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ABSTRACT .
.\ 'L
The Andean Group came into eXistence in 1969. This Stgdy represents _
the first attempt to analyze the effects of economic integration in the
Andean Common Market through the use afsiﬁighly aggregated podel. The
time period surveyed in the study is geﬁerally from 1960 to 1976, though

i

data for Técent years are given where they may be appropriate and are
L i ' - v

available. ’

The study first presents a survey of customs union theory as

1 is devoted to a brief

L]

background materials (Chapter II). Chapter I
of economic integration among these countries. In Chapter IV the Andean
Group as a case study in economic integration among developing countries
in introduced. Chapter V provides estimates of the inflzenﬁe of the

A}
economic integration. Chapter VI deals with the analysis of the impact

multipliers, whereas the last chapter summarizes the maih findings and

suggests some implication of the policy making.
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~ CHAPTER 1

INTRODUCT ION _

Jhe literature offers maﬁy viewpoints on the negative and positive

effects of foreign trade on economic develapient.l What is obvious is

that different!relatiaﬁships exist for developed and less developed
and development, ‘which helped nations in Western Europe and the United:

t so for many developing countries.

o

States to develop répidly; It is n
These countries usually import more than they/gxpart_ They finance ‘their
import surpluses by grants or loans from abroad. Shortage‘of fafeigﬂ |
’gxehéage and balance of payments difficulties are common among them. Their
domestic markets are small. They do not have the markets necessary to
establish competitive industries. In the past, import substitution has
been regarded ;s the main route to industrialization. E

Many developing countries have made little development progress during
pastrdecaées in spite of outside grgﬁts and loans that they have received.
In many, the increase in oil prices ‘'since 1973 has made the situation
*

even worse. According to the classical theory of international trade, one

of the reasons for foreign trade is to take advantage of relatively

1. For the detail analysis see Todaro, Michael P., Economic Development in

The Third World, (Longman Inc., New York, Second Edition; 1981).

Thirwall, A.P., Growth and Development (Second edition, MacMillan Press;

1978). Ch. 14. Meir, Gerald M., Leaﬂigg,lg;ug;viﬁ Economic Development

(Oxford University Press; Third Edition; 1976). Findlay, Ronald, '"Economic

Development and the Theory of International Trade' American Economic

Review, May 1979.



abundant resources. If developing countries were not able to take advéntage
of their relative abundant resources individﬁglly. %hex may be able to
i'da so through economic integration.

With the establishment ar_n::l success of the European Common Hark;et,

’ ] -
interest iﬁzregicnal economic integration has become ua?{d wide. Some of
the known integration schemes are: The Eyropean gfee Trade Association,
The Cguﬁcileur Mutual Ecénaiic Assistance, The Latin American Freeglrade
' .

Association, The Catibbgan Economic Community, The Centfal'Aierécén ommon
Market, Regional Cooperation for Development, The Central African Customs

and Economic Union, and the East African Community“.

As it was with foreign trade, the application of economic iniegras

-

tion to developing countries differs from developed countries. For less
developed countries it is not the potentiality of regional e:cnamic
integration which counts most. It isithe ability to exploit the poten-*
tialities which is more important’. ﬁhirg the developed nations should
A

be able to improve the performance of their economies through economic
integration, for the less developed countries it is actually a question
of whether it is possible to create a welfﬁfuntti@ning national e:éﬁamy
through the 'pﬁress of economic integration:

A part afrthe thepry of economic integration which is commonly referred

to as the 'dynamic aspect' suggests that formation of a customs union
) P 144

would increase supply through productivity improvement, economics

2. . For detail description of the members, their impacts, etc. see

- Nugent, Jeffrey B!,-Egﬁﬂﬁii§4!§t§gTEtiﬁﬂ in Cédntral America, Empirical

Investigation (The John Hopkins University Press; 1974), Ch. 1. pp. 1-16.




-

e

fo%;ile, and incr eased competition among producers Other factors
caﬁftibuting to d¥ﬁ§il§ efficiency are reduced uncertainty and increased
investment. The importance of these factors and the time period over
which they will operate depends on the economic, political and institu;

tional features of a specific union. While dynamic gains are continuing

and management skills as well as high risk and uncertainty prevail, the
mere freeing of trade will not lead to benefits of ecaﬁamic integration.
guidance and planning than that necessary -for develaped'nati@ns; .Tc
exploit the potentialities of ecanéﬁit integration among developing
nations the establishment of an sdequate infrastructure will be a naéessitfg
Eggz;sicn of the volume gf trade willsnat be possible without an expahded
transportation and communication netwarki ‘fﬁ this framewark} then,
economic integration will result in more iﬂYESt?eﬂtg There ﬁrnb&biy will
be more inflow of capital attracted by the laféer markets. External
vulnerability will be reduced . through economic integration. With a
fegir;mgl market the less developed countries would no longer be so dependent
on the autsidg world for their foreign trgéeg They may even be in a ;

-
better bargdining position. The combined market, their combined supplies

and their cnmblned demands for ;mparts might give them a stronger pﬁ51§1an

in trade negotiarions. In other words, thfﬂugh economic integratiom, 'Jhat

the developing caﬁif)ies‘niy not be able to do alone they may be able to

do together.



This study will proceed in the following framework. The next chapter
summarizes the the&ry:aﬂd research in this area previously performed by
others. First, there will be a review of the literature including an

analysis of static and dynamic aspects of economic integration. In partial

#

diversion are demonstrated separately by use of figures with perfectly

and imperfectly elastic supply curves. General equilibrium analysis follows
" #'the partial Equiiibrilfm analysis. Then, measurement of the total welfare

§§is of the factors

effect of customs union is illustrated. A brief anal

affecting the net gain of a customs union is followed by dynamic analysis.
The last part of the second chapter will focus on the empirical research.
The basic problems related to Eéreigndirade in less develbpéﬁ

countries, their commercial palicies, static and dynamic costs related to

and created by such policies as well as alternative policies are discussed

. v : ,

in the third chapter. Finally pro and cons of economic integration among
v * ' \ \ B o ’ _

less developed countries are analyzed in this chapter.

- 3

5 ‘ \ .
In the fourth chapter, thé Andean Common Market, its objectives, its

mechanism, characteristics of elach member, regulations and arrangements

© concerning trade, investmenf, etc. én@ng members, the structure gf the

Andean Pact, and crises and*fsil&;es of the Andean Pact will be discussed.
At the end of the ;hapter, the E&}GT exports, rate of inflation, exchange

rate stability as\uell as basiefgg,ernignt policies of members are compared.
\ 7’ A ) N
Due to the special \importance of thé consolidation phase (1969-1974), the
B \\ = .
last section of this chapter is devo gd,ta an analysis of this period..

L]

it




The concepts of trade creation and trade diversion which have been
used widely in the literature, and as a basis. for fgsearch by miny cannot
be used to judée integration schemes of developing nations because they
neglect the most relevant part of the theory to the less developed
téuntries, namely the dynamic aspects. Hence, in the fifth chapter an
e¢ana§etric_médél is used to provide estimates of the influences of
'various macroeconomic variables, including the customs union dummy variables,
on each of the most important targets in the model. Besides the
assessment of the effects of economic integration this chapter anhlyzes
the economies of each member through a highly aggregated macroeconomic

model. This chapter will-analyze the relevance ‘as well as the degree of

of each member country.
The purpﬂsé of tﬁg sixth chapter is to pfavide reduced form solutions
for the model. This chapter will deal with the aﬁéiysis of policy
sultipliers obtained ffgé the reduced form solutions.
The iast chapter summarizes the main findings and suggests some
implication of the policy making. |
-1

In the Appendix three matrices, (I-A) ~, B and I-A are presented.



CHAPTER 11

A SURVEY OF ECONOMIC INTEGRATION THEORY

This chapter is essentiallyrbgckgrﬂund matenfal. The purpose is

to present a survey of customs.union theory including an analysis of the
welfare impact of trade creation and trade diversion. It .also includes
a review and critique of existing empirical studies, most af:uhich are
measures of the static welfare impact of trade creation and trade
diversion.

The concept of trade creation and diversion and the literature on customs
unions are familiar to specialists in this field so it is unn;éessgry!ta
repeat them. The theoretical literature on custaﬁsrunian examines the
effects of economic integration using both partial and general equilibrium
analysis. Using partial‘equilibrium analysis, Viner' was the first who

viewed the impact of a customs union on the pattern of trade and showed

that perferential trading arrangements are not unambigously beneficial.
However, he regarded the primary effect of a customs union as being on the
supply side. Later, Headez pointed out that a customs union may produce
a welfare gain even if its only effect is to divert existing trade. For

instance if trade is diverted to a higher cost source there may nonetheless

be a gain if consumers pay a lower price for the good. Later Johnson

L. Viner, Jacob, The Customs Union Issue (New York, Carnegie Endowment

for International Peace; 1950).

2. ﬁégde;'J.E_, ThgvThéaﬁy,af Cg§gam57Uniaﬁé (North-Holland Publishing




developed a more comprehensive p;rﬁial equilibrium analysis of customs
uniaﬁji The following three figures and analysis are adapted from him..
He showed that the demand for imports increases in member countries for
two reasons:

the replacement of domestic less efficient production by péftﬂET mOTE
effi;ieﬁt production of the same goods (the supply or the production
effect) and increased consumption of partner substitutes for domestic
goods (the demand side or the consumption effect).. Domestic supply

and demand fun¢tian$ for a tfpiéal product are plotted in Figure 1. QQ'M .
is the saving of cost on domestic praﬂuétién replaced by imports. R'NR

is the gain in consumers' surplus from the substitution of imports for
domestic gaaﬁs, Total gain from trad% creation is tﬁg sum of two areas

QQ'M + R'NR. The effects of "trade diversion' are shown in Figure 2.

Before the formation of union, the country imports O0S' from the rest of

the world. After the formation of tﬁe union the member country impgrts

0S from the partner. There is an increase!in cost (or loss) of iRTPi>

This loss must be weighed against the gain from increased total cansuigtian

3. Johnson, H.G., "An Economic Theory of Protectionism, Tariff Bargaining,

and the Formation of Customs Unions', Journal of Political Economy, June
1965. '

_» Money, j;;deandﬁ;cngmi:;Grgyﬁh (Harward University

‘Press, Cambridge, Massachusetts; 1967), Ch. III.

_, Aspects of the Theory of Tariffs (London, George Allen

and Unwin Ltd.; 1971), Ch. 10.
Also see P. Collier '"The Welfare Effects of Customs Union: An Anatomy™

The Economic Journal, March 1979, pp. 84-95.
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of Q'RQ. Welfare loss Déturs as the result of trade diversion anlf if
area nwRTP exceeds Q‘qu4
The more realistic case is where import supply is not perfectly
elastic. It is illustrated in Figure 3. Sh is home supply and Dh is
home demand.. Sf is foreign supply. Sp is piriﬁgr‘s supply inclusive
of tariff. Séi is partner's supply after the formation of union. BGfoEV
Vthe union is formed, the equilibrium price is oP, and consumption is

P,C. PA is produced domestically. AB is imported from the rest of

the world and BC is imported from the partner country. With the
formation of the customs union, the aggregate supply curve for the
commodity. is Sh + Sf + Sp rather than Sh + Sf + Sp and price falls

from DPI to aPz, Consumption increases from PIC to PzDi Domestic

4. Formation af.a customs union causes intercountry substitutian, inter-
?yafﬂd. The intgrcauntrysubstitutignresults in trade creation and trade
diversion each of which Céﬁtgiﬁs a production énd a consumption effect.

- %, Seefag Colleir op.cit. Here the shifts that increase .efficiency are simply -
lgﬁelledas'iraée creating" and 5hifts that reduce efficiency are called
"trade dsvefting" Trade creation occurs when the ellmlnatlan of customs
duties betHEEn countries leads to a shlft in pfaductlén frai inefficient
(ar less eff:Lclent) protected firms to more efficient firms within the muéi
Trade diversion occurs when znads formerly imported from the rest of thg
world are repl;eed by goods pradu:gd within the union by less efficient
praducgrsi In the above analysis (Figure 1) QQ'M is Viner's trade crea-
tion, production effect; and R'NR is Meade's '"trade expansion'\distinguished,

/ j ] . ) »
from Viner's trade creation, or consumption effect of trade creation.
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12.

(4
production is reduced, so are imports from the nonmember countries. On

the other hand imports from the partner increase from BC = EF to GD.

The increase in imports from partner is the sum of trade creation and

‘trade diversion. HJ is trade creation. There is also increase in
consumption resulting from the fall in price (DEj. (GF-JH) represents
trade diversion.

In brief, the home country imports some of the product from the
foreign and partner countries as well as producing a proportion itself
both béefore and after the formation of the union. The union changes the
mix. Dﬂ balance each member may gain or lose. There is reduction in
ﬁr@duéers' surplus and in tariff revenue. The country pays a higher
price for goods in case of trade diversion (aﬁ-inﬁreasa in the partner's
supply price as output is,incre;sed)s. On the other hand there is gain
in reallocation of resnuf%es away from high cost domestic production.

There is a gain of consumers' surplus.

5. There is also some loss from increase in price on the former valuigb
of imports from the partner on previous quantities now supplied at a
higher price. Against this loss on the partner terms of trade there is
possibility of an improvement in thé-tgrms of trade with the rest of

the world if the uﬁian;is large enough to affect its terms of trade.
Another possibility is export diversion especially when theré is foreign

exchange constraint on the part of the foreign country.

=y s . A, . - -k



13.

In a general equilibrium fra:awarks_ the welfare effect of the
customs union can be explained by Figure 4. Starting from free trade
equilibrium in position e (Figure 4), the imposition of tariff on
i-éart; of X, even it it does not shift the source of country A's
imports, will cause a reduction in the quantity of these imports and an
increase in the consumption of the domestic éﬁdit}"li The tariff changes
the relative prices in A's domestic market indicated for example by -
the slope of line A'C', moving A's equilibrium from e to h. Név
if A forms a trade-diverting customs union with country B and buys
her imports of X from B at terms of trade indicated by the slope of .
line AB, her welfare will be unchanged. Country A's welfare actually
will increase if her terms of trade are worse thanéthase indicated by
the’sleﬁg of AC but better than those indicated by the sloper of AB,

for instance line AD. If terms of trade is between the slope of AB

6. For general equilibrium analysis including the two-aggregate analysis,

the three aggregate analysis and the ideal level of dggregation and
related problems see

RAAding:

Lipsey, R.G., "The Theory of Customs Union: A General Survey' in

in_International Economics, edited by R.E. Caves and ‘H.G. Johnson (Richard

D. Irwin Inc. 1968), Ch. 16.

(London: Yeidenfield, and Nicolson; 1970) .

P. Collier "The Welfare Effects of Customs Upion: An Anatomy" The Economic . .

&

Journal, March 1979, 3.
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g

and AC, A's welfare will

be increased by the trade diverting udion. In-

brief, a customs union produce a welfare gain even if its only effect

is to divert existing trade, the same result as in a partial equilibrium

.an;lysis,

As a method to measure the total welfare effect of a customs union,

Figure 5 is used. ab is the amount of trade creation. Area B is the

-total reduction in costs as ihefficient domestic producers reduce their

output. The gain due to consumption effect is area D. The loss from
trade diversion (area E) is determined by multiplying the difference in
cost per unit of the partner and foreign sources (P1P2) by the amount
of trade diversion, whiéh is amount be.

