporters (Bolivia, Ecuador, and Venezuela), which had most
to gain from the massive redistribution of world oil income from consumers
to producers after 1973. Venezuela, as a founding member of OPEC, had
long believed that a policy of export quotas with high prices was preferable
to a free market with low prices. Ecuador, following the establishment of
military rule in 1972, shared the same view and joined OPEC in November
1973 – despite the strain this put on its relationship with the United
States.

At first the development of energy exports in all three countries had
depended heavily on foreign investment. Even Bolivia where Standard Oil
had been nationalized in 1937, had offered exceptionally generous terms to
Gulf Oil in the 1950s in the hope of promoting exports.61 Governments
in all three countries considered their primary duty to be the extraction
of a rising proportion of the economic rent associated with nonrenewable
natural products in order to channel resources toward the nonexport sector.
This was achieved through reference prices,62 taxation, and joint ventures,
with government revenue increasingly dependent on the energy sector.

59 In the post–Bretton Woods era, characterized by floating exchange rates, a peg to the U.S. dollar did
not rule out the possibility of depreciation against other currencies. For most of the PED countries,
however, the United States was the main trading partner, so a fixed rate to the dollar approximated
a stable effective (trade-weighted) exchange-rate.

60 Although a stable inflation rate in an indexed economy need not lead to an increase in income
inequality, an acceleration in the inflation rate is almost bound to do so. This is because the lowest
deciles typically can only respond with a lag to any increase in the inflation rate.

61 See Philip (1982), pp. 455–60.
62 The purpose of reference prices was to reduce the possibility of transfer pricing by the oil companies

as part of their tax-minimization strategies. The reference price was the one adopted in calculating
tax liability.
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This “rent-seeking” approach had many advantages, but it still left for-
eign companies in charge of crucial strategic decisions about investment,
production, and exports. The rising tide of nationalism proved irresistible,
and in all three countries the energy sector finally came to be domi-
nated by state-owned enterprises. Gulf Oil was expropriated in Bolivia
in 1969,63 leaving Yacimientos Petrolı́feros Fiscales Bolivianos (YPFB) as
the main operator in the energy field. Gulf Oil was also nationalized in
Ecuador in 1976 – a rare occasion, on which a foreign company sought
its own expropriation.64 Anticipating the expiration of oil contracts in
1983, the Venezuelan government nationalized its oil industry – domi-
nated by foreign companies since its beginnings in the 1920s – at the end of
1975.65

The energy sector proved to be the engine of growth only in Ecuador.
Between 1970 and 1980 real GDP rose at an annual rate of 9.7 percent, while
GDP per head recorded an impressive 6.5 percent rate of growth. Yet oil
wealth led the country’s military government to postpone the fiscal reforms
that were long overdue, and the overvalued currency made possible by oil
ruled out expansion of nontraditional exports. In Bolivia and Venezuela
nationalization brought only modest gains: The mining sector’s net output
barely increased in both countries, and real GDP per head was virtually
unchanged in Venezuela after 1970.66 Both countries were rescued only by
the spectacular improvement in the NBTT that pushed real gross domestic
income up rapidly and gave the temporary illusion of prosperity.67

The windfall gain associated with the rise in energy prices was used by all
three countries to try to promote new activities outside the energy sector.
Venezuela led the way with nationalization of its iron-ore industry, joint
ventures in its metal industry, and the promotion of automobile production.
The radical military governments in Ecuador carried out a huge expansion
of social investment in health, education, and housing. Bolivia even experi-
mented with import substitution in agriculture (ISA) in an effort to reverse
its dependence on imported foodstuffs. In all three countries ambition ran
far ahead of what was justified by the (temporary) improvement in the terms
of trade. Imports rose so rapidly that each country ran a deficit in the current
account of the balance of payments during most of the years of high energy

63 See Philip (1982), Chapter 13.
64 See Brogan (1984), pp. 5–6.
65 See Lieuwen (1985), pp. 209–15.
66 GDP per head (in 1988 prices) in Venezuela increased from $4,941 in 1970 to only $5,225 in 1980.

This was still the highest in Latin America, although it was below the level in oil-rich Trinidad and
Tobago. See IDB (1989), Table B–I, p. 463.

67 Gross domestic income (GDI) is the GDP adjusted for the change in the terms of trade. It is therefore
sensitive to the choice of base year. However, if 1970 is chosen as the base, the improvement in the
NBTT for energy exporters leads to a rapid rise in GDI in the decade up to 1980.
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prices,68 leaving them dangerously vulnerable to the subsequent fall in the
terms of trade.

The five Central American republics faced a different problem. As a net oil
importer, the region stood to lose from the oil shocks of the 1970s. Prices
of traditional exports (coffee, bananas, cotton, beef, and sugar) increased
sharply at various points after 1970, however, so the terms of trade were by
no means always unfavorable. Furthermore, the first oil crisis and the rise in
price of imported inputs put a squeeze on industrial profits, which encour-
aged resources to shift away from manufacturing and the Central Amer-
ican Common Market (CACM) and back to primary-product exports.69

Although the decline of CACM was only relative – total intraregional trade
continued to grow70 – the engine of growth was once again extraregional
exports in general and traditional products in particular.71

In Central America PED produced a major increase in foreign-exchange
earnings. Land rents rose, and the small-scale peasantry that produced food
for the home market was squeezed. A similar squeeze on small-scale industry
was taking place in urban areas as a result of the rise in costs of imported
inputs. The result was a sharp increase in rural and urban proletarianization,
with a growing proportion of the labor force dependent on wages.72

Although the Central American economies appeared to be booming in
the 1970s, the proceeds were unequally distributed. Domestic inflation –
virtually unknown in the 1950s and 1960s – began to accelerate, fueled
by higher world prices and the explosion in money of external origin as
a result of the increase in international reserves. In the absence of defense
mechanisms and strong trade unions, the labor movement was unable to
protect itself, and real wages fell in the first half of the 1970s.73 The decline
was later reversed in Costa Rica and Honduras, the two republics with the
strongest trade unions, but the fall continued in El Salvador, Guatemala,
and Nicaragua and contributed in no small measure to the growing social
and political tension in those three countries.

The opposition to the Somoza dynasty in Nicaragua was not limited to
labor groups and a broad-based movement – dominated by the Frente San-
dinista de Liberación Nacional (FSLN) – finally succeeded in overthrowing

68 Bolivia and Ecuador were recording deficits in the current account of the balance of payments by
1975 (Venezuela by 1977). See World Bank (1991).

69 See Weeks (1985), pp. 147–50.
70 Intraregional imports suffered a modest decline over the previous year in 1971 and 1975, but in all

other years they continued to grow until 1981.
71 The five traditional exports (coffee, bananas, cotton, sugar, and beef) accounted for 84 percent of

extraregional exports in 1970. By 1979, after almost a decade of spectacular export growth, these
five products represented almost exactly the same share of the total. See Bulmer-Thomas (1987),
p. 204.

72 See Bulmer-Thomas (1987), pp. 218–24.
73 See Bulmer-Thomas (1987), Table 10.7, p. 219.
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the dictatorship in July 1979.74 The period of coalition rule was brief, and
Nicaragua was soon embroiled in both a civil war and a confrontation with
the United States that would destroy the economy in the space of a few
years.75 Civil wars in El Salvador76 and Guatemala,77 beginning at the end
of the 1970s, added to Central America’s grief, and the CACM was an early
victim. By 1981 intraregional trade was falling in absolute terms, and the
decline continued for several years.78

The three remaining republics – Cuba, Panama, and Paraguay – all
offered contrasting styles of PED. Cuba, having reversed its hostility to
monoculture and dependence on sugar in the mid-1960s, proceeded to
build its socialist economy around the preferential prices and other forms of
assistance provided by the Soviet Union and its East European allies. Rela-
tively little sugar production reached the world market, so Cuba’s shortage
of foreign exchange remained acute. However, a Soviet decision to allow
Cuba to sell in the free market any Soviet oil not required for domestic con-
sumption stimulated energy-saving measures and rewarded Cuba – briefly –
with a handsome dollar income.79 Coupled with improvements in planning
techniques and a switch from moral to material incentives, the Cuban econ-
omy enjoyed respectable rates of growth in the 1970s and first half of the
1980s.80

Panama’s rulers had long recognized that its comparative advantage lay in
its geographical position rather than in primary-product exports. Although
exports of bananas, shrimp, sugar, and refined oil continued to grow, the
real engine of growth in the 1970s was the export of services. Thus the
PED strategy in the Panamanian context must be interpreted as meaning
the promotion of tertiary exports.81 The offshore banking center shot to
prominence: More than 120 banks were participating by the beginning of
the 1980s, and deposits totaled $43.5 billion at their peak in 1982.82 The

74 See Booth (1982), Chapter 8.
75 See Bulmer-Thomas (1990b), pp. 353–65.
76 See Dunkerley (1982) on the origins of civil war in El Salvador.
77 A guerrilla war had been fought in Guatemala since 1960, but the security situation deteriorated

markedly at the end of the 1970s. See McClintock (1985), Part III.
78 The decline was so severe that intraregional exports, which had constituted more than 25 percent

of total exports at the end of the 1960s, fell below 10 percent by 1986.
79 This change in policy was not adopted until 1981, but it coincided with the peak of oil prices.

By 1985 the dollar earnings from oil reexports were three times more valuable than convertible
currency earnings from sugar exports to the world market. See Domı́nguez (1989), pp. 90, 207–8.

80 All commentators are agreed on the superior performance of the Cuban economy after 1970 compared
with the previous decade. See Pérez-López (1991).

81 Tertiary exports are service exports (e.g., banking, insurance, and shipping). Thus Panama tradition-
ally runs a huge deficit in the trade account and a large surplus in the service account of the balance
of payments. In 1980, for example, the former was $959 million and the latter $649 million. See
IDB (1983), Table 42, p. 369, and Table 43, p. 370.

82 On the rise (and subsequent decline) of the international banking center in Panama, see Weeks and
Zimbalist (1991), pp. 68–83.
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Colón Free Trade Zone became an important transshipment point for goods
destined for all parts of Latin America,83 and a transisthmian oil pipeline
allowed Panama to recapture some of the income it lost because supertankers
could not use the canal.84 The number of ships flying the Panamanian flag
steadily rose,85 and the insurance industry was a successful by-product of
both banking and shipping.86

Although the canal itself had provided the key to Panama’s economic de-
velopment from the first day of the republic’s history, its control and owner-
ship had been vested firmly in U.S. hands. The signing of the Carter–Torrijos
treaties in 1977 and their ratification by the U.S. Congress in 1979 promised
a new dawn: Sovereignty over the Canal Zone reverted to Panama, and
Panamanian control was finally achieved in the year 2000.87 Income from
canal operations rose sharply, transactions with the Canal Zone ceased to be
treated as if they were foreign trade, and exports from the Colón Free Trade
Zone were finally credited to Panama.88

In Paraguay PED involved the search for new primary products (cotton
and soybeans), which led to a decline in the importance of processed (indus-
trial) exports.89 However, the engine of growth in Paraguay was not limited
to primary-product exports (or contraband) but included also construc-
tion. The decision to build two enormous hydroelectric dams (Itaipú and
Yacyreta) in conjunction with Brazil and Argentina, respectively, boosted
not only the construction sector but also all activities that supplied inputs
to construction firms and to their vast labor force.90 As a result, real GDP

83 At its peak, value added from the Free Trade Zone (i.e., reexports less imports) reached 10.3 percent
of GDP. See Weeks and Zimbalist (1991), p. 67.

84 The inspiration for the oil pipeline was the need to find an efficient route by which Alaskan crude,
discovered in the 1970s, could reach refineries on the east coast of the United States.

85 The Panamanian flag of convenience was used so widely that the country appeared to have one of
the world’s largest shipping fleets (37.1 million tons in 1980). However, nearly all of this fleet was
owned by foreigners who found the Panamanian flag convenient for tax and employment purposes.

86 At first the service sectors in Panama formed a virtuous circle in which the expansion of one part
promoted the growth of the others and encouraged new activities. (Money laundering, linked to
the rise of the offshore banking center, also became an increasingly important part of the service
economy.) The reverse was also true, however – as Panama found to its detriment in the second half
of the 1980s.

87 The details of the treaties are provided in Major (1990) as part of an excellent account of the history
of the Canal Zone.

88 In 1979 (the last year of the old system for IMF accounting purposes) Panama was estimated to
have commodity exports of $356 million. In 1980 (under the new IMF accounting system) the
figure jumped to $2,267 million as a result, above all, of the inclusion of reexports from the Free
Trade Zone. Yet in both years the current-account deficit was almost identical. Users of the statistics
should note, however, that not all international agencies use the same approach.

89 In large part this shift in the composition of exports was a reflection of low land prices in eastern
Paraguay, which encouraged Brazilians – already heavily engaged in production of cotton and
soybeans – to invest in the neighboring republic. See Baer and Birch (1984).

90 The boom produced an average annual increase in the net output of the construction sector of more
than 30 percent in the last three years of the 1970s. Industry and commerce also grew by more than
10 percent a year in the same period. See Baer and Birch (1984), p. 790.
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rose by 8.7 percent per year in the 1970s – a highly creditable performance
by any standard.

The PED strategy had its successes, but in far too many countries the
commodity-price boom had been treated as if it reflected a new long-run
equilibrium. The volatile nature of commodity prices in the 1970s left
both the private sector and the public sector unable to distinguish between
temporary and permanent improvements in the external environment. Re-
source shifts into the primary-product export sector, which could not easily
be reversed, were implemented on the basis of short-run price changes –
an echo of the 1920s policy in many republics. When commodity prices
started to fall and the terms of trade deteriorated, too many republics were
left dangerously exposed.

Commodity-price increases were widely interpreted as reflections of in-
creases in average or long-run real prices. PED countries responded to favor-
able external conditions with a huge rise in imports, so the current-account
deficit often remained negative even in boom years for exports. The public
sector was just as shortsighted as the private sector: Budgets swollen by
exceptional levels of trade taxes were treated as normal, and expenditures
rose rapidly to eliminate the surplus.91

The vulnerability of PED countries to external shock could have been
offset by productive investment outside the primary-product export sector.
As is shown, some efforts were made, and huge sums were borrowed on the
international capital market. Yet most of the investments did not come on
stream in time to increase resilience to external shock, much of the finance
was wasted, and some republics suffered a serious loss of investment through
capital flight.

Even the energy exporters among the PED countries – Bolivia, Ecuador,
and Venezuela – suffered the same fate as their less fortunate fellow repub-
lics. Much the same was true of Mexico after new oil deposits were discov-
ered in the second half of the 1970s. Although the improvement in terms of
trade for energy-exporting countries proved to be longer lasting, it was not
permanent. A strategy based on permanently high energy prices was not
viable, and a risk-minimizing strategy required the adoption of adjustment
programs to prepare for less favorable external conditions. The enormous
economic rent associated with energy production could have offered a lubri-
cant for relatively painless adjustment, but the resources were used instead
for transfers and subsidies to households and the private sector. The in-
vestments required by adjustment were financed by foreign borrowing at a
rate that could only be sustained if the improvement in the terms of trade
proved to be permanent.

91 Venezuela, for example, ran a large central-government budget deficit even at the height of the oil
boom in 1981.
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The state, public enterprise, and capital accumulation

The driving force behind Latin America’s economic development in the
century before the 1930s had been the private sector. Although the do-
mestic capitalist class may at times have played a secondary role to foreign
investors, there was no doubting the hegemonic role of the private sector in
all decisions to do with production, investment, and even distribution. The
state occupied a distinctly secondary role, providing a regulatory framework
that favored export-led growth, although members of the private sector still
competed fiercely for a share of the rents made possible by state regulation.

The shift from traditional export-led growth to ISI complicated the task
of public-policy management. In addition to dispensing privilege and pro-
viding a new regulatory framework involving a redistribution of national
income, the state was also called on to make a large number of public in-
vestments in order to protect the profitability of the new model.

The complexity of the task and the rise of new social groups competing
for state power generated frictions between the private sector and the public
sector that on occasion undermined both political and economic stability.
With rare exceptions, however, the state continued to see its general function
as supporting private enterprise, although it was no longer possible to favor
all factions of the private sector simultaneously. Thus the opposition of
traditional agroexporters to Peronism in Argentina was consistent with state
support for private investment in manufacturing, and the expropriation of
private estates in Mexico in the 1930s did little to weaken the bond that was
forming between the Mexican state and the emerging industrial bourgeoisie.

On those rare occasions when the state was deeply hostile to the private
sector or wished sharply to restrict the range of activities left open to private
enterprise, the inevitable counterrevolution usually proved triumphant. In
Chile the brief socialist experiment after 1970 under President Allende,92

when private investment collapsed as public enterprises were formed in all
branches of the economy, ended in military dictatorship in September 1973
and in an excessive devotion to the virtues of the free market. Earlier flirta-
tions with an enlarged role for the state in Guatemala under Jacobo Arbenz
(1951–4),93 in Peru under Juan Velasco Alvarado (1968–75),94 or later in
Nicaragua under the Sandinistas (1979–90)95 proved to be only temporary:
The private sector restored its economic hegemony after it reconquered state

92 The spread of state ownership under Allende is described in de Vylder (1976).
93 Although communist influence during the Arbenz presidency was considerable, the state’s role in

production remained essentially indirect rather than direct. Nevertheless, the private sector was
quick to roll back the frontiers of state intervention after 1954.

94 FitzGerald (1976) provides a thorough analysis of the growth of state intervention under military
rule in Peru. The retreat from state intervention is outlined in Thorp (1991), Chapter 5.

95 Nicaragua’s state enterprises under the Sandinistas are examined in Colburn (1990).
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power. Cuba, guided by the messianic Fidel Castro, was the only republic
both to cripple the private sector and to defeat the counterrevolution, leav-
ing the state as the sole source of virtually all investment and in control of
production and distribution.96

Despite the complaints of some factions of the domestic capitalist class,
the relationship between the public sector and the private sector was gener-
ally harmonious. The latter looked to the former for privileges, protection,
and complementary investments, and the scope of state intervention be-
came broader and more complex with every twist in the prevailing model
of development. Yet the resources available to the state to carry out these
functions were strictly limited. The ratio of revenue to GDP – a crude mea-
sure of tax effort – was low by international standards. The sole exception
was Venezuela, where a high share of the oil rent was captured by the state
even before nationalization.97

The modest tax effort in most of Latin America had a variety of ex-
planations. Agrarian interests had successfully resisted a land tax in the
nineteenth century, which pushed the fiscal burden onto regressive indirect
taxes. The private sector had been unable to prevent the introduction of
income taxes in the twentieth century, and the rate structure was usually
progressive on paper, with marginal far above average rates, but exemptions
were widespread and evasion (and avoidance), common. In the postwar pe-
riod developed countries worried about “fiscal drag” (the process by which
inflation increased real tax receipts as a result of high marginal tax rates),
but Latin American republics worried about the Oliveira–Tanzi effect (the
process by which inflation eroded the real value of tax receipts). Moreover,
the growth of the urban informal sector – much of the activity of which is
not detected by fiscal authorities – undermined the revenue from domestic
sales taxes.

Revenue could be supplemented by borrowing, but the weakness of do-
mestic capital markets and the limited access (before the 1970s) to foreign
sources of credit put strict limits on the size of deficits that could be fi-
nanced without major inflationary implications. The result was a ratio of
central-government expenditure to GDP that was low by international stan-
dards. Indeed, as late as 1975 only four republics (Chile, Panama, Uruguay,
and Venezuela)98 exceeded the average ratio for all developing countries

96 The extent of state control in Cuba went far beyond what had been established even in Eastern
Europe. For example, the Cuban revolutionary government, despite the fact that it inherited a
distribution system in which small shopowners played a vital role, insisted on 100 percent state
ownership in the commercial sector. See Mesa-Lago (1981), Table 1, p. 15.

97 In 1975, the year before the oil industry was nationalized, central-government revenue in Venezuela
represented 34.6 percent of GDP. This was approximately three times higher than the percentage
in Brazil or Mexico. See IDB (1983), Table 19, p. 356.

98 Five republics, if Cuba is included.
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(22.4 percent), and only two (Chile and Panama) exceeded the average for
industrial countries (28.6 percent).99 Even defense expenditures, so often
assumed to be the source of much profligacy, absorbed a low proportion
of GDP in the mid-1970s (except in Chile and Cuba, where it exceeded
3 percent of GDP).100

A conflict thus arose between the extremely limited resources available
to central government in most countries throughout the postwar period
and the growing demands placed on the state by the private sector. Par-
ticular importance was attached to the rate of public investment, because
capital accumulation by the state was seen as essential to sustaining a high
rate of private investment. The “crowding out” of private investment by
public expenditure was seen as much less of a threat than was the absence of
profitable private-sector opportunities as a result of the lack of public invest-
ment. Furthermore, state intervention had acquired respectability during
and after the 1940s, both through the influence of CEPAL and through the
impact of project lending to the public sector by the World Bank and other
international financial institutions.

The conflict was largely resolved through the expansion of state-owned
enterprises (SOEs). Although indirect methods of state intervention, in-
cluding the growth of provincial and even municipal governments, were
not overlooked, the spread of SOEs was seen as the key to raising the rate
of capital accumulation. Indeed, when expenditure by SOEs is included
with other branches of government (central, provincial, and municipal), the
public-expenditure share of GDP (with the exception of neoconservative
Chile) is seen to have risen sharply after 1970 (see Table 10.4).

Although the first SOEs dated back to the colonial period, with profitable
tobacco and alcohol monopolies providing a useful source of crown (later
state) revenue, they had grown in importance after the First World War
for a variety of reasons. First, public utilities owned by foreigners had been
taken into state ownership throughout Latin America, and by the 1970s
very few were still under foreign control. Early in the twentieth century the
government of José Batlle y Ordóñez in Uruguay had been the pioneer in
the field,101 even creating public utilities to undermine the monopoly posi-
tion enjoyed by foreign companies, and the power of foreign-owned public
utilities had been finally broken by the wave of nationalizations at the end
of the Second World War. This included foreign-owned railways, leaving

99 See IMF (1986), pp. 78–9.
100 In two Latin American republics (Costa Rica and Mexico) the rates of defense spending were among

the lowest in the world. The former had abolished its army in 1948; the latter could never have
justified the level of defense spending it would need if the United States were to invade, so it
settled for a level of spending that was consistent with internal-security needs.

101 See Finch (1981), Chapter 7.
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Table 10.4. Public-sector spending in selected countries, 1970–1980

Consolidated nonfinancial Current and investment expenditure
public-sector expenditure as by state-owned enterprises as

percentage of GDP percentage of GDP

Country 1970 1975 1980 1970–1973 1974–1978 1979–1981

Argentina 38.6 46.4 49.1 12.5 17.0 19.5
Brazil 35.9 42.7 52.7 10.4 18.6 25.6
Chile 41.3 40.4 31.6 21.8 31.3 26.1
Colombia 25.9 27.6 29.4 6.4 6.0 8.4
Mexico 22.3 31.9 35.0 11.9 16.4 20.7
Peru 24.5 46.1 60.1 10.1 24.3 32.1
Venezuela 28.7 38.9 53.3 19.3 21.1 28.2

Sources: For all countries except Colombia, Larraı́n and Selowsky (1991), Table 1.1, p. 2,
and Table 8.1, pp. 308–9; for Colombia, derived from IDB (1984b), Table 1, p. 148, and
p. 171.

the state as the main investor in the railway network in most republics from
the 1950s onward.

Second, the mining industry – for so long a major source of foreign in-
vestment – had proved irrestible to governments of a nationalist persuasion.
The creation of a state-owned company in the 1940s to extract iron ore in
Brazil102 had been followed by nationalization of the tin industry in Bolivia
in the 1950s103 and by the spread of SOEs throughout the mining sector in
Peru after 1968 under military rule.104 The expropriation of foreign-owned
copper companies under Allende in Chile was not reversed by the neocon-
servative Pinochet administration,105 and the first administration of Carlos
Andrés Pérez in Venezuela (1974–8) established state control over iron ore

102 This enterprise, Companhia Vale do Rio Doce, coupled with the Volta Redonda steel mill, gave
the state substantial control over a basic input into the industrialization process.

103 The main target of the revolutionary government in Bolivia after 1952 was the political power
of the mining oligarchy (the rosca). Because the rosca dominated the tin industry, nationalization
was seen as the only solution. Other (smaller) mining companies were not affected. See Dunkerley
(1984), pp. 56–60.

104 The new SOEs in the mining sector were Petroperú, Mineroperú, and Centromin. In addition,
the state created enterprises for sugar exports, food marketing, fishing, energy supply, transport,
housing, and finance. See FitzGerald (1976), pp. 47–48.

105 The decision to retain the state copper company, CODELCO, within the public sector was a
reflection of the copper industry’s vital contribution to the economy. Furthermore, part of the
military budget was paid out of the revenue of CODELCO, making the armed forces resistant to
any proposal to privatize the industry.
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and bauxite production as part of its grand ambitions for diversification of
the economy away from oil.106

Oil, both crude and refined, was also a favored target for SOEs. Indeed,
Argentina had led the way in the 1920s with the formation of Yacimientos
Petrolı́feros Fiscales (YPF),107 and Bolivia and Mexico had expropriated
foreign-owned oil companies in the 1930s. By the end of the 1970s the
state was an active investor in all oil-producing countries, and oil-refining
was often in state hands even in oil-importing republics.108 SOEs in oil,
such as PEMEX in Mexico, Petrobras in Brazil, and PDVSA in Venezuela,
were among the largest companies in Latin America and even appeared on
Fortune magazine’s list of the world’s biggest firms.109

Long-term development finance had also proved a popular area for entry
by SOEs. With financial repression almost everywhere and high rates of
inflation in many countries, private financial institutions preferred short-
term loans to favored clients over long-term lending to risky ventures. SOEs
began to fill the gap from the 1930s onward with Nacional Financiera
in Mexico110 and CORFO in Chile111 serving as models for many other
countries. Although, on occasion, private commercial banks were taken
over by the state, this was usually done to avert bankruptcy and closure.
Indeed, before the 1980s only Costa Rica – and, of course, Cuba – had esta-
blished a state monopoly on bank deposits.112

The consumer-goods industries set up under the ISI strategy were dom-
inated by private enterprise, but the same was not true for all intermediate
and capital-goods sectors. SOEs were set up in many countries in these
branches of industry in order to fill the vacuum left by lack of private-sector
interest. The steel industry was a favored candidate for SOEs: Public-sector
capital played a leading role in the larger republics, where steel production

106 Bauxite is the raw material used in the production of aluminum. Because the conversion process is
energy intensive, the abundance of cheap electricity in Venezuela appeared to make the industry
suitable for the diversification program. See Rodrı́guez (1991), pp. 249–52.

107 See Lewis (1990), pp. 53–5.
108 Oil refining in Costa Rica, for example, was nationalized in 1968, although oil distribution

remained within the private sector.
109 On the spread of SOEs in the oil industry in Latin America, see Vernon (1981), pp. 98–102.
110 Nacional Financiera, founded in 1934, rapidly expanded to fill the gap left by the unwillingness

of the private sector to make long-term loans for development projects. See Brothers and Solı́s
(1966), pp. 26–8.

111 CORFO, founded in 1939, had invested in forty-six companies, with a majority share in thirty-one,
even before Allende came to power. See Larraı́n and Selowsky (1991), p. 93.

