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PPrreeffacacee

Over the past decade, the countries of Latin America
and the Caribbean have made great strides in moderniz-
ing their economies. Macroeconomic problems have been
controlled, and mechanisms that once protected indus-
trial sectors from foreign competition have been dis-
mantled. The region has been a leader in reforming such
sectors as electricity, telecommunications and ports,
which as recently as a decade ago were reserved for the
public sector. Many other forms of state interference in
economic activities have been eliminated.

Despite these reforms, however, economic growth
in Latin America is still not sufficient to reduce income
gaps with respect to the developing world and to solve
the region’s problems with poverty. Although substan-
tially better than in the 1980s, growth in the region
reached an annual average of only 3.3 percent in the
1990s.

Does this mean that Latin America should abandon
these efforts in order to explore a new model of devel-
opment? This question is being posed by the very con-
stituents to whom government policy must respond on
a daily basis. And it is also capturing the attention of
analysts and researchers throughout the continent, in-

cluding the Inter-American Development Bank. Through
publications such as Economic and Social Progress in
Latin America, the IDB aims to clarify the problems faced
by countries in the region, as well as the possible op-
tions available to address them.

The causes of slow economic growth can be viewed
from various social, economic and political perspectives.
This Report concentrates on problems that affect the
markets of principal factors of production, and on the
conditions that influence the ability of businesses to
efficiently use those factors. Increasing the supply and
making more productive use of financial resources, physi-
cal capital, human resources and technology is at the
heart of “the business of growth,” which should be prof-
itable as much for workers and for society as a whole as
it is for firms themselves.

Economic growth is also the business of the Inter-
American Development Bank, whose principal objective
is to provide governments with the financial and tech-
nical support they need to adopt the policies that best
contribute to economic and social progress. Private in-
vestment and the creation of high-productivity jobs are
essential to that task.

Enrique V. Iglesias
President

Inter-American Development Bank
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Introduction

Economic growth in Latin America has been disappoint-
ing. Annual growth was only 3.3 percent in the 1990s,
despite a relatively benign world economic setting and
the fact that many countries were posed for recovery,
since their economies had stagnated or been in reces-
sion during the previous decade. The region’s modest
growth enabled Latin Americans to increase their aver-
age incomes by only 1.5 percent annually, less than in
the developed countries, where it increased 2 percent
annually, or in some groups of Asian countries, where
incomes grew at rates near 3.5 percent. The rate of in-
come growth in Latin America is so slow that it would
require about a century for the region to attain the
current income levels of developed nations.

Latin America is not a monolithic region, and in-
come gaps between its richer and poorer countries are
increasing as well. While in the eight wealthiest coun-
tries per capita income grew at about 2 percent annu-
ally in the 1990s, in the eight poorest countries this
figure was only 0.7 percent.1 To make matters worse,
the concentration of income increased in the 1990s in
practically all countries of the region, limiting the fa-
vorable impact of growth on poverty. Currently, 170
million Latin Americans—one of every three people—
live on less than $2 a day. That number would be 45
million lower if the distribution of income had been
maintained without change in the 1990s. And it would
be 80 million lower if, in addition, per capita income had
grown by 3.5 percent annually instead of 1.5 percent.

The Problem of Competitiveness

There has been considerable interest in recent years
among governments and the private sector in identify-

ing policies that can improve “competitiveness”—so de-
fined as the quality of the environment for investment
and for increasing productivity in a climate of macro-
economic stability and integration into the international
economy. Strictly speaking, this is an inappropriate use
of the term, since, as Paul Krugman (1994) has warned,
it is businesses rather than countries that compete with
one another. This confusion can make competitiveness
“a dangerous obsession,” to use Krugman’s expression,
because it leads to the notion that a country’s eco-
nomic strength is measured by its external trade sur-
plus, that imports are undesirable because they displace
national employment, and that the low salaries of poor
countries are a threat to the growth of rich countries.