As the union is farmgd; domestic pr@ductiaﬁ is reduced from ob to

oa (production effect of trade creation). On the first unit, the welfare

gain is the full difference between the domestic and partner prices. On

subsequent units the gain is smaller and is eventually zero. The same
is true in the movement from oc to od. For trade diversion this is
not the case. The loss per unit is constant throughout because the cost
differences remain constant for trade diversion. In practice, the process
of determining whether ecanamit‘integfatien produces a net welfare gain

or loss is much more complicated than is revealgd in this analysis even

L

if we were able-tb determine the volumes. The determination alone requires
a knowledge of cise cost differences between countries for a wide range
of products. What can be said in addition is that the static analysis

!

alone is not sufficient for the determination of net welfare gain or loss.
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FIGURE 5

Total Welfare Effects



Aigiv=ﬂ customs union is more likely to produce a net gg%ﬁ:
15 ithe,lgrgegEthe economic size of tﬁe*uniaﬂ;
2. the lower the tariff level of the union on imports
from the rest of the H@%ld;
'15 3. the higher the prefugiagggariffs among members pefafez
the iétagratian; and
* 4, the more dependent the rest of the wgrld on the member
gcan@mieﬁg |
" A customs union is more likely to be advantageous on BalaﬁEe if the L
céanaﬁiEi of its nembef% are actually very competitive but are p@tent;ally
_complementary. If befare the fbrmatiaﬁ of union they produce similar
rpfaduéts but effltlgncles differ, then after 1ntegr;t1@n trade creation
will dominate trade d;ver51gn Consider two ccunt?ieg, one with a
comparative advantage in gradu¢ti5n of pri:gry-praduits and the other in
manufacturing goods. The primary producer has by pfat;ztian developed

some high cost qgnufgetufg§ and the manufacturing country has by protec-~’

tion develaped some high dost domestic agrlcultural products. If they

form a union, thelr{welf:re will increase cun51derab1y since one will _ ——
: ‘r-k e

concentrate on produclng cheap primaty products and the other prﬂduﬁlng

cheap manufactures, Thgre is possibility of a great expgnsl in their

trade without much dlver51an of their imports or exports from the Tést

of the world. If on the other hand, their economies are already

complementary the prospects of gains on the production side would-be small: >——

To measureé the welfare effect of a customs union, we also have to

|

consider the terms of trade effects. The welfare gain will be high if

the elasticity of the reciprocal demand for outside products is high,



.complicateq.

outside the union. However, the creation of a customs union should

18,

but @he elasticity of reciprocal demand of the outside world for products
of members isilaug In other words, the more inelastic is the foreign
supply of imports to theé union and the more inelistiﬁ the foreign demand
for its exports, the higher is the possibility of gains on the terms of

L

trade with the rest of the world. In all these cases we are actually

d;seu131ng the possibilities. In practice the measurement is far more

So far our analysis has been ;éncgntrated on the so-called.static
effects. The possibilities of the so-called dynamic effects are‘irgsggf
in larger unions. It is expected that integraticﬁ will foster the
economic growth of the members. This outcome is assumed to be due-to
many factors, such as ;;:ge¥5§ale economies of a wider markét, lessening
of uncertainty in:intré—éfga trade, and a faster rate of technological
Eﬁgngeg Larger markets pernit the exploitation of economies of scale.

However, it can be argued that once the economies of scale have been

' Eiplai%ga the effect is exhausted and thus it is really static in

. charactar * With respect ta the pnss;b;llty of economies of scale, _even.

thaugh such economies reduce cost of production inside the union, that

cost may still be highgr than ‘the cost of supplies formerly imported from

therefore will eﬁable demand to exert its stimulatigg effect more fully
on autpu£ and ehployment. Integration may lead to the breaking up of
national cartels and the establishment of competition. Thezenlargemeﬁt

of internal markéts brings more widespread and éffective competition
between firms and industries. However, there is possibility of replacement

of national by union cartels.



and social background (particularly) can simply be lumped together is
very important. If the separate markets of the members are divided by

serious geographical barriers which require high transportation costs

to overcome them, the enlargement of the market may not be that effective.

Eggitiia;*Rgsearéh

The empirical research analyzing customs union effects over

the past decades has concentrated on the trade creation-trade diversion

ﬁugstiani constructing estimates
flows. The elasticity approach to the estimation of trade creation anéa
diversion ihigg was originally proposed by Balassag has been a comparison
of ex post income elasticity of import demand for extra and intra-area
trade before and aftéf the formation of the customs union, under the very

strong assumption that income elasticities would have remained unchanged

8. Balassa Bela ''Trade Creation and Trade Diversion in The European

" Common Market', The Eéapﬁmizgjauyigg, March 1967 (pp. 1-21).

’ _, '"Trade Creation and Diversion in the European Common

Market: An Appraisal of the Evidence' in Balassa B. Editor, European

Economic Integration (North-Holland/American Elsevier; 1975), (pp. 79-117).
This book contains a number of empirical tests on the effects of unions

es?ecialln‘y* EEC, on trade flows. -

L
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in the absence of common narketg. Inothérvﬁfds the establishment of

customs union is regardéd ast the only major influence on' changes in
the pattern of members' tradeslo.

Williamson and Bottrilll attempted to predict the level of intracom-
munity trade flows in manufactures in the absence of integration and
cmﬁpare it with t;1e actual recor&ed flow for EEC and EFTA. Hﬂst:i
of the methods used, ;since the sixties, to measureaintegratign effects
have one thing in common ;nd that is concentration on the impact of

integration on the flow of trade, ignoring other ;spe¢t51%i For develﬁping:

9. 1In Balassa's study expost income elasticities of import demand are

defined as the ratio of the average annual rate of change of imports
P

to that of GNP. A rise in the income elasticity of deman& fqr intra-area
imports would indicate (gross) trade creations. Trade divé%gian would

be indicated by a decline in the i‘ncome élasti:ity §f demand. for extra-
area iméorts. The possiblé effects of the cammaﬁiMarket's establishment
on economic growth of members are disregd&deﬁ iampletelyé

10. Although Balassa's study was based only on import elasticity, his
method could be applied to expqrt elasticities as well.

11. Williamson, John qu’iottril, Antony, "The Impact of Customs Union on

Trade in Manufactures", Oxford Economic papers, Nov. 1971 (pp. 323-335).

12. 'Amohg these are the so-called cross .section models. See for instance
Aitken, N.D. ""The Effect of the EEC and EFTA on European Trade: A Temporal- -

cross Section Analysis", American Economic Review, Dec. 1973." For a sur-

vey_df methods and measurements see Verdoorn, P.J. and Van Bochove, C.A.

"Measuring Integration Effects: A Survey", European Economic Review 3

(1972), pp. 337-349.
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EﬂuﬂtrlES, many studies have been carried on to determlne whether growth:

in intra-region trade on balance has been of the trade creating or tfade
diverting verietyls. Most of these studies are based on strong assuiptienei
The establishment of the customs union is regarded as the only major
influence on ehanges in the peeeeen of members trade which means that the
disregefdedi, In his study, for instance, W.T. Hilferd considers the

rise ef intra-area trade (as a proportion of total trade) as eviderice of

the trade creating effects of the Central American Common Market.

13. Among these are:
Willmore, L.N., "Free Trade in Manufactures among Developing Qeuntries:

The Central American Experience ""Journal of Economic Deyelepnee;mend

Cultural Change, July 1972.

, '"Trade Creation, Trade Diversion and Effective Protection

in the Central American Common Harket";’Jeuepglief Development Studies

M =

12, no. 4 (July 1976).
Cornoy, Martin, "A Welfare Analysis of Latin American Economic Union: Six

Industry Studies" Journal of Political Economy, Part 2 (July/August 1970).

Hazelwood, Arthur, Eeenemie,Ineegreeienzézge,Eeet‘AfrieaeiExperienee_ .

New York: St. Martin's Press; 1975].

14. Wilford, W.T., '"Trade Creation 1n the Ceﬁtfel American Common Market"

b !hl;h 1970 (pp 61-69). . . .
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Up to mid 1970's almost all of the empirical research in this area
was confined to the impact of integration on trade flow. One
of the earliest attempts to assess the impact of integration on each of
the economies of_tﬁe region is Nugent's workls. He also has obtained
an estimate of the potential improvement that each country could obtain
if each member could.agree to coordinate its monetary and fiscal policies
at the‘reg§onal level. Later, in a collection of articles Cline and
Delgado16 i;alyzed the effects of integration on growth, industrialization,
elpleoyment and distribution of income in Central American Common Market .
I;hie consider economic integration as an important policy option for
developing countries faced with choices among economic development
strategies, then these studies are turning points in assessing the

reliability of integration efforts in fostering economic development.

.

15, " Nugent, Jeffrey B., Economic Integration in Central America,

Empirical Investigation (The Johns Hopkins University Press; 1974)

Also see Morawetz, David. The Andean Group: A Case Study in Economic

Integration Among Develqpiqg;Countries (Canb;idge, Mass.'M.I.T.; 1974)

16. Cline, William R. and Delgado, Enrique, Economic Integration in .

Central America (The Brookings Institution/Washington D.C.; 1978).




CHAPTER II1I

FOREIGN TRADE, ECONOMIC INTEGRATION and DEVELOPING ECONOMIES.

To many less developed countries the problemsinvolved in relying
on foreign trade to stimulate economic development are many and in many
respects differ fra-A;he past. That is why during the past decades many
developing countries have restricted their foreign trade in the hope of
promoting their economic development. Many of these countries have later
turned to economic integration. in an attempt to spézq up their development.

As a background for the application of the principles af economic
integration to the developing economies, this chapter analyzes trade
problems and commercial policies of the less developed coufitries.
This chapter will examine critically the trade strategies and the

' possibilities of economic integration among less developed countries.

Setting the Problems

The level of domestic aggregate demand is not generally believed
/
to be as important a determinant, in the short-run, of the level of -

aggregate economic activity in a less develapgd country as it is in i
developed country. Rather the level of income is supply dgternigédi To
the extent that demand factors play an important role in the shait;run
determination of the level of income, they are those orginating from
theAexport sector. Fluctuations in expcrf demand affect the aggregate
level of income through their effects aﬁ foreign g;chanée rEtzéptsraﬁ&

+

[ ]
L
. .
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thus upon available supplies rather than throughigggsjultiplierli
those economieés in which agricultural éxports predaiin;te,!supﬁly
fluctuaiions caused by weather, crop-pests and diseases obviously are
as imﬁortant as any demand factor in determining the short-run level of
income and welfare. While on the world market; variations in national
‘crop condition will to some extent offset one another, the impact of
such supply variations may be significant in individual producing.
countries. If exports are a significant fraction of national output
and export earnings vary considerably thenvthese variations may have a
multiplier effect on domestic income with inflationary or deflationary

<

consequences. . \

The price elasticity of supply ana dénan& in the case of agriﬁultural
products is very lowz, The business cycle in developed countries produces
“cyclic¢al variations in world demand for primary products. Low price
elasticities combined with uncontrolled variations in supply and demand

may lead to instability in prices and proceeds of primary products. In

modest shifts in world supply or demand can have drastic effects on price.
S

1. ‘The export ea:gings of LDCS reflect price movements quite heavily,
whereﬁs for deVelopéd countries it is fluctuations in quantities.

2. Consider the long lag in the supply response of many primary products
t§ Q price change. Conside£ a product such as coffee for instance. A
“short coffee crop causes a high price aﬁd‘inducgs!thé planting of motre
coffee trees. By the time fhe trees reach bearing age the high price

hikhtbe gone.



So, in the short-run, export instability may reduce the ability of some

! deyelﬁping countries to achieve high!;ites'gf economic growth; hawefer,
" in general, export fluct;atigns have not been an important obstacle to
the economic development of developing countries.

The other area of complaint by the less developed countries is that

" there has been rapid EEEhnél ical change in producing cheap and qualita-

tively superior synthetic substitutes for many agricultural products.

products. Research and development efforts in developed countries are
also producing means of lowering raw material inputs requirements
of those final products using natural inputs intensively. . Demand
prospects for minerals are generally much better than for agricultural
ptqducts. |

Agricultural protection in the developed countries limits market

Policy (CAP) of the Eurppeaﬁ Eﬁ@ﬁglic Community. However, estimates

show that the transfer of only 20% of existing European revenue on tropical
products would provide greater earnings to the producing countries than
their total removal. Denmark uses its caffee duty for development assis-

tance with control over the disposal of revenue .

3. In a study done by McBean the results indicate that viewing export
instability as a severe deterrent to economic growth in a number of less

-developed countries is not proven. Alasdair I. Macbean, Export Instability

and Economic Development (Georege Allen and Unwin Ltd.; 1966).

4. G.k. Helleiner, International Trade and Economic Development (Penguin

Books; 1972), p. 48 and p. 6l.
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Primary Praéucts are still a iajéf source of foreign .exchange for
‘developing cauntriessg About one third of all primary pr;duéts exported
from developing countries face trade barriers for the protection of
producers in the developed countries. There have been strong daubts

3

in many less developed countries whose exports contain significant

* . ) ) . : - .
amounts of agricultural commodities regarding the-advisability of continuing
economic dependence upon sales of agricultural products in international

markets. ' . o

As Table 3-1 indicates, there has been a dﬁsﬁﬂ:éd;;réﬂd in the
relative share of exports of agricultural products Eragﬁégveléping countries
"to industrialized countries. For instance imparfﬁegfiaifgiultural pf@dUEEl
to EEC have gone down from 12.3% of domestic consusption in 1959-60 to
9.4% in 1973-74. In the caseof the U.K. the proportion has declined from
16.9% to 10.1% in the same periéd and in the U.S. the re&uctign has been 1.8%.
In total the reduction in the share of exports of agricultural product
Some develéping countries hiye claimed thét the terms of trade

for primary products have worsened for many decades and will continue to

S. In both Chile and Zambia, copper counts for about two thirds of
total exports in Egypt cotton is slightly less than half-of total é;p@rtsf
In Bangladesh the main.export is jute. In Melaysia and Bolivia tin, in

Thailand rice, rubber and tin, John P. Powelson ''The less developed . ... ....

countries (LDCS) and The Terms of Trade" Economic Impact. Ne. 22 (1978/2).
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do 5@6. However, the controversy over historical trends has been
concerned with the net barter terms of trade. It is obvious that deteri-
oration in the net barter terms of trade need not be accompanied by
declining export receipts if the volume of exports expaﬁd§.suffici3ﬂt1y to
offset tg; relative reduction in price. It does not need to be accompanied
by declining income in the gxﬁaft“sectaf; if export productivity goes
up sufficiently. If there is deterioration in the net barter terms of
trade only, it simply means lower foreign exchange earnings and lower
national incaig than if there were no deterioration.

In the past decades many dsvgléping countries have implemented the
strgtegx of ‘trade restriction due to the following factors:

1. the desire for rapid economic growth,

2. the desire for industrialization,

LR

and price elasticities of demand for exports

[
r¥
-
Iy
ot
o]
£
;b
Eﬂ
i

afiagricultursl product which constitute the bulk of the less deveiﬁéed
countries exports and

4. balance of payments difficulties.
Import substitution policies often seeaéd easier to implement than export pro-.
nat ion due to the weak state of the world market for the exports they happen to have.
Héstcfthgseéauntries,exgludingpatralaxnexpaftingcauntries,havebélancggf

' payneﬁtspressureduetainsufficientlyrapidexpaftgrauthanﬂzﬁpidlyrisiﬁgimparts

6. This argument actusdl. goes back to early 1960's up to mid 70's. That
the world's income elasticity of demand of manufactured goods has beew - - -

much higher than that for the ﬁriaary products.
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demand to carry on accelerated development programs. Usually trade
barriers are pursued for the sake of industrialization (case of infant
industry or industries), foreign exchange conservation, to improve gal;née
of payments, to create employment and 5ai§tiies even to attract direct
investment, I-pgft>su55titutian in less developed countries typically
began ;ith ::nuf:gtufed consumer goods for which there is already

a local market, which means a shift away from consumer goods imports
toward intermediate and capital goods imports. Indeed the post-import
substitution economy becomes more dependent on the world economy fér
intermediate inputs and capital goods required‘far its development
program. I; becomes more vulnerable to flu;tuéﬁésns in external receipts
than the '"traditional' export economy was. So fér in most less developed"
countries the consequences have been the creation of an inefficient indus-
trial sector creating very little foreign exchange savings and little

. s 7
prospect for future productivity growth.

