Trade liberalization and industrial competitiveness:

The case of manufactured exports from Latin America

(preliminary draft)

A. Geske Dijkstra

Institute of Social Studies
P.O.Box 29776
2502 LT The Hgue
Netherlands
dijkstra@iss.nl

Paper to bepresented at the 1997 Conference
of the Latin American Studies Association
Guadalgara, Mexico, 17-19 pril



1. Introduction

Trade liberalization was one of the sweegpforms that came over Latin America in the past
decade, in the aftermath of the debt crisis. It was often carried out in combination with policies
to stabilize the econoynn so-called structural agstment prgrammes. The micro-economic
reforms within these structuraljagdtment prgrammes seek to redugevernment intervention
in the econom and to liberalize markets.

The impact of structural gustment prgrammes on manufactugnndusty is a relativey
neglected issue so far (see De Valk 1994, Lall 1995). One of the reasons for this is that
manufacturig industy is a problematic sector for the adherents of structurnalsadent.
Manufacturirg is considered to have been protected and subsidized too much. Structural
adustment ideajl involves a more efficient allocation of resources, and thig leed to an
increase or a decrease of the manufaagsector.

Why should the impact of trade liberalization on manufactubie of concern? If it follows
from theoy that trade liberalization enhances welfare, shouldn't we accgpugome of the
liberalization process, whether it means deindustrialization or not? This is a rather unsatisfactor
answer (see also Weeks 1996). | am convinced that igdastt industrialization matters. There
are two basic reasons for this. First, a couthiat does not develop indusis dependent on
primary exports; most primgrexports are sybct to a log-run deterioration of the terms of
trade. Secongl compared togricultural production the industrial sector creates more positive
external effects such as techrmtal spill-overs and economies of scale, which will lead to
highergrowth rates for the econgmif industly matters, then the question what the impact of
trade liberalization on industis, is relevant and ¢itimate. After all, trade liberalization does
have an impact on indugtr

The first part of this paper aims to unravel the theoretical effects of trade liberalization in the
real world. | break down these effects into static anehdhic effects, and within the static effects
| distinguish between X-efficierycand allocative efficienc The analsis shows that the expected
effects are different for lge and small countries (see also Helleiner 1996). In addition, for small
countries with a small industrial base, trade-offs can be expected between static, allocative
efficiengy effects and log-run dynamic effects. | also show that the expected benefits are often
based on the assumption that frgemmarkets (i.e. frongovernment interference) is sufficient for
establishig well functionirg markets. In practice, markets are not perfect, in which case the
expected benefits often do not come about. It is important to establish the conditions under which
trade liberalization does increase welfare. If the conditions are not fulfilled, the paticlusion
can be to restrict trade, but the "first best" solutioly tr&ato improve the conditions.

In the second part of the paper | define suitable indicators for the different concepts of
efficiency and present some evidence on these indicators. Ayseaf manufactured exports
from Latin America confirms the importance of the size of the domestic markge. &ad small
Latin American countries proved to have hadigifferent developments in their manufactgrin
exports, and also in their skilled manufactured exports between 1970 and 1992gi\lthou
technicall this was not a period of trade liberalization, it was a period of incgeasind
market intgration for both small and lge Latin American countries. From these results, some
policy conclusions can be drawn.

Section 2 of this paper b@s by defining trade liberalization. It then assesses the theoretical
impact of trade liberalization on indugtand specifies important conditions. In particular,
expected differences between small angdarountries are dealt with. Section 3 deals with the
problem of establishmnsuitable indicators for assesgithe impact of trade liberalization on



industy. Possible indicators for evaluagistatic and gnamic efficieny are discussed. Section

4 examines some of available evidence with respect to these indicators for Latin America.
Manufactured exports proved to be an important indicaton/fioamic efficieng. Some data on
manufactured exports, and on skilled manufactured exports in particular, are examined. Section
5 discusses the results and concludes.

2. Theoretical effects of trade liberalization

Ever since Ricardo the conventional economic wisdom holds that trade is beneficial to
growth. Althowgh one countr may have a hgher productiviy in the production of aljoods
compared to another countits relative productivities in produgrdifferentgoods will differ.

Trade is based on this relative (comparative) adgardad increases welfare in both countries.
Within each counyr there will be winners and losers: the import compgesdictor(s) loses, and
the consumers or importinsectors win. However, since the overall effect is positive, it is
possible that winners compensate losers. At the time, thisythneas a radical break with
mercantilism which stated that welfare wouldyoobme from increased exports.

The supposed benefits of trade liberalization are based on these theoretical ideas on the
benefits of free trade. | define trade liberalization as policies that diminish restrictions to the free
international movement @oods and services. More in particular, it includes the dimirgsbiin
import quota and the lowerof import tariffs, and the diminishinof restrictions to exports and
the lowerirg of export taxes. These policies will result in a decrease of the price of importables,
and in an increase in the price of exportables. If markets workyaarghexpected to work, these
measures lead to increases in imports and exports.

In practice, 'trade liberalization' often forms part of a structujakdent prgramme. These
programmes are about much more thprst) the micro-economic aim of fregimternational
markets. These other j&gtives include, for example, stabilization of the econand
promotirg exports. The former nydead to an overvalued exclgenrate. This means that the
relative price of tradables is low, so both importables and exportables are retdizag, which
provokes even more imports but hampers exports. Specific measures to stimulate exports tend
to be taken in order to compensate the overvaluation of the cywebecause tlyeare aims in
itself.! Typically, export promotig measures involve drawback schemes, export subsidies, tax
exemptions for exports, etc. These measures ysaralconsidered part of a trade liberalization
programme in view of their intended effects. However, | do not subsume them under trade
liberalizationsince thg are not theoreticallconsistent with it.