112 Nationalization of the banks was one of the first acts of the revolutionary junta that triumphed in
the 1948 Costa Rican civil war. Control of credit was seen as crucial for long-term development
plans, although it was not unrelated to the desire to strike at the economic heart of the oligarchy,
which had been on the losing side in the war. See Cerdas Cruz (1990), pp. 386–7.
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was seen as crucial for the dynamism of the industrialization program.113

A similar argument was used for establishing SOEs in petrochemicals, and
“national security” was often invoked to justify SOEs in ship building and
arms production.114

The spread of SOEs was well illustrated by Brazil, where a dynamic pri-
vate sector had welcomed the creation of public enterprises both before and
after military intervention in 1964. The domestic private sector, MNCs,
and the government formed a triple alliance, with public investments de-
signed to improve private profitability and to encourage new private-sector
initiatives. By the end of the 1970s Brazil had established 654 state enter-
prises, 198 of which were at the federal level115; the latter were spread across
the economic spectrum, and embraced many of Brazil’s largest companies.
Indeed, 28 of the 30 largest companies in 1979 were SOEs – a huge increase
from the 12 of 30 recorded in 1962.116

The Brazilian SOEs played a crucial role in determining the profitabil-
ity of private-sector firms, both domestic and foreign. In the automobile
industry, which was dominated by foreign companies, firms had to buy
all of their electricity and most of their steel from SOEs, and the demand
for automobiles was determined in part by the price of fuel (gasoline and
alcohol) set by other public-sector firms and in part by state regulations
governing consumer credit. As long as SOEs adopted price and investment
policies that were consistent with private-sector profitability, their presence
was welcomed by both the foreign and domestic elements of the capitalist
class.

Sometimes, however, the formation of SOEs ran counter to private sector
interests. State intervention in the production and distribution of foodstuffs,
justified by governments in terms of the need to subsidize consumption by
the poor, was usually frowned on by the private sector. National airlines,
often run by the state for prestige reasons, were an area in which profitable
private investment was possible. It was difficult to explain to a skeptical
private sector the need for SOEs in tourism or even – as happened in a
few countries – in nightclubs. Furthermore, Latin America, like Western
Europe, could not escape the ratchet effect, under which a company would be
kept in public ownership long after the original reason for its expropriation
had ceased to apply.

113 Katz (1987) contains several good chapters (5–7) on steel enterprises in Latin America, including
SOEs in Brazil and Mexico and a private-sector firm in Argentina.

114 National security was also invoked to justify the creation of state nuclear power plants in Argentina
and Brazil. See Serrano (1992), pp. 51–65. Mexico also began to construct a nuclear power plant
at the end of the 1970s, but this was more a reflection of the limitless ambitions unleashed by the
oil boom.

115 Most of these enterprises, at all levels of government, were services, and many were research and
development activities from which the private sector benefited. See Trebat (1983), Table 3.2.

116 See Evans (1979), Chapter 5.
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Yet private-sector discontent with the extent of public ownership in Latin
America was limited – until the 1980s. Even the ES countries, with their
emphasis on market forces, private enterprise, and foreign investment, were
not prepared to roll back the frontiers of the state to any significant degree.
Chile carried out a privatization program in the 1970s, but most of this was
the reprivatization of activities briefly taken into public ownership under
Allende’s socialist administration.117 Indeed, under Pinochet Chile kept
a number of industries (including copper) in the public sector, increasing
their profitability, lowering their investments, and using the surpluses as
an opportunity to lower tax rates on the private sector.118

Although the number of SOEs was often large, their contribution to
real GDP was usually modest. Only in Venezuela, its economy dominated
by oil, did SOEs account for more than 15 percent of net output in the
late 1970s.119 Furthermore, if Venezuela is excluded the average figure for
Latin America was below the average both for developing countries and
for developed ones. The bulk of value added was generated by the private
sector – foreign and domestic – giving the capitalist class (in the absence of
high effective rates of direct taxation) a strong influence over the distribution
of national income.

The SOEs played a disproportionately important part in the process of
capital accumulation, however. The presence of SOEs in capital-intensive
branches of activity (e.g., mining and energy), coupled with private-sector
preference for activities with low capital–output ratios and short gesta-
tion periods, was sufficient to explain most of this imbalance, although
examples of wasteful or inefficient investment were by no means unknown.
The contribution of SOEs to gross fixed investment tended to exceed its
contribution to net output. Indeed, the share of SOEs in capital spending
was far higher in Latin America than in LDCs as a whole and was even
higher than in developed countries.120

Despite the presence of numerous socially profitable opportunities for
investment and the lack of opposition from the private sector, public-sector
capital accumulation was at first restrained by a shortage of finance. Modest
surpluses in the current accounts of the public sector were far from sufficient
to finance ambitious investment programs by the different branches of
public administration. The profits of SOEs were often reduced by price

117 On the Chilean privatization program in the 1970s, see Edwards (1987), Chapter 4. See also
Yotopoulos (1989).

118 This did not, however, rule out the growth of foreign investment in sectors with SOEs (including
copper). Indeed, the foreign-investment climate was exceptionally favorable under Pinochet.

119 In Venezuela the share of SOEs in GDP at factor cost was a massive 27.5 percent. See Short (1984),
p. 118.

120 The (weighted) average for the Latin American share of SOEs in gross domestic investment at the
end of the 1970s was 29 percent, compared with 4 percent in the United States, 11 percent in
Japan, and 17 percent in the United Kingdom. See Kuczynski (1988), Table 3.8, p. 54.
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controls and sometimes by spiraling costs and even the reinvestment of
profits could be blocked by the statutory requirement to make transfers to
the central government.

This financial constraint was finally relaxed in the 1970s with the growth
in international bank lending. Indeed, loans to the public sector – both gen-
eral government and SOEs – were even more attractive for foreign banks
than were loans to the private sector, because the former always carried
a public guarantee of repayment. Large SOEs in the major Latin Ameri-
can countries were the most favored clients; in Mexico, PEMEX received a
huge proportion of all new loans. SOE spending as a proportion of GDP rose
steadily (see Table 10.4). As the financial constraint was relaxed, the con-
tribution of the public sector to gross fixed capital formation soared. Only
Chile, where the state had been responsible for virtually all new invest-
ment in the first half of the 1970s, experienced a decline in public-sector
contribution to capital formation.121

The result was an impressive rate of gross fixed capital formation in Latin
America in the 1970s. Although only Venezuela regularly achieved a rate
of investment (as a proportion of GDP) of more than 20 percent in the
1950s, the average for Latin America never fell below 21 percent in the
1970s and exceeded 23 percent in every year between 1974 and 1981.122

The investment rate, which had often compared unfavorably with other
regions, at last began to reach the level required for long-run rapid growth
of real GDP per head. The rate was not sustainable, however; the base, rooted
in the shifting sands of international bank lending, was to prove extremely
fragile and collapsed in the 1980s. Furthermore, the fall in bank lending not
only reduced the scope for public investment but also undermined the whole
model of capital accumulation on which Latin America’s development had
become based.

Debt-led growth

The defaults in the 1930s had effectively cut Latin America off from the
private international bond market on which the region’s foreign financing
had heavily depended. Although both the scope and the sophistication of
international capital markets had developed rapidly after the 1940s, the
market for Latin American bonds remained of trivial importance. Some
private-portfolio capital reached Latin America early in the postwar period,
but it was mainly in the form of short-term trade credits at commercial
rates of interest.

121 See Short (1984), pp. 115–22, for figures on individual countries.
122 See Wilkie (1990), Table 3437, p. 1057.
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Direct foreign investment in Latin America had certainly increased after
the 1940s and was at first widely welcomed by host governments that
were anxious to increase access to foreign sources of capital. The financial
contribution of MNCs to Latin America proved to be a disappointment,
however. The capital was often raised locally, many investments represented
the purchase of an existing firm, and there was no guarantee that the seller
would reinvest the proceeds locally. Furthermore, the inflow of foreign
direct investment in any year was often exceeded by the cumulative outflow
of foreign exchange as a result of profits remitted abroad and payment of
royalties.

As a capital-scarce region, Latin America expected to borrow from abroad
to supplement the domestic savings needed to finance capital accumulation.
A deficit in the current account of the balance of payments could legiti-
mately be considered the “normal” state of affairs, provided it could be
financed by autonomous (and voluntary) capital inflows. Yet the difficulty
of increasing net inflows of private capital – portfolio or direct – left Latin
America heavily dependent on official sources of foreign borrowing in the
first two decades after the Second World War. As late as 1968 official sources
of capital accounted for 60 percent of the region’s public external debt.123

Official borrowings could be either bilateral or multilateral. The former
referred to borrowings from a single country (e.g., the Export–Import Bank
or the U.S. Agency for International Development) and the latter to loans
from sources controlled by different countries. Multilateral sources had
become important when the IMF and the World Bank were established
at the Bretton Woods Conference, and the creation of the Inter-American
Development Bank (IDB) in 1961 had added a third international financial
institution (IFI) of great importance to Latin America.

In the 1960s ALPRO had given a boost to official capital flows to Latin
America, and the IFIs in particular had increased their exposure. Bilateral
flows (mainly from the United States) remained the most important, how-
ever, so the loss of interest in ALPRO by the administrations of Lyndon
Johnson and Richard Nixon might have had serious implications for Latin
America’s foreign-financing needs.

That it did not do so was due to changes in the international financial
system which made it attractive for foreign banks to lend to Latin America
from the end of the 1960s onward. The origin of this policy change can be
found in the formation of the eurodollar market,124 which generated a huge
pool of international liquidity under the control of international banks and
for which new borrowers had to be found. Financed at first by U.S. trade

123 See IDB (1983), Table 58, p. 383.
124 The term “eurodollar” can be misleading, for it is often used to describe any currency holding

outside the issuing country. Thus a Japanese yen deposit in the Panamanian international banking
center can sometimes be included, as can U.S. dollar deposits in a London financial institution.



Economic history of Latin America, second edition348

deficits and later swollen by the huge U.S. budget deficits associated with
the Vietnam War, the stock of eurocurrency deposits jumped from $12
billion at the end of 1964 to $57 billion at the end of 1970.125

The growth of the eurocurrency market was only a first step in the
transformation of bank lending to Latin America. The second was the spread
of branch and representative offices of international banks in the Latin
American market. Led at first by U.S. financial institutions (particularly
Citicorp), the return of branch banking to Latin America after a long absence
allowed foreign banks to service their corporate multinational clients in the
region.126 It also provided an invaluable conduit between Latin America and
head offices for information about local conditions and profitable lending
opportunities.

Because of the widespread defaults in the 1930s, however, inhibitions
about the desirability of bank lending to Latin America remained. These
inhibitions were finally overcome as a result of two changes in lending
practices at the end of the 1960s. The first involved the use of syndicated
loans, which allowed banks to spread the risk of lending to foreign countries
over a large number (up to 500 in some cases) of lending institutions.
The second involved the shift to flexible interest rates: Henceforth, debt
contracts would require the borrower to pay a fixed premium over a reference
rate of interest (e.g., the New York prime rate) that changed according to
market conditions.

The combination of syndicated lending, flexible interest rates, and large
premiums made lending to sovereign countries – previously dismissed as
too risky – highly profitable. Citicorp’s lending to Brazil alone accounted
for 13 percent of its total profits by 1976.127 Bank lending jumped from
10.5 percent of Latin America’s public external debt in 1966 to 26.1 percent
in 1972, with almost half the increase in the debt accounted for by loans
from foreign banks.128

The first oil crisis further stimulated this profitable lending. The stock of
eurocurrency deposits, swollen by petrodollars transferred from importers

125 See Griffith-Jones (1984), Table 5.3, p. 42.
126 See Stallings (1987), pp. 94–102.
127 See Sachs (1989), p. 8.
128 Debt figures are subject to a great deal of confusion, for a variety of reasons. First, it is necessary

to distinguish between the public external debt and private external debt: The former refers to all
debt (incurred by both the private sector and the public sector) that carries a state guarantee of
repayment; the latter does not carry any public guarantee. Thus the total external debt contains an
element of nonguaranteed private debt. Second, it is necessary to distinguish between commitments
and disbursements, because there is often a considerable difference as a result of delays in releasing
funds, suspension of payments, and so forth. Third, it is necessary to distinguish between short-
term debt and long-term debt: Obligations that mature in less than 12 months are usually treated
as short-term. It should be pointed out, however, that the share of bank lending in total debt –
irrespective of its definition – grew rapidly in the 1970s.
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to exporters of oil, jumped to $205 billion by the end of 1974. The second
oil crisis provided another boost, and eurocurrency deposits stood at $661
billion by the end of 1981. Throughout the decade after 1973 the banks
had to find new sources of profitable lending quickly. Latin America, where
the initial growth of syndicated loans had proved so successful and where
the international banks were now represented through a network of local
offices, was an obvious market.

The willingness – indeed, eagerness – of the banks to supply Latin
America with new loans could not be questioned. Yet Latin America was
equally enthusiastic about receiving the loans. Thus the supply of and
demand for loanable funds generally marched in tandem, although on occa-
sion the banks’ eagerness led to sales techniques that fell far short of normal
professional and ethical standards.129

The demand for bank loans by Latin American borrowers stemmed from a
variety of causes. By the end of the 1960s dissatisfaction with direct foreign
investment had reached a peak, as reflected in Decision 24 of the Andean
Pact; MNCs were needed, it was conceded, for their technological expertise
in certain areas, but they could not be relied on to finance balance-of-
payments deficits. New sources of capital were required. At the same time,
official capital flows were in decline as a result of the demise of ALPRO.

Bank loans had an additional advantage over other sources of portfolio
capital – they were virtually free of conditions. Whereas most Latin Amer-
ican governments had struggled to meet IMF conditionality at one time
or another, new loans from the international banks came with very few
strings attached. Indeed, the banks were unaware of the purposes for which
most of their loans were used: Nearly 60 percent of all U.S. bank lending
in the 1970s was devoted to “general purpose,” “purpose unknown,” or
“refinancing.”130 Although SOEs were the major recipients of bank loans,
central governments were also beneficiaries, with loans contracted for fi-
nancing deficits in the budget, the balance of payments, or both.131

A final reason for the enthusiasm for bank loans was provided by the
external shocks created by the two oil crises. For the oil importers (e.g.,
Brazil), access to bank lending without conditions offered a means of fi-
nancing the balance-of-payments deficit implied by the higher price of oil
without painful stabilization and adjustment programs and without sacri-
ficing high rates of GDP growth. For the oil exporters, the high price of
oil provided an opportunity either to expand oil production (e.g., Ecuador
and Mexico) or to diversify the economy away from its dependence on oil

129 See Roddick (1988), pp. 24–34.
130 See Stallings (1987), Table 10, p. 131.
131 Nearly two-thirds of all U.S. portfolio investment in Latin America in the 1970s went to public

and private corporations. Most of the remainder went to central governments. See Stallings (1987),
Table 9, p. 128.
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through massive investments in the non-oil economy (e.g., Venezuela). In
both cases the scale of planned investment was far in excess of domestic
resources and required access to foreign loans.

The banks were not the only source of new loans for Latin America –
in the 1970s official capital flows also benefited from the growth of world
liquidity – and by no means all bank lending went to the public sector. Thus
all classes of debt grew rapidly. Wherever possible the banks looked for a
public guarantee on loans, even if they were destined for the private sector.
The Pinochet administration in Chile refused to give such a guarantee,
however,132 and Venezuela’s abundant oil reserves were thought to make
such guarantees unnecessary. Furthermore, banks were still prepared to
lend to private-sector companies without public guarantees in the larger
republics: One-quarter of all debt in both Argentina and Brazil at the end
of 1982 was in the form of private, nonguaranteed, long-term loans.

The banks’ enthusiasm for lending to Latin America did not extend
equally to every republic. Their preference was overwhelmingly for lending
to the large countries – Argentina, Brazil, Chile, Colombia, Mexico, and
Venezuela. Their efforts to lend to Colombia were largely rebuffed until the
administration of Julio César Turbay Ayala (1978–82), however, as a result
of the republic’s long conservative tradition in fiscal affairs.133 As late as
the end of 1982 Colombia still owed more than half its debt to the World
Bank and other official creditors.

In fact, the banks’ interest in the smaller republics was quite limited.
With the exception of Costa Rica, Panama, and Uruguay, these countries
continued to depend heavily on official sources of capital. El Salvador and
Guatemala, for example, owed approximately 90 percent of their debt to of-
ficial sources at the beginning of the 1980s and the proportion was above 50
percent in Bolivia, the Dominican Republic, Haiti, Honduras, Nicaragua,
and Paraguay. The total debt of most of the smaller republics still grew
rapidly, however, as a result of the increase in official capital flows and some
bank lending.

The growth in Latin American debt from the late 1960s onward (see
Table 10.5) was very fast. Nevertheless, at least until the second oil crisis,
in 1978–9, it was sustainable because the nominal rate of interest on the
debt was below the rate of growth of nominal exports. High levels of
international liquidity, coupled with recession in the developed countries
after the first oil shock, kept nominal rates of interest below the world rate

132 When it became clear that the financial system was on the verge of collapse because it could not
make interest payments on the unguaranteed debt, the Pinochet regime intervened in 1983 to
provide a guarantee as part of the refinancing package. See Ffrench-Davis (1988), pp. 122–32.

133 See Ocampo (1987) on the initial reluctance of the Colombian state to accept the new loans that
banks were so eager to provide.
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of inflation. Export earnings in Latin America soared as a result of higher
prices for commodities. Thus Latin America could borrow internationally
the resources it needed to pay the interest on the debt without running
the risk of an unsustainable increase in the debt–export ratio. Only Peru,
suffering from gross mismanagement of its fiscal and monetary affairs, ran
into debt problems in the 1970s;134 however, a rescue plan worked out with
the IMF and the banks coincided with a boom in the NBTT at the end of
the decade, so international creditors were able to delude themselves into
thinking that the problem had been solved.

The second oil crisis proved to be a watershed in global economic man-
agement. The developed countries went into recession, bringing down the
price of commodities and producing a sharp deterioration in the NBTT for
Latin America’s oil importers. This time, however, the developed countries
tackled their structural imbalances through tight monetary policy, push-
ing world interest rates up to astronomical levels. By 1981 base rates in
London and New York were more than 16 percent, which pushed the rate
of interest payable on bank debt close to 20 percent.135 With the growth
of Latin America’s export earnings slowing down sharply after 1980 and
with receipts peaking in 1981 for both oil and non-oil exporters, debt-led
growth was no longer sustainable.

Astonishingly, however, the banks and other creditors continued to lend
even after the second oil crisis. Between the end of 1979 and 1982 (see
Table 10.5), the stock of Latin American debt jumped from $184 billion to
$314 billion. Inevitably, the debt–export ratio deteriorated sharply. As late
as 1980 this ratio had been below 200 percent – a crude indicator of sus-
tainability – in twelve republics. By 1982 only three republics (Guatemala,
Haiti, and Paraguay) were so favored. Furthermore, the debt–service ratio –
the proportion of export earnings required to pay interest and principal on
the debt–jumped from a feasible 26.6 percent in 1975 to an impossible 59
percent in 1982 (see Table 10.5).

The continuation of lending to Latin America after the second oil crisis
gave rise to an unprecedented import boom. Within the space of a few years
imports had more than doubled, and the current-account deficit – despite
the rise in the value of oil exports – had widened to $40 billion in 1981.
Even more disturbing was the acceleration of capital flight – most of it
illegal – as private agents in many Latin American republics lost confidence
in public policies and anticipated currency devaluation. By the end of 1982
the foriegn assets of the private sector in Argentina, Mexico, and Venezuela

134 See Thorp and Whitehead (1979), pp. 136–8.
135 Even the U.S. real rate of interest was close to 10 percent. See Thorp and Whitehead (1987),

Table 1.1, p. 3.
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Table 10.5. External debt indicators, 1960–1982

Year A B C D

1960 7.2a 16.4 17.7a 3.6a

1970 20.8a 19.5 17.6a 5.6a

1975 75.4 42.9 26.6 13.0
1979 184.2 56.0 43.4 19.2
1980 229.1 56.6 38.3 21.2
1981 279.7 57.6 43.8 26.4
1982 314.4 57.6 59.0 34.3

Key: A = Total public, private, and short-term external debt, in
billions of U.S. dollars;
B = Banks’ share of public external debt (%);
C = Ratio of service payments (interest and amortization) to exports
(%); and
D = Ratio of interest payments to exports (%).
a External public debt only.
Sources: CEPAL (1976), p. 25; IDB (1983), Tables 56, 58–60;
(1984b), Table 1, p. 12, and Table 5, p. 21; (1989), Table E–6.

were estimated to be at least half the value of each country’s public external
debt.136

All warning signs were ignored by debtors and creditors until it was too
late. Costa Rica and Nicaragua faced major debt problems in 1980, but
both were dismissed as of limited relevance to the rest of Latin America.137

The spectacle of oil-exporting countries – above all, Ecuador, Mexico, and
Venezuela – facing current-account and budget deficits despite the enor-
mous rise in oil prices was not considered grossly imprudent. The wide-
spread deterioration of debt–service and debt–export ratios did not at first
cause alarm. Only in 1982, as the value of exports from Latin America star-
ted to fall from its peak level of the previous year, did the pace of lend-
ing slacken. The terms of trade of non-oil exporters deteriorated sharply as
the world recession drove down commodity prices. Ironically, however, it
was an oil-exporting nation that precipitated disaster. When Mexico – no
longer able to service its debt – threatened default in August, the debt crisis
had finally arrived.

136 No definition of capital flight is completely satisfactory, but all estimates suggest that these three
countries were the worst affected. See Sachs (1989), Table 1.5, p. 10.

137 See Bulmer-Thomas (1987), pp. 237–52.
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Debt, adjustment, and the shift
to a new paradigm

The Mexican government’s August 1982 threat of default on its external
public debt was the trigger that finally unleashed the debt crisis. The net
flow of bank lending to Latin America ground to a halt, and the net transfer
of resources suddenly turned negative. Even countries like Colombia, which
had been prudent about accumulating foreign-debt obligations,1 were af-
fected as private financial institutions in the developed countries reversed
their previously optimistic forecasts concerning Latin America.

The decline in bank lending set in motion a chain of events that was to
lead by the end of the decade to a New Economic Model (NEM), based on
exports, for the majority of republics.2 The transition to a new trajectory was
not painless and was far from complete even in those countries that were
prepared to carry out the most far-reaching program of reforms. Yet coun-
tries had few alternatives, for the logic of the situation demanded a response
from governments all along the political spectrum. The old growth model,
based on a central role for the state in the process of capital accumulation,
was attacked on one side by the decline in capital flows to state-owned
enterprises (SOEs) and on the other by the emerging consensus in favor of
neoliberal economics and a smaller state.

The NEM emerged in part as a pragmatic response to the series of adjust-
ment and stabilization programs adopted in each republic in the 1980s.
Forced by the negative transfer of resources to accumulate trade surpluses,
Latin American republics finally gave higher priority to the question of
export promotion, which had been on the agenda in most republics since the
1960s. Unable to borrow funds abroad, governments also began to address
the problems of fiscal reform, inefficient state-owned enterprises, and indis-
criminate subsidies.

1 Although subject to much the same pressure to accept new commercial bank lending as elsewhere in
Latin America, Colombia was slow to accumulate debt until the administration of Julio César Turbay
Ayala (1978–82). See Ocampo (1987), pp. 240–4.

2 On the NEM, and its principal components, see Edwards (1995), Bulmer-Thomas (1996), Thorp
(1998), and Stallings (2000).
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The NEM also reflected the unprecedented agreement among interna-
tional financial institutions (IFIs), academics, and governments in the de-
veloped countries in favor of free markets, trade and financial liberalization,
and privatization of public enterprises. This orthodoxy,3 despite its fragile
theoretical and empirical underpinnings, overwhelmed the remaining Latin
American voices that supported inward-looking policies and an interven-
tionist state. Governments that were ostensibly committed to shrinking
the boundaries of the state came to power throughout the region, and the
intellectual climate in Latin America turned sharply in favor of free-market
economics. Research institutes and universities that were committed to the
new orthodoxy flourished, while traditional centers that advocated even
a reformed version of the old model were steadily eclipsed. Only in the
area of hyperinflation, a phenomenon far removed from the experience of
the developed countries, and in stabilization programs to fight it could an
authentic Latin American voice still be heard.

The emergence of a new growth model transformed most areas of eco-
nomic policy. Trade was liberalized, financial markets were deregulated, and
public enterprises began to be offered for sale to the private sector. Those
Latin American republics that had not yet joined the General Agreement
on Tariffs and Trade (GATT) or its successor the World Trade Organization
(WTO) applied for membership,4 and several republics joined the Cairns
Group in pursuit of free trade in agriculture.5 The Latin American voice,
previously almost inaudible, began to be heard in international trade nego-
tiations, and the largest countries made clear their ambition to seek First
World status.

Nowhere was the change in attitude more apparent than in relations
with the United States. Although the U.S. invasion of Panama in December
1989 was condemned,6 the points of friction between Latin America and
the United States were steadily eroded. As the Cold War ended and the
socialist experiment in Eastern Europe and the Soviet Union collapsed,
Cuba became more isolated, and traditional U.S. security concerns, less
pronounced. Drugs replaced communism in U.S. foreign-policy priorities,
and drug-control programs necessitated a high degree of cooperation be-
tween the United States and many Latin American republics. The U.S. war

3 The new orthodoxy was first captured in an influential book by Bela Balassa, Gerardo Bueno, Pe-
droPablo Kucynski, and Mario Henrique Simonsen, which was translated into Spanish and Portuguese
and which circulated widely in Latin America. See Balassa (1986).

4 By 2000 all Latin American countries had become members of the WTO.
5 The Cairns Group was formed by those countries with agricultural exports that were particularly

badly affected by nontariff barriers and those favoring a move toward free trade in agricultural
products. Latin American members of the Group included Argentina, Brazil, and Uruguay.

6 The U.S. invasion was the culmination of a long campaign by both the Reagan and Bush adminis-
trations to remove Manuel Noriega from power in Panama. Unlike the invasion of Grenada in 1983,
it was not covered in a multilateral cloak and was seen throughout Latin America as an unacceptable
abuse of power in a post-Cold War environment. See Weeks and Zimbalist (1991), pp. 136–55.
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on terrorism, following the tragic events of 11 September 2001, provided
further opportunities for close cooperation between Latin America and the
United States.

Trade liberalization also brought North America and South America
closer together. Driven by the imperative of seeking markets for their non-
traditional exports, many Latin American republics nonetheless feared the
arbitrary nature of a world trading system in which protectionist voices re-
mained powerful.7 Access to the US market was seen as the key to successful
export promotion, while the United States saw in hemispheric integration
an opportunity to press its own trade agenda while locking Latin American
governments into economic reforms that might otherwise have been re-
versed. The North American Free Trade Agreement (NAFTA), launched
by Canada, Mexico, and the United States in 1994, was the first illustration
of this new approach while the Free Trade Area of the Americas (FTAA),
negotiations for which began in earnest in 1998, was the most ambitious
goal.

By the beginning of the new millennium, the NEM had taken shape
throughout Latin America. Economic reforms, many of them painful, had
been adopted and the role of the state in economic activity had been much
reduced. In contrast to the 1980s, there was some improvement in living
standards in the 1990s. However, Latin America still suffered from many of
the same problems. The region remained vulnerable to economic shocks and
this vulnerability had been exacerbated by the impact of globalization –
the process under which world product and factor markets had become
increasingly integrated. Income distribution had not improved in most
countries and the absolute numbers of those living in poverty continued to
rise. The evidence to suggest that the shift to a new paradigm would bring
about an improvement in growth and equity, both in comparison to Latin
America’s past and in comparison with emerging markets in Asia, was
exceedingly thin.