The most internationally disseminated competitive-
ness indicator—The Global Competitiveness Report pro-
duced by the World Economic Forum—avoids this
confusion by concentrating on the quality of the busi-
ness environment. In the 2001 edition, which includes
20 Latin American economies, nine of them for the first
time, competitiveness is evaluated on the basis of the
quality of the macroeconomic environment, the quality
of public institutions, and technological capability. Ac-
cording to these indicators, most Latin American econo-
mies rank very low by international comparison. Only
Chile and Costa Rica are in positions above the median,
while Latin American countries occupy seven of the low-
est 11 positions worldwide.

Considering that the ranking in this competitiveness
index tends to reflect countries’ level of development,
these results should not be surprising. Nonetheless, given
the income level of their economies, 10 of the 20 Latin

1 The countries considered are the 26 members of the Inter-American
Development Bank.
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American economies have competitiveness indicators much
lower than what would be expected. This is troubling in
that the potential for future growth depends not so much
on absolute positions in the index as on how favorable a
country’s conditions of competitiveness are in relation to
its income level. In effect, countries with a macroeco-
nomic and institutional environment and technological ca-
pabilities that are comparatively high given their level of
development are able to grow more rapidly. Many Latin
American countries do not fall into this category.

There are only two possible sources of economic
growth: the pace at which machinery, education and other
factors of production are accumulated, and the produc-
tivity with which these factors are used. In both respects,
Latin American economies have serious deficiencies. The
region has the lowest levels of physical investment of all
major areas of the world. Although Latin America has
ceased to be a region of unskilled labor, educational lev-
els are growing at a much slower pace than in more edu-
cated regions, such as Southeast Asia, or others with
lower levels of education, such as the Middle East or the
rest of the countries of Asia. On the basis of the accumu-
lation of factors of production alone, Latin America could
sustain a growth rate of only 4 percent annually. But more
serious is the fact that growth in the last decade was even
lower, as declines in productivity subtracted 0.6 points
from this modest rate. In contrast, in the developed coun-
tries, productivity gains contributed 0.6 points to growth.
As a consequence, the growing income gaps between Latin
America and the developed countries are the result of grow-
ing gaps in productivity. The same can be said within
Latin America itself. The only countries where total fac-
tor productivity increased substantially in the 1990s were
Chile, Argentina and Uruguay, which are among the most
developed. Some of the poorest countries in the region—
such as Haiti, Honduras and Nicaragua—experienced se-
vere losses in productivity, which cost them more than
one percentage point of annual growth over the decade.
In an era of such important technological improvements,
declines in the productivity of poor countries seem para-
doxical. It is just this paradox that underlies the principal
themes of this study.

The Entrepreneurial Angle

Information on the quality of the Latin American busi-
ness environment—such as the World Business Envi-

ronment Surveys produced jointly by the World Bank
and the Inter-American Development Bank—presents
an outlook for the region that is just as disturbing as
that which results from comparisons of productivity. The
obstacles to business development most frequently cited
in Latin America have to do with the economic and
institutional environment, problems that Latin Ameri-
can business communities consider more severe than
do business people in other regions of the world.

In the business world, comparisons of the size of
large firms in the various sectors in different countries
are given considerable attention because they reflect in
a simple form the growth capacity of some firms in re-
lation to others. Not surprisingly, the larger the size of
an economy, the larger its firms. The large firms of Latin
America are much smaller than would be expected for
the size of their economies. Large firms in Brazil and
Mexico, for example, are smaller than those of Taiwan,
a country whose business strategy is directed very much
toward small businesses. The small size of Latin Ameri-
can firms is not the result of a similar strategy, but
rather the result of insufficient provision of key produc-
tive resources such as credit and infrastructure in trans-
portation, energy and telecommunications. These
deficiencies represent even greater barriers for the de-
velopment of small and medium-sized enterprises, which
have fewer links with national and internal financial
markets and lack the scale to undertake investments to
compensate for deficiencies in public infrastructure.