A tariff creates spread between foreign prices and domestic prices,
but leaves jg;estiﬁ CéﬂSBﬂEfS.aﬂd‘prﬁdUEETS facing the same prices. A
tariff, then, stands in contrast to a consumption tax which raises prices
to consumers over that‘fég;d by producers or to a production tax, which
also creates a spread between the prices confronting consumers and

directly by direct taxes or subsidies at the point of the distortion

rather by use of trade intervention. Restriction on import will never
: . : S

7. Seeé Balassa and Associates,

. (Baltimore: John Hopkins Press; 1971);




be a first-best compensation for da-e;tic distortions in the product and
factor markets.

The nominal tariff does not by itself indicate the impact of protec-
tion for the domestic industry if that industry utilizes imported inputs
which are subject to duty. While the nominal rate of protection affects
decisions taken.by zansgme;sj the effective rate of protection indicates
the joint effects of tariffs on the processing activity, on the product
itself and on its inputs and influences the producers' choice.

it ] t, - t.8.. v, = v¥
t = d 11 . J )
e - 0., vy

1) J

=
|

Rl

ihete_a ' t : effective rate of protection
t.: tariff rate on the final good
v.: value added in domestic market
v*: value added in world market
t.: tariff rate.on the intermediate good

6..: the amount of intermediate §a§d requiréd to

~ produce one unit of final good in vaiue'te§ﬁi
. For policy purposes the-effective rate of protection can be of gfe;t
importance in less devglaped countries. It is pa;éible for the rate of
effective protection to be negative. If the gu:erstcf,is negative;‘thgn
the process is'Being taxed réthgr than protected.’ When the denominator
is negative i§ means that the domestic production process is cxtfggfly
ineffigiant. Negative value added measurement may result from high?r
international monopoly power on the part of foreign supplies of inter-
mediate goods than thﬁt of suppliers of final praduttgggﬂd relétivély’»

high domestic prices for inputs such as transportation and electricity.
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If all manufactured goods are protected, the exchange rate will be .
lower than it would be inh a free trade situation. Exports are penalized
by the low (overvalue@) exchange rate. Exporters receive less domestic.
currency ber foreign currency than they would get under free trade. To
estimate net effective protection then we have to consider the nécessary
-adjusémént for the overevaluation of the exchange rate as compared to
the free trade situation. Effective rate of protecfion of 100% on import
competing goods and nil on exports will then mean that dome§gjc processingb
cosxs.are double the world market costs in the first ékﬁe and equal to -
w&rld market costs in the.second case. So protection permits the profit-
able‘opergtion of inport-ggmgetfng_industries that require twice as many
domestic resources per unit of foreign exchange saved through import
substitytion as would be needed to earn a unit of foreign‘exchange saved

. . . : . . t
through exports. Eliminating protection thén entails the transfer of

.
_resources from import substituting industriésL?E'export industries where
their contribution to foreign exchange earnings is twice as large.
Besides the static or allocative cost of protection (distortion in
the relative prices of inputs and outputs due to the imposition of protec-
- tive neasure.,i?neffi;iencies in resource alilocation) there is also a
'dyna;ic cost involved in‘trade restrictions. Economies of scales are.
foregone as a result of the bias in favor of production for domestic use.
The confinued sheltering of domestic industry from competition as it is

fan
in less developed countries involves a dynamic cost in the form of
opportunities.foregoné'for improvements in productivity. Technical.change
is hindered by the lack of sufficient domestic competition. The small

size ©f the domestic markets limits the scope of application of large
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scale production methods. High costs in many less developed countries
then appear to be the result rather than the cause of protection. In
many less developed countries with high-lével of protection, the smallness
'of domestic markets has-led to the eétablishiéﬂt of monopoly positions in
some industries. High profits then absorb part of the excess of domestic
value ‘added ovef world market value added. The profits ripfesent a
redistribution of incomes from domestic consumers to producers. Protection
will involve a cost fo the national economy if the firms are foreign owned
| since profitsin that case are transfered abroad. )

~ High levels of protection may affect economic growth in developing
countries. 'Protection usually increases urbanization and an urban popula-
tiomn is usualfy more inclined to limit its birth rate. 5o protection
can affect the rate of natural incféase -of papulatiah_ Theg marginal
propensit& té save o;t of profits is higher than out of other incomes.
Heﬁce it is argueggmhat any redistribution towards profits due to trade
barriers will ra' the overall savings, inveétment? hence the rate of
capi:;1 accumulati .and therefore the rate of gfauthis 'Haiever, high

levels, of protection may not have satisfactory effects on economic growth

o

8. For detail analysis of relation between growth and protection see W.M.

Corden "Protection and Growth" in International Economics § Development,

"edited by Luis Eugenio DiMarco (Acadeﬁit Press, New York, London,; 1972).

Press; Third edition; 1976) pp. 735-778. Anne 0. Krueger "Alternative

Trade Strﬁtégies'& Employment in LDCS.", Tbgﬁéggf§§§g_§§ppami: Review,

May 1978.



unless protection leads tornet increases in profits that are in turn
reinvegted. Protection may also reduce the profits of the commercial
sector through reducing the volume of trade.

Inthe case of the infant industry argument, the present (static) cost of
pgot;ction.is acceétgd for the sake of future (dynaiic) benefits which
may never appear. When an industry's cost fall over time because
of learning by experience, this learning process represents thé accﬁnula—
tion of "invisible" capital. An infant industry is an industry that is
undergoing such a learning process. Protection shifts the resources fréﬁ
one industry to another. Invisible capital creation goes up g;t the
shift of-output»imposes a current cost of protection. It is likeiy to
reduce ordinary saving and investment against the increase in invisible
capital creation. It is thus bossibie that protection of infant industries

i
reduces the rate of g;owth.

The policies of profection with the economic structure that they cause
~are likely to become barriers'td/growthijlsubsequeni.stiges of protection
in developing couptries. In mést of the less developed countries import
Substitution starés with protection of nond%rible consumer goods. Imp@fts.
of materials, parts and equipments to sustaip.produciiaﬁ in the protected
industries go up. So protection causes bias\agaiﬁst dcmestic‘ﬁradu:tiap
of intermediate goods, capital goo@s'and raw haterial,(since they are
usually imported duty free). Protection permits monopolistic or
. oligopolistic matkqé positions for protected goods which lead to _
technical inefficiency. Thereisan increaseiilforeigmexchange requiremenﬁs
of less.developed countries to pay for imports of intermediate goods,

capital goods and other materials. To carry on an import substitution
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-strategy successfully beyond the first stage requires either expanding
exports or extending production backward to materials, equipment and
intermediate goods required in import competing industries.
7Every direct‘?ct of protecti&n of some activity is also an indirect
act of discouragement ta other activitiés,gxcept in thg cases where the
relevant economic resources have been completely idle. A tariff struc-
ture which controls imports of consumér goods and lets intermediate pro-
ducts, includipg capitél goods enter freely at;the existing exchange
rate is discriminatory against:
1. producers of exports;
2. domestic producers'of_interngdiate inputs.- and capitalrgoods;an&
3. consumers. )
Inport restrictions to stimulate industries have often been Prejud1C1al
to the traditional agr1cu1tura1 sector. Overvalued exchange rates due to

-

import substitution hurt agricultural exports by making it less'profitable
to export. Thé higher industrial prices caused by protection turn the
terms of trade against agriculture. Protection invoives’a bias against
éxﬁogts in favor of Qaies in domeﬁtic markets in industriés classified

as i-port competing or linked to those industries. The extent of this

bias has been measured by Balassa9 by calculating the percentage excess

9. " Bela Balassa and Associates, The Structure of Protection in Developing
~ Countries (published by‘IBRD and the Intra-Amercian Develophment Bank;

1971),



exporting. In Braz:L Chile and Phllliplnes the bl;s agglnst exparts exceeds

100% in most manufacturing indus tries.

f we consider industrialization as a major contributing element in

o]

the develapjent process, development of home pr@duﬂtién to replsce

industrialization. It is argued that in terms of relaxing a cauntry's
foreign exchange constraint, a unit of foreign exchange saved by import
sﬁbsitutian is equivalent to a unit of foreign exchange earned by expﬂrt.
However, the domestic resource cost of earning a unit of foreign exchange
through exports tends to be less than the domestic resource cost of
saving a unit of foreign exchange through import substitution, recalling
the technical inefficiency and other disadvantages of import Sdbsti%utiﬁﬂ
» .
discussed earlier. Protection limits the scope of introduction of
large-scale production methods and provides few inducements for improve-
ment in productivity. In contrast, instead of production on a small szaie
exclusively f@r domestic markets, the expansion of manufactured exports
enables firms to use large scale production methods. Productivity tends:
to rise more rapidly in manufacturing than in primary production. ’He
may also say that expjnsiﬁﬁ of manufacturing industries prav;des lndlre:t
benefits by inducing investments in other branches of industry. The
expansion of exports can be done by granéing a subsidy to the production
gnd exports of iiﬁufnctﬂfad gaods or by us;ng differential ex@hgnge rates

¥

far the ngnufaeturing sector. ?hg ngntraditlanal exparts, b21ﬁg relatlvely

-

lnber intensive in production technique, may abSﬂrE more labor than import

replacement. An export-oriented development strategy generally entails
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~relatively greater use of indirect rather than direét intervention. The
costs of export promotion are, however, more visible to policy makers than
those of import substitution. The advantage is that exporting firms,
however sheitered on the domestic market, still must face price aﬁd quality

competition in international iirkgisi In discussion of the growth of the

~ export sector, however, the case df immiserizing growth can not be ruled
out. In other words, if the terms of trade deteriorate as a consequence
of growth, ﬁhen it is natural to ask whether the deterioration éaﬁ out-

a case exists if the developing country is important enough in world

‘markets to affect the terms of trade.

It is usually believed that the volume of trade in manufaétufgr; of a
country with each of her trading partners, when taken as a prépgrticn

of the corresponding national incomes of these countries, will be higher,
the greater the similarity in the demand patterns of the pair of trading
countries. Similarity of demand patterns would be associated with the
similarity of income per capita although income distribution and

*similnritiss of taste patterns are additional ggriiblei, The ﬁre—iﬂﬂditian

’ ] .

- for a non-primary commodity to emerge as an export is usually the pres:ﬁze
of home demand because foreign trade is usually an extension of damgitie
production and trade. The internal, Cmand pattern detefﬁings the rg;gg of
manufacturing commodities that constitute potential exports. Potential -
volume of trade in manufactured goods will be larger, the more similar

10

the income level 6f trading countries. If we accept this thesis  then

10. - Linder, Staffan Burenst, Trade and Trade Policy for Development

(Frederick A. Praeger; 1967)



there is not much scope for trade in manufacturers between less developed

countries and developed countries.

Economic Integration Among Developing Counties

During the 1960's and the 1970's many developing countries have turned
tﬁ éignanii integration in an attempt té speed up their deveigpﬁént:
Although integration can vary in degree from free trade area, customs
union, common zirketi economic union to total economic integration, for
less developed countries it has been regarded mainly as a way of increasing
the size of the domestic market,

"As .discuésed in . chapter two, it is assumed that regional
‘economic integration will bring abaﬁt the growth of the economies of the
Eenber‘natignsi In other words, factors such as economies of scale
beéiuse of larger markets, greater effitiency; etc. will enhancerthe
growth éf members. However, while this may apply to developed countries,
for the developing countries it is basicglly a question of wether they
will be able to created a well functioning national economy in the first
ﬁiaee through such an integration process. On the other hand we may argue
that the case for an economic union is weak when the less developed

§ countries have not yet established many industries. Iﬁ other words, a

- union will not improve resource utilization unless industries have
already been established but need uidér markets than the national EQBﬁéiY;
can provide for the exploitation of economies of scale.

Bgsides.engbliﬂg developing Eﬁuntries;té achieve economies of séllé;

. 4

integtation can also serve as a means to take advantage of location
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"y

factors andePEiialiIStiDﬂ based on comparative advantage. In terms o
trade creation and trade diversion discussed in chg§t3f two, trade
divgrsion may prevail because integratian may divert.trade from a low
cost source outside the union to a high cost source within it. However,
if the &iversinn were otherwise to occur anyway through protection of
each of the less developed country's domestic markei;_the coordination
of protection is a second best policy. In other wﬂ%ds the removal
of barriers t@ltrade among the members is a necessary but not sufficient
condition to increase trade and enhance their development. Economic
integration should be accompanied by the Qéﬁfdiﬂitiag of the member
countries planning. | 7
Integration also may serve as a means of increasing the bargaining
_power of the less developed countries. Their combined supplier position
and import potential may give them a stronger pdsitian in trade negotia-
_tions. So economic integration may tend to reduce the external vulner-
ability of the developing economies. fn other uarﬁsi with a regional

ﬁarket, the less developed countries may no longer.be so dependent on

outside countries for their exﬁﬁrt; and iﬁpartsi Thraugh gcan@iie inte-
gration, then, member countries are able to enjoy a more asséreﬂ mariét
for their products and at the same time have imports from thé.autside
possibly under more favorable terms of trade.

