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Abstract

The institutional reforms towards trade liberalizations in Latin America during the 1980s
and the 1990s have introduced a good measure of import competition, but trade policies
alone are not sufficient to create a competitive environment in an economy. The countries
in Latin America have not had much experience with competition policies in the past.
Combined with restrictive trade policies, the absence of competition policies has often
led to monopolized domestic markets. The balance of payments crisis shocks have also
contributed significantly to differences in growth performance and associated with a large
decline of growth rates and develops into another crisis in the future. The trade
competitiveness among the countries of Latin American region have revealed higher
export sensitivity to world commodity prices, domestic absorption and economic activity
combined with a high income elasticity of imports.

This paper attempts to analyze the extent of trade competitiveness and its impact on the
economic welfare measures in the Latin American countries. The analysis concentrates
on the total factor productivity and exports in the countries of the region in reference to
the economic growth pattern emerged during 1950-2003. The Cobb-Douglas function has
been used to measure the total factor productivity and Nash equilibrium has been
calculated to measure the economic welfare gains among the trading blocs in the Latin
American region. The results of the study determine that international liquidity, financial
soundness, real exchange rate depreciation and monetary policy play a critical role in
reducing output losses and increasing the economic welfare gains.



The trade policy in Latin America and the Caribbean (LAC) had involved very high
levels of protection and of government intervention in the pre-reforms period. The active
pursuit of import substitution policies reduced the openness and efficiency of the regional
economies. It also increased their external vulnerability, as they became dependent on a
narrow range of export products, with little ability to absorb external shocks. This state of
affairs changed markedly in the 1980s and 1990s, when most countries of the region
moved to liberalize their trade regime. Trade policy reform in LAC in the 1990s has been
both widespread and extensive, and the region now shows a fairly open trade regime.
Such a sharp policy reversal clearly had an impact on trade flows, and those effectively
underwent significant changes in the past decade (Loser and Guerguil, 1999). The Latin
American countries have not had much experience with competition policies in the past.
Combined with restrictive trade policies, the absence of competition policies has often
led to monopolized domestic markets.

The strong trade liberalizations in Latin America during the 1980s and the 1990s have
introduced a good measure of import competition, but trade policies alone are not
sufficient to create a competitive environment in an economy. The presence of non-
traded goods, vertical integration, monopolized distribution systems, the limited use of
trade policies to foster competition, and sometimes the use of anti-dumping measures,
countervailing duties, and safeguards as protective devices have constrained the
effectiveness of trade policy as an instrument of competition policy. Competition
policies, such as anti-trust, merger controls, and other regulatory means, can prevent the
abuse of market power, dominance, exclusionary practices, and complicity among
competitors. Domestic competition is further enhanced by foreign ownership and
liberalized investment regimes. These latter provisions provide a market presence that
enhances competition. A study discusses that trade and competition policies are essential
complements and when used together they can lead to higher levels of welfare. There are
of course tensions between these two policies that arise from globalization, regional
policies, technical barriers, certain forms of industrial policies, and macroeconomic
exigencies (Rajapatirana, 1994).

This paper attempts to analyze the extent of trade competitiveness and its impact on the
economic welfare measures in the Latin American countries. The discussion reviews the
studies contributed towards evaluating the free trade policies of the Latin American
countries during the post-reforms period and evaluates the process of trade reforms in
Latin America during the period 1950-2003. The paper also discusses some important
issues related to the economic stabilization and trade reform policies. The analysis
concentrates on the total factor productivity and exports in the countries of the region.

Review of Literature
Free Trade Agreements
There have been varying arguments on the impact of trade agreements on the economy

and welfare measures. It has been concluded in one of the studies that the preferential
trade agreements are mostly welfare reducing since the partner countries might end up



with severe welfare losses due to substantial amount of trade diversion (Bhagwati and
Panagariya, 1996). Another study finds that Free Trade Areas constitute a potential threat
to the world trading system because these types of agreements are, in general, trade
diverting and they lead to formation of new interest groups who oppose the multilateral
tariff reductions (Krueger, 1996). Interestingly, some researchers present a completely
different picture about the implications of bilateral trade agreements. Nordstrom (1995)
finds that regional trade agreements might provide trading blocs with stronger incentives
to pursue multilateral trade liberalization since establishing these types of agreements
allows small countries to deal more effectively with large trading blocs. Perroni and
Whalley (1996) indicate that recent regional trade agreements generally take the form of
Free Trade Associations in which member countries can choose their external tariff rates
freely.

Several emerging market economies have experienced large and persistent trade deficits,
following the liberalization reforms of the late 80s and early 90s. The Argentine
experience has endorsed the extent to which trade imbalances in the 1990s resulted from
income and relative price movements were associated with structural changes from shifts
in foreign trade elasticity during the reforms period. New estimates of export and import
equations are studied using a broader set of variables than previous studies and
distinguishing between intra and extra MERCOSUR trade (Catao and Falcetti, 2002).
The results reveal that considerable export sensitivity to world commodity prices,
domestic absorption, and economic activity in Brazil, combined with a high income
elasticity of imports, are key determinants of Argentina’s trade balance. In particular, a
study draws attention on the historical context of economic institutions in the region, and
how these institutions have influenced competition policy enforcement (Leon, 2001). The
study delineates three conditions necessary for competition policy enforcement in Latin
American countries- (a) to achieve efficiency and innovation development goals through
the promotion of a pro-market policy agenda (b) institutional incentives placed on
competition agencies, and (c) the challenge of adverse anti-market social values where
the policy is to be implemented. The discussion in this study is based on the mainstream
efficiency-equity economic analysis, and focuses on neo-institutional development
concepts of economic process.