Scope of the Study

The objective of this Report is to identify deficiencies
in the markets of the principal productive factors that
limit the functioning and productivity of Latin America’s
private sector, and that can be corrected through pub-
lic policies. These productive factors are credit (Part
II), human resources (Part III), infrastructure for ports,
electricity and telecommunications (Part IV), and new
information technologies (Part V). The Report discusses
the policy options open to governments given the char-
acteristics of the markets and the institutional context
in which they operate. Consequently, although the Re-
port presents indicators to compare the supply of pro-
ductive resources and the policy and regulatory
framework in which factor markets operate, it is not
presumed that there is a single or ideal recipe to make
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each of these markets function properly. Options also
extend to industrial and investment policies oriented to-
ward creating comparative advantages, increasing the sup-
ply of resources that offer positive externalities (and as
such are produced in suboptimal quantities by the mar-
ket), taking advantage of the government’s capacity for
coordination to develop complementary investments or
create economies of scale, or simply attracting foreign
direct investment (Part VI). Of course, developing the
productive sectors by making policies more effective also
depends critically on macroeconomic stability. But that
area is not one of the themes of this Report.

Productive factor markets are rarely perfect mar-
kets where there are numerous buyers and sellers with
precise information on the good traded and where trans-
actions occur repeatedly and on the spot. This descrip-
tion better fits markets for certain basic consumer or
primary goods. The characteristics common to produc-
tive factor markets are the limited number of suppliers
(and occasionally buyers), incomplete information regard-
ing the good traded or the intentions of the other party,
and deferred delivery of goods or services previously
agreed upon. These conditions imply problems in terms
of lack of competition, rationing or exclusion of some
buyers, and the risk that providers might not deliver.

Given the nature of markets for productive factors,
their functioning depends critically on institutions; that
is to say, the formal and informal rules and enforcement
mechanisms that shape the behavior of organizations
and individuals in a society (North, 1990). Institutions
have a profound influence on the supply, quality and
utilization of productive factors. Evidence throughout
this Report shows that the quality of institutions is one
of the principal reasons why productivity gaps between
countries are widening. In Latin America, the quality of
regulations and the functional norms of factor markets
have improved substantially over the past decade, par-
ticularly credit and infrastructure services such as ports,
electricity and telecommunications. Regulations have
improved as well, although in many countries their
implementation and efficacy continue to be affected by
other deficiencies in the institutional environment, such
as a weak rule of law, corruption, and ineffective gov-
ernment entities.

Another cause of growing productivity gaps is edu-
cation, since the capacity for technological innovation
and assimilation of new technologies is mediated by
the knowledge and capacity of workers to learn. In the

absence of adequate systems for training and reassign-
ing workers, modern technologies may have contrib-
uted to the obsolescence and underutilization of human
capital, and consequently to declines in productivity in
countries with low levels of education.

Growing productivity gaps can also be the result of
demographic factors as well as patterns of world tech-
nological development, which have tended to concen-
trate research efforts on the products and needs of the
most prosperous markets. These areas will not be ex-
plored here, however, because they were analyzed in
the previous edition of this Report.

Credit Markets

The scarcity of credit is the principal problem faced by
firms in Latin America. This is not surprising, given that
the supply of private credit as a proportion of GDP in
the region is only a third that of the developed coun-
tries or Southeast Asia. Although the inadequate depth
of the financial sectors of many Latin American coun-
tries is due in part to macroeconomic circumstances,
the institutional framework is equally or more impor-
tant, and it can aggravate instability of a macro origin.
The functioning of credit markets requires an institu-
tional framework that makes it possible to alleviate prob-
lems typical of financial contracts, such as the asymmetry
of information, adverse selection, moral hazard, con-
tract enforcement and temporal inconsistency.