As a result of economic integratiaﬁ more investment is expéc;ed to be
jundertaken‘in_thgarggiﬁﬂ. Host_prgbﬂbly,;:thEjuill be an inflow of
foreign funds_ittracted by the larger market. In a study by Eriegerll,

11. Mytelka Lynn Krieger, "Foreign Aid and Regional Integration: The

UDEAC Case'', Journal of Common Market Studies, 1973-74, vol. 12 pp. 138-158.
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she féuﬂd that there is a (linear) positive relationship betﬁeeg aid and
integration such that increasing coordination among recipients increases
the positive inpa;traf'aid on resource allocation. However, she concludes
that in-the long-run aid can only be of marginal importance to regional
efforts. |

“'x Following the trﬁditian’gfdistinguishiﬁgbetﬂgen short-run effects
thebry to less developed countries seem$ to be limited. Té see this
let usif3§all the effects discussed in this and. the second chapter. The
sﬁort-rﬁﬁ effects generated by integration are better use of the existing
capacity, greater efficiency, increased output and egplayment; In the
long-run integration is expected to -modify §peéiali;atian among firms and
across cauntties, change the input méx in favor of 1@;31 resources,
bgrmit economies of scale, enhance competition, Eécilitate the development
of external economies, and improve the bargaining power of the region in
therintérﬁatiﬂnal markets. Integrétian is also expected to open new
“possibilities for industrialization. The theory affirms that the gains
from integration (almost) are equal to the difference between trade
creation and trade diversion an& the gains are higher when érade witg
the rest afithé>waf1d is small. Howgver, benefits to be derived from
increased trade in traditional product. of less developed ;aﬁntfies
(member ééungries) are-mininéli Most of the trades of these countries
is with the rest of the world because they are (mainly) exporters of

| primary products and ilp@ftEfsvﬁf égpital goods, The ﬁhearybitseifvwhiéﬁxlﬂ

h
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relies on static effects has limited appliﬁibiiity for dévelgping
cauntrieslzi ‘However, the evaluation of economic integration among less
developed countries should not be confined to production andrzansu:ptian
effects. Trade diversion in consumer goods would release more fgréign
exéhangérwhich can be directed toward increasing requirements for capital
goods. H@wever, in the case of devel@ﬁing éagntfies the emphasis éhéul&
be put on dynamic rather thén static effects of economic integration. The
domestic markets of most developing countries are small such that the
manufacture of many ite;s.fbr the domestic market alone is not practical
even ulder heavy’ pr@téeticn; Iﬁtégfatian allows the exélaitatian of |
economies af~§calé; Also develaping countries should expectreccnaniz‘
intégratian‘séhe-es to be a means of fostering economic growth through
the cféatian of opportunities fér more trade among the members not only

A

in products already traded but ﬁrimafiiy in products prpduced-thraugh
the creation of new industries. In other words, iﬁ;tegd of increased
trjde*iﬁ'tfiéiticﬁal praduets,-némber countries should .bemefit from
e¢aﬂaﬁie integration schemes to be derived from the utilization of the
opportunitiés for industrialization éreatéd b? such schemes. So an
adequate understanding of the key structural conditions in each member
countries is necessary to evalﬁite the @vérgll pEff;fﬂiﬂCE of the

: .
countries concerned. |

¥

12. For several arguments which show the limited relevance of the appli-
cation of production effects, particulary, to problems of less developed
countries see Tayeer A. Jaber, '"The Relevance of Traditional Integration

Theory to less Developed Countries' Journal of Common Market Studies,

March 1971, pp. 254-267.
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Integration may be aimed at producing an even geographical spread
af'inﬂustriesi Then reaching agreements on integration projéfts is
difficult. A complete calculation and estimation of costs and benefits
associated with gifeﬂ projects is;nEtessaryi If the 1a:atiani1findu5tfy
or project is dictated by natural resource constraints, it is fine;

otherwise it is difficult to géﬁ countries to agree on the location of

L. . . 13
an integration project ",

In the following chapter, the Andean pact, organization, member
countries, their trading partners, its development and progress will be

analyzed. : | / -

— — — — -

13;: For a detail analysis see Balassa and Stoutjesdijk, ""Economic

vol. 14, Sept. 1975, pp. 37-55. Also Elkan, Peter G., '"Measuring the
I:ﬁaét of Economic Integration Among Developing Countries', Journal

of Common Market Studies, vol. 14, Sept. 1975, pp. 56-68. For a

review of experience of various regional cooperation effects in the
third world see Vaitsos, Constantine V., "Crisis in Regional Economic
Cooperation (Integratian) Among Developing Countries: A Survey" World -

. -Development, vol. 6, 1978, pp. 719-769.




Countries in Latin America have made considerable efforts in the past
to accelerate their economic development through economic integration.
Central American Common Market (CACM), Latin American Free Trade .Assa;iaé
tion (LAFTA), and Caribbean Free Trade Association (CARIFTA), are reflec-
tions on the>desires of the countries of the region for a larger market
based on regiaﬁél inﬁegratian. The Andean Common Market (ANCOM) is the
latest step towand the formation of a common market in the area.

~ The concept of ANCOM, wa s expressed in the Declaration of Bogota

in August 1966 and was endorsed if April, 1967. The agreement was signed
on May 26, 1969 by Colombia, Ecuador, Peru, Chilé and Bolivia. Venezuela
jaiﬂedAthe Andean Group in 1973. More than a program to reduce trade
"barriers, ANCOM was an attempt to strengthen the bargaining power of
members in negotiations with the rest af'the,wg}ld, aﬁd to accelerate
economic dgvelapaeﬁt of member iauntfies‘thrnugh regional industrial
programs. In addition to the desires of the members to develop new
trade the Ca?tagena Agreement reflects the following abectives:

a) ma;imum utilization of available resources;

p} stimulation of greater productivity and more efficient utiliza- -
nT '¢) greater expansion, specialization and diversificarion of indus«
trial production; and

d) eduitable distribution of benefits.

*dzi* i!-;
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To achieve these‘goals,'The Cartagena Agreement created the following

mechanisms:
‘ I - A Common External Tariff, with the adoption of a Comnbn_
Minimum External tariff as a preliminary step;
I1 - programs intended to acceleratg the development of the
agricultural sector;
Irr - inpchentatibn of Sectoral Prograﬁs of Industrial Developi
) ment; hd
IV - harmonization of social and econdmic policiés‘and;coordini-
: ( tion of national-legislations;
vo- channeliﬁg»of resources.from\wifhin and outside the subregion
..torprovidé tﬁe financing and investments required in the
.process of economic integration; and '
VI - preferential treatment for Bolivia and Ecuador.
"In accordance .with the pact The Sectoral Progrins'of Indﬁstrial o

Development determine:"what products are includé&, joint planning of
new in?estnentsﬁthat will be rdquired, location of the industries,
unification of policies that yill be necessary and a program of

trade liberation for the particular products involved. In order to
agree on the country in which the industries should be established, the
Commission (peolitical organ) takes iﬁt6 account the comparativg |
advantage of each member for the production Qf.'a..,spéctific, comodity and

then this is weighed against the need for maintaining balanced
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industrial development among zetbgrslg However, economic action is
difficult to achieve within the Andeaﬁ_Cai-an Market as in any-other
common market due to divergent political and ideological patterns of

thé member states. Besides, each member country has éiﬁfergnt néeds.
history, suffering different palitical or economic crisis and/or enjayini%
different economic ad%gﬁtagesi' Within the Aﬁde;ﬁ'sfaup, Bolivia, Ecuddor
and Venezuela are cil&exéérting members while Colombia, Chile and Peru
are non-oil countries. Bolivia and Ecuador are the smallest and least
developed Ee@bérs.‘ Member needs for foreign igvestment have been ver}
different. Chile in the period 1972-74 suffered the worst political

and economic crisis of its' history, while in the same period Venezuela
was ‘enjoying the advantaée of being an oil exporting country with large
'sufpluses,in its balance of payments due to higher @iliprices. As

a group the Andean countries dominate Latin American mineral pfcduc@}aﬁz;

#

1. For the analysis of Andean Pact and its problems see Krieger, Mytelka

Lynn, Regional Development in a Global Economy, The Multinational

University Press; 1979) and Vargas-Hidalgo, Rafael, "The (#Tsis of the Andean
Pact: Lessons for Integration Among Developing Countries' .Journal of.

Common Market Studies, March 1979.

2. 57% of iron, 91% of copper (excluding Venezuela), 88% of tin (excluding -
Venezuela), 58% of zinc, 44% of lead, and 80% of oilzincluding'Venezuela,

Morawetz, David, The Andean Group: A Case Study in Economic Integration

Among Developing Countries (Cambridge, Mass. M.I.T.; 1974). For detail
see Economic Commission for Latin America (Economic Survey of Latin

"

America; 1977 or 1979).
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The Andean Common Market covers 5, 475, 000 square kilometers. Its
population fé;}esen;§ 25% of the population of Latin AmericaS. Calal;ié
has 26.36 million,‘ﬁgliQia 5.43 million.‘ In betweén are Peru, Venezuela,
Chile and Ecuador with ﬁg;ulatioﬁ of 17.29, 13.52,.10.92, and é.ps million,
réspective1y4. With respect to per capita income Vepezuela is
followed by Chilé, Peru, Colombia, Ecuador and Bolivia in that order.

In the Andean Common Market two appr&aches to integration should ge
distinguished. About one third\of all items in the tariff schedule were
reserved for "Sectoral Programs of Industrial Development'. All other

¢ - . ]
products were Subject to automatic tariff reduction programs. It was

on imports from within the region was egtablished. This uniform tariff
was based on the lowest pre-integration rate. Annual reductions of 10% of
this initial tariff were supposed to be made until the duties reach ‘zero

by 1980.

External Tariff (CXT)-was supposed to be enforced by 1980. Tariff

concessions granted under the LAFTA program are not affected by the Andean

3. For this and other information (related to industry figures) see

Jantér Wengel, Allocation of Industry in the Andean Common Market (Martinus

"Nijhoff Publishing Company Boston/The Hague/London; 1980}.
4, These data were derived from: International Monetary Fund, Interna-

tional Findhcial "Statistics, December 1980. All figures are for 1979

?

(with the exception of Chile whjich is for 1978).



external tariff. 'W;th-respect to sectoral program, since the intent of
integration is total elimination of trade barriers.g:ﬁng ;EEbEfSi the
sectoral programs do not grant permanent monopoly right. - Specialization
based on comparative advantages of the indiviéual countries, as well as
equitable éistribntiaﬁ of benefits, are fhe principal determinants of
plant éssignmgnt, Each member country h#s committed itself not to
encourage new investment in those manufacturing activities which have
been assigned to athgr countries. _ .
Among policy measures are h;fngnizatian,af monetary and exchange rate
policies, coordinated export promotion :gasures; gséwell as programs
to improve sea and air transport among the member countries. Foreign
companies wﬁich existed prior to 1971 and which intended to take advan-

= .

tages of tariff reductions had to declare their intention to become mixed

. gntérprisessi The reduction of foreign ownership to 49% hés to be effected
by 1935 in Colombia, Peru, and Venezuela and within twenty-two years

(from 1970) in Bolivia and Ecuador. However, firms which Eave ED%vgt&té;
participation in their capital are not required to reduce foreign

equity fg 49%, Foreign investment will not be allowed in areas already
adequately covered by local investors. Hagfgreign investment in banks

will be authorized. . -

5. Mixed companies are defined as having between 51% and 80% local
capital. Foreign firms are defined as those having less than 51% of their
capital in the hands of nationals. All other firms are considered

national.
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The Andean Development Corporation (Corporation Amdina de Fomento)
referred to as CAF acts as the development finance institution of the
Andean Common Market. Itsgcapital can.be formed by shares of stock

owned by governments, private institutions and individuals. It is an

international corporatlon since it is assigned to act in several countries

and does not depend on any country in particular. The Db]ECtlve of

the corporation is to further Andean integratio n process. CAF can

‘provide capital and offer banking services.

The Governing Structure of the Andeggisraggg

The governing structure of the Angean Group consists of the commission

which is the highest organ of the Andean Group and which has one representativé

6. The official name of the Group is the Acuerdo de Cartagena so named

after the Colombian Coastal City where the agreement was signed on May,

l 1969. Andean Group members are all members of LatigpAmeriéan Free Trade

Area formed in 1960. For the histofy and agreements, see Krieger, Mytelka

Lynn, Regxonal Development in a Global Eﬁnnamy‘ The Multinat1oﬂal Corpor-

ation Technology, and Andean Integration. (New Haven and London, Yafe

University Press; 1979). For the analysis of objective, methods for
achieving objective and coordination of policies see Avery, William P.

and Cdéhran, James D. 'Subregional Integration in Latin America: The

Andean Common Market' Journal of Common Market Studies, De¢c. 1972, pp. 85-102.



from each of the member governments. It formulates the general policies
of the group. ‘After the commission there is the téchniégl body- known as
the Junta (the Board). Its members are chosen by the commission. There
are a consultative committee, an Economic and Social Advisory Committee,
The Jﬁnta is responsible for watéhing over and administrating the
variaué agreements undertaken by member countries, It is also
responsible for research and the drafting of new agreements, which
are then considered by the éﬁ-éissiﬂﬁ; The Economic and Social Advisory
Committee is composed of thrée deiegates representing labor and three
representing the entrepreneurial class from each ;giberiv They do not
receive instructions from their g@verniénté and ire sﬁpp@sed to
be elected without government interference. This committee advises the
Group on vari®us i;sues when so féquesgeﬂ._ There are other advisory

R ’
committees to aid and advise the Junta in the formulation of policies

agencies or from the private sector. . S
‘The Andean Pact lacks supranational authority, and its practice proves

, , . , , ' L7
~that the member nations are not pr%pared to credte such an authority .

72' For the analysis of this and other problems within the Andean

Common Market see’ Rafael Vargas-Hidalgo, 'The Crisis of the Andean

Pact: Lessons for Integrafian Among Developing Countries', Journal of E
. <

Common Market Studies, March 1979, pp. 213-226.
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During the past decade; there has also been poor interaction between the
decision-making processar the national and community levels. The )
administrative stfucture has not n efficient. Bureucratic problems

due to inefficient administrative structure have ‘strongly affected the

functiéningigf‘thz pact. It is not enough to agree upon a decision if
there is no legal structure tapabl; of implewenéing the decision.
There is not a minimial level of community law in the Andean Pact. The
Andean countries have been utilizing international law methods.

Unequal distribution of costs and benefits has been the root

A ,

cause of all major conflicts experienced by less developed countries ., -
within integration systems. The Andean Common Market is no
exéeptiaﬁ, Hquéver, in The Andean Pact all the measures possible have
been taken to avoid this problem. To promote balanced and harmonious
development of members, the treaty placed emphasis not only on the
freeing -of trade, but also on the development of new industries in each
af‘fhe member EéuﬂtriES— Members agreed to assign mcncpaiy rights for
therpfadu:tlan of certain industries to each namber based on the existence
of economies of scale and favored lacatlana‘ Sa the Andean Development

8. For a cost-benefit analysis of the problem of assigning integration

industries to individual members in the Andean Group see Schydlowsky,

Daniel M., '"Allocating Integration Industries in the Andean Group', Journal

: of Cann@n Market Studies, Juﬂe 1971, PP- 299-307. Also see Janter Wegnel,

Allocation of Industry in the Andean Common Hnrket op.cit.
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Corporation's role is to act primarily as a subregional dgvalgpignt
finance organization channeling subregional and international develop--.
ment lending into projects and industries for the integration scheme.
Bolivia and Ecuador (the least developed EEﬁberé) were given special
treatment. These two members attracted most ittentian for new investmnet.
With respect to trade 1iberalizati3n9, the iﬂtegraiian program called

for the elimination of trade barriers among members by the end of 1980.

markets to exports from other members. The Cartagena Agreement called
for the adoption of an initial point - the lowest duty in 1970 for a
given product in the tariff schedules of members (Chile, Colombia, Peru)
by December 1970.

Annual reductions of 10% were supposed to follow resulting in complete

free trade among Chile, Colombia, Peru and later Venezuela by 1980.

95 About one third of all items iﬂrthe tariff schedule are reserved Eﬁf’
. sectoral programs and are not subject to the automatic tariff cutting
procedure. Within sectoral programs, given manufacturing operations are
assigned to each country. Each program contains its own procedures for
trade liberalization and its deadline. The sectoral programs do not
grant permanent monopoly rights. Tariffs on products included in the
Sectoral Development Programs are not affected by other tariffs. lTﬁe;a

programs include products to be covered, tariffs, and incentives i o e

for investment to produce them.
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Bolivia and Ecuador were supposed to begin the libe}iiizatian procedure
in 1976. The Cartagena Agreement provided for both a common minimal
_external tariff and a uniform common external tariff.- The first would
be approximated by DEtemﬁer 1975 and the second by 1980. The Common
External Tariff (CXT) was supposed to be reached in two stages. In the
fi:sé St;ge a Common Minimum Extérnal Tariff would be reached for all
products except for those reserved for '"Sectoral Programs of Industrial
Development'. Tariffs below that should be raised to that level in five'
annual steps. In the 5e¢an§ stage the Common Egternil Tariff should be
enforced. The imports from non-Andean LAFTA gauntfies are subjgcé to
the Common External -Tariff only if they involve products not negotiated
within LAFTA. Bolivia and Ecuador weme granted éuty free access to markets
in other member countries while not starting their own tariff reduction
ﬁrocedures until the end of 1975. Members will not have dhty free market
access to Bolivia and Ecuador until the end of 1985. Bolivia and E:uad;f;
the two-least developed countries of the region, were also permitted to
include more items in their lists of exceptional products than the other
members. | o | ' o o
To assure-tﬁat the members would not be drawn into competition in |
'attracﬁing foreign capital, measures aﬂdmeehanis_ms such as foreign
inQesiment rules and harmonization of industrial promotion legislation
were included in the treaty. Bolivia and Ecuador received special
: L]

consideration in the assignment of plants within the framework of

sectoral development programs. They alse»sgught'numeraus exceptions from

the foreign investment regulations in view of what they argued to be

their continued need for foreign investment because of their less .
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developed status.