Rodrik (1995) distiguishes four agguments in favour of trade liberalization. The first is a
reduction in static inefficiencies. This is the familiar Ricardiauarent for free trade. Secomdl
there are ynamic effects: trade enhances techgicia chame, learniig and economigrowth.
Thirdly, economies with more tradejadt more eagilto adverse external shocks, and foyrthl
trade liberalization reduces waste stemmfiom rent-seekig activities. Accordig to Rodrik,
only the first of these guments is firmy based in economic thgoe convincigly argues that
the extent of rent-seelgns more likey to be a function of the hardness of the state than of the
type of economic policies carried out. If firms can nayEmook for rents in the area of import
licences, the will fi ght for other rents. With respect to the abitid cope with external shocks,
it is logically difficult to see wly this will be enhancedybincreased dependence on world
markets.



I wish to focus on the first and seconduament for trade liberalization, the static aydamic
effects. However, mdistinctionwithin these two cagories is a bit different from that applied
by Rodrik. With respect to the static effects, | do noyamtiude allocative efficieng but also
X-efficiency, or micro-economic efficienyc This distinctiongoes back to Leibenstein (1966).
There is an improvement in X-efficiend the same output is produced with less resources, or
more output is produced with the same amount of resources. Allocative effigangproved
if resources are better allocated over the whole ecpnionthe Pareto optimal situation, it is not
possible to increase the output oy good without reducig the output of at least one otlgerod.
Both X-efficieng/ and allocative efficiencare static effects: tigeare one-time improvements
as a result of the chga in relative prices which follows from trade liberalization.

For industrialized countries, the expected benefits of trade liberalizationyraamect
efficiency are considered even more important. This has been demonstrated, in particular, in the
literature on rgional economic intgration (Baldwin 1994, Molle 1990). Improvements in static
efficiency will increase thegrowth rate of the econom but ony temporariy so. An
improvement in gnamic efficieng is expected to lead to a permangmtigher growth rate
(Baldwin 1994). This can be the result of permaryehiyjher rates of investment, of more
investment in research and development (R&D) and more technical innovation, agleof hi
levels of (technolgical) learnirg in the econom and consequent! higher productiviy growth.
Improvements in all threeypes of efficieng will definitely enhance total welfare in the
econony. However, there nmyabe trade-offs between the differeypés of efficieng. In that case
the net effect on total welfare pnhe ambguous.

Static effects

Does trade liberalization lead to increases in X-effigiear@ allocative efficien It can be
expected that trade liberalization leads to lower prices for impgotads. Firms and households
that use importedoods will be able to increase their X-efficigné-urthermore, the increased
competition from importedoods will force domestic producers of import compginods to
be more efficient. So tlyewill also increase X-efficienc If they do not succeed in improwan
their efficieny and if their production costs are togtj they will go bankrupt. The resources
(capital, labour) involved in produarthesegoods before trade liberalization will be freed and
will go to other sectors where thean be used more productiyelThis is the expected
improvement of allocative efficiegyc

Abolishing or lowerirg export restrictions and export taxes will lead tghler prices for
domestic producers of exportalgeods. If thesgoods were exported alregdhis ma lead to
a lower X-efficieng in the exportig sector, since slack increases (Rodrik 1995). At the same
time, higher domestic prices for exports will lead to more exports and thiscoraribute to
higher allocative efficienz. We can conclude that allocative efficignmambguousy increases
as a result of trade liberalization. With respect to X-efficyathere are three effects:

- productivily increases for all sectors and consumers that use imgamaoeld or inputs;
- productivity increases in the import compegisector;
- productivity decreases in the expogigector.

The net X-efficieng effect of trade liberalization can be expected to be positive. The static

effect on the productiwt of the domestic manufactugrsector, in particular, depends on its
relative use of imported inputs, and on its distribution over import congpatid exportig
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sections of the econgmAllocative effects will be positive for the econgms a whole, but the
effects on manufacturigndepend on whether or not the manufacwirgector has some
comparative advange. In general, the combination of improvements in X-efficierand
allocative efficieng are expected to lead to welfagains for the econoyas a whole. The
coming about of allocative efficieryceffects will alwgs be accompanied/adustment cost,
since resources (labour and capital) cannot ingtamdlve from one sector with low comparative
advantge to another sector withdhier comparative advarmge.

In general, theor predicts that the welfaigains from improvements in allocative efficignc
will be larger for small countries since the clganin relative prices resulgnfrom trade
liberalization will be lager for small countries than for tg countries. The corroligiof this is
that agustment costs also tend to begiarfor small countries than for & countries (Helleiner
1996).

Do the expected welfamgains from trade liberalization come about? It can be shown that
static efficieng effects to some extent depend on the assumption of competitive markets. A first
case is a situation in which the domestic market of import conggatirducers is characterized
by oligopolistic competition. This is a quite realistic assumption for manufagturitevelopiry
countries. The case has been examinetdwy and Nolan (1992). In principle, the gntf
foreign goods enhances competition in the domestic market, lowers prices and increases welfare.
However, as Ley and Nolan show, the loss for domestic producers quiteylieteeds the
increase in consumer surplus. Altighuoverall welfare increases, from the perspective of the
countrly too much of this increase accrues to fgmdirms. Lew and Nolan do not conclude from
this that trade should be restricted. A "first best" goikcto subsig sales from domestic firms
and to tax salesylforeign firms. However, if this is not feasibgven the limited state capagit
to cary out discriminatig policies, then tariffs can be used. These tariffs do not need toybe ver
high: trade reform which reduces tariffs to about 15% is welfare enltpadso if the domestic
market is olgopolistic. Lew and Nolan do not take into account thegenrun effects of trade
liberalization, which allow for more exports from domestic firms. Espgafaticreasirg returns
to scale are involved, these tprun (dynamic) effects mabe considerable (see below).

