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Economic growth and the process of development do not
evolve in a political and institutional vacuum. Economic choices depend
on rules, institutions and social constraints that are mediatadbijtical
process. A governance environment characterized by stability, thefrul
law, and social cooperation will foster wealth creation provided good
economic opportunities are in place. However, in many societies —
including the Andean countries-- the political process is often yness
institutions are far from being the ideal set of rules thaimize
transactions costs and social relations are characterizednfiyctc and
even violence. Ultimately, underdevelopment is not only a problem of lack
of economic resources but it is largely associated also withtileol
politics, dysfunctional institutions and highly differentiated social
structures.

The subject of this book is to understand the main characteristics
of political systems, institutions and social structures in the &mdegion
of Latin America and its interplay with economic performancie T
Andean region is comprised by Bolivia, Colombia, Ecuador, Peru and
Venezueld These economies have a per capita income of around U$ 2000
although they are rich in natural resources (oil, mining, foresty, bi
diversity, fishery, etc). The quality of their institutions (rwé law,
effectiveness of regulation, control of corruption, others) ranks in a

! The criterion for including the five countriestime definition of “ Andean region” is their membleifs to
CAN (Andean Community of Nations) an economic im&ign and political agreement that has a
governing council, a parliament and form a custoion. Chile is also an “ Andean country” in a
geographical sense but it is not a member of CAN.



relatively lower place in global country ranks of quality of isibns.
These countries have varying degrees of political instabitiéguencies

of presidential crises, turnover of authorities and frequency ofgehan

their constitutions. Their social structure is characterizeddmgiderable
poverty, by inequality of income and wealth. In Bolivia, Ecuador and Peru
a significant share of the population is of indigenous origin. Economic
growth in these economies, on average, has been moderate and volatile i
the last two decades. In addition, they have had their fair shfare
economic crises and external vulnerability associated with tefrtrade
shocks and changes in capital flows.

Main Questions.

This book includes comparative cross-country studies along with
political economy country papers for each Andean country in the 1990s
and early 2000s. The volume tries to address the following questions:

a) What are the main characteristics of the political systethe Andean
countries, both regarding presidential systems and stability of democracy?
b) What is the frequency of episodessgdtemic breakdown (coup détat,
authoritarian regimes, major social upheavals) or collapse adatagy in
recent decades in the Andean countries?

c) Are social contracts as embedded in constitutions stable iove? t
What is the frequency of constitutional change in the Andean region?

d) How frequent are presidential crises and turnover of Minisiets
other authorities in the Andean countries? How do we define and reeasur
political instability and institutional fragility?

e) What is the interplay between economic and political crigas?
political crises lead to economic crises? Do economic crisad to
political crises? Is there a certain degree of autonomy ketlweth types

of crises?

f) What is the quality of institutions measured by indicesutd of law,

control of corruption, effectiveness of regulations, degree of violence?



g) What are the effects of income and wealth inequalitthén Andean
region? Does inequality worsens governance? Does inequality hampers
economic growth?

h) How the abundance of natural resources and the existence df illega
activities (e.g. drug-traffic) have affected the economy gowernance
conditions in the Andean region?

i) What are the main economic effects of political instabifityd the
quality of institutions on the rate of economic growth and other iraEat

of economic development?

Main Findings

Main findings of this book can be summarized as follows:

Political Systems, Constitutions and Crises.

All Andean countries have a presidential system. However,
formal political systems do not always guarantee strong presadetizt
ensure law and order and warranty political stability in tleegentries. In
fact, in this book we document a high incidence of presidentia¢scris
under presidential systems. In fact, several Andean countries hdve ha
presidential crises in recent years (Bolivia in 2003, Peru in 20figder
in 2001, Venezuela in 2001). Still we are not recommending here
parliamentary systems for these countries. The point we wanake s
that presidential systems in complex societies affectedfreguent
economic crises, political fragmentation and chronic social comfiey
not, per se, avoid political crises. Strong presidencies mayntake than
having a presidential system written in the constitution.