Since its creation, The Andean Group has undergone many crises and -
‘considerable élteratian in objectives, membership tan& duration
of transitional period. 1In 1975 the Chilean military coup led to Chile's

Andean Group's membership was enlarged through inclusion of Venezuela
and cooperation was begun in agriculture, transportation and indﬁstriali
.ization. In the wake of Chile's withdrawal, ﬁhe Cartagena Agreement
‘was modified The 1976 protocolo de Lims postponed the date at which
the Andean Customs.Union wa$ to be completed from 1985 to 1988.

The Andean érﬂup failed to meet the 1975 deadline for the adoption

of industrial program. Industry in Bolivia and Ecuador did not grow

Andesn?Greup has gone further thaq gny other third world integration system
so far. Industrial programming is given a central rgle:and’ihg less
developed members of the region, Bolivia §n& Ecuador are granted excep-
tionally favorable status.

A single raw material or agri:ﬁltuiil product accounts for Sai of
total exports of each member except Peru. It is tin in Bolivia, copper
in Cﬁilei coffee in Colombia, bananas and thEﬂ-petrﬁléuﬂ in Ecuador
and petroleum in &gngzuglalog As Tahig 4-1 indicates, the rate of infla-
tion and exgﬁange rate stability have been different in member

countries. Economic policy decisions are centered on the objectives of

10. Krieger, Mytelka Lynn, Regional Develepment in,a,G;gbal Economy, The

e

Multinational Co:pg;;tian,ijggbgalggg} aﬂé;ﬁgdeaniintg;;;tian. é%.citi p. 54.

=
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TABLE 4-1

-]

otal Reserves (with Gold at SDR 35 per ounce)
" (Millions of SDRs) -

Country

1972

Year ;
1973 1974

1975 1976

1977

1978

Bolivia
Chile

"Colombia’

Ecuador
Peru
Venezuela

55 60 158
137 149 84
300 443 367
132 200 286
446 471 791

1594 2090 5319

134 . 145
93 396
445 997
244 443
399 284
7568 7384

195
399
1499
552
329
6762

153
885
1886
528
334
5031

Can;u:er P?izgs

Year

1973 19741 1976 1977 1978 1979 _

Country

149.3
1118.4
234.3
. 154
484.9
139.6

124.7
838.4
188.3
139.7
290.9
124.3

104.5 - 113.

92. 0
311.8 598.5
9
1

“21.
8k.
86.
80.
90.

L7

Bolivia
Chile
Colombia
Ecuador
Peru
‘Venezuela

120.2  159.6
110.7 128,
133.5  184.3
107.7 116

o DD
O g Ll ~d D
00 D~ WY = N

[

=

L=

0O O ~d O

E;ehingefnste':
. (Domestic Currency per U.S. Dcllar)

. Year -
Country 1973 1974 5 1978 1979
Bolivia 20 20 20 20 C 20 24 .51
Chile .36 1.87 8.5 17.42 27.96 33.95 39
Colombia ' 24.89 28.69 33,092 36.465 38.112 - -4l 43.98
Ecuador 25 .25 25 25 25 25 25
Peru 38.7 38.7 45 69.37 130.38 196.18 250.12
Venezuela 4,2925 4.2925 4.2925

~dl

16 1976 1977

975

Il
=

4.2850 4.2850 4.285 4.2925

Source: Interhational Monetary Fund, International Financial Statistics,
June 1980, individual country pages.
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price and exchange rate ;tability in Ealivia with balance of payments
deficits covered by external bar%awiﬂgi In Colombia the chief aim
is to control the expansion of intérnifiaﬁgl reserves resulting }rgﬂ
coffee booms in recent years. (Table 4-1). The highest rate of .
~ inflation belongs toChile (Table 4-1):. In Ecuador and Venezuela basic
government policy is to conserve basic natural resources (reduction in
the volume of petroleum produced, refined, and exported). From 1975-
Venezuela has persuaded its policy of financial cooperation with other
developing countries. k . |

The pericd-bétieen May 1969 to July 1976 is the Andesn caﬁsalidgtign
phase, some five years which lasted until the ChllElh military regime took
Vavér It was durlng this period that Ilberallzgtléi af trade took |
Place and cooperation was begun in many sphares. Industries were developed
" in the same period. - ﬂ
trade among mgibers of Andean Common Market has increased significantly'
during the short period of five years. Bolivian imports have increased

ffrﬂu 3.5 to'17.1 millions afiUgS, dollar whereas her exports to other

Chilean 1mpafts have gone up from 58.1 to 219.3 million U.S. dallafs.n !
For. Calﬁlhii it is some 74.6 million dollar while for Ecuador, Peru and”
Venezuela the increase¢ in imports are 144.6 millions, 184.1 and 72 respee-
. tively. As Table 4-2 indicates, intrlrigléﬁél exports of lﬁixva; ampd
’Venezuela have increased more th;n other members of the Andean Group during

the same period. Part of this increase may be attributed to the higher



TABLE 4-2

Intrlreglanll Trade Matrices 1969
~(Exports FOB millions of U.S5.3)

LS
| e EXpOTTEL __ e
Importer Tinlivii;ﬂile Colom Ecuador |Peru |Venezuela |Total
Bolivia - .8 | _S *1 2.1 2 3.5
Chile 1.3 - 6.6 3.9 9.5 38.89 58.1
Colombia a 3.1 - 5.4 7.5 7.13 23.1
Ecuador a | 2.4 14.24 - 2.5 11.75 30.9
Peru 3.3 & 4.6 16.17 1.9 - 9.21 35.2
Venezuela a | 4.6b| 6.37b .04 5.7 - 116.7
Total 4.6 15.5 43.88 11.34 27.3 64.93
Exports
Intrareg1nngl Trade Matrices 1974
(Exports FOB millions of U.S. 5)

- Exporter B B o
Importer |Bolivia |Chile| Colombia Ecuador [Peru |Venezuela |Total
Boliwia - 2.4 7:1 .2 7.4 a 17.1
Chile 26,8 - 36.5 82.2 20.3 53.5 219.3
Colombia 2.8 37.7 - 25.8 21.2 10.2 97.7
;Ecugdar 6.8 3.6 45.6 - 11.8 107.7 175.5
Peru 9.8. 15.6 41.7 63.0. - 89.3 219.3
Venezuela .02 | B.5 71.4 .9 7.9 - 88.7
Total 46.02 67.8 202.3 172.1 68.6 262.7

" Exports
None or missing data ? v

a:
b: Derived from Venezuela import data

Sources: IMF, Direction of Trade, Annual 1969-75, and Vol. 7-8 (1966-70)
: and (1968-72); Integratlnn Latino Americano (Buenos Aires: Intal,
August 1976), pp. 68 and 69, reprinted in Krieger, Mytelka Lymn,
Rﬁ’laﬂll Dévelﬁiﬁéﬂtilﬂ Global Economy 7The Multinational
)  and :Elﬂ Int ration (New Haven &
I§9 (Appendlx)




price of petroleum exported from Vgnezuellll
“‘Major trading partners of the Andean Group are presented in Table
4-3. The figures are in percentages of total trade. As this table

indicates, extra-regional imports of Bolivid, Chile, Ecuador and Venezuela

extra-regional exports of (other) iéibers have deciin:d as welly Out-
side the Andean Cmﬂﬁ Market, the European Economic Community is the major
destination of exports for Bolivia and Chile. For Calaﬁbia; Ecuador,
Peru and Venezuela thariljar destination of exports is the U¥itad States,
The United States is aisc the main source of iﬁ%afts for all memberts sf:

the Andean Common Market, though its role is deckning.

11. The data in Table 4-2 are presented in million U.S. dollar including .

both volume and value of exports.
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TABLE 4-3
Andean Group: Major Trading Partners %
Imports (CIF) ) __Experis (FOB)
- “1969[L070[1971 B972[1975 1974 |1969[1970[161 1672197 J97%
Bolivia U.S.A. ,31 (34 129125 | 26 126 | 31135 | 12 28 | 27 |30
EEC 26 |25 |25 {21 [ 19 |19 | S3 |45 | 34 |35, 29 |21
Japan 18 {14 | 12 |12 |11 | 9 6|10 8. 6 6|5
LAFTA 16 [17 | 23 |28 | 31 |23 9| 81 12 26! 31 |32
Percent Total| 91 |90 | 89 [86 | 87 |77 | €9 |98 | 95 [95 | 93 |88
Chile U.S.A Sl 3efs1 27416 |16 |22 |17 14| s8ll0}| 9 }12
' EEC 25 |31 |26 [28 | 27 |20 | 60 |55 | 49 (45 | 49 |38
Japan 2 3] 5 4 303 | i3712) 19 (17| 17 |17
LAFTA 24 |22 |24 |28 | 27 133" {10 {11 | 14 {12 ] 11 |16
Percent Toctall 90 [87 [ 82 |76 [ 73178 [100 {92 | oc I8a | 77 i85
Colowbia U.S.A. ' 46 |48 | 43 |39 [ 40 |40 ‘9 138 | 38 154 ] 38 |18
EEC 18 {20 | 25 |26 | 23 |2 27 |25 | 26 123 ] 24 124
Japan s]e6| 7|8 g llo 2131 3181 512
LAFTA 11 |8 |10 |10 | 11 |12 9 11 13 112} 9 [14
Percent Total| 20 |83 | 85 |83 | 83 |85 | 77 |77 | 77 |75 | 76 |78
Ecusdor  U.S.A. 41 |46 | 40 (41 |36 |30 | 39 [43 | 42 .38 | 42 [43
e EEC 28 124 |23 125 |26 |23 | 25 [20] 20 '1v | 12 |11
e Japan 9 110 |16 [14 |15 |15 13 {18 f 14 16 | 4 71
LAFTA 12 103 [ 15 |12 |15 |12 1t e | 15 ir 1T it
Percent Total] 90 'yl |94 192 | 52 (89 88 [91 | 89 (84 | 75 173
= . : rx
Peru U.S.A. 31 [32 |29 [30 [30 |31 35 |35 | 29 [33 | 35 |36
EEC 26 |26 |27 |26 126 [24 | 35 [36 1 34 |29 | 22 |2z
Japan 718 |10]|8 |11 |12 1€ {14 | 12 14 | 17 [14 .
LAFTA 18 118 114 16 (17 [17 6! 5| 98] & 19
Percent Total| 82 [84 | 50 {80 [ 84 [84 90 |89 | 84 .54 l a2 |52
Venezueli U.S.A. 50 |49 |44 [as | a2 |az- | 32 |36 | 40 |33 | 38 |38
" EEC 27 |26 |29 |29 |29 |24 12 hr p1iz2jel 717
Japan 718 | 9lo | sp0 |- |- 1 1oL
h LAFTA ala | 31476 6lal ale] 5!l
= Percent Total| 88 [87 | 85-187 |86 |87 50 [s1 | S6 |48 | 50 |40
Source: JUNAC, Ancxos, Jun/di 19¢,pp.13-18, repreinted in Lynn Kriegor
» Mytelka, Repional Dcvelopnent in Glohal fconomy, The Mulgi-
pational Corporat ton, Tcchnology and Andcan Intepration 1979,
Appendix
- ‘ *
QZ -
i e e g Chd dem s e as b R L e e



CHAPTER V

A _MODEL OF THE ANDEAN COMMON MARKET

¥

£

Ly |
™
Ly ]
<
1]
Yot
[
|
P
=
o
(g
E\
[ad
H
P
Ll
%]
[
[»]
[y ]
=]
=
]
=
(g
Ly ]
=¥
L
-
L ]
ot
‘ﬁ‘
|
o
=
=
[ o I

The basic purposes of this chapter are to assess the

contribute to the formulation of policies which aim at furthering

e goals of economic development, at the regional and national level.
In order to assess the impact of the Andean Common Market on the
économies of member countries a small short-run macroeconomic model is

i

set for each member and then for the Andean Group as a whole. In

ring to a madell for the members of the Andean Graué,ait is not

implied{that all of them are alike. There are institutional elements

and structural characteristics that are different among them. However,

there are some characteristics that are either similar in all of them

or that can be reflected in similar variables.

¥

1. For analysis on model building see 'Models For Develupiﬁg Countries

UNCTAD Staff' in The International Linkage afﬂﬂatigpayiEEpnﬂpiésiuodéls

edited by R.J. Ball (North-Holland/American Elsevier: 1974) pp. 109-176;

L.B.M. Mennes, §}§pni§grE§aqpyigiIg;ggfaticn;gmoggjpevglépingrCaunfties

(Rotterdam University Press; 1973), Blitzer, Charles R.; Clark Peter B.;

" and Taylotr, Lance, eds. Economy-Wide Models amp Development Planning

(London: Oxford Univeisity Press for The World Bank; 1975).

- 58 -

the Andean Common Market on the economies of the member countries
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F
Intraregional trade and factor movements consitute the links by which

!tﬁe 1ctiﬁﬁs of one member affect those of anaéher in the region. Fac

tors, gspéﬁially labor, are stiil largely inmébiig between member countries

of the Andean Common Market, and due to insufficient data on intraregional

capital flows and trade in invisibles some simplifications have had to

be adopted which involve concentrating on trade of visible commodities.
The underlying tigaretical basis of the model is discussed in the

first section of this chapter. The second and third sections discuss

problems with existing data and estimation piaﬁgdures. Saﬁe of

the required data were not availablg; Hence construftiom of a large

number of data serieswere required which was a timefonsuming aspect of

the study. Empirical results and analysis are provided in the last

section. : 4 L .

THE MODEL

The model for each country consists of 13 equations in 13 eﬂdﬁggﬁaus
variables and 9 exogenous Qariab:Ies. For the Andean Group as a whole,
the entire model consists of 78 gquatignsgr Hodever, 5 of the 13 equations
for each country are identities.which do not have to be estimated

empirically. Since the model is identical for each country, country

subscripts will be omitted from the presentation.

1. Gross Domestic Product (GDP):

. 5 5
GDP, = C, ¢ I+ Ig, + G + ] EX. + E,Elit - ) NX - Ez NI,

o~



where C . Private Consumption,
Ip . Gross Private Investment,
1g : Government Investment,
G : Government Consumption,

n
J EX.: Extra-regional. exports,

in6 1 : e
5 - /
: E-Elii Intiiéregiaﬁal Exports,
i=1

n - S S
'y ¥X,: Extra-regional Imports, - S I
% * | N : S

5 ' ,
Y NI,: Intra-regional Imports
= .

2,: Grg;sﬁﬂa;iaga}iEradpgtf(Gﬂ?);

:-GNPt = GDPE_—‘NFPt
"~ where NFP: Net Factor Payments to Foreigners.

(NFP = FP by residents to fbfeigﬁé;ggivFP by f@fzignars-té*fséid@ﬂts}i

3. Disposable Income (Yd):

Yo = ONP - Ty

where T: Tax Revenue,

4. Private ansuyp;igni(C):'

C. = c(Y

W.i-88
t 7P

de Vel - time)
. o b s
where W: Real wealth ' ' : o g 5[

i: Nominal Interest Rate

P: Price Level.
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The focus is on the determination of total consumption §§§her than ,
allaocation of the total by categories of éansuzétign; The attempt is
to apply the concept éf permanent income, including rfpnhuman wealth as
a4 separate variable in the cansumptién function. A:;sptiﬁg the main |
findings in the literature?' on the significance of the interest rate on
consumer spending we expect consumption to be influenced negatively by

interest rates.