Part II of this Report reviews the state of the in-
stitutions that are confronting these problems. Al-
though uneven among countries, the greatest reforms
in the last decade were in prudential regulation and
the opening of financial sectors to foreign investment.
The most severe institutional deficiencies that persist
are the lack of protection for financial creditors and the
various forms of interference by governments in finan-
cial contracts. The lack of protection for creditors in-
volves limitations on the use of collateral and the lack
of guarantees for the recovery of claims in the event a
firm goes bankrupt. Interference in the credit opera-
tions of the financial system includes fixing limits on
interest rates, restricting methods of payment, and re-
quiring investment in or lending to certain activities
and sectors. When these difficulties are combined with
uncertain legal frameworks, as is the case in many
Latin American countries, the result is a limited sup-
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ply of credit, and credit that is highly susceptible to
macroeconomic cycles.

Despite widespread privatization during the 1990s,
there is still considerable public sector participation in
the financial sectors of several Latin American countries
relative to other countries of the world. This is cause for
concern, as public banking rarely succeeds in widening
access to credit or improving the stability and efficiency
of the financial sector, since countries do not meet the
institutional conditions that would be required for this
purpose. Progress has also been limited in developing
universal banking, that is, eliminating the segmentation
of financial markets according to products or sectors,
which in the past was the norm in Latin America.

To compensate for these deficiencies, which particu-
larly affect smaller firms, other institutions have suc-
cessfully developed in the region. Two outstanding
examples are credit information centers and microcredit
systems. They have made it possible to alleviate asym-
metrical information and credit monitoring problems, con-
sequently reducing credit rationing. Consolidating these
successes still requires improving the regulatory and su-
pervisory environment and reducing the uncertainty of
the legal frameworks in which these institutions operate.

Labor Markets

Contrary to popular belief, Latin America does not have a
relative abundance of unskilled labor. If it did, the region
would be best advised to concentrate on the production
of unspecialized labor-intensive goods, where interna-
tional competitiveness depends above all on the cost of
labor. However, while Latin America has not attained an
educational structure comparable to that of the leading
Southeast Asian or developed countries—where produc-
tion is oriented toward knowledge-intensive goods and
goods intensive in technological development—the bulk
of the region’s labor force has some primary education
(complete or incomplete), and some countries have a
relatively respectable number of workers with a univer-
sity education. While this may diminish the region’s abil-
ity to compete with regions that have a less educated
labor force available to produce unskilled labor-intensive
goods, it offers the opportunity to more rapidly improve
productivity and to penetrate market segments for goods
with a medium or high level of technological content.
Mexico, Brazil and Costa Rica have already done so.

 No productive sector can expect its competitive-
ness to be based on diminishing the well being of its
workers. Even in the most labor-intensive sectors, the
possibility of competing and expanding depends not on
workers’ salaries but on unit labor costs; that is to say,
on the combination of the effective cost per worker and
the productivity of labor. In many countries of Latin
America, the effective cost per worker could be reduced
without sacrificing the well being of workers because
legislation provides for excessive mandatory benefits
that are costly for firms but of little utility to the work-
ers they supposedly aim to help. Legislation also im-
poses high firing costs that reduce employment,
especially for the youngest workers, and minimum wages
that in some countries are excessive for the productiv-
ity of the least-skilled workers, thus limiting their pos-
sibilities for employment.

Working against labor productivity are low educa-
tional levels in many Latin American countries, defi-
ciencies in training systems, and the quality of labor
relations. The number one priority should be to univer-
salize secondary education through a mix of supply and
demand incentives. Better education is essential for
improving the future possibilities of labor training sys-
tems, yet a profound institutional redesign is necessary
in many countries if they are to meet the needs of busi-
nesses, improve prospects for employment, and raise
the productivity of workers. The elements of success of
some new training systems in the region have been
greater private sector participation, separation of regu-
latory functions, and development of mechanisms to
compete for public funds. Finally, public policy can im-
prove labor relations by encouraging dialogue between
employers and workers and by establishing compensa-
tion mechanisms for workers who stand to lose their
jobs or their job standing as a result of the introduction
of more productive technologies.