The change in economy has taken place through the free trade policies in Latin America
since 1980’s, and most of the region's economies have changed from restrictive to open
policies. But unlike trade liberalization in Europe, most trade barriers in Latin America
have been reduced unilaterally. Recently bilateral or multilateral agreements have been
considered, especially preferential trade agreements within the region. A Study evaluates
the relevance and desirability of multilateral free trade agreements (such as NAFTA) for
the Latin American continent and the Caribbean, with an emphasis on how they affect
trade flows (Michaely, 1999). Is a preferential trade agreement among some Latin
American countries determined as an economic welfare driver? The evidence strongly
suggests little likelihood that these agreements will succeed in Latin America.
Paradoxically, the intense liberalization in recent years has made it less likely that such
agreements would be beneficial except possibly for agreements between some countries
and Brazil, Mexico, or (to a lesser extent) Argentina. The trade policy can be used for



protection even without high tariffs or quantitative restrictions through anti-dumping
measures, countervailing duties, and safeguard measures, which would limit, rather than
promote, competition. Caution should be the guiding principle in the use of these
measures and they should be GATT compatible in law, and competition promoting in
spirit. However, Latin American countries have recently made impressive progress in
trade reforms; there has been limited use of competition policies (Rajapatirana, 1994).

The spatial characteristics of a country have significant effects on trade and are generally
not correlated with other determinants of income. However, merely examining the
correlation between trade and income cannot identify the cause and effect relationship
between these two variables. In this context a study constructed the measures of the
geographic component of countries' trade and uses those measures to obtain instrumental
variables estimates of the effect of trade on income (Frankel and Romer, 1999). The
results provide no evidence that ordinary least-squares estimates overstate the effects of
trade, though they suggest that trade has a positive effect on income in developing
countries.

A significant cross-section of commentators from countries in the weaker half of the
Basin, particularly those that make up the Commonwealth Caribbean, have not persuaded
that NAFTA and other macro-phenomena offer any hope for countries in the periphery. It
is argued that the winners will be among those countries that restructure their political-
economic base while rigorously negotiating their terms of entry into the free trade
agreement area (Marshall, 1998). Indeed, much of the outcome will be politically
determined and cannot be entirely 'read off' from existing economic structures and
relationships. The production sharing practice followed by the multinational companies
in the LAC countries as a result of the globalization process also helped in gearing up the
export competitiveness. A comparative case study approach has been conducted to
explore the inter-organizational dynamics of the Mexican apparel industry's post-NAFTA
export dynamism, and it assesses the upgrading prospects that this dynamism entails for
exporters in Mexico. The results of fieldwork conducted in three apparel-producing
clusters in north, central, and southern Mexico are discussed. The key finding from this
commodity chain analysis of linkages between US clients and local producers is that
NAFTA-inspired full-package networks provide opportunities for some apparel-
manufacturing clusters to upgrade their operations beyond the assembly-export role
traditionally associated with Mexico's maquiladora plants (Bair, 2002). Evidence of
industrial upgrading includes expanded employment opportunities in activities such as
textile production, the generation of linkages to local suppliers, and improved working
conditions in plants producing for brand-name clients.

Business plays a critical yet poorly understood role in trade policymaking. An analytical
framework that focuses on the distribution of business trade preferences, discusses the
forces that cause those preferences to change, and the ability of different groups to exert
political influence over policy in reference to Mexico in the 1980s and 1990 (Thacker,
2000). Large exporting firms increased their weight due to shifts in the international
context, the condition of the domestic economy, and previous government policies.
Policymakers granted political access to players whose economic and political leverage



had risen, typically those who controlled numerous investment resources and sought out a
direct role in policymaking. Many of these players also favored free trade. Business
participation in trade policy reflects these patterns. Large, outward-oriented firms played
an increasingly important role in Mexico's adoption of free trade policies over the 1980s
and early 1990s. Analytical explanations have been developed and tested in reference to
the motivations that drove the process of economic integration known as MERCOSUR
(Southern Cone Common Market). The hypotheses tested are those that focus on elite
considerations of geo-political, political economic and domestic political factors when
deciding to participate in international economic integration (Kaltenthaler and Mora,
2002). The study found that policy elites in MERCOSUR member states have been
primarily driven by domestic political considerations when they have furthered the
integration process. This leads to the conclusion that MERCOSUR is not likely to
develop the kinds of supranational governance institutions present in the European
Union, as policy elites in MERCOSUR member states desire to maintain a great deal of
domestic policy autonomy