From debt crisis to debt burden

At the time of the threatened Mexican default in August 1982, many of
the major international banks had such high levels of exposure to Latin
America that their financial viability was thought to be at risk. By the end
of 1982 the ratio of Latin American loans to equity was in excess of 100
percent for sixteen of the eighteen leading international banks in Canada
and the United States. Between them, these eighteen banks had extended

7 The Uruguay Round of GATT negotiations, launched in 1986 and finally completed in 1993, allowed
the DCs to maintain a high level of protection against agricultural imports and delayed until 2005
the elimination of quotas on textiles and clothing.
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nearly $70 billion in credits to the region, and one bank (Citicorp) had
provided more than $10 billion.8

The high levels of exposure of the main international banks persuaded
governments in the advanced countries to take a keen interest in the Latin
American debt crisis. In the 1930s the appeal by private bondholders facing
default had been met with public indifference, but in the 1980s the response
of governments was swift and determined. The U.S. administration led
the way, driven in part by the threat to the stability of the international
financial system and in part by fear of the consequences of economic collapse
in Mexico.9

Under the leadership of the Reagan administration a de facto creditors’
cartel had soon been formed among the private and official (bilateral and
multilateral) lenders to Latin America in an effort to establish a common
set of rules that would nurse the debtors back to health while avoiding
a major international banking crisis. Small banks, with little exposure to
Latin America, were actively discouraged from reaching unilateral solutions
with creditor countries, for they could have had serious implications for
more exposed financial institutions. With as many as 500 banks involved
in a single large loan, the task of representing the private creditors in all
negotiations had to be delegated, and a small Bank Advisory Committee
was set up for each country.

Creditor discipline was enforced not only by the existence of bank advi-
sory committees but also by frequent formal and informal meetings between
banks, governments, and IFIs. The role of the IFIs proved to be particu-
larly important. As the institution responsible for its members’ balance-
of-payments problems, the International Monetary Fund (IMF) came to
acquire a higher profile than it had ever enjoyed in its dealings with Latin
America. As policy reform moved to the top of the agenda, the World Bank –
now committed to structural and sectoral adjustment loans as well as to
more traditional project lending – also acquired a key role in the design of
strategies for handling the debt crisis.

The maintenance of creditor discipline did not, of course, guarantee the
authority of the creditors’ cartel. Latin America had a long history of default,
which could not have provided much ground for optimism to any banker
with a knowledge of the past. Yet the debtor countries at first accepted the
rules of the game set down by the cartel and in most cases serviced their
debts – despite the considerable economic and political costs – promptly
and in full.10 Even loans to the private sector, which had not received a

8 See Griffith-Jones, Marcel, and Palma (1987), Table 2.
9 Economic collapse in Mexico implied an increase in migration to the United States and massive

political instability on the U.S. border. It is widely believed that if the debt crisis had begun further
south (e.g., Argentina), the U.S. response would have been different. See Dı́az-Alejandro (1984).

10 The exceptions (e.g., Nicaragua) were minor, and the sums involved did not represent any threat to
the international financial system.
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public guarantee (very important in Chile and Venezuela), were serviced,
although in the Chilean case this was possible only after the government of
Augusto Pinochet had intervened in the heavily indebted private banking
sector in 1982–3 to avoid a probable financial collapse.11

That the debtor countries were willing to act in such an orthodox fashion
can be attributed to the unwritten agreement both sides had appeared to
reach by the end of 1982. The willingness of most debtor governments to
meet their obligations stemmed from the belief – widely held by all parties
to the negotiations – that the financial crisis was one of liquidity and not of
solvency. The series of external shocks that had hit the region since the end of
the 1970s (see pp. 346–52) and that had brought about the deterioration in
the debt–service ratio was deemed to be temporary. Thus the continuation
of new lending to Latin America would relieve the liquidity problem and
grant the region a breathing space until external conditions became more
“normal.” Nominal interest rates (e.g., the U.S. prime rate) were expected to
fall, the developed countries – that is, those belonging to the Organization
for Economic Cooperation and Development (OECD) – were expected to
resume growth, and primary-product prices were expected to recover. All
of this, it was assumed, would create the conditions for an improvement
in the debt–service ratio by lowering interest payments and increasing
exports.

Provided private and official creditors were prepared to reschedule exist-
ing debts and to continue lending new money, Latin American governments
were persuaded that a dignified exit from the debt crisis could be made.
The creditors, however, made it clear that their cooperation would only
be forthcoming in return for macroeconomic discipline and policy reform.
Debt rescheduling, together with the prospect of new lending, was there-
fore made conditional on an agreement with the IMF – and often the World
Bank as well – and the accumulation of arrears was only permitted in ex-
ceptional cases.

The conditionality of debt rescheduling and new lending thrust both
the IMF and the World Bank into a key position. Cooperation between
the two institutions and with creditor governments reached new heights.
Little by little dissatisfaction with past Latin American economic policies
began to crystallize into a coherent vision (the “Washington consensus”)
of what the creditors felt was appropriate for the region.12 Stabilization
and adjustment programs were adopted under the watchful eye of both
the IMF and the World Bank in an effort to establish the macroeconomic
and microeconomic conditions that would make debt servicing possible.
Only a few countries were unaffected, either because rescheduling proved

11 State intervention in the banking system was in complete contrast to the privatization program
favored by the Pinochet dictatorship throughout its existence. See Whitehead (1987), pp. 126–37.

12 The Washington Consensus was outlined in an influential book by Williamson (1990).
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unnecessary (e.g., Colombia) or because political circumstances ruled out
IMF support (e.g., Nicaragua).

At first the bargain struck between debtors and creditors appeared to
succeed. World interest rates fell, growth was resumed in the developed
countries, and the volume of Latin America’s exports started to climb. The
U.S. economy in particular experienced rapid growth after 1982, which
created a massive boom in imports. In an ill-concealed attempt to reward
its friends and punish its enemies, the Reagan administration created the
Caribbean Basin Initiative (CBI), which gave duty-free access on a wide
range of goods to numerous small countries in, or on the fringes of, the
Caribbean Sea.13 By mid-1985 the oil-importing countries in the region
were benefiting from a significant weakening of petroleum prices.14

Yet the unwritten agreement suffered from two major problems. First, the
increase in the volume of exports did not produce an increase in earnings
as a result of the weakness of commodity prices – a reflection in part of
the strength of the U.S. dollar.15 The net barter terms of trade (NBTT) de-
teriorated in the first half of the 1980s for almost all republics, and the
increase in export volumes was not sufficient to compensate for the fall in
prices. The value of the region’s exports in 1985 was no higher than in 1981,
and a year later – after oil prices fell – it was nearly 20 percent lower. The
debt–service ratio failed to improve,16 and the liquidity crisis remained as
grave as ever.

Second, the willingness of creditors to reschedule did not guarantee new
lending. Official creditors – especially the international financial agencies –
at first increased their lending to Latin America, but private sources began to
dry up. Small banks proved particularly awkward, and new money packages
for major debtors were held up for months as a result of the reluctance of a
few creditors to increase their exposure. Furthermore, the new loans from
official creditors had to be repaid, so that by 1987 even the three main IFIs
were net recipients of capital from Latin America.17

13 The CBI, which began to function in 1984, at first excluded Guyana and Nicaragua, because of the
tension between the governments of those countries and the Reagan administration. Membership
was possible only after an improvement in diplomatic relations.

14 Latin America as a region is a net oil exporter and therefore benefits from high oil prices. However,
the majority of countries are net oil importers, so more countries gain than lose when oil prices fall.

15 Because most commodity prices are denominated in dollars, world demand is negatively affected
by an appreciation of the dollar, and commodity prices, ceteris paribus, tend to fall. This was only
one of the factors behind the weakness of commodity prices in the first half of the 1980s, however.
See Maizels (1992), pp. 7–20.

16 The debt–service ratio measures the proportion of exports devoted to payment of interest and
principal on the debt. It is not an ideal measure of the debt repayment capacity, but it is the one
most widely used. Between 1982 and 1988 the debt–service ratio exceeded 40 percent in every year
and only fell below 30 percent after 1989. See IBD (1992), Table E-12.

17 The main IFIs for Latin America are the Inter-American Development Bank, the IMF, and the
World Bank.
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Numerous efforts were made to improve the efficiency and flexibility
of debt renegotiations. A secondary market in bank debt began to appear,
which allowed small banks to unload their unwanted exposure and re-
duced the number of creditors involved in reschedulings. Both creditors and
debtors welcomed the adoption of “exit bonds,” which allowed marginal
creditors to depart in return for a paper loss on their loan. Debt–equity
swaps, with the debt acquired in the secondary market, were used by some
countries to convert external public debt into ownership of real assets, and
debt conversions used the same mechanism to replace external debt with in-
ternal (domestic) debt serviceable in local currency. Debt-for-nature swaps –
canceling debt in exchange for environmental improvements – became
fashionable, and Harvard University even pioneered debt-for-scholarship
schemes.

All of these innovations had merit, but they could not disguise the un-
derlying problem. Without significant flows of new credits, Latin America
was transferring to the rest of the world far more in interest and profit re-
mittances than it was receiving in net capital inflows. This resource transfer,
which had yielded an average positive inflow of $13 billion a year between
1979 and 1981, turned sharply negative in 1982 and remained so for the
rest of the decade. By the mid-1980s the negative resource transfer had
reached some $30 billion – equivalent to 4 percent of regional GDP and
30 percent of exports.

The negative resource transfer was aggravated by capital flight – much
of which was not captured in official statistics. Even before the debt cri-
sis broke, the private sector in many Latin American countries had begun
to accumulate a significant stock of financial assets abroad (mainly in the
United States) in response to interest-rate differentials, exchange-rate risk,
and political uncertainty. Those countries with weak or nonexistent ex-
change controls were particularly affected, but even draconian rules on capi-
tal outflows (as in Brazil) could not prevent some financial hemorrhage.

The flight of capital continued after 1982 despite the tightening of ex-
change controls in all republics and was not limited exclusively to the very
rich. Thousands of small savers in Argentina, Mexico, and Venezuela used
foreign bank accounts to hedge against political and economic uncertainty.
The decision by the Mexican government to convert dollar-denominated
accounts in Mexico into pesos, following the nationalization of the banking
system in 1982, was particularly badly received by a middle class that was
facing high rates of inflation for the first time in many years. In 1983
alone, flight capital from Argentina, Brazil, Chile, Mexico, and Venezuela
was estimated at $12.1 billion.18 By the middle of the decade the stock of

18 The measurement of capital flight is fraught with problems, but all estimates agree that it was very
significant in this period. For one estimate, see Felix and Caskey (1990), Table 1.7, p. 13.
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foreign (mainly dollar) financial assets in the hands of the private sector in
Argentina, Mexico, and Venezuela was almost as large as the debt owed to
commercial banks by the public sector.

The negative net resource transfer, further aggravated by unrecorded
capital flight, put a severe strain on the unwritten agreement between
debtors and creditors. The need to transfer abroad such a high proportion of
exports obliged all of the republics to adopt harsh and unpopular measures
to curb imports. The expected renewal of voluntary bank lending never
materialized, and the arm-twisting efforts of official creditors suffered from
diminishing returns. By mid-1985 it was clear to all the main participants
that the strategy was not working. As the leading creditor nation, the United
States finally accepted the need for a new initiative.

The first public recognition that the position of the debtors was unsus-
tainable came in 1985 with the announcement of the Baker Plan. Named
after the U.S. Secretary of the Treasury at the time, the Baker Plan identified
the crisis as one of liquidity rather than solvency, but the additional resources
provided under the scheme were quite inadequate. By February 1987 Brazil
had declared a moratorium and international banks rushed to declare their
Latin American loans as value impaired. This forced them to make loan-
loss provisions, but these were cushioned by permission from the fiscal
authorities in their countries to write them off against tax.

The Baker Plan was followed by the Brady Plan in 1989, named after
Nicholas Brady who succeeded James Baker as U.S. Treasury Secretary.
This scheme was more radical as it offered private creditors a menu from
which they could choose provided that they had met the conditions for
adjustment stabilization agreed with the IMF. The most popular choice
was to exchange the nominal value of bank debt for bonds with a lower face
value with collateral provided by zero-coupon Treasury bills. These Brady
bonds, as they were immediately dubbed, allowed banks to exit from their
exposure to Latin America and therefore brought to an end the 1980s debt
crisis.

It did not, of course, end the problem of indebtedness. The debt now
took the form of bonds rather than bank loans, but the export sector in most
countries was still very small in relation to both the size of the economy
and the debt itself. Indeed, many commentators at the time argued that the
Brady Plan, like the Baker Plan, was too little and too late.

We shall never know whether the critics were right or wrong as the
Brady Plan was soon overtaken by events. For reasons discussed below,
the main Latin American countries were suddenly the beneficiary of new
capital inflows starting in 1990 that reversed the negative net transfer of
resources for most of the decade. Instead of foreign currency scarcity, there
was – at least until the Asian financial crisis in 1997 – foreign exchange
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Table 11.1. Total disbursed external debta (US$mn):1990–2000

1990 1995 2000

Argentina 62,233 98,547 146,200
Bolivia 3,768 4,523 4,461
Brazil 123,439 159,256 236,157
Chile 18,576 22,026 36,849
Colombia 17,848 24,928 35,851
Costa Rica 3,924 3,889 4,050
Cuba 8,785b 10,504 11,100
Dominican Republic 4,499 3,999 3,676
Ecuador 12,222 13,934 13,564
El Salvador 2,076 2,168 2,795
Guatemala 2,487 2,936 3,929
Haiti 841 902 1,170
Honduras 3,588 4,242 4,685
Mexico 101,900 165,600 149,300
Nicaragua 10,616 10,248 6,660
Panama 3,795 3,938 5,604
Paraguay 1,670 1,439 2,491
Peru 19,996 33,515 28,353
Uruguay 4,472 4,426 5,492
Venezuela 36,615 38,484 31,545
Latin America 434,565 609,504 733,932

a Includes the public- and private-sector external debt. Also includes Inter-
national Monetary Fund loans.
b 1993.
Source: ECLAC (2001), p. 761.

abundance. Some governments even issued new bonds in order to retire the
Brady bonds.

The result was a surge in external indebtedness just after the Brady Plan
was supposed to have ended the debt crisis (see Table 11.1). The main Latin
American countries experienced a build-up of debt that was even greater
than in the period before 1982. This time the creditors were largely anony-
mous, as they were bondholders rather than banks, making a coordinated
creditor response almost impossible.

The capital inflows in the first half of the 1990s were mainly portfolio.
Only one-third consisted of Direct Foreign Investment. A few countries, no-
tably Chile, adopted restrictions on short-term capital inflows,19 but most
were only too happy to capture whatever foreign resources were available.

19 On Chile’s approach to capital inflows at this time, see Labán and Larráin (1994)
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The result was a dangerous increase in speculative capital and an excessive
dependence on foreign capital for the financing of domestic investment.

The first evidence that the increase in debt was unsustainable came with
the Mexican financial crisis in 1994. Dubbed the first such crisis of the
twenty-first century by Michel Camdessus (the IMF’s Director at the time),
the Mexican crisis led to an unprecedented rescue package mounted by the
IMF and coordinated by the United States. Mexico avoided default and the
spreads on Latin American bonds returned to their previous levels, but it
was an ominous warning of the difficulties that lay ahead.

This tequila crisis, as it was widely known, only temporarily reversed the
net inflow of capital to Latin America, which continued almost unabated
until the end of 1998. At this point the 1997 Asian financial crisis, coupled
with the Russian default in August 1998, led to a reassessment by creditors
of Latin American risk. Thus, the ability of governments and companies in
Latin America to borrow their way out of difficulty came to an end as the
century closed.

There have been three circumstances under which Latin American coun-
tries have been able to cope with the new debt reality. First, some countries
(see below) have been able to increase the size of their export sectors in
relation to GDP. Just as South Korea escaped the 1980s debt crisis because
it was able to export its way out of trouble, so a handful of Latin American
countries have been able to bring down the ratio of debt and debt servicing
to exports through rapid growth of the export sector.

Second, some countries – for reasons explored below – have been able to
finance a growing proportion of their current account deficits through DFI
rather than debt. This “Asian” adjustment has been particularly helpful in
Brazil where DFI after 1995 was sufficient to cover almost all financing
needs. Indeed, Brazil became in the late 1990s the largest recipient of DFI
in the developing world outside of China.

Third, many Latin American countries are too small to be attractive to
foreign private creditors. Portfolio investors will not invest in equity mar-
kets with small turnover and little liquidity. Governments of such countries
find it difficult to issue bonds. As a result, most smaller Latin American
countries have been dependent on official sources of capital, which is subject
to strict conditions as well as being rationed.

The generalized debt crisis of the 1980s did not, therefore, repeat itself
in the 1990s, even if some countries had very serious debt problems. Brazil
came close to a moratorium in 1998 before the devaluation of the real in
January 1999 and faced further difficulties in mid-2002 in the run-up to
the presidential elections. Ecuador defaulted on its Brady bonds in 2000
and Argentina defaulted on all its foreign debt at the end of 2001. The
Argentine default caused a major financial crisis in the country and led many
to argue that it heralded another generalized debt crisis in Latin America.
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This did not happen, although contagion from Argentina proved to be very
serious in Uruguay.20

External adjustment

The switch in 1982 from a net positive transfer of resources to a net negative
one had enormous implications for Latin America. Despite the emphasis on
inward-looking development since the 1930s, the region was still vulner-
able to external shocks. Indeed, the combination of high financial exposure
through external debt and relatively low trade dependence made the im-
pact of the decline in capital flows severe. Although some countries in East
Asia (e.g., South Korea) also suffered from debt problems, they had a much
larger external trade sector with which to carry out the necessary adjust-
ments. On the other hand, other countries with low trade dependence (e.g.,
India) did not suffer from the same degree of indebtedness. The Latin Amer-
ican combination – most marked in the larger republics – was particularly
dangerous.21

In order to reverse the sign of the resource transfer, the external account
had to be adjusted quickly. The balance of payments can be summarized as
follows:

Credits Debits

Exports of goods/services (E) Imports of goods/services (M)
Net transfer receipts (T) Net factor payments (F)

Current-account deficit (B)
Net capital receipts (K) Net fall in international reserves (R)

Interest payments on the external debt are included in net factor payments
(F). Thus the balance-of-payments current-account deficit (B) can be written
as follows:

B = (E + T ) − (M + F ) (11.1)

The equality between total incomings and outgoings means is expressed as
follows:

E + T + K = M + F + R (11.2)

20 Brazil also faced a major debt problem in 2002, but this had less to do with contagion from Argentina
and more to do with the increase in the risk premium associated with the presidential elections at
the end of the year.

21 This contrast between Latin America and Asia is made by Fishlow (1991).
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Table 11.2. Net barter terms of trade, 1980–2000 (1995 = 100)

1980 1985 1990 1995 2000

Argentina 133.4 108.9 97.2 100.0 108.8
Bolivia 209.4 207.1 114.5 100.0 112.0
Brazil 67.2 56.4 60.3 100.0 91.5
Chile 177.9 137.4 84.1 100.0 73.6
Colombia 131.1 120.0 94.8 100.0 115.8
Costa Rica 78.2 80.3 71.7 100.0 95.8
Dominican Republic 178.3 147.3 97.4 100.0 102.0
Ecuador 264.9 210.3 141.1 100.0 123.8
El Salvador 77.5 53.6 69.3 100.0 82.7
Guatemala 112.6 79.2 97.9 100.0 84.7
Haiti 198.5 178.6 116.4 100.0 88.1
Honduras 116.5 99.5 80.9 100.0 103.8
Mexico 329.0 185.5 109.2 100.0 107.4
Nicaragua 126.2 96.1 119.1 100.0 77.3
Panama 115.8 102.7 69.1 100.0 99.8
Paraguay 57.0 52.1 86.6 100.0 84.2
Peru 200.0 137.6 92.5 100.0 80.9
Uruguay 85.3 85.9 100.2 100.0 86.2
Venezuela 240.7 227.1 141.6 100.0 157.4
Latin America 161.6 125.5 94.4 100.0 103.6

Source: ECLAC (2001), pp. 508–509.

Because external adjustment cannot be implemented in the long run by
falls in reserves, R can be set to zero. After rearrangement we therefore find
the following:

(F − K ) = (E + T ) − M (11.3)

The left-hand side (F – K) is the (negative) net resource transfer, and the
right-hand side approximates the trade balance.22 Thus the switch from a
positive inflow to a negative net resource transfer of $30 billion implied
a trade surplus of approximately the same amount. Because the (positive)
net transfer of resources (a trade deficit) in 1980 had been some 2 percent
of gross domestic product (GDP), adjustment to the debt crisis required a
massive shift in the external accounts equivalent to 6 percent of GDP for
the region as a whole.

The adjustment problems associated with the creation of such a large
trade surplus were made worse by the deterioration of the NBTT after 1980
(see Table 11.2). The recession in the developed countries at the beginning

22 The trade balance is (E – M). Thus the right-hand side of equation (11.3) is the trade balance
adjusted for net transfer receipts (T).
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of the 1980s – the consequence of tight monetary policies and high real and
nominal interest rates – took a heavy toll on the prices of Latin America’s
non-oil commodity exports. With most commodity prices denominated in
dollars, the strength of the U.S. currency in the first half of the 1980s was
a further blow to Latin America’s export prices. Finally, oil and gas prices
went into a sharp decline at the end of 1985, bringing serious problems for
Latin America’s main hydrocarbon exporters (Bolivia, Colombia, Ecuador,
Mexico, Peru, and Venezuela).

The speed with which external adjustment had to be carried out, coupled
with the deterioration in the NBTT, made it inevitable that the trade sur-
plus would be secured primarily by import suppression. Export promotion,
given the history of antiexport bias in many Latin American republics, could
not generally be achieved quickly, and the world recession at the beginning
of the 1980s was hardly a propitious climate for launching an export drive.
Both the United States and the European Community (EC) – the two main
markets – were subject to intense protectionist pressures that affected both
traditional and nontraditional exports from Latin America. Sugar exporters
were particularly badly hit by the additional support given by the U.S. gov-
ernment to domestic production, which led to a sharp decline over the 1980s
in the U.S. sugar-import quota. Voluntary export restraints (VERs) prolif-
erated in the EC, damaging the opportunities for nontraditional exports by
the larger Latin American republics. International commodity agreements,
which had helped to sustain prices above free-market levels, ran into further
difficulties: The tin and coffee agreements collapsed, pushing world prices
down to very low levels.23

Import suppression, despite its heavy social and economic costs, was fa-
miliar territory for all Latin American republics. A formidable arsenal of
weapons had been forged over the years to control the demand for imports
and to ration available foreign exchange. Quotas, licenses, high tariffs, and
prior-import-deposit schemes were still widespread in most countries,
and bureaucratic delays in processing requests for foreign exchange were
legion.24 Furthermore, the explosion in commercial lending to some Latin
American republics had undoubtedly created an unsustainable boom in
nonessential imports, which could be cut back quickly. In Mexico, for exam-
ple, the value of imports had risen from $6.3 billion in 1975 to $24 billion
in 1981.

All of the traditional weapons were used in an effort to suppress imports.
Import tariffs were raised in many countries. Even countries such as Chile,
which had reduced tariffs substantially in the period before the debt crisis,

23 The tin agreement collapsed in October 1985, with particularly severe implications for Bolivia. See
Latin America Bureau (1987). The coffee agreement collapsed in 1990, with adverse effects on all
coffee exporters.

24 A case study of Colombian import controls is provided by Ocampo (1990), pp. 369–87.
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were forced to reverse trade-liberalization measures. Quotas and licenses
were tightenened, and Brazil pressed ahead with the ambitious import-
substitution programs it had launched after the first oil crisis to reduce
dependence on imported energy.

The scale of the adjustment required meant that traditional weapons
were not sufficient, however. No country could afford to neglect export
promotion, despite all the difficulties, so measures needed to be taken that
could suppress imports without harming exports. The exchange-rate, which
so often had been overvalued, became a key instrument in external adjust-
ment programs in many countries. Nominal devaluation was pushed to the
point that real effective exchange-rate depreciation (RERD) was assured,
providing a disincentive against imports and simultaneously a boost to ex-
ports. By the middle of the 1980s, the only republics that had suffered
real exchange-rate appreciation were those still committed to a fixed nom-
inal exchange-rate (El Salvador, Haiti, Honduras, and Panama) and those
suffering from hyperinflation (Bolivia and Nicaragua).

The impact of these measures was considerable. The trade balance, which
had been negative until 1982, became positive, with a surplus of $30 billion
recorded in 1983 and nearly $40 billion in 1984. Although the measures
taken to promote exports had some effect, with the volume of exports rising
after 1982, the deterioration in the NBTT left the value of exports virtually
unchanged. Thus the burden of adjustment to a large trade surplus was
at first borne entirely by import suppression, and the value of imports fell
from a peak of $100 billion in 1981 to $60 billion in 1983 – a level that
was sustained for the next three years.

The cut in imports fell on both extraregional and intraregional imports.
Many intraregional imports were vulnerable, in view of the fact that the
goods usually competed with domestic production. Venezuelan imports
from Colombia, which had traditionally provided the core of Andean Pact
intraregional trade, collapsed after 1981. Intraregional imports in the Cen-
tral American Common Market (CACM) fell by 60 percent in the six years
after 1980 as nontariff barriers escalated and the political crisis deepened.
Even where intraregional imports continued, payment could not always be
guaranteed, and intraregional debts became a serious problem. Argentina
regularly failed to meet payments on Bolivian natural-gas imports, and
Nicaragua’s consistent failure to pay for goods imported from the rest of Cen-
tral America was a major contributor to CACM’s crisis. Because one coun-
try’s intraregional imports were another’s exports, the fall in intraregional
trade did nothing to ease the burden of regional external adjustment.25

The huge expansion in the export and reexport of drugs from many
republics also played its part in easing the burden of external adjustment

25 Intraregional imports declined even more rapidly than extraregional imports, so their share of the
total was reduced to 13.3 percent by 1990. See ECLAC (1992), Table 92, p. 151.
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without being recorded in the official statistics. Although the estimates
varied enormously, the flow of foreign currency into Colombia from the
sale of cocaine was one of the factors behind the relatively modest fall in
imports. By 1986 Bolivian imports had overtaken their level in 1980 for
similar reasons. Money-laundering from drugs became an important feature
of the Panamanian economy in the mid-1980s, and the reexport of narcotics
played a significant role in Costa Rica, Guatemala, and Mexico.26

Import suppression was effective, but it was a short-term strategy with
high costs. As inflation began to accelerate and real incomes continued to
fall, it became clear that import suppression could not be used as a long-term
response to a debt crisis that showed no signs of abating. By the mid-1980s
an important policy change was taking place in a number of republics in
favor of trade liberalization and export promotion in order to meet the
demands of both debt servicing and renewed growth. As the decade came
to a close, more and more republics opted for the new outward-looking
strategy based on export-led growth. By the beginning of the 1990s a new
trade orthodoxy had swept across Latin America, embracing all but a handful
of republics.

Several factors contributed to the emergence of the new orthodoxy. It
came to be recognized that the debt crisis was more than a short-run
liquidity problem, that the commercial banks were not going to continue
to lend to Latin America at the same rate as before, and that the region was
going to have to compete for scarce funds in the international marketplace
with other countries (including the United States, where the persistent
balance-of-payments and budget deficits were a magnet for world savings).
Even those Latin American countries that were successful in attracting for-
eign investment (direct and portfolio) did not expect to avoid an overall
negative transfer of resources, and this was more likely to be combined
with the renewal of growth in a strategy that emphasized export promotion
rather than import suppression.

