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Executive summary

Minerals (and other natural resource) exports are very helpful to development and the
generation of productive emplovmene when the rents from them are used wisely and
undesirable macroeconomic effecis are avoided, but In many counities they have in
fact been damaging. Successful development over the medium and loag ran involves
achieving at leass reasonably high levels of investment and productivity inceease as
well as a strong demand for labour in productive jobs. The key to raking full
advantage of minerals exports is to make sure that they foseer ateainment of these
goals. This involves effective use of minerals rents (by either public or private agents),
keeping up the incentives for investment and desirable technological change, and
thinking ahead to the time when the country’s current comparative advaotages will no
longet be adequate to underpin its fursher development.

Many mineral rents wind up being wasted, either through corruption and theft or
though inefficiencies and other effects of rent-secking behaviour by private and public
agents. It is standard for a share of rents to be lost in this way, from oueright
misappropriation of funds to overpavment of employees in the rent-producing sector,
to subsidisation of consumers of the product {in the case of peiroleum). Waste also
occurs through too-quick spending as revenues dse rapidly. Exchange rate
overvaluation is a frequent result of high mineral export revenues. It encourapes high
consumption and discourages the production of other tradables. At worst, capieal
inflows can lead to appreciation of real estate and other fixed-supply assets, o a
resulting Pigou effect whereby domestic savings are discouraged by the posigve
weaith effect and hence the anomaly of capital inflows that do not lead o real
investment. Too often the “easy life’ from mineral rents discourages the learning
process and the search for competitiveness in other areas, When accompanied by
shott-sighted politicians, it leads to a lack of thinking ahead to the stage where the
current export will no longer be able to provide an adequate base for growth.

Mineral (and some other nataral resource) exports tend to create very few jobs. This,
together with the disincentive they create for the production of other tradables, can
leave the counery with a difficult emplovyment/income distribution challenge. The
export sector creates 1 few highly productive jobs, which tend also to be highly paid
through a process of rent-sharing, but the country’s labour demand curve may be very
steep (price-inelasticy so that the equilibrium wage may be very low. Such a situation
calls for policy-makers to think seriously about employment policy, and to foster
labour demand in some combination of tradables and non-tradables, whose optimal
mix depends on the specific sitzation of the country.

These principles can be fllustrated in the experdence of six minerals (or other natural
resource} exporers. A degree of *waste” of renes (in the sense of rents not being
available to contribute to 2 healthy growth process) occurs in all countries, but has
been particularly notable among ihe oil exporters. In INigeria one form this took was
the inefficiencies invelved in atternpting to spend the rents faster than the country™s
infraseructure could easily facilitate. To both Indonesia and Venezuela, the large
amounts of money available opened the way for “grand schemes’ for expensive
projects whose economic benefits were questionable or worse. Even in Malaysia it has
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been argued that the generally sensible spending on land development was quite
expensive.

Exchange rate overvaluation had negative effects in Venezuela and Nigeria where, as
elsewhere, it fostered a binge of consumption of imported goods and created a serious
disincentive for the production of other tradables, and in the lamter case led also to
inefficiencies associated with too-fast spending, In Brazil, overvaluadon was a perodic
and inadvertent result of the combination of inflation and a pegged nominal exchange
rate, though policy did attempt to curtail it. With the exception of Brazil, which
provided incentives for learning and development of new competencies through a
varieey of policy tools, the countres that soffered systematic exchange rate
overvaluation were not very successful on the learning’ front.

Each of Chile, Brazil, Indonesia and Malaysia have made at least ecasonably effective
use of their natural resource export rents during the perod since the 1960s.
{Venezuela also sustained a long period of growth on the basis of oil exports from the
1920s to the 19705, even though this was followed by a perod of Failure]} The
employment/disttibution  outcomes have been most pesitive in Indonesia and
Malaysia. Their various experiences can be summatised as follows.

Brazil bad historically used its export rents {most of which were from coffes, early on)
to subsidise infant industries, mosily but not exclusively in the manufacturing sector.
It was a classic case of the application of an ‘industrial policy’. This process was
successful from a growth point of view, and had much in common with the East
Asian story of IST! protection leading to international competitiveness in 2 range of
sectors. Its tmncation in the 1980s probably had more to do with the changing
international financiai scenado than with any inherent defect in the model. Because
the protected or otherwise supported activities tended nor to be labour intensive,
Brazil’s growth was not accompanied by any fall in its extremely high level of
inequality. Chile’s experieace was broadly similar 1o Brazil's, excepr in the way in
which new export capacities were identified. An exchange rate devaluation in the
1980s provided a neutral incentive to a broad range of tradables, oue of which
emetged a large number of competitive exports. Whereas in Brazil the subsidies o
infant industries took the form of high prices to local consumers or fiscal transfers, in
Chile they mainly ook the form of high prices to local buyers (the natural result of the
exchange rate policy). Though Chile provided subsidies in the form of research and
development (R&D) expenditures, other forms of subsidies were much less than in
Brazil As with Brazil, the new exports were not gypically intensive in the use of
labour, and income inequality, which had risen sharply as the new market-friendly
policies were introduced in the 1970s, did not diminish during the export boom. In
both countries, a considerable level of research and development contributed to some
of the new competitive exports,

Indonesia used some oil fand other export) rents to subsidise a developing
manufacturing sector, but on a much smailer scale than Brazil, reflecting its still much
lower level of industrisl development. Unlike Brazil or Chile, it directed a large flow of
resources to small-scale {essentially rice) agricolture. These expendinues on raral

! Impont substiration industrialisatdon
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infrastructure and fertiliser subsidies, among other things, were highly complementary
with and facilitated the quick adoption of Green Revoludon warieties, with large
benefits w0 the farmers. In the mid-1980s, when growth was threatened by
macroeconomic disequilibria, the countty executed 3 successful devaluadon, which
was instrwmental in bringing labour-intensive clothing exports into competitiveness.
With the combination of benefis o small-scale agriculture and the (later)
employment creation related to light exports, Indonesia had used resource transfers
{to rece) and devaluation to foster growth in vwo large labour-intensive sectors, As a
result, wages rose and inequality remained moderate. Malaysia also used resource renes
to support small-scale agriculture — mainly in the rubber sector — and later developed
a labousr-intensive export sector (without devaluingh. As with Indonesia’s, the
employment and distrbutional ouwtcomes were broadly satisfacrory, although
inequality rose duting the earlier stages. This was partly because the nawse of the Jand
development programime was not such that the benefits could accrue to nearly all the
small farmers, as was the case with the introduction of new rice variedes in Indaonesia.
In fact, rural inequality rose during this phase of development.

Both Brazil and Chile have been able to foster considerable industtial learning over
their perods of industrialisation and diversification. Both have, as a result, grearer
potentizl to take advantage of future opportunities that may arise or can be developed,
This is much less true of Indonesia and Malaysia, pardy because they are lower
income {Indonesia) or smaller (Malaysia) but also because, at least in the case of
MMalaysia, the EPZZ-export model offers relatively few cpportunities for broader
learning, As 2 result, some observers worry that Malaysia has not laid firm enough
foundations for future growth,

Venezuela's long period of fast growth invebeed 2 good deal of I5I-type support for
its manufacturing sector, leading to significant employment growth there, Despite the
dominant role of oil, income ineguality in Venezuela, while high, has not been
particularly s by Latin seandards. Although it did seek new comparative advantages in
the 1970s, it selected hadly, focussing on capital-intensive seciors that could not {or
did not} become compettive internationally. These industres (public enterprises) plus
ether expenditures the government got locked into during the high oil-price period of
the 1970s, contributed to relative stagnation over the next 25 years. There was neither
the successful focus on more labour-intensive tradables seen in Malaysia and
Indonesia nor on less lzbour-intensive ones seen in Brazil and Chile. This is probably
due in part to the fact that oil dominates Venerzuela's economy mote than nataral
resource exports do in any of the other cited countries. But it appears also to be due
to weaker policy, a less well-thought-out strategy, and ervors that lefr ioo little fiscal
and policy flexibility.

A saccessful stratepy for Venezuels would presumably have had much in common
with the outcomes in Brazil and Chile, in that the tradables whose competitiveness
would be raised would not be very labour intensive.

