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Preface

The oil shocks of the 1970s provided the countries of Latin America, and
the rest of the world, with hard-earned lessons about how to respond to
abrupt changes in economic fortunes. The unstable oil prices of the early
1990s caused by the Iraqi invasion of Kuwait will provide policy makers
and economists with the opportunity to discover whether the lessons of
the 1970s were learned and retained or forgotten.

In this book, the authors review the responses of six Latin American
countries—both oil exporters and oil importers—to the shocks of the
1970s. Those that borrowed heavily to finance the postponement of the
necessary economic adjustment, or to adjust only partially, have been
burdened with massive debt ever since; furthermore, deficit financing
caused major distortions in the monetary system and in price levels,
leading to double- and triple-digit inflation.

Amid growing frustration with policies that have not worked,
along with a poor development record and few signs of change, atten-
tion has turned to the proper role and behavior of the public sector in
economic policy.

This volume’s authors, all experts on the economies of Latin
America’s largest debtor nations, analyze the behavior of the public
sector in response to external shocks, political and electoral cycles, and
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private interest groups. Their analyses and conclusions suggest the
need for deep institutional changes in the public sector along with major
efforts to reduce debt. Such changes will, of course, take years to imple-
ment. We are pleased to publish this volume as a reminder of and a
guide to the work ahead. Policy makers in Latin America and other
developing countries will benefit from the lessons pointed out in this
book.

Nicolds Ardito-Barletta
General Director
International Center for Economic Growth

Panama City, Panama
March 1991
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Chapter 1 Felipe Larrain and Marcelo Selowsky

The Public Sector and the Latin American
Crisis: An Introduction

In few periods in contemporary economic history can one find swings in
major macroeconomic aggregates of the magnitude experienced by
Latin America between 1970 and 1985. From 1970 to 1981 the economies
of this region experienced a sharp and steady increase in aggregate
spending, well beyond output, which was principally financed through
external loans. After 1981 expenditure fell precipitously when these
economies were hit by higher interest rates and terms-of-trade losses
and the rest of the world refused to continue financing their current
account deficits.

It is clear by now that more conservative macroeconomic policies
during the 1970s—expenditures more in line with output—would have
been a better strategy from the point of view of long-term development
and welfare. Both the magnitude and the strength of the post-1981 con-
tractionary period are proving to be an extremely high cost to pay for the
overborrowing of the 1970s. Today per capita income and real wages are
still below the 1980 levels. Investment rates in many countries have col-
lapsed, reaching levels that cannot even cover the depreciation of the
capital stock. Not only present standards of living but also the productive