Conventional wisdom also holds that the absence of trade restrictions leads to a volume of
imports that is just right". However, in the case of angdpolistic production structure in the
home market liberalization quite likeleads to an excessive volume of imports, that is, to more
imports than desirable from the domestic ecopgaint of view (Ley and Nolan 1992: 56).

This is due to the fact that home prices before trade liberalization aregtoasha result of
imperfect markets (gher than their social opportupitosts), and import prices too low. This
means that trade liberalization does not increase allocative effideitee full extent. However,
also in this case tariffs do not need to beyvaigh, so trade liberalization as it is usyall
implemented increases allocative efficignc

Another case is that of imperfect markets in the trade sector of degtapintries. This is
also a vey realistic assumption. Althgh trade liberalization leads to lower import prices at the
border, these lower prices tend not to be reflected in lower domestic prices. Sgpesaift
market imperfection can be diggunished. If importedjoods are of a gh-tech or hyh price
nature (for example machineor aricultural equipment) or if economies of scale are involved
in the importimg itself (large distance imports), there is a natural tengéacthe import market
to be dominatedybone or a fewgents. If importedjoods consist of smaller units for which not
much specific knowlege is required to sell or use them (food, clogfimperfect competition is
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more likely. However, the market structure of the domestic retail netwoykstiledeviate from

perfect competition. If the ownership of the domestic supermarkets, for example, is concentrated,
it is still possible that imported food is sold at a mudhér magin from the border prices than

the maginal costs would predict (seejRstra 1996 for Nicagua).

On the export side, trade liberalization involves lowgeanabolishiig export restrictions and
export taxes. Whether prices of exportables increase for domestic producers depengismnce a
on the domestic market structure in tradegd¥ernment intervention is replaceg private
monopsonistic or ofjopsonistic control of export production, price increases at the border are
not passed on to (small) producers. The expected increase in allocative gfficieatot come
about.

As a result of these imperfect markets in domestic trade, trade liberalization does not lead to
the expected improvement in X-efficignin the import competigpsectors: prices of domestic
sales of importe@oods continue to be dgih. At the same time, an eventual reduction in X-
efficiengy in the exportig sector also does not come about. However, these market imperfections
unambguousl reduce the expected improvements in allocative effigieincthe case of small
countries, the losses in potential allocative efficieae lager than in lage countries. At the
same time, it is probaplmore likely that olgopolistic competition occurs in small countries
precisey because markets are small.

From a political econognpoint of view, the imperfect markets in production and in trade
represent verdifferent situations. If the structure of domestic production gopblistic and no
increasig returns to scale are involved in production, these producers will resist trade
liberalization since their welfare will be reduced. If economies of scale are important, and the
firms expect to benefit from increased export markety thél be in favour of trade
liberalization. In the latter case, it is also possible that potential beneficiaries from trade
liberalization will not so much strive for trade liberalizatiorgeneral, but, instead, for export
promotirg measures. In the case of argopolistic structure of the domestic trade sector, these
traders will be in favour of trade liberalization since it allows them to obtaga [aofits in the
domestic market. This mareate a problem forydamic efficieng of the econom (see below).

Dynamic effects

Dynamic efficieny implies that the econgmachieves a permaneynthigher growth rate.
However, it is not so clear how trade liberalization leads to this positive effect. yJsuall
competition and increasyreturns to scale are mentioned as factors that contribute ghex hi
growth rate. Increased competition has the static effect of import-comggets havirg to
reduce costs, but it also hasyamamic effect of a permanent drive for firms to lower cost and be
more efficient. However, while in the short run producggigin be increased/lveducirg slack
in the oganization, in the logirun investments are necessar

The impact of competition on investment and innovation is not clear, however. On the one
hand, competition reduces profit rgers which limits the scope for investmentgeneral, and
for investment in Research and Development (R&D) in particular. This is the famous
Schumpeterial gument that some form of imperfect competition is required in order to
stimulate investment and innovation. On the other, thgetanarket increases the potential
benefits of R&D activities. Firms seem to solve this dilemmeao the one hand, permangntl
striving for lower costs, lgher qualiy and more specialization (the market "niches"), and on the
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other, maintainig some "slack” (extra profits) that can be used for R&D activities. The latter is
achieved B building financial reserves and/lmeiging or cooperatig with other firms (Groot
1997). The net result of these processes prgbsbimore investment in innovation. An
unambguous positive effect of trade liberalization is that agdarmarket enhances the
international cooperation and specialization in R&D activities and reduces redymad#mese
activities (Baldwin 1994, Rodrik 1995).

A second agument for gnamic effects of trade liberalization is related to the existence of
increasimy returns to scale. For industrialized countries, an accepted exception from the idea that
free trade is alwgs the superior policis provided i the so-called stragec trade theoy.
Increasig returns to scale make it advaggaus for thegovernment to protect the indugtin
order to eliminate competitors from other countries giores or prevent them from congmto
existence. This is the thgoof the optimum tariff. It mg hold for countries that aregexporters
of a certain product, so that thare able to influence the world market price. However, as Lal
(1993) agues, the optimum tariff nyabe beneficial in the short run, but does not take potential
retaliation into account.

This optimum tariff polig does not seem to be applicable in most devajomntries since
it is unlikely that thg have industries that dominate the world market, such as lgudotorafts.