2 Bxport Processing Zone
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Nigeria's factor proportions were and are closer to those of Indonesia than to Brazil's
or Chile’s, hence the best policy from the early oil days in the 1970s, could it have
worked, would have been one focussing on raising the productivity of small
agriculture. But no Green Revolution was available to be adapred from the outside, so
the task would have been much harder and of less certain cutcosne. As it was, policy
favoured education and the urban areas, but ultimarely failed €0 significantly widen the
range of comparative advantages. As a result, 0il bas enriched one small group but
impoverished many mote.
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1. Minerals exports and ‘Dutch disease’ impacts

Mineral exports can be very beneficial at the pasitve end of the specrram and very
damaging at the other end. The frequency with which countdes approximate the latter
end is attested by the ‘Watural Resource Curse” iterature, which raises the question of
whether, on average, countries pet any ner benefit ar all from namral resource
endowments after the wvarious types of “curse effects’ have had sheir impacts.
That this would be an interesting question at all is g prior? surprising, since we tend to
assume that resource endowments are a good thing,

While the namral resource curse literamre itself focuses mainly on the growth impacts
(positive or negative) from endowments, an additonal rwist to all of this iovolves the
employment (and hence distrbutionaly impacts of such endowments. Here the
starting point in the discussion of minerals exporters is the face that the direct
cmployment created in this sector is usually very small, thus creating the possibility
that after indirect effects are raken account, the net impact on labour demand may be
flegative.

Whether regarding the growth or the emplovment/ distribution impacts, it is useful to
think first in terms of a very simple model, and then ro complicate it.

The simplest cases involve the assumpeion of full employment, immediate realtocation
of resources when the composition of cutput changes, no international capital flows,
balance of payments equilibrium at all times, all goods tradable and no government.
Assume a mineral export industry appears, the resource having just been discovered.
It attracts capital from other sectors and creates few jobs. When it is exporied, it
competes with the production of other tradables. Assuming most of those are more
labour intensive than it is, then totzl demand for labour falls. Since national income
has risen {simple trade model assumption), the income of capital rises by more than
national income. How much lzbour income falls depends on the difference in labour
intensity between the new export and the other wadables whose cutput now falls.

When there are also non-tradables, it matters how relatively labour intensive they are
and how the compositon of demasnd changes in light of the fse in national income
and the change in income distribution. Given the inidal draw on resources to the new
export and the release from other tradables, the expectation is that non-tradables will
now be using less capital and more labour than before, This creates a likelihood, other
things being equal, that the equilibrium wage in the economy wili fall, though under
very special conditions on the demand side this might not happen. The extent of fall
in the wage will depend on the differences in factor proportions among the three
categories of goods and services distinpuished (the new export, other tradables and
non-tradables). A special case in which the negadve impact on labour will be grearest
occurs when the new export net only creates little employment directly but also
displaces labour directly from other activities (in addition to its indirect displacement
through the falling output of other tradables). This case is exemplified by Paraguay,
whose Durch disease export is soybeans. Their production creates essentally no jobs
but pushes small farmers off the land, leading to a direct net loss in labour demand.
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To this is added the labour displacement in the now-discouraged production of other
tradahles.

This static picture of the resource reallocation impacts of an export is of course very
oversimplified and needs to have added to it the dynamic and other fearures of a real
world econemy.

The simplest extension is to consider the presence of foreign capitl. If the new
export sector was based on such capieal, no shifting of capital from other sectors
wounld be necessary. Total output would rise by more than in the previous case, but
profits would have to be remitted to the foreign country. Whether labour would now
be better or worse off would depend on whetber the now-discouraged sectors (other
tradables) were more ot less labour intensive than the non-tradables whose owput
would dse. Assuming zero employment in the new export, this issue would be
virtually the only factor affecting the fate of labour.

Three additonal aspects to bear in mind involve possible absence of full employment,
adjustment dynamics and groweh dynamics.

Resonree underutilisation charactedses all economies, but some much more than
others, In general the level of utilisadon tends to matrer more than the qualiey of
resource allocation. So one queston to be asked abour mineral or other exports is
what they do to resource allocation. Both direct and indirect impacts can occur. If
raised exports lead to resource underutilisation as the economy adjuses towards a new
equilibrium, total cutput may fall rather than rise, Or if, for other reasons, the change
leads to a longer run higher or lower level of resource wtilisation, this can matter.
Policy can go a long way o assering that resource undervtilisation does not occar,
through some combination of monetary and fiscal policy and exchange rate policy.
These policies also have the capacity, along with raising agpregate demand, to affect
its structure and hence its impact on labour demand.

The longer mun impact of minerals exports, however, depends mainly on how it
affects investment and technological change and, slong with those processes, the
demand for labour. If investment is not sputred, or is misdirected either in terms of
its growth impact or that on employment, then the payoffs are likely to be small

A major difference betwreen countries that take full advantage of mineral revenues and
those that do not is, unsurprisingly, how well government uses those funds, assuming
that 2 considerable share of them accrue to it. There are two generally good uses: (i)
saving in foreign exchange reserves; and (i) spending wisely and in ways that do not
lock the state into long-run, low-productvity expendituces, The fiest use is important
for at least two reasons. First, saving abroad prevents the exchange rate appreciation
that would normally accompany rising export revenues and thus discourages
production of other tradables. Secondly, it avoids the nomal rush to spend easily
available funds that leads to quick waste of a lot of them, and may in the process lock
the govetnment into contnued waste [n future as well {a notable feature of the story
in Venezuela, but to some extent most other countries as well). Wise spending allows
government to resteict funds to the highest payoff uses.

From the employment/poverty perspective it is additonally desirable that
government spend resources to foster new competitive advantages that are relatively

o¥
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labour intensive {among the range of possible ophons). In terms of direce
employment creation, it is desirable that as much be of lower income people as
possible and that it be of the sori that does not lock the public sector permanently
into a piven expenditure pattern. Government purchases of goods and services (as
weli as its direct employment) can also be used in employmeni-creating ways —
witness the purchase from clusters of SMEs* in cases like Ceara (Brazil) and others.
Indonesia’s spending pactern out of early ol revenues was one of the best, It wene
towards raising productivity in another tradable, rice, which was produced by small,
low-income farmers and thus had 2 broad poverty-reducing impact It was self-
terminating in that much of it went o rural infrastecrure, fertiliser subsidies which
could be phased out after Farmers learned to use this inpur, etc. Venezuela’s was ene
of the wortst, as funds went to capial-intensive mdustries thar did not become
competitive and in any case created few jobs, but that locked the government into a
high level of recurrent expenditure. Nigeria's spending on education turned out 1o be
unproducdve since the complementary conditions to give that educasion a high payoff
were not created.

The impact of the level of taxes on the mineral sector depends on how thar level
changes the incentives and behaviour of the private firms involved in the industry and
how the public use of funds compares with that of the private sector. The latter
depends, among other things, on whether the firms are foreign or natonal. The most
positive case for high taxes involves situations in which those taxes do not greatly
affect the level of desirable invesement in the industry but do shift resoutces towards
productive uses like infrastractural and desirable social spending, or towards the
purchase of labour-intensive items.

Where the povernment receives a high share of the export-based renrs, the way it
spends these resources may be the major determinant of the employment and
disttibudional impacts of the countty’s mineral dependency. Expesience across
countries varies immensely in this regard.

* Smal] and mediom-sized enterpriscs

1
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2. Determinants of the growth impact of exports

Theory supgests quite 2 few differences in the degree to which export growth will puall
overall growth. Empirical verification is necessary to nail things down, but the
empirical literasure has many holes in it sdll. The bikely deteominants age:

B

iv)

v

The potendal benefits are especially preat in the ‘vene for surplus’ situation in
which what is exported has no value atr home (for example, because there is too
much of it), 50 there is really no opportunity cost {in terms of foregone local use)
from the expore.

YWhere the local economy tends to operate at less than full capacity and the
producdon of the exports pulls it up o full capacity, there will be an “Oken gap’
benefit along with the others.* In that case there is aot only no opportunity costs
of not consuming the exported item but also no oppormuniey cost of produciag it.
In a Keynesian underemployment situation, total output may even fse by more
than that of the export itself, all of this ‘free” of opportunity cost. Bur ¢his capacicy
udlisaton benefit may be lost if imports rise with exports and include products
previously produced at home. Thus balanced freeing of trade may not raise
capacity utlisation, and may even lower it.

