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ABSTRACT

STABILIZATION POLICY AND PROTECTIVE DISCRIMINATION
IN ARGENTINA, 1967-1971

by
Edmund J. Sheehey, S.J.

In early 1967, an economic reform was instituted
in Argentina. The new measures had two basic goals:
(1) growth with price stability and balance of balance
of payments equilibrium in the short-run; and (2) a
longer-term increase in economic efficiency through
changes in the structure of protection. This dissertation
investigates the 1967 program in the light of some special
features of the Argentine economy. It examines the ob-
jectives, the measures employed and the results achieved.
The following special features were postulated as
the underlying assumptions of the plan. A very high level
of protection shields most manufactured products from
import competition and the essential nature of the
remaining imported goods causes import demand to be
income elastic and price inelastic. At the same time,
short-run capital flows are responsive to interest rate

differentials and to the likelihood of a devaluation.
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Inflation is due basically to a struggle over income
shares carried on through wages, the exchange rate and
the ability of the highly concentrated manufacturing
sector to raise prices without fear of competition.
Finally, increases in domestic manufacturing production
are highly sensitive to the rate of growth of bank credit
and the availability of imported inputs.

Using official Argentine data and ordinary least
squares regression, tests confirmed the existence of these
special characteristics. 1In particular, it was shown that
a measure of price expectations that had previously
appeared to be a highly significant determinant of price
increases was barely significant when used in conjunction
with more accurate wage and exchange rate variables.

The 1967 plan sought to succeed by taking into
account these special features. Improvement in the
balance of payments was sought through a compensated
devaluation aimed at manufactured exports and short-term
capital flows. The anti-inflationary policy was an
attempt to regulate relative income shares. A cut in
non-rural output would be avoided by maintaining the level
of imports and real private credit. By means of a tariff
reform and subsidies to manufactured exports, a move was
to be made toward a more efficient allocation of domestic
resources, greater import competition and the diversi-

fication of exports.
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In assessing the impact of this program on the
allocation of resources, nominal tariffs computed from
implicit rates of protection were used to calculate
effective rates of protection. To get at the degree of
discrimination against imports, these rates were then
converted to net rates of effective protection by taking
account of the overvaluation of the exchange rate due to
the existence of protective measures. The discrimination
against export production and in favor of production for
domestic use was measured by comparing value added in the
two types of production.

The measures designed to change the structure of
protection were only moderately successful. Within the
non-food manufacturing sector, the policy induced realloca-
tion of resources brought the continued expansion of
import substitution in some intermediate industries. Up
to 1968, the moderate increases in relative effective
protection for food and agricultural products were policy
induced but had little impact on output. Higher world
prices and domestic shortages of beef in 1970 gave much
higher rates of effective protection and, eventually,
greater beef production. While moderate reductions in net
effective protection had little impact on the ratio of
imports to domestic consumption, between 1966 and 1968
reductions in the discrimination against production of

manufactures for export were accompanied by large
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percentage increases in exports of these products. However,
further reductions in this bias between 1968 and 1970 were
less successful and a regression analysis of the factors

to which manufactured exports are responsive suggested
that the increased exports were by and large due to the
expansion of world trade in manufactures.

The short-run success of the stabilization
measures in achieving their goals pointed to the importance
of the special features. This quick success, however,
turned out to have been won at the price of longer-term
stability. With relative agricultural prices fixed at a
low level, the expansion of real credit to this sector did
not provide the desired expansion of output. Steadily}
declining relative meat prices eventually brought a highly
inflationary shortage of beef. With a fixed exchange
rate, limiting the growth of the money supply in order to
curb exchange rate speculation hurt output. The higher
cost of living generated inflationary expectations and
made it impossible to move away from income controls.

Long-run efficiency, then, was subordinated to
short-run growth. Despite a clear insight into the work-
ings of short-run fluctuations, economic policy was con-
ducted within an outmoded framework of an ostensibly
balanced budget, negative real interest rates and a "perm-
anent" exchange rate. Acceptance of these limitations left

the authorities with many more policy goals than tools.
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CHAPTER 1

STAGNATION, INFLATION AND AN INWARD-

LOOKING GROWTH STRATEGY

In June of 1966, amidst civil unrest and under con-
ditions of economic recession, the elected government of
Argentina was overturned by the military. While the men
who took control had no economic program of their own, in
€arly 1967, their new minister of economy, Dr. Krieger
Vasena, announced a comprehensive stabilization plan
designed to curb inflation and to improve the balance of
Payments situation. The principal measures involved were
2@ 40 per cent devaluation of the peso, partially compen-
Sated by a reduction in import tariffs and an increase in
€Xport duties, and an incomes policy consisting of strictly
Controlled wages and a voluntary agreement on price in-
Creases. Having failed to achieve either economic stability
Or popular support, in May of 1973 the military oligarchy
Yetired in favor of the popularly elected government of

JuanPerdn.l As the new government's economic policies

————

lWith the inauguration of Hector Campora in May,
1973, perén was effectively back in power. Subsequent to






begin to take shape, the moderate and conservative forces
which did not rejoice at the return of Perdn have been
relieved to see strong similarities with the plan of 1967.2

That plan had been a clear departure from previous stabil-

ization efforts and now, in a revised form, it is going to

be given another try. This dissertation will be a study of

the 1967 stabilization program, examining its objectives,
the measures employed, and the results achieved.

In this introductory chapter I will first of all
describe the problems of stabilization policy in Argentina;
next, I will indicate the way in which this plan was
designed to cope with these problems; the last part of the

Chapter will describe how the dissertation is structured.

The Problems of Stabilization Policy in Argentina

Argentine experience with stabilization policy
dates back to the early 1950's when sustained inflation and

2 tariff structure that discriminated against exports began

e ———

Campora's resignation and a new election, Perdn was himself
SWorn in as president in October of 1973.

2As the outline of the new policy was emerging in

%9713, an Argentine financial periodical commented:
Studying the President's message, the reader would have
been justified in rubbing his eyes and wondering if he
Was dreaming or if he had not read it all before.

Dr. Krieger Vasena's plan was based on a price freeze
COmbined with a system of export taxes . . ., realistic
tariffs for public utilities, control of the budget
deficit, an end to collective bargaining, a tax on agri-
Cultyral land and a much stricter attitude to tax
liabjlities than previous governments had taken,"

©f the River Plate (June 12, 1973), 830.

Review







to cause serious balance of payments problems. Since 1950
the growth of the economy has been characterized by stop-go
cycles punctuated by stabilization plans which have them-
selves caused output to decline and inflation to accelerate.
This stop-go process has resulted in a low and highly varied
growth rate. From 1946 to 1966 the average growth rate

was 3.5 per cent with a standard deviation of 5.4. Figure

3

l-1 gives the growth rates for the years 1946-1966. The

vertical lines identify the years in which stabilization
efforts were inaugurated. A cycle of two or three good
Years followed by a period of contraction is clearly in
@vidence. The conjunction of stabilization plans and
€Conomic contractions illustrate the way in which foreign
€XChange crises every three or four years have acted as a
brake on Argentine growth. In his study of these cycles,
C. F. piaz Alejandro points out the relationship between
the stop-go cycles and the fluctuations in the balance of
Payments asserting that, in general, the years of expansion
have bpeen éharacterized by declining foreign exchange
reserves, while recessions have been associated with an
increase in reserves. He notes other characteristics of
these cycles that are relevant to the problem of stabil-

izatjon policy:

e ——

3Throughout this study extensive use is made of
Official Argentina data, the quality of which we are unable
O assess. While we have proceeded on the assumption that
all the data are accurate, this is most likely not the
Case, Few of our basic conclusions would be upset by a
Small margin of error.
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On average, bad years have been characterized by

falling real wage rates, severe exchange rate deval-

uations, relatively slower credit expansion, and a

drop in real cash balances. They also witness price

rises which were on the average higher than those

taking place during good years.4

The problems of stabilization policy have been

attributed to the characteristics of the demand for imports
and supply of exports functions as well as the dynamics of
the inflationary process in Argentina. The ratio of im-
ports to gross domestic product has declined substantially
as dimport substitution has proceeded, falling from 23.4
pexr cent in the years 1931-37 to 9.8 per cent in the
period 1965-1967. Through a combination of import restric-
tions and domestic stimuli to the production of import
competing goods, imports have been restructured so that
they now consist almost exclusively of raw materials, inter-
med iate goods and capital goods that are unavailable or not
yet produced in sufficient quantities at home. The result
of these policies has been that the goods that are still
imported are crucial to the maintenance and expansion of
domestic production, and increases in domestic economic

activity tend to bring large upsurges in the level of

imports.

4Carlos F. Diaz Alejandro, "Stop-go Cycles and
Inflation During the Post-war Period," in Essays on the
Economic History of the Argentine Republic (New Haven:
Yale University Press, 197%), PP. 353-54.




During most of the period since World War II,
exports, consisting largely of domestic wage goods, have
tended to stagnate with their short-term fluctuations
determined much more by domestic supply factors such as
weather than by responsiveness to changing prices. This
combination of import and export behavior has made it very

dif ficult for Argentina to earn sufficient foreign exchange.
Ef forts to stimulate economic growth have required large
increases of imported capital goods and manufacturing
inputs. The failure of exports to expand along with import
needs has caused balance of payments crises and necessitated
stabilization programs designed to improve the balance of
payments in the short-run. Because the import and export
demand functions have been highly price inelastic, payments
improvements through the trade balance have come only with
declines in domestic activity which curtail the need for
imports and make more exports available through restricted
domestic consumption.

While in most cases the characteristics of the
trade functions are treated like given parameters, in the
case of Argentina, they are the fruit of an inward-looking
growth strategy. Balassg chooses Argentina as a rela-
tively "pure" case of the inward-looking strategy, a
Strategy that encourages the flow of resources toward a

vide range of domestic manufacturing industries at the



expense of the primary producing sectors.5 Without

regard for the country's true comparative advantage, this
allocation is encouraged by means of fiscal stimuli and
protection of domestic industry from foreign competition.
The inward-looking strategy is designed to make the
economy self-sufficient in industrial production as far as
possible. By encouraging domestic production at the
expense of imports and exports, Argentina was able to go
thxrough a period of rapid import substitution while the
economy acquired a strong dependency on imported inputs
for the new manufacturing industries.6

In addition to this dependency, another byproduct

of the inward-looking strategy is a relatively inefficient
domestic industrial structure characterized by three forms
of discrimination among domestic economic activities: (1)
the tariff structure discriminates among domestic industries
by permitting to some industries a level of value added
higher than that attainable in the absence of tariffs and
constraining others to a lower one; (2) imports are dis-
criminated against in the import competing industries and

exports in traditional export industries by the fact that

5Bela Balassa, "Growth Strategies in Semi-
Industrial Countries," Quarterly Journal of Economics,
LXXIV (February, 1970), 24-32.

, 6The "easy" import substitution, that for labor
lntensive consumer goods, was completed well before the
1967 gtabilization effort. For the composition of
imports, see Table 3.5.



the high level of tariffs permits an exchange rate much
lower than the one that would bring balance of trade
equilibrium under free trade; and finally, (3) there is
discrimination against exports and in favor of domestic
production due to the fact that tariffs permit much higher
prices at home while exports must be sold at the given
wor 1d market price. The inefficiency of this strategy is
fur ther compounded by the fact of the small size of the
Argentine domestic market. 1In industries that lend them-
sel ves to large-scale economies, the attempt to achieve
domestic self-sufficiency without encouraging exports will
mean plants that are of less than optimal size or con-
siderable excess capacity in optimally sized plants.
Balassa points to Argentina's rising capital output ratio
as an indicator that this stage of import substitution
has been reached.7
Pursued over any length of time, an inward-looking
growth strategy has significant implications for a country's
trade structure and ability to improve the balance of trade
through price adjustments. As imports are reduced to
absolute essentials, the products to be substituted for
first are the relatively price elastic consumer goods. The
import goods remaining are goods essential to the level of

€Conomic activity and thus ones that are income rather than

————

7Balassa, "Growth Strategies of Semi-Industrial
Countrijes," p. 44.



price elastic. With respect to exports, policies that

discriminate against traditional exports gradually dry
up a fairly reliable source of foreign exchange earnings.
At the same time, the very high level of discrimination
against the export of the new manufactures prevents the
emergence of a source of foreign exchange earnings whose
quantity could be sensitive to price adjustments.

In addition to the above discrimination, another
crucial problem to be faced by the stabilization plan was
the inflationary spiral. From 1946 to 1966 inflation
averaged 26 per cent a year. Up to 1961 the year-to-year
fluctuations were significant, though in the years 1962
to 1966, the rate of inflation was close to the average.
Domestically generated inflation well above that of the
United States and Western Europe dates from 1949 when the
Perdn regime was incurring large budget deficits and
decreeing substantial wage increases. With the incidence
of balance of payments problems in the early 1950's,
attempts were made to reverse the domestic ratio of agri-

cultural price to industrial prices through large deval-
uations. But for these devaluations to be successful the
urban wage earner would have had to suffer a loss of his
recent real wage increases. Stabilization policy in
Argentina is complicated by the fact that the principal
urban wage goods, beef and grains, are also the principal

€Xports. As devaluation caused the price of these exports
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to rise and the discrimination against exports to decline,
real wages also declined rapidly. The desire to raise the
relative price of agricultural goods combined with the
ability of urban wage earners to resist decreases in their
real wages has resulted in a strong inflationary spiral.
Whether these cost-push factors or the money supply in-
creases generated by persistent large budget deficits have
been the chief cause of Argentine post-war inflation is a
sub ject of some controversy which we will take up further
on. The role of devaluations and wage increases, however,
is clearly seen in those recession years following stabil-
ization plans in which with substantial unemployment, the
impact of these factors caused the price level to rise
even faster than in years of economic expansion.

In considering, then, the problems to which the
stabilization plan of 1967 addressed itself, an inward-
looking growth strategy encouraged the expansion of a broad
range of domestic manufacturing industries at the expense
of traditional exports. This policy resulted in an import
demand function that was highly responsive to income expan-
sion without being sensitive to price changes. This same
strateqgy caused traditional exports to stagnate while
discriminating against the export of the new manufactured
goods. The price inelasticity of import demand and export
S8UPply meant that the balance of payments crises that

'ésulted from economic expansion could not be resolved by
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a change in relative prices without a decline in domestic
production. The inward-looking growth strategy was
initially accompanied by substantial wage increases to the
urban worker whose ability to resist subsequent cuts in his
real wage was the source of a strong wage-price spiral.
Stabilization policies prior to 1967 followed
or t hodox means of bringing about a reduced rate of infla-
tion and an improvement in the balance of payments.
Exchange devaluation was accompanied by a tight money policy
and an attempt to reduce the budget deficit through spending
cuts. This combination of policies resulted in an accelera-
tion of inflation and in recession. Since thé impact of
dewvaluation was usually softened by a wage increase, the
transmitting of these higher costs to prices was added to
the inflationary impact of the devaluation itself. 1In
addition to the effect of the restrictive monetary and
fiscal policies on production, by raising the prices of
food products the devaluation itself is recessionary since
without producing an appreciable increase in production
it transfers income from the urban worker with his high
marginal propensity to spend to the rural landowner with a
much lower marginal propensity. With a lag of about a year
the decline in economic activity coupled with a slowing of
the cost push elements reduced the rate of inflation, but
when the economy once again received an expansionary

Stimulus, the marked increase in imports in the face of
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stagnant exports once again precipitated balance of pay-
ments difficulties and new efforts at stabilization.

The stabilization plan of 1967 was designed to
break this vicious circle. It involved a radical departure
with respect to anti-inflationary measures, balance of
payments policies and the structure of protection. The
anti-inflationary policy was based on the conviction that
the inflation was caused more by the cost-push elements
in the wage price spiral and the expectations they generated
than the influence of monetary and fiscal policy on aggre-
gate demand. In line with this approach, the price policy
was an incomes program which aimed at maintaining the ratio
of overall wages and prices through control of wages and a
voluntary agreement on prices. The balance of payments
policy was meshed very closely with the price policy.

With a view toward limiting the impact of devaluation on
prices, the initial devaluation was compensated for with a
reduction in import tariffs and increased taxes on tradi-
tional exports. The 40 per cent devaluation was delib-
erately excessive and was designed to improve the short-
term balance of payments problem through the capital
account rather than the trade balance. The exchange rate
was fixed at a level where it would be able to remain for
Some time to come in the expectation that the combination
°f a firmly anchored exchange rate and relatively high

domestic interest rates would attract a short-term capital
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inflow. At the same time the reduced import tariff and the
stimulus provided to non-traditional exports, which
received the full impact of the devaluation, were designed
to reverse the inward-looking growth strategy by subjecting
domestic manufacturing to more competition in the domestic
mar ket and by making manufactured goods competitive in
international markets. Finally, the export taxes on tradi-
tional exports not only served to reduce the impact of
dewvaluation on the domestic price level, but also provided
the means to bring about a significant narrowing of the
budget deficit.

At this writing Argentina is again in the midst of
severe inflation and balance of payments difficulties.
Thxrough 1969 the stabilization plan appeared to be a signi-
ficant success in that it had been put into operation
without a drop in production; inflation had been slowed to
less than 10 per cent a year; exchange reserves were being
maintained at a high level as the economy expanded to near
full employment, and the pressure of greater imports on the
balance of payments was in part being compensated for by a

significant increase in non-traditional exports. In 1970,
however, wholesale prices rose by 26 per cent, gradually
daining momentum as the year advanced. 1In 1971, wholesale
Prices rose by 48 per cent; the balance of trade was
Negative for the first time since 1962; 53 per cent of

forejgn exchange reserves were lost in short-term capital
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outflow, and in October another round of the cycle came
to an end as imports had to be totally suspended due to
the exchange shortage.

The purpose of this dissertation, then, is a study
of the set of policies initiated in March, 1967. The
principal questions being asked are: (1) how well suited
were these policies to achieving the goals of the plan,
and (2) why did they succeed or fail to the extent that
they did. The method employed is to postulate a model or
set of economic hypotheses relevant to the inflation and
balance of payments problems of the country and then to
show how these characteristics affect the stabilization
process (Chapter 2). Next these special features of the
economy are elaborated on and empirically tested as
necessary (Chapters 3 and 4; Chapter 4 deals only with the
formulation and testing of an adequate price equation).

The specific measures of the 1967 plan are then described
and put in the context of the economic model (Chapter 5),
followed by an assessment of the impact of the measures
designed to reduce the various forms of protective dis-
crimination (Chapter 6) and, relying heavily on the special
features of the economic model, a discussion of the stabil-
ization effort (Chapter 7). The basic hypothesis put forth
here on the 1967 plan is that, with only minor modifica-
tions in the structure of protection and despite severe

Structural and institutional policy constraints, the
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stabilization measures succeeded remarkably well in
achieving the basic goals of price stability, growth and

a balance of payments surplus as long as the inflationary
pressure was from competition among the different income
groups for a larger share of the national income. However,
once the stimulus for higher prices came from another
source, a shortage of meat supplies, the incomes policy and
its commitment to maintaining relative prices and income
shares quickly became the mechanism operating the re-

activated inflationary spiral.






CHAPTER 2

THE ARGENTINE ECONOMY: A MODEL OF

SHORT-RUN FLUCTUATIONS

Introduction

In this chapter, a descriptive model of the Argen-
tine economy is presented in order to have a framework
within which to appraise the suitability and performance of
the 1967 stabilization policies. The first section con-
tains the model and a discussion of how such an economy
would be expected to react to policies of devaluation and
restrictive monetary-fiscal policies. Chapters 3 and 4
offer empirical evidence on the extent to which the

Argentine economy conforms to the assumptions of the model.

The Model
Mathematical models have been elaborated that
attempt to explain the Argentine inflation and/or the

balance of payments adjustment process.l Each of these

For models of the balance of payments process,
see Carlos F. Diaz Alejandro, Exchange Rate Stabilization
in a Semi-Industrial Economy (Cambridge: M.I1.T. Press,
1965y, Ch. 2, pp. 19-40; Miguel Sidrauski, "Devaluacién,
Inflacién y Desempleo," Econémica, XI, Nos. 1-2

16
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models has been fashioned to study a limited set of
policies, and thus operates within narrow assumptions.
The stabilization plan of 1967, however, was global in its
approach to stability, employing a wide range of inter-
connected policies. What follows here is a model which
strives to be general enough to show the limitations of
previous stabilization efforts and to make the 1967 plan
intelligible in its broad scope and in the manner in which
it attempted to avoid the recessionary impact of previous
efforts while still achieving price stability and balance
of payments equilibrium. This is not a model in the sense
that it can be solved as a system of simultaneous equations
but rather in that it is a set of special features of the
economy which determine the impact of stabilization
policies. 1In addition to giving the empirical basis for
these relationships, Chapters 3 and 4 also identify their
sources and indicate the qualifications they are subject to.

Unless otherwise indicated, the non-price variables
are all in real terms. The model is as follows:

(1) The economy produces and/or consumes home

goods, importables and exportables. Home goods do not

(January-August, 1968), 79-107. For models of the
inflationary process, see Javier Villanueva, "The Infla-
tionary Process in Argentina, 1943-60," Torcuato Di Tella
Institute, Buenos Aires, Center of Economic Studies,

(2nd ed.; 1966); and Dean Dutton, "A Model of Self-
Generating Inflation: The Argentine Case" (unpublished
Ph.D. dissertation, Michigan State University, 1968).

The model developed here draws on all these works.
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enter into international trade either because the cost of
transporting them is too high or the tariff structure
isolates them from the international market.

(2) Home goods reflect the advanced stage of
import substitution that the country has attained and
consist largely of manufactured consumer goods that are
heavily protected by tariffs from international competition.
We assume that the demand for these finished manufactures
is price and income elastic relative to food products
(export type goods). The reasons for this assumption will
be discussed below.

(3) The supply of home goods is most sensitive
to the rate at which bank credit has expanded relative to
increasing costs, particularly wages, and to the avail-
ability of imports. Production has fallen sharply when
imports were restricted and/or firms could not obtain the
necessary working capital. More specifically, the per-
centage increase in the output of the home goods sector
is a function of: (a) the percentage change in bank
credit to this sector minus the percentage change in money
wages (wages taken as a proxy for costs); (b) the per-
centage change in imports of non-capital goods; and
(c) the percentage change in agricultural gross output.
Large changes in agricultural output will mean increased

demand for manufactured home goods.
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Due to the high degree of concentration in the
home goods sector, prices are sticky in the downward
direction.

(4) The country is small enough so that it can
obtain all the imports it requires without influencing
the prices of these goods.

(5) The demand for imports is dependent on their
prices relative to the prices of home goods, real income,
and the real inflow of long-term capital, which is import
intensive. This demand is price inelastic and income
elastic.

While the long-run domestic production of import-
ables is constantly being expanded through an import
substitution investment policy, in the short-run domestic
supply is fixed. Either these goods are not produced at
home at all or full capacity domestic production is
insufficient and must be supplemented with imports.

(6) The domestic demand for exportables is
price and income inelastic. Thus, in comparing home goods
and exportable goods, it is argued on the basis of their
composition, namely manufactured consumer goods versus
food products, that the demand for home goods is rela-
tively price and income elastic.

The domestic supply of exportables is a function

of weather, the relative price of rural products, credit

availability and the rate of technological change in the
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agricultural sector. The sensitivity to relative price
changes is very low in the short-run.

While importables and exportables are quite dif-
ferent bundles of goods, their responses to price changes
are similar in that short-run demand and supply of both
are price inelastic.

(7) 1In addition to variations in the balance of
trade, the capacity to import is strongly influenced by
short-run capital flows. These flows are determined not
only by interest rate differentials between countries but
also by the desire of Argentine businessmen to balance
their need for liquidity against the losses monetary
assets suffer through negative real rates of interest and
frequent devaluations. Thus short-term capital will flow
out of the country when the real rates of return on govern-
ment securities and commercial bank savings deposits are
negative and expectations are high for a devaluation in
the near future. Should a devaluation succeed in creating
confidence in the present exchange rate, the need for
liquid balances will cause businessmen to repatriate short-
term capital despite the negative real rate of interest.
Since a negative real rate of interest implies a rate of
inflation that will eventually threaten the exchange rate,

we are speaking about confidence in the short-term exchange

rate,
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(8) The chief active determinants of price level
increases are wage and exchange rate changes, while money
supply increases tend to be a passive response to higher
prices. Inflation is basically a struggle over income
shares in which the different income sectors seek a larger
share of the national income. The rural producer pressures
for a devaluation, wage earners demand a higher real wage,
and the industrial producer, shielded from imports by the
tariff structure and operating under conditions of monopoly
or oligopoly, can raise his price with little fear from
competition.

(9) The wage rate is set exogenously by the
government. In periods when the authorities have vigorously
pursued a stabilization plan, they have assumed the role
of wage setter. At other times, wages have been set through
a collective bargaining process which has been strongly
influenced by the government's willingness to give credit
to businessmen to finance the negotiated wage increases.

(10) Finally, while government revenues and
expenditures are set exogenously, because assessed taxes
are paid with an extendible lag, in time of inflation
government expenditures rise much more rapidly than tax
collections.

To illustrate the implications of such a model for
stabilization policy, we assume a situation in which a

severe balance of payments deficit is accompanied by rapid
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inflation. The government inaugurates a stabilization

plan consisting of restrictive monetary and fiscal policies,
an upward adjustment of wages followed by a wage freeze

and finally a large devaluation to a new fixed exchange
rate. The prior wage increase is designed to soften the
impact of the higher food prices caused by the devaluation.
The question we ask is, given the assumptions of our model,
what will be the impact of these policies.

Initially, by way of contrast, we will show the
implications of these policies for a larger class of
countries which, like Argentina, have their terms of trade
fixed and export primary products with price inelasticity
of supply in the short-run. Then, in order to see the
impact of these policies on the country described in our
model, we will introduce the assumptions of low price
elasticity of demand for imports (i.e., low domestic
elasticity of supply of importables) and of strong cost-
push inflation. Since it lends itself to variations in
assumptions concerning the substitutibility of imports and
home-produced goods, we will use as a tool in this analysis
the geometric approach to internal and external balance
developed by Corden and Hemming.2

Their basic diagram is presented in Figure 2-1.

The slope of line TS represents the fixed price ratio

2M. F. W. Hemming and W. M. Corden, "Import Re-
striction as an Instrument of Balance of Payments Policy,"
Economic Journal, LXVIII (September, 1958), 1-22.
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Home-Produced Goods

Imports

Figure 2-1.--Corden-Hemming (C-H) Diagram A
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between imports and home-produced goods. This same line
represents an income level that will purchase 0S of imports
or OT of home-produced goods. The community indifference
curves in quadrant XOY represent the trade-offs between
these goods. The terms of trade are fixed and so is the
volume and foreign exchange value of exports. OM is the
value of exports and therefore also the value of imports
that will bring external equilibrium. If OH is the full
employment level of home-produced goods, then point K
represents the situation of external and internal balance.
From any other point on the diagram, K can be attained by
a combination of expenditures changes and relative-price
adjustments.

In Figure 2-2, using the same diagram, we have
imposed T. W. Swan's four "zones of economic unhappiness,"
which describe four combinations of internal and external
imbalance : 3

Zone I: excess demand and surplus in the
balance of payments

Zone II: 1less than full employment and balance of
payments surplus

Zone II1: 1less than full employment and balance of
payments deficit

Zone IV: excess demand and a deficit in the
balance of payments

3w. M. Corden, "The Geometric Representation of
Policjes to Attain Internal and External Balance,"
EEXESW of Economic Studies, XXVII (October, 1960), 4.
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Lines OT and kk' divide the quadrant into sectors
in which distinctive policy formulas are called for.

Since kk' represents constant amounts of real expenditure,
at any point north-east of kk' real expenditures must be
reduced and at any point southwest of kk' real expenditures
should be increased. If relative prices stayed at the
ratio represented by FG, OT would represent the various
combinations of home and imported goods that would be
purchased as expenditures were varied. For any given level
of real expenditure at a point southeast of OT, the rela-
tive domestic price of imports is higher than that neces-
sary to achieve internal and external balance and an
increase in the relative price of imports is called for.

At points north of OT, a decrease in the relative price of
imports will bring external balance. Line OT itself is

the income consumption line and its declining slope
represents an income elasticity of demand for imports
greater than one.

What the diagram serves to illustrate is that at
any point not on OT or kk', achieving internal and external
balance requires a combination of expenditure switching
and expenditure increasing or decreasing policies.4 The
orthodox approach to stabilization has been to associate

expenditure switching with the achievement of external

4Harry Johnson, International Trade and Economic
Growth (London: Allen and Unwin, 19538), pp. l6l-64.
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balance and changes in the level of expenditure with
internal balance. The assumption involved in treating
inflation with expenditure level changes is that it is
caused by excess demand and not by structural or cost-push
factors.

Above we described a situation of rapid inflation
and a balance of payments deficit that was to be treated
by devaluation and restrictive monetary and fiscal policies,
a combination of expenditure reducing and expenditure
switching policies. The presumption of such policies is
that the economy is initially somewhere in the area where
section C and zone four overlap. Starting with the general
case in which home-produced goods can be substituted for
imports, the immediate impact of devaluation would be to
raise the domestic prices of imports and exports. Since
the supply of exports if fixed, higher prices for exports
will merely raise the income of export producers, contri-
buting to the excess demand for home and imported goods.
The increased price of imports brings an expansion of home
production of those goods that can substitute for imports
and a switch in consumption toward home goods and away
from imports. The devaluation itself may or may not help
in the attempt to reduce demand, since it will contain both
positive and negative income effects. The increased
domestic production of import substitutes and the expanded

income of exporters will spur demand, while the higher
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domestic prices for importables and exportables will have
negative income effects, the strength of which will be
reinforced or checked by the government wage and monetary-
fiscal policies. Assuming that these policy instruments
are used vigorously to limit demand, any positive income
effects of the devaluation will easily be checked and
inflation will be controlled. While some overshooting may
occur carrying the economy into one of the other zones or
policy sectors, it is easy to see how further marginal
policy adjustments will bring the economy to internal and
external balance at point K.

The second case to be considered is one in which
vigorous import substitution policies have exhausted the
easy substitution possibilities without eliminating a
strong import dependency. Thus marginal adjustments of
the exchange rate cannot in the short-run induce the
substitution of home goods. 1In Figure 2-3 we introduce
this assumption together with our assumption of high
income elasticity of demand for imports, reflected in the
increased fiatness of the income-expenditure curve as
full-employment is approached. The assumption of low
price elasticity of demand for imports implies an almost
fixed relationship between imports and home-produced goods
and a heavy dependency of domestic industry on imported
inputs and capital goods. Thus all policy moves can only

bring shifts along the income consumption line and policy
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makers are left with one instrument with which to pursue
two policy goals. The goal of internal and external
balance would still be attainable if the fixed relation-
ship between home-produced and imported goods was such
that expenditure changes move you along OT' in Figure 2-3.
What will more likely be the case is the situation
described by the income-consumption line OT. If exports
have been stagnant or declining in the face of discrimina-
tion against them, and the country has pursued a strategy
that has not effectively reduced import dependency, then
no matter what the exchange rate is, full employment may
only be possible when the level of imports exceeds the
foreign exchange value of exports.5 In Figure 2-3, if
expenditure changes are the only effective policy
instrument, then Q represents the highest level of employ-
ment consistent with external balance. Full employment
will only be attained at P with a balance of payments
deficit of M-L.