The emphasis on the need for export promotion was shared by the official
creditors, including the IFIs. The World Bank and the IMF in particular,
together with the U.S. Agency for International Development (USAID),
used the leverage provided by conditionality to push the debtor countries
in the direction of trade liberalization. An oversimplistic interpretation was
given to export-led growth in East Asia and to inward-looking development
in Latin America, from which the IFIs drew the conclusion that trade
liberalization would quickly lead to renewed growth.27 The pressure from

26 On the impact of the drug trade in Latin America, see Joyce and Malamud (1998). For case studies
of Colombia and Bolivia, see Steiner (1999) and Gamarra (1999) respectively.

27 As a result of pressure from the Japanese government, the World Bank eventually produced a much
more nuanced study of Asia. See World Bank (1993).
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the IFIs was not sufficient on its own to persuade countries to move toward
export-led growth, but it did contribute to the momentum in favor of trade
liberalization in those countries in which an internal consensus in support
of policy reform was emerging.

Microeconomic considerations were also important in explaining the pol-
icy shift. Few if any policymakers favored export-led growth on the basis of
traditional exports. Priority was to be given to new nontraditional exports,
including manufactured goods, in which Latin America was at a disadvan-
tage because of the high cost of many commodity inputs caused by import
suppression and other trade distortions. Trade liberalization was expected
to bring the cost of material inputs closer into line with international costs,
allowing local firms to exploit the long-run dynamic comparative advantage
provided by the abundance of unskilled labor and natural resources.

The Southern Cone countries had experimented with export promotion
policies in the 1970s, but these had been overwhelmed by the debt crisis and
went into reverse. It was not until 1984 that Chile once again felt confident
enough to return to the trade liberalization policies she had adopted so
aggressively after 1975. Ecuador flirted briefly with tariff reductions in
1984, but Congress – not for the first time in recent Ecuadorian history –
stymied the neoliberal instincts of the executive.

The most important shift away from ISI, however, came in Mexico in
1985 with the decision by the de la Madrid administration to join GATT.
At a stroke, the quantitative restrictions that had underpinned Mexican
industry for decades came under fire and a program of tariff reductions was
also agreed. Those other Latin American countries that had not yet applied
to GATT all did so in the following years so that by the end of the century
every Latin American and Caribbean country except the Bahamas was a
member of the the WTO.

The Mexican government’s decision had less to do with globalization,
a word that had only just been coined, and more to do with the need to
expand the export sector. Paradoxical though it may seem, reducing tariffs
and NTBs is often the first step toward promoting exports. The reason is the
impact of import restrictions on the exchange-rate, which tends to become
overvalued, and the increase in costs of export production from high tariffs
on imported inputs.

Mexico’s trade liberalization policies led to a deepening of the trade links
with the United States and a rapid expansion of exports (see Table 11.3). The
non-oil share of exports, most of which goes to the United States, went from
20 percent in the early 1980s to 80 percent in the early 1990s. At that point
Mexico began to negotiate its entry into the free trade agreement launched
by the United States and Canada in 1989. The result was NAFTA, which
came into force on 1 January 1994. This has led to a further deepening of
the trade ties between Mexico and the United States to the point where
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Table 11.3. Volume of exports of goods, 1985–2000 (1995 = 100)

1985 1990 1995 2000

Argentina 49.3 70.3 100.0 136.2
Bolivia 42.6 79.8 100.0 119.1
Brazil 71.3 79.6 100.0 137.4
Chile 36.7 63.3 100.0 159.6
Colombia 39.9 78.3 100.0 118.0
Costa Rica 36.6 54.7 100.0 190.1
Dominican Republic 18.5 21.3 100.0 160.4
Ecuador 42.3 55.9 100.0 99.3
EI Salvador 78.0 66.2 100.0 195.0
Guatemala 71.3 73.9 100.0 178.4
Haiti 96.0 141.1 100.0 220.7
Honduras 60.5 90.5 100.0 146.8
Mexico 27.6 53.1 100.0 205.7
Nicaragua 75.1 62.9 100.0 166.3
Panama 47.6 79.9 100.0 92.3
Paraguay 19.6 39.2 100.0 58.8
Peru 64.9 69.7 100.0 165.7
Uruguay 51.4 82.2 100.0 135.0
Venezuela 52.1 76.2 100.0 122.8
Latin America 44.7 65.3 100.0 159.8

Source: ECLAC (2001), pp. 504–505.

Mexico now accounts for half of all trade between the United States and
Latin America.28

This bilateral trade is not, however, typical of trade between the United
States and Latin America. Mexico’s trade with the United States consists
mainly of manufactured goods and is largely intraindustry. Indeed, of the ten
most important manufactured exports from Mexico to the United States,
nine feature in the ten most important manufactured imports from the
United States.29 And Mexico has now become very dependent on exports to
the United States, which account for 25 percent of GDP. Not surprisingly,
Mexico went into recession in 2001 as a result of the economic slowdown
in its northern neighbor.

Elsewhere in Latin America, trade liberalization has been much less suc-
cessful in promoting exports (see Table 11.3). Tariffs have been reduced
everywhere and some countries such as Bolivia and Chile have adopted a
uniform tariff. However, export performance has been overwhelmingly af-
fected by the value of the real exchange-rate. After the 1980s this often
moved in the “wrong” direction. When trade barriers are reduced, the real

28 See Bulmer-Thomas and Page (1999)
29 See Bulmer-Thomas (2001a)



Economic history of Latin America, second edition370

exchange-rate should depreciate, providing an additional incentive to ex-
porters. However, in many cases this did not happen.

Why was the movement in the real exchange-rate so perverse? In many
countries trade liberalization occurred just as capital returned to Latin
America. The net inflows pushed up the value of the real exchange-rate
and encouraged imports, but not exports. This was the problem in Mexico
from 1990 to 1994, in Argentina after 1991 and Brazil from 1994 to 1998.
As a result, export performance in many countries has been modest and
Latin America’s increasing share of world exports is mainly due to Mexico.

The disappointing performance of the export sector was one of the rea-
sons for the reevaluation of regional integration. The schemes established in
the 1960s had been discredited by the debt crisis, as they were so strongly
associated with ISI – albeit at the regional level. However, a new attempt
was made in the 1990s to launch integration schemes that would promote
exports without encouraging protection against third countries. The Cen-
tral American Common Market was relaunched in 1990, the Caribbean
Community (CARICOM) in 1992 and the Andean Pact (renamed the An-
dean Community) in 1995. CEPAL denoted this revival of integration as
“open” regionalism in contrast to the “closed” regionalism of the 1960s and
1970s.30

The most innovative new integration scheme was the Mercado Común del
Sur (MERCOSUR), formally adopted in 1991. Linking Argentina, Brazil,
Paraguay, and Uruguay (Bolivia and Chile became associate members in
1996), it had a clear political purpose as well as economic objectives. When
the Clinton administration announced in 1994 U.S. support for a Free Trade
Area of the Americas (FTAA), MERCOSUR was quick to negotiate as a bloc
in order to prevent the United States from dominating the hemispheric
agenda on regional integration. However, MERCOSUR’s early promise
was not fulfilled. The common external tariff was never adopted in full and
the scheme suffered from the economic instability brought about both by
external shocks and the absence of macroeconomic coordination.31 Regional
trade, as in the rest of Latin America and the Caribbean, failed to rise above
20 percent of total trade.

Trade liberalization is only one of the ways in which Latin America has
adjusted externally. Just as important has been the liberalization of the
capital account of the balance of payments and a new approach to foreign
capital. The old hostility to DFI, so strong in the 1970s, has gone and
country after country has introduced new legislation to promote DFI with
very few sectors or activities reserved for foreign capital.

As part of this new approach to DFI, all Latin American governments
have divested themselves of state-owned enterprises (SOEs). A few of these

30 See Devlin and Estevadeordal (2001)
31 See Bouzas and Soltz (2001)



Debt, adjustment, and the shift to a new paradigm 371

behemoths still exist, particularly in the oil industry, but they are now the
exception rather than the rule. Even Cuba has participated in this process of
privatization with the added twist that the purchase of the assets is restricted
to foreigners. Elsewhere domestic private groups have been active in the
purchase of SOEs, but so have foreigners. As a result, the stock of DFI has
surged in public utilities, airlines, railways, and steel companies and other
sectors where SOEs were previously common.32

It is perhaps in the mining sector that the transformation has been most
marked. Latin America has a long history of discrimination against DFI
in mining, going back to the formation of YPF (an oil monopoly) by the
Argentine state in 1922 if not before. The rationale for this was complex and
included resentment at foreign company practices, rent-seeking by cash-
strapped governments and nationalism. Yet, nearly two centuries after the
end of colonialism in most of Latin America, it is still the mineral resources
that most attract foreign companies. Thus, Latin America had little choice
but to liberalize access of foreign capital into the mining sector if it wanted
to receive DFI.

The liberalization of the capital account has not been limited to DFI. On
the contrary, for most of the 1990s the foreign investment coming to Latin
America was private portfolio capital. This was not in the form of bank
lending, the dominant form of foreign capital in the 1970s, but bonds and
to a lesser extent equity. Trade credits from banks and other short-term
loans continued, but in general the international banks were only too quick
to seize the opportunity for exit offered by the Brady bonds.

The growth of the international bond market was dramatic and the main
Latin American governments and companies tapped into it with relative
ease. They were given a head start by the issuance of Brady bonds that
transformed what had become almost an exotic form of Latin American debt
into one with broad appeal. Furthermore, this foreign currency market was
open to nationals (both companies and individuals), providing a welcome
hedge against devaluation and an opportunity for portfolio diversification.

The international bond markets offered Latin America an opportunity to
issue debt at lower real interest rates than in the shallow domestic financial
markets. This was so even after making allowance for expected exchange-
rate movements provided that the country risk premium could be held to
a moderate level. Governments therefore put a huge effort into reducing
the risk premium through sophisticated “road shows” in New York and
London as well as greater transparency on the fiscal accounts and rules on
company disclosures.

These efforts did not go unrewarded by the ratings agencies. By the
beginning of the new millennium Chile had been given an A- on its long-
term foreign currency debt, Colombia – despite the high levels of domestic

32 On the new approach to foreign investment in Latin America, see the articles in Baer (1998).
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violence – received a B+ as did El Salvador, which had been embroiled
in civil war as late as the early 1990s. The ratings agencies were more
circumspect about the big three (Argentina, Brazil, and Mexico), although
Mexico was rewarded with investment grade status during 2000 as the era
of the one-party state finally came to an end.

The ratings, modest country risk premiums, and low international inter-
est rates all encouraged Latin American governments, as well as larger com-
panies, to switch out of domestic currency debt into foreign bonds. The re-
sult was an unhealthy expansion of external indebtedness in many countries,
particularly Argentina and Brazil, that were vulnerable to a widening of
the risk premium and any unwillingness of the bond markets to refinance.
When Argentine difficulties finally surfaced in 2000, the country was found
to account for 25 percent of all emerging market fixed interest debt.

If Latin America’s attempts to tap into the international bond market
were too successful, the opposite was true of its efforts to attract equity cap-
ital. All attempts to broaden the appeal of the local stock markets failed.
Only a small number of stocks were listed, most domestic companies pre-
ferring to remain 100 percent controlled by their family shareholders. Most
of the listed stocks were not actively traded so that liquidity was a serious
problem. The larger firms sought a listing as American Depositary Receipts
(ADRs) on the New York exchange and mergers and acquisitions by foreign
companies led some of the most important companies to delist. By 2000
only two markets – São Paulo and Mexico City – had any appeal for foreign
investors and stocks in these markets accounted for 80 percent to 90 percent
of the typical Latin American fund.

Latin America’s liberalization of the capital account was therefore very
problematic. Many of the smaller countries remained unattractive to foreign
capital regardless of what they did, while DFI flowed primarily to mineral
extraction and former SOEs. Assembly plants set up by foreign companies
flourished in parts of the Caribbean Basin, but this was a reflection of tem-
porary tax breaks in the United States more than anything else. The larger
countries, on the other hand, became too dependent on the foreign currency
bond market. Mexico was the first to suffer (in 1994), but was rescued by its
international creditors and was able to use currency depreciation to build
up a massive export capacity. Argentina and Brazil were not so fortunate.

Internal adjustment, stabilization, and the exchange-
rate problem

By reducing the flow of new capital to Latin America the debt crisis forced
each republic to cut imports and, if possible, increase exports quickly. This
external adjustment was mirrored by a process of internal adjustment that
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was designed to lower aggregate demand to a level consistent with the
reduced level of imports and to provide the price and other incentives for a
shift of supply from the home market to the world market.

The trade surplus provided the foreign exchange for the net transfer of
resources to the creditors in the developed countries. The trade surplus in
most countries accrued to the private sector, however, whereas most of the
external debt was in the hands of the public sector. Thus an internal transfer
problem arose, in which the public sector had to secure access to the foreign
exchange earned by the private sector. Only in those republics, such as Chile,
Mexico, and Venezuela, with a high share of export earnings accruing to
SOEs was the internal transfer of resources relatively straightforward.33

Internal adjustment was therefore a complicated process involving a re-
duction in aggregate demand, a shift in supply, and an internal transfer
from the private sector to the public sector. Each element of adjustment ran
the risk of aggravating inflationary pressures. If aggregate demand fell too
slowly, excess demand would emerge even in a recession, because the cut in
imports after 1981 had reduced aggregate supply quickly. The shift in sup-
ply from the home market to the world market implied a change in relative
prices that was likely to cause an increase in absolute (nominal) prices.34

Finally, the internal transfer of foreign exchange to the public sector would
be highly inflationary if the government printed money to secure control
of the resources rather than using tax revenue to generate a sufficient level
of public savings.

The problem of internal adjustment was therefore inseparable from both
external adjustment and inflation stabilization. At the same time, most
Latin American republics entered the debt crisis with serious problems of
internal instability, including high levels of inflation. In 1981, the last year
before the eruption of the debt crisis, only five republics (Chile, the Domini-
can Republic, Guatemala, Honduras, and Panama) enjoyed annual inflation
rates of less than 10 percent, and in each case the exchange-rate was pegged
in nominal terms to the U.S. dollar. Of the remaining republics,35 five had
annual inflation rates between 20 percent and 50 percent, three between
50 percent and 100 percent, and one (Argentina) above 100 percent.

Central-government budget deficits had also begun to increase before
the debt crisis, and in 1981 almost half the countries had a deficit in excess
of 5 percent of GDP, with only Chile and Venezuela running a budget

33 This is no doubt one reason why governments committed to privatization were reluctant to transfer
ownership of mineral companies generating huge foreign-exchange receipts. Even in Pinochet’s
Chile, the state-owned copper company remained in public hands.

34 Because nominal prices for domestic goods and services are rigid downward, a change in relative
prices implies a change in absolute prices.

35 International comparisons of inflation rates almost always exclude Cuba, partly because data are
lacking and partly because most markets in Cuba are not cleared through price adjustments.
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surplus. Public-sector deficits, which included the losses of SOEs and the
deficits of municipal and state administrations, were usually even larger
than those of the central government.36 With domestic capital markets in
many republics unwilling or unable to absorb large issues of government
paper, the inflationary consequences of even modest budget deficits could
be considerable.

External adjustment led to a sharp cut in imports and domestic recession,
with severe implications for government revenue. Smaller republics, still
dependent on import duties for a high share of government revenue, suffered
particularly from the decline in imports. Although at first tariff rates were
increased in several republics, this could not offset the impact of the sharp
decline in the value and volume of imports. The recession drove many
firms and workers from the formal sector to the informal sector, making
it more difficult for the state to extract direct and indirect taxation from
the production and distribution of goods.37 At the same time, incentives to
encourage a shift of supply from the home market to the world market often
implied a tax reduction for exporters. Not surprisingly, central-government
revenue as a proportion of GDP fell in most republics in the first years of
the crisis.

Although cuts were made in public expenditures as a result of numerous
stabilization programs, the difficulty of increasing revenue after the debt
crisis meant that few if any republics were able to generate a primary surplus
large enough to finance out of income the purchase of foreign exchange
from the private sector for debt servicing.38 Furthermore, many countries
operated a multiple exchange-rate system in which the public sector was able
to “buy” foreign exchange at a special rate, which implied huge exchange-
rate losses for the central bank.39 These losses typically did not enter into
the definition of the budget deficit, so the latter often gave a misleading
impression of fiscal and monetary orthodoxy.

Many countries simply printed money in order to purchase the for-
eign exchange needed for debt servicing. However, the largest republics
(Argentina, Brazil, and Mexico) were able to issue bonds or other financial
instruments to the private sector as a means of carrying out the internal
transfer. Although in theory this was noninflationary, in practice it had se-
rious inflationary consequences. First, the nominal and real domestic rate of
interest had to rise sharply to persuade the private domestic sector to absorb
government debt. Second, the debt itself was highly liquid (particularly in

36 See Larraı́n and Selowsky (1991), Table 8.1.
37 See Cardoso and Helwege (1992), pp. 231–6.
38 The primary budget balance is calculated before deduction of interest payments. Thus a primary

surplus is needed if an overall budget deficit is to be avoided.
39 A good example is provided by Costa Rica, where the official exchange-rate (used for debt payments

by the government) remained at 20 colones per U.S. dollar after 1982 but the interbank rate and
free market rates steadily depreciated. See Consejo Monetario Centroamericano (1991), p. 38.
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Brazil), so it was virtually quasi-money. Third, the internal debt rose so
rapidly that nominal interest payments began to absorb a growing propor-
tion of government revenue and undermined the public sector’s financial
balance. Both Argentina and Brazil eventually declared a partial default on
their internal debt, temporarily destroying private-sector confidence in the
domestic capital market and raising the cost of future borrowing for the
government.40

By the mid-1980s inflation was substantially higher in almost all re-
publics than it had been before the debt crisis. As inflation accelerated, it
became clear that the budget deficit and the rate of inflation were inter-
dependent. Although the orthodox claim that large budget deficits would
lead to inflation could not be denied, it was also true that the acceleration of
inflation caused a widening of the budget deficit – at least when expressed
in nominal terms.

There were several explanations for the causal relationship between
accelerating inflation and the size of the nominal budget deficit. First, nom-
inal expenditure tended to rise more rapidly than nominal revenue. Many
governments found it extremely difficult to cut public expenditure when
so much of it consisted of wages and salaries on the one hand (including the
armed forces) and interest payments on the external and internal debt on
the other. Second, real tax revenue was eroded by the ability of the public to
delay payment in a context of rising inflation (the Oliveira–Tanzi effect).41

Third, real domestic interest rates needed to rise to persuade the public to
hold government debt in an increasingly risky environment. With infla-
tion accelerating, this implied an even more rapid rise in nominal interest
rates, so the rate of growth of internal debt-service payments outstripped
the increase in nominal revenues.

Some governments went further and argued that the fiscal stance could
only be measured by the real deficit, that is, the nominal financial deficit ad-
justed for inflation. This included adjustments not only for real interest
payments on the real value of the internal and external debt but also for the
inflation tax – the depreciation in the real value of money holdings as a result
of inflation.42 Because the inflation tax often yielded substantial resources,
governments could claim that fiscal policy was strict at a time when other
indicators suggested it was loose. Mexico, for example, ran a real financial
surplus in 1982 as a result, above all, of the impact of the inflation tax on
the measurement of the real deficit at a time when both the primary balance
and the financial nominal balance were in deficit.43

40 These partial defaults in Argentina and Brazil are discussed in Welch (1993).
41 The Oliveira–Tanzi effect is outlined in more detail in Cukierman (1988), pp. 49–53.
42 The inflation tax is outlined in Cardoso and Helwege (1992), pp. 150–4. Alternative concepts of

the real budget deficit are explored in Buiter (1983).
43 See Ros (1987), Table 4.6, p. 83.
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Although the measurement of the fiscal position under accelerating in-
flation was fraught with problems, few economists were persuaded of the
wisdom of abandoning conventional indicators. Furthermore, the yield from
the inflation tax proved to be a dwindling advantage to governments as the
tax base (the real value of money holdings) declined. During the 1980s,
following the debt crisis, the ratio of the money supply (M1) to GDP fell
in almost all the high-inflation countries as the private sector learned to
economize on its money balances and found alternative sources of liquidity
(often the U.S. dollar). In Brazil, for example, the ratio collapsed to 3.9
percent in 1985 compared with 21 percent in low-inflation Venezuela.44

In a few republics the failure to adopt appropriate stabilization and ad-
justment programs in response to the debt crisis led to hyperinflation –
usually defined as a monthly rate of inflation in excess of 50 percent. By
the end of 1984 Bolivia was covering only 2 percent of government expen-
diture with tax revenue, and the rate of inflation in 1985 exceeded 8,000
percent.45 Even this extraordinary figure was surpassed by Nicaragua in
1988, when defense expenditure was given overriding priority and the pro-
cess of printing money pushed inflation above 33,000 percent – one of the
highest rates ever recorded in Latin America. The last months of the Garcı́a
administration in Peru (1985–90) were marred by a similar story, with
a flight from domestic currency and huge fiscal deficits pushing inflation
above 7,000 percent in 1990. Both Argentina and Brazil, the true size of
their fiscal deficits concealed by creative accounting at all levels of gov-
ernment, slid into hyperinflation at various points, with administrations
in both republics in the early 1980s unwilling to make the fight against
inflation their highest priority.46

Internal adjustment required the adoption of stabilization programs
throughout Latin America. Because the rescheduling of debt was gener-
ally possible only if a country had signed an agreement with the IMF,
the fund found itself playing a key role in the design and implementation
of the first wave of stabilization programs in the 1980s. Only five coun-
tries were able to avoid submitting to IMF conditionality during this first
wave – Cuba (not a member of the IMF), Nicaragua (denied IMF support
through U.S. pressure), Colombia (which never rescheduled), and Paraguay
and Venezuela (where IMF balance-of-payments support was not needed).

The close involvement of the IMF in the design of stabilization programs
meant that policy was orthodox at first. Although the IMF remained com-
mitted to currency devaluation, financial liberalization, and domestic credit

44 With the acceleration in the rate of inflation in Venezuela at the end of the 1980s, the monetary
ratio fell sharply.

45 Morales (1988) contains a good account of the hyperinflationary episode and the subsequent stabi-
lization program.

46 See the chapters on Argentina and Brazil in Bruno, Fischer, Helpman, and Liviatan (1991).
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control, the IMF-inspired programs emphasized the need to reduce the fis-
cal deficit through increases in revenue and cuts in expenditure. The call
for fiscal discipline was reinforced in several republics by agreements with
the World Bank on structural adjustment and with USAID on reductions
in public-sector activity.

The need to reduce public expenditure was frustrated by the rising pro-
portion of public revenue absorbed by interest payments on the debt (inter-
nal and external) and the reluctance of governments to cut the public-sector
wage bill too drastically. Thus the burden of adjustment fell dispropor-
tionately on capital rather than on current expenditure, with the share of
investment in total public expenditure falling in the 1980s in almost all
republics. Public works, health, and education all suffered grievously from
the reductions.

Public-expenditure cuts were not sufficient to restore fiscal discipline.
Indeed, the growth of interest payments on the debt (internal and external)
meant that total public expenditure continued to rise in many countries as
a proportion of GDP despite the curbs on government spending. In Brazil
total central-government expenditure jumped from 27 percent of GDP
in 1981 to 51 percent in 1985.47 Even Mexico, where fiscal austerity was
applied with greater conviction, saw an increase from 21 percent in 1981
to 31 percent in 1987. In both cases the explanation was provided by the
disproportionately rapid rise in interest payments, which were taking more
than 50 percent of total Mexican central-government expenditure by 1987
compared with less than 10 percent in 1980.48

Orthodox stabilization programs therefore had to address the revenue
side of the equation. Yet the circumstances could hardly have been less fa-
vorable. Recession after 1981 and the flight into the informal sector made
tax collection harder, and external adjustment required numerous tax con-
cessions to stimulate exports. Thus a policy of increasing tax rates (direct
and indirect) was unlikely to meet with much success, and the first wave of
stabilization programs – with substantial prodding from the IMF – tended
to emphasize the need to raise tariffs on all services provided by the public
sector in order to reduce losses by SOEs.

As the present or expected profitability of SOEs increased following these
price rises, the possibility of selling public-sector assets to the private sector
(privatization) became more realistic. Yet despite IMF pressure only Chile –
continuing the policies adopted after 1973 – made much use of privatization
as a solution to the fiscal problem in the first half of the 1980s. Governments
in other republics at first remained unconvinced, either because they feared
that public-sector assets could only be sold to the private sector at prices

47 See IDB (1991), Table C-2, p. 284.
48 See IDB (1991), Table C-17, p. 292.
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that did not reflect their present discounted value or because they feared
the damage to long-run growth from public-sector disinvestment. As the
fiscal crisis continued, however, and as it became clear that foreign lending
to SOEs would remain restricted, other governments joined the bandwagon
in favor of privatization, so by the 1990s the sale of public-sector assets was
contributing to fiscal revenue in all republics.

The first wave of stabilization programs after the debt crisis were not very
successful. Despite the high profile adopted by the IMF and the widespread
use of fund conditionality, inflation accelerated in most republics after 1981.
Failure to meet agreed targets led the IMF to suspend many of its standby
agreements and extended fund facilities. Brazil signed seven letters of intent
with the IMF in the space of a few years, and targets were often broken before
the first funds were released.49

The IMF blamed governments for lack of fiscal and monetary discipline,
but it was clear that the problem was far more deep rooted. Of the fourteen
countries that suffered from internal disequilibrium and inflation before the
debt crisis, only one (Costa Rica) had made real progress on stabilization
by the mid-1980s.50 The shock to internal stability delivered by the debt
crisis was generally too severe to be handled within the framework of an
orthodox IMF-inspired stabilization program because the inherited problem
of instability was already so acute. Even some of those countries that had
avoided severe internal disequilibrium before 1982 (e.g., the Dominican
Republic, Guatemala, and Honduras) were unsuccessful in carrying out the
necessary internal adjustments after the debt crisis.

As the limitations of an orthodox response became clear, interest in
heterodox stabilization programs increased. A new theory of inflation began
to gain acceptance, one that emphasized its inertial character and addressed
the question of a coordinated reduction in prices in order to lower inflation-
ary expectations.51 The orthodox approach was criticized for its reliance on
market forces to break expectations in a context in which inflationary expec-
tations were sustained by exchange-rate devaluation, nominal interest-rate
increases, and the rise in public-sector tariffs. Without any nominal anchors
the rate of inflation in the orthodox approach could easily drift upward de-
spite the recession and tight fiscal and monetary policies.