If the resulting imposts include a lot of capital geods in which the country has a
comparative disadvantage, then the growih impact will be larger. If the country
does not have such a comparative disadvantage, or if the exports simply fimance
imports of consumer goods, the provwth impact will be less.

Gains from exports can be offset by an appreciating exchange rate, which
disconrages producdon of other tradables, in addition 1o the impact of any freeing
of trade on the imponrt side.

Capiral flows may be causally related to the expores. An FDI® capital inflow which
goes to real investment in the expott sector may bave no ner effect on the balance
of payments if it leads to imports equat o the capital flow, Or the capital inflow
can be directed to the purchase of non-tradables (for example, construction
services to develop the export capacity). In that case it will Jead to exchange rate
appreciation. Finally, capital inflow can simply reflect the fact that the expores
appear to make financial invesiment in the country more attractive and go into
local financial assets, with both an appreciating effect on the exchange rate and a
Figou effect to discourage local savings through the wealth effect as assets
appreciate. At the other end of the spectrum, profits from the export sector can
be sent or kept abroad, which tends o ofiset pressure for appreciation.

4 This gap, named for economist Arthur Chean, fefers wo the distance berween actual ourput level and
potential output level, given the resources an economy has. So it it e ouiput shonfall due o
undertilisation of resources.

3 Foreign direct investment

i
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In general, exports are more growth promodng when the income dedved from
them leads to a lot of savings, which then get efficiently chanaelled to produective
investment. An ideal situation is where the exports tap an elasic demand
{encouraging more domestc production) and the profits are reinvested in
expanding the capacity of thus price-elaseic demand product. The savings impact
of growing expoets cleatly depends on whose incomes rise the mose and what the
savings proclivities of those agents are. Where incomes accrue mostly to non-
saving rentiers, the impact will be weak or absent.

When growing exports put the country ‘on the map” in the sense of making its
reputation as an exporter of the jtems in question, this fosters fumire export
growth.

viii) As a frequent correlate of growth acceleradon, dsing exports are often part

12

(sometimes an important part) of the virmous circle thar such growth acceleration
eneails. Other components are rising savings and investment rates, and eveneually,
tising totzl factor productivity. Some cxports are more likely than others to
contribute directly and strongly to these other elements of the virtuous circle. A
flow of funds analysis is helpful to sori out the impacts.
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3. Export growth, employment and inequality

Both in general and among the countries chosen for detailed swudy, there is a
considerable range of experiences in terms of what happens in the labour market and
how inequality varies with export-led growth, or more generally, tradables-led growth.

The theory tends to focus a lot on the factor propoertions characterising the teadable
items, since these are the ones whose cutpur can be either greatly increased (the

" exports) or decreased (the import-compering goods) through trade. But what happens
to non-tradables is also important. Seme of these are linked to tradables through
input-ountput relationships. Others can be affected by policy, for example, the
character of government employment,

Among tradables, the production characteristics of import-competing goods are as
important as those of exportables. The fact that Indonesia raised productivity and
Incomes in its main rradable, rice, and later exported a lot of labour-inensive goods
no doubt helps to explain the fact that inequality remained moderate. On the other
hand, China has suffered an extreme increase in inequality during the opening up
phase. This is due in part to the fact that nitially inequality was very low, due to the
non-market features of the system. Then, although some of the increase in exports
has been of labour-intensive jtems, not all has, since China is now competitive in 2
very wide range of products. Finally, however, the tremendous increase in inequality
probably owes much to the fact thay, when it was centrally planned, China’s economic
structure was one emphasising lazge firms and a higher weight for capiral-intensive
goods than would have been the norm in a market economy at the same level of
development. Thus, when market forces were given freer rein to determine faceor
incomes, inequalicy moved towards the level it would already have had with the
existing economic structure and with factor prices determined by marketr forces.
Malaysia, like Indonesia, wound up with a range of exportables in terms of capiral
intensity, from petroleum at the one end to clothing at the other. Like Indonesia, it
spent a lot of money to support smabl-scale Malay agriculture, a fact that would be
expected to keep inequalicy within bounds.
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4. A special role for manufacturing in minerals
expotters?

There is little debate that the mose successtul among developing countries have
included mainly manefactured goods exporters (Isham et al, 2005). This fact can in
part be interpreted in terms of the advansages of not being vulnerable to the *natural
resource curse’ that plapues natural resource exporters of in terms of positive benefits
from manufacturing activities. In contrast to the opportunities of rent secking, leading
to conflict — physical or of other types — that diminishes the positive contribution
some natural resource exports can make to a country’s development, manufacturing s
widely believed to induce real entrepreneurship. Such entrepreneurship produces
longer rin growth through the skills involved in decision-making, risk-taking and
innowvation, the pattern of saving for own invesomenr in future and the accomulation
of human capital atound engineering-type skills.

Unsurprisingly there is little controversy about the special role of manufacmring in
those countries whose ticket to growth has been their light manufactaring export
phase. Buk thas far only a minorty of developing countties has been able to take this
route as their main one and over an extended period of dme. Two other types of
countries or situations thus warrant more awention as we consider in what sense
manufacturing may play a special role in development. One is that group of countries-
phases where manufacturing is undertaken for sale in the domestic market, and bhence
in competition with imports — the ISI cases. Another is that set of countries which
export not so labour-intensive manufactures. Here it is to be expected that any
positive employment effect will be less than the growth effece, but the question is
whether the larter can be and opically is important.

In static economic terms, some countries have a comparative advaneage in primary
products, others in varows types of manufactures. We thus expect that if
manufacturing currently has the comparative advaneage in a country, it will make 2
special coneribution to growth, and thae if it does got, that trade-related contribution
will not be made. But heyond this factor-proportions-based sort of aspect is the more
general question — does manufacturing play a special role independently of its short-
tenm comparative advantage. If so, the main channels of such contribution that have
been mooted include:

Contribution to technical change;

Srability of demand (domestic and international), which allows the sector to grow
in a more healthy and successful way;

Higher savings/investment propensity;

Honing of better entreprencurship and/or other special skills (this may overlap
substantially with its contribution to technelogical change); and

14
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Atypically strong positive linkages with other sectors [meaning to be specified,
but including Hirshman-type linkages, whose benefit is tw save on scarce
entrepreneurial skills).

Which sort of contrbution manufactusing may be making is expected to determine
how that contribution will show up in the prowth record. Thus, if it is often a driver
of growth because of positive current linkages {those are effects which play out in the
shotr run), then one expects 2 short-run correlation berween expansion of
manufacturing and GDP growth, and perhaps even growth of non-manufacruring.
Bue if the pavoff comes from coatibution to technical change through a probably
gradual build-up of technical skills, the payoff may be delayed a matter of decades. An
exampe is where skills build-up from an earlier phase of manufacmring development
pays off in leaving the country zble to be competitive in some higher value-added
activity larer on.

To the extent that the conttibution of manufacturing involves increases in TFPY, and
especially if the faster TFP growth occurs mainly in manufaciaring itself {not
necessarily the case but it may be), then one would conclude that rapid cutput growth
and productivity growih in manufacturing would be the indicakors of success, whereas
employment groweh might or might not be associated with success (see the Chilean
case in this connection).

An important emplovment-related issue in minerals-dependent countries or in others
where exports create few jobs is whether some degree of protection of manufacturing
is likely to be justfied on the grounds that the sector can also provide an imporrant
possible source of jobs, but will not do so without protection, The basic dilemma of
sach counirdes lies In the fact that although average income may be high, the
equilibrium wage may be low. This will be the case when the export secror creares a
small demand for labowr at a very high demand price, and various non-tradables and
agriculture create a reasonably large demand but at 2 low demand price, while
manufacturing has the capaciey to create considerable employment at medinm-level
demand price but oaly if protecred.