The steep slope of OT represents that fact that
as the economy achieves full employment, the demand for
imported capital goods accelerates sharply. Conversely,

beginning with a situation where expenditures are near the

5Joy and Braun have incorporated this assumption
into a model dealing with Argentina's failure to grow.
See Oscar Braun and Leonard Joy, "A Model of Economic
Stagnation--A Case Study of the Argentine Economy,"
Economic Journal, LXXVIII (December, 1968), 869.
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full employment level, imports of capital goods can be
reduced in the short-run without greatly affecting the
level of employment.

Within the context of these assumptions about
import demand as well as the assumption of cost-push
inflation, we examine the impact of devaluation and expen-
diture reducing policies. Here also the presumption of
policy makers is of strong excess demand inflation though
in fact the economy may not be using its full industrial
capacity. Again, the immediate impact will be an increase
in domestic prices of importables and exportables, but
this time with little or no increase in the output of
either. While hopes may be strong that increasing the
relative price of rural goods will eventually increase
their output, the short-run impact will be to raise the
domestic level of wholesale prices in proportion to the
importance of traded goods in this price index.

The change in relative prices will have an impact
on the distribution of income which in conjunction with
restraints on the money supply could sharply reduce the
production of home goods. The devaluation will mean
higher incomes for the exporters of rural food products
and, inasmuch as wages lag behind the increases in domestic
food prices, a reduction in the real income of urban wage
earners. Diaz Alejandro has postulated that the recip-

ients of this income, rural land owners and export brokers,
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have a much lower marginal propensity to spend than the
urban workers who are giving it up.6 On this basis,
sizeable devaluations will tend to rgduce the level of
domestic demand particularly for home goods. If the urban
worker has a much lower price and income elasticity of
demand for food products than for home manufactures, then
sharp increases in food prices will cause these products
to absorb a much larger portion of the urban worker's
budget, leaving much less income for expenditures on home
goods. According to the assumptions of our model, however,
this reduced demand will not result in lower prices of
home goods.

Sidrauski has pointed out that the impact of
devaluation on the domestic price level will also have a
negative impact on the level of spending if the monetary
authorities are pursuing a restrictive monetary policy.7
In view of the higher prices of traded products and and
other higher prices decreed in the stabilization plan, a
neutral monetary policy will call for a considerable
expansion of the nominal supply of money. Should the
monetary authorities see these price increases as part of

an inflation caused by excess demand and not validate them

6Diaz Alejandro, Exchange Rate Devaluation,
pPp. 22-28.

7Sidrauski, "Devaluacién, Inflacién y Desempleo,"
p. 106.
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through expansion of the nominal supply of money, then
these price increases will have caused a sharp contraction
of the real supply of money. Maynard and van Rijckeghem
have argued that decreases in the level of credit available
to the home goods sector in the face of rising domestic
costs induced by devaluation have been a major source of
the domestic contractions that have accompanied devalua-
tions.8 Thus devaluation itself, through its impact on
the distribution of income and on the real supply of
money, can cause a considerable reduction in the level of
expenditures. If the devaluation is accompanied by other
expenditure reducing policies such as higher taxes and
cuts in government expenditures, it could easily happen
that the total combination of policies would bring the
country to a point well below the level of full employment.
The policy implications of our model are then
that the stabilization policies at issue cannot achieve
simultaneous internal and external balances. Devaluation
and expenditure reducing policies will combine to move the
economy down the income consumption line and balance of
payments equilibrium will only be attained with unemploy-

ment. In addition, the stabilization process itself can

8Geoffrey Maynard and Willy van Rijckeghem,
"Stabilization Policy in an Inflationary Economy--
Argentina," in Development Policy--Theory and Practice,
ed. by Gustav F. Papanek (Cambridge: Harvard University
Press, 1968), pp. 210-11.
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initially involve significant inflation and prices will
only be checked if the government can make the real wage
freeze stick. When it is removed, if the economy is still
in recession and the monetary authorities make it clear
that they will not provide the credit to finance higher
wages, the unions will have a difficult time at the bar-
gaining table.

Finally, it remains for us to see the implications
of the model when the economy is on the upswing. We
assume that the policy makers, treating the inflation as
caused by excessive monetary expansion and underestimating
the income effects of the devaluation, have stabilized the
economy at a point well short of full capacity. Having
achieved relative price stability, a surplus in the balance
of payments and a considerable reduction of the government
deficit, they feel that the economy can tolerate some
expansionary stimuli without creating inflationary
pressures, and they embark on an enlarged program of
government investment, financed by increased budget deficits
and monetary expansion.

The higher government spending will quickly have
an impact on the expansion of gross national product and
the greater liquidity will enable producers of home goods
to increase production and undertake a higher level of
investment. Since prices were stabilized to the relative

advantage of the rural sector, an economic expansion
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concentrated in the home goods sector will offer an oppor-
tunity to the urban labor unions to recover and expand
real wages, and to the industrialists to pass along these
higher wages in the form of higher prices and to recover
their previously higher share of the national income.

As the economy approaches full-employment; the
demand for imports rises rapidly as new machinery and
equipment are needed to replace and enlarge domestic pro-
ductive capacity. The inflation which was begun by the
efforts of labor and industry to enlarge their income
shares induces further expansion of the money supply as
government tax collections lag behind its expenditures and
it borrows increasingly from the central bank. Unless
the increase in relative prices achieved in the original
stabilization plan has managed to induce a large expansion
of rural exports, the new surge of imports will cause a
sharp decline in foreign exchange reserves. Declining
reserves and rising prices will begin to raise doubts about
how long the exchange rate will be able to be maintained
and short-term speculative capital will start to flow out,
adding to the drain on reserves. Interim devaluations
which are not accompanied by a strong effort to check
prices will only add to the inflationary spiral by raising
rural prices which, in an inflationary expansion, will be
quickly translated into higher wages and higher prices for

home-produced goods. Eventually the loss of reserves and
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the increasing inflationary spiral will necessitate a
sweeping new stabilization program and another turn of the
stop-go cycle will have been completed.

An attempt has been made here to show that, given
the characteristics of an economy like Argentina, straight-
forward attempts to improve the balance of payments through
devaluation and cure inflation by means of restrictive
monetary-fiscal policies cannot and indeed have not
succeeded without causing a serious recession. As will be
shown in Chapter 5, the 1967 plan, taking these charac-
teristics into account, involved a policy mix designed to
achieve the goals of stable prices and balance of payments

equilibrium without a significant decline in production.



CHAPTER 3

EMPIRICAL DATA ON THE

ARGENTINE ECONOMY

This chapter will assess how well the Argentine
economy is described by the model just presented. After
a description of the evolution of the balance of payments

during the 1960's, the key assumptions of the model will

be considered in turn.

The Balance of Payments Since 1960

A survey of the data up to 1958 shows the balance
of payments characterized by large trade deficits with net
services payments and private capital flows far less
significant in size. The average yearly trade deficit in
the period 1950-61 was 189 million dollars as imports
usually far surpassed the stagnant level of exports. 1In
Table 3-1, payments data are presented for the period
1956 to 1971.

These figures describe three important changes in
the structure of payments over this period: (1) a large
inflow of long-term private capital between 1959 and 1963

which greatly increased import substituting capacity but

37
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which also left a heavy burden of financial service
payments; (2) a loosening of the export bottleneck; and
(3) the introduction of private short-term capital flows
as a significant source of payments fluctuations. Also,
though not well brought out by the figures, the increased
size of public and private foreign indebtedness greatly
increased the need to earn foreign exchange.

Between 1959 and 1963, the inflow of long-term
private capital averaged 212 million dollars as opposed to
an average of 21 million for the previous six years. This
sudden influx was due to a softening of government policy
toward foreign capital which brought contracts for the
development of the oil industry as well as legislation
highly favorable to the development of other industries,
particularly those producing intermediate type goods.1

After an initial burst of new investment, however,
completion of the oil contracts, recession and political
instability caused this flow to dry up after 1963. With
considerable excess capacity, long-term private capital
flows average an 1l million dollar outflow over the period

1964-1968 and then revived in the sustained expansion of

lThis change in attitude was a key policy of the
Frondizi administration which took office in 1958. Foley
has contended that this switch is a case in point of the
Hirschman hypothesis that balance of payments pressures
can induce import substitution and thus add to economic
growth. See James W. Foley, "The Balance of Payments and
Import Substituting Industrialization in Argentina, 1945-
61" (unpublished Ph.D. dissertation, Michigan State
University, 1969).
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1969-71, averaging a 58 million dollar inflow. Though
import substituting capacity expanded by a third between
1958 and 1963, this private capital inflow left the
country with a considerable burden of financial service
payments. In the service account, the entry designated
"income from international investments," which had averaged
only a 6 million dollar outflow in the 1953-1958 period,
was 72 million outflow for the years 1959 to 1963,
gradually rising to 194 million by 1971.

Through the 1950's foreign exchange crises were
clearly associated with the stagnant level of agricultural
exports. Despite an improving domestic price ratio for
rural products, the export high of 1125 million dollars in
1953 was not surpassed until 1962. Beginning with that
year, the long-term higher prices and the investment
undertaken to replace a huge flow of labor to the cities
during the 1950's began to pay off and exports expanded
sharply going from 964 million in 1961 to 1740 million in
1970. The five year averages in Table 3-2 give a more
balanced picture of the change. While some of the increase
in the late 1960's was due to an expansion of non-
traditional exports, the major portion was due to increased
agricultural production and the allocation of a high por-

tion of that production to exports.

2For a discussion of how import substituting
capacity is measured, see page 59 of this chapter.
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TABLE 3-2.--Yearly Dollar Averages for Exports (in

Millions)

Year Average
1952-1956 943
1957-1961 1004
1962-1966 1415
1967-1971 1592

Source: Based on data in various issues of International

Financial Statistics, International Monetary Fund,
Washington, D.C.

One aspect of the 1959 stabilization program
invwvolved the lifting of legal restrictions on capital
flows, and in general the 1960's were a period of rela-
Lively freer capital movements. This freedom combined
With frequent political instability and a sometimes
Ovwervalued exchange rate brought sudden and sharp inflows
©OFf short-term private capital.3 Table 3-3 indicates the

¥Years in which these flows had a major impact on the
\

3There were no restrictions on capital flows from

January, 1959, to April, 1964, and from March, 1967, to
October, 1970. The Central Bank's estimates of short-term
Capital flows would be more accurate in times of controls
When each expenditure must be approved. At all times these
figures are only estimates since changes in short-term
trade credits are gathered by survey. Mallon suggests
that the degree of private short-term indebtedness is
most likely exaggerated in the surveys, probably to make
the government think twice before devaluing the peso.
Richard D. Mallon, "Exchange Policy--Argentina,"
Development Policy--Theory and Practice, p. 18l.
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TABLE 3-3.--Capital Flows in the 1960's (in Millions of

Dollars)

Year Net-short-term Net Long-term
Capital Flow Capital Flow

1962 -329 298

1963 -243 158

1965 -177 5

1966 -177 - 37

1967 254 - 22

1968 133 - 5

1969 214 93

1971 -403 79

Source: Various issues of Ministerio de Hacienda y
Finanzas, Informe Econémico, Republica Argentina.

balance of payments. The figures are in millions of
dollars. In 1962 and 1963 long and short-term flows
largely balanced each other out while in the remaining
years, because of short-term capital flows, the private
capital account had a significant impact on the balance
of payments.

The greatest burden on the balance of payments
was the cumulative impact of years of bdrrowing to cover
trade deficits and finance infrastructure projects. Poor
management caused the debt to be heavily concentrated in
short- and medium-term obligations so that as of December,
1963, the total debt payments due in the next three years

on all private and public debt amount to a fantastic
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2,167 million dollars.4 Though the debt was continually
rescheduled to stretch out the payments, the sheer size

of it meant a considerable sum of outpayments in any given
year for the foreseeable future.

Summarizing balance of payments behavior since
1960, in 1960 and 1961 large capital inflows freed the
economy from the foreign exchange constraint. Beginning
with 1962 the export block was somewhat removed, though
government debt payments and the service account prevented
a corresponding increase in import capacity. In addition
to year-by-year changes in imports and exports, from 1962
to 1971, payments fluctuations were strongly affected by
short-term capital flows. The factors influencing the
supply of rural exports and short-term capital flows will
be discussed below in this chapter.

In fashioning a balance of payments policy, the
debt payments and the payments arising in connection with
the presence of foreign investment meant that a large
surplus had to be generated in some other account(s). The
fact that capital flows were freed of controls as part of
an attempt to attract long-term funds meant that the
eéonomy was opened to the potentially destabilizing flows

of short-term capital.

4This figure includes interest and amortization
payments. Mallon, "Exchange Policy--Argentina," p. 181.
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The Assumptions of the Model

Home vs. Traded Goods

The first assumption of our model stated that there
are a significant number of home goods which are neither
imported nor exported.

While the distinction between home and traded goods
is frequently based on the protection provided to bulky
home goods by the high cost of transporting imports, in
Argentina the distinction is more the result of an inward-
looking development strategy. According to this strategy,
wherever possible domestic production has been favored at
the expense of imports and of production for export. 1In
discussing the role of tariff protection in this strategy,
H. P. Llosas comments: "Tariff protection over the period
1959-1966 stimulated the development of industries pro-
ducing consumer and intermediate goods for the local private
market, discriminating against the production of all other
tradeables."5 To the extent to which this strategy is
successful, a substantial number of domestic industries
will be home industries inasmuch as they will neither
export nor face competition from imports. Balassa notes

how these policies have in fact worked to isolate Argentina's

5Herman P. Llosas, "Los Efectos Direccionales de 1la
Proteccién Aduanera en la Argentina," Econémica, XVII,
No. 3 (September-December, 1971), 297-98.
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manufacturing industries from the world market.6 Con-
trasting the inward-looking growth strategy of a semi-
industrial country like Argentina with the outward-looking
strategy of some semi-industrial countries, Balassa
describes how in inward-looking countries imports of non-
durable consumer goods and exports of manufactures are
insignificant. In contrast with semi-industrial countries
pursuing an outward-looking strategy, in 1965 the share of
imports in the domestic consumption of textiles, clothing
and footwear were less than 2 per cent in Argentina while
the import proportions of these goods were 62, 19, and 20
per cent in Denmark and 51, 23, and 29 per cent in Norway.
At the same time, while the ratio of exports to value added
in manufacturing rose from 14 per cent in 1950 to 33 per
cent in 1965 in Denmark and from 26 to 44 per cent in
Norway, Argentina actually experienced a decline in this
ratio between 1952-59 and 1962-63.’
The assumption of a clear difference between home
and traded goods implies that devaluation will only affect
the final prices of home goods through its impact on their
imported inputs. There will be few price increases due to
higher prices of imported competition since protection

keeps the price of potential competitive imports far above

6Balassa, "Growth Strategies in Semi-Industrial
Countries," p. 43.

’Ipid., p. 30.
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the domestic prices of home goods. As an indicator of the
extent to which a substantial portion of the Argentine
economy was closed off to imports, the difference between
actual and potential effective protection is cited in
Table 3-4. Assuming that the domestic price is equal to
the import price including the tariff, potential effective
protection is the ratio of value added obtained by domestic
industry under the tariff structure relative to what the
value added would be in the absence of tariffs. Actual
effective protection leaves aside the assumption that
domestic prices are as high as tariffs will allow and,
taking account of tariff redundancy, computes effective
protection on the basis of observed prices. Potential
effective protection well above actual rates would indicate
tariff redundancy.

The figures in Table 3-4 strongly support the
contention of an inward-looking strategy for Argentina.
The traditional primary export industries are discriminated
against and their value added is less than it would be
under free trade. Manufacturing industries in general have
very high effective protection. The fact that their
potential effective protection is so much higher than
their actual effective protection illustrates the diver-
gence between actual prices and the prices protection would
allow without the threat of increased competition from

imports. Further evidence for the isolation of domestic
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TABLE 3-4.--Actual and Potential Effective Protection, 1965

Industry Ai:?al Potiggial
l. Agriculture - 18.2 - 41.8
2. Livestock - 11.5 - 29.6
3. Forestry, Hunting and Fishing - 39.4 - 76.5
4. Mining - 64.7 - 4.0
5. Fuel and Electricity 11.1 88.9
6. Food and Beverages 29.0 588.9
7. Meat and Meat Preparations - 24.0 - 56.0
8. Tobacco 186.7 269.1
9. Textiles * *
10. Clothing and Shoes 76.2 1,051.6
11. Lumber 176.1 602.7
12. Paper and Paperboard 298.8 1,370.7
13. Printing and Publishing - 11.0 - 69.9
14. Chemicals 198.2 763.2
15. Rubber - 9.1 351.6
16. Hides and Skins, Leather 18.0 711.7
1l7. Stone, Glass, Ceramics - 9.3 308.6
18. Metals 272.6 726.9
19. Steel( * *
20. Vehicles and Mech.
Machinery 242.0 720.0
21. Cars and Tractors * *
22. Electrical Machinery
& Appliances * *
23. Other Industries 179.6 741.1

Source: Pedro Wainer, "La Proteccién Aduanera Efectiva

en la RepGblica Argentina}
of a study done for CONADE).

(unpublished manuscript

*
Indicates negative domestic value added at world

prices.
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manufacturing from the world market will be gained from
the estimation of the import demand function, described

on pages 58-67 of this chapter.

The Supply of Home Goods

Having asserted the reasons for believing that
most of domestic manufacturing can be seen as a home goods
industry, we treat the characteristics of this industry.
In this section we concentrate on those factors which
affect the output of home goods. Our assumptions about
the characteristics of the demand for these products rela-
tive to the domestic demand for agricultural products will
be treated together with the demand for rural products.

Over the period 1950 to 1971, growth of the non-
agricultural sector averaged 3.7 per cent per year with a
standard deviation of 5 per cent. It was indicated above
that the sharp fluctuations in gross domestic product have
tended to be closely associated with the initiation of
stabilization plans and this is all the more true of the
non-agricultural sector. Since consumer credit has not
been widely used over the period in question, the monetary
restriction associated with stabilization programs seems
to have had its impact more on suppliers than on consumers.
Where producers were faced with sharply rising costs and a
shortage of liquidity at the same time, they were fre-

quently forced to cut back production due to a lack of
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working capital. Stabilization programs were also asso-
ciated with attempts to restrict imports vital to the
continuation of the current level of production. These
factors suggest that the availability of credit and of
imports of semi-processed inputs and raw materials were
crucial in the fluctuations of non-agricultural output.
To test this part of the model, we attempt to
explain the percentage change in the real output of the

non-agricultural sector, O by means of the percentage

NA'

change in dollar non-capital goods imports, and the

Myer

percentage change in nominal bank credit to the non-

agricultural sector, B A minus the percentage increase in

N

wages in this sector, W Wages are taken as a proxy

NA®
variable for cost increases in the non-agricultural sector.
In order to introduce a lag of a third of a period, the
import variable consists of two-thirds of the percentage
change in non-capitals goods imports of the current period
and one-third of the percentage change in the previous

period. Yearly data for the period 1951-71 were used.’

8This output function was first used by Geoffrey
Maynard and Willy van Rijckeghern to study the period
1950 to 1964. See their "Stabilization Policy in an
Inflationary Economy--Argentina," pp. 207-35.

gln this and other estimation done on the basis
of Argentine data there will be a margin of error due to
the quality of the data. While it is difficult to assess
quality on the basis of how closely the methodology is
followed, an effort will be made to point out qualifica-
tions on the data arising from the methodology itself. A
basic description of Argentine economic data can be found
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(BNA - WNA) and MNC taken individually explain a
substantial portion of the variation in output changes of
the non-agricultural sector:lo

O., = 3.53 + .171 (B, - W, ) -2
NA (.046) NA NA R™ = .39
DW = 1.54
df = 19
Oyp = 2-64 + .252 M R? = .53
(.052)
DW = 2.40
df = 19

Taken together they explain 73 per cent of the variation

and are both significant at the 1 per cent level:

in Carmen Llorens de Azar and Frieda F. Johansen,
"Principales Estadisticas Argentinas: Metodologias y
Fuentes," Revista de Administracién y Economia (IDEA), I,
No. 4 (1970), 45-88. 1In the regressions for non-rural
output the chief qualifications are: (1) the official
statistics on the basic salary cover only workers in manu-
facturing; and (2) there is no consistent series for non-
capital goods imports covering this whole period and thus
the goods on which the percentage increases from 1951 to
1964 are based are not quite the same bundle on which the
1964 to 1971 changes are based.

loIn presenting regression results, we will give
the regression coefficient with the standard error in
parentheses beneath it. We will also give the coefficient
ofzdetermination corrected for the degrees of freedom
(R°), the Durban-Watson statistic (DW), and the
degrees of freedom (df).
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0 = 2.74 + .118 (B - W.,) + .200 (M

)
(.034) NA NAT " (L044)

NC
R®™ = .70 DW = 1.75 df = 18

An even better fit was obtained by the addition of

percentage increases in agricultural output, O,, as a
further explanatory variable:
o = 2.42 + .104 (B - Woa) + .212 (M) + .l146 (0,)
NA (.032) A&  NAT 041y MO (0700 A
R? = .75 DW = 1.64 df = 17

The rationale for the addition of this variable is that
fluctuations in the output of the agricultural sector will
affect the ability of that sector to purchase goods from
other domestic industries.

The implications of this function are that if a
stabilization effort is to avoid a downturn in production,
the capacity to import must be maintained and credit cannot
be tightened so sharply that it lags behind the rate of
increase of short-run costs. The stabilization efforts of
1959 and 1962 both brought about big reductions in non-
rural output through import restrictions and a sharp cut
in credit to this sector. With declines in output of 6
and 4 per cent respectively in the two years, imports of
non-capital goods fell by 3 per cent in the two years and
the difference between the percentage increases in bank

credit and wages was a minus 52 per cent in 1959 and a
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minus 13 per cent in 1962. A reversal of these policies
brought a quick recovery in 1960 but their continuance
into 1963 brought a further output reduction of 6 per cent

in 1963.

Tradeable Goods

While tariffs and transportation costs have
weakened the link between home goods and the world market,
the link between traded goods and the international market
is a strong one. If we assume that the terms of trade are
given and the domestic supply of tradeables is fixed in
the short-run, the immediate impact of a devaluation on
the domestic price level will be in direct proportion to
the participation of tradeable goods in the domestic
market basket.

Exportable goods can virtually be identified with
the rural sector, since all but a small number of these
products are exported. Over the period 1965 to 1970,
value added in all rural activities amounted to 14 per
cent of gross domestic product. More importantly,
exportable products make up a considerably larger percen-
tage of the budget of the typical urban family, so that the
impact of a devaluation can raise the cost of living much
more than it will the general price level. The 1960
survey of a working class budget on which the cost of
living index is based consisted of more than 30 per cent

food products whose price is closely linked to the
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exchange rate. Mallon points out that if we also include
those items in the budget which have a high component of
imported or exported materials, the combined weight will
rise to over 50 per cent.11

Imports of goods and services, on the other hand,
over the period 1965 to 1970 have averaged 9.5 per cent
of gross domestic products. Over this same period, the
domestic mining and manufacturing industries have averaged
38 per cent of gross domestic product and while for most
of these products the direct links between the prices of
domestic and import products have been broken we assume
that a direct link remains for another 5 per cent of
gross domestic product made up of mining and manufactured
goods. An indirect link exists, of course, and the prices
of manufactured goods will rise when the prices of
imported inputs rise.

Adding the above figures, 14 per cent for rural
production, 9.5 per cent for imports, and 5 per cent for
mining and manufacturing, exportables plus importables
make up about 29 per cent of gross domestic product. The
degree to which a devaluation will affect the general
price level will depend on whether the price index used
is based on goods consumed and invested domestically or
goods produced domestically. If the concept employed

deals with products consumed and invested within the

llMallon, "Exchange Policy--Argentina," p. 185.
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country, then the 9-10 per cent of gross domestic product
that is actually exported is excluded. 1If the index
contains only products actually produced in the country,
then imports, also 9-10 per cent of gross domestic product,
are excluded. 1In either case, a 100 per cent devaluation
would have the immediate impact of raising overall prices
by 19-20 per cent. Some additional increases result where
prices are raised to cover the higher cost of imported
inputs. The even greater impact of devaluation on the
cost of living has created counter pressures for wage
increases that have had a further impact on the price

level.

Importables

The crucial assumptions concerning importables and
those we will concentrate on here are those dealing with
the demand for imports. For a country the size of
Argentina, the small country assumption of an infinitely
elastic supply of imports does not have to be substantiated
and our argument for a fixed domestic supply of importables
is based on the characteristics of the import demand
function itself. We have assumed that the demand for
imports is price inelastic but strongly income elastic and
our principle evidence will be various estimates of the
import demand function. 1Initially, data on the structure
of merchandise imports is presented along with some

a priori arguments in support of this contention.
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Table 3-5 gives a breakdown of Argentine imports
according to use over the period 1948-1968. While there
were some marginal changes over the period, the breakdown
of imports has been roughly 10 per cent consumer goods.
The process of import substitution can be observed in
these figures as we note the declining participation of
consumer durable goods and of fuels. Further import sub-
stitution in the area of consumer non-durables offers no
real prospects since the major portion of this small sum
is made up of tropical products such as coffee and cocoa,
which Argentina cannot produce economically in large
quantities.

While the shares of consumer goods and intermediate
products and raw materials have declined, that of capital
goods has expanded, particularly in the area of heavy
industrial equipment which becomes more necessary as the
economy grows and which is the type of import most diffi-
cult to substitute for.

Argentine imports, then, are almost entirely
products that cannot easily be substituted for in the
short-run. Over this century the average propensity to
import has fallen from about 0.3 to 0.1, but the declining
participation of imports has involved an increasing
dependency on the remaining imports. By the early 1950's,
the process of import substitution had largely been

completed for consumer non-durables and intermediate
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TABLE 3-5.--Structure of Merchandise Imports According to

Use

1948-52 1959-61 1966-68
Consumer Goods 12.6 8.9 5.9
Non-durable 7.6 3.6 4.8
Durable 5.0 5.3 1.2
Intermediate Products and
Raw Materials 58.0 53.8 52.8
Fuels 14.6 14.4 8.4
Other 43.4 39.4 44.3
Capital Goods 28.8 36.4 40.8
Construction Materials 6.5 4.7 5.1
Agric. Machinery and
Equip. 2.5 3.1 .4
Transport and
Communications 7.0 10.7 14.3
Other Machinery and
Equipment 12.8 17.9 21.0

Source: Various issues of Statistical Bulletin for Latin
America, United Nations, Economic Commission for

Latin America, Santiago, Chile.
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products that could easily be produced at home. The
criterion was not relative efficiency of trade or home

production, but simple feasibility.12

The process of
import substitution was carried on in a way which tended
to reduce the sensitivity of imports to price changes.
Initially, all those products which could easily be pro-
duced at home were given high enough tariff protection to
prevent foreign competition. These tended to be consumer
non-durables whose demand is highly sensitive to price.

As more and more technically complex products were sub-
stituted for, their tariffs were raised both to nurture
the new domestic industries and to improve the balance of
payments by use of domestic capacity for imports. Thus at
any given point in time, products produced at home in
sufficient quantity have enjoyed high enough protection so
that relative price fluctuations do not bring the threat
of foreign competition. Products not produced at home
have relatively low tariffs on them and they are products
that would require much time and investment to bring into
production. Changes in relative prices will not greatly
effect the imports of these goods since they are by and
large intermediate inputs, fuels and capital goods essen-

tial to the operation of existing productive capacity. 1If

12Raﬁl Prebisch, Towards a Dynamic Development
Policy for Latin America (New York: United Nations,
1964), p. /1.
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there were domestic substitutes for these goods readily
available, tariff protection would have already stopped
their import. Where prices could make a difference to
quantity imported would be in regard to those products
produced at home but in quantities insufficient for the
domestic market. But even here, tariff policy has been
geared to regulating imports to the quantity needed to
supplement domestic production, and not to providing the
stimulus of competition for domestic producers.

As a further support to the a priori argument
that imports will not be price sensitive, Diaz Alejandro
cites the fact that while technologically crucial in the
production process, imported inputs generally make up a
small part of the price of the product, implying a much
lower price elasticity for the imported input than for the

final product.13

Import Demand Function.--Existing estimates of

import demand done by Diaz Alejandro support the contention
of high income and low price elasticity of demand.14
Treating the period 1947 to 1965, he regressed imports of
goods and services in constant 1960 pesos against the

following dependent variables:

13Diaz Alejandro, Exchange Rate Devaluation, p. 50.

14Diaz Alejandro, "Stop-Go Cycles and Inflation,"
pp. 354-62.
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total absorption in constant 1960 pesos;

the ratio of the wholesale price index of
imported goods to that of non-rural domestic
goods;

a proxy variable for quantitative restrictions
which for the year t is Central Bank net gold and
foreign exchange reserves at the end of year t-1
as a percentage of average dollar merchandise
imports in years t-1l, t-2, and t-3. The assump-
tion was that declining reserves would bring
increased import restrictions in the coming year;
a proxy for import substituting capacity which
was computed by summing for nine basic import
substituting industries "the maximum value added
(at 1960 pesos) produced in that sector up until

and including that year."15

The expected co-
efficient for this variable is minus one since a
dollar of expanded domestic capacity should

replace that amount of imports.

After initial tests showed considerable evidence

of serial correlation in the error term, the data were
transformed into first differences. His equation, shown
in column (1) of Table 3-6, yields a very high income

elasticity and no evidence at all of responsiveness of

151pida., p. 357.
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TABLE 3-6.--Regression Analysis on the Import Demand Function

Dependent (1) (2)
Variables

(3)

(4)

(5)

Imports
of Goods Same Same Same Imports
and as as as of
Independent . (1) (1) (1) Goods
. Services
Variables
Constant -5.60 18.13 33.20 -5.60 4.22
Total Absorption 0.29 0.08 0.11 0.19 0.18
(0.07) (0.01) (0.01) (0.05) (0.05)
Relative Prices 0.21 0.36 -0.53 -0.55 -0.47
(0.22) (0.32) (0.24) (0.23) (0.24)
Import Substituting -0.16 -0.24 -0.41
Capacity
(0.59) (0.15) (0.16)
Long-term Capital 2.88 3.13 3.02
Inflow/Gross
Domestic Invest. (0.62) (0.61) (0.64)
Quantitative 0.03
Restrictions
(0.04)
R? .76 .76 .91 .93 .75
R? .72 .89 .90 .66
D.W. 2.15 1.06 2.64 2,95 1.99
Degrees of Freedom 14 13 12 12

Sources: See page 256 of the Statistical Appendix.
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imports to price changes. The coefficient for total
absorption of 2.9 is highly significant and yields an
income elasticity of 2.6. While the ratio of imported to
domestic prices would normally yield a negative coefficient,
Alejandro's equation has a positive coefficient which is
insignificant. The coefficients for quantitative restric-
tions and import substituting capacity suggest that these
factors have had little impact on fluctuations in the
level of imports.

Other than the implausibility of the contention
that income variations alone exercise a strong influence
on imports, Diaz Alejandro's equation is subject to the
following limitations: (1) the existence of serial corre-
lation in the error term suggests the possibility that the
equation is not correctly specified;16 (2) no account is
taken of the fact that the tremendous inflow of capital
in the years 1959-63 was largely a response to factors
other than domestic expansion; (3) included in the depen-
dent variable are service payments which were also strongly
influenced by this inflow of long-term capital; and (4) the
official price index for imported goods does not include
machinery and therefore does not take into account fluc-

tuations in the price of most imported capital goods.