Trade and Monetary Reforms

The impact of increased global economic integration on national and regional
environmental standards has been studied in general by a large number of researchers.
However there are not many studies available on the institutional reforms in reference to
the Latin America. A study reveals the role of market mechanisms in facilitating the
dissemination of environmental standards from greener nations to less green ones and the
impact of international agreements on trans-border environmental problems (Vogel,
1997). It argues that current regional and international governance mechanisms are
adequate to enable nations which have the resources and the commitment to improve
environmental quality to do so, either on their own or in cooperation with other nations
with similar values and resources. The most common pattern of economic reforms in
Latin America has been, first, radical liberalization, and second, implementation of
prudential norms that moderated the initial liberalization. The policy changes related to
the financial system (namely, the removal of interest-rate controls, elimination of
mandated credit to “priority” sectors, privatization of state banks, liberalization of the
foreign investment regime, and more recently, improvements in the regulatory
framework) have improved both the banking system and the stock market. The traditional
view about fiscal and monetary policies in developing countries (and particularly in
LAC) is that they are pro-cyclical, contributing to deepen business cycles (e.g. Djistra,
2000; Mortimore, 1998). It has been argued that governments relax their policies during
booms and restrict them during busts, due to weak institutions, unfavorable political-
economic equilibrium, and volatile access to international capital markets. The most
common pattern of financial reforms in the LAC countries has been towards radical
liberalization and implementation of prudential norms that moderated the initial process
of liberalization. However, growth has been inadequate in the post-reforms period not
because of the failure of reforms to yield the expected growth payoff on the basis of
international experience, but because of the combination of an unfavorable external
environment with the insufficient depth and breadth of reforms.



The study done by Glick and Moreno (1999) analyzes the role of money, credit, trade and
competitiveness variables in signaling currency crises in a sample of East Asian and
Latin American countries over the period 1972-1997. The Bivariate tests administered in
the study suggest that money and credit, as well as trade and competitiveness variables
appear to behave differently around crisis episodes from the periods of tranquility,
suggesting that they may help signal currency crises. In multivariate regressions, which
allow for the identification of marginal contributions of individual variables, reductions
in real domestic credit and in foreign reserves as well as appreciation in the real exchange
rate, imply increases in the probability of the monetary crisis and lead to the exports
decline in the Latin American countries. The study revealed that real exchange rate
appreciation appeared to play a greater role in predicting currency crises in East Asia,
while foreign reserve losses play a greater role in Latin America due to shrinking exports
and low trade competitiveness.

Multiple exchange rates, multiple interest rates, protection of domestic products with
licenses, quotas, tariffs in the excess of what would have been necessary for infant
industries, and a welter of regulations and bureaucratic obstacles to normal business in
general have detrimental effects on economic growth. Mainstream economic theory
suggests that economic welfare would be maximized when distortions are minimized.
Accordingly, a removal of distortions of both macroeconomic and microeconomic nature
would have beneficial effects on economic activity and the rate of growth (Igor 2000).
For the early reformers, among them Bolivia, Chile, Costa Rica, and Mexico, the
expansion of international trade as a share of GDP, occurred mostly in the 1986-89
period. In the 1990s, the Argentina, Brazil, Paraguay, and Uruguay constituents of
MERCOSUR experienced very high growth rates of the volume of trade. While the
respective trade shares of Colombia, Mexico, and Peru increased rapidly (certainly as a
result of the liberalization process), the improvement was not as large in the oil-exporting
economies of Ecuador and Venezuela despite a liberalization program similar to that of
the former countries (especially Colombia). However, the tariff and quantitative
restrictions often impede the process of trade liberalization. The higher is the average
level of dispersion of tariffs and para-tariffs in terms of custom duties and taxes; more is
the distortion of international trade. The measure applied to evaluate the level of tariffs
and para-tariffs is the weighted average rate of tariff and para-tariff charges that is used to
weigh their respective shares in regional or global imports (Pritchett, 1996). However,
international exchange-rate regimes became less persistent than hard pegs and floats in
LAC after the Asian crisis. The choice of exchange-rate regimes and their transitions do
matter for inflation and growth (Rajagopal, 2005).

Kamin (1998) describes research comparing the response of inflation to changes in
exchange rate competitiveness in various regions of the world with evidence that an
empirical relationship between the rate of inflation and the level of the real exchange rate,
which was documented for Mexico in previous research contributions, holds for a large
set of other countries as well. He argues that such results may pose a dilemma for policy-
makers, since it implies that it may not be possible to achieve low inflation and high
export competitiveness simultaneously. However, the study demonstrates that the
responsiveness of inflation to the real exchange rate has been much higher in Latin



America and has distorted the growth of foreign trade despite institutional reforms that
were introduced in early 90°s by the LAC countries.

Trade Liberalization and Productivity

After decades of weak growth in Latin American countries, the manufacturing sector
exports have shown optimistic results in recent years following the international trade
agreements. The proposed study examines the trends of export dynamism in the Latin
American countries and attempts to analyze whether the current pace of growth is
sustainable. The previous research studies find that the competitive base for export
performance in the Latin America and Caribbean (LAC) countries is very narrow and is
dominated largely by non-manufactured products like raw materials. However, the
countries in the LAC region possess strength in low-end manufacturing and exporting,
where it is vulnerable to competitive entry and technological change. These processes
have meant increasing competition for firms in national and international markets. The
LAC countries are urged to increase competitiveness in order to increase employment,
production and growth under a context of globalization. The region has been highlighted
as an important player in both, as an important source of competitiveness for localized
firms and in the reallocation of economic activity. Agglomeration economies and
innovations are considered the most important forces in agglomeration leading to
increasing competitiveness and to improving living conditions for people living in such
regions (Jorge Vera, 2001). The relationship between trade liberalization and
manufacturing labor productivity growth for 27 industries in seven Latin American
countries from 1970 to 1998 has been studied with the variables export and import
growth and a commercial reform index (Paus et.al., 2003). The analysis of the study
captures the various channels through which productivity and trade liberalization have
been related. The study finds a significant positive correlation between all three variables
and productivity growth.