Heterodox stabilization programs were adopted in a number of Latin
American republics in the second half of the 1980s. A central element in the
programs was a sharp change in relative prices at the beginning to remove
distortions, followed by a freeze on certain prices (including nominal wage
rates) to break inflationary expectations. The widespread use of indexation in
high-inflation countries was ended with only a few exceptions. As inflation
came down, it was assumed that the Oliveira–Tanzi effect would begin

49 See Dias Carneiro (1987), pp. 48–58.
50 See Bulmer-Thomas (1987), pp. 244–52.
51 On inertial inflation, see Amadeo et al. (1990).
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to operate in reverse – increasing real tax revenue and encouraging an
increase in real-money balances (and private-sector savings). Architects of
the programs recognized that the price freeze could not be expected to last
forever. A frozen exchange-rate would lead to currency overvaluation, fixed
nominal wages to a fall in real wages, and price control to the emergence of
new distortions, but it was assumed that by the time the freeze was lifted
inflationary expectations would have been permanently lowered.52

Heterodox stabilization programs were not without their successes. The
hyperinflation in Bolivia was stopped dead in 1985, following the adoption
of a program that froze money wages, reformed the fiscal system completely,
and liberalized the market for foreign exchange.53 The Mexican program,
launched in December 1987 with a tripartite agreement among business,
unions, and government, also brought inflation down rapidly, with the
controlled exchange-rate playing a crucial role in breaking inflationary ex-
pectations. As inflation came down, nominal interest rates also fell, and the
fiscal burden implied by high levels of debt servicing became more toler-
able.54 Nicaraguan hyperinflation was stopped in 1991 after adoption of a
fixed exchange-rate, a tight monetary policy, and access to foreign assistance
to support additional imports.55

The heterodox programs in Bolivia, Mexico, and Nicaragua did not ig-
nore the need for fiscal discipline. Thus heterodox measures were combined
with orthodox policies in a judicious mix. By contrast, the heterodox pro-
grams launched in Argentina in 1985 (the Austral Plan56) and Brazil in
1986 (the Cruzado Plan57) were notable for the absence of a tight fiscal
policy. At first the rate of inflation fell sharply, in response to the freeze
on prices and the fixing of the exchange-rate, but nominal aggregate de-
mand continued to outstrip available supply, and inflationary pressures soon
reemerged. As the distortions in relative prices reappeared, price controls
had to be lifted before fiscal discipline had been restored. The result was
an explosion in the rate of inflation that soon surpassed the rate before the
adoption of the heterodox programs.58

The failure of heterodox programs in Argentina and Brazil did not at first
lead to a restoration of orthodoxy. On the contrary, governments in both
countries were even willing to freeze domestic financial assets in a desperate
attempt to bring both inflation and the budget deficit under control. Yet by
the beginning of the 1990s, after a decade of failed stabilization programs,

52 A good analytical treatment of heterodox stabilization programs can be found in Alberro (1987).
53 See Pastor (1991). There is some dispute as to whether the Bolivian program was really heterodox,

however.
54 A number of good accounts of the Mexican stabilization program exist. See, for example, Ortiz

(1991).
55 See IDB (1992), pp. 140–1.
56 On the Austral Plan, see Machinea and Fanelli (1988), pp. 111–52.
57 On the Cruzado Plan, see Modiano (1988), pp. 215–58.
58 See Cardoso (1991), pp. 143–77.
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the need to combine orthodox fiscal measures (including privatization) with
heterodox policies was finally recognized.

The first country to reap the results of the new approach was Argentina.
The Ley de Convertibilidad in 1991 introduced a virtual currency board
under which the local currency was pegged to the U.S. dollar and the
monetary base was backed by foreign exchange reserves. Inflation had fallen
to insignificant levels within a few years and by the end of the decade was
negative (i.e., prices were falling).59 Brazil adopted the Real plan in mid-
1994, which enabled annual inflation to fall to 2.5 percent in 1998. When
the currency was devalued sharply at the beginning of 1999, it was widely
assumed that inflation would return. However, this did not happen and
inflation has remained under control.60

Monetary policy, which has been transformed in Latin America since the
early 1980s, must take much of the credit for the lowering of inflation.
Central banks have become much more autonomous (e.g., Brazil) and some
have been given complete independence (e.g., Mexico). Regulation of the
banking systems have been improved and the entry of foreign banks has
increased efficiency even if competition is still limited. The ability of the
public sector to monetize fiscal deficits has been severely curtailed. The
outcome, as is shown in the next section, has been a big fall in inflation in
Latin America to rates that have not been seen for decades. Indeed, such
has been the improvement in the quality and credibility of monetary policy
that nominal exchange-rate devaluation is no longer necessarily a guide to
the rate of inflation.61

The most serious weakness in monetary policy has been the failure to
lower the real cost of borrowing. This is partly due to the shallowness of
the financial markets, but is also due to the huge spread between borrowing
and lending rates. Indeed, it is not unknown for the real lending rate to
be close to zero while the real borrowing rate is above 10 percent. Lack
of competition in the financial markets is primarily to blame and this has
not yet been overcome through liberalization of the capital account of the
balance of payments. In practice, only the largest Latin American companies
have access to the international capital market so that small and medium-
sized enterprises (SMEs) are restricted to borrowing in the domestic market
and are crippled by high rates.

This unsatisfactory state of affairs arises in part because financial in-
stitutions have become major creditors to the public sector and are not so
dependent on private sector business. Foreign-currency bonds are often held

59 Inflation, however, returned in 2002 as a result of the collapse of the currency following debt default
at the end of 2001.

60 See Ferreira and Tullio (2002)
61 This is illustrated by Brazil, where annual inflation was kept below 10 percent despite the massive

nominal devaluation after January 1999.
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by domestic agents and these are principally the banks. Thus, the banks
benefit from the country risk premium and the banks are also the most
likely to hold the domestic currency debt issued by governments.

High interest rates on public debt made it impossible for governments to
eliminate fiscal deficits. This gave the impression that fiscal policy did not
improve after the debt crisis. In fact, it did, but it is necessary to distinguish
between the primary balance (net of interest payments) and the nominal
balance. The primary balance moved into surplus in most countries, as taxes
increased, defence spending was cut, and subsidies to SOEs were eliminated.
Equity considerations have been largely sacrificed in the search for increased
revenues with an emphasis on broad-based sales taxes, particularly value-
added taxes. And federal countries such as Brazil made serious efforts to
control spending by provincial governments. However, interest payments
on the public debt – both domestic and foreign – remained a drain on state
finances leading to nominal deficits that were sometimes large even when
the primary balance was in surplus.

The tightness of fiscal policy, in terms of macroeconomic stability, is more
closely approximated by the primary than the nominal balance. Thus, fiscal
policy was restrictive in many countries at the cost of lower investment and
also at the expense of social spending. Targeting of social spending on lower
income groups, promoted by the World Bank in particular, became more
popular and enjoyed some success – notably in Chile. However, the impact
of social spending did not in general improve the distribution of income.62

The reasons for this have been complex, but two stand out. First, edu-
cational spending on universities – a large part of the total – favored the
middle and upper deciles of the income distribution. Second, state spending
on pensions went overwhelmingly to the middle classes in Latin America
rather than the poor. Although many governments have privatized – in
whole or in part – their pension systems, there is a long lag before state
liabilities cease since older workers remain in the state system and continue
to benefit until they die.63

While something approaching a consensus developed in relation to fiscal
and monetary policy in Latin America since the debt crisis, the same could
not be said about exchange-rate policy. All Latin American countries, except
dollarized Panama, devalued in the 1980s and early 1990s in an effort
to adjust the external sector both to create resources to service the debt
and to promote exports. However, the similarity ended there. One group,
led by Argentina, marched resolutely toward fixed currencies and de facto
dollarization. Another group, led by Chile, adopted a crawling peg with a
real exchange-rate target. While the third group, led by Mexico after 1994
and joined by Brazil in 1999, opted for exchange-rate flexibility.

62 See the various case studies in Lustig (1995).
63 For a case study of Chile, see Scott (1996).
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The first group initially enjoyed great success. Inflation came down to
international levels and was accompanied by financial deepening. However,
the risk premium did not disappear and a spread remained between domestic
and foreign interest rates. Thus, the logic of this group has been to move
toward de jure dollarization with Ecuador and El Salvador joining Panama.

Argentina appeared to be moving in this direction with nearly 70 per-
cent of bank deposits denominated in dollars by the fourth quarter of 2001.
However, default on the external debt at the end of 2001 triggered a deval-
uation of the currency and a difficult period of pesoification in 2002 as the
authorities struggled to reverse the dollarization of the 1990s.

The second group also enjoyed initial success in achieving the target.
However, the difficulty of attracting foreign capital after the Asian financial
crisis led to a dismantling of restrictions on foreign capital inflows and a
move toward full currency flexibility. Only the smaller countries, such as
Costa Rica, were able to persevere with real exchange-rate targeting. Other
countries, including Chile and Colombia, effectively joined the third group
at the end of the 1990s.

Thus, Latin America found itself divided into two camps on exchange-
rate policy. In the fixed exchange-rate group, dollarization appeared to be the
logical step or at least a monetary union based on a regional currency. In the
other group, formal dollarization looked increasingly unlikely, although
the dollar was often used in pricing assets.

Growth, equity, and inflation since the debt crisis

It is not easy at this distance to judge Latin America’s economic performance
since the debt crisis. There is, for example, a sharp contrast between the
adjustment of the 1980s, the recovery of the 1990s and the stagnation at the
start of the new millennium. Nevertheless, certain patterns emerge with
clarity.

The rate of growth of GDP per head since 1981 – the last year before the
debt crisis – is shown in Table 11.4. The result is not impressive. In the
first decade, GDP per head for the region as a whole fell by 0.9 percent at an
annual rate and only four countries – three if the special case of Cuba is
excluded – managed a positive growth rate.64 It can be argued that the
long-run performance should not be judged by the 1980s, as this was a
period of adjustment to the excesses of ISI and the debt crisis. However,
even if the analysis is confined to the period since 1990, the results are still
disappointing with a low annual rate of growth of GDP per head (1.2 per-
cent) for the region as a whole.

64 Cuba was still benefiting from Soviet bloc subsidies in the 1980s, which insulated it from the impact
of the debt crisis. See Mesa-Lago (2000), Part III.
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Table 11.4. Growth of GDP per head (US$ at 1995
prices), 1981–2001

1981–90 1991–2001

Argentina −2.1 2.1
Bolivia −1.9 1.0
Brazil −0.4 1.1
Chile 1.4 4.2
Colombia 1.6 0.6
Costa Rica −0.7 1.8
Cuba 2.8 −1.6
Dominican Republic 0.2 3.8
Ecuador −0.9 −0.1
El Salvador −1.5 2.0
Guatemala −1.6 1.2
Haiti −2.9 −2.8
Honduras −0.8 0.3
Mexico −0.2 1.5
Nicaragua −4.1 0.5
Panama −0.7 2.4
Paraguay 0 −0.9
Peru −3.3 1.8
Uruguay −0.6 1.8
Venezuela −3.2 0.3
Latin America −0.9 1.2

Source: ECLAC (2001), pp. 740–741.

Since the debt crisis only one country (Chile) has been able unambigu-
ously to exceed its performance during the inward-looking phase of devel-
opment from 1950 to 1980, although the Dominican Republic (see Table
11.4) has since 1990 achieved a very credible performance in GDP per head
(3.8% annual increase). Argentina improved its long-run rate of growth of
real GDP per head in the 1990s, but this was undermined by a deep reces-
sion after 1998 that lasted four years. The other cases of superior growth
are all rather unusual. El Salvador, for example, grew rapidly for part of the
1990s, but this was after a long civil war and the rate of growth was heavily
influenced by the remittances sent by all those who had left the country for
the United States.65

Mexico’s performance has been an illustration of the costs and benefits of
globalization. One of the first to adjust, Mexico was also quick to liberalize
its current and capital accounts and to integrate its economy into the North
American economic space.66 Although performance could be damaged by

65 On the performance of the Salvadorean economy after the civil war, see Segovia (2002).
66 On Mexico’s integration into the U.S. economic sphere, see FitzGerald (2001).
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domestic mistakes, as in the excessive buildup of debt in the early 1990s,
the long-run trend toward a greater dependence on the U.S. market has
become clear.

When the U.S. economy performed well, Mexico benefited handsomely.
Growth was export led and export expansion generated a boom in other
parts of the economy despite the weak backward linkages from the maquila
industry on the northern border. The economy became less dependent on oil
and manufactured exports became less dependent on the assembly industry.
However, Mexico went into recession as soon as the U.S. economy slowed
down. With 25% of its GDP in exports and 85% of its exports going to
the United States, this was perhaps inevitable.

Argentina’s performance has been a case study in the dangers of in-
consistent policies. On many criteria, Argentina in the 1990s was the most
neoliberal economy in Latin America with widespread privatization, com-
plete capital account liberalization, and a large measure of trade liberal-
ization. Yet the exchange-rate policy, under which the local currency was
pegged to the U.S. dollar under a virtual currency board regime, imposed
fiscal obligations on the government that were never fully respected. The
result was a lack of fiscal discipline leading to a massive increase in external
debt. As long as the economy grew rapidly, the debt problem could be
contained. It became unsustainable, however, when growth stopped after
1998 and the authorities had no instruments at their disposal with which
to stimulate the economy.67

The other big disappointment has been Brazil. The largest economy in
the region, Brazil has consistently failed to achieve its potential. Adjustment
and liberalization were delayed until the 1990s so that this harsh judgement
may prove premature. However, greater fiscal and monetary responsibility,
low inflation, trade and financial liberalization, and the promotion of DFI
have not yet enabled Brazil to shift to a higher long-run sustainable growth
rate.

The obstacles to faster growth in Brazil are numerous. The rate of in-
vestment is held back by low domestic savings, as in so many parts of Latin
America and unlike in Asia; foreign capital cannot be relied on to close the
gap. High real interest rates discourage borrowing by the private sector for
productive purposes. Exports have not responded to devaluation and remain
less than 10 percent of GDP (compared with over 20 percent in China at the
end of the 1990s). Brazil’s income inequality, one of the worst in the world,
also acts as a break on its economic performance, although this is more
controversial. At the very least Brazil does not enjoy the benefits such as
high savings rates that are supposed to accompany an unequal distribution
of income.

67 See Mussa (2002).
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The transition from ISI would have required greater attention to foreign
trade with or without globalization. The reason is that Latin America saw
its share of world trade decline steadily after 1950 to the point where it
had reached a mere 3.5 percent in 1980 (much lower than its share of
world population). Although some of this decline could be attributed to a
specialization in primary products at a time when primary products trade
was growing less fast than total trade, it was also due to the relentless anti-
export bias associated with the inward-looking model of development.

The strategy to reverse the decline in world market share has had two com-
ponents. First has been the greater attention to the export sector through
policies designed to favor traded over nontraded goods and within tradeables
to favor exportables over importables. Second has been the desire to diversify
exports away from primary products toward manufactured goods and even
services.

The results for Latin America as a whole at first appear impressive, but
they are too heavily influenced by Mexico. Thus, the share of world exports
has indeed increased since the mid-1980s, but this is mainly due to Mexico’s
export boom. By 2000 Mexico accounted for half of all Latin America’s
exports. Excluding Mexico, the Latin American performance has been much
less satisfactory, although some smaller countries – notably Chile, but also
Costa Rica – did increase world market share.68

Aggregate figures for Latin America are always heavily influenced by
Brazil and trade is no exception. Thus, the poor performance of Latin
America (excluding Mexico) reflects the Brazilian export sector’s lack of
dynamism. This has been all the more puzzling in view of the increase in
export competitiveness after the devaluation in January 1999. The Brazilian
authorities tended to blame agricultural protectionism in rich countries for
this sad state of affairs, but in truth it has been much more complex.

The diversification of Latin America’s exports away from primary prod-
ucts has been more encouraging. Once again, the results have been heavily
influenced by Mexico, but this time they are reinforced by Brazil. Diversifi-
cation has had several causes. In smaller countries it has been helped by the
growth of the maquila industry. Haiti, for example, has one of the lowest
ratios of primary product to total exports and this is entirely due to the as-
sembly plants exporting light manufactures to the United States. In Costa
Rica the establishment by INTEL of a computer chip factory at the end of
the 1990s doubled the gross value of exports within two years. In larger
countries it also reflects investments by MNCs as part of the production
chain linking subsidiaries across the world.

Regional integration has also been an important cause of diversification.
The new phase of integration has encouraged the export of manufactured

68 See Steinfatt and Contreras (2001).
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goods to neighboring countries. Indeed, despite the absence of formal dis-
crimination against agricultural products, almost all intraregional trade in
Latin America is in manufactures and a growing proportion of this is in-
traindustry trade as well. However, the impact of regional integration would
appear to be quite limited as each scheme – with the notable exception of
NAFTA – has found it difficult to increase the share of total trade that is
intraregional trade. This peaked at 20 percent in MERCOSUR, 15 percent
in the CACM, and 10 percent in the Andean Community and CARICOM.

Equity in Latin America is usually measured by reference to both poverty
and income distribution.69 Much was expected from the new paradigm in
this respect. Export-led growth, it was argued, would lead to a concen-
tration on labor-intensive exports creating employment that would reduce
poverty and pushing up the wages of unskilled workers to improve income
distribution. The reduction of inflation would eliminate the inflation tax,
which falls so heavily on the poor, and lead to an improvement in equity.
Finally, the targeting of social spending was expected to have the same
effect.70

Sadly, the expected benefits have not in general materialized. As Table
11.5 shows, the proportion of households living in poverty rose in the
1980s. It fell in the 1990s, but by the beginning of the new millennium it
was only back to where it had been in 1980. Since population growth has
continued throughout this period, many more Latin Americans are living
in poverty than at the start of the debt crisis.

The assumption that the NEM would improve equity was not entirely
flawed. The elimination of the inflation tax did have a positive impact, as
the reduction in poverty in Brazil after 1994 showed. The targeting of social
spending could also be very beneficial, as the case of Chile demonstrated
in the 1990s. However, exports were not generally intensive in unskilled
labor. Primary products continued to be intensive in natural resources and
manufactured goods were usually intensive in skilled labor. The result was
an increase in real wages for skilled workers rather than for the unskilled.

This is one reason why income distribution has failed to improve in Latin
America. The region went into the debt crisis with some of the highest
indicators of inequality in the world, but the NEM did little or nothing
to change this. Chile, the most successful new paradigm country, enjoyed a
reduction in the Gini coefficient71 in rural areas in the 1990s, but suffered an
increase in urban areas. The reverse was true of Mexico. Brazil, the country

69 There is a growing literature on this topic. See, for example, Morley (1995), Bulmer-Thomas (1996),
Berry (1998), Ganuza (2000), and Stallings (2000).

70 See Morley (2000).
71 The Gini coefficient is the best known measure of income distribution varying from zero (compete

equality) to one (complete inequality).
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Table 11.5. Percentage of households below poverty line: 1980, 1990,
and 2000

Circa 1980 Circa 1990 Circa 2000

Argentinaa N/A 12 16
Boliviaa N/A 49 42
Brazil 39 41 30
Chile N/A 33 18
Colombia 39 50 49
Costa Rica 22 24 18
Dominican Republic N/A N/A 32b

Ecuadora N/A 56 58
El Salvador N/A 48c 44
Honduras N/A 75 74
Mexico 32 39 38
Nicaragua N/A 68 65
Panama 36 36 24
Paraguaya 42d 41
Uruguaya 9 12 6
Venezuela 22 34 44
Latin America 35 41 35

a Urban area.
b 1997.
c 1995.
d 1994.
Source: 1980 date from ECLAC (2001), pp. 64–5; 1990 and circa 2000 from
CEPAL (2001), pp. 221–222.

with the most unequal distribution of income in Latin America, saw its Gini
coefficient rise in both urban and rural areas in the 1990s.72

The most impressive Latin American performance has been in terms
of inflation stabilization. This has been a success story with only minor
qualifications, as Table 11.6 makes clear. Given the long history of chronic
inflation in many countries before 1980, this is all the more remarkable.
Furthermore, as was shown earlier, the impact of adjustment programs in
the 1980s at first exacerbated inflationary pressures through the impact of
currency depreciation, increases in sales taxes and the ending of subsidies
on the price level.

The fall in inflation rates at the beginning of the 1990s was mainly at-
tributable to real exchange-rate appreciation.73 The inflows of capital led
to currency overvaluation that reduced inflation, but undermined external

72 Figures on the Gini coefficient in rural and urban areas in Latin America can be found in CEPAL
(2001), Tables 23 and 24, pp. 237–9.

73 See Devlin, Ffrench-Davis, and Griffith-Jones (1995).
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Table 11.6. Variations in consumer price index (%)

1993 1994 1995 1996 1997 1998 1999 2000

Argentina 7.4 3.9 1.6 0.1 0.3 0.7 −1.8 −0.7
Bolivia 9.3 8.5 12.6 7.9 6.7 4.4 3.1 3.4
Brazil 2489.1 929.3 22.0 9.1 4.3 2.5 8.4 5.3
Chile 12.2 8.9 8.2 6.6 6.0 4.7 2.3 4.5
Colombia 22.6 22.6 19.5 21.6 17.7 16.7 9.2 8.8
Costa Rica 9.0 19.9 22.6 13.9 11.2 12.4 10.1 11.0
Dominican Republic 2.8 14.3 9.2 4.0 8.4 7.8 5.1 9.0
Ecuador 31.0 25.4 22.8 25.6 30.6 43.4 60.7 91.0
El Salvador 12.1 8.9 11.4 7.4 1.9 4.2 −1.0 4.3
Guatemala 11.6 11.6 8.6 10.9 7.1 7.5 4.9 5.8
Haiti 44.4 32.2 24.8 14.7 15.6 7.5 9.7 19.0
Honduras 13.0 28.9 26.8 25.3 12.7 15.6 10.9 10.1
Mexico 8.0 7.1 52.1 27.7 15.7 18.6 12.3 9.0
Nicaragua 19.5 14.4 11.1 12.1 7.3 18.5 7.2 9.9
Panama 0.9 1.3 0.8 2.3 −0.5 1.4 1.5 0.7
Paraguay 20.4 18.3 10.5 8.2 6.2 14.6 5.4 8.6
Peru 39.5 15.4 10.2 11.8 6.5 6.0 3.7 3.7
Uruguay 52.9 44.1 35.4 24.3 15.2 8.6 4.2 5.1
Venezuela 45.9 70.8 56.6 103.2 37.6 29.9 20.0 13.4
Latin America 876.6 333.1 25.8 18.2 10.4 10.3 9.5 8.7

Source: ECLAC (2001), p. 743.

competitiveness at the same time. The classic example is provided by
Argentina, where the rate of inflation fell from over 50 percent a month
at the beginning of 1991 to an annual rate of 0.1 percent by 1996 (see
Table 11.6). However, the cost for Argentina in terms of lost competitive-
ness was high. The real exchange-rate appreciated by anything from 30
percent to 50 percent depending on which domestic price deflator is used.

A fall in inflation due to currency overvaluation is not sustainable.
However, inflation rates remained low even when real exchange rates depre-
ciated. The reasons were both economic and psychological. Tight fiscal and
monetary policies allowed the authorities to compensate for the impact of
currency falls, while trade liberalization lowered tariffs and increased com-
petition in the tradeable goods sector at the same time. Inflation reduction
also had a psychological component. Inflationary expectations were broken
in the first half of the 1990s, allowing governments to phase out indexation
and making it less likely inflation would return.

This section has concentrated on the traditional measures of macroeco-
nomic performance: growth, equity, and inflation. However, the two decades
after 1980 witnessed an important change in Latin America that consoli-
dated a trend beginning even earlier. This was the demographic transition,
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under which the fall in death rates beginning in the 1920s was finally
matched by a fall in death rates. Thus, the main Latin American countries
faced a more manageable annual increase in population, although a number
of the smaller countries such as Honduras and Nicaragua remained stuck
in the first phase of the demographic transition (high birth rates and low
death rates).

Latin America and globalization

Latin America began the process of adjustment to globalization in the mid-
1980s. The objectives were not only to counter the negative impact of the
debt crisis, but also to reverse the disengagement of the region from the
world’s product and factor markets. This reversal had been a consequence
of several decades of inward-looking development coupled with a growing
hostility to foreign direct investment.74

The goal of countering the negative impact of the debt crisis has been
only partially successful. Latin America did succeed in extricating itself
from the debt overhang represented by commercial bank loans, but at the
expense of a huge increase in bond indebtedness. In part this was due to
the exchange of bank loans for bonds under the Brady Plan, but it was also
due to the ease of tapping the international bond market in the 1990s.

The bond markets proved just as fickle as commercial creditors. Capital
flowed to Latin America in abundance when global liquidity was strong,75

but the inflow proved vulnerable to events over which Latin America had no
control. The Mexican financial crisis in 1994 affected all of Latin America
although the circumstances in other countries were very different. The Asian
financial crisis in 1997 and the Russian default the following year proved
to be the catalyst for a rise in the country risk premiums in Latin America
despite the lack of synchronization in the real economies of emerging
markets. Last, but not least, the terrorist attack on the United States in
September 2001 led to an increase in risk aversion and a flight to quality
from which Latin America inevitably suffered.

Adjustment to globalization has therefore not ended Latin America’s
debt problems, although they now take new forms. Debt in the 1990s
increased faster than nominal GDP, leading to a rise in the debt/GDP
ratio. Similarly, the increase in the dollar value of exports was in many cases
insufficient to reduce the debt–service ratio (interest plus amortization as
a share of exports). The rate of domestic saving rose, but capital formation
needed to rise as well as a result of the neglect of investment in the 1980s.

74 The literature on globalization is vast. For a critique, see Stiglitz (2002).
75 See Devlin, Ffrench-Davis and Griffith-Jones (1995).
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Thus, the gap between domestic savings and investment remained leading
to a need for foreign resources.76

The second objective – integration into global product and factor mar-
kets – was also only partially successful. The share of trade (exports plus
imports) in GDP rose, but this only meant that trade was growing faster
than GDP. Given the bias against exports and imports under ISI, this rising
trade ratio was hardly surprising. More relevant is Latin America’s share of
world exports.

This share increased after 1990, but the rise is entirely explained by
Mexico. Indeed, when Mexico is excluded from the Latin American figure,
the ratio fell after 1990. Just as disturbing is the failure of all the Latin
American integration schemes, excluding NAFTA, to increase world mar-
ket share of exports in the 1990s. Latin America’s export performance may
have been superior to what had gone before, but it still did not measure up
against the competition from outside – particularly East Asia.

Mexico’s outstanding export performance has many explanations. On the
supply side, competitiveness was increased through tax reform (including
tariff reductions) and the adoption (after 1994) of a flexible exchange-rate.
Yet these measures were common to almost all countries in the region.
What was different in Mexico’s case was the demand side. Even before
NAFTA was launched, Mexico had become increasingly integrated into
the North American economic space with many firms taking investment
decisions on a regional rather than national basis. Direct foreign investment
linked Mexico to its northern neighbor and Mexican firms began to acquire
a presence in the United States.

Mexico’s trading links with the United States proved so strong that
they dominated all Latin America’s trade links. In the decade from 1988
to 1998, Latin America’s exports to the United States grew at 14 percent
a year compared with U.S. imports from all sources of 7.8 percent. By
contrast, Latin America’s exports to the European Union, Japan and other
industrial countries grew more slowly than their imports from all sources.
Thus, Latin America’s share of U.S. imports increased – mainly due to
Mexico – while its share of other markets declined. These other markets
were of little importance to Mexico, but of much greater significance for
the rest of Latin America.

Latin America’s integration into world product markets was therefore
disappointing. However, there was one notable exception – the drugs trade.
Despite all efforts at interdiction, including crop spraying, financial sup-
port for substitutes, and draconian measures against money laundering, the
export of narcotics from Latin America continued unabated. A decline in
production in one country simply led to an increase in another; a clampdown

76 On the weakness of domestic saving in Latin America, see Reinhart (1999).
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on distribution through one channel always led to the emergence of other
conduits. A few voices were heard calling for legalization of the drugs trade,
but the importing countries were not yet ready for such drastic steps.

Latin America’s integration into global factor markets was more success-
ful than its integration into product markets. By the end of the 1990s the
region’s share of global direct foreign investment had risen to about 10
percent – more than double what it had been a decade before – and DFI
was spread around the region, attracted not just to Mexico but to other
countries as well. The region was also well represented – perhaps too well –
in the global bond market where Argentina alone accounted for 25 percent
of all emerging market debt by 2000.

The other global factor market (labor) remained subject to major re-
strictions, although this had not prevented widescale migration from Latin
America to other parts of the world – notably the United States. Migra-
tory movements were also important within Latin America; Bolivians and
Paraguayans, for example, formed a large part of the Argentine labor force
by the end of the century and Nicaraguans represented at least 10 percent of
the Costa Rican population. These labor movements led to a massive flow
of remittances to relatives in Latin America as well as to a modest transfer
of technology.