5. Private Ihvestment (I )
: — — —P

%'Lpt*: IFCGNPt’GHPE_FNPtEI’; P,Cu)

where Cu: Membership in the Andean Ceﬁncﬁlﬂarket
Private invéstment is mgdeg to depend mainly on output, change in output
and the real rate of interest. To check the influence of customs u?ian
participation on inveétmgnt; the dummy variable Cu is also int}uded in the-
private investment function. The enlarged markets due to formation of ,
the customs union are expected tg'affer economies of scale ;ndgﬂidgn the

range of industries economically feasible in the region, not only to
B ) 2

suﬁply the regional market but also to promote (non-traditional) exports

outside the region.
4
: o€

2. Feber, Robert, "Consumer Economics, A Survey" Journal of Economic

Literature, December 1973. ™\
———— e —— f

3. The expression is a t;ansfarnstian of Resek®s model, see Jargéﬂsen,

Dale W.,'Econometric Studies af,Investmgnt;- A Survey",;gépfnglupf

conomic Literature, December 1971.




W

“on éitrg-regional exports4_ o : ;;

6. Extra455119931 Exports ( z EX, }
i=6

5 EX,, = EX(FD,Cu,CR ,Time)
i=6 oot t

where FD: Foreign Demand

-CR: Amount of Credit Available to the Private sector
Ext’ra—i-egional exports are expected to be influenced positively by the. level
of foreign demand, institutional changes (time), and availability of
ctredit to the producers and sellers of exports. Time and CR are éxpectgd

to improve the competitiveness of member countries in world markets \

~Membership in the customs union may or may not have a positive effect

-

7. Intra-regional Exports ( Z EI, ) ‘ N o~ S
i=1 :

Z EI sEI(CRt,7 M., ,Time).
i=1 _ J-I Ji ’

o Lk L]

4. .The effect of the customs union on extra-regional exports depends on

many factors. It is highly possible that the enlargement of the market
results in unit cost reduction, lower prices, and increase in extra-

regional exports It makes a great difference whether the members are.
producers for the world markets or for the market of partner countries.

It is also possxblethatacustans union results in zreater potential

scppe for division of labor and eventuslly more extra-reg;anal ‘exports. "



w
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where z Hj ¢ Total Imports of Members (excluding the country under
5=1

consideration.)
Intra-regional exports are assumed to be affected by the availablity of

credit, factors affecting competitiveness that vary with time, and total

imports of other members of the Andean Common Market.

n
8. Extra-regional Imports ( } in]i
i=6

- . . .
NX;, = NX(GNP ,GG,CR ,Time) ..

N~

[

oy

Ny

i=1 "

t~1

9.  Intra-regional Imports (-

NIit = NI(GHPt,CRt.Cu,Timej

[ Rt 7, |

LN

i=6

Imports (extra-regional as well as intra-regional) are eipeéted”t@ be

influenced positively by GNP and CR .
10. Credit (CR):

CR, = CR(MS,,Time).

‘The stock of loan to the pfiv;te sector is expected to be positively
related to money supply (Ms). It ilséf pends - on change in financial

. . < . ‘s,—'i.jr:g:li\ .}g‘ a R i . Lo
institutions and regulations (indieatgd‘byigiﬂg§.

11. Money Supply (MS):

- - AP L
MS, = MS(GNP,,i - 5 RM_,Time)



where RM: Reserve Money

Money supply is determined by the stock of reserve money which is a

pali;y instrument. GNP, rate of interest and other factors such as
institutional changes are expected to influence the supply of money. Monetary
authorities are expected to reduce fluctuations iﬁ the interest rate by
expanding or contracting the money sup?iy as interest rates tenﬁ=t§

Tise or fallsg

12, Balance of Payments (BP):

13. Fiscal Balance (FB):

= .

Data Sources

The basic source of data on extra and intra-regional trade used in

Trade Statistics. These yearbooks caﬁgnin data for each country on

5. Winston, W. Chgngg and Daivd J. Smyth, "Stability and Instability

‘of IS-1M Equilibria", s, 1Q72, pp. 372-384,
6. NFP is not considered a part of imports since NX and NI deal

with goods and NFP denotes net factor payments to foreigners.



. extrd-regional trade. ’ S

L
17,1

imports from and exports to all principal sources and destinations. Some

of the data are in millions of U.S. dollars at current prices and

others in thousands of U.S. dollars. Data for some other countries are

in domestic currencies. It has been attempted to use data in the same
unit of currency.

The required data on intra and extra-regional trade were not available

in published form. Hence construction of a large number of data series
was required. For each member of Andean Common Market, trade with

partners has been added to get intra-regional trade. Then, intra-regional

- trades have been subtracted from total trade in order to have extra-

regional exports and imports for each member country. .

- The basic source of data on Gross National Product, Consumption (

Investment as well as other variables in the International Monetary

Fund's, International Financial Statistics series. The raw data are at
market prices and in units of domestic currencies. In this source, d

standardized system of national income account is used for each country,

. so the data for different countries are as comparable to one another as

’ .
possible. . There are limitations of price series. The price series used
o :

here are those available which may cause some deficiencies with the data.

There was no need to construct a price index for each member since a

:separate index for each country ias available.thﬁugh'nﬂt complete. Some

further calculation was necessary. Because of the lack of data, the

‘price indexes used for intra-regiofal trade were the same as those for o



‘rhe‘da'ta were deflated] the appropria‘ri::e indexes. Government
Investmant (Ig) ;as calcuMBted for each member as the difference between
total government expenditure and government consumption. Then, gross
‘private investment (Ip) was calculated as the difference between gross

fixed capital formation and government investment. The investment variable
wa; deflated by manufacturing prices where availablg; otherwise the
consumer price index was used. The same procedure was followed for other
variables.

The per1od covered by this study is 1960 to 1976. All variables except
+Cu (membership in Customs un1gh). FD (forelgn demdnd-index of U. S imports),
and time are in real terns at 1963 prices. To make recent data comparable
with the data pﬁblished for eatligr years, recept data have been adjusted

~ where necessaryr‘_Thé quality of the data varies from one country to
another. However, since the same publications were used for all ﬁembersi
there is a possibility of less deficiencies with the data. Becausg all
countries did'not join the Andean Common Market si-ultaﬂeauglyi the‘dUEnyu
varialbe Cu has varied from country to éountry (see following pages for
the figures used in each case). '
Construct1on of a large nulber of data Séfies was in -fact one of the

most important and time consumlng aspects of the study. The ccnstructgd

data series are, presented in the following pages. )
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Estimation Procedure énd,?rablggg

The parameters of the model for each member have been estimated

sep;rgteiy, Since the feedback effects in the model are limited,’
ordinary least squares was used as the estimation procedure.

Two-stage least squares was also tried with not much improvement in the
results. ’

| There are several sources of bias in ordinary least squares estimates
in a highly aggregative model of this kiﬂg; One of the assumptions of
ordinary least sqgares is that the error term in the relationship is
uncorrelated with the explanata;y variables., 1If the relatfaﬂihip beiﬁéﬁ
estimated is part of a simultaneous system, as it is in our model, this
assumption would be violated. In case of imports eﬁuatians, it ig
generally ba‘igvad that ordinary least squares techniques are appropriate
when the importing country absorb only a small friztiéﬂ ﬂf total wafid
supply. In @uf model fhe import supply éurveieséeciilly gxtrairegiﬁnal.’
can be assumed to be fairly elastic.

Another source of bias is errors in variables. If there was an error
in the independent variable, the Estinste'of’thg corresponding coefficient
would be biased toward zero. In.additian to errors in variables, the
error term in the regression rglatianship'is a product of many factors
suéh as énittgd variables, speeiil eircu:;tnﬁzes in égrtiin_periads and -
lack of correct functional form, etc. There is. also possibility of
' carrelation of the error of terms with the predetermined variables. This "
may reflect an error in measurement of one of;fﬁg,inégp;ﬂdgnt variables
or it may likely arise when some of the variébles treated as prgdetefmingd

in the estimation equations (in two stage least squares method) are in



fact gﬂngéﬂDﬂ# ar.llgged endogenous variables. This violates the
traditional assumptjon of independence of the error term and indepr*dEnf
‘variable and biased gstimntgsxgre again the result.

" There is a possibility af small sample bias. E'All equations in
the model have been estimated upon the basis of 17.6é53ffatiansg Some
qu,Estiﬁﬁs can be rzi;ed lbﬁut the lb.ility of theiﬁdel's pgra.nmézters in
predicting years beyond those of the sample. .The attempt was to

for each member within the region. A number of

estimate the same mode
estimates were carrifii out, among which the best were chosen for each
member tnuntfy for jaresentation. Fallgﬁiﬁg e&nventionsl practice, fﬂtis
iﬁ which the regression coefficients had the Hréﬁg signs or were
insignificant have been féje:tedi7 Linear relationships were used
throughout the study. :In;angvdistributigﬁ and its effects on the macro-

economic variables have been omitted throughout the study due to lack

The study may well be deficient in its treatment of any adjustment
- '’

7. ﬁurbin!ﬁatsan stgtistiiﬁ was used iﬁ'selgctign of estimates. However,
in ;aga egsés certain equations had to be used though Durbin-Watson statis-
tics did not fall within the “ﬁanrejecﬁibn bounds". According to the tables
presented by Durbin and Watson, the fﬂll@ﬁiné numbers represent cgtsaff
values: | | | |
2, 3 4 5
| bwu 1.36 1.5 175 1.97 2.2

DN, £1.08 .95 .82 .69 .56
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pﬁcessi if no lagged variables are introduced. In fact, ideally, _Soth
leads and lags should be iﬁﬁr’—ﬂduced into the analysis. On the athg:: hand
with only seventeen abseﬁitians fl?i; each member country, the loss of

» degrees of freedom Qa}xld be ea:stly with lags of long durations. T’me
lag was used and is r;fesent:ed ﬁthE,‘ 1t is found to be significant.

<A

Basic Findings <

L]
Results of estimates are provided in the following pages. The numbers
in pirentheses: indicate "t" statistics, D.N. indicates the Durbin Watson
statistics and ﬁz indicates the coefficient of determination t:c}fﬂ&;d for
degrees of freedom. .Equations which are not shown in these rgsulté
are the iééﬁtities which are the same for all countries. Table 5-1
through 5-8 provide ég\n-i@ of the influence of the various macroeconomic
>pglicy instruments at the di;!.?pésgl of the governments of the mber countries
(as well as athgrgxager’\ﬁ;; variables) on each of the :ést: mp«:rt;nt
goals of the development plans in the region.
Each of the gﬂ;ﬂﬁ;mts in_ Andean Common leketg has a development plaﬁ .
or some xcﬂ;her strategy i:f order to achieve increases in per capita income
" as well as price stability, increase in the st:csék of international
, , r : ,
rgserves or r“f;tign in external debts, and political stability. The ¢
basic objective of the following estimates is to examine the effect of '
iﬁtazr;tiﬂn; The results also can be used as a basis for the fﬂ?‘lllilm
. of policies at furthering the goals gof economic develé’pﬁent of Andean
Cominon Market, at i:.he ﬁgaiﬂ and national level. »

As Table 5-1 indicates, among many estimates for the consumption function,

7

disposable income and institutional changes have the most influence on
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total consumption in Bolivia. As this table indicates the marginal prepensity

" to consume is high-in Bolivia. The data for interest rateswere not

available. For Chile disposable income, interest rate and institutional

consumption in Chile. Note the important difference concerning the
influence of institutional changes on consumption iﬁ'Bclivii;;ﬁd Chile.
During p:st‘few years the effects of institutional changes on consumption
have been positive in Bolivia and negative in Chile. For Colombia ﬁGElthB
has a ngggtivé but insignificant influence on aggregate consumption. The
same applies to Ecuador. Disposable income dnd institutional changes
indicated by the passage of time affect aggregate consumption the most

in Colombia. The influence of institutional changes on consumption has

been positive and significant. Table 4-1 indicates the same conclusion

8. The attempt is to apply the concept of permanent income, including
1+ ) ’ /
nonhuman wealth as a separat® variable in the consumption function. The

aggregate permanent income in any period could ‘be presented by an average
of ;ét;;I aggregate income over two Or mOre years, substituting }ge idea
of "normal income'" for ‘'permanent income', defining normal in:gme in
terms of a trend or average income over a number of past period. This
difipitiqn; then, would be in line with what has been used in the case

3

of time series data estimations. Robert Ferbem ''Consumer Economics,

A Survey', Journal-ef Economic Literature, December, 1973, pp. 1303-1333.
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for Ecuador. However the only significant factor which affects aggregate
;aisu:pficn in Ecuador is the institutional factor. Consumption in

Peru depends largely on the stock afkueglth and disposable income. The

influences of institutional changes on consumption in Peru are similar

to those in Bolivia, C?lﬁgbi; and Ecuador. Venezuela is an oil exporting

country and a member ;f OPEC (Organization cfoetfeleun Exporting Countries}.

Hawever: the basic model for estimatiaﬁ has been .the same as for the

non-0il exporting members. As Table 5-1 indicates, disposable incﬂné,

wealth and interest rate are the most significant factors affecting aggre-

gate consumption in Venezuela. According to Table 5-1 Chile has the

highest MPC (exceeding one) and Eéuadof has the lowest MPC in the region.

In between are Bolivia, Colombia, Peru and Venzuela with MPC of .73; .67,
, .49, and .39 respectively. The réal rate of interest either does not

have a significant influence on aggregate consumption in member Eauntiiesf
‘or the effect is positive. Hodever, in a number of both lead and lag
!.'ti-;tesi the p@sitive effect of real interest rate became either -

“ »
insignificant or the influence appeared negative. With the exception -~

-

in the Andean Common Market have been positive. In contrast to similar

study carried out bf Nugentg for the Central America Common Market,

disﬁ%;ible income is not the only basic factor afféctinz aggregate con-
A !

sumption in Andean Group. The institutional factor and to some extent
¥

wealth influence consumption in the Andean Common Market.

£

9. Nugent, Jefggﬁg B., Economic Integration in ngtraL_Americg,,Eipigiésl' .

Investigations (The John Hopkins University Press; 1974),:Ch. 4, pp 94-105.

¥
)
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According to the analysis of previous chapters, the ultimate p@rpcse )
af—eﬁﬁnanic integration is to achieve an increase in welfare for member
and possibly for the rest of the wirld. In the case §f developing
countries, the ultimate purpose afV3§anonie integration is to aéhieve:

an acceleration of economic growth in membef countries. Through integra-

tion larger markets are created which in turn are expected to open up
investment opportunities. As Table 5-2 indicates, the formation of

1’
Andean Group, so far, has not influenced investment opportunities for

its members, However, in a number of lag estimates the result improved

5
il

significantly. For instance in the case of Chile, the coefficient of Cu
increased éraﬁ .41 to 2.35 with the introduction of one year lead period.
For Peru it éﬁ}nges from -.013 to a.OOS3;t‘The bﬁsig factors affecting
aggregate prifate investment of members are provided in Table 5-2.