In this situation, if manufactoring is net protected there are two possible ontcomes,
First, if wages are set by purely markes forces {(hence at the equilibrium level}, then
that wage will be very low, with a high share of the labour force in low-productvity
services and with inequality correspondingly high. Secondly, if the wage is noe set
exclusively by market forces {that is, there is some legislated upward pressure on some
wages, or cultural forces impede payment of very low wages], then there may be dead
weight loss through inefficient allocation of labowt”, accompanded by higher levels of
open unemployment and/or underemployment. Again, inequality will be high. In
both cases there is the distinct possibility that because of a monopolisdcally
competitive markee structure in some of the services, the low earnings associated with

6 Total facror produciiviey

¥ Note though that shsence of imperfections in the lbour market only guarantees efficient allocadon (in
the sense of maximiratdon of owrpuodl if all ceher markets are alse perfectly competitive. Further,
maximization of social utility may oot be closely related o maximizadon of rotal cutpur §f income
distrtbution is uredqual,
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those activides may stll overstate their marginal social productivity, which may be
zero or even lower. If protecred manufacturing offers the opeion of reasonably well-
paid jobs, then the distribution of income may be betier than in the other tro cases
and total output may be no lower if in fact the marginal social product of Iabour in
some of the services was very low. This possibility complicates the analysis of the
possible roles of manufacrudng in natural resource~-dependent economies.

Several specific questions thus arise as one tes to assess the role of manufacturing in
minerals exporters.

May it be the case that mining itself provides positive learning externalities, as
Wright {2001) arpues has been the case historically in the US? Does this arise
especially in countties where national factors dominate the minerals industey?
Where minerals production takes place in export eoclaves, it would be logical to
suppose that everything having to do with technology is handled by the foreign
fems and that there will be no learning spillovers domestically. In locally
conteolled mining activities, does the domestic manufacturing sector make an
imporant independent coneribution, or can mining itself be assumed to make the
relevant and right decisions?

If certain mananfacturing industdes are the source of positive externalities, are
those the sectors that will be competed out by imports i left unprotectedr
Minerals exposts put comperitive pressure on other tradables but do not lead to
the demise of all manufacturing activities, so the issue here is whether they tend
to knock out the secrors important to growth through productivity change or
ones that do not make such a contibution, I there is some sort of natural
hierarchy in terms of which manufacturing aceivities lose out to minerals
exporters, that hierarchy is likely to change with overall level of development and
factor proportions,

Certain industries also have the advantage of being able to create sipnificane
amounts of employment, so the same question arses as just noted with respect to
the creatdon of possible externaiides. It then also maters whether the same
industries tend to create both positive learning externalities and large amounts of
employment. Logic would suggest not, since the most labour-intensive industries
tend o involve low skills.

It is possible that the greatest amount of locally induced learning occurs around
exports of some of a country’s natural resources, in particular those where there
are specific technology needs related to other aspects of production of the item in
question. Thus the processing of agricultural products is less likely to be able to
Borrow all of the useful technology from abroad than is antomobile production.

In light of the above points, it is clear that to assess bow and bow much
manufacturing matters in an economy like South Afdca’s, it is necessary 1o take the
analysis to a disapgrepated level which allows the above sorts of distinctions to be
inade.
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In erving to sort out the role of manufacturing in South Aftica, it i3 helpful to look
both at countries where that secrar dominates the groweh process {since these are
likely to provide the clearest evidence on how mamufacturing can contribute to
growth) and at countries where minerals exports are important bur manufacturing has
some significance. China is the most obvious member of the fiest category, while
countries like Chile and Venezuela fall in the latter caregory.

China's economic history exemplifies the fact that “absorbing and adapting foreign
techaologies to new economic environments is a task thar both requires and creates
highly productive skills. In China this process has created a skilled labour force, given
birth to many new industries and created a notable expansion in industrial flexibility
that has allowed the transfer of skills and resources from one task ro another in
response to shifting requirements. There were bursts of innovations interspersed with
gradual absorption, as in the late 19205 and on 2 bigger scale in the mid-1960s.
Machinery firms could be started on a small scale with little capital Modern producer
goods industties have long existed in Manchuda and Shanghai” {Rawski, 1975, 17}
The positive externalities of eatly industrialisation related in particular to engineering,
a sector that is technically amenable to sequental development and theough its
widespread Forward linkages of ceneral importance as a carrier of new technology into
all sectors of the economy. Since these benefits accrue neither to the industrial
ploneers nor to their employees, there is scope for public policy, for example, infant
industry projection. Rawski (1980) argues that producer goods have played the role of
Jeading sector’ in the evolution of the Chinese economy at various points in time.

Development may at times be enhanced by partially curtailing access to outside
suppliers — domestic as well as foreign. Isclaton and crisis can be froitful stimuli to
industdal innovations. Trade-dependent industrialisation has its mests but it can
artenuate the process of skill formation, which helps to overcome future obstacles
without outside assistance. It is a common view that Khrushcher did China a good
turn when he abruptly withdrew the USSR’s® support for China’s industrial sector in
1960. The desperation of the economic sitwation provided the stimulus for the
enduring improvements in product development, quality control, cost consciousaess,
CUStOMEr Service, eic.

In many ways China’s 20% century expeticnce closely parallels earlier experiences of
other industrial countries. Thus:

The origins of a wide range of manufactering activities can be traced to obscure,
il-financed repair workers initiafly serving the texdle industry. They move from
repair work to producton of initially cheap and shoddy imitations of foreign
machines, which launch them inte modern engineering industries.

The successful application of machinery in one field stimulated its application
athers, and accumulating knowledge and skills made it easier to solve technical
problems.

China followed foreign experience, and especially that of Japan in “intimate
familiarity with day to day prodection activity on the pact of the engineers and, to
lesser extent, of other manapers; provision of training facilides for blue—collar

E1Inion of Soviet Sodalist Republics
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workers; participation of manual workers in planning and trial manufacture of
new or modified peoducts; temporary assignment of workers to  sales
organisations 1o teach them the importance of servicing customers needs; and
organised promodon of worker morale. .. (Rawski, 1980, 152),

China developed a considerable research establshment and an enommous engineedng
indusiry and manifested a strong preference o avoid slavish imitation of foreign
methods. The focus was on absorbing foreign technigues and then modifying them o
local demand and resource conditions, and this was true even for what in China is
referred to as “small-scale industry’ — though plants are substantial and often embody
high ratos of capital to labour and wsing modem materials. China’s now apparent
competitiveness in a broad range of products, including relasively sophisticated ones,
reflects the long learning process around manufacruring activities.

The role of manufacmring as a source of externalities has been much less studied in
countries like Chile, Yenezuela and Brazil, but anecdotal evidence form Chile and
Brazil suggest that there has been considerable technological upgrading related to
manutactunng activities.

Table T summarises evidence on the role of manufactoring in overall employment in
selected countries. It is clear that this sector has been a major source of new jobs
during jts peak growth periods: over half in Malaysia during the heart of the EPZ-
based export boom, over a third during Indonesia’s light manufacturing export boom,
nearly a third over Chile’s long process of industrialisation between 1940 and 1970
and about 18% over 1920 to 1977 in Venezuela, the period dusing which oil exports
led to rapid economic growth. Manufaceering has Ble weight in the Nigedan
economy and has probably never conttibuted much more than 5% of new jobs in any
period. Manufacturing employment grew slowly during Veneruela’s 25-year downturn
(1977-2002), so its share of total employment was cot in half. Chile illustrates the
oppuosite possibility — a sharp decline in the role of mapufacturing emplovment during
& pedod of economic growth. As its manofacturing sector has seen a rapid rise in
labour productivity, its composition has shifted away from labour-intensive irems and
towards the processing of natural resources and metal products. Possibly this shift is
consistent with increasing positive externalities, as well as the increasing share of
expotts coming from manufacturing. Chile’s experence thus warrants special
attention, given that country’s grearer similarity of factor endowments to South Africa
than is the case with the other countries analysed.
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Table 1 - Growth of manufacturing employment under the influence of

mineral and other natural resource exports

C Share of manufacturing Share of manvfactoring Share of manufactuging  Annual growth of

ountry . . .

and period an.ch,.B_nE at nB.EB_Aﬁg. at end of sector in net new jobs manufacturing
beginning of perod (%}  period {%1} created (%) employment

Indonesia

1971-88 T 8.3% 2.8% 2.8%

1988-97 8.3% 12.9% 3555 T.2%

Chile

1940-70 17.4 22.0 (estimare) 204 24%

1970-1987 220 18.0 R0 0.810%

1987-2063 18.0 13.3 4.5 0.58%

Venezuela

1920-77 9.5% 16.5% 17.9% 4.2F%

1977-2002 16.5% 11.9% 8.6% 224%

Nigeria

{males)

1952/3-1986  Low 4.4% Protably undee 5% Low

Malaysia

1957-1980 6.4% 13.3% 15.4% .7%

1980-1988 13.3% 16.0% 23.1% £.5%

1988-1995 16.0¢4 233% ¥ 8.8%

1995-2000 23.3% 22.8% 20.6%: 3.6%

a) Tnclzedes ali sectorr exccept agricnitsere of al., mining, mansfaciuring and consiriction.