The factors, which determine the long-run real exchange rate in Argentina, Colombia and
Mexico, may be distinguished as real and nominal determinants. Co-integration analysis
is utilized to establish that the real exchange rate has an equilibrium relationship with real
variables (the terms of trade, capital flows, productivity, and government share of GDP)
which excludes nominal variables (nominal exchange rate, money) and central bank
intervention. Variance decompositions reveal that among the real variables that determine
the real exchange rate, the terms of trade and productivity explain much of the variation
in the real exchange rates. The impulse response functions are broadly consistent with
theoretical predictions and shocks to the nominal variables have only transitory effects on
the real exchange rate (Joyce and Kamas, 2003). The structural reforms have been
initiated in the macro areas including economic activity, international trade, financial
markets, generation and use of public resources, governance, and labor markets. Trade
leads to specialization, contributes to the total factor productivity (TFP), and offers
comparative advantages for the other countries. It also expands potential markets that
allow the domestic companies to take advantage of economies of scale and to diffuse
technology, innovation and managerial practices through close alliances with the foreign
firms (Igor 2000, Rajagopal 2004).



The export competitiveness of a country is also significantly driven by the resources
availability in the country and harnessing them. These resources may broadly be
classified as natural, monetary, R&D, production and market infrastructure and human
resources. The relationship between export competitiveness and investment in machinery,
allowing for imperfect substitution between domestically produced and imported
machinery has been analyzed in reference to the developing countries by Mody and
Yilmaz (2002). A translog export price function is estimated for developed, export-
oriented developing, and import-substituting developing countries in a panel data setting.
Between 1967 and 1990, imported machinery helped lower export prices for export-
oriented developing countries. The study revealed that innovative effort based on
imported technologies can be a precursor to the development of domestic innovation
capabilities, which may ultimately become the main nexus of a country's innovation
efforts to boost the export competitiveness.

Investment on Trade

In a ‘Cournot duopoly’ model of international competition between a domestic and
foreign firm, it is shown that when the foreign firm has incomplete information about the
marginal cost of the domestic firm then the domestic government can use an export
subsidy to signal the competitiveness of its firm. This signaling effect strengthens the
usual profit-shifting argument for an export subsidy. The optimal export subsidy in the
signaling equilibrium may be twice as large as the optimal profit-sharing export subsidy
under complete information (Collie and Hviid, 1993). The subsidies on physical and
financial resources including the fiscal incentives attract the foreign direct investments
(FDI), which help in augmenting the export competitiveness of specialized goods and
services in the region. The findings of one of the studies conducted on the impact of
subsidies in FDI and export competitiveness reveal that linkages between the foreign and
domestic sectors need to be improved if FDI is to be a vehicle for improving the
competitiveness of domestic firms (Zheng et. al., 2004). The openness-growth connection
is still an open question in the empirical literature. Although some studies have found that
openness has a positive impact on economic performance, others have seriously
questioned the significance of this result. One of the studies on Latin American trade
issues emphasizes that openness involves more than just trade liberalization (Cuardos
et.al., 2004). The increasing importance of international capital flows and especially
foreign direct investment (FDI) seems to be another relevant component of outward
oriented policies. Based on the quarterly data from the late seventies to 2000, the study
investigates the effects of liberalization in Mexico, Brazil and Argentina by taking into
account trade and FDI growth links. The results suggest that it is important to consider
both exports and FDI to ascertain the benefits associated to the outward oriented
strategies followed by these countries. New growth-trade theories have emphasized the
contribution of international trade to economic growth through its effect on capital
accumulation. A study with this focus tests the hypothesis that export oriented sectors
attain higher rates of investment using panel data techniques and sectoral data from the
Mexican manufacturing industry between 1970 and 1990 (Iscan, 1998). Despite the
substantial variations in export shares across sectors and over time, the study can find no
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evidence supportive of the hypothesis that exports lead to capital accumulation. There is
evidence that common determinants, such as the real exchange rate, may be behind the
correlations between exports and investment rates found in cross-country studies. It has
been observed in the previous studies that the economies that have advocated for open
international trade gained higher rates of growth influenced by the higher rate of
investment and factor productivity (Edwards, 1992, Harrison 1996).

A study focused on the relationship between entrepreneurship and successful export
marketing performance revealed after testing the hypothesis that entrepreneurship is
positively related to such performance (Haar and Buonafina, 2002). The research reveals
that entrepreneurial behavior is positively correlated with export marketing behavior,
suggesting government actions to boost competitiveness. Contemporary trends in the
organization of multinational enterprises (MNEs), developments in regional economic
integration, and evidence pertaining to the globalization of innovative activities are
suggestive of the need to revisit the question of the contribution of overseas MNE
affiliates to the technological capacity of developing countries. The study examining the
contribution of European Union (EU) MNEs to the development of technological
capacity in Mexico drawing upon small-scale survey and case study evidence reaffirms
that the main contribution of EU MNEs is that of the long-standing one of MNEs in
enhancing aspects of technological know-how in developing countries (Laura and Phelps,
2003). Yet the export orientation and status of EU MNE affiliates in Mexico appears to
have been enhanced with regional economic integration and the anecdotal evidence from
company case studies hints at possibilities for the future generations of technological
know-how.