But the case of increagjmeturns to scale is applicable. If a coyrtas industries of thigpe,
where averge costs are above ngamal costs, a lajer market due to trade liberalization is
beneficial, in principle. This is the positive effect in thegoan. We saw above that the short-
run welfare effects of trade liberalization in the presence of incigeestirns to scale and the
accompawing oligopolistic competition are antpious, when the competition from fageifirms

in the domestic market dominates. If the copdtes not have gnndustries where economies
of scale appl, trade liberalization implies that thevill not come into existence: it is much
cheaper to import thegmods.

From the above discussion it is clear that there are net posytnaanic effects from trade
liberalization, both from more competition and from inceigsaturns to scale. However, in both
cases these effects will gnkesult if a counyy has alreagl achieved a certain level of
industrialization. The positive effects from competitionyofdllow if R&D activivities take
place in the econoynin which cooperation and specialization between and grfions can
come about. Increagirreturns to scale are also related to manufagundusty, and are
unlikely to be important to the same extent in prigrgoods production. Tak@also the demand
side into account (see Zattler 1996), we can that the log-turn growth effects of trade
liberalization depend on two conditions:

- whether the sectors in which the econospecializes have high income elasticity of
demand

- whether the sectors in which the ecoryapecializes are characterizedibcreasiig returns
to scale, external returns to scale and legraffects, hgh rates of investment in innovation
and hgh productiviy increases.

It is evident that there mabe a trade-off between the static improvements in allocative
efficiency and the gnamic gains from trade. Man developig countries have a static
comparative advange in primay goods for which the income elasticibef demand is lower than
for industrial goods. Even if developg countries have a comparative advgetan
manufacturig, this tends to be manufactugithat uses cheap labour intensyedr consists of
the processmof primay resources. In both cases, income elagtafidemand is relativellow:
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industries based on cheap labour tend to produce mass produgamdsfof lower quakt for

which demand will decline relative todhi-quality goods. Most industries based on procegsin

of raw materials are sjdrt to the risk that substitutes will be developed so that also here income
elasticiy of demand tends to be low. A relatiydbw income elasticit of demand for the
exportirg sectors of the econgnimplies that log-termgrowth is lower due to a relative decline

of the international terms of trade.

An additional risk for countries specialiginn primaty goods or in industriaoods of
relatively low quality, is thefallacy of compositionlf mary countries specialize in thegeods
at the same time, it paaffect the international prices of theg®ods negatively. It is possible
that the "small counyr assumption” no lager applies (see Evans, Goldin and Van der
Mensbrigghe 1992).

The allocative efficieng improvement in developgcountries well endowed with cheap
labour and/or natural resources will lead to more production and exports in manujaeotans
based on these resources. Sectors based on cheap labour areyniaot liketharacterizedyb
internal economies of scale. Nor doytlgg/e rise to external economies of scale, to teclyncdd
spill-overs or learnig effects, nor to much innovative actiitFor industries based on the
processig of natural resources the picture is a bigler in this respect. Tlgeare most likel
characterized Y increasig returns to scale, and there is also more investment in R&D.
Developirg countries for which the static comparative advgaia related to primgrexports
and industries intensive in cheap labourgldermgrowth prospects are not yegood.

As to the political econoynof trade liberalization, it will be favoured lexporters of primar
goods, respectivelby exporters of industries based on cheap labour and/or prarekpiimaly
resources. Import competymanufacturig sectors will not be in favour of trade liberalization,
unless firms in these sectors expect to be gtemowgh to benefit from exports. Manufactugin
industries in which internal economies of scale yapgle more likgl to support trade
liberalization than other manufactugifirms. This means that lge countries, where perhaps
industries with increasgreturns to scale are more ligkgb have come about dugm period of
trade restrictions, are also more likéb start with trade liberalization. Thevillbe the first to
benefit from ¢gnamicgains from trade.

Concludirg, it seems that for mgrdevelopig countries there is a trade-off between allocative
efficiency and ¢ynamic efficieng. While for small and poor countries the positive allocative
efficiengy effects tend to be Iger than for lage and more developed countries (but in the case of
small countries the agstment costs are alsodar), the log-term effects are more gative. Thg
tend to specialize ingaiculture or in industries based on cheap labour for which income ejastficit
demand is lower, no economies of scale gpguhd less productiyitincreases come about. For
developirg countries specializgnin industries processyraw resources, the same risks gppith
respect to income elastigibf demand but economies of scale are moreylikeéxist and there are
more chances for lgaterm productiviy increases.

Small countries that have no static comparative adyamtandustries with increagjieturns to
scale or with a lgh degree of innovative actiwt and that are also characterizgdrbperfect markets
in trade are even worse-off. There are ywathic efficieng gains,andthe welfaregains accordig
to allocative efficieng improvements do not come about. If the trade interests areg,Strade
liberalization will be maintained and policies to promote production will be hampered.

In sum, it is important to separate potential static amauchic effects of trade liberalization,
and av eventual absence of them. From a development perspective, | would conclude that the



long-term, d/namic effects are more important than the short-run effects. This does not mean that
no trade liberalization should be implemented if goainic effects can be expected, but it does
mean that compmentaaction has to be taken to avoid that small and poor countries will be
maintained in their static comparative advgateesultirg in much loweigrowth rates than lger

and richer countries.

3. Assessing the impact of trade liberalization

In assessmthe effects of trade liberalization several issues need to be considered. A first
issue is to examine to what extent trade liberalization has been implemented, and what other
policies have been carried out thatymainforce or contradict the effect of trade liberalization.

In sum, we have to assess to what extent domestic pricgsredigitt the chaged relative prices
for importables and exportables (see Milner and Greena@a7).