Sourves: ILO yearbook of Labour Statisties, sorious isswer, For Nigerta, 1952-3, Helleiner (1966,
Tabie 1-8B-2). For Chile, 1940, Maomalakis {1986, 198-5, 204-5) For Veneguela, the sowrcer

tfed in Berry, 2008),
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5. Country notes

5.1 Chile

As a minerals exporter Chile was able to achieve fast growth and full employment,
though it is noted for the difficult poiitical and economic transition it went through as
adjustments took place. Among the highlights of this experieace are the following:

The ultimate success in gready diversifying the export base had at Ieast two
contributing factors — R&D efforts that helped to pave the way for increased expores
of fisheries and forestry products and fruits, and a strong devaivation from the mid-
1980s. Probably the freer trade policies instimuted in the 19705 also played a role (for
example, simplifving the importadon of inputs for the production of exposts),
although this is barder to demonstrate,

With copper as its dominant expert, Chile had grown relatively well dutdng much of
the 20" centory, urbanised greatly and developed a relatively well-funcooning
democracy. Other tradables sectors were narurally disadvantaped by copper, so
agriculture had become small and manufacturing had grown but behind very high
tariff barriers. About 42% of employment by 1978 was in the services sector. The
public sector was a significant employer, especially when public enterprises were
incloded, with 29.2%; of the labour force in 1972, falling quickly to 21.7% in 1976.

As strong market-oriented policies came ineo force from the mid-1970s (including
unilateral free trade, later softened somewhat), with the pevate secror destined to be
the motor of growth, thete was a long period of very high enemployment and real
wages fell sharply. Slow growth and major adjustment would aarurally have
contributed to this labour marker cutcome. The length of time needed to finally bring
unemployment down to under 10% and for wages to recover their 1970 levels sugpest
also that the relatively high share of employment in the public sector had been
holding overall wages up and that the quick shrinking of this component of labour
demand had a negative impact on wages. In other words, the equilibrium wage of this
economy, in the presence of a smallish public sector, was far lower than the actual
wage before the adjustment process began. This result could be interpreted as
implying that the wage elasticity of demand for labour is low in such an economsy.
Thete is a high-wage capital-intensive sector (minerals and some other tradables} and
a well-paying public sector, bui the demand for labour in other sectors involves much
lower wape offers. In such a siteation the remowval of part of the public sector’s
demand for labour can lead to a big fall in the equilibrium wage. As this was
happening in Chile, the labour market was also being made more competitive, such
that union-based ‘distortions’ were weakened, etc. Unions had previously been
refatively strong and an initial objective of the Pinocher govermnment’s policy was o
provide a ‘competitive’ labour market.

The evenenal reaching of near full employment and wage increases occurred withour a
return to a large public sector — it was based on private sector employment growth.
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While successful on the employment/unemployment frone, this process seems to
have left the level of inequality permanently {at least thus far) higher than it had been
before and wages lower (for any given level of per capita income}. Chile shifted from
being 4 low-inequality countty by Latin standards to being a medium-inequality
country.

While, as noted above, other factors helped the export diversification, the devalued
exchange rate seems likely to have played a particularly importane role in bringing
many new export categories into competitiveness. The number of export items rose
dramatically from 200 in 1970 to 3,900 by 1994, after which it stabilised.

During the fast growth from the mid-1980s on, the pattern of new employment
creation saw 78% coming from services [1985-2003), whose secroral employment
growth averaged 3.2% per year.

The patterns of labour reallocaton during Chile’s wansition and subsequent export-
based growth are of special interest because one can reasonably assume that the
reallocation was a response to tising labour demand in a rapidly growing economy,
rather than a last resott search for easy entry sectors. With GDP rising by an average
of 5.9% per year over the perind 1987-2003, agricudtural employment grew slowly
{less than 1% per year) and its share of employment dropped from 16.25% to 13.14%.
Mining's share also dropped sharply and manufacruring was a major loser, from
17.95% to 13.3%, even though output was rising at 6.0%. Manufacturing employment
grew at 19 per vear, contributing just 5% of all new jobs, as the secior’s labour
productvity leapt by 3% per year. Employment-wise the gainers were commerce et al.
{15.5% to 19.9%), with 28% of new jobs; finance, etc. (4.0% to 6.99%); and
construction {0.06% o B.6%%0) Interestingly, the services share was just constant at
abour 28% (27.8% to 28.1%0). The breakdown of ner employment gain shows nearly
6% in commerce et al and services, with another 11% in foance, 10.5% in transport
et al, 12% in construction, only 5% in manufacturing and 7.4% in agriculiuee et al.

Within manufacturing there were significant reallocations of labour, with large
positive contributors to net job change being food, beverages and tobacco {3.94%);
wood, wood products and paper (2.72%); and metal products (2.35%0). Large losses
occurred in labour-intensive industres, mainly textiles and clothing (-2.85%) but also
leather products and shoes. Within the broad sector ‘commerce et al’, retail
commerce — becanse of its dominant weight at the start — created the bulk of the new
jobs [201.8% of the grand total}, with restaurants and hotels important (at 4.8%) and
wholesale trade less so (2.3%0). Over the shorter period 1992-2003 (for which we have
three-digit data; see Table 2), employment in hotels just retained its share, whereas
that in testauranis tose and accounted for 3 very significant 5.2% of total employment
increase. The category of transportaton workers, although prowing percentage-wise a
Ettle less than communications, provided 8.7% of all new jobs {communications
accounted for 1.8%). Owver 1992-2003, 8% came from land wansport services [taxis
and other) alone. In finance et al. it was real estate and services provided to business
which created almost all (8.8 points) of the total 11% contribution from this sector,
with financial institetions per s at just 1.4% and insurance at (.9%. Crver 1992-2003,
services provided to business contributed an impressive 13.9% of new jobs, while real
estate came in at 2.1%, financial insdtotions at 1.4% and insurance at 0.7%. Within
services, public administration was falling in relative size and hence contributed only
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2.3%; the two major contributors were social and community services {13.8%) and
personal and household seevices (7.7%0),

The Chilean experience in getting out from under an excessive minerals dependency
has important contrasts to the Indonesian one, both in context and in policy steps.
Broadly speaking, this path out of minerals dependency may be characterised as the
‘high road’ in that it did not rely on low wages and labour-ineensive manufactunng
exports, as Indonesia did. Even though the crisis/transiden period 1973-1984 sawr
latge adjustments in the labour market, with bigh unemployment and a sharp fall in
wages, those wages were still far sbove the levels of low-income Asian countries.
Human capital was considerably more abundant and the combination of natural
resources and technological improvements (as in forestry, fishing and fimits) yielded a
number of important new export products. Though heman capital availability was a
plus, scarcities arose as growth accelerated, and this was likely a factor contrbuting to
the increased inequality of labour earnings over the peiod.