16Transforming the data into first differences,
as Alejandro did, biases the estimates unless the first
order serial correlation coefficient is equal to one.
See Jan Kmenta, Elements of Econometrics (New York:
Macmillan, 1971), p. 292.
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Experiments with a price index for imported goods
computed from the ratio of total imports in current pesos
to total imports in constant pesos brought no improvement,
but attempts to-take account of (2) and (3) proved more
fruitful. The new attitude toward foreign capital in 1958
meant that as part of the overall development plan state
enterprises ordered considerable sums of capital goods
imports far in advanced and to be paid for under long-term

finance plans.17

Table 3-7 gives the constant peso figures
for gross investment, gross investment in machinery and
equipment, capital goods imports and net inflows of long-
term private capital. These figures clearly show a huge
inflow of capital goods imports for the period 1960 to
1963 that was in large part independent of the level of
economic activity. Though 1962 was a recession year,
capital goods imports rose that year to their highest
level ever while domestic investment was declining. 1In
subsequent years in which gross investment was far higher
than the period 1962-63, capital goods imports did not
attain the level of those two years. The same stretch of
years also brought a great inflow of private long-term

capital which also surpassed all levels before and since.

This capital inflow was highly import intensive, bringing

l7This point is brought out in Percy de Forest
Warner III, "The Impact of the Service on the Foreign Debt
on the Monetary Structure in Argentina: 1955-1965"
(unpublished Ph.D. dissertation, Michigan State University,
1970), p. 74.



63

TABLE 3-7.--Investment, Capital Goods Imports and Private Capital
Inflow (all Figures in Millions of Constant 1960 Pesos)

Gross ) Imports of Net Igflow

vear Gross Inveﬁtment in Capital of Private
Investment Machlgery and Goods* Longfterm
Equipment Capital*

1955 143.4 62.9 16.9 3.4
1956 135.0 70.5 ‘ 18.9 8.9
1957 152.0 77.0 19.8 5.0
1958 166.6 78.9 18.5 6.4
1959 147.8 65.3 16.9 5.8
1960 217.6 120.6 38.6 23.0
1961 238.6 151.1 45.8 14.2
1962 219.4 138.5 53.4 23.8
1963 179.9 110.2 38.4 12.6
1964 226.7 125.0 22.8 .2
1965 243.2 131.4 15.0 .4
1966 225.7 133.6 20.4 - 2.9
1967 235.9 137.0 22.4 - 1.7
1968 264.9 150.1 26.4 - .4
1969 305.8 179.8 31.4 5.8
1970 320.7 182.1 32.0 7.4
1971 352.0 210.7 41.3 6.3

Sources: Columns (1) and (2): BCRA, Bbletin Estadistico (March, 1971),
78, and Informe Econdmico, No. 4 (1971), Statistical
Appendix, p. 4; Column (3): BCRA, Comercio Exterior,
Supplement to BSletin Estadistico (May, 1969), 214-15, and
Informe Econdmico, No. 4 (1971), Statistical Appendix, p. 26;
Column (4): 1960-71 from various issues of Informe Econdmico;
1959 from BCRA, Memoria Anual - 1959, p. 28; 1955-58 from
various issues of the Balance of Payments Yearbook,
International Monetary Funds, Washington, D.C.

*

Dollar figures for capital goods imports and private long-
term capital inflows were converted to constant 1960 pesos by the
1960 rate of 80 pesos to the dollar.
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with it a considerable expansion of productive capacity in
0il, chemicals and transport equipment. To take this
phenomenon into account a new variable was introduced

into the import demand function, consisting of the yearly
ratio in constant pesos of the net inflow of long-term
private capital to the level of gross investment. This
variable serves as a proxy for the import intensiveness

of domestic investment and should help explain the sharp
difference in the behavior of imported capital goods in the
span 1960 to 1963 and in the remaining years. Estimates
that have included this variable are contained in columns
(3) to (6) of Table 3-6. They employ untransformed yearly
data for the period 1955 to 1971. The variables for
imports, total absorption and import substituting capacity

18

are all in constant 1960 pesos. The relative price

variable is the ratio of wholesale prices of imported goods

to wholesale prices of non-rural domestic goods.19
In equations (2) to (4) imports of goods and

services are the dependent variable. Using only total

absorption of goods and services and relative prices as

the independent variables in equation (2), the low

18These variables are put into constant pesos by
multiplying their physical volumes by their prices in
1960, the base year.

19While machinery is the main item omitted from
the price index of imported goods, the whole index only
covers about half of imported goods.
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on statistic indicates the strong possibility
elation; the coefficient for price is positive
nificant and the highly significant coefficient
bsorption yields an income elasticity of .8.20
proxy variable for the import intensiveness of
lows brings a considerable improvement. The
for the new variable is highly significant,
ce variable becomes significant at the 4.5 per
with a price elasticity of .4. Though the R?
tably, the Durban-Watson statistic leaves the
of serial autocorrelation. While the income

is highly significant, it suggests an income
of just over one, somewhat lower than that

in the model.

introduction of import substituting capacity
natory variable could be expected to separate
uction in the demand for imports due to the

of domestic capacity and produce a higher
ticity. While precisely this does happen when
tituting capacity is introduced in equation (4),
iable is only significant at the 13 per cent

- Durban-Watson of 2.95 indicates the presence

elation.

he average propensity to import out of total
is .1. The elasticity is computed by
e regression coefficient by this number.

I

D)
~-
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A further attempt to respecify the equation was
made by converting the dependent variable from imports of
goods and services to imports of goods alone. This should
improve the estimate by eliminating that upward pressure
o imports of services arising from the capital inflow of
1959-63. since merchandise import figures in constant
P& s=so0s do not exist, the constant peso figures for imports
of goods and services were converted to merchandise imports
by multiplying them by the dollar ratio of imports of goods
t> imports of goods and services. This procedure intro-

dm «<es a distortion in the import figures to the extent

th =at the dollar prices for goods have increased at a

di. F=ferent rate than those for services. In equation (5),
Wi €=h imports of goods in constant pesos as the dependent
va xiable, the Durban-Watson statistic is 1.99 and the
imyp>ort substituting capacity variable is significant at the
2 p>er cent level, though the §2 falls considerably.

Contrasting this formulation with that of Diaz
Al @ jandro, with virtually no loss of explanatory power,
the equation has been respecified so as to enlarge the
Number of significant or near significant explanatory
Vaxr jables from one to four. While total absorption is
highly significant in both cases, by introducing a proxy
Varx jable for the import intensiveness of long-term capital

inf1ows and eliminating services from the dependent vari-

able, all the variables are significant at better than the

=



67

2.2 per cent level with the exception of relative prices,
which are significant at the 7 per cent level. 1In rela-
tion to the model in Chapter 2, this result supports the
contentions that there is very little substitutability

be=tween home production and imports and that imports are

hdighly responsive to change in real income.

Exx portables

In regard to exportables, the assumptions are:

(1) their domestic supply is inelastic in the short-run;

(2) domestic demand for them is price and income
inelastic relative to the demand for home goods.
The evidence for these assumptions, based on
a__priori expectations and existing empirical research, is
S\arxmwmarized here together with a picture éf the evolution

o Argentine exports.

Argentine exports.--During the period 1950 to

19 70, the structure of Argentine exports, while remaining
ba sically the same, has experienced a number of modifica-
tions, some of them policy induced. As can be seen in
Table 3-8, food and other rural products have made up
Approximately 90 per cent of all exports, though the
Overall composition of rural exports has changed. During
the 1950's, meat and grains expanded their combined share
from 34.3 per cent to 52.3 per cent while all other main

Categories of rural exports maintained or reduced their
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TABLE 3-8.--Composition of Argentine Exports (in Percentages)

SITC Categories ' 1950-52 1959-61 1968-70

0 Food 50.2 65.2 68.0
Meat 15.7 26.1 25.5
Grains 18.6 26.2 27.2 r‘*‘
Other 15.8 16.0 15.4 f

2 Crude Materials, inedible, ‘

except fuel 31.1 23.5 12.3 ‘
Hides and skins undressed 9.7 7.1 3.9 [ {
!

Wool and other animal hair 15.2 13.5 6.3 =
Other

4 Animal and Veg. Oils and Fats 9.3 6.8 5.3
Linseed 0il 3.8 4.4 1.6

Total Manufactures (5, 6, 7, 8) 9.4 4.2 13.4

5 Chemicals 7.9 3.3 3.4

6 Mfg. goods by Materials .8 .5 4.8

7 Machinery and Transport Equip. .0 .3 3.2

8 Misc. Mfg. Articles .4 .2 2.0

Other (1, 3, 9) .3 .2 1.0

Source: Various issues of International Trade Yearbook, United
Nations, and Intercambio Comercial Argentino Segin C.U.C.I.,
INDEC, Replblica de Argentina.
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shares. Also during the 1950's, Argentine exports of
manufactured products, consisting almost entirely of
chemicals, declined from 9.4 to 4.2 per cent of total
exports. Although this figure does in some measure indicate
the export discrimination against manufactures implicit in
the import substitution policies, the major portion of
chemical exports at that time was quebracho, a tree extract
that could as easily be included among rural products.
During the 1960's, while food products maintained their
share of an expanding quantity and dollar value of exports,
wool, hides, and linseed oil made uyp not only a declining
share of exports but also a declining absolute quantity
and dollar value. Manufactured products, on the other
hand, experienced a strong expansion during the 1960's.
Total manufactures, including chemicals, enlarged their
share from 4.2 per cent in the period 1959-61 to 13.4

per cent in the period 1968-1970. If we exclude chemical
products which merely maintained their share during this
period, the expansion is all the more significant. 1In

the early 1960's, a program of export promotion for non-
traditional products was begun and gradually enlarged,
with the 1967 stabilization program involving a major step
in the growth of this program. During the period of the
1960's, exports of these products grew from slightly more
than 1 per cent of total exports to 10 per cent. Their

total, which had been 30 million dollars for the three
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years 1959 to 1961 had expanded to 475 million dollars for
the period 1968-70. The factors involved in this expansion
will be studied in Chapter 8.

Diversification has also taken place in the
countries to which Argentina exports. By 1968-70, the

top six countries which had accounted for 66 per cent of

TR

al 1 exports in the period 1959-1963 accounted for only
58 per cent. This shift was the result of declining

ex= ports to the United Kingdom combined with increases in

t— ade with the countries of the Latin American Free Trade K

Ass sociation, particularly Brazil and Chile.

The demand for Argentine exports.--An attempt has

be> €n made to avoid the explicit assumption that Argentina
is a price taker in the markets for her exports. Table 3-9
PX- esents a picture of Argentina's changing share of world
exports of these products and it can readily be seen that
wh dle the country's share for some products is still fairly
la xge, the share of each product has dropped considerably.
Exvyen over the period of the 1960's when Argentine exports
Of meat and grains expanded considerably, the shares con-
tinued to decline, especially in the case of meat products.
Whijie policies that discriminate against the export of
Tuxral products have clearly had their impact, the shares

OFf gome of these products, particularly linseed, maize and

Meat of bovine animals, are large enough to suggest that
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TABLE 3-9.--World Market Share of Principal Argentine
Exports (in Percentages)

1934-1938 1959-1962 1967-1970

Wheat and Wheat Flour 19.3 5.5 4.0
Maize 64.0 18.5 13.0
Gx—easy Wool 9.9 4.4
11.7

De=greased Wool 13.9 11.0
L @ nseed and Linseed 0il 67.6 49.3 22.9
Swanflower Seed and

Its 0Oil n.a. 14.1 5.9
A A1 Meat (fresh, chilled

or frozen) 39.7 17.5 9.2
Meat of Bovine Animals

(fresh, chilled, or

frozen) n.a. 30.5 14.1
A1 1 Meat (dried, salted,

smoked) or Meat

Preparations n.a. 8.0 0.5

—

Sowurces: Trade Yearbook, 1971, Food and Agricultural
Organization of the United Nations, Rome; and
Diaz Alejandro, Exchange Rate Stabilization,
p. 70.

Note: n.a. indicates that the figure is not available.

]
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Argentina is in a position to influence the price it receives
for these products. Thus, the assumﬁtion of an infinitely
elastic demand for Argentine exports does not strictly
apply. Since linseed and linseed oil make up less than

2 per cent of Argentine exports, their high share of world
exports would not seriously threaten such an assumption.
Maize and meat of bovine animals, however, made up 27 per
cent of exports in the period 1967-70 and Argentine supply
fluctuations clearly do influence the dollar price received
for these products. Here the assumption is restricted to
saying that if the domestic supply response of these
products to a change in prices is highly inelastic in the
short-run, for the purpose of analyzing the short-run
impact of a devaluation on export earnings, so long as
domestic demand is also inelastic, dollar prices may be

taken as given.

Domestic supply of exportables.--Beginning in 1953,

attempts were made to relieve the foreign exchange
shortage by stimulating agricultural production through
higher prices. The failure of price subsidies and suc-
cessive devaluations to bring increased agricultural pro-
duction has led to hypotheses that the land tenure system
and uncertainty about the continuance of these higher
prices rendered agricultural production insensitive to

price changes beyond the short-run. However, some recent

e
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econometric research on the agricultural supply response
that takes into account variables such as credit avail-
ability and physical capital has shown a price elasticity
of supply of about .5, surprisingly high in light of
previous surmises and quantitative research.21 Attempting
to reconcile the seeming contradiction of these higher
estimates with the demonstrated unresponsiveness of agri-
culture to price incentives, Lucio Reca has formulated a
model of the supply response of the agricultural sector
that introduces technological change as a variable.22
Using ordinary least squares, the volume of agricultural
output (Qt) is estimated as a linear function of the
following dependent variables: (1) P, = an index of
implicit agricultural prices relative to implicit non-
agricultural ptices; (2) L, = an index of real short-term
credit granted to the agricultural sector; (3) Tn = an
annual index of physical capital in the agricultural sector
measured in horsepower; (4) Dl = a dummy variable (equal

to one for 1940/41 to 1943/44 and zero in all other years)

21For relatively high estimates of agricultural
supply response to price changes, see V. A. Becker,
nglasticidades de Oferta de la Produccién Agropecuaria:
Trigo, Maiz y Carne,” Econémica, XV, No. 2 (MayTAugust,
1969), 145-81. For much lower estimates, see Diaz
Alejandro, Exchange Rate Devaluation, pp. 72-87.

22Lucio G. Reca, "Determinantes de la Oferta
Agropecuaria en la Argentina, 1934/35 - 1966/67,"

Estudios Sobre la Economfa Argentina, Research Institute
of the EGE-ArgentIna (August, 1969), No. 5, pp. 57-65.







74

attempting to capture the impact of the world war on
agricultural production; (5) D, = a dummy variable (equal

to one for 1948/49 to 1952/53) attempting to capture the
impact of government neglect of agriculture during those
years; (6) t = a dummy variable (equal to zero in the

years 1934/35 to 1958/59 and one in 1959/60, two in 1960/61,
etc.) designed to capture the impact of the strong agri-
cultural research effort begun in the late 1950's. Reca's

estimate is the following:

Qt = 75.902 + .342Pt + .119Lt + .277Tr + 12.542D1 - 7.69902 + 3.28t

(26.516) (.112) (.035) (.232) (3.260) (2.647) (.766)

R2 = .875 DWw = 2.70

Though the coefficient for the physical capital variable
is not much larger than its standard error, prices, credit
and technical changes are all highly significant. The
overall performance of the equation is all the more
striking inasmuch as it does not include weather condi-
tions which have at times caused severe contractions in
agricultural output. Reca found that the inclusion of the
technological change variable reduced the coefficient of
prices from .52 to .34, yielding a reduction in estimated
price elasticity of supply from .48 to .31. 1In addition
to producing a highly plausible estimate of the price
responsiveness of the agricultural sector, his research

also highlights the fact that the joining of a large
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devaluation with a tight money policy frequently made it
difficult for the agricultural sector to obtain the
credit necessary to take advantage of the higher rural
prices.

The product most responsible for the weak re-
sponsiveness of the agricultural sector to price changes . .
appears to be beef. While the time lag necessary to

increase crop size gives a rationale for the cereal

‘emsma

response, Alejandro and others have shown how, given that

beef cattle are both the output and the capital good input

necessary to increase future output, in the short-run
price increases bring a decline in current beef produc-
tion as ranchers hold back cattle in order to build up

the size of their herds.z3

Domestic demand for exportables.--Though a deval-

uation is not likely to result in an increase in the
short-run supply of exportables, it is still possible that
by increasing the relative price of agricultural exportables
or by reducing incomes, a devaluation could make more of
these goods available for export. Our question here is,
given the structure of Argentine exports and their domestic

price and income elasticities, how likely is it that a

23Diaz Alejandro, Exchange Rate Devaluation,
pp. 79-85, and also "La Oferta de Ganado Vacuno: Analysis
de Sus Perspectivas," Estudios Sobre la Economfa Argentina
(May, 1968), No. 1, p. 108.

~
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devaluation will make more of the current production of
these goods available for export.24

A priori considerations suggest a low price elas-
ticity of home demand for Argentine exportables, given
the nature of the goods. As has already been indicated,

exportables consist overwhelmingly of basic food staples .

that make up a large portion of the family budget. The

essential nature of food products suggests that price

increases would mean less of a reduction in the quantities

'- T
-,

of these goods demanded than of other non-essential goods
whose prices may have increased by less.

Since the available econometric evidence seems
consistently to support our contentions about the domestic
demand for exportables, it will only be briefly cited
here. 1In estimating the domestic demand for individual
exportables, beef has received the greatest amount of
attention. Guadagni and Petrecolla estimated this demand
over the period 1935 to 1961, employing as explanatory
variables a price index for beef products, a price index

for food products excluding beef, and income per capita.

24Though we are dealing here with the use of market
forces to make more products available for export, the
normal expedient has been to employ rationing, particularly
of beef, to restrict domestic consumption. Thus consumers
have been forced to use possible substitutes no matter
what their preferences.

25Alieto Guadagni and Alberto Petrecolla, "La
Funcién de Demanda de Carne Vacuna en Argentina en el
Periodo 1935-1961," Working Paper, Torcuato di Tella
Institute, 1966 (2nd ed.), pp. 8-20.
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In various formulations the coefficients for income and
beef prices were all highly significant, of the expected
sign and less than .5, while the coefficient for other
prices was not significantly different from zero.

Studying the possibilities for substitution in the
meat market, Martinez simultaneously estimated the demand
for beef and pork, finding that income changes do not seem
to influence demand significantly and that "the low price
and cross elasticities for beef relative to pork suggest
a strong preference for the former in the taste structure
of the Argentinian consumer."26

Janvry and Nuﬁez,z7 using Sjaastad's estimates of
income elasticity of expenditure on food products together
with the assumption that food and non-food products are
additively separable in the utility function, computed

the income elasticity of demand for non-food products as

well as price elasticities for food and non-food products.2

Sjaastad estimated the income elasticity of demand for

food products as .48, leading to an income elasticity for

26Miguel E. Martinez, "Un Estudio Econométrico
del Mercado Argentino de Carnes," Revista de la Facultad
de Ciencias Econémicas Universidad Nacional de Cuyo, XX,
No. 58 (January-April, 1968), 6l.

27plain de Janvry y Agustin Nunez, "Andlisis de
Demanda para Productos Agropecuarios en Argentina,"
Econémica, XVII, No. 3 (September-December, 1971), 266-78.

281pid., p. 274.
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non-food products of 1.09 and price elasticities of -0.25

and -0.96 for food and non-food products respectively.

Short-Run Capital Flows

Movements of private short-run capital flows were
described in Chapter 2 as a response to interest rate
differentials as well as the desire of Argentine business
men to avoid losses in the real value of their money
balances caused by devaluations and negative real rates
of interest in Argentina.29 Figure 3-1 graphs the yearly
flows of short-term capital from 1959 to 1971. The total
flow was a minus 637 million dollars, implying a mean
of minus 49 million dollars and, more significantly, a
standard deviation of 208 million dollars. The years of
short-term capital inflow are concentrated in the period
1959-61 and 1967-70, with the exception of 1969, a year
of considerable political unrest. The problem in explain-
ing these flows is to determine why short-term capital
flowed into Argentina when it did since there is little
difficulty in seeing the economic basis for capital out-
flows. During the period in question the government has

kept bank and government security rates of interest so low

29These flows consist of changes in short-term
indebtedness as well as movements of owned funds and thus
it is being postulated that: (1) the fear of loss through
holding funds in Argentina also influences the willingness
to borrow foreign funds and to keep these debts outstand-
ing; and (2) while the covered interest differential
strongly affects the flow of owned funds, it has little
influence on indebtedness.
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that inflation has rendered the real interest rate negative
in every year. At the same time the government was
committed to the policy of pegged exchange rates which
were subject to periodic downward adjustments. Given
these circumstances, the function of liquid capital was
basically to meet current necessary expenditures when bank
credit was not available for this purpose. With the
exception of those funds borrowed at negative real rates
of interest, holding liquid capital has been extremely
expensive both in real terms and relative to the dollar.
The hypothesis that capital flows have been a
response not only to interest rate differentials but also
to the current rate of inflation and the impact of that
rate on the prospects for a devaluation can be tested for
the period under study since quarterly data on short-term
capital flows, c, have been published since 1967.30 In
conducting such a test these flows were regressed against
an interest rate variable and a speculative variable. The
interest rate variable, r, was the covered interest dif-
ferential on 180-day treasury bills between Argentina and
the United States, that is, the Argentine treasury bill

rate minus the United States rate minus the exchange

3°For the first and second quarters of 1967,
private capital flows are not divided into long and
short-term. Since net long-term flows were minimal all
through the 1966-1968 period, we have assumed that in
these two quarters the ratio of long-term to short-term
.capital was the same as for the first half of 1967.
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premium on 180-day forward dollars. The expected sign of
the coefficient is positive since higher Argentine rates
should bring a capital inflow. The speculative variable,
s, the actual exchange rate minus the theoretical equil-
ibrium of exchange, is taken as a proxy variable for the
intensity of speculation against the exchange rate. Since
an actual rate well above the theoretical equilibrium
should minimize speculation, the expected sign of the
coefficient is positive. Ordinary least squares were
used with the independent variables being quarterly aver-
ages for the period 1967 to 1971.

The results were the following:

(1) c=45.1 +17.2 r

(4.5)
R? = .42 DW = 1.14 af = 18
(2) c=7.4 +#1.95 s
(0.37)
R® = .58 DW = 1.58 af = 18
(3) c=27.8 + 8.96 r + 1.47 s
(4.15)  (0.41)
R® = .65 DW = 1.92 af = 17

In equation (1) where the covered interest rate differen-
tial is the only independent variable, a one percentage

point differential brings a quarterly short-term capital

'r—'——-— — .—.__._r
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31 While this variable

inflow of 17.2 million dollars.
alone explains 45 per cent of the variation in capital
flows, the low Durban-Watson statistic raises the possi-
bility that the equation is not correctly specified. With
the speculative variable as the sole independent variable,
58 per cent of the variation is explained and an actual
exchange rate one peso greater than the theoretical
equilibrium induces a quarterly inflow of 1.95 million
dollars. 1In both equations the independent variable is
significant at least at the 0.1 per cent level.

When the two independent variables are introduced
together, the R? rises to .65 and both are still signi-
ficant, the speculative variable at 0.2 per cent and the
interest rate differential at 4.5 per cent. These results
appear quite good when considered in the light of all the

economic and political factors which influence short-term

flows.

Inflation and the Government Deficit
Since the government finances its deficits by
borrowing from the Central Bank, budget deficits are an
important source of money suppl} expansion. Though the

government frequently plans a deficit of a particular size,

31The constant fluctuation in the interest dif-
ferential makes it difficult to address the question of
whether a given interest rate differential would produce
a continual inflow or, with the approximation of balanced
portfolios, the flow would gradually diminish.
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the fact that government tax collections, which have been
assessed at a previous date, do not increase with infla-
tion while government expenditures do, means that the
actual deficit can be much larger than the planned deficit.
Dean Dutton has incorporated the impact of inflation on
the size of the government deficit into a model of self-
generating inflation in Argentina. Here we merely refer T
to his deficit equation as the evidence for our assumption f
that the nominal deficit will grow in an inflation due to f
|

tax collections lagging behind government costs.32 Dutton

sees the size of the nominal deficit in a particular period
as a function of the planned real deficit, the price level
at the start of the period, the rate of price increase over
the period and the time pattern according to which govern-
ment expenditures are made. The nominal deficit will be
larger if government expenditures are concentrated later
in the period when prices have already risen substantially.
Assuming that government expenditures have been distributed
evenly over the period, the rate of change of prices
becomes the crucial variable. Based on quarterly data for
the period 1958 to 1966, Dutton's equation performs

reasonably well, yielding an R® of .71 while the rate of

320ean Dutton, "A Model of Self-Generating
Inflation: The Argentine Case" (unpublished Ph.D.
dissertation, Michigan State University, 1968).
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price change variable is significant at the 5 per cent

level.33

33For the theoretical development of the equation
see Dutton, "A Model of Self-Generating Inflation,"
pp. 25-28. The empirical estimate is on page 39.



CHAPTER 4

INFLATION IN ARGENTINA: A QUANTITATIVE ANALYSIS

The inflationary spiral has been related to a con-
stant round of government deficits financed by an expanded
money supply, devaluations, and wage increases that are
quickly translated into higher prices. While the basic
elements connected with inflation are identifiable, their
relative importance remains somewhat clouded. The approach
adopted here, as indicated in the price assumptions of
Chapter 2, sees the inflation as less a demand or struc-
tural one, and more as a struggle over incomes shares in
which the various sectors of the economy seek to raise
their income shares to their previous highest level and to
maintain them there. Thus, wage increases boost the share
of salaried workers relative to the industrialists and
rural landowners. The industrialists advance their incomes
by increasing prices and the rural landowners pressure for
a devaluation. Each group has an idea of its own "right"
income level which is based on previously experiencing
that level as government policies alternately favored the

industrialists through import substitution, the workers

85
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through public works and massive wage increases, and the
rural sector through devaluations and subsidies.

Our purpose here is to conduct a statistical
analysis of the inflationary process that is designed in
such a way that it can contradict this view of inflation.
Our results, while not proving precisely how the infla-
tionary mechanism works, do lend strong support to the
approach adopted here.

Studies of Argentine inflation fall to some degree
into the structuralist and monetarist categories. A
purely structural approach was taken by Villanueva who saw
the key to the inflationary process as a rising domestic
demand for food in the face of an agricultural sector with
a low long-run elasticity of supply and a manufacturing
sector with a permissive wage policy and rigid profit
margins.l The excess demand for food pushes up agricultural
and manufacturing prices without an increase in food
supplies. Most of the other studies have been strongly
influenced by the work of Arnold Harberger on Chile.2
Dutton has formulated a model of self-generating inflation

in which the rate of inflation is a function of the cur-

rent period's real per capita money stock and the previous

1
1943-60."

Villanueva, "The Inflationary Process in Argentina,

2Arnold C. Harberger, "The Dynamics of Inflation in
Chile," in Measurement in Economics: Studies in Mathe-
matical Economics in Honor of Yehuda Grunfeld, ed. by
Carl F. Christ (Stanford: Stanford University Press, 1963),
PP. 219-50.
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period's rate of change in the price level.3 Since the
rate of increase of the money stock depends on the fiscal
deficit, with tax payments lagging behind government ex-
penditures in time of inflation, the fiscal deficit itself
increases with the rate of inflation. Thus, the inflation
will be self-perpetuating.

While the Villanueva and Dutton studies focus on
particular aspect of Argentine inflation, our interest is
more in finding a price equation which relates the chief
tools of price policy to the rate of inflation. Along
these lines, Harberger's basic methodology has been applied
to Argentina by two different economists with contradic-
tory results. Adolpho Diz, a student of Harberger's,
studiéd the period 1946-62 and found, as Harberger had for
Chile, that the inflation was readily explainable by
monetary factors and that wages and the exchange rate had
little to contribute to that explanation.4 With some minor
adaptations of the methodology, C. F. Diaz Alejandro found
that during the period 1950-65, wages and the exchange rate
seemed to be the prime movers of inflation while money

followed a largely passive role.5 Our approach here will

3Dutton, "A Model of Self Generating Inflation."

4Adolpho Diz, "Money and Prices in Argentina:
1935-62," in Varieties of Monetary Experience, ed. by David
Meiselman (ChIcago: Chicago University Press, 1970),
pp. 69-162.

5Diaz Alejandro, "Stop-Go Cycles and Inflation,"
pp. 366-76.
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be first to review the methodology of Harberger which is
the starting point for these works as well as for our own
estimates and then to critique the studies of Diz and Diaz
Alejandro with a view to seeing how their different results
arise. The goal will be to come up with a price equation
which will suggest an appropriate anti-inflationary policy
for Argentina. 1If for the period we are studying, 1953-
1971, the Diz results should hold, then the 1967 stabil-
ization plan would seem to have been inappropriate, adopting
as it did a relaxed attitude toward increases in the money
supply in the face of rapid inflation. The income policy
approach to inflation incorporated in the 1967 plan would
have much greater validity if income variables such as
wages and the exchange rate had considerable explanatory
power in a function explaining price increases. Particular
attention will be given to expectations which have a dif-
ferent role in the two approaches. 1In the monetary
approach, they give an impetus to rising prices through
their impact on the desirability of holding money. 1In the
incomes approach, expectations of future price increases
influence the wage rate increases that are being nego-
tiated today and the exchange rate increase that is being
demanded today and which must be large enough that specu-
lators will not soon be betting on further devaluations.
Exploring the mechanism by which Chilean inflation

was generated over the period 1939-1958, Harberger sought
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to discover the roles played in the inflation by monetary
expansion, by the past rate of expansion of prices and by
wage changes. He focused on the rate of price increase as
the variable to be explained since very rapid inflation
would too easily yield a high correlation between the price
level and almost any time series expressed in monetary
units. After testing different time patterns designed to
capture the lagged impact of money supply changes on price,

the monetary variables selected were: (1) M_ = the per-

t
centage change in the money supply in the six months prior

to the end of the present quarter, and (2) D, = a weighted

t
average of the percentage changes in the money supply in
the three previous six-month periods. To represent the
impact of previous rates of change of the price level on
the current rate of inflation, the percentage change in

the price level in the previous twelve-month period,
signified by A, , was employed. The rationale for this
variable is as follows. A simple transformation of the
normal liquidity preference function will express the level
of prices as a function of the money supply, the level of
real income and the expected cost of holding cash, and thus
the rate of change of prices will be a function of the rate
of change of the money supply, the rate of change of real
income, and the rate of change of the expected cost of
holding cash. When the expected cost of holding cash is
rising, if people try to lower their real cash balances

an upward pressure on the price level will be created.
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The wage variable employed was Wy the percentage
increase in the minimum wage at its most recent annual
adjustment. The presumption is that these higher wages
will quickly result in higher prices, and when the mone-
tary authorities do not allow the money supply to increase
by enough to "finance" the higher wages, wages will add
something to the explanation of price level increases
yielded by monetary factors. However, if the money supply
always increases by enough to allow full employment at the
higher wage level, wages will not add much to the ex-
planatory power of money supply increases.