Where Latin America still lags far behind is in the knowledge economy.
Its educational deficit remains severe despite high-level recognition in the
1990s of the need for accelerated investment. The use of the Internet is at
very low levels compared with developed countries. By the beginning of the
new millennium, there were only 34 personal computers per 1,000 people
compared with 229 in the Eurozone and 311 in the United States. Signs of
a productivity revolution inspired by the New Economy, as in the North
America, were conspicuous by their absence.

Thus, the long march toward globalization has not brought the benefits
many expected. Growth rates have been disappointing and remain below
those before 1980 in most countries. The region has opened up to foreign
trade, but the basis for Latin America’s renewed integration into the world
economy remains unclear. Labor is abundant, but it is not cheap compared
with many countries in Asia. Capital is scarce domestically and can only
be obtained from abroad at high cost. The region is still rich in natural
resources, but the pattern of world demand and residual protectionism
does not favor agricultural exports. That leaves mining exports and it is
a sad comment on 500 years of economic history that Latin America’s
comparative advantage is still seen by many to lie with precious metals and
other minerals.
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Conclusions

The economic development of Latin America since independence is a story
of unfulfilled promise. Despite the abundance of natural resources and a
favorable ratio of land to labor, and after nearly two centuries of freedom
from colonial rule, not one republic has achieved the status of a developed
country. Furthermore, the gap between living standards in Latin America
and those in the developed countries has steadily widened since the early
nineteenth century, when – by some accounts – the subcontinent was the
most prosperous of the developing-country regions.1

Even though the collapse of Iberian rule ended restrictions on commerce,
Latin America continued to operate in a world in which rules were made
by others. Unable to break into the charmed circle of advanced capitalist
countries, Latin America has remained a peripheral region in which external
influence has been preeminent. Trade cycles, investment and consumption
patterns, the accumulation of debt, and the transfer of technology have
all been driven by forces over which Latin America has exercised little
control. Even during the period of inward-looking development, the ability
of external events to shape internal dynamics was powerful.

Peripheral status has often been used to explain Latin American back-
wardness.2 Other countries faced the same constraints, however, and still
managed to transform their position while abiding by the rules of the
game. The United States, a peripheral country at the beginning of the nine-
teenth century, had overtaken Great Britain in terms of living standards by
the beginning of the twentieth century through a productivity revolution
based on technology and investment.3 The Scandinavian countries had seen
their economies transformed through export-led growth based on primary

1 Estimates of GDP per head at the beginning of the nineteenth century, admittedly crude, suggest
that Latin America was the richest of the now Third World regions. See Maddison (2001), Tables
A1-c, A2-c, A3-c, and A4-c.

2 See, for example, Frank (1969), Cardoso and Faletto (1979), and, with a more nuanced perspective,
Furtado (1976). A critical evaluation of such views can be found in Kay (1989).

3 By 1913, GDP per head in the United States was nearly 10 percent higher than in the United
Kingdom. See Maddison (2001), p. 185.
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products by the beginning of the twentieth century.4 Public support made
it possible for the Industrial Revolution to spread to a number of central
European countries in the late nineteenth century.5 The British dominions
achieved record levels of exports per head to raise living standards through-
out their economies.6 Japan exchanged its military prowess for an industrial
machine that conquered the world after 1945.7 Newly industrialized coun-
tries (NICs) in East Asia exploited the opportunities for labor-intensive
manufactured exports made possible by the rapid growth of world trade af-
ter 1950.8 A handful of smaller countries (e.g., the Bahamas) have recently
raised living standards to developed-country levels on the back of service
exports.9

In isolation each of these examples could be dismissed as a special case.
Taken together, however, they demonstrate that escape from the periphery
has always been possible. External constraints may have been formidable,
but never overwhelming. Thus Latin America can find little consolation in
the lessons to be derived from world economic history. Indeed, free of
formal colonial rule, most Latin American countries have enjoyed a degree
of independence denied to many nations that did indeed escape peripheral
status. Thus the main reasons for the relative backwardness of Latin America
are to be found within the region itself.10

Latin America’s economic development since independence falls rela-
tively easily into two distinct, but partially overlapping phases, followed
by a third, which has only recently begun. The first corresponds to tra-
ditional export-led growth based on primary products. Slow to begin, it
reached its apex in the first decade of the twentieth century and faded away
in the wake of the Great Depression. The second corresponds to inward-
looking development. Based on import substitution, which had begun in
the larger republics late in the nineteenth century, it peaked in the quarter-
century after the Second World War. A third phase, shaped by globalization,
became dominant after the debt crisis of the 1980s.

Timing has not been kind to Latin America. The region’s experiment
with traditional export-led growth gathered momentum in almost inverse
proportion to the relative advantage enjoyed by primary products over

4 See Blomström and Meller (1991), Chapters 2, 4, 6, and 8.
5 See Berend (1982), Chapter 5.
6 Lewis (1989), pp. 1574–81, is an illuminating comparison between Argentina and two dominions

(Australia and Canada). See also Cortés Conde (1997).
7 See Ohkawa and Rosovsky (1973), Chapter 2.
8 See Lin (1988), where East Asian and Latin American performances are contrasted.
9 On long-run economic performance in the Caribbean, see Bulmer-Thomas (2001b) and Nicholls

(2001).
10 This is not to deny that negative external shocks have been important at times, but over the long

run it is difficult to sustain the thesis that the influence of external factors has been persistently
negative.
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manufactured goods in international trade. Changes in the industrial struc-
ture and consumption patterns of the developed countries, together with
technical progress in reducing primary commodity inputs per unit of out-
put, had shifted international trade in favor of manufactured goods by the
end of the nineteenth century.11 The climax in inward-looking develop-
ment was reached as the world economy embarked on a period of sustained
and rapid growth in international trade.

Timing is not simply a matter of chance, however. The slow progress in
the nineteenth century reflected the delays so many countries encountered
in removing the obstacles on the supply side of export expansion. Inward-
looking development was prolonged far beyond what had at first been
justified by turmoil in international markets. The scope for the promotion of
nontraditional exports had been apparent long before it became fashionable
in the region. Firms and individuals may have been responsive to price
signals, but the signals themselves did not always reflect the changes in the
world economy. The absence of some markets, the segmentation of others,
and inconsistent public policies meant that relative prices were slow to
move into line with the opportunities provided by the world economy.

The first phase of Latin America’s postindependence development was
based on primary-product exports. Rapid growth was expected to trans-
form the entire economy, increasing productivity in the nonexport sector
and leading to a rise in income per head. Judged by this standard, export-led
growth was generally a failure. By the late 1920s, after a century of exper-
imentation with different export products, most Latin American countries
were recording negligible growth rates. Indeed, in a few cases there may
even have been a decline in living standards.

The modest growth record can be seen in Table 12.1. By the end of
the 1920s gross domestic product (GDP) per head varied from $121 to
$592 (at 1970 prices), with the majority of countries squeezed into the
bottom of the range. Income per head at the time of independence (at 1970
prices) must have fallen in a range from $100 (the subsistence level) to
$300.12 However, modern scholarship suggests that most of Latin America,
favored by generous land–man ratios and hospitable climates, was above the
subsistence level at the time of independence, so the range can be narrowed
to the upper section of the band ($150 to $300).13 This gives a matrix of

11 For much of the nineteenth century the growth of trade in primary products and in manufactured
goods had been comparable. By 1913, however, trade in manufactured goods was growing much
faster. See Lewis (1978).

12 The current lowest level of income per head in the world (at 1970 prices), $100, can be considered
the subsistence level. The (price-adjusted) estimates in Bairoch and Lévy Leboyer (1981), Table 1.7,
suggest a maximum of $300 per head in Latin America at the time of independence.

13 Exports per head in Latin America in 1829–31 are estimated to have been twice as high as exports
per head for all Third World countries and some twenty times greater than for Africa and Asia. See
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Table 12.1. Annual rate of growth of GDP per head, circa 1820 to 1928
(in percentages)

GDP per head 1820s GDP per head (in 1970 prices)a

1928 (in 1970
Country prices) 150 200 250 300

Argentina 571 1.3 1.1 0.8 0.6
Brazil 160 0.1 −0.2 −0.4 −0.6
Chile 501 1.2 0.9 0.7 0.5
Colombia 158 0.1 −0.2 −0.4 −0.6
Costa Rica 219 0.4 0.1 −0.1 −0.3
Cuba 298 0.7 0.4 0.2 0
Ecuador 152 0 −0.3 −0.5 −0.7
El Salvador 121 −0.2 −0.5 −0.7 −0.9
Guatemala 195 0.3 0 −0.2 −0.4
Honduras 223 0.4 0.1 −0.1 −0.3
Mexico 252 0.5 0.2 0 −0.2
Nicaragua 189 0.3 −0.1 −0.3 −0.5
Peru 163 0.1 −0.2 −0.4 −0.6
Puerto Rico 468 1.1 0.9 0.6 0.4
Uruguay 592 1.4 1.1 0.9 0.7
Venezuela 197 0.3 0 −0.2 −0.4
Latin America 262 0.6 0.3 0.1 −0.1

Note: The growth rates have been calculated using different assumptions about the level of
GDP per capita in the 1820s, ranging from $150 to $300.
a Data are assumed to refer to 1828, so annual rate of growth is calculated over 100 years.
Source: For GDP per head, 1928, see Table A.3.2.

possible annual growth rates from which only a handful of countries emerge
with any credit. The vast majority saw only the most modest rise in living
standards, so the gap between living standards in Latin America and the
developed countries increased steadily.14

At the root of the failure of export-led growth was the slow growth of
exports. As the engine of growth within the export-led model, the export
sector needed to grow rapidly to raise average living standards throughout
the economy. Yet, with rare exceptions, export growth was either modest
or cyclical until the sustained boom at the beginning of the twentieth cen-
tury. Indeed, the first half-century of independence was marred by repeated
failures in many republics to seize the opportunities that foreign trade pre-
sented. Sometimes the commodity lottery was to blame, pushing resources
into exports that subsequently declined in importance; often the problem

Bairoch and Etemard (1985), Table 1.5, p. 27. Thus it is improbable that Latin American income
per head was close to subsistence level at the time of independence.

14 See Albala Bertrand (1993), Tables 2.1 and 2.4.
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was associated with a scarcity of factor inputs that could not easily be re-
solved through relative price changes; and nearly always the growth of the
export sector was impeded by infrastructure problems.

Export-led growth was not the same as rapid growth of exports, how-
ever. Nothing was automatic about the growth of the nonexport sector in
response to an export expansion, so the mechanics of the export-led growth
model could not be taken for granted. The commodity lottery could favor
the transfer of productivity gains from one sector to another, but it could
also undermine it. Furthermore, the nonexport sector faced many of the
same problems encountered by the export sector: lack of infrastructure,
scarcity of factors of production, and a shortage of complementary inputs.
The biggest problem of all, however, was the growth of the internal mar-
ket. Translating expansion of the export sector into effective demand for
the products of the nonexport sector was not a simple matter when internal
transport links were so dismal and when labor markets were artificially dis-
torted to prevent real wages from rising. Foreign penetration of the export
sector – particularly minerals – further reduced the stimulus to the nonex-
port economy associated with any given rise in exports.15

The difficulties encountered in transforming the nonexport sector were
well illustrated by the manufacturing sector. By the First World War the
export engine had begun to fire in all republics, but modern industry could
be found in only a handful. Whereas the Scandinavian countries had seen
the emergence of firms providing the capital goods and other inputs needed
by their export sectors, Latin American republics were heavily dependent
on imports to meet the same demand. The rapid rise of the export sector
in the British dominions had contributed to the emergence of factories
providing finished goods for the local market, but in most of Latin America
these purchases were satisfied by a combination of cottage industry and
imports. In relation to its size and income per head, Latin America was
underindustrialized before the First World War.16

Many obstacles had to be overcome before modern manufacturing could
take root. The supply of energy was inadequate, transport costs for inputs
and outputs were usually high, and the machinery had to be imported. Yet
this was no different from the problem facing those peripheral countries
(such as Romania and Switzerland) in which modern manufacturing was
becoming established. What was different was official neglect. The ideology
of Ricardian comparative advantage was taken seriously, the exchange of
primary-product exports for manufactured imports was considered optimal,
and state intervention favored the export sector. Occasional efforts to provide
a measure of industry protection through tariff increases were countered by

15 A good analytical treatment of these issues can be found in Lewis (1989).
16 This was particularly true of Argentina. See Chapter 5, n. 78.
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fluctuating real exchange rates, which could lower the cost of imports faster
than customs duties were raising them, and an almost complete absence of
credit facilities.

Where modern industry had been established, it was always high cost
and usually inefficient.17 Manufactured exports were possible only under
the artificial circumstances provided by war and other disruptions to nor-
mal trade channels. Primary export substitution,18 based on the export of
labor-intensive manufactured products, was almost completely unknown
in Latin America, whereas it contributed handsomely to the escape from
the periphery of a number of other primary-product-exporting countries.
Despite access to cotton at world prices and real wages at a fraction of British
costs, the textile industry in Latin America had difficulty replacing imports
from developed countries, yet alone generating a surplus for export.

One route to higher living standards under traditional export-led growth,
favored particularly in Scandinavia, was an increase in domestic value added
from processing primary products. Yet, despite the modest nature of cascad-
ing tariffs19 and other trade-distorting devices in the nineteenth century,
few examples of vertical integration within Latin American countries exist.
Many of the primary exports returned transformed within imported finished
products. Sometimes, as in the case of steel products based on iron ore, this
was understandable. Often, as in the case of garments made from wool, it
was less easy to justify. Only in Argentina, where the trade in live cattle
and wheat gave way to chilled meat and flour, was there a serious attempt
to capture the value added associated with each stage of the product chain.

The Argentine example showed that export-led growth could work well
in the Latin American context. Argentina had been relatively slow to start
its impressive export expansion, and there were numerous defects in the way
the export-led model functioned, but the mechanics of export-led growth
did not work flawlessly anywhere. Most countries that were peripheral at
the beginning of the twentieth century regarded Argentina as a legitimate
model, envying its wealth of commodity exports and diversified markets.
Despite the relatively low level of industrialization, by the beginning of the
twentieth century Argentina had achieved a level of income per head that
attracted immigration from all over the world. Furthermore, the standard

17 “Inefficiency” is used in many different senses by economists. Here it refers both to the absence of
allocative efficiency – a result of distorted factor prices – and to technical inefficiency; that is, the
failure to maximize output for given inputs.

18 The phrase “primary-export substitution,” first coined by Ranis (1981), refers to the policy switch
in some East Asian countries in the late 1950s in favor of exporting simple manufactured goods
that until then had been subject to import-substituting industrialization (ISI).

19 The tariff is said to be “cascading” when it rises in proportion to the degree of processing of
the imported product. Such a tariff encourages exporting countries to ship their products in an
unprocessed form and (even more important) provides a disincentive for exporting manufactured
goods based on local natural resources.



Economic history of Latin America, second edition398

of living was much more securely based in Argentina than in neighboring
Uruguay, where rapid urbanization and a welfare state rested uneasily on
an unchanged level of exports per head.

If Argentina was the undisputed success story during the first phase
of postindependence development, the opposite was true in the second
(inward-looking) phase. Yet there was nothing inevitable about this, and,
indeed, the relative decline of the Argentine economy was not widely ap-
parent until the 1950s. Poised on the threshold of developed-country status
in the 1920s, Argentina will now have to continue to wait to join the club
to which it has so long aspired. Although agricultural protectionism in
the developed countries hurt Argentina badly, it was the accumulation of
(avoidable) policy errors during the inward-looking phase that finally led
to the republic’s fall from grace.

The inward-looking phase in Latin America has acquired an almost myth-
ical status as a result of the strong desire of contemporary social scientists
to contrast it (unfavorably) with the modern version of export-led growth.
Although much of this criticism is justified, it should not be exaggerated.20

Inward-looking development was a legitimate response to the turmoil in
international markets after 1913. The problem was that the phase began
too slowly in Latin America and went on for too long. In the 1930s and
even the 1940s the export-led growth model was still seen as providing
the only coherent long-run option in many republics. Thus inward-looking
development did not become the paradigm for the region until world trade
had started to expand rapidly after the Second World War. The opportunity
cost of the inward-looking model then became increasingly high, as the ad-
vantages to be reaped from international specialization were abandoned in
favor of growing protection.

Although the costs of the inward-looking model eventually proved ex-
cessive, the benefits at first appeared substantial. The annual rate of growth
of real GDP per head (see Table 12.2) increased for virtually all republics
under inward-looking development compared with the rates estimated for
the export-led growth phase (see Table 12.1). Many republics attained the
1.5 percent annual increase in real income per head in the half-century
before 1980 that could have been regarded as a legitimate target in the
nineteenth century. The goalposts had been moved, however. In mature
capitalist countries (such as the United States) the long-run rate was now
close to 2 percent, and the newly industrialized countries of Europe secured
increases that were closer to 3 percent.21

20 One of the few objective assessments of the ISI model (throughout the developing countries) can be
found in Bruton (1989).

21 Some of these countries (e.g., Finland, Greece, Hungary, and Spain) tripled the value of real GDP
per head between 1950 and 1970. See Bairoch and Lévy-Leboyer (1981), Table 1.4.
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Table 12.2. Annual rate of growth of GDP
per head, circa 1928 to 1980 (in percentages)

Country GDP growth rate

Argentina 1.2
Brazil 2.9
Chile 1.3
Colombia 2.0
Costa Rica 2.2
Cuba 2.2
Ecuador 2.4
El Salvador 1.6
Guatemala 1.5
Honduras 0.6
Mexico 2.6
Nicaragua 0.8
Peru 2.7
Puerto Rico 3.2
Uruguay 1.0
Venezuela 3.6
Latin Americaa 2.1

a Based on the listed countries, with the exception
of Puerto Rico.
Source: Table A.3.2.

Judged by this more exacting standard, only a handful of Latin American
countries (Brazil, Mexico, Peru, Puerto Rico, and Venezuela) recorded an
adequate performance, and almost all of them had performed badly during
the period of traditional export-led growth. Furthermore, none of the coun-
tries that had done best under export-led growth could be included among
the success stories of inward-looking development. Indeed, if Argentina,
Chile, Cuba, and Uruguay had sustained a long-run rate of growth of 3 per-
cent a year (as happened in a few countries) throughout the inward-looking
phase, they would have reached developed-country status before the advent
of the debt crisis.22

It is tempting to look for some causal explanation in the inverse relation-
ship between country performance in the two phases. Republics (Brazil?)
that had done least well under export-led growth were perhaps more will-
ing to sacrifice export interests on the altar of inward-looking development;
countries with successful export sectors (Cuba?) may have been more reluc-
tant to abandon a tried-and-true formula. Well-entrenched export groups
could be relied on to provide a spirited defense of their commercial interests,

22 In the 1980s Argentina and Uruguay, for example, would have had a level of real GDP per head
close to $3,000 (at 1970 prices) – comparable to the level in a number of European countries.
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and the emerging industrial sector would find more room to maneuver in
a country with fragmented export interests. In order to overcome the resis-
tance of a previously successful export sector (Argentina?), extreme measures
may have been required that destabilized the economy or offered such huge
incentives for inward-looking development (Uruguay?) that major price
distortions were introduced. This line of analysis should not be pursued too
far, however. Counterexamples exist, and many countries performed poorly
during both phases.

The inward-looking phase favored the larger economies with their big
domestic markets. The new activities promoted by import substitution
were generally subject to economies of scale, so unit costs varied inversely
with the length of production runs. Yet the optimal plant size tended to
rise over time, and the delay in adopting inward-looking policies could be
costly. Small factories were set up in the 1950s and 1960s throughout Latin
America with suboptimal production levels and high unit costs; the same
establishments might have been able to compete internationally if they had
been founded a generation earlier.

The inward-looking phase saw the emergence of modern industry in
all republics. The ratio of manufacturing net output to GDP rose rapidly,
even in the smaller republics, but this was little consolation. Protected by a
tariff wall that became progressively higher, the new factories often required
additional nontariff barriers to satisfy the domestic market. As competition
from imports vanished, pressure to improve quality and design dissipated.
Competition among domestic producers might have relieved the situation,
but oligopoly was much more common, with barriers to entry provided by
high initial capital costs.

Oligopoly was associated with a high rate of return on capital in many
branches of industry, an incentive for both foreign and domestic capital,
but it did not lead to the research and development associated with high
economic rents in developed countries. Subsidiaries of multinational com-
panies, unlike their counterparts in developed countries, faced no internal
or external threat to their dominant market position; domestic firms were
usually content to follow the example set by the industry leaders. As a re-
sult, most of the change in output could be explained by increases in factor
inputs with little increase in total factor productivity.23 Sources-of-growth
analysis for the larger countries has shown that the productivity of capital
during the inward-looking phase hardly changed at all.24

This was an inadequate basis for shifting industrial production toward the
world market once the trade in manufactured products began to accelerate

23 Total factor productivity measures the output per unit of all factor inputs. This means it is necessary
to take a (weighted) average of the factor inputs.

24 See Elı́as (1992) for a rare application of sources-of-growth analysis to the major Latin American
republics. On factor productivity growth in the twentieth century, see Hofman (2000).
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after the Second World War. Export pessimism endured longer in Latin
America than could possibly have been justified by the remaining pockets
of protection in the advanced capitalist countries, and the lessons from the
East Asian NICs were at first dismissed as irrelevant. Latin America played
virtually no part in reshaping the rules of international trade after the war,
despite having been on the winning side, and the General Agreement on
Tariffs and Trade (GATT) was seen as a club for rich countries.

The regional-integration experiments of the 1960s were an attempt to
overcome the limitations of the inward-looking model. Inspired in part
by the success of the European Economic Community, the Latin American
versions lacked the political commitment and vision that emerged in Europe
from the ashes of two world wars and the loss of millions of lives. The erosion
of national sovereignty and the implicit tax on consumers of agricultural
products were regarded by European decision makers as an acceptable price
to pay for internal security and external industrial competitiveness. Latin
America aspired to the benefits, but it was not prepared to meet the costs.
By the 1970s regional integration had degenerated into artificial schemes
for promoting multinational investments, although intraregional trade –
much of which enjoyed no privileges – continued to rise.

If the Great Depression and the Second World War finally crippled the
export-led growth model, the debt crisis of the 1980s ended the inward-
looking phase. No amount of import compression could release the resources
needed to service debts and expand production. The tentative measures
already adopted in support of nontraditional exports were strengthened,
and new schemes were adopted throughout the region to shift resources
back to the export sector. Trade was liberalized, and firms were at last
forced to compete against imports. The ratio of exports to GDP finally
began to rise again.

It is difficult to evaluate the new model and its impact on Latin Amer-
ica, since it has not been in operation very long, but some of the problems
can already be identified. Some of the more successful countries during the
inward-looking phase (Brazil?) have found it relatively harder to adopt the
discipline associated with the new model. Many of the “nontraditional”
exports under the new model have become “traditional” and are facing the
same problems their more venerable predecessors encountered. The com-
modity lottery may be less important now than it was in the past, but natural
resources (in an unprocessed form) are still subject to low income elastic-
ities and price competition from synthetic products. There is still great
reluctance to complete the processing of primary products in the country
of origin, and high-technology manufactured exports are still confined to a
few larger countries.

The secular boom in world trade after 1950 was quite exceptional – a
golden age in response to the accumulation of trade restrictions over the
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previous two decades. Even if the trade pessimists are wrong, world exports
should not be expected to rise again at their golden-age rate. The conclusion
of GATT’s Uruguay Round at the end of 1993 and the launch of the Doha
Round in 2001 were considerable achievements, but they did not herald the
end of trade frictions. Thus the new export-led growth model will need to
harness the stimulus from trade more efficiently if the nonexport sector is to
be transformed. The commodity lottery may have declined in importance,
as manufactured goods slowly replace primary products in the export list,
but the mechanics of export-led growth are as important as ever.

Harnessing the engine of growth, whether it has been the export sector
or import-substituting industry, to ensure the development of the rest of
the economy has always been difficult in Latin America. In the presence of
formidable barriers – physical, economic, and financial – the initial stim-
ulus has often withered away before reaching low-productivity activities
in distant regions. Public policy has rightly been seen as crucial in the
destruction of these barriers.

The policy environment has also been important in nurturing the engine
of growth itself. The swashbuckling entrepreneur who cut a swath through
the tropical jungle in pursuit of profit may have captured the imagination
of the outside world,25 but no foreign capitalists and very few domestic
ones have ever invested a cent before the ground rules have been agreed
on with the government. If the public sector was at first unable to provide
adequate infrastructure, credit, or basic inputs, it could still offer land,
labor legislation, and tariff concessions. The emergence of an engine of
growth was usually intimately linked to these changes in public policy,
and very few powerful export sectors or even import-competing complexes
arose spontaneously in Latin America.

These sectoral policies have a long, and often successful, history in Latin
America. Meat in Argentina, coffee in Guatemala, and oil in Venezuela are
all commodities for which the policy framework was a vital ingredient in the
emergence of a dynamic export sector in the first phase of postindependence
development. Basic industry in Brazil, textiles in Colombia, and maquilado-
ras in Mexico are examples from the second phase. Export-processing zones
(EPZs) in the Caribbean Basin are examples from the third phase. Although
failures (e.g., coffee in nineteenth-century Honduras) did occur, successes
were numerous. The state had sufficient control over resources to influence
their allocation and often simply responded to pressure from the private
sector in favor of particular activities.

The exchange-rate has played a leading part in the evolution of sectoral
policies. Fluctuating real effective exchange rates have been a powerful and

25 See, for example, the biography of Minor Cooper Keith, founder of the United Fruit Company, by
Stewart (1964).
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transparent instrument for shifting resources into or out of chosen sectors.
Currency movements have sometimes backfired, driving resources out of
privileged areas as a result of unintended appreciation. Yet this has only
reinforced public and private awareness of the effectiveness of exchange-rate
policy. Since independence it has been the single most important instrument
controlled by the authorities. This has remained true even during periods
of fixed nominal exchange rates, under the gold, silver, or dollar standard,
because real exchange rates can change rapidly.

The sectoral dimension of public policy has always been the easiest part.
The policy framework has contributed to the (often substantial) economic
rents in the favored sector. As signs of exhaustion emerged in the engine
of growth, the need to invest these rents in other areas with higher social
rates of return became paramount. Taxation could have played a leading
role in easing the transfer. Yet fiscal policy has been quite inadequate in
Latin America throughout its postindependent history. The result has been a
tendency toward inertia in the allocation of resources, with favored activities
retaining their privileged position long after it was socially justified. Perhaps
the best example is coffee, which remains one of the leading exports from
Latin America after nearly a century in which world supply has shown an
irresistible tendency to outstrip demand.

Inadequate fiscal resources and antiquated tax structures have usually
prevented Latin American governments from making the modest expendi-
tures needed to increase the flexibility of the economic system. Potentially
productive regions remained trapped by the almost complete absence of
communications, unable to develop an agricultural surplus and provide a
market for industrial goods. Illiteracy has remained a scourge for much
of the postindependence period, hindering technological progress and dis-
couraging innovation. Labor productivity growth has been restrained by
inadequate expenditure on disease control and a health system geared to
the needs of the upper deciles.26

Sometimes the pressure to increase public expenditure has overcome the
inhibitions resulting from insufficient revenue. Where capital markets were
undeveloped and foreign borrowing was restricted, the results invariably
were monetary expansion and inflation. Such episodes were usually short
lived in the first phase of development, even though Argentina, Brazil, and
Chile had already acquired an inflationary reputation by the end of the
nineteenth century. Hyperinflation was also not unknown, although this
phenomenon was always associated with war or civil war before the 1940s.
Generally, however, Latin American governments accepted the constraints
on public spending implied by modest tax revenues in the first phase of

26 The health subsidy per household in Colombia, for example, was 26 percent higher for the top
quintile than for the bottom quintile, according to one definition. See Selowsky (1979), pp. 94–7.