Infrastructure

Investments in infrastructure are sensitive to the insti-
tutional environment and depend on such elements as
well-defined property rights, a predictable regulatory
environment, and sufficient transparency in public deci-
sion-making to enable investors to commit assets that are
immovable and whose profitability depends on a future
flow of revenues. Latin America has been a leader in in-
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volving the private sector in infrastructure sectors. In-
vestments with private participation in Latin America rep-
resent over 43 percent of the total invested in all developing
regions. But privatization has not always brought improve-
ments in service coverage, quality and cost.

Despite notable progress over the past decade, Latin
American ports are still among the most inefficient in
the world. For an exporter, the costs of the inefficien-
cies of a typical port in the region are comparable to
being 9,000 kilometers farther away from its custom-
ers. It is a matter not only of the slowness of loading
and unloading operations, but also of various ineffi-
ciencies that depend more on the institutional frame-
work than on physical investments in ports.

Among the several different models of port man-
agement, those that are successful share common in-
gredients that include private participation in port
operations, flexible labor restrictions, and control of
monopoly power, either through regulation or competi-
tion between operators or ports.

Latin America has been a leader in the restructur-
ing of electricity sectors, but these reforms have not
been consolidated throughout the region. In many coun-
tries, competition remains limited and prices high, ex-
cept for large industrial consumers. In others, rationing
has cast doubt on the sufficiency of the incentives be-
ing used. In almost all countries, the regulatory system
has been criticized for lack of transparency or certainty.
These problems, of course, are not unique to Latin
America. They are due in part to the technical charac-
teristics of electricity markets, which demand a com-
plex regulatory and operative structure. But in Latin
America, these difficulties are exacerbated because many
countries lack the legal and institutional framework
within which regulatory systems must function.

There is no single ideal organizational and regula-
tory system for an electricity sector, but the factors
that can improve results include separating the princi-
pal market segments and opening them to potential
competitors, public sector leadership in expanding the
power grid (access to which should not be restricted),
and the gradual design of the framework of regulatory
and operating entities, taking into account the sector’s
institutional capabilities and limitations.

Two of every three Latin American countries have
totally or partially privatized their principal telecom-
munications operator, and half the countries of the
region have introduced major regulatory reforms to bring

competition to the sector. Even though telephone pen-
etration in developed countries is still five times greater
than in developing countries, this gap has been reduced
more rapidly in Latin America than in the rest of the
developing world. In recent years, international tele-
phone traffic in Latin America has increased at an an-
nual rate of 15 percent. Reforms in the sector have
stimulated penetration and improved the quality of ser-
vice. Nonetheless, limited competition has prevented
efficiency gains from being transferred to consumers,
who in many countries are paying higher prices than
before the reforms.

In spite of recent progress, Latin America has a
long way to go in improving its telecommunications
sectors. Gaps in basic telephony must be reduced with
respect to other countries and among different social
strata within countries. More advanced and critical ser-
vices such as data transfer and Internet access must be
made more widely available to businesses. These chal-
lenges require a regulatory framework that facilitates
competition within each product and among products.
Regulations should facilitate access to networks and
promote inter-operability among them. In many coun-
tries, this implies integrating regulatory systems into
telecommunications sectors that currently treat similar
products in a different manner, which constrains the
adoption of new technologies.

Technological Innovation

The global revolution in information technology is put-
ting every country’s capacity for technological innova-
tion to the test. The new technologies bring the promise
of greater productivity by reducing information and trans-
action costs in all types of sectors. But in Latin America,
only one of every 20 persons has Internet access, while
in the United States that ratio is one of three. And
Latin America has only three Internet hosts for every
10,000 inhabitants, compared to 173 in developed coun-
tries. Of course, Internet access may be limited by tele-
phone service coverage. But this is only one of many
constraints to reaping the benefits of new technology.
Limited levels of education, poor access to credit, and
a weak rule of law can also constrain the capacity to
assimilate technology.