The private investment in developing countries is stimulated by real GDP growth,
increases in government investment, improvements in financial intermediation,
reductions in credit to the government, and declines in world interest rates. An interesting
result of an empirical study relates to the important role played by educational
development in stimulating private investment (Ghura and Goodwin, 2000).
Nevertheless, statistically significant adverse effects of external debt on private
investment found by other studies could not be confirmed by this study. In addition, the
results for the full sample of countries are by no means common across the regions.
While real GDP growth stimulated private investment in Asia and Latin America, its
effect was not significant in Sub-Saharan Africa (SSA). Also, while government
investment stimulated private investment in SSA, it had the opposite effect in Asia and
Latin America. In addition, private investment was stimulated by increases in private
sector credit in Asia and SSA, but not in Latin America. Also, increases in credit to the
government had significant adverse effects on private investment in SSA and Latin
America. The political economic consensus in Latin America has played significant role
in crafting the trade and economy of the region. The splintering of the MERCOSUR
following the Brazilian devaluation in early 1999 has given way to an important re-
crafting of the regional vision and a significant expansion of the scope of the regional
project. These trends can best be understood as coalescing into a new (and nascent) form
of regionalist governance in the countries of the region, in which the MERCOSUR is
reconfigured as a vehicle for a new set of developmentalist and strategic objectives
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(Phillips, 2001). This emerging form of regionalist governance is both causative and
indicative of a new political economy both of the sub-region and of the wider region of
the Americas, and reflective of the crystallization of a new political economy of
development.

Research Design

The objective of this paper is to measure the extent of growth in the countries of LAC
region as an outcome of economic growth and to assess the competitiveness emerged
thereof. The study is limited to 11 countries of Latin American region. The principal data
sets have been used from the published resources of Economic Commission on Latin
America and Caribbean (ECLAC), World Development Reports and World Economic
Outlook of respective years. The data has been subject to the TFP model discussed in the
following sections. The GDP measures constructed by the Nehru and Dareshwar (1993)
have been referred in the study to derive calculations for the TFP variables. The data has
been analyzed using the dummy variables referring to the period of structural reforms in
the region. A similar procedure has been applied by Lefort and Solimano (1994) to
measure the economic growth during the recessional period. Similarly, Griliches and
Lichetenberg (1984) made an assumption in a study measuring the long-run effects of
technology transfer indicators on TFP growth.

The endogenous growth theory claims that physical capital growth alone cannot explain
per capita output growth and that the neoclassical model fails to capture a number of
crucial variables that explain economic growth. Their main contributions consist of
including not only human capital (Romer, 1986, 1990, 1994; Barro, 1991; Lucas, 1988),
but also international trade in goods (Eaton and Kortum, 1995, 1996; Rivera Batiz and
Romer, 1991a, 1991b; Pissarides, 1997; Grossman and Helpman, 1991). By
incorporating technological change, these models consider the diffusion of technology
between countries, and the ability of developing countries to adopt and implement
foreign technology.

The decomposition of output growth demonstrates that factor growth generally proves to
be more important than either the improved quality of factors or total factor productivity
growth in explaining output growth. The quality of capital positively and significantly
affects output growth in all groups. The quality of labor has a negative and notable effect
on the overall economic growth in Latin America. The economic growth thus, associates
with the declining quality deployment factors and vice versa. A growth accounting
method for productivity and competitiveness has been determined using an integrated
production function. The justification to choose this approach may be explained by the
fact that during low growth period contributed by the firms in economic recession, the
countries might have been forced to operate on the suboptimal manner with low levels of
capacity utilization and this situation can be analyzed accurately. The construct of the
model is explained below:
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Total Factor Productivity

The Cobb-Douglas function determines the relative influences of the factors of
production. This model has been further interpreted in reference to the impact of factor
dynamics resulted out of the structural reforms measures in LAC region, in terms of
change in technology, investment, productivity and international trade. These factors,
when considered with specific industrial sectors say, manufacturing industry determining
the productivity in terms of income will generate competition index that would reveal the
industry competitiveness, upon pooling. The model may be described as:

Y, =2 [Keror[1r R ] (i

t

where, Y is the generated income out of factor productivity (pooled), Zis an index of
TFP, K and L are the indicators of capital and labor availability and Q” is the projected
output as a function of innovation (/) and change in technology (R). Dividing both sides
by the intensity of change in factor “Yield” (y), taking Logs and first differentiating the

rates of change per LAC countries, resulting into TFP (Q)the equation may be
constructed as:

Z K
h{i}:ln ] +a1n[ : } (i)
Yia Zz_l Kt—l

Trade Competitiveness

It 1s assumed that the rate of growth of TFP can be expressed as a constant (A) with a
random error (¢). In the process of estimating the change in TFP that is reflected in the
competitiveness in the international trade in LAC region, it is also assumed that (L)
suffers a break during the structural reforms and the process of economic integration. The
trade competitiveness in the study has been analyzed with reference to the variables
openness, FDI, Portfolio, debt, Terms of Trade and export. The variability of (A1) may be
explained in reference to the equation (ii).

This leads to the following equation for estimation:

K
ln{i} =1+ aln{ : }L D, (i) T & (iii)
Yia K.
WhereD,, .., is the dummy variable activated in the years of structural reforms and

economic integration. This variable has been calculated for recession period of reforms
D, and during reforms when the productivity contribution went negative D, In all the

equations, the demand function is assumed to have constant elasticities. The equation
may be constructed as :
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Inx, = ﬁln(rp)t + j/ln(m)t +¢, (iv)

Where x denotes the exports from LAC region during the reforms period, 7p is relative
prices, m is foreign real expenditure on manufactured good, p is price elasticity, p is
income elasticity and ¢ is the error term in the referred period.