Finally, a real income variable, Yt' was employed
to account for the impact of changes in the domestic supply
of goods and services on the price level. Employing a

seasonal constant, S along with these variables to explain

tl
the quarterly rate of change of the consumer price index,

P, , Harberger obtained the following fesult:6

Pt = St - .49Yt + .31Mt + .21Dt + .04At + .04wt
(.24) (.10) (.13) (.03) (.06)

R® = .54

The sum of the coefficients of the money variables
is very close to .5, supporting the monetarists' contention

that a 1 per cent increase in the money supply will

6Harberger, "The Dynamics of Inflation in Chile,"
p. 230.
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ultimately lead to a 1 per cent increase in the price

level.7 2

Without wages in the equation the R® is still .54
and the lagged money variable is clearly significant while
that for expected price change is marginally significant.
In general this equation together with the others in
Harberger's study lend support to the contention that
wages add little to a monetary explanation of Chilean
inflation.

In the Diz study, except for his treatment of
expectations, the Harberger methodology is followed quite
closely. Attempting to discover the extent to which
current and past changes in the quantity of money can
explain the current rate of price changes, he tests the
following relationship:

Alog P, = oy Alog M_+a, Alog M

+ 0y Alog M + o, Alog M

t-2 t-4 t-6

where Alog P, is the quarterly rate of change of the

t

average wholesale price index and Alog M_ is the semi-

t
annual rate of change of the average money stock. This
relationship should give information on a number of aspects
of the relationship of money and price: (1) what is the
lag pattern with which money supply changes affect the

price level; (2) assuming that a sustained monetary

7The expected result is .5 and not 1.0 since in
this equation the dependent monetary variables represent
six-month changes while the price rate changes are
guarterly.
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expansion will bring about a roughly equivalent increase

in the rate of price expansion, how much of the impact on
prices will be felt within the two-year span covered by
this equation; (3) since only a lower level of real cash
balances will be consistent with the new higher rate of
price expansion, will some overshooting initially occur in
the time path of price increase while cash balances decline
to their new desired level.

The coefficients for the period 1946-62 were the

following:8
My Mi Mi_4 Mi6
.629 .088 -.445 -.043
(.110) (.103) (.104) (.114)

Rz = .443, Standard Error of Estimate = .045

While tests for the cost of living index do show co-
efficients summing to the expected .5, the sum of the
coefficients for the wholesale price index is much lower
and would suggest the possibility of a period of adjustment
longer than two years. This result does, however, show an
initial overshooting and a sharp deceleration of prices
taking place in the third semester.

In order to gain an idea of the relative strength

of other variables in determining the rate of change of

8Diz, "Money and Prices in Argentina: 1935-62,"

p. 114.
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prices Diz introduces the following variables into the
equation:

ARE = exogeneous change in price expectations

Alog Y = quarterly rate of change of average real
income,

Alog X = quarterly rate of the change of the official
dollar exchange rate from the middle of one
quarter to the next.

Alog W = quarterly rate of change of an index of
nominal wages from the middle of one quarter
to the next.

S, = a set of three dummy variables.

Assuming that expectations of future price changes are
adapted each period by some percentage of the difference
between actual inflation and the inflation previously
expected, the expected rate of price change for the current
period is obtained as a weighted sum of past actual price
changes, the weights varying with the coefficient of
adaption of price expectations (§) used. Many coefficients
were tried in order to have several series of expected
pPrice change with which to maximize the coefficient of
determination in the final price change equation. First,
however, since the price expectations variable is a com-
bination of past price rate changes, it would include the

past influence of policy variables included in the final
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equation and would thus introduce a degree of inter-
dependence among the independent variables. To deal with
this problem, a two-stage estimation procedure was intro-
duced. In the first stage, a regression equation was run
in which the dependent variable was the change in the
expected rate of price change from period t-2 to period
t-1 and the independent variables were the corresponding
four semiannual rates of changes of the money supply, the
rate of change of the exchange rate and the corresponding
and lagged value of an index of nominal wages. The
residuals of this equation were taken as the exogenous
changes in price expectations in that they were now free
of the influence of previous changes in the policy vari-
ables. They were then introduced as an independent
variable (ARE) in the second stage equation. The co-
efficients for the second stage equation for the period

1946-62 are presented here:9

RE Y X W S S S
5 Mo Moo Mgy Meos 1 2 3

.462 -.022 -.217 -.079 4.536 -.514 .097 .033 .066 .017 .045
.1
(.105)(.108)(.103)(.092)(1.196)(.234)(.024)(.043)(.022)(.019)(.012)

R2 = .760 Standard Error of the Estimate = .032
This equation is the one in which the coefficient of
adjustment of price expectations 6 = .1 maximized the R2.

The introduction of the additional variables improves the

91bid., p. 119.
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equation considerably, raising the coefficient of
multiple determination from .443 to .760. The coeffi-
cients for the money variables again indicate an over-
shooting in the initial period with a sharp deceleration
in the third period. A sum of the money supply co-
efficients of less than .5 suggests an adjustment period
of greater than two years. The monetary explanation of
inflation is reinforced by the expectations variable which
is highly significant. The coefficients for wages and the
exchange rate suggest that these variables have little
influence on the price level changes that cannot be
explained by money supply increases. The coefficient for
the exchange rate of .097 is significant at well under the
5 per cent level, and implies that a 100 per cent deval-
uation would only increase the wholesale price level by
9.7 per cent. The coefficient for wages is .033 and
insignificant. Diz's empirical results, coming at a time
when theories of inflation had not been soundly tested in
Argentina, argued strongly for an anti-inflationary policy
based on careful regulation of the money supply.

C. F. Diaz Alejandro, also adapting his methodology
from the Harberger analysis, studied a slightly later
period, 1950 to 1965, and came to sharply different con-
clusions about the role of policy variables in Argentine
inflation. Alejandro did not consider the role of expec-

tations but concentrated rather on bringing out the role
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of wages and the exchange rate relative to the money
supply and thus sought variables that would better chart
the impact of wage and exchange rate changes on the
economy. Where Diz used the changes from the middle of
one quarter to the next in the official exchange rate
that applied only to imports, Alejandro employed changes
in the average semiannual rate applied to all merchandise

trade.10

Second, while Diz employed for the wage variable
changes in the index of nominal wages from the middle of
one quarter to the next, in order to avoid short-run
erratic fluctuations of monthly data Alejandro's wage
variable is changes in the semiannual averages of nominal
wages. In his equation, the wage change and money supply
change in the current period are employed as independent
variables together their lagged values for one and two
periods, the exchange rate changes and the change in real
domestic supplies.ll All variables are percentage changes

in six-month averages. Taking the period 1950-65, he

obtains the following result:12

10This rate was found by dividing the semiannual
sum of imports and exports measured in pesos by the same
sum measured in dollars.

llReal domestic supplies are the sum of gross
domestic product and imports.

12Diaz Alejandro, "Stop-Go Cycles and Inflation,"

pP. 373,
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P, = -2.66 + .49Mt + '26Mt-l - .68Mt_2 - .37Y + .25X
(3.12) (0.25) (0.23) (0.23) (0.19) (0.06)
+ 37W + <41W, + .18W3

(0.15) (0.15) (0.15)
R™ = .86 DW = 1.56

Here the money variables, with the exception of M, _,, are
not significant, and since we are dealing with semiannual
price changes their coefficients are much smaller than
those of Diz. On the other hand, the first two wage co-
efficients are significant and the wage and exchange rate
coefficients are considerably larger. An exchange rate
coefficient of .25 would suggest that a 100 per cent
devaluation would increase the wholesale price index by
25 per cent, a result in close conformity with the rela-
tive importance of tradeables in the economy. The impact
of the wage variable is spread out over three periods or
more and is concentrated most heavily in the period
immediately following a wage change.

Previous empirical research on inflation in
Argentina, then, indicates that when expectations are
considered together with wage and exchange rate variables
that give a less than satisfactory indication of the
impact of these policy instruments on domestic prices,

expectations appear to be highly significant along with
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the money supply while wages and the exchange rate do not
seem to have been important. But when expectations are
not considered and more representative wage and exchange
rate series are employed, the wage and exchange rate
variables appear to be quite important and the money
supply ones less so.

These results and the emphasis in the 1967 stabil-
ization plan on expectations and relationship between
income shares and inflation suggested our own line of
approach, namely, to introduce expectations into a rate
of price change equation in which the wage and exchange
rate variables are the semiannual averages employed by
Alejandro. If expectations have a strong influence on
price, then their introduction could well have a marked
impact on the explanatory power of other independent
variables such as wages and the exchange rate. To intro-
duce expectations, a method similar to the two-stage
technique of Diz was employed. Using coefficients of
adaption of expectations of from .2 to .9, eight time
series of percentages changes in the expected rate of
Price change were prepared with 43 observations going
from the first half of 1950 to the first half of 1971.
The semiannual percentage‘change in each of these series
was then introduced as the dependent variable in a
regression in which the independent variables were the

corresponding semiannual rates of change of the policy

P TT VT s 1 Ta. e
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s and their lagged values. The coefficients of
uations for 6§ = .2, .3, and .4 are presented in

-l. Since the expected rate of price change is a

| average of past rates of inflation, then its
should be explained by the factors that most
 influence prices themselves. Because these

| averages are dominated by the price changes in

. recent periods, the high and significant co-

ts for current exchange rate changes and the wage
'rom a year to six months ago argue for the impor-
' wage and exchange rate changes in determining the
vel.

Next the residuals of these equations, EPC, were
ed into a rate of price change equation along with
entage changes in the policy variables plus the
.ge changes in real supplies. The residual for

-1 was taken as the exogenous rate of change of
.ions in the equation for period t. The results

> regressions for 6 = .2, .3, and .4 are given in
-2. The introduction of expectations into this

1 adds only slightly to its explanatory power. The
.ent of adaptation of expectations for which R2 is
:d is .2. Though the coefficient of price expec-
is only significant at the 11 per cent level when
> supplies are included and 13 per cent when they

, a slight raising or lowering of the coefficient

3

‘
Cas
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TABLE 4-1.--Price Equation Regression--First Stage*

Independent Variables

Constant - 8.37 - 4.77 3.16
My (Money Supply) .47 .34 .14 .
(.41) (.55) (.72) !
M, _, - .10 - .35 - .49
(.39) (.53) (.69)
Mt-2 -1.01 -1.42 - 1.83
(.33) (.45) (.58)
X (Exchange Rate) .49 .72 1.00
(.10) (.14) (.18)
We (Wages) .47 .59 .56
(.24) (.33) (.42)
We_q .49 .65 .58
(.24) (.33) (.42)
R? .67 .67 .65
DwW 1.49 1.56 1.77
df 36 36 36

Sources: See pages 258-59 of the Statistical Appendix.

*The dependent variable is percentage changes in
the expected rate of inflation.



101

TABLE 4-2.--Price Equation Regressions--Second Stage*

(1) (2) (3)

Independent Variables a= .2 a=.3 q = .4
Constant - .73 - .63 - -.67
M, (Money Supply) .43 .42 .40 [
(.21) (.22) (.22) [
Mo .27 .27 .28 !
(.20) (.20) (.21) t
M, - .55 - .55 - .55 E
(.17) (.17) (.18)
X (Exchange Rate) .25 .24 .24
(.05) (.05) (.05)
Wy (Wages) .36 .37 .39
(.13) (.13) (.13)
We 1 .35 .35 .35
(.12) (.12) (.13)
Y - .33 - .33 - .33
(.18) (.19) (.19)
EPC (Proxy for Expectations) .14 .09 .05
(.09) (.07) (.05)
®? .78 .78 .78
DW 2,22 2.05 1.90
daf 34 34 34

Sourxces: See pages 5-8 of the Statistical Appendix.

*The dependent variable is percentage change in
semiannual averages of the wholesale price index.
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o £ adaptation may well bring significance at something

— 1 ose to the 5 per cent level. As the coefficient of

a <A aptation is lowered from .9 to .2 and expectations

I>» e < ome more important to the equation, some of the other
<> «= £ficients, particularly Mt and Wt, fall slightly in
s A <gmificance. The overall conclusion would appear to be
t X =a €t while expectations, as a factor distinct from the
i xa &= Ruence of other policy variables, may have some impor-
. &= xa <ce in explaining the rate of price increase in

A X <y entina, their omission by no means involves a gross

A 4 =s t—ortion. The first stage equations employed in this
axa & 1 ysis suggest that changes in price expectations are
< A > =ssely linked to current and recent policy variables.
How then explain the high explanatory power
AT & x jbuted to price expectations in the eguation of Diz?
Thhe gifference seems to be in the choice of wage and
€2x< hange rate va::iables.l3 Diz's choice of a single wage
©b = e yvation for each guarter introduces the possibility
o€ 1 is observations differing at times from the trend of
labor costs as well as a greater possibility of individual
ME &= s urement errors distorting the wage series. Nor would
ic T ake account of the lagged impact of wages on prices.
His <hoice of the official exchange rate meant that other

c .
CMumercial policy measures such as tariffs and

—_—

cas 13Aleja.ndro speculated that this might be the

P < _ see Diaz Alejandro, "Stop-Go Cycles and Inflation,"
° 2 7.
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<guantitative restrictions which affect the domestic cost

<> £  traded goods would have no influence in testing the

cd « t ermination of prices. Thus, to the extent that the

Z xa X Juence of wages and the exchange rate was not being

— <= Fp> tured in the first stage equation, a certain amount of

t I x e variation due to these factors would be transferred to

t X »x e second stage equation through the residuals. If the
= = xmre "weak" wage and exchange rate variallles are used in

Tt X2« second stage equation, this unexplained variation which
i= an fact due to wages and the exchange rate would be
€ >< x> 1 aining price fluctuations through the expectations
V & x diable. As a test of this contention, changes in the

€ X p>ected rate of inflation, EXPPC, were introduced into
tXare second stage equation as a proxy for the residuals

Whie xre wage and exchange rate changes had left most of the

V& x= j ation in price expectations unexplained. In order to

QA > xr oximate what happens to the influence of expectations
When the explanatory power of the wage and exchange rate

V&a x i ables is diminished, the equation was then tried with

@2 A  yithout these variables.

The results for § = .2 are

9i~ren in Table 4-3. Price expectations when taken with
O A 5 the money supply variables and domestic supply are

highly significant. When the exchange rate variable is
added, the coefficient of determination improves and the

e
P e ctations variable is still significant at the 1 per

c
Sne level. However, adding the wage variables to the
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T A IBLE 4-3.--Price Regressions With the Expected Rate of
Inflation as an Independent Variable*

Independent (1) (2) (3) (4)
Variables d = .2 d = .2 d = .2 d= .2
C <> xa sstant 6.76 5.54 1.52 1.54
B e o
-— ( Money Supply) 1.16 .66 .76 .42
(.22) (.21) (.24) (.21)
|
- — 1 .21 .23 .16 .16 :
(.24) (.19) (.27) (.21)
[
- — = - .85 - .59 - .78 - .56 | .
(.22) (.19) (.20) (.17)
X € E= xchange Rate) .27 .24
(.06) (.05)
W C Wages) .45 .34
(.16) (.13)
We a .36 .30
(.15) (.12)
¥  C Domestic Supply - .36 - .20 - .39 - .24
(.27) (.22) (.24) (.20)
Exgpc (Expected .23 .18 .12 .11
a te of
X fFlation) (.08) (.06) (.08) (.06)
§2
.58 .73 .67 .79
bW 1.98 1.74 2.16 1.99
s 37 36 35 34
\

S
CUlxces: see pages 258-59 of the Statistical Appendix.

Sse - *The dependent variable is percentage changes in
™M i annual averages of the wholesale price index.
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money, domestic supply and expectations variables, expec-
4+ &< tions cease to be significant at the 5 per cent level.
W IIaen wages and the exchange rate are used together, while

+— Fa<e corrected coefficient of determination rises from .67

> .79, both expectations and the most recent increases in

t— k= money supply are non-significant. While by no means

<> xaxclusive, this test lends support to the notion that in

t— X2« Diz equations, expectations are acting as a proxy for

< k1 =a mges in the cost of labor which were not eliminated in

Tt Xaxe first stage and are not being effectively captured in

tihhe second stage.

Having gained some idea of the relative importance
o= these variables in influencing the overall price level
inm Argentina, again following the lead of Harberger's
A X = i cle, we attempt to gain further insight into the
infE 1 ationary process by using these same explanatory
V& x= i ables to explain fluctuations in the disaggregated
CSOSmmponents of the wholesale price index and the cost of

living index. The wholesale price index has the three
MA i n components listed here with their relative weightings

in E>arent;heses:14 (1) non-rural domestic wholesale prices

(e s - 7%); (2) rural wholesale prices (26.5%); and

(3) imported wholesale prices (4.8%). Since this weighting

\

l“Carmen Llorens de Azar and Frida Johansen,
Furincipales Estadfsticas Argentinas: Metodologias y
I S TXTates," Revista de Administracién y Economfa, IDEA,
* No. 4 (I970), 57.
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4 = Dbased on the industrial census of 1953, a much slower
<y X owth rate in the agricultural, sector than in the manu-
£ & < turing sector means that the weighting of the whole-

=s &a 1 e price index is now biased toward rural products.15
O xa a priori grounds, one would expect the policy variables
— <> differ in the impact they have on these component
i xa <R dices. Money supply increases should have a stronger
&= xa<d more immediate impact on non-rural domestic prices
a = should wage increases. Devaluations could be expected
L= =2 Ihave their greatest impact on the prices of imports
& xaxcA rural products and a much smaller impact on non-rural

A <o rmeastic prices. Wage increases and devaluations should
be xmwuch more closely linked to changes in the cost of

1 A ~» 4 ng index than money supply changes would be. Table

4 — a4 gives the results of tests for the period 1953-71.

The money supply coefficients perform as expected
though the very high coefficient of M, for import prices

WS wa 1 d suggest a validation of the higher prices brought

by Qevaluation rather than a causal relationship. The

CO e« £ ficient of M_ for non-rural domestic prices is signi-

t
fieant, and when rural prices are introduced, the co-
€L £ 5 cient for the wholesale price index is still signi-
ficant. The figures for the cost of living coefficient
\

15

Between 1953 and 1967 the ratio of agricultural

t
fg T otal goods production went from .34 to .24 and that
fir mnanufactured goods went from .43 to .53. These

¥ Laxes are based on data in B.C.R.A., Origen del Pro-

a
B\:f o y Composicién de Gasto Nacional, Supplement to
T =——tin Estadistico (June, 1966), pp. 14 and 18; and

_f\cx-meﬁi:rconémico, Statistical Appendix, No. 4 (1971), p. 4.
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T-ABLE 4-4.--Inflation Regressions (1953-1971)

Dependent (1) (2) (3)

Variables Non=R 1
Wholesale Rural on-tura

(4)

Import

(5)

Cost of

gggigiggznt Prices Prices Dgx:(:::c Prices Living
Coxra = tant - .88 3.73 - .247 -5.37 -2.84
M. « Poney Supply) .42 .34 .45 .59 .23
(.20 (.27) (.19) (.23) (.17)
M .22 .22 .21 .31 .21
(.18) (.25) (.18) (.22) (.16)
M = - .59 - .94 - .46 - .38 - .22
(.16) (.21) (.15) (.19) (.13)
X € E3cchange Rate) .25 .38 .17 .64 .13
(.05) (.07) (.05) (.06) (.04)
We C W ages) .38 .27 .44 .10 .46
(.11) (.15) (.11) (.14) (.10)
Wer .39 .46 .38 .18 .45
(.11) (.15) (.11) (.13) (.10)
¥ (IDomestic Supply) - .38 - .26 - .44 - .36 - .40
(.20) (.27) (.20) (.24) (.17)
EQ
.84 .80 .83 .89 .83
bW 1.97 2.09 1.99 1.85 2.06
e 30 30 30 30 30
\

s°ur<=es.

See pages 5-8 of the Statistical Appendix.
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d.mndicate the lack of a close relationship with money sup-

> AL ¥ changes. The relatively small size of the positive

mco ney coefficients together with the large negative co-

= K& £ icients for M) call into question Diz's suggestion

= ka2 aat the negative coefficients are due to deceleration of

> =x d ces after an initial overshooting as money balances are

& <A j usted to higher rates of inflation. It would seem

x— == & her that money supply changes were passively responding
p = = the price fluctuations of the stop-go cycle. As a

= € & Pilization effort begins with a devaluation, the money

= ' > ply increases to accommodate higher rural and imported

P X d_ces--thus the high coefficients of M, for these prices.
The

middle of the cycle, a year to 18 months later brings
= <A eceleration of prices due to the constant exchange rate
A xXaa the recessionary impact of the stabilization plan.
F j—rmally, a year to eighteen months later economic recovery,
SE>waxred by government deficits with their money supply

iI"‘-c::‘eases, is well under way and inflation and eventually

ba 1 ance of payments problems necessitate the inauguration

or another stabilization plan. Thus, with a passive money

supply there would be an inverse relationship between the
money supply increases and the relative price stability
f<h j eved in the middle of the cycle and an inverse
relationship between the slow monetary expansion in the
middle of the cycle and the rapid price expansion

a . .
= S o ciated with a sustained period of recovery and a new

s
Can dlization plan.

]
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Figure 4-1.--Semiannual Percentage Changes in the Wholesale
Price Index and the Money Supply, 1958-64
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This inverse relationship is illustrated in
" 2. gure 4-1 which deals with the 1959-1962 cycle that began
w7 A t h the stabilization plan of 1959. 1In the first half
> £ 1959, the price and money supply changes moved in the
= & xmne direction in a way that might suggest an overshooting
o = prices as money balances were drawn down. However,
€t X A s excess demand explanation is weakened by the fact
t— X2 a&=a t in the same semester, while the money supply
< > p>anded by 37 per cent, gross domestic product fell by
= ¥><r cent, the average exchange rate rose by 109 per cent
& xa<A wages by 44 per cent. The rapid though inadequate
IO s ey expansion is followed a year later by very low rates
o £ ¥Porice increase as the tremendous redistribution of
ixracome avay from wage earners and to entrepreneurs in the
e c ession of 1959 made further price increases impractical.
The money supply expansion slowed with the achievement of
PX= 3 ce stability and as prices began to rise in late 1961
after two years of economic expansion, the rate of money
S\ ply expansion continued to slacken. The 3.6 per cent
rate of money supply expansion of late 1961 is followed
12 months later by a new stabilization program, devalua-
tion and a 26 per cent jump in the wholesale price index.
while our cyclic explanation of the inverse relationship
be T wween money supply changes and prices 12 months later
is Ty ot borne out in every instance, it seems considerably
"Cre plausible than attributing this relationship to a

L= . )
< e jeration due to a previous overshooting.
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Though the exchange rate coefficient of .25 is
just what we would expect from the relative weight of
tradeables in gross domestic product, the component
indices shed some added light on price and policy inter-

actions. While devaluation has its most direct impact
N -

on imports, with a coefficient of .64, the lower co-

e £ £icient for rural prices, .38, indicates that they have

in part been shielded from the impact of devaluation by
The

flexible export taxes and domestic price subsidies.

coefficient for non-rural domestic products, .17, is

close to the 15 per cent price increase we postulated from

the weight of importables in gross domestic product.

Except for imported goods and for wt in the

regrxr ession for rural prices, all the wage coefficients are

Significant at at least the 5.0 per cent level. As

€Xpected, changes in W, have their strongest immediate

impact on non-rural domestic prices. While wage changes

S€eem to have a lagged impact on rural prices, Alejandro

Suggests that this could easily be due to the government's

tendency to improve wages in order to gain acceptance for

2 S ubsequent devaluation.l®

The overall picture of price changes being more

<
lQSely associated with wage changes than with money

s
l"l'EDEDIY increases gains further support from an examination

\

P < =3 16Diaz Alejandro, "Stop-Go Cycles and Inflation,”
7s5.
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of wage and money supply changes as single determinants

of price level increases. In order to obtain an idea of

the changing importance of these factors over time
several tests were tried for the periods, 1950-1971, and

1956 to 1971. For both of these periods wages changes

proved to be a more satisfactory single explanation. In

Table 4-5, both money supply and wage changes perform

be tter in the later period. Since most of the increase

comes through the negative coefficients, the sum of the

coefficients falls even further short of summing to one

in the later period. The better R2 for the later period

would confirm that the 1950-55 price fluctuations were
in f 1 uenced more by bad crops and domestic price controls
and less by the stop-start nature of economic expansion.

Equations including all the policy variables plus

rea l supplies were also tested for 1950-71 and 1956 to

1971 . while the general picture remains the same, the

MOnNnetary variables for M gain in size and significance in

the jater period. In particular the coefficient for rural

PX i ces, which was .60 and barely significant in Diaz

Al e jandro's study of the 1950 to 1965 period drops to

=29 and non-significance in the period 1956-1971. While

t
he wage coefficients remain high in the later period,

L=
Nose for W, shrink enough so that the W, coefficient for

t
\

S g 17Only the cost of living coefficients for 1950-71
rnmy .
to approximately one.

D
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wholesale price is non-significant while that for W, is

even more significant. This could reflect the greater

weight given in these equations to the period 1967-70 in
which employers were restricted in the amount of the
price increases they could immediately make in response

to higher wages.
The overall picture of the inflationary process

that emerges from this analysis lends support to the
anti-inflationary policy adopted in the 1967 plan. It

seems clear that wages and devaluations were frequently
forcing up prices at times when the money supply was not
expanding rapidly enough to accommodate these increases.
Whil e the money supply responded passively to the need for
gdreater liquidity, the frequent inadequacy of this re-
Sponse tended to be a recessionary force as is indicated
by <t he inverse relationship between money supply increases

AnA rates of price increase a year to eighteen months
later. Expectations of future price increases are linked
to <hanges in the government policy variables, and do not
have a strong influence on prices that can be seen
independently of the impact of these policy tools. This
d°es not argue against expectations as an important

a . . .
r“flationary force but in favor of influencing them

R =3
hrough manipulation of policy variables.

1

-~



CHAPTER 5
THE STABILIZATION PLAN OF 1967

The Content of the 1967 Plan

The military regime that assumed power in June of

1966 initially displayed more of a sense of urgency to
achieve economic change than a clear economic ideology.
Foxr several months this lack of direction was indicated
by the presence in government of key economic advisors who
represented both the "developmentalist" inward-looking
Strategy of a managed economy and the "liberals" who
€Spoused a market-oriented, outward-looking policy. 1In

late pecember, however, the appointment of Dr. Adalbert

Krieger vasena as economics minister signified the

ascendancy of the liberal approach. Krieger Vasena

aAlmo St immediately announced a stabilization program

ra'aically different from those previously tried in

AXgentina. After a discussion of the framework out of
w -
h‘lch this plan came, its principal measures will be

S ined.
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The Framework of the Plan

The ability of Krieger Vasena to implement a far-
reaching plan of reform so quickly is not surprising when

seen in the light of the ongoing discussion of stabil-

i=zation needs in Argentina. Previous efforts had been

idely judged as failures and various alternative schemes

had been proposed in the literature. Carlos Moyano Llerena,

as the principal spokesman for one group of liberal
economists, had consistently proposed a plan that involved

a xejection of both the monetarist as well as the struc-

turalist approach to inflation. Vasena employed not only

the plan proposed by Llerena but also Llerena's personal
Serxrwvices in convincing the business community to cooperate

in the plan.l
The official measures enacted do not specifically

State the supposed causes of the inflation they were
des i gned to correct but the private writings of Moyano

Llexrena give the rationale for this particular approach

o idinflation. Llerena was convinced that monetary and

Stractural causes were indeed present in the Argentine
lnflation but that they were responsible for a relatively

Minoy part, perhaps 5 or 6 per cent out of an average
He attributed the main

a
T Mwa) rate close to 30 per cent.
—_—
t_-._Q Moyano Llerena's commentary on Argentine infla-
T2 js contained in the various issues of his publication,
The stabilization plan

Nma de la Economia Argentina.
X S sSue was proposed in the Summer, 1966 issue.
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to a struggle over income shares between the various
rs of the economy which "provoke large increases in
that are quickly transferred to prices without having
ing to do with either the structure of production or
S demand."2
Starting in the nineteen-forties the various
1ies of import substitution, high domestic wages,
controls, and promotion of traditional exports
nt about considerable redistribution of income among
arious income groups. Llerena contended that the
ts of the different income groups to reachieve their
ous high levels of real income had turned into a
nent process of redistribution of income which alter-
y benefits one sector at the expense of the others,
hich in the light of the slow rate growth, was
sarily translated into a self-reinforcing inflationary
1.
Each group was able to raise or to bring pressure
ise its income in ways the government found hard to
t. The industrial sector was so highly concentrated
on-competitive that price setting was a gentlemanly
ss with prices moving in only one direction. The
y organized labor movement had frequently threatened

tability of the government itself through strikes and

2Panorama de la Economia Argentina, Fall, 1968,
27-28.

i e
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demonstrations that resulted in violence. The fear was
always present that if the rural sector did not get the
right price, stagnant production would cause domestic food
prices to rise and foreign exchange earnings to dwindle.

In this conflict, expectations have their impact through

the negotiating process as the experience of seeing
supposed real income gains dissipated through inflation

is translated into demands for higher wage, price and
exchange rate increases. The end result of this process
is that an enormous amount of effort that would better be

used in increasing profits through greater efficiency is

was ted in the struggle to avoid losses due to inflation.

The 1967 plan, then, was designed to cure an

inf 1 ationary spiral attributed to a deeply entrenched

Struggle over income shares that was heavily reinforced
by € xpectations about future inflation. The program

A@dop ted involved an incomes policy designed to put the
Vax i ous income groups into relative positions that could

be Mmaintained for at least two years and to dampen infla-
tlonary expectations quickly. 1In contrast to previous

efforts, the plan would be a global approach since it would

ha"e to attack all sources of income and price increases.
The heavy emphasis on the impact of price increases on
e}<5>e<:tat:ions also meant that the plan would not pretend
T be a gradual slowing of inflation nor could it afford

t .
A gnore its own impact on the rate of price increase.
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The emphasis on relative income shares meant that, again
in contrast to previous efforts, neither the country as a
whole nor any particular income group was being asked to
make real sacrifices. Asking only the renunciation of
impossible gains in real income, the plan sought a quick
end to inflation without a significant reduction in the
1 ewvel of economic activit:y.3
The rationale for the trade and tariff aspect of
the program is reflected more in the statements of
Kr i eger Vasena himself. His initial outline of the
pPolicies to be pursued closely mirrors Balassa's critique
of an inward-looking strategy:
One of the worst factors of distortion for the last
twenty years has been the high level of tariffs and
import duties in order to correct the balance of
payments rather than to act as a fundamental weapon
in the industrial development policy by correcting
the general rise in local production costs. Thus
the exporting capacity of the country has been
xreduced and private investment has been wrongly
c<hanneled into activities which are not always in
accord with the real needs of the country. At
present the overall tariff rate is 119 percent which
is a tremendous burden on the whole economy and

which cannot be left without revision in any
efficiency plan.

In the same report, the basic role of export

PXromotion in the overall strategy is indicated:

—_
31bid., p. 130.

Al 4 4"Repor:t: to the Inter-American Committee on the

Fe A ance for Progress," Review of the River Plate,

(= 2N bruary 11, 1967, p. 189. (Hereinafter referred to as
<= cCiIap Report.)

I
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A means of maintaining demand to ensure the best
use of natural resources would be a rigorous promotion

of exports helped by a proper exchange rate policy

which would avoid the overvaluation of the peso which

has lately done so much damage. A simultaneous

adjustment of tariff policy would increase the

possibility of non-traditional exports abroad.?>

The external strategy, then, called for tariff

and exchange rate adjustments that would begin to eliminate
the discrimination of the protective structure among
domestic industries and against imports and exports. The
goal was to increase domestic efficiency by reducing the
prices of imports and reducing the incentive to invest in
industries whose domestic costs were particularly high.
Lower domestic costs and export promotion measures were

to increase the export of domestic manufactures.