The fact that information technology is still in its
diffusion stage provides an opportunity to determine
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the relevance of these variables and to understand in a
more general way the causes of Latin America’s techno-
logical backwardness. Subsidizing computers or the cre-
ation of Internet hosts is not going to resolve that
problem. In fact, the information technology revolu-
tion poses a number of specific policy questions, in-
cluding government’s leadership role, adoption of new
technology for government activities, the viability of
the government promoting relatively unsophisticated
versions of new technologies for poor or marginalized
users, and the need to address tax erosion problems
implied by widespread use of electronic commerce.

Technological innovation occurs in specific institu-
tions that are not adequately reflected by variables such
as those considered above, and in which there is also a
scope for the government. The evaluation in this Re-
port of innovation systems in the region shows that
Latin America’s research and development spending is
very limited, that personnel dedicated to these activi-
ties are scarce and under-utilized, that the links be-
tween businesses and research centers are incipient at
best, and that information flows are weak. Each of these
areas is open to interventions for improving the tech-
nological innovation environment.

Industrial and Investment Policies

Ensuring that productive factor markets function
smoothly is a demanding task for governments, since
each of those markets requires institutional support.
But the government’s scope can be extended to sup-
porting in a more direct way the development of certain
sectors or investments. The import-substitution strat-
egy was an extreme version of this orientation. Latin
American countries are currently experimenting with
more moderate approaches to industrial policy that take
into account the capabilities of government, avoid cre-
ating rents in favored sectors, and aim to firmly inte-
grate the productive sectors into the currents of
international commerce and technology. The most im-
portant component of these policies is the promotion
of exports by means of specialized financial instruments,
exemption mechanisms, drawbacks of taxes, and export
processing zones. Although a few export subsidies re-
main, the tendency in the region is toward their elimi-
nation. Judging by export performance in the 1990s,
export promotion policies have been much more effec-

tive than the more selective policies of the past. Six-
teen of the 26 Latin American countries increased the
share of world markets in their baskets of export prod-
ucts, and in the region as a whole the share of exports
of products with medium or high technological content
reached 40 percent of total export value, due in large
part to performances by Mexico and Brazil. Investment
promotion policies also encompass a variety of finan-
cial and fiscal instruments authorized by means of pub-
lic corporations or development banks. Surprisingly, the
sectors most favored by fiscal incentives are not high
technology sectors but rather tourism and various pri-
mary sectors. The outlook for these policies is mixed,
and little is known about their efficacy or, hence, their
policy implications.

Changes in the region’s treatment of foreign invest-
ment have been much more profound. Since the disman-
tling of restrictions on income and repatriation of foreign
investment capital at the start of the 1990s, Latin America
has been a major recipient of foreign direct investment
(FDI). These resources have served as a channel for tech-
nology transfer and as a mechanism for increasing and
diversifying exports. Much of what is attractive to for-
eign investment is not the direct object of public policy—
the size of the economy, and distance from and cultural
links with the countries that are the source of invest-
ment. The tax treatment of investment is a policy vari-
able that is effective in attracting foreign investment,
but its widespread use could prove destructive for the
region. This leaves the quality of public institutions as
the sole but powerful policy instrument to attract invest-
ment. This particularly involves the regulatory framework,
the rule of law, and control of corruption, variables that
occupy a prominent place throughout this Report.

The governments and private sectors of the Latin
American countries are quite justified in their focus on
the quality of the economic and institutional environ-
ment in which firms operate. The obstacles most diffi-
cult to overcome to unleash the region’s economic
growth potential are not the lack of capital or techno-
logical knowledge. Rather, they are obstacles that are
deeper and more difficult to change, such as the norms,
regulations and practices that make up the institutional
system of each society. The goal of this Report is to
help governments and private sectors identify and over-
come these institutional obstacles that constrain the
efficient use of productive resources and the genera-
tion of new productive capabilities.


