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Economic Growth under Alternative Development
Strategies: Latin America from the 1940s
to the 1990s

Andrés Solimano

State dirigisme and import substitution provided the engine for growth
in Latin America from the 1940s to the late 1970s. Although the growth
performance of the region was respectable in that period, with annual
growth of around 5 percent, the development model started to run out
of steam in the 1970s and definitely collapsed in the 1980s under the
pressure of the debt crisis and growing macroeconomic instability. Un-
der these circumstances, governments altered their development strate-
gies in the direction of opening up their economies, reducing the role of
the state, and deregulating activities previously precluded for the private
sector.

This chapter examines three propositions regarding Latin American
growth and its links with policy transformation: (a) The postwar growth
performance of Latin America, say from the 1940s to the onset of the
debt crisis in the early 1980s, relied strongly on factor accumulation,
with a declining contribution of total factor productivity growth over
time (a sort of “extensive” growth pattern); (b) The accumulated experi-
ence of market-based reform shows that reform can be followed by
either recessionary or expansionist output responses in the short term.
The magnitude of initial disequilibria, external factors, and the response
of exports and investment to the reform policies are the basic determi-
nants of those growth outcomes; (c) The long-run growth impact of
market reform is still an unsettled issue, and evidence suggests that a
sustained acceleration of growth after reform may come with a long lag
(a decade or so). The dominant view stresses an increase in total factor
productivity growth as a main channel for an acceleration of growth
after reform that improves the quality of resource allocation and the
productivity of investment.

The critique of the traditional development model followed in Latin
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America—based on import substitution and state dirigisme—focuses
not so much on a failure of that model in delivering acceptable rates of
output growth, but on the fact that this was an “extensive” pattern of
growth relying on factor accumulation (capital and labor) with a reduced
contribution of total factor productivity growth (associated with a policy
regime based on import substitution and state dirigisme that brought a
distortive structure of incentives in the economy). The empirical evi-
dence reviewed tends to support this view on the sources of growth in
traditional development model. It also shows that, macroeconomically,
the growth process in several countries of the region was often accompa-
nied by recurrent balance of payments crisis and inflationary pressures.

The contention that the short-term growth impact of reform is influ-
enced besides other factors by the phase of the business cycle and the
external conditions faced by the reforming economy is examined in a
sample of countries starting reform from a variety of initial conditions in
the 1970s, 1980s, and 1990s. In that perspective, Chile adopted market-
based reforms in the second half of the 1970s in a context of increasingly
abundant capital flows, existing spare capacity, and unemployed labor.
As a result, growth rapidly accelerated after major reforms were under-
taken. In contrast, reform programs adopted in the 1980s in Mexico and
Bolivia did so under the hardship posed by the external debt crisis and
the sharp cut-off of foreign financing to the region. These programs
were followed by either stagnation or modest growth. More recently, in
the early 1990s, reform programs have taken place in severely distressed
economies such as Argentina and Peru and also in the more economi-
cally stable Colombia. Under a more favorable international environ-
ment than that of the 1980s, particularly regarding capital inflows, these
programs have been followed almost immediately by renewed growth.

In evaluating the impact of reform on long-run growth, we face the
problem of too few observations. Chile is the economy in the region
with the longest experience—nearly two decades—with comprehensive
market-based reform. Mexico and Bolivia also adopted comprehensive
reform measures, but only since the mid-1980s. Empirical evidence for
Chile points out a positive effect of reform on long-term productivity
growth, but also shows a substantial lag in the impact of reform on
capital formation—a key ingredient for sustainable, capacity-based out-
put expansion.

The chapter is organized into four sections in addition to this intro-
duction. The first section discusses conceptual issues surrounding the
relationship between stabilization, reform, and growth. The second sec-
tion looks at the historical and more recent growth record of seven Latin
American economies that have adopted, to different degrees, programs
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of market-based reform in the last three decades. The third section pre-
sents econometric evidence of sources of growth from the 1940s to the
1980s for these reforming economies and then provides additional evi-
dence on the long-run impact of reform on the rate of economic growth in
Chile and Mexico. The last section contains concluding remarks.

Growth under Alternative Policy Regimes:
Conceptual Issues

This section reviews the main features of growth under two main
policy regimes: state dirigisme-cum-import substitution, the develop-
ment model of Latin America between the 1940s and 1980s, and
market-based development.

State Dirigisme and Import Substitution

Growth under state dirigisme and import substitution was driven mainly
by capital-intensive investment. On the one hand, public investment was
envisaged as a key policy device for mobilizing domestic savings, boosting
growth, and avoiding the potential coordination failures of decentralized
markets. Public investment focused on sectors such as energy, public
utilities, telecommunications, and infrastructure—activities that tend to
be capital intensive. On the other hand, private investment was stimu-
lated through subsidized credit, tax rebates, and preferential exchange
rates. The import tariffs structure favored the import of machinery and
equipment and inputs; this apparatus of investment promotion tended
also to make growth rely on the expansion of capital-intensive activities
and the import of capital goods.

At the macro level the growth pattern suffered at different points in
time from two main disequilibria: chronic inflation and recurrent bal-
ance of payments crises. The inflationary pressure came from two
sources: first, the tendency for the state sector to expand led to increas-
ing pressures on public spending which, giving rigidities of the tax sys-
tem, was reflected in the appearance of fiscal deficits, financed in many
cases by money creation,

A second source of inflationary pressure was associated with dis-
tributive conflicts among different groups (powerful urban labor unions,
the industrialist-capitalist class, landowners) over their relative shares
in national income. This gave rise to the traditional wage—price—
devaluation spiral that under accommodative monetary policies pro-
duces inflation.

The recurrent balance of payments crisis in Latin America under































