Interplay of Trade Blocks

It has been established through previous research studies (Riezman, 1999; Iscan, 1998;
Phillips, 2001) that trade agreements play significant role in developing a favorable
environment for trade and economy among the participating countries. In the model it is
assumed that there are ‘N’ trading blocks, where in the countries freely trade with each
other (eg. NAFTA, CAFTA, MERCASUR). They could be a part of Free Trade
Agreement (FTA), Customs Union (CU) or a simple N trading block condition.
Assuming that there exist N Trading blocks in the LAC region and each block is
endowed with a fixed amount of each commodity.

Let Bj be the trading block i in the region with an endowment of the commodity j,

chosen for transaction under the bi-lateral trade agreement. The Cobb-Douglas
performances exist in each trading blocs and the utility function, which can be derived
out of the preferential trade agreements between the countries of trading bloc, may be
described as

M
U'=>allnd; V)
j=1

Where U'is the utility of the trading bloc i, a_j. 1s the weight that trading bloc i1 put on the

commodity j, 21; is the aggregate consumption of j commodity in trading bloc i and M
denotes different commodities that have the trade potential in the trading bloc. The
volume of trade V| is described asV; = 4} — B}, of which the positive values indicate

imports from the point of view of trade competitiveness whereas the negative values
represent exports in the trading bloc. The trading blocs impose a fixed value tariff # which
may be defined as advalorem duty charged in each trading bloc i on import of j

commodity (tj ) Under such circumstances, the prevailing international price for j
commodity may be described as P, . Accordingly the domestic price for the j commodity

in trading bloc i would be P, = (1 + tj. )Prj . Hence the equation may be derived as below:

SR =y, =Y (e B B0 o)

J=1

LIt B; = (.4 it means trading block i is endowed with 40% of the regions endowment of commodity ;.
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Where in Yj‘ is the revenue granted in the trading bloc i for the commodity j up to ‘n’

potential commodities to be brought under trading. The equilibrium of the trade blocs
within the given trade conditions, may be derived through the equations (v) and (vi), we
get:

M n M lagr} .o
ZPVJA; :Z P;B; =1 (vii)
= j=1

And, towards the demand and supply, the equilibrium among the trading blocs may be
achieved as described in the following equation.

N o N o
> A=) Bl =l (viii)
i=1 i

At the equilibrium, the trade blocs would have aggregate expenditure equal to aggregate
revenue, which may also be desired as endowment vector. Endowment may be explained
as the sum of values of unilateral trade and consumption.

The measure of the economic welfare in reference to trade agreement has been computed
using calibrated fraction 6 which expresses the relationship between the fiscal allocation
including taxes and gross revenue and trade equilibrium among the countries under study.
Such equilibrium relationship is largely affected by the tariff regions of the participating
countries. The welfare cost is derived using the following equation:-

B’(xl,xz,x3):Bﬁ[(l—é‘)xl,(l—5)x2,(l—§)x3] (ix)

Where B' denotes the benefits derived under an equilibrium with positive tariffs and B"
represents benefits derived in the given trade equilibrium emerged out of free trade
agreements, common market structure or bilateral trade agreements.

Results and Discussion

The decomposition results for the pre- and post-reforms period in the selected countries
of the LAC region show that Brazil, Mexico and Uruguay had shown slower growth rate
of GDP during the period of reforms.

//Table 2 about here//

The data presented in the Table 2 shows that these countries experienced average rate of
output growth to the extent of 4 percent as compared to the 2.8 percent of the pre-reforms
period. The contribution of productivity as a fraction of GDP growth has a steep decline
in Mexico, and a slow rate of decline in Paraguay during the post-reforms period. Out of
the countries selected for the study the contributions of productivity in Brazil and Mexico
went down when corresponding economies were reformed. During the pre-reforms
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period 7 out of 11 countries had showed negative contributions of TFP to output growth,
while such trend was found only in the Paraguay and Mexico during the stage of
economic reforms. Other studies have also arrived at similar results. Mexico, a prominent
liberalizer, failed to attain stellar gross domestic product (GDP) growth in the 1990s, and
since 2001 its GDP and exports have stagnated (Tornell, et.al, 2004).

//Table 3 about here//

The long-run effect of reforms would prevail if sustained during the process and may be
influenced by the sum of the contemporaneous and the delayed impacts. If the latter is
negative, some of the achievements of growth would be lost in the future. If positive,
additional growth would occur effortlessly. The results including lagged reforms
variables in the basic equation are reported in the coefficients that hold negative signs as
compared to those of the corresponding contemporaneous variables. However, the lagged
coefficients are quite small in absolute value, leaving substantial positive long-run effects
for each of the reforms variables. None of the delayed effects has a clear statistical
significance individually, but they have strong significance jointly. This dynamic
specification marginally improves upon the static one according to standard statistical
measures, as well as with regards to the qualitative features of the results. As measured
by the adjusted R-square, the fit of this dynamic specification is slightly better than that
of its static counterpart. Moreover, in the dynamic specification, education is statistically
significant. The evidence thus suggests the presence of a minor partial offset to the
beneficial growth effect of stabilization during the post -reforms years.

It may be seen from the Table 3 that the coefficients of the constants and the dummy
variables D and D, have been derived from the ordinary least squares (OLS) for each

country. The regression results show that there is upward growth in the total factor
productivity for the six countries with and without the introduction of dummy variables.
However, the economic reforms had a positive effect on the rate of growth of TFP that
also reflected through the policy of trade liberalization in the Latin American countries.