Economic history of Latin America, second edition404

development. Indeed, the suspension of debt-service payments was a more
common response than monetary expansion to the gap between revenue and
expenditure.

The second phase of development was associated with the spread of in-
flation. The new model generated shifts in demand that could not easily
be accommodated within the relatively inflexible systems inherited from
the first phase. The structuralists were correct in drawing attention to these
bottlenecks that contributed to inflationary pressures. The relative decline
in the importance of foreign supply and the absolute decline in imported
consumer goods meant, however, that monetary lack of discipline was more
likely to be punished by domestic price increases. The monetarist case for
orthodox monetary policy and flexible prices could not easily be dismissed.

Even during the second phase of development many Latin American
republics sustained low inflation rates and exchange-rate stability. Not un-
til the 1980s did inflation become endemic in the region, with virtually
all countries suffering from double-digit annual rates and with episodes of
hyperinflation more common. Inflation, however, played havoc with Latin
America’s attempts to integrate into global product and factor markets,
while undermining the economic reforms. Inflation stabilization programs
in the 1990s were helped by the impact of capital inflows on the real
exchange-rate, bringing a permanent adjustment to moderate rates of in-
flation in most countries.

The losers from inflation acceleration in the 1980s were the poor: In-
come inequality increased in many countries, and the absolute numbers
of people living in poverty rose. Poverty (both absolute and relative) and
inequality have been constant features of the Latin American landscape in
the postindependence period, however; Latin America has been scarred by
gaps in living standards between the poorest and richest that have given it a
reputation (almost certainly deserved) as the region with the most unequal
distribution of income in the world.

Throughout its independent history Latin America has been marked
by extremes of inequality – in the distribution of income and wealth and
even between regions within the same country. Inequality has brought a
concentration of power, with the state reflecting the interests of the dom-
inant group. Under such circumstances change has often been achieved
only through violence, and economic development has suffered accord-
ingly. High rates of investment, favored in theory by inequality, have been
comparatively rare, and the rich have consumed a higher proportion of
their income than have their counterparts abroad. The gap between private
investment and the rate of capital formation required to increase living stan-
dards rapidly was filled by the public sector after the Second World War,
but this stretched the resources of the state beyond the limits of prudence.
The process collapsed in the 1980s.



Conclusions 405

The problem of inequality was inherited from the colonial period, in
which the distribution of assets (principally land) favored a concentration
of income. Fiscal policy, as in all countries at that time, did not aim at re-
distribution, and the transfers to the poor through Church wealth were too
modest to make much of an impact on income inequality. Only in Costa
Rica, where the abundance of land and absence of labor made family farming
the only option, were income and wealth more equally distributed.27

The first phase of economic development after independence provided
an opportunity to correct the inherited problem of inequality. An export-
led growth model based on labor-intensive primary products at a time of
labor scarcity was a potentially powerful formula for altering the relative
returns to factors of production and for shifting the distribution of income
in favor of the lower deciles. Capital was also scarce, however, and the
owners of land (joined later by foreign investors) became the owners of
the new capital, controlling the dynamics of export-led growth. The labor
market was subject to coercion, and access to land was artificially restricted
to produce a labor force for the expanding sectors at a fixed or even lower
real wage. Currency depreciation became an additional device for lowering
real costs in the export sector without the need to engage in coercion.

Market forces were therefore manipulated to undermine the shift in the
distribution of income that should have occurred in the first phase of de-
velopment, and state intervention exacerbated the problem. The inherited
problem of wealth inequality was made worse by land grants from the pub-
lic domain and concessions to the owners of capital – domestic and foreign –
which again concentrated income in the upper deciles. The privatization
of Church wealth – an additional opportunity to redistribute income and
improve equality – was yet another occasion on which the rich and powerful
were able to add to their holdings of land, even thwarting the redistributive
intentions of certain governments.28

The second, inward-looking, phase may have led at first to an improve-
ment in the distribution of income in some countries (not enough statistics
are available for anyone to be certain). The shift of resources from low-
productivity agriculture and cottage industry to sectors protected from
international competition by high tariffs, coupled with the spread of urban
trade unions and mass political parties, was a potent cocktail while labor
scarcity remained widespread. However, the emergence of a labor surplus
throughout Latin America after the Second World War undermined what
little progress had been made. By the end of the second phase income and

27 Costa Rica’s egalitarianism, however, did not survive the disappearance of the land frontier. By the
late twentieth century the distribution of income was only marginally more equal in Costa Rica
than in the rest of Latin America.

28 This was clearly the case during the reform period in Mexico under Benito Juárez.
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wealth were demonstrably concentrated in the upper deciles, and Gini coef-
ficients were sliding into higher and higher bands.

The third phase of development, once again based on exports, began with
an opportunity to improve the distribution of income and wealth through
privatization of state assets. Like Church wealth in the nineteenth century,
however, state assets in the late twentieth century have been transferred
overwhelmingly to the upper deciles. Defense mechanisms to prevent a
concentration of ownership have broken down, much state property has
been sold at prices that do not reflect its market value, and few attempts
have been made to ensure that the proceeds of sale are used by government
agencies to improve the position of the lower deciles. Privatization may
still be desirable on efficiency grounds, but the opportunity for decreasing
inequality has been lost. Meanwhile, the new model of export-led growth
has not led to a transfer of income shares from rich to poor, although in
many countries it has reduced the proportion of household living in poverty.

For most of the postindependence period, therefore, the dynamics of the
dominant model of economic development have either preserved the exist-
ing level of inequality or have exacerbated it. Countervailing forces have
usually depended on state intervention, and public policy in Latin America
in the twentieth century has often had a redistributive dimension. Its im-
pact, however, has been much more limited. The orthodox instruments at
the disposal of the state have been blunt and ineffective; the unorthodox ins-
truments have tended to produce political chaos and counterrevolution. It
has been an unpleasant dilemma.

The biggest disappointment has been fiscal policy. Used to great effect
by developed countries, fiscal policy in Latin America has had only the
most modest impact on the distribution of income. Marginal rates of direct
taxation may have exceeded average rates, but dependence on indirect taxes
has given the fiscal system a regressive character. The small number of
income-tax payers has made it difficult to alter post-tax income on the
revenue side. Any hope that social expenditure could be targeted on the
poor has been frustrated by the ability of the middle and even upper classes
to reap most of the benefits from spending on health, education, and social
security. The lowest deciles have remained outside the system, lacking voice
and political influence,29 with their major gain to be found in the spread
of primary education.

One of the problems with fiscal policy has been the constant need to con-
sider its other functions in the design of redistributive policy. Taxation plays
many roles, in addition to redistributing income, and expenditure must be
financed by domestic or foreign resources, with numerous implications for
resource allocation. Only oil-rich Venezuela has been able to use the fiscal

29 On the concept of “voice,” see Hirschman (1981).
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system primarily as a tool for redistributing income without much consid-
eration of efficiency and private-sector incentives. Budget deficits caused
by expenditures targeted on the poor have led to fiscal imbalance, so the
targeted group has been often punished with accelerating inflation.

Unorthodox policies in favor of redistribution have been subject to no
such restrictions.30 Designed to “soak the rich,” they have usually been
effective in the short run but counterproductive in the long run. The
massive redistribution of income under Juan Domingo Perón contributed
to the crisis in Argentine society in the subsequent forty years. The Chilean
experiment under Salvador Allende ended in military dictatorship. The
Peruvian one under Alan Garcı́a led to hyperinflation. In the end the poor
in Nicaragua suffered more under the Sandinistas than they had under the
Somoza dynasty. Although the Cuban experiment under Castro has endured,
it is by no means certain that gains have outweighed losses.

The prospects for improvement in income distribution remain poor until
the demographic transition has eliminated Latin America’s labor surplus.
That will take time. The crude birth rate will not fall into line with the death
rate until the middle of the twenty-first century, although the gap has been
narrowing. Unorthodox remedies remain problematic, so any improvement
in the medium term will require a strengthening of orthodox policies. This
serves to underline the case for fiscal reform and a change in the pattern of
public expenditure – both areas that need priority research.31

If the state has been relatively passive (and ineffective) in distribution, it
has been more active in the sphere of production. Not all of the monopolies
inherited from the colonial authorities were sold off, the embryonic bank-
ing sector had to be nurtured by the state, and even nineteenth-century
railways often had a public-sector component. The twentieth century saw
an expansion into public utilities, mining, basic industries (including oil
refining), and communications, and even agriculture and construction have
experienced state involvement. Direct state participation in production has
been complemented by an array of indirect measures to promote output
and to affect the allocation of resources among the different branches of the
economy.

Such an active role for the state, during a period in which the state has
usually been relatively weak and little more than an expression of the class
interests of the dominant groups, would have been unthinkable without
acceptance by the private sector. Indeed, most state intervention – certainly
before the 1970s – can be attributed to the market failures that tend to
arise in poor countries with limited infrastructure and few producers. The
state may have been prepared to compete with foreign private interests

30 See Ascher (1984) for accounts of several unorthodox redistributive programs in Latin America.
31 Both the World Bank and the Inter-American Development Bank began to give much higher

priority to fiscal reform and poverty reduction at the beginning of the 1990s.
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(as with nineteenth-century railways) or even expropriate them (as with
twentieth-century oil), but the private domestic sector was generally assured
of sufficient economic space to develop its own interests without direct
competition from the public sector.

Although market failures have been widespread in Latin America, for
most of its history the state has lacked the resources with which to respond.
Thus state intervention before 1940 was in fact much more modest than
activist ideology might have suggested.32 As soon as the resources at the
disposal of the state have increased, governments have tended to expand the
range of their activities. The inconvertible sterling balances controlled by
Perón were an open invitation to purchase British properties after the Second
World War. Oil rents extracted by the Venezuelan state since 1940 have
provided the lubricant for penetrating virgin territory. Access to seemingly
unlimited foreign resources in the 1970s was an irresistible temptation for
virtually every government.

State intervention has now gone into reverse as the public sector with-
draws from areas it invaded after 1940.33 A more traditional relationship has
been restored, with the state subject to fiscal restraint and scarce resources.
Only a few “sacred cows” remain, protected above all by their ability to
create and transfer rents to the public sector.

The profitability of the private sector remains highly sensitive to state
intervention in the broadest sense, however. In the first phase of develop-
ment the profitability of the export sector often hinged on the matrix of
instruments controlled by the state. Indeed, with volatile world markets,
state intervention was seen as essential to protect the private sector from
the inevitable fluctuations implied by peripheral status. Coffee valorization
in Brazil was a public response to a private-sector crisis: Export (and im-
port) duties were varied in line with the needs of the export sector. Public
infrastructure was geared to the needs of primary products. In the second
(inward-looking) phase, private profitability was perhaps even more sensi-
tive to the level at which public instruments were set. The exchange-rate,
tariffs, quotas, and licenses were usually a more important guide to success
or failure in the import-competing sector than were intrafirm decisions on
the allocation of resources and investment.

The state, therefore, has neither wished nor been able to withdraw from
the production arena, as favored by the classical liberals. On those occasions
when the state has been forced by its weakness to remain essentially passive,
the result has been not so much an explosion of private sector initiative as an
absence of new activity. Indeed, the delay in promoting export growth (let
alone export-led growth) in so many nineteenth-century Latin American

32 See Whitehead (1994).
33 The state has even withdrawn from some areas (e.g., public utilities) invaded before 1940.
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countries can be attributed in part to the failure of the state to address even
the most minimal requirements of the export sector.

Although state intervention has generally complemented and encouraged
private investment, it has not produced competition. On the contrary, the
formal sector in Latin America has been subject to imperfect competition,
oligopolistic structures, and (on occasion) outright monopoly. Where there
has been a mass of sellers, as in some branches of agricultural production,
they have usually faced a limited number of buyers. Indeed, each link in
the processing chain has tended to be associated with an increase in concen-
tration. Only in the urban informal sector, a relatively recent phenomenon,
have competition and a large number of buyers and sellers been a normal
state of affairs.

Oligopoly and market concentration are not necessarily the enemy of
economic progress. The long-run keys to development and a higher standard
of living are capital accumulation, technical progress, and an increase in total
factor productivity – all associated in many countries with firms that enjoy
market power. Although allocative efficiency is undermined by imperfect
competition, oligopoly has been associated in many countries with economic
rents that have made possible a faster long-run rate of growth. However
“perfect” competition may be in the urban informal sector, it is difficult to
believe that this is the route to a rapid increase in living standards through
total factor-productivity growth.

Latin America’s oligopolistic structures may have yielded above-normal
profits and substantial economic rents, but they have not traditionally
been associated with technical progress, investment booms, or total factor-
productivity growth.34 Rents in the primary-product export sector were
diluted through consumption expenditures in the capitals of Europe, with
long-run profitability assured by land abundance and a pliant state; supra-
normal profits during the inward-looking phase were often transferred
abroad, with profitability guaranteed by the absence of international com-
petitors. The stimulus to use the rents productively, so manifest in the
United States in the nineteenth century or in Japan since the Second World
War, has been absent.

The transfer of assets to the domestic private sector, whether through
alienation of church wealth, expropriation of foreign property, or privati-
zation of state assets, has never been used to enhance the competitive envi-
ronment. Instead, new (often family-based) conglomerates have emerged to
challenge the hegemony of established groups and join the charmed circle
with influence and power over state decisions. The rent-seeking tactics of
the inward-looking phase, based on the transfer of state privileges from

34 The slow rate of technical progress and the low level of research and development is the main theme
of a major study of Latin American economic backwardness in Fajnzylber (1990), Chapter 2.



Economic history of Latin America, second edition410

one group to another, are now being replaced by rent-creating strategies
based on access to international markets and cost reductions. Yet the new
phase of development will be no more successful than its predecessors un-
less a way can be found to transform rents into technical progress and total
factor-productivity growth.

It is unrealistic to expect all Latin American republics to perform equally
well in the new phase. The losers easily outnumbered the winners from the
first phase of development; if the second phase produced a greater number
of successes, failures – some quite spectacular – were still numerous. No
single formula can ever guarantee a favorable outcome for all members of
this particular club. Yet it would be surprising indeed if the third phase
were not associated with a rapid rise in living standards in some Latin
American republics, bringing their GDP per head up to the level of the
poorer developed countries by the middle of the twenty-first century. That
is the ray of hope to which those who still live in crushing poverty must
turn their gaze. Yet, even if the goal is clear, the route forward is uncertain.
Those countries that stumble through the incompetence, corruption, or
greed of their elites can expect to be severely punished. That is the warning
the privileged must heed.



APPENDIX 1

Data sources for population and
exports before 1914

Population

The quality of population census data in nineteenth-century Latin America leaves much
to be desired. Enumeration was often incomplete, the Indian population was occasionally
ignored, and the margin of error was substantial. All estimates of total population must
therefore be regarded with caution. However, twentieth-century scholarship has done much
to remedy the deficiencies of nineteenth-century statistics. As a result figures exist for Latin
American countries from the mid-nineteenth century onward, which can be combined to
give estimates for all of Latin America at various intervals. For present purposes I chose the
years 1850, 1870, 1890, and 19121.

For most of the period before the First World War, Puerto Rico was part of the Latin
American community, and Panama did not exist as an independent country. In the interests of
consistency, I therefore included figures for Puerto Rico after 1898 (following its annexation
by the United States), and I continued to include Panama in the Colombian figures after
1903 (following its declaration of independence from Colombia).

Table A.1.1 gives the population figures for the relevant years. The 1850 data are from
Sánchez-Albórnoz (1986), p. 122, with the exception of the five Central American republics,
for which the data were taken from Woodward (1985), p. 478, and reflect more recent
scholarship on Central American population figures. For later years the main source is
Mitchell (1993), with intercensal years interpolated using the implied geometric annual
rate of growth. The exceptions are the Dominican Republic, Haiti, and Uruguay, where
interpolation has been made on the basis of the figures in Sánchez-Albórnoz (1986), p. 122.
For the other countries (Australia, Canada, New Zealand, and the United States) I used
Mitchell (1993). The interested reader should also consult Maddison (2001), Table A2-f,
p. 198, which provides estimates of population growth rates for a sample of countries from
1820–70 and for all countries from 1870 onward.

Exports

The figures on exports for nineteenth-century Latin America are varied. Some countries (e.g.,
Brazil and Chile) have complete and consistent series; others (e.g., Haiti and Honduras) have

1 For 1900 and 1910, there is a complete set of population statistics in Thorp (1998), Appendix Table
1.1, p. 313.
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Table A.1.1. The population of Latin America, circa 1850 to circa 1912
(in thousands)

Country Circa 1850 Circa 1870 Circa 1890 Circa 1912

Argentina 1,100 1,793 3,366 7,333
Bolivia 1,374 1,495 1,626 1,866
Brazil 7,230 9,808 14,334 24,386
Chile 1,443 1,943 2,600 3,414
Colombiaa 2,200 2,819 3,610 5,363
Costa Rica 101 137 228 355
Cuba 1,186 1,459 1,617 2,364
Dominican 146 242 400 729

Republic
Ecuador 816 1,013 1,257 1,708
El Salvador 366 493 785 1,107
Guatemala 847 1,080 1,331 1,772
Haiti 938 1,150 1,409 1,860
Honduras 230 265 355 570
Mexico 7,662 9,100 11,282 14,262
Nicaragua 274 337 379 558
Paraguay 350 221 350 565
Peru 2,001 2,568 2,972 4,561
Puerto Rico 495 667 835 1,152
Uruguay 132 286 621 1,144
Venezuela 1,490 1,752 2,305 2,387
Latin America 30,381 38,628 51,662 77,456
Australia 786 1,609 3,067 4,545
Canadab 2,546 3,790 4,975 7,591
New Zealand 27 246 617 1,076
United States 23,192 39,818 62,948 94,569

a Includes Panama.
b Includes Newfoundland.
Sources: The 1850 data are from Sánchez-Albórnoz (1986), p. 122 (excluding Central
America) and Woodward (1985), p. 478 (for Central America). For later years and for
non–Latin American countries, the main source is Mitchell (1993), with intercensal years
interpolated using the implied geometric annual rate of growth. The exceptions are the
Dominican Republic, Haiti, and Uruguay, for which interpolation has been done on the
basis of the figures in Sánchez-Albórnoz (1986), p. 122.

only the most partial data. In addition, data are presented in a variety of currencies, which
must be converted into a common unit of account (I chose the U.S. dollar). This requires
knowledge of the relevant exchange rates which – for the nineteenth century – is not always
simple to acquire.

In order to calculate figures on exports per head (as used in Chapter 3), it was necessary
to construct estimates of exports for the same years as for population: 1850, 1870, 1890,
and 1912. In view of the fluctuations in exports from year to year, I used three-year averages
wherever possible. In four cases (Puerto Rico in 1850; Cuba, Honduras, and Paraguay in
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Table A.1.2. Latin American exports, circa 1850 to circa 1912 (three-year
averages, in thousands of US$)

Country Circa 1850 Circa 1870 Circa 1890 Circa 1912

Argentina 11,310 29,667 109,000 454,420
Bolivia 7,500 12,916 20,200 34,625
Brazil 35,850 83,880 136,977 346,828
Chile 11,308 27,625 52,750 152,750
Colombiaa 4,133 18,600 20,533 32,800

Costa Rica 1,150 2,900 8,633 9,612
Cuba 26,333 67,000b 90,000 153,000
Dominican 500 1,200 3,233 11,300

Republic
Ecuador 1,594 4,133 5,833 13,496
El Salvador 1,185 3,586 5,301 9,229
Guatemala 1,404 2,655 10,030 12,871
Haiti 4,499 7,425 14,166 11,300
Honduras 1,125 951c 2,874 2,668
Mexico 24,313 21,276 50,000 152,883
Nicaragua 1,010 1,178 3,833 6,051
Paraguay 451 1,582d 2,990 4,833
Peru 7,500 25,834 9,910 43,000
Puerto Rico 6,204e 6,421 9,167 46,242
Uruguay 7,250 13,333 27,667 57,600
Venezuela 4,865 11,961 19,050 25,026
Latin America 159,484 344,123 602,147 1,580,534
Australia 13,000 101,833 161,833 395,333
Canadaf 16,325 77,132 107,825 393,833
New Zealand 578 23,882 47,700 106,333
United States 162,000 400,000 859,667 2,307,000

a Includes Panama.
b Datum is for 1877.
c Datum is for 1882.
d Datum is for 1879.
e Datum is for 1844.
f Includes Newfoundland.

1870) it was not possible to form an estimate of exports. In these four cases I estimated exports
for the nearest available year and calculated exports per head by adjusting the population
figures (again using interpolation). Annual growth rates for exports or exports per head used
in Chapter 3 reflect this difference in the choice of base or terminal year.

The figures for exports (in U.S. dollars) are given in Table A.1.2. The sources used are
so numerous that they are listed separately below.2 Information is given not only on the
source for each year but also on the original currency (a) and on the exchange rate used to

2 The interested reader should also consult Maddison (2001), Table F-1, p. 360 and, for post-1900
data, Thorp (1998), Appendix VI.
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convert primary data (where appropriate) into U.S. dollars (b). Note that exchange rates are
expressed as units of domestic currency per U.S. dollar, except for the pound sterling/U.S.
dollar rate, which is given as the number of U.S. dollars per pound (assumed to equal five
throughout the 1850–1912 period). The data on exports per head (see Table 3.5) were then
obtained from Table A.1.1 and A.1.2.

Argentina

1850. Mulhall and Mulhall (1885). (a) Gold pesos. (b) 1.
1870. Mitchell (1993). (a) Gold pesos. (b) 1.
1890. Mitchell (1993). (a) Gold pesos. (b) 1.
Cortés Conde (1985), Table 14, p. 365, contains a lower (unofficial) estimate for exports in

1880–90.
1912. Mitchell (1993). (a) Paper pesos. (b) 2.27. See Mills (n.d.), pp. 200–1.

Bolivia

1850. Klein (1992), Table 2, p. 320, for average silver production in 1840–9 and 1850–9
(I used the average of the two periods). Peñaloza Cordero (1983) for silver price in 1850
in U.S. dollars. I then assumed that silver constituted two-thirds of all exports in 1850.

1870. Based on growth of silver production, using Klein (1992), Table 2, p. 32. I assumed
that the 1870 figure was equal to the average of 1860–69.

1890. Bureau of the American Republics (1892a) contains an unofficial U.S. dollar estimate,
which is more reliable than the official estimate.

1912. Mitchell (1993). (a) Bolivianos. (b) 2.57. See Mills (n.d.), pp. 200–1.

Brazil

For all years, Leff (1982). (a) Pounds sterling. (b) 5.

Chile

1850. Palma (1979), Appendix 11. (a) Constant (1900) pounds sterling. I have adjusted the
figure to current pounds using the UK wholesale price index in Appendix 3 of the same
source. (b) 5.

All other years. Mitchell (1993). (a) Gold pesos. (b) 2.666. See Mills (n.d.), pp. 200–1.

Colombia

1850, 1870, and 1890. Urrutia and Arrubla (1970), using McGreevey’s unofficial U.S. dollar
series (including gold).
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1912. Mitchell (1993) excludes gold, so it could not be used. Instead, I used Levine (1914),
Eder (1912), and League of Nations (1926). (a) Gold pesos. (b) 1. For 1912 I added in
the figure for Panama. See Mitchell (1993).

Costa Rica

1850. Molina (1851). (a) Pesos. (b) 1.
1870. Mitchell (1993). (a) Pesos. (b) 1.
1890. Mitchell (1993). (a) Pesos. (b) 1.50. See Bureau of the American Republics (1892b).
1912. Mitchell (1993). (a) Pesos. (b) 2.15. See Young (1925).

Cuba

1850. Mitchell (1993). (a) Pesos. (b) 1.
1870. Mitchell (1993). (a) Pesos. (b) 1. The datum is for 1877.
1890. Mitchell (1993). (a) Pesos. (b) 1. The datum is for 1892 (assumed to be the same as

in 1890).
1912. Mitchell (1993). (a) Pesos. (b) 1.

Dominican Republic

1850. No official estimate exists. Exports per head are assumed to be 70 percent of Haitian
figure.

1870. Mitchell (1993). (a) Pesos. (b) 1. The datum is for 1872 (assumed to be the same as
in 1870).

1890 and 1912. Mitchell (1993). (a) Pesos. (b) 1.

Ecuador

1850. Rodrı́guez (1985), p. 191. The datum is the average of 1847 and 1853. (a) Sucres. (b)
1.

1870. Rodrı́guez (1985), p. 197. (a) Sucres. (b) 1.
1890. Mitchell (1993). (a) Sucres. (b) 1.428. See Bureau of the American Republics (1892c).
1912. Mitchell (1993). (a) Sucres. (b) 2.05. See Mills (n.d.), pp. 200–1.

El Salvador

1850. Lindo-Fuentes (1990). (a) Pesos. (b) 1.
1870. Lindo-Fuentes (1990). (a) Pesos. (b) 1.
1890. Lindo-Fuentes (1990). (a) Pesos. (b) 1.267. See Young (1925).
1912. Mitchell (1993). (a) Colones. (b) 2.42. See Young (1925).
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Guatemala

1850. Mitchell (1993). (a) Pesos. (b) 1. The datum is for 1851 (assumed to be the same as
in 1850).

1870. Mitchell (1993). (a) Pesos. (b) 1.
1890. Mitchell (1993). (a) Pesos. (b) 1.39. See Young (1925).
1912. Mitchell (1993). (a) Gold pesos. (b) 1.

Haiti

1850. Benoit (1954). I used quantity of coffee exports multiplied by the Brazilian export
unit value in dollars – see IBGE (1987) – and assumed that coffee represented 88 percent
of total exports – see St. John (1888), pp. 328–32.

1870. Benoit (1954). The same as for 1850, but assuming that coffee is 80 percent of total
exports.

1890. Bureau of the American Republics (1892d). (a) U.S. dollars.
1912. Pan-American Union (1952). (a) U.S. dollars.

Honduras

1850. Squier (1856). (a) U.S. dollars.
1870. Molina Chocano (1982). (a) Pesos. (b) 1. The datum is for 1882.
1890. Molina Chocano (1982). (a) Pesos. (b) 1.428. See Young (1925). The datum is for

1889 (assumed to be the same as in 1890).
1912. Mitchell (1993). (a) Gold pesos. (b) 1. Smuggled exports are thought to have been

important. See Bureau of the American Republics (1904).

Mexico

1850. Herrera Canales (1977), p. 161. (a) Pesos fuertes. The figure for 1828 is 14,488,793
pesos fuertes; for 1856, 28,000,000 pesos fuertes. The implied annual rate of growth is
2.38 percent, and I used this to derive the 1850 figure. (b) 1.

1870. Average of 1870–2. Herrera Canales (1977), p. 161. (a) Pesos fuertes. (b) 1.
1890. Mitchell (1993). (a) Pesos. (b) 1.333. See Rosenzweig Hernández (1989), p. 174.
1912. Mitchell (1993). (a) Pesos. (b) 2 (fixed under the gold standard).

Nicaragua

1850. Woodward (1985). (a) U.S. dollars. The datum is for 1851 (assumed to be the same
as in 1850).

1870. Woodward (1985). (a) U.S. dollars. The datum is the average of 1870 and 1871.
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1890. Bureau of the American Republics (1892e) (a) U.S. dollars.
1912. Young (1925). (a) U.S. dollars. Mitchell (1993) could not be used because it excludes

gold.

Paraguay

1850. Bourgade (1892). (a) Pesos. (b) 1. The datum is the average of 1851, 1852, and 1853
(assumed to be the same as in 1850).