In the 1990-2003 period, Colombia, Ecuador, Peru, Bolivia and
Venezuela — all five Andean countries-- reformed, in major wangsy t
constitutions as a way to solve their political and economic problems.
Historically, say during the #Dcentury, the frequency of constitutional
reform in the Andean region was high. If we interpret (major)
constitutional reforms as an attempt to redraw existing scardtacts, we

find that social contracts are not very stable in countriesctiatge their



constitutions with high frequency (according to international standards)
Again we have to distinguish between formal social contracts — as
expressed in constitutions-- and actual (or “informal” social ectg},
that embeds other considerations such as political culture, historgl soc
norms that are more difficult to change than constitutions. speeific
consequences of the last round of constitutional reforms in the Andean
countries merit their own analysis but are beyond the scopesolbdiok.
Still the experiences of the last 10-15 years suggests thagidy the
constitution is not an overnight fix for the political, economic andasoci
problems of these countries. In addition, new constitutions in some cases
may create new problems that probably were not envisaged by the
reformers of the constitution. A sensitive issue is the expansion of
economic rights (and devolution of powers to sub-national levels)
sanctioned by some of the new constitutions without concomitant
increases in wealth and income to finance the new mandates of the
reformed constitutions. This could be relevant for Colombia following the
constitution of 1991 and in Venezuela after the constitutional reform of
1999-2000. Other new rules that have proved complex are provisos on the
number of political parties, re-election rules, decentralization and others.
Interplay between economic and political crisis.

The Andean countries, some more than others, have been often
affected by economic crises. The question arises from a pbétoaomy
perspective if economic crises are always followed by pdlitdaes? In
turn, do political crises have most of time have an “economimd?ig he
answer is mixed. The Bolivian presidential crisis that led todeparture
of former president Sanchez de Lozada came at a time when inobmes
coca growers and poor peasants sharply declined following the pdlicy
coca eradication. So although there were economic causes behind the
outset of the president Sanchez de Lozada of Bolivia it did not falow
full economic crisis (defined as high inflation, continuous currency

devaluation, massive decline in GDP, etc). In contrast, in Ecuadbein t



last 1990s, the country indeed suffered a full blown economic crises in
1998-1999 characterized by accelerated currency depreciation omflati
crisis in the banking system followed by a massive depositdraed in

1999 a decline in gross domestic product of over 9 percent. Against this
background, president Mahuad was deposed in an indigenous-military
uprising in January of 2000. Of course, there were also purelycpoliti
factors behind the collapse of president Mahuad administration but
undoubtedly the serious economic crises of 1998-99 created a
deteriorating environment conducive to a presidential crisis.

In Peru, the departure of Fujimori in 2001 was largely assdciate
with a bribery scandal involving its chief of security Vladimiro
Montesinos. In addition, the neo-authoritarian style of government of
Fujimori in the 1990s certainly generated increasing levels ofalsoci
resistance and international and national de-legitimization. In cbhonec
with our question of the interplay between economic and politicas;ris
is apparent that no open, large scale, economic crises happenedrto occu
before or after the departure of Fujimori. In sum, we have a yaofet
experiences in the Andean countries that suggest that economic and
political crises are not always closely related with eattier; they have a
degree of “autonomy”. One type of crisis (political or economiayas
necessarily preceded or followed by the other.

Sability and quality of democracy

The cross-country analysis and individual country cases show that
historically, and recently, democracy has been not particusialyle in
certain Andean countries. In the 1960s and 1970s, there were frequent
regime changes in which military regimes alternated wittmabzacy in
Bolivia, Peru and Ecuador. Clearly, in those countries democracy was
fragile. In contrast, in the last four decades democracy has been m
stable in Colombia and Venezuela.

The dichotomy democracy and authoritarianism probably has to

be revisited in this age of globalization of information and mediaadcitr



that makes undemocratic acts and the violation of human rights appear
more forcefully in the limelight. This brings us to the complssue of
quality of democracy, not an easy concept to define. At a breat e

may associate the quality of democracy with the effichgywhich
political institutions mediates and aggregate the interests, \anice
preferences of different political parties and social groups to produce
results that are deemed to be socially desirable (includieaticg an
environment conducive to economic prosperity and stability).

The demands by certain social and ethnic groups for increased
voice and political representation is an important test on the yjuilit
democracy. Exclusion and lack of representation of these groups show that
democracy is incomplete. Recently we have seen the increasiramndem
of indigenous groups in Bolivia, Ecuador, and Peru for greater voice and
representation (and eventually autonomy). Traditionally these groups have
been excluded from the political system although in the 1990s that
situation started to be reversed. Another issue is how democracgesana
violence. There are various types of violence: criminal and padliicad
one type of violence can breed the other. Colombia is the country with the
highest incidence of political violence in the Andean group and im Lati
America due to its more than four decades old armed conflictdfzter
by narco-traffic. Peru also suffered from heightened violenc8dmdero
Luminoso in the 1980s and early 1990s. Persistent political violence
reflects a failure of the democratic system that cannot ienpius rule of
law and maintain the monopoly of the use of force by the institubbns
the state. The economic consequences of violence are bound to be severe
as it often destroys human lives and valuable economic assets.