A second problem is to choose suitable indicators for enhanced statiynamaicefficieny
(Weeks 1996). Can we ugewth of manufacturig industly as an indicator? The problem with
this indicator is that a logrowth rate mg reflect an increase in allocative efficignevhile at
the same time it nyareflect a lack of ynamic efficieng. If we give priority to the second kind
of efficiengy, we will call a low or ngative growth rate for indusyr "deindustrialization”,
otherwise we would call it increased (allocative) efficierithe World Bank (1994) seems to
struggle with these concepts as well. As summarized in White (1996: 798-9), the Bank defines
deindustrialization as "agificant, non-temporgrdecline in output and emplment which is
not consistent with the efficient reallocation of resourcesttaréby(it: gd) places the econgm
on a lowergrowth trgectoly.” This formulation is not vegrhelpful, since it does not make the
dinstinction between static angirstamic effects, and seems to assume that the two are the same.
However, it is perfecyl possible that lower output and emyirent are consistent with short-
term allocative efficieng, but not with log-termgrowth.

A third problem in assesgrthe impact of trade liberalization is the fact that ynather
factors m& hamper eventual positive effects on the static aydamhic efficieng of
manufacturig industy. The expected "supplesponse” Y producers mabe hamperedyb

- the institutional environment: the structure of markets, the psoggts structure;

- the availabiliy of other supportigfactors: human capital, finangmpossibilities, technolyy,
infrastructure, transport;

- general factors, such as political stalgiliatnd monetar stability.

A first step in the research would be to assess what happened to domestic prices for
importables and exportables. If the exaljanate is overvalued, or if there is argofsonistic
market for exportables or angdpolistic market for importables, domestic prices for tiyesels
don't chage in the expected direction. And if this is the case, we cannot expect dme
expected effects on efficiepto come about. It is important to examine actual prices before and
after trade liberalization, since the existence of parallel marksthave made "before” prices
less distorted thegeneraly assumed (Rodrik 1990). In the followirnwe assume that these
charges in relative prices occur and we examine possible indicators for the difigreataf
efficiengy.



Indicators

Increases in X-efficiencare expected to occur in the import compgsactors. Indicators
include fgures on labour productiyitand on capital productiyitin theyeargust before angust
after the trade liberalization. In expoisectors, we expect productiviio decreasgust after
trade liberalization. This can also be examined. Furthermore, labour proguctirgtatively
import-intensive sectors should improve. However, in countries where import substituion
policies were carried out before trade liberalization, imports of cautals and intermediate
goods for indusly tended to be cheap. Trade liberalization will propabaintain these low
prices or even increase them. If this is the case, we cannot expect prgductigdses in sectors
intensive in the use of imported inputs.

Within manufacturig, an improvement in allocative efficignoccurs if branches more in line
with the county's comparative advargagrow, and others decline. As did Weeks (1996), it is
possible to examine whether structural adf@has occurred in manufactugiand to assess
charges in the structure of manufactugiafter trade liberalization indht of the expected
comparative advange.

Another expected allocative efficigneffect is a chage awg from import competig sectors
to exportirg sectors. This does not automatigathply that such a ch@e should also occur
within manufacturig industly, so from import competonindustries to exportoindustries. If
a county does not have grcomparative advange in industy, this effect cannot be expected.

For assessmdynamic efficieny effects, several indicators are possible. Manufaajurin
growth can be considered to have more impact og-term growth than other sectors, so
manufacturig growth is an indicator in itself. For the same reason, investment in manufgcturin
is important. Within manufacturgindusty, dynamic efficieng will be larger in branches that
make intensive use of skilled labour as opposed to sectors intensive in unskilled labour. Branches
intensive in raw resources have an intermediate position. This @@étmanches is based on
a) expected increases in productivih) expected internal and external economies of scale, and
learnirg effects, and c) expected income elastioitdemand (see above).

Another indicator for gnamic efficieng is whether productiwtincreases can begistered,
also after a first period of thrgears after the trade liberalization. One can examine productivit
increases in all branches of manufactgrim this area, both labour productiviind total factor
productivity can be examined - the latter is an indicator of teclgnzabchamge. Other indicators
for technolgical charmye are the investment in R&D, and the number gistered patents.

Finally, growth of manufactured exports can be considered an indicatoryfa@ndc
efficiency. One can look ajrowth of manufactured exports, and at the share of manufactured
exports in total exports. Lgrtermgrowth will be enhanced if countries specialize more in skill
intensive manufacturgn production. Therefore, thgrowth of skill intensive manufactured
exports, and the share of skilled manufactured exports in total manufgetxports are suitable
indicators.

Although it is impossible to measure the income elagtitdemand for exports diregtlan
approximation can be obtainey bsirg the CAN software with data on manufactured exports
to OECD markets (see Buitelaar and Vajcbi1997). With this software, it is possible to assess
whether a courgts market share increases ityfidmic" markets or in "sgmant” markets. The
dynamic markets can be considered to havegetancome elastigit of demand.



4. Some results for Latin America

Although the extent to which trade liberalization has taken place varies from yaantr
country, most studies conclude that in all Latin American countries some trade liberalization
occurred. With respect to imports, quotas have been abolished and tariffs have been reduced.
Export taxes have also been reducedgaveérnment marketmboards no loger exist. In man
countries specific export promotion measures exist. For most countries it is stiliceaskess
the effects: althagh Chile alread started in the 1970s, andgentina, Bolivia, Brazil, Costa
Rica, Mexico and Venezuela and duay began in the 1980s to a different gtee, most
countries bgan serious reforms around 1990. What evidence is available on our indicators?