Table 2 — Evolution of Chilean employment by sector, 1992-2003

Emnlovment %% of Empl " e of %2 of employment
Category P .ﬁﬂ@mﬂ employment P .n_u_._ﬂwmw-m employment change,
n in 1992 " in 2003 1992-2003
Apgricdture, et al. 775,008 1570 785,819 1314 1.27
Mining 104,765 Ay B8.473 147 -1.50
Manufacturing B23.235 14.75 TOBATE 13.30 -2.28
Feod 131,812 2468 165,665 276 311
Texutiles 0,541 143 31,884 LS -3.56
Clothing 120,348 245 78,170 1.30 -3.88
Leather products & footaear 50,429 1.03 15,925 0.33 -2.81
Printing 34,006 0.6% 51,441 G.86 1.60
Chemicals 42,341 086 49,720 0.81 0.67
Metal products except mach. 75,043 1.54 97,158 .52 1.93
Machinery fincluding trans.) 43,357 09z 51,544 (.86 050
Elect., gas & water 37419 .76 34,214 .57 -0.03
Constraction 433,107 851 514,258 8.57 746
Ceommerce, et al 885,110 18.0:0 1,197,337 19.94 2872
Retail 474,410 12.32 923,110 15.38 2083
Wholesale 46,337 LA 95,408 1.59 228
Restaurants/hotels 74,784 1.94 178,678 298 9.56
Transpon 341,951 6.96 467,349 778 11.53
Finance, real estate & business 210,449 4.28 4127H) 658 18.61
services
Total 4,916,191 6,003,507 100.00

Source: Unpubiished data made available by Jurgen Weller, BECALC, Sanfiag, Chile
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52 Malaysia

This country has been notable for the long-sustained high growth {untl the Asian
fnancial crisis) and for the vesry large increase in manufacturing employment from a
very low to a very high share of total employment. Other relevant aspects of this case
are:

It has abways been a high mading country with a relatively open economy. This was
part of the colonial heritage. As of 1960 the ratio of exports o GDP was around
50%.

At independence the two main exports were rabber (over half of the rotal) and tin
freaching nearly a quarter at its peak in the mid-1960s), the former produced both on
estates and on Malay smallholdings. These exports dominated untl the 1970s when
hght manufactures (mainly electronics produced in EPZs) and peeroleum grew
apidly, the two accounting for 46% of the total by 1980, Manufacrures then
continued to grow fast to become the single largest category {at 32% of the tofal) by
1985. The dramatic growth of this last export category explains the very fast overall
growth beginning with recovery from a slump in the mid-1980s and also accounts for
the very high share of emplovment in manufacturing,

Despite its very fast and sustained growth, Malaysia has not been noted for
developing a lot of indigenous leaming capacity or for major widening of its range of
exportt items. There has been concern that the country has recently relied too much
on electronics and that this could peoduce a slow-down when that (volatile) induostey
begins to fail (e.g. if China takes over). Siill, the country has been a long running
success from an economic point of view,

Macroeconomic and other aspects of economic policy have ended to be conservative,
partly a heritage of the preceding colonial governments. This pateern extended to a
low level of industrial protecton (partly also due to the strong vested interests in
agriculture), lack of balance of payments problems, and a policy of restraining labour
movements. The early 1980s did see a huge fiscal deficit as the government tried to
avoid recession through public spending, buc inflation never exceeded 10%4 per year
and as the macroeconomic balances loomed the country instinited its own struciural
adjustment programme without direct guidance or coatrol by the IFIs.

Politics has had a strong ethnic aspect since independence, with the understanding
fand the subsequent fact) being that the Malays would be in charge peolitically while
the other ethnic groups {Chinese, pritnarily, with a much smaller Indian group) would
contribute economically. During the first decade of independence {roughly the 1960s)
the pro-Malay policies were somewhat vague, but in 1969 there were race riots that
forced policy-makers to focus more sharply on the presumed needs and desires of the
Malays. At independence average incomes of Malays were less than half those of the
Chinese. One demand of young better-educaied Malays was acceptable modern sector
jobs.

The preferences of {at least some of) the Malays included or were assumed to inciude
(a) the tradidonal way of life in small scale cubber and rice farming (b) jobs in
government; and {¢) access to other jobs. It was recognised that their existing
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entrepreneusial skills were less than those of the Chinese. Some policies were designed
to improve quality of life for those retaining the tradidonal rural life-style, while others
were designed to facifitate access to modern-type jobs. Not everyone agreed with
everything that was done,

Malay-friendly policies included a target of raising their share of corporate capital,
together with increasing employment of Malays through a quota systers, support for
small agriculrure, investment in education with special attention o Malays, and several
other policies. Some of these clearly benefited many members of the Malay
community; others benefited only a smail segment of them {e.g. the share capital
programmes, which helped to create a Malay elite but not necessarily to foster
entrepreneurship).

In the event the incomes of all groups rose rapidly as growth continued, with some
catch up by Malay incotmes, though it is hard to know whether policy had alot to do
with this and, if so, which elements of policy.

With the pro-agriculture policies that were a major part of the policy package in early
years, the pressures for leaving agriculture and the rural areas was lessened, which may
have contributed to the fact that, at any given Ievel of per capita income, Malaysia
tended to have an above-average share of its population and labowr force in
agriculture and in the raral areas. But by the 1980s the composition of net new job
creation was increasingly tilted t0 non-agriculture and in particular to manufacturing,
Over 1980-2000 both agriculture and mining (the latter never of any significance) lost
employment, while the gaining sectors were manufacturing (with 31.6% of the ncw
jobs), construction (with 12.2%) and services (with 59.6%}.

The composition of services employment growth during this pericd involved major
roles for personal, business and government services (not disaggregated) at 19.9% of
all employment growth, commerce, restaurants and hotels ar 26.3%, finance,
insurance and real estate at 8.0% and transport and communications at 3.4%.

The government of Malaysia tended ro look favorably on foreign investment and
foreign interests, even though the share of capital owned by foreigners was decreased
fairly guickly, because the alternative seemed to be an excessive amount of economic
control by the Chinese. This group dominated local capital, including SMEs in various
sectors, and they hired their own group preferentially whereas larger foreign
companies were more likely to hire Malays and were more attractive to Malay job
aspirants.

5.3 Venezuela

Like Chile, Venczuela was able to take effective advantage of its mineral wealth
fpetroleum) over a long period (half a century from discovery in the 1920s until
serious problems arose in the 1970s). During that time agriculture shrunk rapidiy, as
expected, though manufacturing was held up, at least in pert by protectionist policy.
By the 19705, in any cases, tettlary sector employment dominated, accounting for 56%
by 1977, Features of interest include:
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Before oil exploitation began in the 1920s, Venezuela was a below average income
Souwth American counery but by 19530 it bad surpassed Argentina to become the
rchest country of the region by a full 50% and had a per capita GDP about 3.5 times
that of neighboudng Colombia whose level of development was comparable in the
1920s. Ower 1920-30 per capita income grew to 6.4-fold the 1920 Apure (at an annual
rate of 6.4%). During the fast growth period wages appear 0 have risen more or less
commensorate with the growth of output per capita. By the tdme systematic data
became available on inequality, in particular that of labor earnings {from both paid
and self-emplovment), the reported Gini coefficients were typically in the mid-4Gs,
indicating a level of inequality which was high, but somewhat below the average for
Larin American countries.

During this half-century the structure of employment changed rapidly. in 1920 the
share of agriculture et al. was a little under 70%: by 1950 it had fallen to 44% and by
1977 to 17%. This enoronous decline can be seen as a2 combinaton of the nommal fall
in agriculture’s share as development proceeds, accelerated by the unusually fast
economic growth and by the crowding owe effect of petroleam exports on other
tradables. The corresponding increases occurred mainly in construction, from
probably under 2% 1o 5.4% by 1950 and 8.8% in 1977; manufacturing, from %%%-10%
te a peak of 16%-17% by 1977; commerce et al from probably about 5% of
employment in 1920 to 8.8% in 193} and over 17% in 1977, on its way o8 up to
26,7% by 2002; the public sector fram about 29%-3.5% in 1920 to probably 10%4-11%%
i 1950 and around 18% in 1990; transport et al from 3.5% in 1941 to 6.7% in 1977,
services, orher than public sector, recorded a major crease from abour 3% m 1920
to 14.0% in 1950 and on to 35% in 2002,

Though labour reallocation was ocouetng very rapidly, it came 0 be rather widely
believed that Venezuela confronted the sort of employment challenge later associated
with namral resonrce booms; by the early 196(0s the planners worried abour the much
lower labor productsity in agriculture than in the rest of the economy and the fact
that cil employed less than 2% of the labour force while producing 21%-23% of GDP
(Levy, 1968, 15 The government decided in its second plan 1963-66} to focus on
low income housing construction with supplementary wban public works and on
technical educaton (Levy, 1968, 93-94), fecliop that indusidalisation was the answer
to employment needs in the long-run but could not be expected to generate the
needed jobs quickly or in the absence of a better training programme, Raising
agrculmral incomes was also considered to be important. The tertiary secror was
seen as a cantinuing sponge, a low-productvity last resort employment oprion,