Assuming low variation in the regional economic growth and taking the estimates at
their face values, the income effect is immediate, the short term effect from relative
prices is lagged, and the estimated short run price elasticity (-)0.3 is lower in absolute
value than the long run elasticity (-)1.3. These results are common in the analysis of time-
series data of foreign trade. The estimated long run coefficient of foreign imports is found
to be 0.8 that implies a trend of increasing market share for Latin American countries on
the basis of the pooled data at constant relative prices. Intra-regional trade is relatively
small in general terms and it is negligible for Costa Rica. Mexico has traditionally
absorbed only a tiny fraction of Central America’s exports. In sum, regional trade flows
are not very big - on an average, no more than 18% of the region’s exports have gone to
the region itself and Mexico. On average 40% of all imports come from the US.

//Table 4 about here//
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The Table 4 shows that the trend of exports in the selected countries is positive but with a
slower rate of growth, relatively to the country debt and foreign direct investment (FDI).
It may be observed that except 3 countries, others have shown a positive trend in the FDIL.
However, the benefits of liberalization can be seen in the extraordinary growth of exports
and foreign domestic investment (FDI). In reference to the Mexican puzzle, the key
factors played in Mexico's response to crisis towards deterioration in contract
enforceability and an increase in nonperforming loans (Tornell, et. al, 2004).
Manufacturing in LAC region faces severe competitive stresses as it integrates into the
global economy. Though it was the first region in the developing world in the post-war
era to liberalize on international trade and investment flows and had the most advanced
industrial base, it failed to tap fully the opportunities offered. In Latin America; a
significant concentration has taken place in the industrial sector with a small number of
large conglomerates controlling industrial production; small and medium enterprises are
experiencing particular difficulty in adjustment; capital-intensive resource-based sectors
are growing; and extensive reorganization of work on the shop-floor is taking place. It is
also noted that the decline of vertically integrated firms in the region opens up new
possibilities for smaller firms as sub-contractors, provided that appropriate infrastructure
and markets are operating. The over-emphasis on political instability and ineffective
governance issues has led policy makers to overlook key market failures that stand on the
way to sustained productivity growth, increasing technological capability and greater
competitiveness.

Since the welfare measure leading to the economic benefit emerging out of foreign trade
agreements has been computed in terms of tariff region (taxes) and revenue, it provides
an estimate of percentage change in the revenue as an indicator of economic welfare
through the trade agreements. The economic welfare indicators associated with Nash
equilibrium is discussed in the Table 5.

// Table 5 about here//

The results reveal that NAFTA (Trading Bloc 1) has gained over the other two trading
blocs in terms of revenue though the trading costs were higher. Each trading bloc
approximately gains 1.5% higher in the LAC region, by changing optimal tariff. The
trading bloc 2 has gained marginally lesser than the trading bloc 3 which is formed out of
bilateral trade agreements. This leads to smaller tariffs and lower economic welfare gains.
The analysis of economic welfare gains through Nash equilibrium allows critically
examination of the optimal policy in an economy that evolves around take-off state,
which is not necessarily efficient.

Conclusion

During early1980s, the private sector in Latin America faced a very uncomfortable
economic environment. Inflation was high; there were sharp currency fluctuations which,
in turn, led to acute price volatility; investment was low and import substitution prompted
low production, state interventionism, large foreign debt and severe balance of payment
deficits. The whole region suffered a strong macroeconomic state of imbalance, which
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required strong remedies. The subsequent stabilization and structural adjustment
programs aimed to reduce fiscal deficits, open up economies, privatize state enterprises,
reduce foreign debt, introduce flexible exchange rates and modernize the financial
system. The opening up of markets can play an important role in weakening vested
interests and reducing economic rents associated with long standing economic and
institutional arrangements. Trade can thus spur improvement in domestic institutions that
otherwise would not have been possible. In addition, international agreements can be an
important external anchor and catalyst for institutional change by breaking through
domestic impediments to reforms.

Analysis reveals that growth rates tend to fall only temporarily following a balance-of-
payments crisis and then rebound to the pre-crisis levels in some of the Latin American
countries. However, a balance-of-payments issue is often associated with a decline of
growth rates and may run into the export crisis in the future. The results of the study
determine that international liquidity, financial soundness, real exchange rate
depreciation and monetary policy play a critical role in reducing output losses and
increasing the economic welfare gains. The study reveals that while applying the Nash
equilibrium, gains from trade liberalization arise through the various types of trade
agreements, however, that stem from the impact of foreign economic activity on the
domestic marginal cost of production. The trade competitiveness reflects significantly in
reference to the welfare losses and gains. The variables that determine the efficacy of the
trading blocs include exchange rates, foreign direct investments, total factor productivity
and growth in exports. The interest rates in response to domestic inflation need to be
adjusted to foreign inflation within the trading blocs in order to optimize the economic
welfare gains.
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Table 1: Growth of GDP in the Latin American Countries

(In percent)

Countries/Period 1951-60 1961-70 1971-80 1981-1990 1991-2000 2003
Argentina 2.9 4.4 2.8 -0.6 4.6 8.6
Brazil 6.8 6.1 8.7 1.7 2.6 -0.4
Chile 4.0 4.3 2.7 3.2 6.0 33
Colombia 4.7 5.2 54 3.7 2.6 3.7
Costa Rica 7.3 6.8 5.5 2.3 4.4 6.4
Ecuador 5.0 4.8 9.0 1.8 1.8 2.5
Mexico 6.1 7.0 6.7 1.9 33 1.2
Paraguay 2.8 4.7 8.7 3.1 2.8 2.5
Peru 5.5 5.1 3.9 -0.8 4.7 4.1
Uruguay 2.2 1.6 3.1 0.2 3.2 2.3
Venezuela 7.6 6.0 1.9 -0,5 2.1 93