The nature and quality of institutions
Economic theories of institutions stress that they are created t
minimize transaction costs and facilitate economic exchangeevay,
other theories envisage institutions as instruments to create aadt phet

economic and political interest of certain elites, although thay ime



inimical to growth and prosperity. Institutions are not always Hgcia
efficient arrangements.

There is increased awareness of the importance of institutiohsasuc
regulatory agencies, the tax system, the budget process,| bamka and
ministries. The country studies in this volume use the set of mdite
quality of institutions compiled by the World Bank and the World
Economic Forum for a large sample of countries and put the Andean
countries institutions in international perspective. These indicelsasex!
on surveys applied to users of these institutions such as individuals,
domestic companies and foreign investors. Although there are difeese
within the Andean group in general these countries rate below sbere ot
Latin American countries and the OECD in terms of quality of institutions.
Natural Resources, External Vulnerability and Illegal Activities.

Several Andean countries depend on natural resources as their
main source of foreign exchange and fiscal revenues. This safieeof
oil in Venezuela and Ecuador, of hydrocarbon in Bolivia, copper in Peru,
etc. This dependence on natural resources make these economies
vulnerable to international volatility in commodity prices that mftecate
internal cycles of booms and bust as the financial possibilitiesh#or
smoothing of these shocks are limited given the incomplete nature of
domestic and global capital markets. This dependence on natural resource
creates the problem of managing the pressure on the state to spend
windfalls when they occur. From a governance perspective, manign
revenues of natural resources in a transparent way is also a challenge.

Another issue, related to “natural” resources is the importanide gzl
activity such as drug-traffic based in the cultivation of ceed. IThis has
been especially serious in Colombia since the 1960s and 1970s in which
revenues of drug-traffic has contributed with revenues for rgtmlps
fueling and perpetuating internal conflict. Also money from illegaivity
can have a corrupting effect on institutions debilitating the deatioc

system and altering economic priorities away from development.



Conflict, Inequality and Ethnic Diversity

The social structure of the Andean countries comprises poverty,
economic inequality and social stratification. These are sesi@tiwhich
the urban and rural economic elites have a disproportionate influence i
society. This is contrast with the limited political and econoimficience
of low-income groups, the unemployed or underemployed, poor peasants
and the less educated part of the middle class. To “traditionalals
conflict stemming from pressures for increased distributive share
national income by organized social groups emphasized by structural
theories of inflation and growth we have to add the new demands of
indigenous groups for inclusion, representation and identity. Social
conflict combined with economic vulnerability

Politics, Institutions and Growth.

The combination of differentiated social structures, vulnerability to
external shocks, weak institutions and unstable politics tends to deter
growth and prosperity in the region. Institutions and governance
conditions affect economic growth through factor accumulation,
productivity growth, quality of labor-employers relations and the igéne
business climate in the country. This book examines at country level how
these mechanisms operate identifying the role of social and rgoeer
factors and shocks affect economic outcomes. The empirical growth
literature has ample evidence showing the negative effectslvafrse
governance conditions on economic growth. The country studies included
in this volume examine in rich institutional and historical deth#
interactions between politics and institutions on the one hand and
economic performance and growth on the other.

Organization of the Book

This book is organized in two parts besides this introduction. Part |
includes two essays that consider the Andean group as a whole.rChapte
“Governance Crises and the Andean Region: A Political Economy

Analysis” by Andrés Solimano provides a conceptual frameworkusty st



governance patterns distinguishing between political regimes and the
constitution, the quality of institutions and patterns of social cordct
cooperation. The chapter also undertakes an empirical analysikefor
Andean region that combines historical and recent data on politisa$cr
changes of constitutions along with the indices of quality of instiat
published by the World Bank and the World Economic Forum. The
chapter also illustrates linkages between growth performance and
governance and inequality. Chapter 3, “Poverty, Inequality and
Governance in the Andean Region” by Ashu Handa and Amanda
Glassman analyzes the main trends in poverty and inequality in the
Andean countries. The chapter explores the role of the level andityolatil
of economic growth, the incidence of recessions and crises, inflation, labor
market dynamics and governance factors in terms of their impact on
poverty and inequality. The chapter also highlights options for Isocia
policy and reform that make compatible growth with social ecaitg
inclusion. Part Il of the book is devoted to the political economy country
studies written by well-known economist and political economistsaoh