1870. Mitchell (1993). (a) Pesos. (b) 1. The datum is for 1879.
1890. Mitchell (1993). (a) Gold pesos. (b) 1.
1912. Mitchell (1993). (a) Gold pesos. (b) 1.

Peru

1850. Mitchell (1993). (a) Pesos. (b) 1. See Gootenberg (1989), p. 164. The datum is for
1851 (assumed to be the same as in 1850).

1870. Mitchell (1993). (a) Soles. (b) 0.8. See Gootenberg (1989), p. 164.
1890. Thorp and Bertram (1978), p. 334. (a) Pounds sterling. (b) 5.
1912. Mitchell (1993). (a) Soles. (b) 2. See Mills (n.d.), pp. 200–1.

Puerto Rico

1850. Dietz (1986), p. 18. (a) Pesos. (b) 1. The datum is for 1844.
1870. Dietz (1986), p. 18. (a) Pesos. (b) 1. The datum is the average of 1865 and 1874.
1890. Bergad (1983), p. 146. (a) Pesos. (b) 1. The datum is the sum of coffee and sugar.
1912. Clark (1975), p. 607. (a) U.S. dollars.

Uruguay

1850. Mulhall and Mulhall (1885), p. 580. The datum is the average for 1841–60. See also
Acevedo (1902), vol. 2, p. 146. (a) U.S. dollars.

1870. Mitchell (1993). (a) Pesos fuertes. (b) 1.
1890. Mitchell (1993). (a) Pesos fuertes. (b) 1.
1912. Finch (1981), p. 124. This is an unofficial estimate (the average of 1911 and 1913),

which is considered more accurate than the official values in Mitchell (1993).

Venezuela

1850. Bureau of the American Republics (1892h). (a) U.S. dollars. Imports and exports are
reversed by mistake in the source.
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1870. Bureau of the American Republics (1892h). (a) U.S. dollars. The datum is for 1872–3
(assumed to be the same as in 1870).

1890. Bureau of the American Republics (1892h). (a) U.S. dollars. The datum is the average
of 1889 and 1890.

1912. Mitchell (1993). (a) Bolı́vares. (b). 5.18. See Mills (n.d.), pp. 200–1.
All other countries are from Mitchell (1993).



APPENDIX 2

The ratio of exports to gross domestic
product, the purchasing power of

exports, and the volume of exports,
circa 1850 to circa 1912

The criteria used in Chapter 3 for measuring the success or failure of export-led growth
require information on the ratio of exports to GDP and the purchasing power of exports
before 1914. This appendix explains the methods I used to calculate the statistics.

The ratio of exports to GDP

Calculation of the required rate of growth of exports in equation (3.1) involves estimation
of the ratio of exports to GDP (w). Because w can be assumed to change over time, it is
necessary to estimate it at the beginning (circa 1850) and at the end (circa 1912) of the
period.

The ratio of exports to GDP is the same as the ratio of exports per head to GDP per head.
Table 3.5 provides data on exports per head in current dollars for all countries at different
time intervals, and Figure 5.1 provides data on GDP per head circa 1912 for fourteen
countries at constant (1970) dollars (see Appendix 3). Estimates for w in 1912 can therefore
be obtained by converting the GDP data to current dollars using a deflator obtained from
U.S. price indexes. See Mitchell (1993). Assuming that 1970 equals 100, the 1912 price
index can be calculated as 35. Thus the GDP data were converted to current dollars by
multiplying by 0.35. This allows calculation of w in 1912 for the fourteen countries that
provided GDP data. In the case of the other six countries (Bolivia, Dominican Republic,
Ecuador, Haiti, Paraguay, and Venezuela) it could safely be assumed that all had a level of
GDP per head in 1912 between the regional average and the lowest recorded rates (found in
Brazil, El Salvador, and Peru). This gave a range of between $40 and $80 in current prices,
and my final choice was made on the basis of a variety of indicators.

The estimates of exports per head, GDP per head, and w for 1912 are shown in Table
A.2.1. Because Latin America had been following export-led growth before 1912, it is safe
to assume that in almost all cases the estimate of w was higher at the end of the period
than at the beginning. The exception is Uruguay, where the stagnation of exports per head,
coupled with evidence of a rise in living standards, suggests that by 1912 w had fallen from
its previous level.

In Chapter 3 the criterion for the success or failure of export-led growth is whether or not
the rate of growth of exports exceeds the minimum required rate as indicated by Figures
3.1 and 3.2. The minimum rate is given, ceteris paribus, by the highest value for w. Thus
the estimates of export shares for 1912 are the most important, because (with the exception

419



Appendix 2420

Table A.2.1. The ratio of exports to GDP, w, 1850 and 1912 (based on current
prices, in US$)

Exports per GDP per head
Country w in 1850 head in 1912 in 1912 w in 1912 Range of w

Argentina 0.2 62.0 188 0.33 0.2–0.3
Bolivia 0.1 18.6 (60) 0.31 0.1–0.3
Brazil 0.1 14.2 44 0.32 0.1–0.3
Chile 0.1 44.7 140 0.32 0.1–0.3
Colombia 0.1 6.4 45 0.14 0.1–0.2
Costa Rica 0.2 27.1 76 0.36a 0.2–0.4
Cuba 0.3 64.7 148b 0.44 0.3–0.4
Dominican 0.1 15.5 (65) 0.24 0.1–0.2

Republic
Ecuador 0.1 7.9 (40) 0.20 0.1–0.2
El Salvador 0.1 8.3 39 0.21a 0.1–0.2
Guatemala 0.1 7.2 65 0.11a 0.1–0.2
Haiti 0.1 6.1 (40) 0.15 0.1–0.2
Honduras 0.1 4.7 67 0.07a 0.1–0.2
Mexico 0.1 10.7 78 0.14 0.1–0.2
Nicaragua 0.1 10.8 54 0.2a 0.1–0.2
Paraguay 0.1 8.6 (40) 0.22 0.1–0.2
Peru 0.1 9.4 37 0.25 0.1–0.3
Puerto Rico 0.2 40.1 118 0.34 0.2–0.3
Uruguay 0.4 50.3 195 0.26 0.3–0.4
Venezuela 0.1 10.5 (50) 0.21 0.1–0.2
Latin America 0.1 20.4 81 0.25 0.1–0.25

Note: Data in parentheses are estimated values.
a The export figure is for 1912, but the GDP figure is for 1920. This biases the estimate of w
downward. The bias has been taken into account in calculating the w range for Guatemala
and Honduras, the countries that are most affected.
b Because the estimate of GDP in Alienes (1950), as reported in Brundenius (1984), p. 140,
is in current prices, this measure was used in preference to deflating the constant price
estimate in Table A.3.2.

of Uruguay) they determine the maximum values for w. In setting the upper limit for the
w range, the numbers in Table A.2.1 were rounded up or down to correspond to the values
chosen for w in Figures 3.1 and 3.2.

The data required to estimate w in 1850 with accuracy are not available.1 However, the
figures on exports per head and the assumption that w was generally rising over time mean
that plausible assumptions can be made. The estimates in Table A.2.1 for 1850 refer to the
bottom end of the range for w (with the exception of Uruguay, which is assumed to have
had a higher ratio of exports to GDP in 1850 than in 1912).

1 There are crude estimates for a few countries. See Maddison (1995), p. 202 for Brazil and Mexico
and Dı́az, Lüders, and Wagner (1998), AE 16, for Chile.
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Table A.2.2. Price indices for imports, circa 1850 to circa 1912
(base year = 100)

United
Kingdom Brazilian Chilean Annual rate

export import import U.S. export of change
Years prices prices prices prices Average (in percentages)

1850–1870 119 115 118 n/a 117 +0.8
1870–1890 73 75 75 n/a 74 −1.5
1890–1912 108 136 161 113 130 +1.3
1850–1912 94 117 143 n/a 118 +0.3

Sources: For U.K. data, Mitchell (1988); for Brazilian data, IBGE (1987); for Chilean data,
Palma (1979); for U.S. data, Wilkie (1990).

The “guesstimates” of w for 1850, coupled with the data on exports per head in 1850,
can be used to obtain the implied levels of GDP per head in 1850 at current prices. For
Latin America as a whole this yields a level of GDP per head of around $50. Adjusted for
the (small) rise in U.S. dollar prices between 1850 and 1912, this implies a rate of growth
of real GDP per head in Latin America of 0.5 percent per year between 1850 and 1912.
Without any pretensions to accuracy, this figure seems plausible.

The purchasing power of exports

Chapter 3 uses estimates of the purchasing power of exports (PPE) at various points between
1850 and 1912. Because the PPE for any country is obtained by dividing the change in the
value of exports by the change in import prices, it can only be calculated if information is
available on each country’s import unit values. It is not unreasonable to assume that the
change in import prices (in dollar or sterling terms) was the same for all countries, however,
because they were purchasing similar goods from similar sources.

In Table A.2.2 a number of price indexes are presented for different time periods be-
fore 1912, each of which is an approximation to Latin America’s import unit values. The
unweighted average of the four indexes is then assumed to measure the change in Latin
America’s import prices, and the final column of the table shows the implied annual average
rate of change in each period. These are the adjustment factors that were applied to the rate
of growth of the value of exports in Table 3.4 to obtain the rate of growth of the PPE.

The volume of exports

A small number of countries provide sufficient information to calculate the rate of growth
of the volume of exports at different intervals before 1912. The results are shown in Table
A.2.3 for Argentina, Brazil, Chile, Cuba, Ecuador, Mexico, and Peru.2

2 See also Maddison (2001), p. 361, and Thorp (1998), p. 337.
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Table A.2.3. Rates of growth of the volume of exports, circa 1850
to circa 1912 (in percentages)

Country 1850–1870 1870–1890 1890–1912 1850–1912

Argentinaa n/a 5.2 5.2 5.2
Brazil 3.4 1.8 3.7 3.0
Chile 4.1 5.0 2.5 3.8
Cubab 5.6 0.3 4.7 3.5
Ecuadorc 2.7 2.5 3.7 3.0
Mexico n/a n/a 6.5 n/a
Peru 4.4 −4.5 7.2 2.5

a The dates are 1875–9 to 1890–4, 1890–4 to 1910–4, and 1875–9 to 1910–4.
b Based on sugar only.
c Based on cacao only.
Sources: For data on Argentina, Dı́az-Alejandro (1970); for data on Brazil, IBGE (1987);
for data on Chile, Palma (1979); for data on Cuba, Mitchell (1993); for data on Ecuador,
Rodrı́guez (1985); for data on Mexico, Rosenzweig Hernández (1989); for data on Peru,
Hunt (1973).

Comparison between the figures in Table A.2.3 and the rate of growth of the value of
exports reveals whether export prices were rising or falling. Only Cuba shows a marked
downward trend in prices, which is consistent with the evolution of sugar prices after 1850.
Elsewhere, the value of exports grew more rapidly than the volume of exports between 1850
and 1912, implying an increase in export prices. In the 1870–90 subperiod, however, export
prices appear to have fallen in Chile, Ecuador, and Peru.



APPENDIX 3

Gross domestic product per head,
1913, 1928, 1980, and 2000

The level of gross domestic product (GDP) per head is widely used to measure economic
performance, growth rates, and differences in the standard of living between countries.
Although all Latin American countries have produced estimates of GDP per head since 1950,
the information for earlier years is much less systematic. This appendix brings together all
of the available information as consistently as possible to provide statistics for 1913, 1928,
1980, and 2000.

The basic source is CEPAL (1978), which gives time-series data for all Latin American
countries (except Cuba and Puerto Rico) on GDP at factor cost using 1970 prices. The GDP
figures therefore differ from GDP at market prices because they exclude net indirect taxes.
The data on individual countries are in local currency (at 1970 prices) and can be converted
to U.S. dollars by using the appropriate exchange-rate. I have used annual average exchange
rates in 1970, as reported in World Bank (1983). These are shown in the first column of
Table A.3.1

These exchange rates are official and therefore differ from the purchasing-power parity
(PPP) exchange rates used in many international comparisons. PPP exchange rates are im-
portant in comparisons between developing and developed countries. They are less relevant
in comparisons between a group of relatively similar developing countries. Even so, PPP
rates, as reported by CEPAL (1978), are also given in Table A.3.1 They are uniformly lower
than official exchange rates, and the proportionate difference is shown in the third column.
This can be thought of as the adjustment factor that is needed to convert GDP per head at
official rates to GDP per head at PPP rates.1

Data on GDP per head are given in this appendix for 1913 (on the eve of the First World
War), for 1928 (on the eve of the Great Depression), for 1980 (on the eve of the debt crisis),
and for 2000. These benchmark data are then used for various purposes throughout this
book. CEPAL (1978) contains an estimate of GDP at factor cost in 1913 only for Argentina
and in 1928 only for Argentina, Brazil, Colombia, and Mexico. However, numerous other
official and unofficial calculations of GDP can be spliced onto the CEPAL time-series data
to give estimates for other countries in 1913 and 1928. Finally, it is possible to put together
crude estimates of GDP per head for Cuba and Puerto Rico, neither of which is included in

1 Thorp (1998), Appendix II, estimates the growth of GDP per head using data derived from PPP
exchange-rate. Maddison (2001), p. 195, does the same, although the number of countries before
1950 is smaller and prices are in 1990 U.S. dollars rather than 1970 U.S. dollars.
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Table A.3.1. Official and purchasing-power exchange rates, 1970 (per US$)

Official
exchange

Purchasing- rate/purchasing-
Official power parity power parity

Country exchange-rate exchange-rate exchange-rate Currency

Argentina 3.78 2.95 1.28 Peso
Bolivia 11.88 9.03 1.32 Peso
Brazil 4.59 4.14 1.11 New cruzeiro
Chile 0.0122 0.01 1.22 Peso
Colombia 18.44 10.68 1.73 Peso
Costa Rica 6.62 5.09 1.30 Colón
Dominican 1.0 0.87 1.15 Peso

Republic
Ecuador 25.0 14.0 1.79 Sucre
El Salvador 2.5 1.70 1.47 Colón
Guatemala 1.0 0.81 1.23 Quetzal
Haiti 5.0 3.99 1.25 Gourde
Honduras 2.0 1.75 1.14 Lempira
Mexico 12.5 8.88 1.41 Peso
Nicaragua 7.0 6.41 1.09 Córdoba
Panama 1.0 0.76 1.32 Balboa
Paraguay 126.0 85.41 1.48 Guaranı́
Peru 38.7 30.72 1.26 Sol
Uruguay 0.25 0.20 1.25 Peso
Venezuela 4.5 3.96 1.14 Bolı́var

Sources: Official exchange rates from World Bank (1983); purchasing-power parity exchange
rates from CEPAL (1978).

CEPAL (1978), so data exist for sixteen countries in 1913 and 1928.2 For 1980 and 2000
it is possible to estimate GDP per head for all twenty Latin American republics as well as
Puerto Rico.

The data for 1913 and 1928 for the sixteen countries are weighted by population to give
an estimate of GDP per head for Latin America. The estimates for Latin America in 1980
and 2000, however, are based only on the twenty Latin American republics. Puerto Rico,
which by 1980 had a GDP per head almost twice as high as the next-richest country (see
Table A.3.2), was excluded from the weighted average figure in order to avoid biasing the
estimate upward. Its inclusion would raise Latin American GDP per head by nearly 3 percent.

The data for 1980 are derived from World Bank (1983) except where indicated below.
The data for 2000 are derived from World Bank (2002a), using growth rates of GDP per
head at constant prices (1995 U.S. dollars). In the case of Cuba, the growth rate from 1980

2 Thorp (1998), Appendix II and Appendix IX, provides an estimate for Ecuador for 1913 and 1928
and for Venezuela for 1913. I have included these estimates is this Appendix, although they were
not used in the statistical analysis in Chapters 5 and 7.
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Table A.3.2. GDP per head at factor cost, 1913, 1928, 1980 and
2000 (1970 prices in US$ at official exchange rates)

Country 1913 1928 1980 2000

Argentina 537 571 1,044 1107
Bolivia 288 272
Brazil 125 160 691 747
Chile 399 501a 979 1739
Colombia 128 158 442 553
Costa Rica 218b 219 679 783
Cuba 390 298 948 859
Dominican 530 811

Republic
Ecuador 67 152 513 453
El Salvador 112b 121 278 299
Guatemala 185b 195 417 408
Haiti 137 77
Honduras 191b 223 307 293
Mexico 223c 252 972 1128
Nicaragua 155b 189 288 201
Panama 910 1113
Paraguay 620 564
Peru 106 163 649 579
Puerto Rico 338 468d 2,222e 3255e,f

Uruguay 557 592d 979 1154
Venezuela 114 197 1,237 910
Latin America 223 262 758 804

a Datum is for 1929.
b Data are for 1920.
c Datum is for 1910.
d Data are for 1930.
e Not included in the Latin American average.
f Datum is for 1997.

to 1990 was obtained from Thorp (1998), Appendix IX and for 1990 to 2000 from World
Bank (2002a).

The data for the four reference years are presented in Table A.3.2 The statistics can differ
from those found in other sources for a variety of reasons. First, wherever possible the statistics
refer to GDP at factor cost. This is lower than GDP at market prices because net indirect
taxes were excluded. It is also different from gross national product, national disposable
income, and other proxies for living standards. Second, the data in Table A.3.2 are sensitive
to the choice of base year. Venezuela’s GDP for example, would look much more impressive
if 1980 rather than 1970 were the base year, because it would reflect the huge rise in oil
prices in the 1970s. Third, the results are affected by the choice of the exchange-rate for
conversion of domestic currencies into U.S. dollars. Finally, not all sources use the same sta-
tistics on population, and this can cause the data to vary, particularly in earlier years.
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The sources and methods used for each country are listed below. In order to avoid rep-
etition, certain general features can first be mentioned. Wherever possible, the figures are
the three-year average of GDP at factor cost in domestic currency divided by the three-year
average of population divided by the exchange-rate. Thus, for example, 1928 is the average
of 1927 to 1929. The population data before 1980 were obtained from Wilkie (1974) unless
otherwise stated; the population data for 1980, from World Bank (1983), except for Cuba
and Puerto Rico. The population data for 2000 are from World Bank (2002a). The data
on the five Central American republics upto 1980 are taken from Bulmer-Thomas (1987),
Table A.3.2, adjusted to official exchange rates using the conversion factors derived from
Table A.3.1 For 2000, they are derived from World Bank (2002a).

Argentina

1913. CEPAL (1978).
1928. CEPAL (1978).
1980. World Bank (1983).
2000. World Bank (2002a).

Bolivia

1980. World Bank (1983).
2000. World Bank (2002a).

Brazil

1913. CEPAL (1978) for 1920, adjusted to 1913 by Haddad (1974).
1928. CEPAL (1978).
1980. World Bank (1983).
2000. World Bank (2002a).

Chile

1913. CEPAL (1978) for 1940, adjusted to 1929 by Palma (1984) and to 1913 by Palma
(1979).

1928. CEPAL (1978) for 1940, adjusted to 1929 by Palma (1984).
1980. World Bank (1983). The source gives GDP at market prices in 1977 prices; that

datum was converted to U.S. dollars at the 1977 exchange-rate (21.529) and then to
1970 prices, using the U.S. GDP deflator from 1970 to 1977 (0.65).

2000. World Bank (2002a).
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Colombia

1913. CEPAL (1978) for 1929, adjusted to 1913 by L. Zimmerman in Arme in Rijke Landen
(1964), as cited in Maddison (1991), Table 1.7, p. 6.

1928. CEPAL (1978).
1980. World Bank (1983).
2000. World Bank (2002a).

Cuba

1913. The datum is real national income per head and was obtained from Alienes (1950), as
reported in Brundenius (1984), Table A.2.1, p. 140, adjusted from current 1913 prices to
1970 prices by a weighted average of sugar and nonsugar prices. The change in the sugar
price (+7.79 percent) was obtained from League of Nations sources for 1913 and from
Inter-American Development Bank sources for 1970. The change in the nonsugar price
(+206 percent) was assumed to be the same as the change in U.S. wholesale prices. The
weights given to sugar and nonsugar prices were obtained from the shares of sugar (0.28)
and nonsugar (0.72) net output in GDP in 1913. See Brundenius (1984), Table A.2.1,
p. 140. That gave a weighted average rise in prices of 150 percent between 1913 and
1970; the increase was then applied to the estimate in current prices in Alienes (1950),
to give 1913 real national income per head at 1970 prices.

1928. The ratio of 1928 real national income per head (1926 prices) to 1913 real national
income per head (1926 prices) in Alienes (1950) was applied to the 1913 figure (see above)
to give 1928 real national income per head at 1970 prices.

1980. The datum was obtained by adjusting the 1970 figure for GDP per head in current
dollars – see Pérez-López (1991) – by the growth of real GDP between 1970 and 1980,
as reported in Brundenius and Zimbalist (1989), Table 5.8, p. 63.

2000. World Bank (2002a).

Dominican Republic

1980. World Bank (1983). The data refer to GDP at market prices.
2000. World Bank (2002a).

Ecuador

1980. World Bank (1983). The data refer to GDP at market prices. The source gives GDP
at 1975 prices; that datum was converted to U.S. dollars at the 1975 exchange-rate (25.0)
and then to 1970 dollars, using the U.S. GDP deflator between 1970 and 1975 (0.727).

2000. World Bank (2002a).
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Haiti

1980. World Bank (1983). The data refer to GDP at market prices. The source gives GDP
at 1976 prices; that datum was converted to U.S. dollars at the 1976 exchange-rate (5.0)
and then to 1970 dollars, using the U.S. GDP deflator between 1970 and 1976 (0.69).

2000. World Bank (2002a).

Mexico

1913 and 1928. Solı́s (1983), Table III-1, pp. 79–80, adjusted from 1960 prices to 1970
prices by the GDP deflator obtained by comparing Solı́s (1983) and CEPAL (1978) for
1970. The 1913 datum is for 1910.

1980. World Bank (1983).
2000. World Bank (2002a).

Panama

1980. World Bank (1983). The data refer to GDP at market prices.
2000. World Bank (2002a).

Paraguay

1980. World Bank (1983). The data refer to GDP at market prices. The source gives GDP
at 1977 prices; that datum was converted to U.S. dollars at the 1977 exchange-rate (126)
and then to 1970 dollars, using the U.S. GDP deflator between 1970 and 1977 (0.65).

2000. World Bank (2002a).

Peru

1913 and 1928. CEPAL (1978) for 1950, adjusted to 1913 and 1928 by Boloña (1981) as
reported in Maddison (1991), Table 1.7, p. 6. The 1928 datum refers to 1929.

1980. World Bank (1983). The data refer to GDP at market prices. The source gives GDP
at 1973 prices; that datum was converted to U.S. dollars at the 1973 exchange-rate (38.7)
and then to 1970 dollars, using the U.S. GDP deflator between 1970 and 1973 (0.86).

2000. World Bank (2002a).

Puerto Rico

1913. Assumes that GDP per head grew at 1.5 percent per year between 1913 and 1930.
1928. The figure is for 1930. Dietz (1986), p. 244, provides a table that was used to obtain

an estimate of 1950 GDP at 1970 market prices; that datum was then adjusted to 1940,
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using an index formed from net income at constant prices between 1940 and 1950. See
Dietz (1986), p. 205. That in turn was converted to 1930, using an index formed from
net dollar income in current prices between 1930 and 1940, assuming no change in prices
between 1930 and 1940. See Perloff (1950), Table 49, p. 160.

1980. Derived from Dietz (1986), Table 5.1, p. 244.
2000. World Bank (2002a).

Uruguay

1913. Assumes the same ratio to Argentina as in 1928.
1928. The datum is for 1930. CEPAL (1978) for 1935, adjusted by the change in real GDP

between 1930 and 1935. See Millot, Silva, and Silva (1973), Table 23.
1980. World Bank (1983). The source gives GDP at 1978 prices; that datum was converted

to U.S. dollars at the 1978 exchange-rate (6.125) and then to 1970 dollars, using the U.S.
GDP deflator between 1970 and 1978 (0.60).

2000. World Bank (2002a).

Venezuela

1928. CEPAL (1978) for 1936, adjusted by the change in real GDP between 1928 and
1936. See Rangel (1970), as reported in McBeth (1983), Table 17, p. 114.

1980. World Bank (1983). The data refer to GDP at market prices. The source gives GDP
at 1968 prices; that datum was converted to U.S. dollars at the 1968 exchange-rate (4.5)
and then to 1970 prices, using the U.S. GDP deflator between 1968 and 1970 (1.076).

2000. World Bank (2002a).
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Juárez, B., 47, 92

Kemmerer missions, 176, 189, 225
Keynes, J. M., 259
Keynesian theory, 247, 259
Knowledge economy, 357–391
Kondratieff waves, 55
Korean War, 253, 258, 264, 268, 275, 290
Kuznets effects, 55

LA14 countries
balance-of-payments problems, 285
CEPAL and, 287–288
export-led growth and, 280
IMF and, 285–286
industrial sector, 280
LA6 and, 281–282, 284
primary-product exports, 280
rural-urban migration, 280
world trade, 281–282

LA6 countries, 270
GDP and, 284
inward-looking countries, 270, 279, 281–282
LA14 and, 281–282, 284
manufacturing sector, 274
tariffs, 271
world trade and, 281–282

Labor force, 63, 100, 247–248, 311
agriculture and, 118, 120, 121
coercion in, 86
debt peonage, 90
division of labor, 129

domestic market, 16
DUA and, 118
exports and, 84, 91, 405
family, 94
female, 302
GDP and, 51
independence and, 30
Indian, 30
industrial sector, 222
informal sector, 6
labor costs, 87
landownership and, 93
low-productivity sector, 129–130
migratory movements, 86, 391
mining, 26
nonexport sector, 51, 66–67
productivity of, 62, 95, 123, 222, 403
real wages, 86, 90, 91
shortages, 89–90, 93, 127
slave labor, 26
strikes, 90
surplus, 407
training of, 100
underemployment, 152–153
unemployment, 302
urban areas, 302
wages, 40, 87
See also specific sectors, products

LAFTA. See Latin American Free Trade
Association

LAIA. See Latin American Integration
Association

Land ownership, 92, 123
church lands, 92
colonial period, 29
DUA and, 126
exports and, 95
hacienda and, 29
independence and, 29
inverse yield law, 310–311
land tax, 340
landownership, 91
productivity and, 124
reform and, 230, 241, 310–311
rents, 122
smallholdings, 94
tenure system, 13, 29, 126
urbanization and, 249

Land tax, 340
Languages, 1, 2
Latifundio farm, 126



Index474

Latifundistas, 138
Latin American Free Trade Association (LAFTA),

292–293
Andean Pact and, 293
CACM and, 295
CEPAL and, 292–293
intra-LAFTA trade, 297–298
tariffs and, 292–293

Latin American Integration Association (LAIA),
297

Law of Similars, 276
League of Nations, 174, 259
Lend-Lease program, 235–236
Less-developed countries (LDCs), 7, 293,

314–315
Liberalization, 293, 372

Argentina and, 384
balance of payments, 328, 380
Brazil and, 384
Chile and, 368
DFI and, 370
EP strategy and, 329
ES strategy and, 325, 327
export-led growth and, 367
IFIs and, 367–368
inflation and, 327
interest rates and, 328
Mexico and, 370
money supply and, 327
neo-liberalism and, 14
nineteenth century, 86
tariffs and, 325–327, 368, 369–370
U.S. markets and, 355

Liquidity problems, 357, 367, 376
Livestock. See also specific types
Living standards

depressed level of, 148
gaps in, 404
regional differences, 146
urbanization and, 306
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September 11 attack, 354–355, 389–390
Shipping, 39, 118
Silver, 22, 23, 34, 57, 58, 70, 79, 112, 216
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