Some of the planners’ expectations were fulfilied, but there were also surprses in the
years that followed. Constoction did prow vigorously over the intercensal period
1961-71, with employment rising from 5.6% of the total to 6.5%, and accounting ot
9% of net new jobs, 12.9% of net new jobs for males, and probably a somewhat
higher share of paid jobs for males. Contrary eo the cited expectations, this decade
also saw a large increase in manufacturing employment from 12.9% of the Iabor force
to perhaps 15% in 1971, thereby accounting for over 20% of the new jobs during that
decade. This increase was not due to a Hooding into informal level activities, since the
share who were paid employees also rose; trade protection accounted foc part of the
growth., Import substruting induserialisation must have played a big sole in
employment creation here.
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Ironically, it was the oil price hikes of the 1970s that broughs this generally satisfactory
oil-based development to a halt and eventually put Venesuela on everyone’s list of
‘natural resource curse’ countries. fmeong the factors contdbuting to the reversal of
fortune may have been the increased recognition of and concern with poverty and
inequality in the political process together with a misguided belief that employment
and prowth would be found in capital-intensive exports produced by public
enterprises. Policy duting these years was the product of a democradc process in
which legitimnate social concerns were hooked tw wesk technical capacity in
government--at least on some of the key issues, and some bad luck. Government had
understandable concerns like employment generation and a gradeal erosion of voting
support for the two tradidonal parties, astributed by some politicians to a cosis of
jegitimacy due to the level of inequality.

WVenezuela's per capita income growth stopped in the 1970s, with the 2001 figare a
full 24% below the 1977 peak. The country was done in, beginning ia the late 1970s,
by the combination of unsustainably high petroleun prices, the free flow of capital
which made imernationsz]l borrowing too easy, a pattern of committing to
expendimures on projects which would not pay off but from which it was hard for the
government to extricate itself, and (perhaps) the fact that income inequality and the
need to address this problem was now an important political issue.

Over 1972-78 the non-oill economy boomed at 8.4%, private consumption at 12%
and gross investment at 15%. But much of the windfall was used to raise
employment, wages and outpur in the public sector. Per capita consumption wenr up
by 5054 over 1973-82. After some saving abroad in the first years, the country had by
1976 become a net borsower. The die was cast for fuwre problems when the
povernment failed to maintain a cushion of savings abroad and simultanecusly began
channelling present and furure oil revenues to develop a large public enterprise sector,
mainly in basic industries sach as steel and aliminum (Marquez, 1993, 404,
Previously those revenues had gone to general infrastructure and the social sector, the
first of which at least counld be cut back without great difficuley when revenues shrunk.

Ceontributing to the wnhappy story was a legacy of the long-standing reliance on the
easy rents provided by oil. Meither the government nor maay of the high-income
people who rode the oil wealth were in the habit of worrying greatly about costs. A
vicious circle of powerful groups constraining decisions into unproductive channels
together with periodic disraptive shocks has helped to keep Venezuela off a healthy
growth path since the 1970s. Rarely has the 10-year growtnh average approached 3%
over this period.

Venezuela’s experience reflects not only the cited internal problems of collective
decision-making but also a dose of bad fuck. In fact, the government inidally planned
to absorb the oil windfall cautivusly; to that end it created the Venezuelan Investment
Fund in 1974. What it could not quickly realise was the danger posed by easy access to
foreign borrowing. The open character of the Venezuelan capital market became a
strongly negative factor, in conjuncdon with the grievous malfunciioning of the
international capital matket in the 1970s. After being lured into international
borrowing at what were very low real interest rates, Venezuela, like so many other
counitics, was canght off-guard by the sudden reversal of the international capital
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macket in the early 1980s. Like Brazil it had made a number of slow-maturation
investments which did fot have sime to yield frult before the crisis struck. The
average quality of the investment was low as well. The upshot was an extremely low
marginal gross output/ capital ratio, averaging only about 0.09 over the 25-year period
1977-2001,

In response to the crisis, a devaluation was eventually carded out in 1983, together
with price and other controls and a reining in of public expenditures. Though fiscat
balance was regained, the real devaluation did not push many resources into the
eradables sector, a resudt attributed by Marquez (1995, 405} w the condnuing price
and impeort controls, but not too surprdsing in & named resource exporter like
Venezuela and at a time of crisis. Here we are left with the queston of whether or
under what conditdons Venezuela might have been saved by devaluation at this time,
and been able to leave its narrow minerals-dependency behind as Indonesia and Chile

did.

In the event, Venezuela’s political process was not up tw the task of working out and
implementing a policy package that would propel the country abead, Increasing fiscal
stringency  accentuated the dilemma between funding for deficic-idden public
enaterprises and the social service institndons, together generating an unsustainable
increase in the foreign debt Vested interests in the threatesed instindons attempied
to cushion the blow by protecting incomes, with the effect of overly curtailing the use
of complementary inpurs and reducing the quantity and quality of services made
available to the public. The vicicus circle of powerful groups consiraining decisions
into unproductive channels and petiodic shocks has heiped t0 keep Venezuela off a
healthy growth path since the 1970s. Rarely has the 10-vear growth average
approached 3% over this period. INeither strong central power and leadership nos the
competent technocrats which were key elements of the recipe for success in Indonesia
and Chile were present in Venezuela,

With Venezuela’s unhappy growth perfommance came an even more serious wage
crash. Between 1930 and the peak in 1978 the implicit wage series from the natdonal
accounts indicates an approximate doubling, for an annual increase of 2.4%. By 1989
this series was back below its 1958 level Is it the case thar an economy like
Veneenela's, with one sector so much more competitive than oeatly all other
tradables, Is prone to an especially rapid decline in the real wage when growth is slow
or negative, because of an inherent price inelasticity of demand for labour? It could
also be that under normal conditions in this sore of economy a number of wages are
held somewhat above their equilibriom leveis by insttutional factors, whose impact
weakens under macroeconomic stress such that wages then meve towards equilibrium
and actual wages fall faster than equilibrium ones. Similar parterns to Venezuela's have
appeared in other Latin American mining-based nations, especially Chile and Peru.
The sharp fall in real wapes in Chile after 1973 may be another example of the fragilicy
of high wages in such economniies, where both of the just-cited factors come into play
at the same time.

While no one would deny the roles of policy errors and bad luck in the Venezoelan
drama, it would be equally incautious to assume that any easy transition to fast
sustainable prowth was available for sech am oil-dependent counery, unless one
considers a Chile-like evoletion to be an “easy” one. It would have been necessaty to
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encourage Venezuelan or foreign entreprenenrs 1o diversify into a vadety of new
activities, tradables and non-tradables.

.4 Indonesia

Indonesia arguably emerped best of all among the major oil exporters who did not
have enough of that product to secure their future as high-income countries. Several
elements played a role in the success achieved.

A considerable amount of cil money was used to rzise the performance of smatl-scale
tice agriculture. The funds were used to improve infrastructare (rural roads, ircigation
works, etc.) and to subsidise ferdliser in order to get farmers used to applying it. This
spending was highly beneficial since the Green Revolution in rice was just coming on
stream at the right time. Rice was a tradable, sometimes exported, sometimes
imported, and rising productivity in this crop affected tends of millions of small
farmets {in a country still highiy agricultueal ae the time).

Manufacturing emplovment and gutput rose in the wake of oil and other exports, due
pardy to the growth of small-scale labowr intensive production for local
consumption—complementary to dsing rural incomes due to the Green Revolution,
partdy to fairly standard ISI protection, and later to the growth of manufactured
exports in the textiles/clothing area. With agriculture still quite important the
composition of new employment over 1971-1985 saw important roles for ir, for
industry and for the tertiary sector (with 37% of new jobs) but by 1985-97 the latter
had come to dominate, with 61% of new johs (Tabie 3.