Investment:

Among many estimates of the private investment funttian; it seems
2 o ‘ / i .
that GNP has the most important influence on aggregate private:/investment

AN

, , s e . N
- in Bolivia. In Chile, the most significant factors affecting private
investment are GNP and institutional changes. Institutional factors f
-during the past few years have had a negative influence on investment in-

Chile. . Investment nétivitiés were affected by paliticai turbulence and-
-the climate of uncertainty created Ey the disorders which gﬁ;;ga. in
Colombis also institutional éﬁ!ﬁges are the most significant factor influ-
encing private investment. In Ecuador private investment dépéggscanﬂFand
the real rate of interest. InPeruthereal rate of interestiﬁg the bésie

_Factcf:affecting the level of private investment. The offect of membership
’ ‘ .
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->
in the Andean Group on private investment is negative but insignificant.
One should not expect an immediate positive effect on investment following

1 N e
economic integration. Time is required for the reallocation of resources

- =

due to enlargement of markets. As Table 5-2 indicates ‘the real rate of
interest has a significant influence on investment in Peru and Ecuador.
Its effect is insignificant in Cblo-pia and Venezuela. In Chile, there
is a positive -and significant relation between real rate of interest

and investment as Table 5-2 indicates.- However,‘after a number of
estimates with lag were introduced the outcome changed. The introduction

—Af lag made investment less sensitive to interest rate.

Extra-regional Exports:

The major expor't of Bolivia is tin for which the foreign demand has
-
gone up considerably during the phst two decades. A positive and signifi-
cant relationship between the extra-regional exports of Bolivia and the
foreign demand for its exports including tin, crude petroleum, zinc,
.and tungsten is expected. However, in our findings there is a negative
though insignificant relation between extra-regional exports and foreign

‘ ~(
demand (Table 5-3). Availability of creditlo to the private sector has

the strongest effect on the extra-regional exports of Bolivia. _

’

L] .
10. It does not include foreign sources or any source within the common

market. If we include any financial institution withén the Andean Group
. such as CAF the awhilability of credit certainly could be enhanced by

participation in the customs union.
. ‘..

3
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‘As Table 5-3 indicates membership in the JAfidean Common Market has

improved the competitiveness of (only) gguadérijzwarld Market.” In other

words, :azparing the trend in time fariabie and membership in the customs )
union (Cu), the former is positive agd the latter i1s negative in Bolivia,

. Colombia, and Peru, It is the opposite in Venezuela. Availability of
credit to the private sector plays a major role in affecting extra-regional
exportd aﬁlyiin two member countries, Bolivia and Chile. Venezuela is an
oil éxp@rting country and a ﬂembgr of OPEC. In addition to crude pezfaieum

Venezuela e:pgrtg large amount of iron ore. As Table 5-3 indicates, among

members of the Andean Common Market, Venezuela is the only country in

regional exports. A number of lag estimates were carried out for all
'Eembers, considering the nature of exports of these countries and the
low elasticities of supply. The resultwas that foreign deménd plays a
significant rele in affecting‘extrasrgzianal exports in Bolivia and
Eéuadar_Eaa, provided a time lag of one or two years period. Table

5-3 indicated that membership in the Andean Common Market has reduced
extra!rgéibngl expari$ of Bolivia, Chile, Colombia and ?erui There are
two explanations for this outcome. First, we might conclude that forma-
tion of Andean Group has shifted the exports of Bolivia, Chile, Céiéﬁbi;
and Peru from the agtside world to the other members within the Group.
Second considering the trend in Cu (igmbgrship iﬁithe Andean Cépmen
_ngkgt) and institutional factor (ca-petitiyenes;:indizated by time),

we might say that formation of the Andean Group hasuimpfovedrthe ;éﬁﬁéti;
‘tiveness of exports of these members. This improvement is presented by

the positive coefficients of time,



A

~ time, and total imports of other membeEf of the Andea

Intra-regional Exports: ' . L

Estimates of imtra-regional eprfts of member countries are provided
in Table 5-4. Intra-regional ekports were assumed to be affected by i
credit to exporters, factors affecting competitiveness i&at vary with

" Commdn Market

tional changes haye the mgst'gignigi;ant influence on intra-regional
exports. Ti@e has a pasifivé_and significant effect on intra-regional
‘exports of Cclnmbifa:ﬁd VEﬂézuelag This efect 15 negative and signifi-_
cant for Chile, negative though insignificant for Peru. With the excep-
tion of Colombia, availability of credit to the exporters is a very
significant factor in promoting exports to partners for all members of

Andean Common Market.

Extra-regional Imports:

Estimates of extra-regional imports are provided in Table 5-5. Extra-
regional imports were assumed to depend on GNP, availability of credit
of the importers, passage of time as well as membership in the Common

Market. As Table 5-5 indicates all these factors are significant in

¥ .
* (almost) all of the member countries. Note the opposite trend in Cu

(membership in the union) and time. GNP is the key factor influencing
extra-regional igpaft$ of Bolivia, Ecuador and Peru. Comparison .of Table
5-3 and 5-5 indicgte; that membership in the Andean Common Market has
reduced Boliviaﬂ'é extrisfeﬁianal traﬂe,i However, for Ecuador it is the

opposite. For other members it is mixed. Passage of time is a signifi-

cant factor affecting extra-regional imports of Venezuela. The level of
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international reserves which has increased from 1973 due to sharp increase
in the price of petroleum is akey factor affecting extra-regional imports.
During the 1970's the balance of payments improved considerably due

to trade surpluses and fedgétian in current account deficits. This in

turn made more imports possible.. *

Intra-regional Imports:

Estimates of Intra-regional imports for member countries are pfavided:
in Table 5-6. GNP is t&e ﬂnst>signifi§ant variable affecting intra-
regional imports in Bolivia and Peru. The marginal propensity to import !
from the rest of the world is higher than the marginal propensity to import h

from the partners in the region. As Table 5-6 reflects, the marginal

propensity to img?rt E%am partners is low. Peru'has the highest marginal
prapenéity to import (MPM) of .05 and Chile has the lowest MPM of .002 in
the region. In between are Colombia, and Bolivia, excluding Ecuador and
Venezuela. The income elasticity of demand for goods imﬁ%t;ed which vary
from courtry to country depending on the goods imported in each country
may cause the differences in the HPH in members.

' Formation of Common Market ha§ enlarged intra-regional imports of
kChile, Colombia and Ecuador significantly. A comparison of Tables 5-5
*and 5-6 reveals that in both Bolivia and Venezuela there has been a
negative relation between membership in the union and imports, both

intra and extra-regional. Thebssme thing applies to instit&tianal
"changes in Bolivia. Availability of credit f@bimﬁéfters'eiﬁﬁer-fraﬁ
domestic source or from CAF- plays a major ralei§£ enhancing intra-

regional imports in only three members of the union (Colombia, Ecuador

= %



95.

R I et Nt

. . (988L1°2) (s860€°¢). (r1608°¢€) - - o . -
izzo't | ogse $20000" £2$000° * $98$00" ££2610°-  [®ronzousp
. . (ggev1°2) (z8g62°1) (85899¢ ) (88v0g"¥) cre-
6Ly’ £zv6 LZ180" - 01,200° - 169610 - 8L2S0° 1589°1¢ nrd
8.8 2 Avvmw (v£656° 1) (99990 °2) (soosv*7) (v6vS6L°) 8L9bY 5~ zopensg
. £82000° L99100° SBISYT" 810500 ° - ‘
. ‘ (98g1.8°) (99619%1) - | (pz0£6°1) (9£5L9°) ;
¢ * - -] o]
089572 | 90Z6 §£5000° - . 0sov00° | wszset- bZ1800-" ¥509°21- 1quot0)
- . (v20981") (186¥5" 1) ) (SS8116°) S o1t
\\\«nmh 1 Z19¢ 980000 - 264500 $1£200° S£26L°1 T
_ . : . (86££2°y) (Lssoiy’) (v90206°) (9808£°2) ool era
8614°C c6ew Z¥1000°" - 920000° - ¥95680° L1£6920° wnommu ! ﬁ~ol
‘M°Q 24 INIL no ¥) , “dND JueIsSuo) Ax3un0)

SLYOJWI TVNOIDIY-VYINI 40 SILVWILST

"

9-S 3749Vl




]
H s

\In\
o

¢
4
b
¥ = -
and Venezuela). The influence of the passage of time on intra-regional

- \
imports is not similar in Partners. It is negative in Bolivia, Chilg .
Colombia and Peru, though 'the degree of significance vs;ies from one
member to another. IR Ecuador and Venézuela .the institutional changes
have resulted in a ﬁasitive and signifcant effect on intfsir;gianal |

imports.

[

redit:

clear from Tables 5-1, 5-7 and S=811i As Table 5-7 indicates, there is

a positive and significant relationship between money supply and the )
av;ilébility of credit in (slna§F)all members of the Andean Commori Market.
Institutional changes are important in influencing the availability Qf’
credit only in Bolivia and Ecuador. is Table 5-7 indicates, there is a

negative coefficient for time in Chile. This may be attributed to

Chile during the period of study.

Money Supply:

Estimates of money supply for members of Andean Common Market are

provided in Table 5-8.  Monef@W authorities are expected to reduce

,i = e = - — 3

11. This finding is actually in line with other basic findings in the
literature that the size of the purchase of durable goods varies positively .
-with the usé of credit and that the 1ink betweencredit, money supply and

consumption is positive. See Robert Ferber,''Consumer Economic: A Survey",

Journal gf:gggpgmic,Litergtprg, December 1973, pp. 1303-1333.

e
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isTon supply -of money, considering interest rates as exogenous. As
nﬁ*‘»

Table 5-8 indicates, for all members in the Andean Group there is a

positive and highly significant relationship between reserve money (RM) -

and money supply (MS). In Chile and Ecuador GNP, RMirinterest rate and

The effect of passage of time on money supply varies from one member to
another. This influence is positive in all partners except in Ecuador
ang Venezuela. In Colombia and Peru the effect is insignifiégnt though

positive. Reserve ‘money is the most important factor influencing supply °

of money in all members of the region. .
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CHAPTER VI

REDUCED FORM SOLUTION TO THE MODEL

The purpose of the llaslt chapter was to build a small econometric
model for each member country to provide esti-ate; of the influence of
the various macroeconomic variables on each of the most important targets
fhat are set in thedevelopment plans. The highly aggregated moéél of
the last chapter was to indicate the interrelationships between GNP, GDP
Private Consumption, Private Investment, Exports, Imports,_the Balance-
6f.éayments and Govefnment Deficits an& policy instruments such as
reserve money, government expenditures as well as other variables such
as ins;itutional ch;nges, the level of foreign demand, etc. The model
was also used as a means to assess the effect of integration on the
'economie§ of the member countries. The purpose of this chapter is to
ngjido reduced form solutiohs for the model of the last chqptér. This
chapter deals with the analysis of policy multipliers obtained from the

reduced form solutions.

"Complete Solution to the Model:

The model consists of 13 equations per country wﬁich when'expaﬁded
to include two years, makes 26 equations. These systems of 26Aequltioﬂ§
per country can be fitted together to make one big model of Andean Common

Market consisting of 26x6 or 156 eqﬁations. Adding the follqﬁing identities

. . . » . .- . v
e e s . . . R

equations. o r

for each of the two periods yields a complete system cbnsisting. of 160 °

- 100 -
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A.C.M. Bol. Chile Col. Ecua. Peru Ven.
GNP = GNP + GNP + GNP + GNP + GNP + GNP

A.C.M. Bol. Chile Col. Ecua, Peru Ven.
I-I+I+I+I/’¢I+'I

For each year t and t + 1

This system of 160 equations is of the form

IY = AY + BX
-

Where I is the identity matrix and Y is the vector of 160 endogenous _

variables and X is a vector of 69 predetermined variables end 2 constant
; | < ,

term. A and B are matrices of dimensions 160x16C and 160x70,
: [ J

respectively. The solution to this system is given by :

] ' ’ -1

Y = (I-A) "BX

vhich is the reduced form of the model because each of the 160 endogencus
variables contained in Y is expressad as a Jinear function of the 72

predetermined variables. S ' S 8

.

The calculations have been to subtract the 160x160 Amatrix from 160x16C I

iy 1t

matrix, to invert this matrix and topostmultiply it by the 160x70 b matrix.

resulting (I-A)°18 matrix is 160x70 which is presented in the following

- pages. Such a matrix of coefficieats expresses in quantitative terms the

impacts of each of the 70 predctermfned variables on each of the 160

-endogenocus variables.
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Analysis of Reduced-form Coefficients:

Since many of the endogenous variables are of secondary interest,

ments, we shall confine our attention to the effects of some policy
instruments on the most important economic variables, namely, GNP, BP,

and FB for each of the two periods.

felt in the country in which the action is taken, we expect that the
policy chaﬁges'do have some effezts in the other countries of the
Andean Common Market. As Tables 6-1 though 6-4 1 reveal the primary
impact of”changes in the policy instruments are felt in the country in
which the actidn is taken. The policy changes do have moderate effects
in the other members of the Andean Common Market. -
The impacts of thé policy iﬁs;ruments G or Ig and RM (reserve
. money) of year t on endogenous variable including ‘target variables (GNP,
BP and FB), total investment and total GNP in years t and t + 1
. are presented in Tables 6-1 th;augh 6-4, As'is clear frcm!these tables
 in cgrtﬁin‘chses the impact of changes in the policy instruignts’are |
.”felt.iﬁ a single time period. In other wards'in»saﬁe cases the lagged
effects of the policy changes are almost zerg, _

1. These tables are obtained from the complete reduced form solution

to the model presented in the preceding pages.
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An increase in government expenditure increases the level of domestic
income which will tend to increase impért:and'ergatg a trade deficit which
may lead to a balance of payments deficit. As Table 6-1 indicates an
increase of gnvernmeng’spending_(G or Ig) in year t in Bolivia of 1.00
Bolivian pesos Yaises GNP of Bolivia by .52613 and causes trade deficit.
An increase in gavéfnment spending of one‘member is e#pezted to have some
favourable effect on income and balance of payments of other members.
However, as Table 6-1 indicaées the expansionary fiscal policy in Ecuador
,‘ﬂd Peru has zero and negative impact on GNP of Eeliviai An increase of
reserve money in Bélivia of 1 million Bolivian pesos at 1963 pfites faises
‘GNP of Bolivia by .70692. |

In the case of monetary policy instrument (RM) it should be clear from
the following tables that its spreading effects on the other countries

is less effective than that of an increase of government spending. It
‘may be that the® short-term ngiture of our model is responsible for ;r:me
f_éf,thg negative though inéignifieant impact nu;tipligfé; Thg’;hange’
iﬂ government expenditure in Ecuador has some spreading effect on GNP
af Bolivia with a time lag of at least one year. |

According to the reduced form solution of the model, with the
exception of Venezuela the change in the interest rate of sny=igzb§r has
almost the same degree of influence over the total investment iq the
region. In other words the c*effieienté have the same sign and the
magnitﬁda is similar.

An increase in the government expenditure of Chile of 1.00 pesos

would increase the GNP of Chile in the current year (year t) by .02569
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pesos and that of the pext.year (year t+l)) by .04651 PES§5=(TiblE 6-2).
As Tables 6-2 to 6-4 indicate the degree of sensiéivity to the changes

in Gt or Igt and RMt varies considerably from one member to another
member of the Andean Group. The differences are rather inconsistant.

For example the chahge in Gt or ;gt and RHt in Bolivia has positive
effect on Chilean éNPlboth in time period t and t+l, while negative
effect on GNP in Colombia in time period t. The intercountry policy
multipliers are in some cases even zero. Note that policies in Bolivia,
Chile, Colombia and Venezuela have no effect on Ecuador and Peru (Table
6-3). Policies of all members of the Andean Common Market ﬁave absolutely
no effect on Venezuela (Table 6-4). This result may be due to the fgit;
that Venezuela joined Andean Common Market in 1973 and our study ends in
1976. The short-term nature of‘QUr model then is respensiple for this
outcome.