Productivity

Productiviy growth is an indicator for both static efficignit we look at short-term effects,
and for ¢gnamic efficieng if we look at lomg-run effects Buitelaar and Mertens (1993: 53)
present fyures on labour productiyitgrowth in manufacturig during the 1980s for five
countries. For Mexico and gentina, labour productiwitgrowth is hgher durirg the second part
of the decade, for Chile, Brazil and Colombia it is lower. This means in two out of four countries
where trade liberalization gan in the 1980s, labour productiviincreased. It is difficult to
ascribe this to trade liberalization, however, the more so since there is no distinction between
import-competig and exportig branches.

Jenkins (1995) studied labour producivigrowth in Bolivian manufacturip This
productivity was lower than the 1980 level in the first half of the 1980s, then turned above that
level since 1986. Reessim absolute fjures of labour productiwiton growth in value added,
capaciy utilization and a dumgnfor trade liberalization, all factors argsificant and have the
expected gn. This means that Bolivian trade reformsyntzave induced lgher labour
productivity. However, rgressimg labour productivig growthon these factors the capgcand
growth of value added factors were nodensgnificant, and the liberalization dunynonly at
the 10% level. This nyamean that yhamic efficienyg effects did not occur. However,general,
it is earl to examine log-term productiviy increases to be ascribed to trade liberalization; this
can ony be done for Chile.

To my knowledye, there are no studies aymhg labour productivi trends ly import
competimg, import-intensive and exportysectors, which would be appropriate indicators of
short-term effects of trade liberalization.

Structural change

If trade liberalization chages the relative domestic prices for importables and exportables,
we expect structural chges in manufacturipto occur. If allocative efficiencimproves, the
econony will produce more accordinto its comparative advarge, or accordig to its
endowments. This is the allocative efficigreffect. In this respect, it can be expected that Latin
America isgood at labour intensive products and in products intensive in raw resources. In
manufacturig, the latter often means production of intermedgateds. If there areyshamic
efficiengy effects, there should be structural aam the direction of technaly intensive and
human capital intensivgoods.

Buitelaar and Mertens (1993) present somgarés on the structure of manufactgrin Latin
America between 1980 and 1990. Fogd@mtina, Brazil and Mexico their data show a relative
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increase in the production of intermedigt®ds. For theggregate of the other countries there
was hard} ary chamge. However, this period does not match to the period of trade liberalization.
Weeks (1996) tested thegpothesis of structural chga for five countries takmall years
between 1970 and 1992 (and sometimes 1963-1992) into account. All possible inflection points
were tested and onlstatisticaly significant results are reported. A statistigaflignificant
structural chage in the direction of intermediagoods for the lateyears is reported for
Colombia (1985-1992) and Mexico (1983-1992), but not fgeAtina, Brazil and Chile. There
is some evidence for a lower share of consumer durables and gapialin Chile between
1981 (for capitalgoods 1983) and 1992, and for a lower share of cagitadls in Mexico
between 1983 and 1992. However, it is still difficult to draw definite conclusions from these
results. For mancountries, serious trade liberalizationyob&gan in 1990 so that there areynl
two years of after liberalization included in these time series. The periods for which statisticall
significant structural chage is reported often lgen earlier than the trade liberalization.

Growth, investment and R&D

With respect to manufactugroutput as a whole, Weeks (1996) found igoificant increases
in seven Latin American countries after trade liberalization. Mexico and Chile experienced a
statisticaly significant lowergrowth of manufacturig after the liberalization (1983 was the
inflection point for Mexico, 1975 for Chile).

From the evidence we have on investment in R&D in Latin America, these investments were
rather low in the eayl1980s comparmto other rgions (Alcorta and Peres 1995). Theven
decreased on aveya between earl1980s and earl1990s from 0.44% of GDP to 0.40% of
GDP. There are lge variations amancountries, but no countthas R&D expenditure above
1% of GDP. Trade liberalization seems to have hgdthe effects on the investment in R&D,
on averge.

Manufactured exports

For the whole Latin American gen, manufactured exports have increased and have become
more skill intensive and more techngjointensive in the 1980s (IADB 1992). However, the
distribution of the ogin of these exports is weuneven. The lion's share comes from Mexico
and Brazil. The IADB defines gin-tech exports as includiiSIC two duit 51, 54, 58, 71, 72
73, and 86. Then Brazil, Mexico, andg&ntina account for 96.4% of thegrenal exports of
thesegoods. The IADB also shows that revealed comparative adyafdaal atin America in
high-tech exports has increased between 1978-1980 and 1988-1990. Hogweterthe
domination of a few countries, we cannot conclude much on the revealed comparativegadvanta
of all other countries.

Buitelaar and van ek (1997) examine the market shares for manufacgweds of eght
rather small Latin American countries. Jh&how that seven out of thesgtdicountries export
more manufactures to grgant OECD markets than tgyrmamic OECD markets. Six countries
increased their market share ingstant sectors between 1977 and 1994, while dolir
increased their market share yndmic sectors. This mgoint to a lower income elastigiof
demand for most of their manufactured exports.

Since manufactured exports is an important indicatonyfioashic efficieng | analyzed some
further trends in these exports between 1970 and 1992, for 16 Latin American countries:
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Argentina, Bolivia, Brazil, Chile, Costa Rica, Ecuador, El Salvador, Guatemala, Honduras,
Mexico, Nicargua, Parguay, Peru, Urguay and Venezuela. This period is not the period in
which trade liberalization took place. The 1970s were the era of bggmmary exports and
continued protection of manufactugigoods, in the context of import substitution policies.yOnl
Brazil and Mexico followed somewhat different stgps as of the end of the 1960: overadjhi
tariffs were combined with export promotion measures. Chilgetma and Urguay pursued
orthodox trade liberalization since 1974, but in the latter two countries these liberalization
policies were short-lived.