The Measures Employed

The Incomes Policy
Given the kind of inflation postulated, the role

O £ the incomes policy was to fix the incomes of various
I X oups in a relationship that could be maintained long
€rNnough to stifle inflationary expectations and to shift

the basis for future income gains away from anticipated
in F£jation and toward gains in productivity. Quoting
the c1ap Report:

Wage and price policy will be carried out in two
stages. In the first it will be necessary to
impose guidelines to restrict increases, and thus

\

>1bid., p. 170.
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eliminate the constant expectation of inflation.
Later the market will be left to function without

(undue) hindrance. . . .
The problem of the basic relationship to choose was

solved not on the basis of an ethical judgment about the
"right" distribution of income but by the simply expediency
of choosing the average real wage of the last year and

expecting businesses to increase prices by slightly less

than the increased costs of labor and materials. The

essence of measures employed was to institute such a
relationship and to add the strong assurance that price

stability would be achieved and maintained within this

relationship.
The wage policy of the plan was contained in

Law No. 17224 of March 31, 1967. It put aside all collec-

t ive bargaining agreements until December 31, 1968, and
announced a schedule of wage increases designed to put

the various labor unions on a par with their real income

OFf 1966. Since the annual collective bargaining agree-

Mments have fixed dates of renewal spread throughout the
Year, given the current high inflation, a particular

Urn i on's real wage would depend on how recently its agree-

Mert was renewed.. The schedule of wage increases, designed

to avoid the burden a total wage freeze would impose on

tho Se unions whose agreements were about to come up for

—_—

6Ibid.

) Sy 132 ;ganorama de la Economfa Argentina, Fall, 1968,
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renewal, offered a schedule of declining nominal increases
through 1967 based on the anticipated rate of inflation.
This schedule was as follows:
a) Agreements ending on March 31, 1967, a 24 per cent
increase effective April 1.
b) Agreements ending between April 1 and May 31,
1967, a 22 per cent increase, effective April 1,
1967.
c) Agreements ending between June 1 and July 31,
1967, a 17 per cent increase effective May 1, 1967.
d) Agreements ending between August 1 and September 31,
1967, a 12 per cent increase effective May 1, 1967.
e) Agreements ending between October 1 and November 30,
1967, a 3 per cent increase effective May 1, 1967.8
This sharply declining schedule of wage increases reflected
and communicated the government's assurance that inflation
Would be substantially checked by the end of 1967.
While the wage rates were decreed by law and strikes
P X ohibited, the poor history of fixed prices in Argentina
QAXxX gued toward a more flexible formula for prices.
Seaarching for an acceptable formula, Krieger Vasena
COmrmmissioned Moyano Llerena to negotiate with the leading

i”r1<3\Jstrialists a plan similar to the one he had previously

8Review of the River Plate, April 11, 1967, p. 9.
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proposed in his journal.9 The initial contacts were made
on a semi-official basis in order not to cause a loss of
confidence in the stabilization plan, should the dis-
cussions fail. The strategy was to turn the heavy concen-
tration in Argentine industry to advantage and, prior to
announcing a price agreement, to enlist the support of
those firms which were clearly the price setters in the
major industries. Having succeeded in gaining support
from 100 of the largest firms, the following agreement on
prices was announced on May 11, 1967:

a) Each firm would agree to keep its present prices
fixed for six months.

b) Uncontrollable cost increases from January lst or
in the future can be passed on with the exception
of the first 3 per cent which should be absorbed
as the firm's contribution to the plan. This
3 per cent would only have to be absorbed once.

c) Firms with price increases disproportionately
high relative to cost increases experienced so
far in 1967 should lower their prices before
becoming associated with the plan.

d) Price increases in accord with these rules
require fifteen days prior notification but not

express permission.10

9panorama de la Economfa Argentina, Summer, 1966,

10peview of the River Plate, May 20, 1967, pp. 252-
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Within a relatively short period of time after the initial
agreement with the major firms was announced, adherence to
the agreement was so widespread as to effectively cover all
of the wholesale manufacturing sector. While fhe govern-
ment appeals stressed adherence to the agreement as a
patriotic duty, the authorities also indicated that they
would favor the firms in the agreement with preferential
treatment in government purchasing and in the allocation
of bank credit. A lack of compliance that in any way
threatened the success of the plan would be dealt with by
means of temporary authorization of duty-free imports of
the product whose price was judged to have risen

excessively.l:L

Monetary-Fiscal Policy

The 1967 plan was undertaken in a period of
€a<:onomic.slack. With considerable excess capacity the
1L 966 gross national product did not increase in per capita
T erms. Given a strategy of maintaining the level of
€ cConomic activity while damping inflationary expectations,
the monetary-fiscal policies were initially designed more
T o convince the observer that the government was putting
it s affairs in order than to have a significant impact on
Qg gregate demand. As in the past, in consultation with

Ehe IMF the government committed itself to move toward a
—_—

1l11pida., p. 253.
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balanced budget and to follow a predetermined schedule of
credit expansion. In contrast to past experience, the
program involved the maintenance of real expenditures and
the real money supply.

Despite the recessionary economic conditions, the
desire to curtail price expectations and the desire to
solicit external financial backing led to a decision to
reduce the budget deficit which in 1965 and 1966 had been
2.0 per cent and 3.0 per cent of gross domestic product
respectively.12 The new fiscal program sought to attack
the main sources of these deficits through the reduction
of government subsidies to state enterprises and increased
efficiency in tax collection. Some new taxes were also
€enacted.

The government operated enterprises were perceived

A s simply not charging enough to cover costs inflated by

@ highly redundant labor force.13

The railroads and the
S tate electrical company were the greatest drains and in
J anuary 1967 their rates were raised by 60 and 50 per cent
e spectively. In its letter of intent to the IMF, the

FOvernment gave notice that "excess official personnel

Wi 11 be transferred to productive activities after

—_———

B s 12Informe Econémico, Ministerio de Hacienda y
<. manzas, 1969, No. 3, Statistical Appendix, p. 80.

= 13"CIAP Report," Review of the River Plate,
<= I yuary 11, 1967, p. 1687
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undergoing training courses."l4 The CIAP Report made it
clear that this would be a gradual process in which

increased growth in demand would be expected to absorb

the labor let go by state enterprises. The immediate

expectation was that in 1967 these subsidies would stay

the same in nominal terms, representing a real reduction

of about 20 per cent.
Overall government expenditures were to rise by

22 per cent (to stay the same in real terms) while income

from new taxes and better collection methods were to rise

by 60 per cent. The tax changes involved increased taxes

on some luxury goods, traditional exports and stock
exchange transactions, a new 2 per cent annual tax on

outstanding bank .loans, and a new 1 per cent tax on the

fiscal value of all property. The "better" tax collec-

€t ion methods consisted of penalties for late payment of
T axes so high as to make it impossible to gain by waiting

For the real tax burden to be diminished through

5-rlflation.16 This combination of tax and expenditure

<hanges was to reduce the deficit to 75 billion pesos or

1.3 per cent of gross domestic product.

e ———
14peview of the River Plate, May 10, 1967, p. 193.

15Review of the River Plate, February 11, 1967,
P <  369.

16 .
Review of the River Plate, May 11, 1967,
B . 320-227
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Due to heavy external debt payments that the
government had to meet in 1967, this improved tax and
expenditure situation would only be partially mirrored in
central bank lending to the treasury as new lending would
decline from 99 billion pesos in 1966 to 80 billion in
1967 and net total credit would go from 335 to 415
billion, an increase of 24 per cent. Total commercial
bank credit would go from 459 billion at the end of 1966
to 553 billion at the end of 1967, an increase of 21 per
cent. Clearly then, given the expected rate of inflation,
the stabilization plan did not include a tight money
policy, but,_as happened in 1962-63, rapidly rising prices
could easily convert these monetary targets into real con-

Straints on the level of liquidity.

Tariff and Exchange Rate Policy

The plan included a 40 per cent devaluation in
d arge part compensated for by higher taxes on traditional
€ xports and lower tariffs on imports. This combination
O £ measures reflected the multiple goals sought: new tax
XT"@venue, more competition from imports, price incentives
T or manufactured exports and an exchange rate increase
That would end speculation without giving a sharp boost
To gomestic prices.
The tariff reform was designed to transform a
T &= rjff structure which had arisen haphazardly through a

ser.i.es of unconnected ad hoc measures into a co-ordinated
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policy that reflected the needs of the country. A general
lowering of tariffs was decreed with reductions highest on
the most heavily protected products as the maximum rate
was reduced from 325 to 140 per cent.l7 In assigning the
new tariffs, distinctions were made according to three
criteria: (1) degree of processing; (2) whether the good
is an input, a consumer good or a capital good; and

(3) whether the good is produced nationally or not.

Table 5-1 gives the ranges of tariffs according to these
criteria. The numbers 1 . . . 10 on the horizontal scale
indicate the degree of processing. On the vertical scale,

one indicates a good that is produced in Argentina and

two, a good that is not.

TABLE 5-1. Range of Tariffs After 1967 Tariff Reform

l [ ] L] L] lo

Inputs 1) 40 . . . 130
2) 5 . . L) 40

Consumer Goods 1) 110 . . . 140
2) 30 . . . 120

Capital Goods 1) 40 . . . 100
2) 30. . . 50

S ———

S ource: Alemann, "La Reforma Arancelaria," p. 203.

l7Roberto T. Alemann, "La Reforma Arancelaria en
Lo Repiblica Argentina," in Hacia Una Tarifa Comin en
iaﬁszggrica Latina (Buenos Aires: INTAL, 1969), pp. 195-214.
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Consumer goods have the highest tariffs and while
inputs produced at home enjoy a higher range of protection
than capital goods produced at home, tariffs are lower on
inputs not produced at home than for the same class of

capital goods.

Alemann estimated that the average tariff, when
weighted by imports, was lowered by 20 per cent.18 A
study done by the electrical industry council indicated
that for a sample of goods representing one-half of the
value of imports, the combined impact of a 40 per cent
devaluation and the tariff reduction was to increase the
cost of the imports by 26 per cent. This study confirmed
the fact that the largest reductions were on the products
which were previously subject to the highest tariffs while
tariffs lower than 100 per cent received more moderate

reductions, if any at all. While the overall cost of

imports did rise, the publibation Situacién de Coyuntura

showed that in the short-run the costs of imports of goods
produced in the country varied tremendously, some rising
by as much as 45 per cent while others fell by 30 per
cent.19 In Chapter 6 we will examine the impact of these

differential changes on the structure of protection.

18,pid., p. 202.

19Situgcién de Coyuntura, No. 8, Centro de Estudios
de Coyuntura, Instituto de Desarrollo Econémico y Social,
Buenos Aires, April, 1967, pp. 12-14.
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Measures designed to compensate for the devaluation
were much stronger on the export side where the prices of
traditional food export products have a strong influence
on the cost of living and the wholesale price index.

Taxes of 16, 20, or 25 per cent were introduced on the
major traditional export products.20
The purpose of so large a devaluation was to

achieve an exchange rate that could be maintained for a
long period and to give the government the opportunity

to raise a substantial sum in tax revenue from the agri-
cultural sector without lowering the relative domestic
price of rural products. In terms of the trade balance,
which had experienced a 469 million dollar surplus in

1966, there was little need of a devaluation, but given

the constantly high rate of domestic inflation and foreign
exchange reserves that were kept anemic by debt obliga-
tions, the import capacity of the economy was not expanding.
The combination of trade measures was designed to limit the
impact of devaluation on the domestic economy while
boosting the stock of foreign exchange through increased
earning from the export of non-traditional products and

by attracting foreign capital. Though non-traditional

exports received the full benefit of the 40 per cent

20International Monetary Fund, Annual Report on
Exchange Restrictions, Washington, D.C., 1968, p. Z21l.
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devaluation, they did initially lose subsidies worth

12 per cent of the value of the product. The stimulus

to non-traditional exports was greatly strengthened at the
end of 1967 when these subsidies were reintroduced along
with rebates on income taxes which increased export
earnings by another 3.3 per cent of the value of the

product.21

Long-term capital was to be drawn in on the some-
what nebulous prospects for growth provided by price and
exchange rate stability. Short-term capital was to be
attracted by the obvious undervaluing of the exchange
rate which would encourage the repatriation of speculative
capital and provide cheap enough forward exchange rates

to let the interest rate differential attract funds.

The Plan in Terms of the Economic Model

An examination of these measures in terms of the
model elaborated in the previous three chapters provides
some insight into the strategy of the plan as well as its
weaknesses.

The goals set forth in the plan flow readily from
the situation at the time. The economic picture was one
of stagnant growth, rapid inflation and low foreign
e xchange reserves. In 1966, real per capita income did

not increase and wholesale prices rose by 20 per cent.

2l1pia., p. 23.
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Even with exports 42 per cent greater than imports,
government debt payments and payments arising in connec-
tion with the presence of foreign investment caused foreign
exchange reserves to decline. Not surprisingly, then, the
goals set forth were: (1) price stabilization, initially
defined as inflation no greater than that in the indus-
trialized nations; (2) a higher rate of growth, defined as
a rate of expansion of gross domestic product of at least
5 per cent a year; and (3) a considerable enlargement of
the foreign exchange available to finance this higher
growth rate.

The economic characteristics discussed above as
well as some institutional constraints operative at the
time imposed severe limitations on the policy mix that
could be fashioned to achieve these goals. The limited
elasticity of the trade parameters meant that expenditure
switching policies could not be used to increase the in-
ward flow of foreign exchange. Since the terms of the IMF
standby agreement placed an absolute peso ceiling on
Central Bank lending, the ability of monetary policy to
stimulate demand by increasing the real money supply would
be determined by the rate of inflation. Nor could fiscal
policy directly be brought to bear on the unemployment and
sluggish growth since the resulting budget deficits would
sSupposedly stir up inflationary expectations. Thus,

despite the recognition that inflation was proceeding
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somewhat independently of the demand impact of monetary-
fiscal policies, initially these policies would be used
to stimulate aggregate demand only in a marginal way.

Given the economic characteristics and policy
constraints, the plan that emerged was an imaginative mix
of new policy tools and an unorthodox linking of goals
and policy instruments. While government expenditure
policies adopted a neutral role, the chief tool used to
obtain stable prices was an incomes approach. Seeing the
major earning groups as urban wage earners, industrialists
and rural land owners, in an attempt to minimize the
competitive pressures for higher incomes, the government
took upon itself the power either to control or influence
strongly the "price" each group received. For the wage
groups covered by collective bargaining agreements, this
took the form of decreed wage levels. For the industrial
producer it was the price agreement and for the rural
landowner it was a combination of exchange rate and export
taxes. Price stability was to be achieved by limiting the
price received by each group and by not allowing any one
group to get obviously ahead of another.

The chief instrument employed to bring a short-
term improvement in the balance of payments was the com-
pensated devaluation aimed at the short-run capital flow
mechanism and at manufactured exports. By conspicuously

undervaluing the exchange rate, the hope was that with the
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speculative motive rendered inoperative the demand for
money would cause considerable repatriation of funds.
Over a medium-term period, the steady relative rural
prices, the higher earnings for manufactured exports
and the long-term capital induced by price stability and
growth were to provide a greater inflow of foreign
exchange.

To the extent that the compensated devaluation
succeeded in inducing a short-term capital inflow and
in stimulating manufactured exports, it would also be a
major instrument in boosting domestic production. The
private capital inflow would provide a source of credit
expansion not limited by the IMF agreement yet able to
be controlled as needed by the central bank. The export
production, coming as it did at a time of excess industrial
capacity, would constitute an increase in overall input.
The fiscal policies, under the guise of a declining
deficit, were also designed to provide an increase in
domestic demand and the budget expenditures that did take
place were shifted from those with a lower multiplier
effect (subsidies to government enterprsies for operating
expenditures) to those with a higher multiplier (capital
investment projects). Longer term growth prospects were
to be enhanced by the more efficient allocation of

resources achieved by changes in the structure of
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protection and the greater domestic savings built up
through the control of inflation.

In terms of the Corden-Hemmings framework,
reproduced as Figure 5-1, the economy was seen as being
located at point Q, well short of full capacity point D.
With the control of inflation assigned to an incomes
policy more than to a change in the real level of expendi-
tures, the foreign exchange gained from the short-term
capital inflow and higher manufactured exports was to
increase the import capacity from M toward L. This would
allow as much of a move from Q toward D on the income
expenditure line as the production measures would permit.

The reference to the Corden-Hemming analysis
serves to illustrate both the principal advantages and
disadvantages of the overall policy mix. The uniqueness
of the plan was the way in which it took into account the
characteristics of this economy, particularly the trade
elasticities and the inflationary mechanism. Thus, the
close relationship between imports and production is taken
into account with a planned increase in imports and moves
toward full employment are expected to take place along
OT. The fact of inflation was not seen as an indication
that the economy was located beyond the full-employment
point, H, and thus the planned credit expansion meant that
the decreed wage increases would not result in a decline

in the level of liquidity. The compensated devaluation
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utilized the speculative mechanism to bring home capital
funds and saw the inelasticity of the supply of traditional
exports as a source of fiscal revenue.

Despite this imaginative attempt to deal with the
various policy constraints, the conception of the plan had
some serious limitations. Due to the acceptance of the
restrictions on monetary-fiscal policy, the instruments
relied on to stimulate short-term growth contained no real
promise of success. If foreign investment is attracted
by growth, Argentina's 1966 performance was a poor adver-
tisement. Furthermore, in that year, exports of manu-
factures constituted only about 2 per cent of total value
added in manufacturing, indicating that manufactured
exports would have to increase enormously to offer any
real stimulus to domestic product.22

The major weakness, however, was a lack of flexi-
bility built into the plan from the start. The devalua-
tion was billed as the last devaluation and its ability to
draw in short-term capital could neither be predicted nor
repeated; the attempt by the price agreement to fix rela-
tive prices worked against the improved resource

allocation sought through changes in the structure of

22phe failure of the initial policy measures to
provide any real stimulus to production was commented on
at the time in Situacién de Coyuntura, Instituto de
Desarrollo Econémico y Social, April, 1967, p. 46. De
Pablo also stresses this point. J. C. de Pablo, Politica
Antiinflacionaria, pp. 66-72.
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protection, and finally, the budget balance was partially
based on export taxes which would have to be yielded if
inflation eroded the ratio of agricultural to industrial
prices. This complex of measures fixed much of economic
policy for the coming years and left the government very
little flexibility to deal with inflation arising from any
other source than its own policy variables. Should infla-
tion get going for any other reason, the fixed wages

would quickly cause a redistribution of income away from
the working class; the budget deficit would expand as
taxes on traditional exports were lowered; and as soon as
the exchange rate came into question, short-term capital
would be rushed out of the country in anticipation of
another substantial devaluation. The overall plan was a
neatly constructed master plan which bet a great deal on

its own success.



CHAPTER 6

THE IMPACT OF TRADE POLICIES DESIGNED TO

OPEN THE ECONOMY

Introduction

In addition to the short-term stabilization goals,
the 1967 plan aimed to bring a reversal of the inward-
looking growth strategy. The measures employed to open
the economy to trade were outlined in Chapter 5 and here
the results achieved are presented and analyzed. After a
description of the methodology employed, the changes
affected in the different forms of discrimination are
discussed. Argentina's inward-looking growth strategy
has been characterized by three forms of protective dis-
crimination: (1) in favor of production in some indus-
tries with import-competing industries favored relative
to export industries; (2) against imports and in favor
of home production; and (3) in favor of production for
domestic use and against exporting.l Changes in the

levels of discrimination among industries are measured

lBalassa, "Growth Strategies in Semi-Industrial
Countries," p. 25.
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by rates of effective protection. To get at the extent

of discrimination against imports in import-competing
industries and of exports of traditional primary products,
we have calculated net rates of effective protection by
adjusting our effective rates for the degree of over-
valuation of the exchange rate due to protective measures.
Last, in protected manufacturing industries, we have
measured the degree of discrimination against exports and
in favor of production for domestic use by comparing the
ratio of value added in domestic production to that avail-
able in production for export. Since this type of dis-
crimination was lowered by a combination of subsidies and
exchange rate adjustment, the appropriateness of such
measures has been tested with a regression analysis of the

price responsiveness of manufactured exports.

Measuring Effective Protection in Argentina

In discussing different meanings that can be given
to the rate of protection, Corden distinguishes the
utilized rate of protection from the available rate.2
While the utilized rate can be seen as "the proportional
divergence at the margin between the domestic supply price

and the foreign supply price," the available rate is the

2W. M. Corden, The Theory of Protection (Oxford:
Clarendon Press, 1971), pp. 21-23.
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maximum price increase allowed to the producer by the
tariff.3

In Figure 6-1, assuming that the supply of imports
is infinitely elastic at price L, then LL' represents the
supply of imports of the product, DD' is domestic demand
and SS' is domestic supply. At the free trade price,

OL, OG of domestic consumption would be produced domes-
tically while GB would be imported. The imposition of a
tariff of JL/OL would be sufficient to eliminate all
imports while one of ML/OL would introduce some "water"
into the tariff. Assuming that the domestic price were
only OJ even though the tariff would allow a price of
OM, ML/OL would be the availaple rate of protection and
JL/OL would be the utilized rate. Since it is the
utilized rate that determines the impact of the tariff on
production, this is the nominal rate that should be used
in the effective protection formula.

In the case of Argentina where there is a great
deal of "water" in the tariffs, particularly those for
final products, making use of available nominal protection
with which to measure effective protection will yield
rates much higher than those obtained with utilized
protection. If the "water" in the tariff varies between
industries, the ranking of domestic industries by utilized

effective protection can differ from a ranking by

31bid., p. 22.
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available effective protection. Thus, for Argentina, to

see the true impact of the structure of protection on the
domestic allocation of resources, it is necessary to deal
with utilized protection.

Time series for rates of effective protection
computed on the basis of utilized protection have been
estimated by Loser for the years 1939-68.4 Using a
methodology similar to that of Loser, we have computed
rates of effective protection for the years 1966, 1968
and 1970. Since Loser gives neither the basis for his
computation of different tariff rates for inputs and final
products nor the rates themselves, it proved impossible to
link rates for 1970 with his rates for 1966 and 1968.

Here we describe the method used in the estimation of our
rates and their conversion into rates of net effective
protection.5

If the implicit rate of protection is understood

as the difference between the domestic and external prices

4Claudio Loser, "The Intensity of Trade Restric-
tions in Argentina, 1939-1968" (unpublished Ph.D.
dissertation, The University of Chicago, 1971).

5The technique for the computation of effective
protection is Loser's with the modification that the same
nominal tariff is used for an industry regardless of
whether its output is treated as a final good or an
input.
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of comparable commodities, the domestic price of a traded

good can be expressed as follows:6

P, = W.R (1 + ¢t,) (1)
where
P, is the domestic price of good i,
Wi is the world price of good i,
t. is the tariff equivalent to all trade
i c s : .
policies affecting good i and
R is the overall exchange rate.

When the rest of the data are available, the nominal
tariff can be calculated by means of this same formula
expressed as follows:

Py/W;

1 +¢t, = (2)
R

Thus the nominal tariff plus one is the ratio of the
domestic price of the good to the world price over the
exchange rate. Given the difficulty in specifying the
world price of goods, United States prices are used as a
proxy for the world trade alternative. Over time the
exchange rate will take account of the differential rate

of inflation in the United States and Argentina. The

6Relative implicit exchange rates have been
employed to estimate the degree to which the terms of
trade for Pakistan were shifted against agriculture.
See Stephen R. Lewis, Jr., "Effects of Trade Policies on
Relative Prices: Pakistan, 1951-1964," American Economic
Review, LVIII, No. 1 (March, 1968), 60-78.
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exchange rate we would prefer to use is the ratio of
deflators of gross domestic product for the two countries
since this measure would gauge changes in the implicit
price ratio for a traded good relative to the ratio for
all goods and services. Because the data for this ratio
are not available for all years, we have used instead the
ratio of wholesale prices.7 The changes in these two
ratios tend to be quite similar and indeed between 1966
and 1968 they were identical. The nominal rate of pro-

tection is defined then as follows:

Py/Wy
Ny = —— - 1 (3)
P/W
where

N, = nominal rate of protection of good i,
P, = Argentine wholesale price of good i,
wi = U.S. wholesale price of good i,
W = U.S. wholesale price index and
P = Argentine wholesale price index.

Nominal rates of protection were calculated by
comparing Argentine and U.S. wholesale price indexes

which correspond to the categories of the Argentine

7Argentine import prices could not be used since
they are available for only 6 of the 15 industries con-
sidered. This measure does not take into account trans-
port costs for which the data are not available. Since
doing so would 1lift U.S. prices, it would lower nominal
rates of protection.
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input-output matrix. This measure was used to give

changes in protection relative to the base year 1960 in
which the exchange rate was at or near equilibrium and for
which Medina has estimated nominal rates of protection on
the basis of average tariff rates weighted by imports.8
Making use of the official input-output matrix updated from
1953 to 1960, effective rates of protection, Fi’ were
computed according to the Corden method with the following

formula:

F, = ] Ji (4)

where the symbols are the same as above except that
A.. = the domestic value of input j per unit of
It output 1i.

According to a methodology described by Bela
Balassa,9 our effective rates were corrected for the
overvaluation of the exchange rate due to the existence
of trade restrictions. If tariffs were restricting
imports and subsidies were encouraging exports, balance

of trade equilibrium would be attainable at an exchange

8On page 23, Loser cites the following reference:
Juan Medina, "Estructura tarifaria, proteccién nominal y
proteccidén effectiva" (unpublished Ph.D. dissertation,
Mendoza, Argentina, 1967).

9Bela Balassa and Associates, The Structure of
Protection in Developing Countries (Baltimore: Johns
Hopkins University Press, 1970), pp. 324-31.
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rate higher (dollars per peso) than would bring equilibrium
under free trade conditions. The free trade rate would
then yield higher levels of world trade value added and
thus lower rates of effective protection. The computation
of the free trade equilibrium exchange rate theoretically
involves two steps. 1In the first, it is assumed that the
tariffs and subsidies are removed and, using the relevant
trade elasticities, the resulting trade deficit is cal-
culated. 1In the second step the size of the devaluation
necessary to restore trade equilibrium is calculated and
the percentage devaluation necessary indicates the degree
of overvaluation. Since the two formulas contain the same
elements, the two steps can be calculated as one by means

of the following formula:10

EL ) efx + an
R efX an

I+s I+T

These symbols are explained below and the data for 1966,

1968 and 1970 are in parentheses:ll

101pia., p. 328.

11The elasticity of import demand is our own
estimate from p. 60 of Chapter 3. The elasticity of
export supply is calculated on the basis of the domestic
demand and supply elasticities treated in Chapter 3,
pp. 72-78. For the elasticity of export supply formula,
see M. E. Kreinin, International Economics: A Policy
Approach (New York: Harcourt Brace Jovanovich, Inc.,
IE;IS, p. 354. We assume that the rural sector alone
exports. The ratio of exports to output in this sector
is approximately .33.
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1966 1968 1970
R' = free trade exchange
rate (220.0) (366.6) (388.6)
R = exchange rate with
protection (198.4) (350.0) (379.0)
X = exports (1,593) (1,368) (1,773)
M = imports (1,124) (1,096) (1,685)
S = level of subsidies (-1.7%) (-8.9%) (-8.3%)
N = level of nominal t
tariffs (calculated
from prices) (30.0%) (23.0%) (15.4%)
Mn = elasticity of
import demand (.45)
€¢ = elasticity of supply
of foreign exchange
which is obtained by
the formula (.38)
] =ex (n, - 1)
f € T N,
where
€y = elasticity of export supply (.44)
Ny = elasticity of export demand (10)

Exports and imports are in millions of dollars. The sub-
sidy rate is a weighted average of negative subsidies
(taxes) to primary products and positive subsidies to
manufactured products in which the weights are the per-
centage shares of total exports. The nominal tariff rates

are the weighted average of Loser's figures with
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percentage shares of total imports as the weights. 1In
accordance with the discussion in Chapter 3, the elas-
ticity of export supply selected, 10, is very high but
less than infinity.

Once the free trade exchange rate is estimated,
net effective protection is calculated by adjusting the
rates obtained at the implicit exchange rate for its over-
valuation due to the existence of protection measures. In
the absence of trade restrictions, balance of trade
equilibrium would require a devaluation which would raise
the domestic prices of importable goods and the implicit
exchange rate with them. The actual adjustment is based
on formula (1) applied to value added where the domestic
price of value added is defined as the world price times
the product of the implicit exchange rate and the effective
rate of protection. 1In the absence of trade restrictions,
the domestic price will equal the international price

times the free trade exchange rate:

Piv = Wiv R (l+Fi) (5)

Pi, = W, R (6)
where

P., = the domestic price of value added of good i,

1] = the international price of value added of

iv

good 1i,
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F. = the effective rate of protection of good i

and the prime designates a free trade value.

Dividing equation (5) by (6), we get

Piv R
- - = —_ -
Fi =5 1l (1 + Fi) R 1 or
iv
R (1 + F.)
F.' = S |
i R ¢

Changes in Levels of Discrimination

Discrimination Among Domestic Industries

Changes in the ranking of industries by rates of
effective protection will indicate shifts in the extent
to which production in one industry is favored at the
expense of another. Table 6-1 gives our effective rates
of protection for 1966, 1968 and 1970 together with their
relative ranking in those years. The tendency in develop-
ing countries has been for manufacturing to be favored at
the expense of primary industries.12 Weighting the rates
for 1966 by domestic value added the expected structure
appears as the rate for domestic non-food manufacturing is
43.9 per cent and that for agriculture and food is minus
3.1 per cent. The same relationship is apparent if we

divide the goods producing industries on the basis of

12Balassa, The Structure of Protection, p. 58.
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whether they produce export or import-competing type goods
with a rate of 45.9 per cent for import type goods and
minus 3.1 per cent for export type goods. The contrast is
all the stronger if we remove those import type inter-
mediate products such as rubber, wood and petroleum in
which Argentina does not have an adequate resource base
for extensive import substitution. All natural rubber is
imported; Argentina is heavily import dependent for most
types of wood and the domestic petroleum deposits lack the
ingredients for many petroleum derivatives. The weighted
average of effective protection rates for these products,
at minus 2.6, is just above that for export type products
and without them the weighted average of import type
manufactured products rises to 59.6 per cent.

Given this structure, the rates and their rankings
in Table 6-1 demonstrate the impact of the plan measures
on domestic resource allocation. The most striking change
came in the higher ranking of export type goods which went
from just below the import type goods which lack a strong
resource base to well above them in 1970. While agricul-
tural products only improved their ranking from 1llth to
10th, food and beverages rose from 13th to 5th. Although
the tendency was strongly upward for export products as a
whole, the rankings for non-food exports either stayed the

same (tobacco) or fell (leather).
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For import competing goods, the general tendency
was for rankings to fall as industries accounting for 64
per cent of all value added in the production of import
competing goods had lower relative rankings while those
whose rankings rose accounted for only 19 per cent and the
rest were constant. The exceptions, wood, paper, chemicals
and rubber, were the industries that had become the most
likely prospects for import substitution. With the import
basket consisting largely of intermediate products and
capital goods, the products of these four industries, which
made up 27.4 per cent of imports in 1966, are among the
least capital intensive of those on which Argentina is
still heavily import dependent. Of the other seven import
competing industries, the two industries that rank one and
two overall, stone, clay and glass and textiles, maintained
their relative positions and the five others (apparel,
petroleum, metals, vehicles and machinery and electrical
products), had relatively lower rates of effective
protection.