Source: Economic Commission for Latin America and Caribbean (ECLAC)

Table 2: Growth Decomposition in Periods of Reforms and No-Reforms of the Economy, 1950-2003

(In percent)

Country GPD growth Productivity Contribution of
Productivity in GDP
Status Pre- Reforms Pre-Reforms | Reforms Pre- Reforms
Reforms Reforms
Argentina 1.6 4.7 -0.5 4.1 -31.25 87.23
Brazil 5.2 2.5 0.9 0.2 17.31 8.00
Chile 2.3 5.2 -0.3 2.3 -13.04 4423
Colombia 4.7 4.7 0.9 1.8 19.15 38.30
Costa Rica 4.3 59 -0.1 0.8 -2.33 13.56
Ecuador 1.8 55 -0.9 1.6 -50.00 29.09
Mexico 5.7 1.4 1.1 -1.9 19.30 -135.71
Paraguay 4.9 35 -0.4 -0.2 -8.16 -5.71
Peru 1.6 53 -1.2 2.9 -75.00 54.72
Uruguay 1.6 3.1 0.7 2.1 43.75 67.74
Venezuela 2.3 5.2 -1.2 1.9 -52.17 36.54

Source: Based on the data computation done by the author.
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Table 3: Total Factor Productivity Growth: Average in 1950-2003 and Change During Periods of Reforms,
OLS Regressions (Percent)

Recession Dummy None D, D,,,
Country/ Period 1950-2003 S, 1950-2003 S, 1950-2003 S,
Argentina -1.9 6.7 2.5 3.9 2.8 4.0
(0.161) (0.008) (0.001) (.005) (0.001) (0.005)
Brazil -1.3 1.9 0.4 1.4 2.0 0.7
(0.245) (0.392) (0.651) (0.350) (0.010) (0.614)
Chile -1.3 2.9 2.9 1.8 34 0.6
(0.229) (0.047) (0.059) (0.079) (0.483) (0.927)
Colombia 0.7 0.4 0.8 0.4 23 -0.5
(0.465) (0.503) (0.485) (0.593) (0.000) (0.271)
Costa Rica -1.7 1.3 0.3 1.6 0.8 0.9
(0.201) (0.469) (0.786) (0.174) (0.316) (0.217)
Ecuador -1.2 3.1 1.3 0.7 1.5 2.9
(.570) (0.159) (0.469) (0.740) (0.449) (0.227)
México -3.7 1.1 -0.7 1.4 1.2 4.2
(0.004) (0.372) (0.415) (0.556) (0.569) (0.899)
Paraguay -1.3 0.4 0.2 -0.7 L5 1.1
(0.099) (0.784) (0.990) (0.536) (0.020) (0.248)
Peru -1.9 2.9 0.8 2.6 2.5 0.8
(0.132) (0.16) (0.327) (0.152) (0.224) (0.947)
Uruguay 1.4 1.4 2.8 0.4 33 -0.2
(0.223) (0.537) (0.000) (0.785) (0.000) (0.822)
Venezuela -1.2 33 0.4 2.8 3.6 1.0
(0.18) (0.072) (0.458) (0.395) (0.022) (0.440)

5x = change during the reforms period

Source: Based on the data computation done by the author.
p values are presented in parentheses, D,,; is activated when the GDP growth is negative while D,,, is
activated when the growth rate of TFP is negative.

Table 4: Industry Competitiveness in the Latin American Countries (1970-2000)

Country Regression Analysis®

Openness FDI Portfolio | Debt Terms of Trade Exports
Argentina 0.72988" | 0.61124" | 0.54371" | 0.84319" 0.30104" 0.44134
Brazil 0.30145 0.79216 0.61112 0.82243 0.12769 0.37621
Chile 0.53661 0.20073 0.59721 0.88301 0.44166" 0.39823
Colombia 0.19972" 0.14217 0.39012 | 0.69931" 0.37164 0.47159
Costa Rica 0.55374 0.49214 0.39822° | 0.47644 0.79331" 0.61842"
Ecuador 0.11498 -0.11767 0.17632 0.53319 0.03467 0.15620
México 0.19833 0.57622" 0.89831 | 0.73012" 0.59217" 0.48542
Paraguay 0.77971 0.39872 0.52761 0.61320 0.27643 0.29811
Peru 0.49321" -0.0352 0.21984" | 0.71097 0.48711" 0.30102
Uruguay 0.59136 -0.0349 -0.0127 0.29371 0.30891" 0.20956
Venezuela 0.0234 0.35612 0.52019 | 0.76653" 0.46522 0.71131"

a : Dependent variable GDP

** Statistical significance at 5 percent level

Source: Based on the data computation done by the author
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Table 5: Welfare Equilibrium in Trading Blocs in Latin America

Trade Blocs NE FTA CM BT

1 2.079 1.235 0.493 0.079

2 1.532 0.928 1.163 1.212

3 1.670 0.946 1.325 1.495

LAC Region 1.752 0.986 1.012 0.929

Trade Blocs 1 = NAFTA (FTA- Free Trade Agreement)
2 = Common Market (CM) - MERCOSUR

3 = Bilateral Trade (BT) between two countries on mutually convenient agreement
NE = Nash Equilibrium