The 1980s were dominateg the debt crisis and the jadtment to the debt crisis. The terms
of trade for primay exporters declined, especialh the first half of the 1980s. Oil exporters
such as Mexico and Venezuela suffered much less from the terms of trade declingiofhe re
experienced a recession which reduceggbreal demand for manufactugmgoods. Trade policies
did not chage much in the earl1980s; if agthing, more import restrictions were imposed in
order to cope with the balance ofyp@ents problems. In sectors where exports compete with
domestic demand, exports increased as a result of the domestic recession. In the second part of
the 1980s policies chgad and trade liberalization ¢ in magy countries. The terms of trade
for primary exporters also improved. Finalin the 1990s trade liberalization was introduced in
all countries and often weradically.

As a first step, | attempt to explain the annual ayegaowth rate of manufactured exports
for the whole period, so between 1970 and 1992. Several explamat@bles were included.
Education, in particular enroliment in prinyagducation (EDU) was the first one. The IADB
(IADB 1993) found that ongear of additional schoolgnled to an increase in total exports in
Latin America. We can expect that education also leads to more manutaetgorts. Another
factor was Gross National product in 1970 (GNP). | expecgaraomestic market to result in
a highergrowth rate of manufactured exports. The Gross National Product per capita in 1970
(GNP/C) was included as a profor mary other supportig variables that maenhance
manufactured exports, such as the gualitabour and the quajitand quantyt of infrastructure.

Since it is often said that the structure of the econionthe basegear, or the prior development

of the industrial sector is important in determgiihe sector's supplresponse (FitzGerald 1996,
Zattler 1993), | also included the share of manufacguinnGross Domestic Product in 1970
(Man/GDP). Manufacturig production ingeneral is often found to be a function of availapilit

of imports, and | wondered whether this would also hold for manufactured exports. So | included
thegrowth rate of imports (IMPGR). Fingll | examined the influence of investment in Research
and Development (R&D), usinfigures for the eayl 1980s. In order to approximate normal
distributions across the 16 countriegidothms were taken of GNP, GNP/C and R&D. Prinar
education enrollment was raised to its fourth power.

The source for the data on investment in R&D was Alcorta and Peres (1995) and for all other
non-export data the World Tables of the World Bank. The export data were obtained from the
United Nations Commodity Trade Statistitbese data were available on a twgidevel of
SITC, revision 1 for alfears. Manufacturmexports are defined as SITC aqages 5-8, with
the exclusion of 68 (Non metallic minerals). This means that natural resource based
manufacturig exports (which can be found in SITC 0-4 and 68) are excluded.

The ragyression results are shown in the Appendix table. There ay@vomlvariables where
the rgression coefficient has a consistegnsover different specifications: these are GNP and
education. The gnh is positive, as expected. Howevegressiig only EDU on thegrowth rate
of manufacturig exportsgives a rather strge R . The coefficient of GNP is more robust, and
is significant in all specifications.
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Some other results are worth ngfinfhe coefficient of MAN/GDP is rgative in most
specifications, and is oftengsiificant. In combination with GNP, it is alwa neyative and
almost alwgs sgnificant. We can conclude that this is prolyabbt agood indicator for the
structure of the economor the orginal level of development of manufactugirPerhaps the
absolute size of the manufactgisector should be included. SimilgrlGNP per capita does not
seem to be good proy for the other supportgnfactors that my enhance manufactugn
exports. The coefficient is also oftergagve and gnificant. The imporgrowth rate, taken over
the whole period, and investment in R&D in the wdBb80s, do not seem to haveyan
relationship with thgrowth of manufacturig exports in Latin America.

We mg conclude that the size of the domestic market (measured as GNEJ @la
important role in whether or not manufactgyexports increased dugrthis period. Earlier, we
concluded that Ige countries tend to have less allocative effigyegftects from freer trade, and
so also less gqudstment costs related to allocative efficigmmprovements, but that thevill
have more gnamic efficieng gains from trade liberalization. Althgh the period was not
exacty one of trade liberalization, it was one of incregsinternational world market
interdependence. Our fingjthat manufactured exports increased more froge leountries than
from small countries confirms that && countries seem to benefit more from increased world
market intgration.

To see what exagthappened to manufactugiexports from lage and from small countries,
we broke up thgroup of 16 Latin American countries in thrg@ups:

- large countries: Agentina, Brazil and Mexico with GNP of $33,068 million or more in 1970;

- middle countries: Chile, Colombia, Peru and Venezuela with GNP between $6,868 and
$13,255 million in 1970;

- small countries: Bolivia, Costa Rica, Ecuador, El Salvador, Guatemala, HondurasgiNicara
Parayuay and Urguay, with GNP of less than $2,078 million in 1970.

Although there were some order reversals between 1970 and 1990 #radi® countries if
ordered accordmto GNP, this did not affect the border lines of the thgemips. In the
following, | compare th@roup of lage countries with that of small countries.