By looking at the specific factors that have modi-
fied the implicit rates of protection for individual indus-
tries, the influence of changes in U.S. prices and of the
Argentine price agreement and devaluation are easily
observed while the tariff reform seems to have played a

very minor role.
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The intent of the price policy was to keep relative
prices stable and to the extent that it succeeded all
changes in implicit protection would have been due to
world price changes. The protective changes that did take
place were largely due to world price changes in the face
of domestic relative price stability and to the differential
impact of the price stabilization measures. Table 6-2
presents the Argentine and world price ratios of manufac-
turing to primary prices. From 1966 to 1968, the increase
in domestic agricultural protection was produced more by
the rise in the world ratio than by the slight decline
produced in the Argentine ratio by the compensated deval-
uation. Thus, though the domestic ratio of manufacturing
to agricultural prices declined only 3 per cent between
1966 and 1968, the fact that the same ratio of world
prices rose 5 per cent during this period produced higher
levels of protection for agricultural products. In the
case of food, the higher ranking rose from a combination of
lower than average U.S. food price increases and, with
the domestic price agreement not applying to food products,
higher than average Argentine price increases. From 1968
to 1970, the bulk of the higher protection for agricultural
products was generated by more rapidly rising relative
prices for these products in Argentina as the lack of
price-control pressure allowed domestic processors to
increase their prices much more rapidly than was called for

by the higher costs of raw agricultural products.
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TABLE 6-2.--Argentine and World Terms of Trade Between

Industrial and Agricultural Products

(1) (2) (3)

(Argentina) (World)

Year Ratio of Non-rural Ratio of

Domestic to Manufacturing Ratio of

Rural Prices to Primary (1) to (2)

Prices

1965 1.00 1.00 1.00
1966 1.03 1.02 1.01
1967 1.00 1.06 .94
1968 1.00 1.07 .93
1969 .96 1.06 .91
1970 .87 1.08 .80
1971 .76 1.08 .70
1972 .67* 1.03 .65
Sources: Column (l): Various issues of Bdletin de

Estadistica. In order to make it comparable
with the index for world manufactures, non-rural
domestic prices are exclusive of food.

Column (2): Various issues of the United
Nations' Monthly Bulletin of Statistics. Note
that columns (1) and (2) contain somewhat
different product mixes in that the Argentine
rural price index does not include mining
products.

*This figure is based on averages for the first

11 months of 1972.
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For the non-food manufacturing Sector the crucial
factor seems to have been the impact of the price agreement
which was entered into by all the firms except the rubber
companies. Thus, between 1966 and 1968, non-food manu-
facturing prices rose 32.3 per cent while the overall
wholesale price index rose 37.6 per cent. From 1968 to
1970 these figures were 10.7 per cent and 20.9 per cent
respectively. Potential import competition played its part
not so much through relative import prices which on the
whole were slightly higher for these products, but through
the threat of duty-free imports of products whose prices
were clearly out of line with the price stabilization
policies. In the case of metals between 1968 and 1970,
the much lower ranking of effective protection stemmed
from a much higher than average increase in the U.S.
price, causing the measured nominal rate of protection
to decline.

Omitting the export industries as strongly in-
fluenced by non-price factors, the changes in these rank-
ing clearly influenced the domestic allocation of resources.
Though the physical volume of production according to the
categories of the input-output matrix has not been
published for 1970, the evidence for the 1966-68 period
is very strong. Over this span, as can be seen in
Table 6-3, manufacturing production increased faster than

the overall average for manufacturing in every industry
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TABLE 6-3.--Impact of Effective Protection Rankings on the
Physical Volume of Production

$ Change in Physical Volume of Production

1966-1968
Total for manufacturing 8.3

Manufacturing industries with higher effective
protection ranking

Chemical products 10.0
Rubber products 13.5
Metals 14.4

Manufacturing industries with lower effective
protection ranking

Apparel - 1.0
Wood products - 1.1
Paper and paperboard - 2.5
Petroleum products 0.8

Vehicles and machinery

Vehicles 6.1
Machinery 0.0
Electrical products 6.7

Source: Origen del Producto y Distribucién del Ingreso--
Anos 1950-1969, Supplement to BCRA, Bdletin
Estadlstico, January 1, 1971,
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in which the ranking by effective protection rose and
slower than the average in every industry in which the
ranking declined.

Our conclusion, then, regarding the impact of
effective protection shifts on the domestic allocation
of resources is that the changes that occurred were only
partially the design of policy. Changes in relative
rankings and in the ratio of rural to industrial prices
indicate a lowering of the degree of discrimination against
agriculture and in favor of manufacturing. In this way,
price incentives for an allocation of resources more in
line with Argentina's comparative advantage were strength-
ened. Between 1966 and 1968, the lowering of discrimina-
tion can be said to have been policy-induced since it was
the combined result of the voluntary price agreement and
the manipulation of rural prices through devaluation and
export tax changes. Between 1968 and 1970, however, the
higher domestic prices of rural products were the result
of higher world meat prices and unanticipated domestic
shortages.

Granted that the relative rankings moved in the
desired direction, it was some time before they began to
produce the expected reallocation of resources. Within
the manufacturing sector the higher effective protection
rankings brought higher production in intermediate

products, suggesting the continuance of the import
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substitution strategy. Prior to 1970, the increase in
effective protection for food and beverages came largely
from the fact that the omission of food processors from the
price agreement allowed them to raise their prices much
faster than the average. With higher relative prices, the
demand would most likely not absorb a greatly increased
supply. The higher effective protection for agricultural
products resulting from the changing world ratio of rural
to manufacturing prices did not affect the domestic supply
of these products but with higher relative domestic prices
for cattle beginning in 1970 and for grains beginning in
1972, after the expected production lags, output of both

types of rural products soared in 1973.

Net Discrimination Against Exports and Imports

Converting these figures to rates of net effective
protection gives the degree of discrimination against
imports in import-competing industries and against exports
in export industries. As was shown on page 148 above, we
have calculated the overvaluation of the exchange rate due
to the existence of trade restrictions as 11.0 per cent in
1966, 4.7 per cent in 1968 and 2.9 per cent in 1970. These
relatively low figures are due to the fact that since
tariffs on imports are partially compensated for by export
taxes, then dropping all trade restrictions would mean
increases in imports and exports. The existing over-

valuation is due to the fact that with higher taxes on
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imports and with a greater price elasticity for the demand
for imports than the supply of exports, the removal of
trade restrictions would bring a greater increase in
imports than in exports. The decline in the overvaluation
between 1966 and 1968 was caused by the combination of a
decline in import taxes and a boost in export taxes while
the decline between 1968 and 1970 was due solely to lower
import taxes.

Table 6-4 contains rates of net effective protec-
tion for the individual industries as well as various
weighted averages. The picture that emerges is one of
discrimination against exports in export industries
declihing steadily over the whole period, while discrimina-
tion against imports in import-competing industries stayed
constant between 1966 and 1968 and declined between 1968
and 1970. Thus the rate of net effective protection for
all exports, dominated by food and agricultural products,
went from minus 12.8 per cent in 1966 to 7.1 per cent in
1970. For import-competing goods, with the overall rate
at close to 31 per cent in 1966 and 1968 and dropping to
20 per cent in 1970, the decline was due entirely to
goods that lend themselves more to import substitution
with their rate falling from 43.6 per cent in 1966 to 42.2
per cent in 1968 and 29.0 per cent in 1970.

The weather and the low price elasticity of supply

of rural products blur the connection between.
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TABLE 6-4.--Net Effective Rates of Protection, 1966, 1968
and 1970
1966 1968 1970
l. Food and beverages -13.4 0.9 19.7
2. Tobacco -21.5 -45.0 -56.8
3. Textile products 57.9 54.2 46.3
4. Apparel 8.0 2.3 - 4.8
5. Wood products -13.3 -12.1 8.2
6. Paper and paperboard 29.2 27.5 28.8
7. Chemical products 29.7 52.6 46.2
8. Petroleum products -11.7 -15.6 -17.8
9. Rubber and products -15.0 12.0 - 0.1
10. Leather products -11.3 - 8.1 - 3.3
11. Stone, clay and glass 86.7 79.1 58.0
12, Metals 23.9 27.8 7.7
13. Vehicles and machinery 42.9 32.8 18.4
14. Electrical products 31.9 23.7 17.1
15. Agricultural products -12.5 - 1.6 3.9
Weighted Totals

1. Manufacturing 21.5 23.4 18.9
2. Manufacturing (except food) 29.5 28.5 18.7
3. Food and agriculture -12.8 - 1.0 8.0
. Exports goods (E) -12.8 - 1.5 7.1
. All import competing goods 31.3 30.4 20.0

. Import competing--resource
limitation (ICRL) 43.6 42,2 29.0
4, Other import competing (IC) -12.3 -11.5 -11.7
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discrimination and rural exports. However, despite the
low price elasticity of demand for imports, changes in
rates of discrimination against imports were reflected
in the level and composition of imports. The normal
expectation is that a decrease in net effective protection
will reduce the incentive to import substitute for a good
and will bring a higher import/consumption ratio.l> Based
on constant peso figures, column (1) of Table 6-5 indicates
that from 1966 to 1968, the import/consumption ratio, like
the rate of net effective protection of import-competing
goods, hardly changed at all. Between 1968 and 1970,
however, with a decline in net effective protection, the
ratio rose from .09 to .10. For individual industries,
changes in net effective protection explain the variation
in the import-consumption ratio. Of the fourteen cases
from Table 6-5 where we can compare changes in net effec-
tive protection and the import-consumption ratio, in nine
they move in opposite directions and in three of the
others (wood, metals and stone, clay and glass between
1966 and 1968) both changes were quite small. In no case
did the two figures experience a significant change in
the same direction.

On the basis of these rates and the increases in

the Argentine ratio of rural to manufacturing prices since

13Domestic consumption is calculated as the ratio
of imports to home production minus exports.
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1970, the level of discrimination against traditional
exports has declined steadily and by 1973 had begun to
affect rural production and exports. The level of dis-
crimination against imports in import-competing industries
declined noticeably between 1968 and 1970, and though the
change in the import/consumption ratio was slight, it |
signified a move toward greater import competition. 1In
late 1971, however, when the loss of foreign exchange began
to threaten the capacity to import, the substantial tariff
and non-tariff restrictions which were instituted raised
the level of discrimination against imports in 1972.
Relative to the first three quarters of 1971, the
comparable figures for 1972 suggest a declining import/
consumption ratio as dollar imports fell 4 per cent
despite the inflation experienced by Argentina's chief
trading partners.

In discussing changes in the structure of protec-
tion between 1966 and 1970, three measures have been
employed:

(1) rates of effective protection
(2) the ratio of the Argentine to the world terms
of trade between primary and manufactured
products
(3) import/consumption ratios
The terms of trade and the import/consumption ratios all

support the conclusions suggested by the rates of
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effective protection. On the import side there was some
reduction in the bias against imports in import-competing
industries between 1968 and 1970, though with little
impact on the import/consumption ratio. Given that
another feature of the plan was to maintain or increase
employment as workers in inefficient state enterprises
were transferred to the private sector, this was not a
time in which the authorities were going to allow a flood
of imports great enough to have a noticeable effect on
domestic employment. With the sluggish price responsive-
ness of the rural sector, the steady decline in dis-
crimination against exports did not significantly affect
production and trade until 1973.
Discrimination Against Exporting and in
Favor of Domestic Production
In estimating the third form of bias, that against
exporting and in favor of domestic production, adjustment
for the overvaluation of the exchange rate due to existence
of trade restrictions is not a concern since the compari-
son is between two types of domestic value added. This
bias, Zi' is the ratio of the percentage excess of
domestic value added in import substituting over that in

. 14
exporting:

14Balassa, The Structure of Protection, p. 332.




i
1 Pi
where
8; = the sum of all export subsidies minus the

sum of all export taxes on product i

This bias will exist to the extent that the subsidy for
exporting, Si' does not cover the difference between the
domestic price, Pi' and the world price, Pi/1+Ni.

In the actual measurement of the bias, the main
difficulty was in determining the total subsidy for an
industry arising out of several different measures which
boost the price obtained for export sales. The principal
types of subsidy were:15

(1) a drawback scheme designed to refund import taxes
on imported inputs

(2) subsidies designed to overcome higher costs due
to internal taxes

(3) exchange rate policies which affected the prices
received for manufactured exports without altering

their domestic prices.

15The range of export promotion measures are

described in Ministerio de Economfa y Trabajo, Cémo
Exgortax, Secretaria de Estado de Comercio Exterior,
I} pp. 23-32.
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The drawback scheme had been in effect since 1960
and allowed individual producers to petition the National
Board of Industry to determine the cost of necessary
imported inputs relative to the overall cost of production
and to fix the size of the drawback. Since drawbacks
involve a fairly small sum, the assumption has been made
that each industry paid the average nominal tariff on
its imports and the drawback was determined by multiplying
this tariff by the import coefficient for the particular
industry.

The other direct subsidies came in two forms.
According to the first, for the great majority of manu-
factured exports a certain percentage of the f.o.b. price
was paid to the producer. 1In 1966, these subsidies were
6, 12, or 18 per cent depending on the degree of processing
of the product. After being discontinued at the time of
the March, 1967 devaluation, a 12 per cent subsidy was
restored at the end of the year for a slightly different
set of products. The second direct subsidy was also
inaugurated at the end of 1967 and gave the exporters of
these designated manufactured products a reduction in
their income tax liability of 10 per cent of the value
of these promoted exports. Since the average tax is about
one-third of the tax liability, the overall subsidy has
been increased by 3.3 per cent to take account of this

measure.
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Between 1966 and 1968, however, the principal
stimulus to exports came through exchange rate changes
which far exceeded the rate of increase of domestic
prices. Measures that influence the bias against exports
through changes in domestic price indexes are captured
by Loser's rates of nominal protection. Where the price
of good i rises faster than the price index for all
goods, nominal protection is increased and the ratio of
value added in domestic production to that in exporting
will rise. But what Loser's figures do not capture are
deviations of the overall implicit exchange rate from the
actual exchange rate received by exports. Since in 1959
there had been a substantial devaluation as the exchange
rate was freed to find its own level, 1960 was taken as
a base year in which there was no exchange rate dis-
crimination against exports. The subsidies were adjusted
by the difference between the implicit and nominal ex-
change rate arising since 1960. With a subtraction of
27.0 per cent in 1966 and of only 3.5 per cent in 1968,
between these two years export earnings for manufactured
products got a substantial boost from the exchange rate.
By 1970, the subtraction had risen to 6.7 per cent,
somewhat lowering the exchange rate stimulus.

Of the three types of protective discrimination,

the bias against production for export experienced the
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greatest reduction. The rates of bias and the overall
subsidies for 1966, 1968 and 1970 are contained in
Table 6-6.

Between 1966 and 1968 most of the impetus given
to increasing exports came from the 40 per cent deval-
uation which was compensated for only in the case of
traditional rural products. Since the drawback scheme
remained unaltered and subsidies amounting to about
15 per cent were eliminated at the time of the devalua-
tion and restored in early 1968, the export incentive was
in the devaluation and the differential impact of the
export taxes and subsidies. Columns (1) to (3) give the
total subsidies adjusted for the impact of the exchange
rate. For 1966, the failure of the exchange rate to keep
pace with domestic prices between 1960, in which the
subsidies were zero, and 1966 more than wiped out the
subsidies provided by the promotional measures. Between
1966 and 1968, while the introduction of export taxes in
1967 greatly reduced the exchange rate stimulus provided
to food and agricultural products, for the other indus-
tries, with minor deviations due to the differential
impact of the direct subsidies, the total subsidies
increased by about 25 per cent. 1In 1970, the subsidies
were lower due to: (1) the failure of the devaluation
of June 1970 to compensate for the inflation that had

occurred since 1968, and (2) a reduction in the overall
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subsidy at the time of the June 1970 devaluation from
15 per cent to 6 per cent.

As the rates in columns (4) and (5) of Table 6-6
show, between 1966 and 1968 the bias against exporting as
opposed to domestic use declined in every industry but
agriculture. To a lesser degree than agriculture, the
export taxes on processed foods countered the exchange
rate subsidy and yielded a relatively small reduction of
the bias. While the export tax on hides and skins rose
from 11 to 19 per cent, the leather industry taken as a
whole benefitted from the subsidy increase and the bias
was lowered considerably. The decrease for tobacco was
the result of a decline in its nominal rate of protection.
Since the domestic price is deflated by the nominal tariff
in order to get the domestic currency equivalent of the
world price, a lower tariff will reduce this bias.

For the import-competing industries, the reduction
in the bias against exporting depended on the size of the
subsidy and the change in the nominal tariff. By 1968,
despite substantial reductions, the bias remained high on
textiles and stone, clay and glass products which still
had nominal tariffs of 46 to 52 per cent respectively and
on chemicals on which nominal protection has risen from
33 to 37 per cent. Though the rates on wood, petroleum
and rubber were reduced further, these industries could

not be expected to provide a significant addition to
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manufactured exports. And while the bias against apparel
exports was greatly lowered, the tariff policies of other
countries severely limit export opportunities here. 1In
the remaining import-competing industries (paper, metals,
vehicles and machinery, and electrical products), high
discrimination was reduced to levels which might permit a
significant increase in industry exports.

A preliminary inspection indicates that the
reduction in discrimination against exports of non-rural
products increased their sales significantly between 1966
and 1968. Though weather affected the supply of tradi-
tional crop exports, exports of processed foods and manu-
factures expanded by 51.3 per cent. While most of the
absolute rise came from prepared meat products, due more
to new sanitary requirements than to promotion measures
exports of specifically promoted products grew from 95
to 157 million dollars.

Two-thirds of this increase came from the four
import-competing industries which make up 40 per cent of
value added in manufacturing and for which the bias was
brought well under 160 per cent. Most of the other manu-
factured exports experienced increases that were small in
absolute terms but high relative to insignificant
previous levels. Thus, manufactured leather products

rose only 9 million dollars but by 95 per cent.
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This examination suggests some success for the
combined exchange rate and promotion measures in obtaining
the expansion of non-traditional manufactured exports
through price incentives.16 It might seem likely then
that fiscal export measures for manufactures are a
promising source of foreign exchange earnings. The
results for the 1968-1970 period, however, raise some
doubts. As can be seen in Table 6-7 which contains
dollar exports for subsidized industries, despite
increases in the 1970 discrimination figures for chemicals
and leather products, the exports of these two industries
expanded by 21 and 103 per cent respectively. At the
same time, further reductions in the bias against exports
of metals and vehicles and machinery also brought in-
creases of 20 and 91 per cent respectively. This con-
flicting evidence regarding the price responsiveness of
manufactured exports plus several cases in which sub-
stantial reductions of the bias failed to increase
exports suggested the worthwhileness of a regression
analysis designed to identify the factors to which
manufactured exports do respond.

John Eriksson did such a study for the 1951-1965
period. With a price elasticity of supply of only .84,

most of the fluctuation in exports of manufactures came

16With an increase in subsidies of 25 per cent,
the 65.3 per cent increase in manufactured exports
between 1966 and 1968 would imply a price elasticity of
2.6.
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TABLE 6-7.--Dollars Exports of Subsidized Industries
(in Millions)

1966 1968 1970

l. Food and beverages - - -
2. Tobacco 0.0 0.0 0.2
3. Textile products 0.8 2.9 4.6
4. Apparel 0.1 0.2 .4
5. Wood products 0.0 0.2 0.1
6. Paper and paperboard 11.2 16.9 16.9
7. Chemical products 24.9 32,0 39.0
8. Petroleum products 13.8 10.8 7.3
9. Rubber and products 1.0 4.6 7.8
10. Leather products 9.2 17.9 36.4
ll. Stone, clay and glass 0.5 1.0 2.3
12, Metals 11.9 32.5 39.2
13. Vehicles and machinery 17.2 30.5 58.3
1l4. Electrical products 3.4 5.3 8.2

15. Agriculture products - - -

Sources: Based on data in various issues of Comercio
Exterior C, INDEC, and Intercambio Comercial
Argentino Seguin C.U.C.I., INDEC.
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from a positive correlation with total world exports and a
negative one with domestic production of manufactures.17
This negative correlation would correspond to the "vent-
for-surplus" explanation of exports which argues that while
production may be basically geared to home demand, the
ability to increase participation in world trade in time

of domestic recession gives the producer some freedom from
fluctuations in home demand.

As was shown above, it was only in the years 1967
and later that the promotion measures succeeded in re-
ducing the discrimination against production for export.

By including these years we would hope to gain a better
picture of the price elasticity of supply of manufactured
exports. Also, with the founding of the Latin American
Free Trade Association and the gradual reduction of tariffs

within the association, dollar exports to LAFTA were in-

cluded as a proxy variable for the impact of LAFTA on

17John R. Eriksson, "E1l Comportamiento de la
Exportacién de Manufacturas en la Argentina, 1951-1965,"
Desarrollo Econémico, IX, No. 36 (January-May, 1970),
PP. 553-80. With manufactured exports in millions of
1960 pesos (pE) as the dependent variable, Eriksson
employed as the independent variables: (1) F = the effec-
tive rate of exchange adjusted for subsidies and deflated
by an index of unit labor costs; (2) Q = an index of
manufacturing production; and (3) W = world exports in
billions of dollars. His best result was as follows:
In pE = -.448 - 2,037 1n Q + 2.915 1n W + 0.840 1In F
(0.673) (0.516) (0.256)

R? = .872
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manufactured exports.18 After testing with different

alternatives, world exports of manufactures were selected
as the world trade variable and the wholesale price index
as the deflator of the effective exchange rate.

Employing yearly data for the period 1951 to 1970,

the results were as follows:

(1) pE = -5.86 - 1.14 Q + 2.18 W _ 1.65 FopT
(0.22) (0.21) (0.53)
R% = .967 D.W. = 1.92 degrees of freedom = 16
(2) pE = -24.16 - .99 Q + 1.91 W + 2.02 FopT
(0.23) (0.27) (0.58)
+ .07 L
(.05)
R% = .969 D.W. = 2.05 degrees of freedom = 15
where,
pPE = manufactured exports in millions of 1960
pesos
Q = an index of real manufacturing production
in Argentina
W = world manufactured exports in billions
of dollars
18

While some progress toward trade liberalization
has been made within LAFTA, the pace has been painfully
slow due to the fears of some of the less industrialized
countries that they will lose more than they will gain.
The preferences granted by Argentina are probably typical,
and Bell, using world trade weights, estimated that by
1969 relative preferences for LAFTA imports into Argentina
were 8 per cent vis-a-vis third parties. See Harry H.
Bell, Tariff Profiles in Latin America: Implications for
Pricing Structures and Economic Integration (New YOrk:
Praeger, 1971), p. 20.
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FWPI = the net effective exchange rate adjusted
for subsidies and deflated by wholesale
prices

L = Argentine exports to LAFTA in millions

of dollars

With a very high R? in each case and Durban-Watson
statistics close to two, these equations point to world
exports of manufactures as the most significant determinant
of Argentine manufactured exports and home demand for pro-
ductive capacity as another major influence. In equation
(1), though the exchange rate coefficient is significant
at the 0.7 per cent level, it implies a price elasticity
of supply of manufactured exports of only .6 and its
elimination from the equation causes only a slight reduc-

2 (from .972 to .956).19 In equation (2),

tion in the R
the addition of exports to LAFTA countries as a variable
also adds little. While the exchange rate elasticity rises
to .73 and the L coefficient is of the correct sign, it is
only significant at the 17.0 per cent level. The lack of
significance of the L coefficient would appear to be due
partially to the modest degree of trade liberalization
achieved thus far in LAFTA and partially to the high degree

of correlation between Argentine exports to LAFTA and world

exports of manufactures. The price elasticity might be

19The price elasticity of supply, .6, is the
price coefficient, 1.65, divided by the ratio of mean
of the dependent variable, 42.1, to the mean of the
price variable, .153.
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somewhat higher if the price variable could incorporate
the impact of tariff reductions within LAFTA and other
incentives such as cheaper credit for exporters, but these
incentives were simply not large enough to make a notable
difference.

The conclusion indicated then is that the strong
increase in manufactured exports between 1965 and 1971 was
only marginally due to the promotion measures. Other than
exports to LAFTA, the regression variables for 1965-1970
are given in Table 6-8. In terms of equation (1) the
coefficient for world exports of manufactures indicates
that an increase of one billion dollars has brought an
increase in Argentine manufactured exports of 218 million
1960 pesos (2.8 million dollars). Each one point increase
in the production index (2,304 million 1960 pesos) has
brought a decline in manufactured exports of 114 million
1960 pesos. This equation gives price measures a very
minor role in the more than three-fold increase in these
exports between 1965 and 1970. Between 1965 and 1968,
when the net effective exchange rate increased by 29 per
cent, a supply elasticity of .6 called for an increase in
exports of 1,190 million pesos. The increase in world
exports would be expected to provide a further increase of
6,870 million and the higher domestic production would
bring a reduction of 1,600 million. These changes sum to

a rise of 6,257 million as opposed to an actual increase
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of 6,398 million. From 1968 to 1970, the 16 per cent
decline in the net effective exchange rate called for a
decline of 1,027 million while domestic production and
world trade increases specified a decline of 3,477 million
and an increase of 8,764 million respectively, summing to
4,260 million. The actual increase was 4,839 million.
These figures suggest that the subsidies brought
an increase in foreign exchange earnings of less than their
own domestic currency equivalent. For the most part they
served as windfall gains to manufacturers of products that
would have been exported anyway in response to the doubling
of world trade in manufactures between 1965 and 1970.
Stern has pointed out that in the early 1960's
many less developed countries ran into serious foreign
exchange difficulties because of heavy dependence on an
autarkic strategy of import substitution. Seeking a solu-
tion through the promotion of manufactured exports, they
generally offered subsidies to overcome the inefficiencies
introduced through import substitution efforts rather than
moving toward a restructuring of the economy. Though up
to 1967 Argentina was typical of such countries in that
export promotion measures were enacted within an overall
strategy of import substitution, the 1967 plan explicitly
linked tariff reform and export promotion. The complex
of measures was designed to do no more than put the

Argentine manufacturer on an equal competitive footing
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with his international competitors; (1) the tariff reform
was to force a move toward greater efficiency in the import
substituting industries by increasing the pressure of
import competition; (2) the subsidies were designed to
overcome the higher costs the internal producer encounters
by paying import tariffs and internal taxes; (3) the
compensated devaluation was to deal with the disadvantage
the exporting manufacturer experienced through a consis-
tently overvalued exchange rate.

The last two types of measures, both of which
directly increase the peso return for exporting, were
fairly successful in 1968 but somewhat less so in 1970.
All through this period, if they were willing to wade
through a great deal of red tape, exporters were able to
get back the tariffs they actually paid on imported
inputs. While in 1966 the subsidies subtracted from the
sum of the exchange rate disadvantage and internal taxes
still left production for export at a 22 per cent disad-
vantage relative to production for domestic use, in 1968
exporting enjoyed a 1 per cent advantage and in 1970 an
8 per cent disadvantage. Thus these forms of discrimina-
tion were eliminated in 1968 and had begun to creep back
in again in 1970. The lowering of the bias arising from
internal taxes was not uniform since the tax level varied

from industry to industry but the subsidies did not.
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The efforts to increase productive efficiency
through changes in the structure of protection have
already been treated. The declines in nominal tariffs,
averaging 7 per cent in the 1966-68 and 1968-70 periods,
also reduced the difference between the prices obtainable
in exporting and in domestic production. Though between
1966 and 1968 this reduction combined with the subsidies
to decrease the bias against production for export,
between 1968 and 1970 the decrease in those subsidies
cancelled out the lower nominal protection.

The evidence seems to indicate then that even with
the modest changes that did take place in the domestic
allocation of resources, the inefficiency of the manufac-
turing sector is such that attempts to increase foreign
exchange earnings through direct subsidies will be very

expensive in terms of domestic resources.

Summary and Conclusions

The opening of the economy to trade basically
involved the reversal of discrimination against domestic
production for export. The major shifts in effective
protection were the much higher relative ranking of pro-
cessed foods and the higher net effective protection for
all food and agricultural products. Despite domestic
terms of trade ever more favorable to the rural sector,
due to the limited price elasticity of supply and the poor

weather conditions, this resulted in very little increase
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in agricultural supply until 1973. The 200 per cent expan-
sion of manufactured exports that did take place between
1966 and 1971 was basically due to expanding world trade
in manufactured products. Tests of their price elasticity
of supply suggest that attempts to expand these exports
through direct subsidies are highly inefficient. On the
import side, the combination of the price agreement and
compensated devaluation lowered net effective protection
and reallocated resources in a manner consistent with a
strategy of continued import substitution for intermediate
type products. However, there was little increased compe-
tition from imports which might slow down domestic produc-
tion or add to unemployment.

The failure of exports to expand meant that after
the return of rapid inflation brought a substantial capital
outflow in 1971, minimal foreign exchange reserves had to
be protected by tight tariff and non-tariff import restric-
tions through 1972 and early 1973. 1In 1973, the continued
high.relative rural prices and the higher world price for
meats and grains gave promise of a rise in exports from

1.8 billion in 1972 to 3 billion in 1973.



CHAPTER 7

STABILIZATION POLICY, 1967-1971:

THE RESULTS ACHIEVED

Introduction

Through 1969 the plan succeeded in achieving the
basic economic goals initially laid down. The highly
organized labor unions, however, were less conscious of the
macroeconomic criteria of stable prices, growth and balance
of payments surplus, and more aware of meager wage gains
and their inability to participate in any bargaining
process over work and wage conditions. For this reason
economic policy was conducted in an atmosphere of continual
strife, occasionally flaring up to great intensity when
labor and student protests resulted in civilian deaths.l
This struggle reached crisis proportions in June of 1969

when widespread rioting in the city of Cérdoba forced con-

cessions from the government, including the resignation

lThe sequence of these events is described in
Andrew Graham-Yooll, Tiempo de Tragedia: Cronologia de
la Revolutién Argentina (Buenos Aires: Ediciones de la
Flor, 1972).

184
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of Krieger Vasena as economics minister. Nevertheless,
while the wage increases that year reflected the desire to
pacify the urban worker, the basic direction of economic
policy remained unchanged through most of 1970, and the
unchallenged control of the military insulated economic
policy from being greatly affected by the street
confrontations.2

In setting policy for 1970, Vasena's successor,
Jése M. D. Pastore, announced the continued commitment to
the essentials of the stabilization plan. Given the high
level of reserves and the low rate of inflation, the
exchange rate would not be modified nor would there be a
wage increase beyond the 7 per cent increase previously
promised for March. His forecast was for no increase in
inflation, a 6 per cent growth rate and a $250 million
trade surplus.3 No sooner had these pronouncements been
made, however, when higher food prices set up a contest of
wills between the government and the principal labor unions
over wage increases. During 1970 and 1971, discontent
with the rising cost of living and with military rule

intensified the struggle over income shares. This unrest

2An ad hoc treatment of the policies designed to
control inflation in this early period is contained in
Juan Carlos De Pablo, Politica Antiinfacionaria en la
Argentina, 1967-1970 (mimeographed). Here, as elsewhere,
he argues that Argentine inflation is endemic and should
be institutionalized.