of the five Andean countries. These studies distinguish between
institutional and governance factors and economic and social outcomes,
exploring the interfaces between both sets of variables. The gountr
studies provide rich institutional detail and place the country exmpase

in the proper historical and contemporaneous context of each country.
Chapter 4, “The Political Economy of the Crisis in the Andean dReqgi
The Case of Bolivia “ written by George Gray Molina and Gonzalo
Chavez make a distinction between a “governance block” and an
“economic block”. The study covers from 1982 to 2002. The governance
block identifies political fragmentation, corruption, ethnic fragmeéonat

and narco-traffic as important governance issues in Boliviaetbromic
block documents the stabilization of hyperinflation in the mid 1980s and
the successive economic and social reforms undertaken in the 1990s and

early 2000s. The authors warn on some critical contradictions ofi&oli



society in which the modernizing reforms of the 1990s in the ecoomy
existed with a still high dependence on non-renewable naturalrcespu
the revenues from drug traffic, a fragmented political systetrigh level

of poverty and inequality and a history of exclusion of indigenous groups.
These elements are extremely relevant for understandingrities ¢hat
lived Bolivia in 2003 (and previous crises as well). Chapter 5, “The
Economy, Conflict and Governance in Colombia” by Jose Antonio
Ocampo examines the evolution of governance conditions and economic
developments in Colombia in the 1990s and early 2000s, providing
historical insights and data when relevant. The author refla¢emternal
armed conflict of Colombia to colonization, the geographical
fragmentation of power, intensified by the effects of drugitraihd its
degenerative effects on society and the rebel groups. In the ecomemic a
Ocampo analyses the impact of incomplete adjustment to trade
liberalization and the vulnerability to external financial egclon
economic performance. He also notes the tensions between openness and
an increased role of the state sanctioned, among other thinghe by
constitution of 1991. In addition, Ocampo points-out that Colombia seems
to be the case of a relatively stable democracy co-exigtitiga violent,
gang-controlled system largely related to drug-traffievagtand armed
conflict.

Chapter 6 “Political Economy of Ecuador: The Quandary of
Governance and Economic Development "by Gustavo Arteta and Osvaldo
Hurtado analyzes the political and economic performance of Ecuador i
the 1990s and early 2000s. The authors highlight the fact that Ecuaslor wa
the first country in Latin America to begin the transition to deracy in
1977-79 after successive periods of authoritarianism. Ecuadorian
democracy, however, has been characterized by political intstabihigh
turnover of presidents and ministers, volatility of laws and reforms,
fragmented and conflictive politics, regional divides, influentiapooate

interests and weak executives. In the economic arena, the 1980s and 1990s
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in Ecuador were decades of low and unstable growth, inflation and
inflation, recurrent currency devaluations, external vulnerabditgittand
commodity price shocks and volatile capital flows. The authory/zma

the interactions between governance and economic conditions and reflect
upon attempts of constitutional reform to improve governance in Ecuador
and the changes brought by dollarization in the economy. Chapter 7 *
Governance and Economic Performance in Peru in the 1990s” by IMigue
Jaramillo and Jaime Saavedra examines the main politicasiretil and
economic developments in Peru up to 2000. The authors document that in
1990 the country was affected by severe economic instability and by
social turbulence and violence led by the Maoist gi@anglero Luminoso.

The chapter highlights the combination of neo-authoritarian political
methods of the Fujimori administration along with an economic program
of stabilization, liberalization, privatization and provision of social
infrastructure in rural and urban areas. That contradictory qadditi
economic mix proved ultimately explosive in 2001 when the Montesinos
corruption and mafia-like scandal erupted forcing the departure tliem
country of president Fujimori. Chapter 8 “ Venezuela: From Stalidity
Turmoil” by Enzo del Bufalo and German Rios provides an interpretativ
political economy essay of the events that led to the governofent
president Hugo Chavez in the late 1990s and the economic and politica
situation of the early 2000s in Venezuela. The authors discussalsever
features of Venezuelan society during most of th® @ntury: a varied
‘human geography” and ethnic diversity, the oil rental model, the
dominance of two main political parties (ADECO and COPEI) amd th
influence of the international economy and global politics. This long run
political economy outlook is then complemented by a look at governance
indices in Venezuela also used in the other country studies. Thesauthor
also look at economic performance and discuss the interplay between

governance and economics. The attempt of coup de e’tat against Chavez in
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2002 and the national strike of December of 2002 are also analyzed in the

context of the complex transformations underway in Venezuela.
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