An increase of government spending in Colombia of 1.00 pesos raises
GNP of Colombia in year t ‘Ly 2.18694. A .onepercent increase in intefe;t
raterreduces the GNP in year t by 3-99‘perceﬁt: The spreading effect of
policy chi;ges in the Andean Common Harket on bg?i;initraecana:it
variables of Ecuador, Peru and Venezuela are ilgﬁst Z&TO (Tablesié—s
and 6-4). The increase qf government spending in Peru of liQP sele raises
GNP of Peru in year t by 1.11986 whapeas the effect of reserve money |
is .47978 and the influence of chiﬁESQZn interest rate is negative and
negligible. In Venezuela the effect on GNP in year t of iioﬂhiélinresr“_

increase in government spending and reserve money are 1.76874 and 1.50519

respectively.
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The reduced form coefficients p;ekented in Tables 6-1 through 6-4
indicate that the primary impacts, as Qell as the spreading effects on
othet ne;b;rs, of changes in the policy instru-egts (1g,G, and RM) on

"balance of payments are mixed. An inérease in government spending of
1.00 Bolzvares in"Vene;uela‘deteriorates its balance of paymernts by
-00887 and improves Bolivian balance of payments in yei: t+l and Chilean
balance of’payuents in year t. Inother words an increase in government
spending in Venezuela raises its.inc;ne and imports, hence deteriorates
its balance of payments ccteris paribus The rise in income in Venezuela
raises :*ports and hence income of other members specially Boliviaand
Chile% As the matrix of reduced-form coefficients reveé&sthe change in
real rate of interest in each member has no substantia? effect on the
private investment in the other members of the Andean Group. The findings
indicate that changes in interest rate in one country would not influence
investment activities in another member. Our findings are supported
by the fact that there is np evidence thaf a member country can borrow

easily from another member when that member has lower interest rates.

¢

Effects of Membership in ANCOM (Cu):

The effect of Cu (membership in the Andean Common Market) on the
macroeconomic variables (GDP,GNP,Yd,C,Ip, ZEx, YEi,]NX, Z&i,CR‘and MS)
are summarized in Table 6-5. As thi:.table indicates the formation of
Andean Group has Sighifiéantly affected GDP, GNP and Yd of Chile though

Chilé has withdrawn from-the union in 1975. Membership in the ANCOM has

2. For similar spreading effects in case of other members as well as

other spreading effects see Tables 6-1 through 6-4 .

L



the least effect in Ecuador. In Ecuador investment amd extra-regional
exports and thereéﬁfe trade balance have been affected by Cu positively
though not significantly. Aézarﬂiﬁg to Table 6-5 the'ihfiugnég of member-
ship in the Andean Group on most of variables in Bolivia is negative |
though iﬁsiznifi;int; If we consider time lag, the effect of Cu on GNP

of Colombia is positive and significant. The same thing applies to
aggregate private investment in Colombia. The influEﬁég of Cu on invest-
ment and GNP of Venezuela has beenpositive but insignificant. Member-
ship in the Andean Group has increased extra-regional exports of Bolivia,
Chile, Ecuador, Peru and Venezuela while reducing those of Colombia.

With the exception of Chile wund Péfui this influence has been insignifi-

- cant. Intra-regional imports of Peru have increased significantly
according to Table 6-5. Imports of Chile, Cﬁlgjbii and Venezuela

from other me;bgr countries have increased but not significantly. As
Table 6-5 indicates membership in the Andean Common Market has not influencede
MS-and CR significantly though because of éAF (Andeén D;velﬂpment Cafpcfi#
tion) we expect positive and significant relation between availability i
of credit in each member and Cu. According to this table ANCOM has
increased total exports of Chile- more than its imports such that the net
effect of Cu on BP is positive and significant. For Colombia this
influence i§ negative ‘but insignificant. For Peru the net effect of Cu

on traﬁe balance has been negative (Imports both intra and extra-regional
‘have increased much moTe than exports). Cu hﬂiﬁéﬁliéﬂ ﬂl‘-ﬂﬁ“‘!ﬂﬂll

exports as well as intra-regional imports of Venezuela while reducing its . '
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positive effecf on trade balance.

In total the influenées of Cu on the e;cﬂﬂ-ies of member Eéuntries
have been different. Although the effectsof Cu on GNP and Ip of members,
with one or two exceptions, have been positive, the effects of Cu on |
exports, imports and other variables and their significances vary from

one member to another. 'According to our results Chile and Venezuela

of the positive influences such as improvement in the trade balance should

be attributed to other factors such as increase in the price of petroleum

during the 1970's.
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CHAPTER VII

SUMMARY AND CONCLUSIONS

The theory of customs union tﬁ:bines-élgiénts of freer trade with
elements of greater protection. While it provides freedom of trade between
members, it also provides more protection for members. In the second
£i§ﬂ the distinction igimide between trade creation and trade diversion. -
In a sense, the former repgysents an improvement in resource ‘utilization
while thellitter represents a deterioration in resource utilization. In
the same chapter we concludgd that in dynamic terms the analysis of net
trade creation need not necessarily determine the long-run impact of
economic integration. ‘In order to determine the total effe¢t'a number
-of §;§tprs including the size of the union and its effects on terms of
trade were mentioned. At the end of the chdpter we concluded that most of
the empirical research in this area is confined to trade creation and
diversion aspects. They deal, in other words, with the impact of inte-
gration on trade flows. However, what we need in the case of developing
countries is to analyze and assess the impact of iﬁtegrgtiah on each af-r
the economies of the region. | '

In the third chaptep we discussed some of the sources of problems -~

of LDCs' trade especially as an engine of growth. Many of

these countries complain about unsatisfactory terms of trade while others _”ij

claim that the terms of trade for primary products have worsened for

many decades. The instability of export earnings due to low price-

elasticities of demand and supply for primary products on world market

. - : .
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is another major problem. On tﬁgjather hand the case for import-substituing
industrialization has proved ta!bé needlessly expensive and to have its own
problems. Regional integration then has been suggested as a way of increasing
the ;ize/of the domestic market. *To choose any policy, one has to take

account of all factors such as natural resource endowments and other

characteristics of i;dividual countries such as the size of the market, access

to foreign markets, and theavailaﬁility of physical as well as human capital.

’The general jdea of prefergnéial arrangements has béeﬁ popular among the

LDCs. ‘However not all of them have been successful: in ;éﬁieving their goals.
n thé fourth chapter Andean Common Market as a case stﬁdf was intro-

duced. Then in the following chapter several aﬁ?roxiaatians were provided

to the relationship between policy instruiants and other variables and

development goals such as income, invest:;;t, and the balance of payments.

lhifhélbdel membership in the customs ﬁniﬂn was introduced by_vsrigilé Cu.

The analysis dealt with the estimation cf:the impact of the varinﬁé

instruments available to each member on target variables in each af the

countries of fhe Andean Group. Because éf the relatively high ;ngfiéiénts

of determination adjuste& for degrees of freedom (ﬁz);:n& :he fairly géed

confirmation of a priori expectations about the direction af effeéts; the

results. of estimation appear to be satisfactory déspitethe shortcomings of

X L.

fere

" the model ¥nd lack of appropriate data, all of which were discussed in the
particularly institutional changes indicated by the passage of time seem
to be the most significant variables affecting consumption in member countries..

_Chile has the;highest MPC and Ecuador has the lowest MPC in the region.
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GNP, real rate of interest and‘instituﬁianal changes are the basic factors
influencing aggregate p;ivate’inve#%nent in members. The Effecé of member-
ship in ANCOM on investment according to our estimation, was not significant.
Hdwever, one should not expect inmediate positive and significant effect
on iﬁvestment following economic iﬁtegraiicﬂ.

ﬁased on our findings membership inbAndesn Common Market ﬁisiiﬁPTGVEd ’
the éonpetitivehess of (only) Ecuador in the vérﬁﬁ m;rketi Availability
of credit to the private sector plays a majaéﬁféfé i affécting extra-
regional,éiports only in two member countries, B@livia;and'Chileg Among
members of the Andean Group, Vénezuela is the only country in which foreign
demand plays a significant role in influencing extra-regional exports.

The results of our estimates indicate that availability of credit followed

regional exports of members. GNP is the key factor influencing extra- L

- regional imports of Bolivia, Ecuador and Peru. Passage of time is an

important factor affecting extra%regianal impa£ts of Venezuela. There is
a positivé and signifiéant relationship between money supply and the f
availability of credit for (almost) all members of ANCOM.

In the last chapter we fitted the systems Df‘gquations (mﬂééls) per

country‘togéther to make one large model for the Andean Common Market.

" From this system of equations we obtained a set of reduced form coefficients.,

The basic gqal of that chapter was to analyze the impact of policy
instruments of year t on target variables in year t aﬁdvt*l, if aﬁyi_ ‘
We found that in cerfain cases the impact of changes in policy
instruments are felt in a single time period and the lagged effe¢t$ of the

poliEy changes were almost zera In thecase of the monetarypolicy instrument,

&
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the results obt;ined from reduced form coefficients indicate that its
'spreading effec;s on the other country (or countries),afeless effgctive
than that of an increase of,ngernnent spending. Based on our findings
the formation of the Andean Gr‘p has affected GNP of members a;\d therefore
‘will affect their rate of growth in the future.

In total. this stu@y does reveal that the formation of Andean. Group
has had an influence on investment opportunities for its members. Viewed
in terms of problems common to all economic integration syst?m formed
by developing countries and probléns particular to the Andean Common Market,
raccording to this study the Andean Group ‘achievements have been crucial.

In total, ANCOM has gone further than any other less developed countries
integration system in & very sﬁort period of time. However, to acAieve

the ultimate purpose of economic integration nameiy to achieve an accelera-
tion of econonié growth in paitner_?ountries there are certain economic
problems yet to be resolved. On; problem is the continued dependenqe of
Andean Economies on a few export crops. A sinéle Taw materi'l_or,agficultural
product accounts for 50% of total exports of ménbéfs excluding Peru. -
Anothef problem has been the implementation of ANCOM plans so far. Thexﬁv
Cartagena Agreenent initially prov%ded for both a common.minimal external
‘tariff and a uniform common external tariff. The first was to,be'apéfoxi—'
mated by December 1975 and the second by 1980. Bolivia and Ecuador, the.
two least Aeveloped countries of the region were granted duty.free access

to markets in other members while not starting their own tariff reduction
prbcedur‘e until the end of 1975. The Andean Group failed to n;et sli ‘of‘}these‘

deadlines. The 1976 protocola de Lima advanced the date upon which the

Andean union was to be completed from 1985 to 1988.
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The framework for economic integration will not be complete without
asséssnent of the monetary proﬁle-s or aspects of the union. It is
necessary to distinguish between a partial monetary union and a complete -
monetary union. Under the partial monetary union, member countries agree
'to maintain fixed exchange rate rﬁlationships within the union, but
fhey still have their own central banks. They determine their own money
supply. There is hé‘explicit integration of economic policy. There is
no common-pool of foreign exchange reserves. The partial monetary union
system requires monetar& authorities in ihe member countries to inter-

vene foreign exchange market to maintain fixed exchange rateslt

However, a complete monetary union implies a common monetary policy, and
a pooling of foreign exchange reserves. Power to determine monetary
policy for the whole area must be centralized. The rate of increase

in  money supply would be decided jointly. Under complete monetary

1. For accounting purpo#es, one of the member's cur:eycies may be used
as the reference currency. Alternatively, they may establish a new
accounting currency for the purpose. Each member agrees to keep its
exchange rate fixed relative’to the reference currency. The market rate
of reference currency determines the exchangé rate for'thé'whole union. -

Corden, W.M. Inflation, Exchange Rates and the World Economy (Chicago:

University of Chicago press; 1977) chapters 10 and 11.
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integration the balance of pay;ents of the entire community with the rest
of the world must be regulited at the community level, since there is
no separate balance of payments deficit or surplus.

The formation of a monetary union gives rise to 'welfare gains and
lossesz. The creation 0f Andean Commaon Market has already depfivsd national
authorities of the use of tariffs and quotas within the union to improve
their balance of payments. A commitment to fixed exchange rates would
mean the loss of another policy instrument. Fixity of exchange rates and
full convertibility of currencies constitute necessary conaitians for
monetary union. In case of Andgan Group in which exchange controls are

4

eliminated for all current account transactions, full convertibility

-~

‘isddentical with freedom of capital movements. Unfortunately there is no data

available on capital movements. However, if capital mobility is high = -

then it will influence the monetary policy of members. The higher the

2. Consid,;{ngvconplete monetary union as the u}ti-ate object;vg_ .
which at present°is'rére among even developed countfies, if ‘not impossible,
. tﬁe t;st of anaiysis in this chaptér deals with partial rather'tﬁiﬂ l
compléte monetary union.” For detail analysis of costs and benefits“qf

[  monetary integration sée Corden, H.M.,"Monetar} Integration", Princetgﬂ

Studies in International Finance, No. 93 (Princeton:_vPrinceton Univer-

sity’Press; April 1972). Corden, W.M., Inflation, Exchange Rates and

The World Economy, op.cit. Ingram, James C., "The case for European

Monetary Integration', Princeton Stvdieijin~1nternational Finance, No. 98

(Princeton University Press; Ap£il 1973).
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- . degree of capital mobility, the less it will be possible for n;tiangi
authorities to use monetary policy for internal purposes. Perfect
capital mobility would mean a common interest rate. Then any attgipt‘

by national mometary authorities to change the domestic supply of money
would only have an effect oncapital flowwhile the domestic supply of money
free capital movements and independent monetary policy, a member can only
have a combination of two. The fixity of exchange rates may set back
capital market jintegration. Fixed exchange rate among members may put
pressure on the baiance of payments which may lead to the imposition of
restrictions on capital account transactions since restriétipns on current
account are ruled out. On the other hand, the fixity of exchange rates
reduces uncertainity in trade and investment. However, the more open

the economy of each meﬁber to foreign trade, the more will its employment,
pgiee level and its economic growth depend on events and policies followed
iﬁ ai?er n;tiansggiThe!i!partance of foreign trade to members of Andean
Ca_nﬁ Market is provided by Table 7-1. As this table indicates the
ecanpgiés éfiAﬂdEln Group are fairly open, so a fixed exchange rate will
affec§ their domestic income and employment more than floating rate.

What is improtant in connection with fixity of exchange rate is that
exchange rites.betézéﬁémembers of the union cannot be kept fixed without
problems unless the Qnderlying differences of th;)natiaﬂilnecaﬁcmiés

come into close harmony. According to facts ;nd figures of chapter

four the ecananies of Andean Group are far from harmony.
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TABLE 7-1

EXPORTS AND IMPORTS AS PERCENTAGES OF GNP

—
Yur,ﬁlivi: Colomiba Ecuadpr Peru Venezuela

Expd}gs Tmports|Exports|Imports|Exports [lmportsExportsfimports|Exports [Iwports

1973} 22.63 | 23.54 | 15.19 | 13.50 | 25.00 |20.80 | 14.9% | 15.21) 36.23 (20.29

1]

Kool
Tk

1974] 28.56 | 22,07 | 14.24 | 16.10 .56 [30.00 | 16.22 | 21.62] 61.11 |19.14

'1975 21.15 | 26.74 | 15.35 | 14.85 29.90 | 12.534 | 22.14) 42.24 |25.85

L
.
p—
~4

1976 21.97 | 24.39 | 16.83 { 14.72.| 28.35 26.77 | 13.19 | 19.26| 31.58 }27.82
1977] 21.57 | 24.40 | 17,51 | 13,84 | 25.48 |26.75 | 17.38 | 21.94 29.60 [36.33

1978) 17.59 | 26.89 | 17.99 | }6.40 23.91 {25.00 { 23.19 | 19.96! 25.59 |36.90

1979 18.36 | 24.20 | - - ! 28,04 [28.97 | 51.85 | 20.58{ - | -

Source: <Calculations based on data for individual countries from

IMF, International Financial Statistics, June 1980.

=
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