3The First National Bank of Boston, The Situation
in Argentina, February 2, 1970, Buenos Aires, p. l.
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and the frequent changes in government created uncertainty
about stabilization policy and thus invited inflationary
expectations. While Moyano Llerena, economics minister
from June to October of 1970, showed a clear commitment to
the policies he helped formulate in 1967, his successor,
Aldo Ferrar, was more inclined to see Argentine inflation
as a problem of economic development to be attacked by
modernizing the economic infrastructure. While reaffirming
the incomes policy, he cited some of the price measures,
particularly the lowering of relative meat prices, as
detrimental to future supply.4

The measures designed to bring about short-term
changes in inflation, output and the balance of payments
are discussed here in terms of the economic relationships
of Chapter 2. The individual treatment of each of the
policy goals is preceded by a summary discussion of the
whole stabilization effort.

Summary on the Impact of the 1967
Stabilization Plan

Even though the military government in Argentina
was nof in serious danger of popular overthrow, the tenure
granted any particular military president by his peers had
much to do with his ability to keep order and to appear to

be following a promising economic policy. This, plus the

4The Situation in Argentina, February 1, 1971,
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desire of the military to justify its seizure of power,
created the need for short-term economic success. While
the plan that was formulated involved both long and short-
term strategies, the implementation tended to stress the
short-term in a way that eventually contributed to the
longer-term failure of the program.

The quick success of the anti-inflationary policy
supports the contention that inflation was caused by
competitive pressure from the different economic groups
for a larger share of the national income. Once the
industrial sector agreed to'link price hikes to cost in-
creases, it was a relatively short time before the now
fixed wage and exchange rates limited further increases
in non-rural domestic prices. The problem here was that
setting a wage rate in April 1967 that would last until
the end of 1968 and, in the same breath, promising to
maintain relative income shares was equal to a bet that
prices would rise at the anticipated rate. When in fact
they rose more rapidly, the decline in real wages was
limited by a reduction in the relative price of beef of
6 per cent in 1967 and 9 per cent in 1968.5 Given the

perverse short-term supply response of beef, such a policy

5The introduction of export taxes on beef in
March 1967 gave the government the ability to lower
relative beef prices by not reducing the taxes when other
domestic prices rose more rapidly than that of beef. The
relative price index discussed here is the peso price per
live kilo divided by the cost of living.
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had to be pursued carefully lest it lead to a decline in
herd size and a future decline in beef production. Even
with the slower rate of industrial price increases and
efforts to support the real wage, the burden of the
stabilization plan fell on the wage earner. Though per
capita income expanded, the real family wage was consis-
tently below its 1966 level.

What was noteworthy about growth policy in 1967 was
the success, in contrast with past stabilization efforts,
in avoiding a downturn in domestic product. The manipula-
tion of short-run capital flows created an additional source
of liquidity not restricted by the IMF agreement and, by
means of the devaluation and export taxes, the government
was able to move toward a balanced budget without reducing
its real spending and without having a negative impact on
private spending. Thus it was possible to pursue a mildly
expansionary monetary policy and to maintain real federal
spending while seeming to pursue the traditional anti-
inflationary policies of restricting Central Bank lending
to the federal government and cutting the treasury deficit.

In 1968 with the rate of inflation under control,
monetary-fiscal policy became more expansionary. The
decline in the official budget deficit of from 1.7 to
0.7 per cent of gross domestic product concealed the fact
that the deficit for the total government impact on the
economy rose from 1.3 to 1.9 per cent of gross domestic

product. The real boost, however, came from monetary
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policy as the lowering of reserve requirements permitted

an 18.6 per cent increase in the real supply of money.
Since the undervaluation of the exéhange rate in 1967 had
produced the hoped for inflow of short-run capital, the
greater ability to import and the increase in credit during
a wage freeze produced the increase in non-rural output
that our supply function would predict. The rate of
growth of real non-rural output went from 2.2 per cent in
1967 to 6.2 per cent in 1969 . and with the same favorable
conditions, to 8.6 per cent in 1969.

Agricultural output proved less responsive to the
increases in real credit. The policy toward agriculture
was to stabilize relative prices at their 1966 level and
to use credit expansion to stimulate production. The
implicit assumption was that 1966 prices were high enough
for such a strategy to work, but, despite constant rela-
tive agricultural prices, output stagnated between 1966
and 1969. The problem was the choice of 1966 as the norm
for relative prices. 1In 1963-1964, relative agricultural
prices much higher than the 1966 level had been accompanied
by a rapid expansion of agricultural production. What was
apparently the case in the 1966 to 1969 period was than an
unsuccessful effort was made to substitute a large increase
in real credit to the agricultural sector for lower rela-

tive prices.
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By early 1969, the considerable success in
achieving the goals of the plan clearly validated the
short-run strategy. Without restricting the ability to
import and with a limited impact on domestic prices, the
compensated devaluation had drawn in enough short-term
capital so that the reserve position was strong. At the
end of the first quarter of 1969 reserves were almost
three times the value of imports for that quarter. With
the wage freeze and an exchange rate that had been constant
for two years, inflation was proceeding at a very moderate
rate. The wholesale price index averaged a 9.6 per cent
increase in 1968 after a 25.6 per cent rise in 1967. The
declining rate of inflation was consistent with a strong
expansion of real credit which had a highly favorable
impact on non-rural output.

The long-run strategy was faring less well. 1In
the price realm, after the incomes policy succeeded in
damping inflationary expectations, the plan called for
domestic market forces, aided by increased import compe-
tition, to dictate relative price increases. However,
because the incomes policy had shifted income away from
the wage earner, union demands for wage increases were so
high that in September of 1969 decreed wage increases had
to be substituted for the contemplated return to collective
bargaining. There was little doubt that dropping the

incomes policy would revive the inflationary spiral.
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While the use of short-term credit provided effec-
tive stimulation to short-run output and employment, the
stimuli were not present which could generate longer-term
growth from increased foreign investment and manufactured
exports. Further, the analysis of effective protection
showed that the reallocation of resources to increase
productivity was at best minimal and the strategy of
import substitution was continuing.

The reliance on short-term capital inflows had
been a temporary means of overcoming the exchange shortage,
but by 1969 no new source of exchange earnings had emerged.
The failure of credit expansion to increase rural output
meant a deteriorating trade balance since the increased
activity in the non-rural sector was drawing in more and
more imports.

The lack of adequate policy tools began to be a
serious hindrance in the second half of 1969. Dissatis-
faction with military rule and declining real wages
resulted in serious riots in June, 1969, and forced the
resignation of Krieger Vasena. The political unrest was
compounded by higher food prices and rising world interest
rates as the year wore on, giving rise to serious specula-
tion against the exchange rate. Because the policy chosen
to counter the outflow was a cutting back on the expansion

of the nominal money supply in late 1969 and early 1970,
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non-rural output suffered in 1970 and, quite possibly,
rural output in 1971.

The policy of steadily declining relative beef
prices might have been reversed in 1969 when beef produc-
tion took a dangerously large leap upwards, but the other
threats to the stabilization effort were such that a
deliberate increase in meat prices might have collapsed the
whole plan. Instead, a very sharp increase in the price
of meat was forced on the economy when the combination of
depleted herds and rising meat prices in external markets
signalled a move into that phase of the cattle cycle in
which animals are retained on the ranch in order to re-
build herd size. Once inflationary pressure arose from a
source other than policy instruments capable of manipula-
tion, the policy of maintaining relative income shares
became the mechanism for the operation of the inflationary
spiral as higher meat prices called for higher wages which
were quickly translated into higher prices. When, in
early 1971, the minister of economy stated that wage
determination would be returned to the collective bar-
gaining process and that prices did not have to be linked
to specific cost increases, the stabilization program in
the form in which we have been studying it was ended.

Its official demise was not so much a rejection of the
goals but a refusal to administer the inevitable

inflation.
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When inflation began to pick up steam in late
1970, speculative capital flight was successfully countered
by an interest rate differential that drew funds into
Argentina. However, as inflation accelerated in early
1971, the interest rate differential was wiped out by the
rising cost of forward exchange. Seeing that the spot rate
could not be long maintained without the devastation of
exchange reserves through speculative capital flight and
the speculative purchase of imports, an attempt was made
to imitate the Brazilian minidevaluation experiment.
Unfortunately, neither the economic circumstances nor the
judgment with which this policy was bursued contributed
to its success. The rate of inflation was so rapid that
the small devaluations only slowed down the ever greater
overvaluation of the exchange rate. Since domestic
interest rates lagged behind the rate of inflation, the
real cost of holding money in Argentina also climbed
rapidly. Thus the inability to forecast accurately the
inflation and the refusal to deal with its balance of
payments repercussions in terms of appropriate interest
rate and exchange rate policies created strong incentives
to get funds out of the country. The short-run capital
outflow in 1971 cut reserves in half and put the country
dangerously close to having to cease payments.

In sum, then, the 1967 stabilization effort was a

clever short-run strategy which, skillfully taking into
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account some of the special characteristics of the economy,
quickly achieved its short-run goals of increased exchange
reserves, accelerated growth and moderation of inflation.
However, the emphasis on the short-run and the way in which
the policy mix was put together created difficulties

that began to crop up in 1969 and gradually made the plan
unworkable. The level at which relative agricultural
prices were fixed failed to provide an incentive for the
expansion of rural production and, in addition, the decline
of relative meat prices added to short-term stability at
the cost of a serious inflationary stimulus in 1970. The
reliance on changes in the money supply to deal with prob-
lems of internal and external balance involved a conflict
in which non-rural output suffered in 1970. Because wage
demands had been stirred by the steady decline of the real
wage and because import competition had not checked the
domestic producers control of his prices, a planned move
away from the incomes policy was not feasible.

The short-run capital inflows and the incomes
policy had won a temporary respite and were to provide an
opportunity for structural transformation. However, the
urgency with which across the board short-term success
was pursued made the long-term transformation much more
difficult to attain. When the respite was over and the
transformation had not advanced very far, the long-

ingrained inflationary procession quickly took over.
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Price Stabilization

In Chapter 4 it was postulated that fluctuations
in the price level are best explained by changes in the
domestic supply of goods and services and by changes in
three policy variables: the nominal money supply, the
exchange rate and the level of nominal wages. In Figures
7-1 to 7-4, as a way of seeing the effects of policies
designed to limit price level increases, the actual rates
of price variation are presented along with those estimated
by the regressions equations on page 107 of Chapter 4.
Since the goal of price stability was to be achieved by
manipulation of the policy variables as well as through
the price agreement and the compensated aspect of the
devaluation, it would be expected that these last two
measures would introduce some deviation between the actual
and estimated rates of price increase. Figures 7-2 to
7-4 measure these deviations for the component indexes
of the wholesale price index, shown in Figure 7-1.

As can be seen by examining the independent
variables for the inflation regressions, given in Table 7-1,
the measures of the plan would normally have constituted
strong inflationary pressures. 1In the first half of
1967, the average money supply was 18 per cent higher and
the average wage increase in the previous two semesters
had been 15 to 16 per cent. However, the real source of

the estimated acceleration of inflation was a 39 per cent
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Figure 7-1.--Actual and Estimated Rates of Price Increase:
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Figure 7-2,--Actual and Estimated Rates of Price Increase:

Rural Price Index
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Figure 7-3.--Actual and Estimated Rates of Price Increase:
Non-rural Domestic Price Index
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Figure 7-4.--Actual and Estimated Rates of Price Increase:
Price Index of Imported Goods
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TABLE 7-1.--Independent Variables for Regression Equations
on Prices (All variables are percentage changes
in semi-annual averages. The dependent
variables are the wholesale price index and
its three main components.)

Year Semester gﬁ;g{y Ex;g:zge Wages Sg;;??is
1965 1 16.2 9.7 17.6 1.1
2 8.9 10.2 15.2 6.4
1966 1l 14.7 8.1 16.8 -5.3
2 14.5 15.5 14.9 4,1
1967 1 18.0 39.3 15.6 0.4
2 10.0 14.3 9.9 -0.9
1968 1 16.6 0.5 0.0 1.6
2 12.9 0.1 0.0 6.6
1969 1 10.6 0.1 8.0 2.0
2 4.7 0.0 3.6 4.4
1970 1 5.8 1.1 11.5 0.3
2 9.3 11.5 7.5 2.1
1971 1 10.8 1.9 21.7 0.7
2 16.4 27.2 18.7 5.1

Sources: See page 259 of the Statistical Appendix.
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increase in the average exchange rate. Taken all together,
the estimated rise in the wholesale price index was
23 per cent.

Reflecting the terms of the price agreement and the
tax changes on traded goods, the actual rate of inflation
stayed at 12 per cent. As Figure 7-2 indicates, the
greatest deviation took place in the case of rural products
where export taxes rose from 2 to 16 per cent, eliminating
most of the impact of the devaluation on rural prices and
accounting for the bulk of the 18 per cent difference
between the actual and estimated rural price increase. The
deviation is much smaller in the case of the price index
of imported goods where import tax collections fell by
precisely the size of the 6 per cent deviation.

The terms of the price agreement applied prin-
cipally to non-rural domestic prices which were only
supposed to reflect higher costs minus a 3 per cent deduc-
tion as a contribution to the success of the plan. The
13 per cent increase in non-rural domestic prices in the
face of a 21 per cent estimated increase points to the
impact of the agreement.

In late 1967, though the decreasing inflationary
pressure stemming from wage and exchange rate increases
began to lower the rates of price rise for import and
non-rural domestic prices, weather restricted rural

supplies causing sharply higher food prices and a slight
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increase in overall inflation. Through 1968 and 1969 the
anti-inflationary measures were quite effective. The wage
increases granted with the announcement of the freeze were
almost entirely absorbed by the end of 1967 and wages and
the exchange rate were constant throughout 1968. While an
average increase of 18 per cent in the money supply was
managed within the terms of the IMF agreement during 1968,
the economic slack seems to have been sufficient to prevent
a situation of excess demand. The price increases that
did take place stemmed from higher world prices for im-
ported goods, as can be seen in Figure 7-4, and from the
expanded margins of wholesalers whose services were not
covered by the price agreement.

The success in lowering the rate of infiation was
greater than that in maintaining relative income shares.
Table 7-2 contains the ratio of rural to non-food manu-
facturing prices and indexes of real wages for single and
family workers. Due to export tax cuts on some products
and the short supply of others, rural prices made a slight
gain on the prices of manufactured goods, with the ratio
reaching 103.9 per cent of its 1966 level in the last half
of 1968. For real wages, however, the small initial gains
were more than eliminated by the unexpectedly high food
prices at the end of 1967. Despite a 7 per cent deduction
in the social security tax in January 1968, by the end of

the year the combination of the wage freeze and even slowly
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TABLE 7-2.--Indicators of Changes in Relative Incomes
(1966 = 100)

Internal Terms

Real Wage Real Wage of Trade
vear semester  fra feral T T ramals
Worker Worker Non-Ru;al Domestic
Domestic Exc. Food
1967 1 104 100 97 97
2 97 92 105 109
1968 1 98 94 101 105
2 94 91 99 104
1969 1 98 96 100 102
2 98 94 108 114
1970 1 104 98 102 109
2 101 95 110 126
1971 1 103 92 111 132
2 104 94 118 137

Source: Based on data in various issues of Informe
Econfémico and B&Sletin de Estadfistica.
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rising prices reduced real wages for single workers to
94 per cent of their 1966 level and those for married
workers to 91 per cent. Thus in 1967 and 1968 while
relatively high agricultural prices continued to gain and
the industrial producer was able to pass along all cost
increases and received substantial increases in bank
credit at negative real rates of interest, the burden of
the stabilization effort was falling on the industrial
worker. Efforts were made to raise the real wage in 1969
but a rise in food prices with supply shortages in late
1969 took away the marginal wage gains and moved the
domestic terms of trade further in favor of agriculture.
In the second half of 1969, unfavorable rural supply con-
ditions again caused a sizeable difference between the
actual and estimated rate of rural price increase. The
actual non-rural price increase for the same period was
5 per cent above the estimate of a -1.4 per cent change
due to the fact that the negative coefficient for money
supply two periods earlier more than overcame the impact
of higher wages on the estimate.

Despite the higher wages and rural prices in 1969,
a good harvest at the beginning of 1970 and the continued
observance of the price agreement lowered the increase in
the wholesale price index from 6.5 per cent in the last

half of 1969 to 3.2 per cent in the first half of 1970.
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As Figure 7-2 indicates, the principal factor was a reduc-
tion in the rate of rural price increase from 13.4 to -0.7
per cent. After early 1970, the'stabilization effort
quickly came apart with a series of wage and exchange rate
increases resulting in higher actual and estimated manu-
facturing and rural prices.

While the appearance is that the authorities lost
the nerve to pursue the anti-inflationary effort, the real
problem lay in the cumulative impact of three years of
relatively low beef prices followed by a surge in the
export price. The discussion of agricultural supply in
Chapter 3 treated the perverse response of beef producers
to higher prices as they restrict supply in order to build
up herds and take greater advantage of the higher prices.

Figure 7-5 illustrates this relationship for the
period 1958 to 1971. Though the overall incentives for
agricultural production were adequate in the 1967 to 1969
period, the 1l per cent increase in the ratio of cereal to
non-rural domestic prices between 1966 and 1969 was balanced
out by a 7 per cent decline in the ratio for livestock
prices which translated into a 17.2 per cent decline in the
ratio of beef prices to the cost of living. Thus, the
slow rate at which export taxes on meat were reduced
caused a decline in relative domestic meat prices and

made a distinct contribution to the early success of the
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anti-inflationary measures. One of the clear advantages
with which this stabilization effort began was that 1964
and 1965 had been years of high world prices and low
domestic production with the consequent building up of
herds. Despite increased beef production in 1966, the
plan was undertaken with large herds. Due to the diffi-
culties in marketing beef abroad in 1968, lower prices
were accompanied by only moderate increases in production
and, at least according to current estimates, increases

in herd size. However, in 1969 the opening of European
markets and the growing domestic demand for beef combined
to increase sales and cause a rapid reduction in herd size.
There was no real attempt to offset the increased beef
production with higher prices since coming at the same time
as higher crop prices, wage increases and a large outflow
of speculative capital, the higher beef prices could easily
have signalled the demise of the whole plan. When the
official census of June, 1970, revealed the extent of the
herd reduction, rising external beef prices were adding

to the incentives to retain cattle in order to build up
herd size. Despite higher dollar prices, domestic prices
rose slightly faster due to the price inelastic demand for
beef and a higher percentage of the shrinking domestic
production went to domestic consumption. Beginning with

September, in order to limit the loss of foreign exchange
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earnings and to keep the exporting meat packers from
complete bankruptcy, increasingly severe restrictions were
placed on domestic consumption.6 Nevertheless, the damage
was already done. By allowing beef prices to decline
relatively up to 1969, the authorities had precipitated a
significant reduction in herds. When external prices rose
in 1970, with a larger cattle stock, the authorities could
perhaps have tried to moderate the impact on domestic
prices through export taxes. However, with a serious
domestic shortage, export taxes would only have increased
the squeeze between rising internal and less rapidly rising
external prices faced by the meat exporter.7 Thus the
moderate contribution to price stability obtained by
declining relative beef prices was won at the price of
much greater boost to inflation in a later period.

The relationships of actual to estimated price
increases conceal the extent to which the higher prices
originated in the livestock sector. 1In 1970, crop prices
did not rise at all and in the manufacturing sector, non-
food prices averaged 5 per cent higher while those for food

products rose 28 per cent. The 34.3 per cent increase

6The Situation in Argentina, November 2, 1970,
p. 3. During September and October the reduction in
slaughtering for domestic consumption was successively
increased from 15 to 20 and then 30 per cent.

7Due to the capital investment required to satisfy
the sanitary regulations for exporting, production for
export is a separate industry.
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in average meat prices for 1970 not only provided a

serious boost to inflation by itself but by further dis-
torting the relative income balance, the workings of the
inflationary spiral were once again set in motion. Between
the first and second halves of 1970, the ratio of rural

to non-food manufacturing prices went from 108.9 to 126.4
per cent of its 1966 level and real wages, which in the
first half were approximately at their 1966 level, declined
3.5 per cent. Another compensated devaluation, this time
of 14 per cent, had little impact on rurai prices but
lifted the rate of expansion of imported prices from 6.5
per cent in the first half of 1970 to 12.7 per cent in

the second.

The rapid price expansion of 1971 represented the
efforts of the labor unions and the industrial sector to
resist further declines in their relative income shares in
the face of continually rising rural prices. Moving away
from the price and wage restraints of 1967-1970, the govern-
ment announced that it would not set maximum prices for
goods other than consumer staples and wages increases were
once again negotiated through collective bargaining.
Massive wage increases and rapidly expanding manufactured
goods prices were merely attempts to maintain real wages
and to slow the rate of decline of relative industrial
incomes. 1Inflation continued unchecked through early 1973

when, with good crops and cattle herds more than 20 per
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cent higher than their June 1970 levels, an incomes policy
was again resorted to with some hope that rising rural
prices would not ruin attempts to regulate relative income
shares. The problem of continually rising world prices
for beef remains but with an adequate domestic supply
there is some leeway for the use of export taxes without
eliminating the supply of meat for export.

Two further aspects of the price stabilization
measures should be considered, namely the differential
impact of the price agreement and the role of monetary
policy. An examination of the implicit price deflators
of the different sectors that produce the gross domestic
product shows up the uneven impact of the price control
measures. Specifically included in the plan were manu-
facturing and mining products at the level of the producer.
The government also owns and sets the price of basic
utilities. Once the exchange rate has been set, policy
makers maintain some control over the prices of crops
which are sown annually through support prices and through
export tax changes. Not included in the agreement and
beyond control are distribution and retailing, construction,
services and the prices of many agricultural products such
as fruits, vegetables and dairy products. Table 7-3 gives
an indication of the way various industries reacted to the
price measures. The companies in categories 5 through 9

were much less governed by the price regulations, nor in
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many cases were their workers specifically included in
the wage control measures.

In 1967, the highest increases in the implicit
price deflators can be traced directly to the stabilization
measures, since the steep January increases in utility
prices were responsible for the 37.8 per cent increase
in the implicit price of electricity, gas and water. The
lowest increases were in agriculture, where the export
taxes limited the price increases derived from the deval-
uation, and in mining and manufacturing, both dominated by
firms in the price agreement. By focusing on mining and
manufacturing the price agreement consistently disadvan-
taged them relative to the service industries. Weighting
by share of the gross national product in 1966, the
implicit price deflator for mining and manufacturing
increased by 34.6 per cent between 1966 and 1969 while
that for the service industries together with wholesaling
and retailing grew by 58.3 per cent. Though implicit
prices are not available beyond 1969, the success of the
price agreement in controlling manufacturing and mining
prices in 1970 would suggest that the trend continued as
long as the agreement was operative.

The interrelationship between money supply in-
creases and rising priceé was discussed in Chapter 4 where
in place of Diz's hypothesis of an initial overshooting of

prices and later deceleration, an explanation was offered
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which linked the money coefficients in the price equation
to the characteristics of the Argentine inflationary
cycle. The economic performance of the 1967-71 period
strongly reinforces this explanation. Figure 7-6 shows
the semiannual percentage increases in money supply and
wholesale prices for the 1959 cycle as well as the period
with which we are dealing. In the first semester of 1967,
money supply expansion accelerated in order to accommodate
the higher prices coming from the wage increases and the
compensated devaluation, while no overshooting of prices
took place. By the first semester of 1968, with prices
increasing at a much slower rate, money supply growth was
increased in order to stimulate demand. Thus the money
expansion of early 1967 was linked with declining prices
a year later as the price measures took effect. 1In the
second half of 1969, with the viability of the plan called
into question, money flowed out of the country and the
rate of money supply expansion declined noticeably. When
price stability was lost a year later, this decline was
negatively associated with a price acceleration two periods
later. With no observable overshooting of prices, as in
the earlier period the negative coefficient for the lagged
impact of money on prices is best explained by forces other
than the changing demand for real money balances.

The price measures, then, succeeded up to early

1970 by allowing no increase in real wages as gross
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domestic product expanded at an annual rate of 4 per cent
or better and by focusing on mining and manufacturing
prices which could more easily be controlled. These pro-
ducers, however, were not caught in a squeeze between
costs and prices since their higher costs for labor,
materials and services could be passed along in price
hikes. Where these measures did not succeed was in
limiting inflation rising from the domestic shortage of
rural products. When the emphasis of price policy was
limiting cost-push inflation, the goal of maintaining
relative income shares served to minimize the build-up of
inflationary expectations, but with runaway cattle prices
this goal became a mechanism for the operation of the
inflationary spiral as wage increases sought to maintain
the ability to buy meat that was not available.

Stressing the control of prices of standardized
industrial goods produced a redistribution of income
away from manufacturing, the sector in which any sub-
stantial growth would be centered. The terms of the price
agreement also meant that resources could not be re-
allocated within the manufacturing sector in terms of
demand considerations since profit margins could not be
enlarged on the basis of higher demand pushing up the
price of a product. After Aldo Ferrar took office as
economics minister in October of 1970, the accelerating

inflation that was current was attributed to the
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"artificial" price restraints of the earlier period and
with the return to collective bargaining and the lack of
enforcement of the price agreemént, a supposed return to
market forces occurred while earlier officials were blamed
for the problems at hand. What this came down to was that
the price agreement was unworkable in time of rapid infla-
tion and the high wage increases were not granted by

government decree.

Increasing Short-term Output

Given the restrictions in 1967 on monetary and
fiscal policies, expansion of aggregate demand was to come
from the impact of price stabilization on the inflow of
long-term private capital and from the expansion of manu-
facturing production induced by export promotion-measures.
Reasons were suggested above why these instruments did not
seem likely to succeed and the results achieved justify
this skepticism. Table 7-4 gives the ratios of private
capital inflows and of changes in the level of manufactured
exports to gross domestic product. In 1967, the combina-
tion of these two sums made no addition to the gross
domestic product. Private long-term capital flows only
became a positive force in 1969, the second of two years
of above average growth, and at their peak in l970,hthey
amounted to only 0.4 per cent of gross domestic product.
In 1968 the year when export subsidies were at their

highest, new manufactured exports were 0.3 per cent of
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gross domestic product and thereafter the additions were
less significant. Thus with the low base from which
manufactured exports increased and given political un-
certainty and the absence of a sustained higher growth
rate, a significant increase in aggregate demand had to
come from elsewhere.

TABLE 7-4.--Ratios of Private Long-term Capital and of

New Exports of Manufactures to Gross
Domestic Product

Private New Exports of

Year Long-term Capital/ Manufactures/
GDP GDP
1966 -0.2% -
1967 -0.1% 0.1%
1968 0.0% 0.3%
1969 0.3% 0.2%
1970 0.4% 0.1%
1971 0.3% - 0.1%

Source: Based on data in various issues of Informe
Econémico and Béletin Estadfstico.

Since the official budget was being employed as an
anti-inflationary measure at a time when the economy was
well short of full use of productive capacity, there was
no attempt to design a budget that came into balance at
full employment. Nevertheless, after a measure of price
stability was achieved in 1967, a bolder use was made of

fiscal policy. While in each year from 1967 to 1970, an
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official budget was announced which planned and realized

a deficit that shrank relative to gross domestic product,
as de Pablo pointed out for 1968 the economic impact of
the federal government could differ from the official
budget figures.8 In Table 7-5, the planned and actual
budget deficits are presented together with the actual and

total deficits relative to gross domestic product.9 The

TABLE 7-5.--The Fiscal Deficit.

Planned Actual Actual

Year Deficit Deficit Budget Total

in Millions in Millions Deficit/ Deficit/

of Pesos (%) of Pesos ($) GDP GDP
1966 -——- 1375 3.1% 3.3%
1967 1296 992 1.7% 1.3%
1968 485 498 0.7% 1.9%
1969 432 472 0.6% 1.2%
1970 428 593 0.6% 0.9%
1971 773 2260 1.6% 2.1%

Source: Based on data in Informe Econémico, No. 4, 1971.

federal government had a clearly contractionary effect in
1967 as real budget expenditures stayed constant and new
taxes, particularly those deriving from the taxes on

traditional exports, lifted budget revenue as a percentage

8J. C. De Pablo, Polfitica Antiinflationaria,

pp. 94-99.

9'I‘he term total deficit indicates the sum of
official budget and other sources of government impact on
aggregate demand.
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of gross domestic product. In addition to the budget
restraint on aggregate spending, the social security system
exercised a further drag by collecting more than it paid
out, yielding a reduction in the total deficit of from

3.3 to 1.9 per cent of gross domestic product.

Though the official 1968 budget called for and
realized a deficit reduced to 0.7 per cent of gross domes-
tic product, the total deficit increased from 1.3 to 1.9
per cent due to three factors of equal importance: (1) an
increase in government debt to suppliers; (2) foreign
borrowing to finance infrastructure projects; and (3) a
deficit in the social security system caused by the reduc-
tion of collections. 1In 1969 and 1970, the total budget
deficit while declining, stayed above the official budget
deficit due mainly to the investment expenditures financed
through foreign borrowing. In accord with the relation-
ship specified in Chapter 2, with the return of inflation
in 1971, the lag in tax collections caused official budget
revenues to lag behind expenditures. The increase in the
real deficit was due almost entirely to the 0.9 per cent
decline in tax revenues as a percentage of gross domestic
product.

A second way in which fiscal policy sought to
influence growth was through a government spending mix
which greatly increased the share of capital expenditures.

In addition to the need to enlarge productive capacity in
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government industries, these expenditures would be expected
to have a stronger multiplier effect than transfer or wage
and salary payments, a portion of which might be saved.
This decision was reflected in a 50 per cent increase in
government capital expenditures relative to gross domestic
product in 1967 and in increases in public construction of
21 and 24 per cent in 1967 and 1968 respectively. The
extent of the redirection of government spending is indi-
cated by the fact that between 1966 and 1971 public con-
struction increased by 213 per cent while government
consumption rose only 5.2 per cent.

The IMF agreements on monetary expansion . placed
less restriction on monetary éolicy than the pursuit of an
ostensibly balanced budget did on fiscal policy. The
chief instruments of monetary policy in Argentina are the
Central Bank's controls over the money supply through re-
serve requirements and loans to commercial banks. Since
the cost of borrowing money is treated as a strong cost
push element in the inflationary process, interest rates
are not used to manipulate the demand for money but rather
fixed at levels so low that they are rarely positive in
real terms.lo As much as was consistent with the limits

agreed upon with the IMF, the goal of monetary policy was to

loThe failure to use interest rates as an instru-

ment of monetary policy is discussed in Dante Simone,
"Sobre Politica Monetaria en Alta Inflacién," Econémica,
XVIIiIi, No. 1 (January-April, 1972), 55-70.



219

maintain a level of liquidity adequate to finance an
expanding level of economic activity while having a neutral
impact on the price level.