Figure 1 shows total exports and manufactyigrports for thgroup of lage countries. Both
increased durmpthe whole period, but total exports are somewhat more volatile. This is grobabl
due to price fluctuations for primaigoods and to weather conditions. The sgest export
growth was between 1979 and 1984 (with a dip in 1982), so indtiyears of the debt crisis.
Manufacturirg exports increased steadibver the whole period, with small dips in 1982 and
1990. For small countries ¢fire 2), total exports increased yeapidly until 1980 but the
declined after that. From 1987 on, recqvok place but at a lowgrowth rate than in the
earlier period. Ngative terms of trade seem to have had a gtiorpact on these exports
between 1980 and 1987. Conyréw the experience of the ¢@ countries, manufactugrexports
did not continue their increase in the 1980s. To the cprtaay fell until 1986. The recession
in the rgion hampered these exports, appayemthich shows that these countriegand lage,

did not mange to redirect their exports to markets outside tigeore

Figures 3 and 4 show the share of manufaafeixports in total exports of ligg and small
countries, respectivel This brirgs out the picture even more clgadn small countries, the
share of manufacturninexports declines at the end of the 1970s when prices of prgoads
were boomig. This was much less so indgrcountries. The difference between the gnaups
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is most strikirg for the eay 1980s: between 1980 and 1986, the share of manufagiooed

in exports from lage countries increased from 25% to 44%; it decreased from 14% to 9% for
small countries. For the small countries, it recovered after 1986 and achievghtly)$ligher

level than in 1970 in the latest availalgksar, 1992. Note also that the share of manufagfurin
goods in total exports was almost equal for the gumoups in 1970: 17 and 16 percent,
respective}. In 1992 the fyjures were 50 and 17 percent, respedctivel

In order to examine whether ¢gr countries experienced morgnamic effects, we also
looked at some specific sectors within manufactuerports. A first sector is that of skill-
intensive exports. Skill-intensive exports are defined as SITC sectors 51-59, 69, 71-73 and 86.
This is in keepig with classifications usedybother authors (Amsden 1980, Buitelaar and
Fuentes 1991). Ultimatgl they are based on the use of skilled laboyr sbctor, in the US
econony (Hufbauer 1970). A smaller subsector is that ghttechnolgy industrial products.

It is composed of 71-73 and 86, incluglialectrical and non-electrical machiggtransport
materials and instruments.

Figures 5 and 6 show the share of these two sub-sectors of manutaetports in total
manufacturig exports for lage and small countries, respectiueA first observation is that the
share of these sub-sectors increased sherfthe east 1970s for lage countries (fjure 5). This
holds especia}i for high-tech exports. In that period, these countries seem to have laid the basis
for their competitive advange which thg could maintain in lateyears durig the debt and
adustment crisis. Between 1975 and 1988, the movement in both shares is erratic, but as of 1988
there is a clear increagitrend, with hgh-tech exports domeven better than skilled exports.

For small countries, there was not such a sharp increase in the share of these sub-sectors in
the eany 1970s, althogh there is some increase in skilled exports (which points to a relative
increase in ISTC 51-59, chemical manufactures). Between 1975 and 1986 both shares were
stagnant. After 1986, a decline can be observed aghdhere is some recowein the period
1990-1992. The share of skilled manufactured exports in total exports is at the same level in 1992
as it was in 1970, while there is a clear increase fgeleountries.

These results confirm the conclusion thagidacountries seem to have benefitted more from
dynamic efficieny effects related to increased world marketgraéon than small countries.

5. Conclusion

Trade liberalization has different effects in the short term and in tgedam. The short-term
positive effects (X-efficieng and allocative efficieng are hampered if there is gdipolistic
competition in the domestic market, be it in production or in trade. Apart from this, the net
improvements on the X-efficiep®f manufacturig industly depend on the relative importance
of import competig, exportirg and imported-inputs-intensive branches of manufagutin
domestic markets allow for chges in relative prices to occur and if other supportive factors are
available, allocative efficienycwill generaly improve from trade liberalization. Allocative
efficiencgy effects are lager for small countries than for g countries. However, the potential
adustment costs are alsodar so welfare madecrease in the short run.

Dynamic efficieng effects will occur in countries that alrgaldave a firm industrial base or
that are far ahead in the procesgetting it. Otherwise, the reallocation of resources in kegpin
with static comparative advaggthat results from trade liberalization will lower theirdeerm
growth prospects. This is the result of a lower income elastittiemand for thesgoods and/or
a lower potential for internal and external economies of scale, |gaefiects, and R&D
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investment. In sum, countries that do not have this industrial base are expected to miss out on
these log-run effects.

Manufacturirg exports are an important indicator for thgndmic efficieny effects on
industy. Regressimg thegrowth rate of manufacturgexports for 16 Latin American countries
for the period 1970-1992, we concluded thaydhe size of the domestic market (measured b
GNP) proved to be a robust andrsficant variable. In this period of increased world market
integration (testified lg increased exports for boginoups of countries), lge countries proved
to have a lghergrowth rate of manufacturgiexports than small countries.

Looking at the development of manufactured exports in more detail, we showeddghat lar
countries increased their share of manufactured exports in total exports congiaérdbithis
share stgnated for small countries if the whole period is considered. The same holds for the
shares of skilled manufactugrexports and Igh-technolgy exports in total manufactugn
exports. This means that dgrcountries benefitted much more frogmdmic efficienyg effects
than small countries. Small countries yraave benefitted more from allocative efficignc
effects, but this resulted in their continued dependence on exports of ypgows or of
manufacturig exports in which low skills are involved.

From a development perspective,demin aspects are more important than short-run effects.
For this reason, it is important that all countries establish an industrial base for which internal
and external economies apjaind in which learnig effects plg a role. Hgh tariff walls can no
longer be considered a suitable pglidnstead, more effective and more specific industrial
policies are necessato complement (moderate) policies of trade liberalization (see Lall 1995,
Peres 1997).

Notes
1. In spite of the creed that structurajusiment is about liberalizgymarkets, Tge (1994)
found that removig import quota was part of gnb7% of structural gdstment prgrammes,
while improving export incentives was included in 76% of thesgmmes.

2. A problem with these results is that the Durbin-Watson statistic is low in all cases.
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