Up to the middle of 1969, while the price measures
were highly effective, the real money supply was steadily
enlarged without any neéd for concern about its impact on
the price level, and gross domestic product expanded along
with it. With price stability called into question by
labor unrest in June of 1969 and speculative capital flow-
ing out of the country, in late 1969 and early 1970
economic growth became a less important goal than control-
ling inflation and monetary policy was directed more toward
dealing with the capital outflow and the speculative pur-
chasing of imports. 1In order to curtail the demand for
foreign exchange, the Central Bank followed a policy of
limited credit expansion to the private sector, instructing
banks to discriminate against large foreign firms which
have recourse to outside financial resources. After the
capital outflow was reversed in the first half of 1970 and
the exchange rate was devalued, monetary policy was again
directed toward the now slower growth rate. With the
explosive impact of meat on prices in 1971, the money
supply was not used to check the inflation but rather to
maintain a level a liquidity that would not restrict the

operations of the other sectors of the economy.
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Tables 7-6 and 7-7 present the rates of expansion
of the money supply and its relative sources. 1In 1967,
the 5.3 per cent expansion of the real money supply left
the Central Bank well short of the limit agreed on with
the IMF since 36.6 per cent of the monetary expansion came
from the external sector, a category not included in the
restrictions. The contractionary fiscal policy for that
year made possible a very sharp reduction of bank credit
to the public sector, a category which stayed low as long
as the price measures succeeded. The short-term private
capital inflow was much smaller in 1968, and since the IMF
agreement for that year effectively limited the increase
in the nominal money base to 12.9 per cent, the bulk of
the 18.6 per cent increase in the real money supply was
permitted by lowering the reserve requirements and increas-
ing the money supply expansion possible with a constant
money base. Most of the 13.2 per cent increase in the real
supply of money during 1969 came in the first half of the
year after which, as the minus 19.6 per cent contribution
of the external sector to monetary expansion indicates,
the monetary authorities did not act to compensate for the
funds lost through the capital flight. The price increases
in late 1970 nullified the much more rapid monetary expan-
sion at that time and the real money supply did not change
for the year. 1In 1971, as inflation accelerated, the real

demand for money declined, permitting a much lower real
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TABLE 7-6.~-Per Cent Changes in Money Supply Variables, 1966-69

1966 1967 1968 1969 1970 1971

Per cent change in
money supply 35.0 29.8 26.8 10.7 20.0 36.5

Money plus quasi-money 31.4 30.8 30.0 13.1 22.7 38.9

Net bank credit to the

public sector 30.2 2.6 8.9 5.8 13.9 18.4
Total banking credit to

the private sector 33.5 30.6 44.3 26.2 20.1 46.4
Real money supply 6.8 5.3 18.6 13.2 - 0.7 -10.2

Source: Based on data in various issues of BCRA, Bdletin Estadistico,
Buenos Aires.

TABLE 7-7.--Sources of Monetary Expansion, 1966-1969

1966 1967 1968 1969 1970 1971

Money and quasi-money 100.0 100.0 100.0 100.0 100.0 100.0
External sector 4.2 36.6 8.5 -19.6 18.4 - 9.0

Net bank credit to

the public sector 34.8 3.2 3.1 8.5 13.6 22.9
Net bank credit to

the private

sector 61.0 60.2 88.4 111.1 67.9 86.1

Source: Based on data in various issues of BCRA, Bdletin Estadistico,
Buenos Aires.
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money supply without causing a recessionary reduction in
the level of liquidity.

The impact of monetary policy can be seen in terms
of the supply function for non-rural output postulated in
Chapter 2 and tested in Chapter 3. The variables of the
regression are given in Table 7-8 and the actual and
estimated values in Figure 7-7. While agricultural output
and bank credit increasing more rapidly than wages act as
direct stimulus. After price and wage increases were
slowed in 1967, during the next two years credit increases
of 40.5 and 38.6 pér cent at real rates of interest close
to zero stimulated production. Given nominal interest
rates for loans of a year or more of 23 to 25 per cent in
the extra bank market and 8 to 15 per cent in the banking
system, the money supply expansion meant that borrowers
were able to satisfy a much larger percentage of their
credit needs with cheaper bank loans. In 1970 and 1971,
rising wage costs and tighter money combined to reduce the
credit stimulus to non-rural production without, however,
creating the credit squeeze that in 1959 and 1962 contri-
buted strongly to declines in non-rural production of 6
and 4 per cent respectively.

Imports of non-capital goods were a very necessary
part of this process. Accepting the notion that in Argen-
tina devaluation cannot greatly increase exports or

decrease imports without a significant decline in non-rural
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production, this expansion would not have been possible
without an exchange policy directed toward the capital
account. With the decline in traditional exports and the
steady drain of financial service payments, the current
account went from a $255 million dollar surplus in 1966
to $15 million dollar deficit in 1968. While exports
recovered in 1969, the level of imports could not have
been financed without the high level of reserves acquired
through the capital inflows of the previous two years.
With the current account deficit growing to $135 million
in 1970, the stock of reserves and the capital inflow of
that year were again important for financing a level of
imports 54.0 per cent above the 1963-1967 average. The
loss of these reserves meant that the acquisition of
necessary imported inputs was put into question until
rising world prices for meat and grains created a moderate
trade surplus in early 1973. Yet consciousness of the
experience of 1963 when the inability to maintain the
level of imports sharply reduced non-rural production,
prevented any sustained attempts to reduce imports.

As Figure 7-7 indicates, the increased import
capacity and credit availability lifted the rate of
growth of non-rural production from 2.2 per cent in 1967
to 6.2 per cent in 1968 and 8.6 per cent in 1969. A
speculative buildup of imports accounted for the over-

estimation in 1969. 1In 1970 and 1971, the growth rate
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declined as higher wages reduced the gap between credit
expansion and labor costs. Allowing monetary policy
passively to validate the higher rural prices and wages
avoided a liquidity crisis and the consequent reduction
of output.

Though the agricultural sector accounts for only
about 14 per cent of gross domestic product, because of
its importance to exports and food prices, the performance
of this sector was particularly disappointing. Granting
the negative impéct of weather on crop production in 1968,
1969 and 1971, much of the difficulty can be traced to
policy variables. The research of Reca, discussed in
Chapter 3, indicated that the principal determinants of
agricultural output have been relative prices and short-
term credit, both lagged a year, and technological improve-
ments which he assumes are on a steady upward trend.

Table 7-9 lists the increases in output along with indexes
for relative prices and short-term capital for the years
1960-71. 1In the 1961 to 1965 period agricultural output
expanded steadily in response to increasing relative
prices and, presumably, technological innovations. This
growth took place despite credit contractions in 1962 and
1963 which had a depressing effect on non-rural produc-
tion. Stabilizing the ratio of agricultural to industrial
prices with 1966 as the base year put agriculture at a

considerable disadvantage relative to these earlier years
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TABLE 7-9.--Agricultural Production and Its Principal
Determinants, 1960-1971 (1960 = 100)

(1) (2) (3)

Index of Index of
Index of Rural to Real Bank
Year Agricultural " Non=-Rural Credit to the
Production Domestic Agricultural
Prices Sector
1960 87.0 104.4 77.8
1961 86.3 100.3 96.4
1962 89.9 107.8 76.7
1963 91.8 115.3 64.7
1964 98.0 117.4 90.4
1965 103.8 98.5 99.2
1966 100.0 100.0 100.0
1967 104.3 100.9 102.9
1968 100.2 101.2 132.4
1969 104.6 104.0 155.6
1970 109.8 106.5 140.5
1971 104.6 115.6

Source: Based on data in various issues of Informe
Econémico and Béletin Estad{stico.
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of expanding production. In 1968 and 1969 an attempt was
made to use increases in real credit in place of relative
price incentives with only a moderate impact on output in
1969 and 1970. Poor weather and a cutback in credit
expansion lowered the volume of production in 1971.

Table 7-10 presents production increases and
relative price changes for the crop and livestock sectors
between 1966 and 1971. For the crop sector the only
relative price stimulus was in 1969, followed by a 12.4
per cent expansion of output in 1970. Weather, lower real
credit and lower relative prices all contributed to the
output declipe in 1971.

In the cattle sector, the strongest force was the
steady decline of prices through 1969 followed by their
sudden sharp rise. Thus in 1967, 1968 and 1969 domestic
beef production increased in response to lower prices with
a particularly strong boost in 1969 when European barriers
against Argentine meat were dropped. The higher prices of
1970 and 1971 triggered a build-up of herds with the
consequent sharp decline in current production.

Overall, then, the principal instrument for en-
couraging short-term production increases was the rate of
growth of the real money supply. After the increases in
private long-term capital inflows and manufactured exports
failed to materialize in 1967, a combined policy of

concealed deficit spending and strong monetary expansion
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boosted non-rural production in 1968 and, relying more on
monetary policy, in 1969. While increases in real credit
provided a moderate stimulus to production in 1969 and

1970, using 1966 as the base year for fixing relative
prices worked against agriculture. In late 1969, when the
stabilization plan was threatened by political disturbances,
higher rural prices and capital flight, the policy makers
switched the goal for monetary policy away from the growth
of output toward combating the capital flight. With the
loss of funds decreasing the level of liquidity and a higher
cost of forward exchange, speculation against the exchange
rate was made more expensive and speculative funds were
more difficult to obtain. The problem was that all funds
became more difficult to obtain and the use of monetary
policy to deal with the capital outflow was felt in the
slower growth of non-rural output in 1970 and of rural
output in 1971.

The decision not to deal with the inflation and
balance of payments problems of 1971 with expenditure
reducing policies meant that non-rural output continued
to expand while monetary policy passively validated the
inflationary spiral of wage, price and exchange rate

increases,

The Balance of Payments

The strategy for the external sector called for

an initial building up of the stock of foreign exchange
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through capital inflows and earnings from non-traditional
exports to be gradually supplemented by greater earnings
from traditional export products. This build-up was cru-
cial to maintaining an uninterrupted flow of necessary
imported inputs while continuing selected import substi-
tution projects. For reasons indicated above, the big
increase in long-term private capital flows and manufactured
exports did not materialize nor did the supply of rural
exports perform in accordance with the original plan. The
chief impact of the stabilization measures on the balance
of payments was an inflow of short-term capital which pro-
vided a degree of freedom from the foreign exchange con-
straint for the first time since 1962. With a strong re-
serve base, imports were able to expand along with domestic
production.

The reform of March, 1967, deliberately undervalued
the exchange rate in order to bring home speculative
capital. The gradual slowing down of prices reduced the
cost of holding money in Argentina and added to the inflow
of short-term capital. In Chapter 3, it was shown that
these capital flows are basically a function of the
interest rate differential and of the impact of the current
rate of inflation on the prospects of a devaluation. 1In
Figure 7-8, which gives actual and estimated short-term
capital flows, the fit is best in those instances where the

speculative motive was strongly in operation, namely
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immediately after the deliberate undervaluing of the
exchange rate in 19€7 and when domestic inflation lifted
the theoretical equilibrium exchange rate well above the
actual rate in 1971. The principal deviation of actual and
estimated values was in the second and third quarters of
1969 after the June riots in Cérdoba forced the resigna-
tion of Krieger Vasena as economics minister and created
an atmosphere of serious political uncertainty. From 1967
to 1970, however, through slightly higher interest rates
on government securities, moderate rates of inflation and
the compensated devaluations of March, 1967 and June, 1970,
the net balance on short-term capital was 522 millions of
dollars.

From June, 1970, to March, 1971, the theoretical
equilibrium rose 19 per cent relative to the actual rate,
overvaluating it by about 10 per cent. Avoiding the
expediency of a single large devaluation, in April a
system of mini-devaluations similar to that of Brazil was
initiated.ll The exchange rate would be lowered a few
percentage points at a time in response to internal prices
rising more rapidly than world prices. This signalled
the reversal of a fundamental assumption of the 1967 plan.

The devaluation at that time was to be the last because it

llFor a discussion of the Brazilian experience, see
Edwardo M. Suplicy, "The Effects of Mini-devaluations on
the Brazilian Economy" (unpublished Ph.D. dissertation,
Michigan State University, 1973).
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was believed that inflation could be reduced to a level no
greater than that of the U.S. and Europe, Argentina's major
trading partners. With the return to a strategy stressing
structural bottlenecks, the mini-devaluation scheme pro-
vided a means of institutionalizing the inflation that was
currently and had been since the late 1940's considerably
higher than that of the major industrial countries. The
system of mini-devaluations would hopefully eliminate the
speculation against the exchange rate due to its large
scale overvaluation. Such a scheme would also give the
rural and import substituting producers the assurance that
their relative prices would not be subject to the steady
erosion and subsequent sharp increases that come from
periodic large devaluations.

The problem with the institution of this scheme
was that it did nothing about the initial overvaluation of
the exchange rate and then proceeded to increase the ex-
change rate much more slowly than the rate of domestic
inflation. Consequently, the possibility of considerable
future devaluation of the peso was increased by the mini-
devaluation scheme. In addition, as inflation accelerated,
from mid-1970 on domestic interest rates increased only

marginally,12 causing the real rate of interest at home to

12The rate on 180-day treasury bills went from
9 per cent in January of 1970 to 13.8 per cent in December
of 1971. Source: various issues of Béletin Estadfistico,
BCRA.
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return to strongly negative rates. Deflating by increases
in the wholesale price index, the real rate of interest on
90-day treasury bills went from 1.6 per cent in the first
qguarter of 1970 to -13.9 per cent in the first quarter of
1971. Thus in the second quarter of 1971 when the mini-
devaluation scheme was inaugurated with its one and two
per cent devaluations, in addition to the increasing over-
valuation of the exchange rate, the real rate of interest
on 90-day treasury bills was -14 per cent and the positive
covered interest differential disappeared for the first
time since the first quarter of 1970. Thus the motivation
for getting funds out of the country was extremely strong
and for the remainder of the year it grew as the real rate
of interest continued to fall, the increasingly larger
mini-devaluations failed to keep pace with inflation and
the covered interest differential grew more negative.
Despite controls, the net outflow of short-term capital
accelerated as the year went on, largely through the timing
of short-term debt payments. Thus, by the end of 1971,
the capital that had been drawn in by undervaluation of
the exchange rate and real rates of interest close to zero
had been lost by an overvalued exchange rate and high
hegative real rates of interest.

Exchange reserves were greatly helped by the
earlier capital inflow and despite the limitation erratic

rural production placed on exports, up to September, 1971,
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imports were able to fluctuate with production. Figure
7-9 gives the estimated and actual changes in import
demand for 1955 to 1971. The period was one of rapid
growth of imports, stimulated by the expansion of domestic
production. In 1967, the 3 per cent increase in absorption
was counter-balanced by a 13.5 per cent increase in the
relative price of imports while total absorption 5.5 per
cent higher in 1968 was the principal force behind a 6.2
per cent increase in imports. The 24 per cent increase
in 1969 overshot the estimated increase, apparently due to
the speculative tendency responsible for the outflow of
short-term capital. With an 8.5 per cent increase in total
absorption, imports of raw materials and intermediate
products increased 37.9 per cent in dollars terms. This
build-up of stocks had its impact in 1970 when actual
imports declined despite a 4.2 per cent increase in absorp-
tion. The 1971 estimated increase of 8.8 per cent would
not be so close to the actual one if strict import controls
in the last quarter had not held down the speculative
building up of imports which had been encouraged by a 10.0
per cent reduction in relative import prices as the
exchange rate failed to keep pace with domestic inflation.
Other factors besides absorption and relative
prices affected imports during this period. Though the
plan was supposed to involve a move away from an import

substituting strategy, the growth of import substituting
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capacity grew by 43.6 per cent between 1966 and 1971,
greatly reducing import demand. Also, the dollar figures
for imports of goods and services grew much more rapidly
than the constant peso figures due to rising world prices.
Over the 1966 to 1971 period, the ratio of dollar to
constant peso imports of goods and services increased

14 per cent, contributing to the current account deficit.

As the balance of payments figures in Table 7-11
show, while total exports generally followed the movements
of rural supply, the behavior of non-traditional exports
introduced a slight upward trend. Experiencing the same
downturns in 1968 and 1971 as rural supply, traditional
exports in 1971 were 98 per cent of their 1966 level and
agricultural production was 103.2 per cent of its 1966
figure. Yet due to a 148 million dollar increase in
non-traditional exports, the overall level rose by 9.2
per cent.

Except for a 4 per cent dip in 1967, world prices
for Argentine exports of goods and services were above
their 1966 level with the higher meat prices of 1970-1971
bringing the ratio of dollar to peso exports in 1971 to
107.9 per cent of its 1966 level. Despite these increases,
by 1971 the much higher import prices had reduced the
overall terms of trade to 90.5 per cent of their 1966

13

level. In addition to the increasing burden of the

13For terms of trade data, see page 264 of the
Statistical Appendix.
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terms of trade, from 1966-71 the out-payments connected
with foreign investment, averaged 175 million dollars a
year or 1l per cent of average yearly exports.

The balance of payments picture for this period
then was one of exports failing to keep pace with the
rapid growth of imports together with the outflow of
service payments. The result was a decline in the current
account balance from plus 256 million dollars in 1966 to
minus 395 million in 1971. Through 1970, non-compensatory
capital inflows provided the reserves necessary to
finance the higher level of imports, largely through the
successful manipulation of short-term capital flows,
though the combination of government and private long-term
inflows provided almost two hundred million dollars a year
in the period 1969-1971. At the end of 1970, foreign
exchange reserves were still 91 per cent of their 1968
peak. However, when the trade balance turned negative
in 1971 and the government refused to add to the mounting
inflation by devaluing, the likelihood of losses through
future devaluations and an increasingly negative real rate
of interest caused a 400 million dollars outflow of short-
term capital that cut foreign exchange reserves in half.
Without higher domestic interest rates to keep capital at
home, the policy of mini-devaluations was introduced too

late and too gingerly to make a difference.



CHAPTER 8

SUMMARY AND CONCLUSIONS

As the new government of Juan Perén sought to find
a set of policies with which to tame the most rapid infla-
tion in Argentine history, it showed an inclination to
revive the stabilization plan of 1967. In the light of
selected special features of the economy this dissertation
has been an attempt to assess the success and subsequent
failure of the 1967 plan.

The special features we have postulated appear to
have been the underlying assumptions of stabilization
policy in 1967. The high level of available protection
shields most manufactured products from import competition
and the essential nature of the remaining imported goods
causes import demand to be income elastic and price in-
elastic. This, together with the low price elasticity of
supply of rural exports in the short-run, makes devaluation
an ineffective tool for dealing with balance of payments
problems. At the same time, short-run capital flows are
responsive to interest rate differentials and to the like-

lihood of a devaluation in the near future. 1Inflation is
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due not so much to excess demand created by too rapid an
expansion of the money supply as a struggle over income
shares carried on through wages, the exchange rate and the
ability of the highly concentrated manufacturing sector to
raise prices without fear of competition. Finally increases
in domestic manufacturing production have proved to be
extremely sensitive to the rate of growth of bank credit

and the availability of imported inputs.

While in some instances existing estimates were
cited as support for these contentions, several tests were
conducted. Previous estimates of the import demand func-
tion, done on the basis of data transformed into first
differences, showed the income variable as the single
significant determinant. A respecification of the equation
which took account of the impact of long-term capital in-
flows was undertaken. A proxy variable for the import
intensiveness of these flows was introduced, and, to allow
for the effect of past foreign investment on current
service payments, total imports of goods were used as the
dependent variable instead of total imports of goods and
services. With these changes, not only do we obtain the
high income and low price elasticities postulated but, in
addition to the income variable, the import intensiveness
of capital flows and import substituting capacity are also
significant and the relative price variable is marginally

significant. Regression analysis also shows fluctuations
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in non-rural output to be closely associated with changes
in non-capital goods imports and with the difference between
increases in bank credit and increases in wages to this
sector. Thus attempts to improve the trade balance through
import restrictions and to check inflation by curtailing
the money supply would sharply reduce non-rural output.

In tests of the determinants of short-run capital flows,
two-thirds of the variation in the dependent variable was
explained by interest rate differentials between Argentina
and the United States and, with greater significance, the
difference between the actual exchange rate and the
theoretical equilibrium of exchange taken as a proxy
variable for the likelihood of a devaluation.

In fashioning a price equation that would link the
rate of inflation with the policy variables, an attempt
was made to explain the contradictory regression results
of Diz and Alejandro. Diz had found that money supply
changes and expectations concerning the cost of holding
money were the principal determinants of the rate of in-
flation, and that wage and exchange rate changes added
little to this explanation. Studying roughly the same
period, Alejandro contended that wage and exchange rate
changes were the chief forces spurring the inflation and
that money exercised a passive role. To reconcile these
results, an equation was tested in which Diz's expectation

variable, put on a semiannual basis, was used along with
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Alejandro's changes in the semiannual averages for wages
and the exchange rate. With this equation, the expectations
variable was insignificant and the highest positive co-
efficient for the money supply was significant at about
the 5 per cent level. At the same time the coefficients
for changes in wages and the exchange rate were all signi-
ficant at well under the 5 per cent level. The significance
of Diz's proxy variable for expectations we attributed to
the failure of his particular wage and exchange rate
variables to capture the variation in prices they cause.
Also, where Diz attributed the negative and highly signi-
ficant coefficient for the money supply lagged two periods
to the deceleration of prices after an initial overshooting,
we contend that a more plausible explanation is to be
found in the interaction between the passive character of
monetary policy and the temporary decline in inflation
achieved after the initial impact of the stabilization
measures has been absorbed. Though not discounting the
essential relationship between price and money supply
increases, the various price regressions demonstrate the
strong and active influence that wage and exchange rate
changes have exercised on the price level.

The stabilization plan enacted sought to succeed
by taking into account these special features. Rather

than employing expenditure switching policies, improvement
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in the balance of payments was sought through a compensated
devaluation aimed at manufactured exports and at short-term
capital flows. Instead of a cut in the real money supply
and real government expenditures, the price policy
attempted to regulate relative incomes through export
taxes introduced with the compensated devaluation, a
voluntary agreement that tied higher prices to cost in-
creases, and a freezing of wages after initial increases
designed to take into account recent past and anticipated
increases in the cost of living. An attempt was made to
avoid a downturn in non-rural output by maintaining
imports and real credit. The 40 per cent devaluation was
in part compensated by a reduction in tariffs and, though
an agreement with the IMF on the upper limit of government
credit and net central bank credit was used to obtain
standby loans, cuts in real private borrowing would be
avoided in the inflow of short-term private capital mater-
ialized. By means of the tariff reform, the taxes on
traditional exports and the subsidies for manufactured
exports, a move was to be made toward a more efficient
resource allocation, greater import competition and the
diversification of exports.

In assessing the impact of this program, we con-
cluded that the measures designed to change the structure
of protection were only moderately successful while the

stabilization plan quickly approached its short-term goals.
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Within the manufacturing sector, the policy-induced re-
allocation of resources brought the continued expansion
of import substitution in some intermediate products. The
early years of the program, 1966-68, saw moderate increases
in the relative effective protection of food and agricul-
tural products that were policy induced but which did not
obviously affect production. After 1970, a domestic beef
shortage and higher world prices for beef and cereals
produced higher relative rates of effective protection
and, in time, a significant increase in the production and
export of these products. °

Converting the effective protection rates to a net
basis by taking account of the overvaluation of the ex-
change rate due to protective measures, the steady decline
in the bias against exports in export industries is
apparent. For import-competing goods the picture is less
even. A comparison of net rates of effective protection
and of the aggregate import/consumption ratios for 1966
and 1968 shows that the compensated devaluation did not
increase the pressure of import competition. However, the
same figures over the 1968-1970 span do show lower net
effective protection and a higher import consumption ratio.
The import consumption ratio rose again in 1971, but the
import restrictions produced by the foreign exchange crisis
later that year were mirrored in a lower ratio for the

first three quarters of 1972.



247

While the bias against production of manufactures
for export as opposed to domestic use was considerably
reduced between 1966 and 1968, a regression analysis of
the determinants of exports of manufactures suggested that
the considerable increase that did take place was more the
result of expanding world trade than of domestic export
subsidies. The subsidy program itself succeeded in over-
coming the bias against exporting due to internal taxes
and an overvalued exchange rate, particularly in the
1966-68 period. However, given the negative impact of the
long-term import substitution strategy on manufacturing
efficiency, the low price elasticity of supply of manu-
factured exports implies that future export expansion
through subsidies will be very expensive in terms of
domestic resources and that efforts should be concentrated
instead on increasing manufacturing efficiency.

The stabilization measures were initially quite
successful in achieving the short-run goals of reduced
inflation, faster growth and a balance of payments sur-
plus, but this quick success turned out to have been won
at the price of longer term stability. With the voluntary
price agreement in force, fixed rates for wages and the
exchange rate very soon limited the inflationary pres-
sures. Once the inflation was under control, the expan-
sion of output through the use of commercial bank credit

was much more successful for non-rural than rural output.
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The March 1967 devaluation which, in order to limit its
impact on domestic prices had been compensated by reduced
import tariffs and greatly increased export tariffs, still
provided enough of a short-term capital inflow to reduce
the import constraint.

This quick success proved to be somewhat costly
in the longer term. With relative agricultural prices
fixed considerably below their 1963-64 peak, a rapid
expansion of real credit proved unable to secure the
growth of rural production. The need to curb speculation
against the exchange rate had led policy makers to promise
to méintain the rate instituted in 1967. When speculation
did arise in late 1969, it was treated with a tightening
up on the money supply which caused the reduction of
output in 1970. It proved impossible to move away from
the controls of the incomes policy because of the impact
on expectations of the steady decline of the real wage and
the failure to use increased import competition to limit
the monopoly power of domestic producers.

The use of steadily declining relative meat prices
aided the stabilization effort up through 1969, but in
mid-1970 rising external prices moved the cattle cycle
into the stage in which animals are retained in order to
increase the size of herds. Because herds had been so
depleted by the price policies pursued thus far, the

authorities could do little to control the rising price of
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meat. While some kind of reversal of beef prices and
supply was inevitable, the fact that sharply higher
external prices would precede and aggravate the extent of
the price hike and supply reduction was far less predict-
able. Once rising meat prices began to affect the cost of
living, the policy of maintaining relative incomes became
an inflationary force as higher wages were granted to over-
come the increased cost of food and then employers used
the higher wages as a justification for raising prices.

Without strong popular support, the military
government had fashioned an economic program that would
meet with minimal resistance and rapid success. The
design and implementation of the plan displayed insight
into the workings of short-term fluctuations, but because
of the fear of generating unfavorable economic expecta-
tions economic policy was carried out within an outmoded
framework of an ostensibly balanced budget, low interest
rates, and a "permanent" exchange rate. Acceptance of
these policy limitations left the authorities short of
tools with which to deal with the many goals of policy.
Also, due most likely to the lack of a clear political
mandate, the short-term goals of employment and price
stability were chosen in favor of the longer-term target
of reallocating domestic resources in a way that would
stress comparative advantage over substituting for

imports.
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After the collapse of the stabilization effort, it
became increasingly clear that the military government
could not enlist the cooperation necessary to curtail
inflation or make significant modifications in the economic
structure. With a political strategy of an orderly pre-
paration for the elections that would return the country
to civilian rule in March of 1973, the economic policy
was to achieve the highest possible output while not
alienating any economic class. Thus, in 1972 average
wholesale prices were 76 per cent higher as government
validated the efforts of the different income groups to

1 The chief

keep up with rising agricultural prices.
problem was obtaining the foreign exchange with which to
continue meeting international payments, and, to this end,
relative import prices were raised 19 per cent and meat
exports were protected by restricting the domestic con-
sumption of beef. Payments difficulties were considerably
eased by the much higher external price of beef. Despite
these considerations, the foreign exchange position was
precarious all year with reserves averaging 310 million

dollars as opposed to 572 million dollars in the 1970-71

period.2 In early 1973, after a good grain harvest and

lData on 1972 price changes are taken from the
United Nations publication, Monthly Bulletin of Statistics.

2International Monetary Fund, International
Financial Statistics, October, 1973, pp. 46-47.
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with an increased number of cattle being sent to market,
the export picture greatly improved and by June Central
Bank reserves had risen to 817 million dollars.3

Nevertheless, neither the inflation nor the
exchange shortage precipitated measures that would restrict
non-rural output. The level of dollar imports remained
constant, indicating only a moderate decline in the import/
consumption ratio, and the quantity of real credit to this
sector grew by 9.0 per cent.4 In response, gross domestic
product, led by a 6.4 per cent increase in manufacturing
production,5 grew by 4.1 per cent.6

With the return of Juan Perén to power in May of
1973, a stabilization effort similar in some respects to
the one studied here has been undertaken. Once again the
government has assumed control of incomes and seeks to
eliminate the deficits of state enterprises by raising the
rates they charge. Where the 1967 plan was weakened by
the need to achieve short-term success, the Perén govern-

ment has a popular base that gives its measures far greater

31pid., p. 47.

4BCRA, Béletin Estadfstico (January, 1972), 28 and
34; (February, 1973), 28 and 34; and Review of the River
Plate, January 31, 1973, p. l22.

sIMF, International Financial Statistics,
October, 1973, p. 46.

6Review of the River Plate, March 30, 1973,

p. 428.
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acceptance. If judged in the light of what was fearfully
expected by the political opponents of Peronism, the new
program appears moderate and conciliatory. However,
evaluated in terms of previous economic experience, the
measures seem to tred close to some old pitfalls.

The cornerstone of the new program appears to be
a quick and large redistribution of income toward the
working class by means of " . . . higher taxeé, control
of prices, an exchange rate divorced, as far as possible,
from market forces and very stringent enforcement of all
measures taken."7 Since the wage share in the national
income has declined from 50.2 per cent in 1952 to 43.0
per cent in 1967 and 36.1 per cent in 1972, a redistri-
bution of income toward that sector is hardly a new and
radical socialism. The aim of the incomes policy is to
prevent the employers from passing on higher wages in
price changes as they have done in the past. Where the
1967 stabilization effort was principally at the expense
of the wage earner, this time the burden is to fall more
directly on industrial and agricultural producers. The
price aspect of the agricultural policy is alarmingly
similar to the 1967 approach in that a deliberate 15 per
cent cut in the price of beef and, to all appearances,

lower relative agricultural prices are being used to

'1bid., June 12, 1973, p. 830. The description of
the new economic policies is taken from this and subse-
quent issues of this publication.
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maintain real wages. As part of the across-the-board
control of wages and prices, the government is to maintain
the landowner's income by controlling not only his price
but also his costs, including the provision of cheap
credit through index linked loans. An additional stimulus
to production is to be the introduction of taxes on the
potential yield of the land.

The industrial producer also faces higher taxes
and wages along with fixed prices and, with the 12 per
cent wage increase, his costs will most likely rise faster
than his prices.

The program is beginning under quite favorable
circumstances. Exéhange reserves are high and the growth
of gross national product appears to have exceeded 6 per
cent in the first half of 1973. Whether the squeeze on
profits will bring the hoped for increase in efficiency
remains to be seen. If by nothing other than decree, the
program will temporarily check the runaway inflation, but
how high the cost will be in terms of the disruption of
viable cost-price relationships will depend on the skill
with which the price controls are administered. The
agricultural price policy and the over-valued exchange rate
are not good signs and, given the nationalistic orienta-
tion of the new government, it is not likely that there
will be a renewed effort to reallocate resources away from
inefficient manufacturing industries by means of greater

import competition.
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TABLE Al.--Annual Growth Rates of Real Gross Domestic
Product at Factor Cost (percentage changes
from previous year)

Year Per Cent
1946 8.3
1947 13.7
1948 1.2
1949 - 4.6
1950 1.5
1951 3.9
1952 - 5.1
1953 5.4
1954 4.1
1955 7.1
1956 2.8
1957 5.1
1958 6.3
1959 - 6.5
1960 7.9
1961 7.1
1962 - 1.7
1963 - 2.4
1964 10.4
1965 9.1
1966 0.7
1967 2.5
1968 4.6
1969 7.9

Sources: BCRA, Origen de Producto y Composicién del Gasto
Nacional, Supplement to B%IetinjEstadIstico,
June 6, 1966, p. 14; and BCRA, Origen del
Producto y Distribucién del Ingreso--Anos 1950-
69, Supplement to Béletin Estaglstico,
January 1, 1971, pp. 30-31.
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TABLE AS5.--Rates of Inflation for Basic Price Indexes and the Cost of Living, 1950-71

(per cent change in semiannual averages)
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