When oil prices fell in the 1980s and Indonesia began to suffer macroeconomic
disequilibria, the povernment was able to pull jtself together by cutiing back on
spending plans and, abowe all, achieving a major successful devaluations. This had to
be done with care since rice was a very impottant tradable and the key irem in the cost
of living, So the devaluation was “partially compensared” in terms of its impact on the
price of tice. This devaluation allowed the country to move back onto a fast growth
path and ushered in the era of rapidly rising exports of clothing and texeiles. With
agricalioral employment growth by now slowed, these labour intensive exports meant
that export growth brought employment directly. The sequence was similar to that in
Malaysia, although the export items were different as were the type of firms in charge
of those expons. Indonesia’s break-through into clothing/textiles exports owed
something to the fact that other exporters had filled their Multi-Fibre Agreement
quotas, leaving ‘space’ for Indonesia, and to the fact that China had net yet entered
this market in full force at the time. Probably the success owed something w both of
these facts and to the devaleation and subsequent real exchange rate stabilicy.

Key features of the initdal take-off were that wage movements were not such as to
discourage employment or growth; that the way growth initially manifested itself in
the labour market was primarly throuph an increase in employmeni/decrease in
underemployment; and that ¢he burst of growth was not disegualising. Although
agricultural growth was strong at this time and the sector contributed significandy
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(neatly a quarter) to employment growth over 1971-80 fpartly due to its dominane
weight in toral employment), the change in the composidon of employment was
refatively rapid, after litde appatrent change during the period 1950 w the late-1960s.
Total employment grew quickly, mirroring thae of the labour force. Over 1971-80 both
idustry and tertiary sector employment rose very fase, at 6.0% and 5.7% respectively,
while agricultural employment was edging up at a modest 1.2%, Shares of employment
growth were 24.2% for agricaltare, 23.8% for industry and 52.0% for the tertiary sector,
in which government played a large role. Within industry, both manufacturing and
consttuction employment grew (st (reliable data are nor avaitable for the precise period).
The large gap between the almost 5% growth of non-agricultural employment and the
1.2% for agriculture did consdeute the first rapid shift of employment stracture away
from agriculture. As of the eady 1970s most wapge series were still below their mid-
1950s levels except for medium-size manufacturing. It thus appears that the wage
increases accompanying the take—off were essentially recoveries towards earlier levels
and not the sort of supply-side-based upward pressure that might be expected to
discourage emplovinent of invesanent.

Over the 30 vears of rapid growth thar followed, different sectors drove the demand
for unskilied labour. Agriculture, especially rce, was dominant wodl 1972 and
imporeant untl 1987, Manufacturing became significant by 1972 and played the
dominant role from 1987 on, and construction had a smatler but still significant role,
as labour-intensive public works were a major source of demand for ineensive in
several periods. Unions were not a significant force during this period, though public
wage policy was important in the modern sector since public employees accounted for
about half of the workers and their wages had a significant impact on the privare
wages until the laee 19805,

Even as the mixed effects of the Green Revolution were being felt in agricalural
employment, government spending based largely on the oil boom, plus indirece
income circulation, seem to have brought considerable economic benefits to a wide
range of rural classes, Public sector construction expenditures on roads, irrigation and
other areas create much employment. A boom in housing construction contribured as
well. Overall, construction accounted for close to 15% of all non-agdeultere jobs
created for males over the petiod 1971-95. Much of the employment was a result of
the increased income in middle income and poor families, especiaily in rural Java.

The third and ultimately the most important sector in absorbing low skilled workers
was light manufacturing. Over the bulk of the 1980s wages in many if not most non-
agricultural aceivities stagnated or fell, in response to a mid-1980s recession This
petiod saw capital-intensive ISI projects, which presumably had a negative impact on
labour demand. Wage stagnation continued even as the second export boom began,
due in part to macroeconomic policy that included two devaivations and subsequent
gradual deflationary policy designed to keep the couatry competitive. Only with the
surge in manufacrered exports did Indonesia’s labeur market start to reflect the
widespread benefit of rapid increases in Iabour demand by a tightening up that led to
generalised wage increases. As growth accelerated under the reforms, manufacturing
finally repgistered the most rapid employment growth of the major sectors, especially, it
seems, in the neral areas and agricultural employment started to fall in absolate terms.
Over 1983-95 urban manufacturing employment of males rose by 8.5% per year while
that in rural areas grew 2t 4%. The sector was now providing close to half of the new
jobs for males outside agricaltuee (it had previously provided 15-20% of such johbs)
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and probably as great a share for females as well. This exuberant employment growth
reflected the labour-intensive character of most of the growing sectors of
manufacturing. In this second growth take-off, wages lagged output growth by a few
vears. By the early 19%s, for the first time, all major wage series were rising.
Instimutional change was also a factor in the modern sector, as minimum wages were
pushed up, beginaing in 1992, Public wage policy had a significant impact on the
private wages until the late 1985 when deregulation gave the private sector a more
independene role.

The level of income inequality appears to have changed little in Indonesia through this
whaole process. Although aspects of policy favoured some capital-intensive industries,
there was always potential for productive employment to rise in one or another labour
intensive tradable sector.

5.5 Brazil

Brazil, on average, has been Latin Ametica’s star performer over most of the 200
centery, culminating in the ‘Brazilian Miracle’ of 1968-73, though interrupted by a
period of stagnation in the eady 1960s and then the serious slowdown at eh time of
the early 1980s debt crisis. Despite this success, growth was typically fragile in Brazil,
with a delicate balancing act required to sustain it, in a context of extreme inequality,
the populist responses to which that inequality gave rise, and the attendant difficulty in
sagsfying the expectations of all major groups in the population. The “miracle” itself
and in fact the whaole of the fast growth period between the early 1960s dowaturn and
that of the 1980s was achieved under military rule. Other special features of Brazil's
experence include the following:

Brazil exemplified a dirigiste style of development with high levels of government
intervention and involvement in the economy, high public investment, a reasonable
capacity to collect taxes, and 2 considerable degree of continuity in the patterns of
economic management. Inflation was a neatly contineous threat, artributable
substantally to the govemment's difficulty in funding its investment plans throegh
taxation, and against the background of severe inequality. Exchange rate overvaluation
was also a permanent threat as long as inflation co-existed with fixed exchange rates,
although overvaluation was much less frequently puarsued deliberately than in
countries like Argentina and Peru.

Berween the pre-1960s period and the post-1964 acceleration that produced the
‘Brazilian Miracle’ the role of economists, and of technocrats’ more generaily, was
increased, reflecting the military’s miseruse of the traditional civilian elites. This
otientation towards reliance on technocrats was combined with a sense of the
practical. Unlike some other Latin American countries, there was little tendency to
swing abrupdy from textbook derseg faire liberalisms to extensive state interventdon.
This probabily helped both to produce the fast growth and to preserve the political
ﬂnﬁnm.
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Despite varions differences heroreen the leaders over time, BraziP's policy-makers
appeared to be unusually unwilling to countenance slow growth, given the social and
other pressares on them. Inflation posed a frequent threat to continued stable growth.

The economic downtuzn of 1960-64 was the result of the lagge investments planned
by the administration of President Kubitschek (1956-61) and the csort to monetary
expansion to pay part of the bill, the resulting inflaiion and perodic exchange rate
overvaluation. The first military povernment (from 1964) brought inflation down and
developed a credible fiscal stearegy, created many special fends, suppressed ail
collective bargaining and strikes, in 2 program whose anei-comomunist tinge helped
Brazil's relationship with the US and encouraged the international communiey to once
again finance the counrry’s current account deficit, The second government featured
more expansionary polices in light of the economy’s excess capacity, and growth
averaged nearly 10% over 1968-76. Industrial output rose at about 15% per vear over
1967-73 and employment at almost 9%, This growth busst certainly created many
jobs. Brazil, a country which impored about 8005 of the crude oil consumed
domestically, then had the misfortune to come nup against OPEC’s oil price hikes of
1973, Policy over 1973-82 was a concerted attempt to prolong the boom. An initial
dase of fiscal and monetary constraint was imposed w slow growth from its 14%
level in 1973 to 2 still impressive 7% average over 1974-79. About half of the oil price
increase was passed on to consumers with the rest handied by public subsidies, as the
government opted to deal with the trade deficit by growing out of it rather than by
cutting Imports via recession; it did this partly for political seasons (a2 poor
government showing in November 1974 local elections) and partly because the
foreign funds were available to ride our the predicted pedod of balance of trade
deficit. Unfortenately, while this plan was still being pursued the indusirial country
recession of the early 1980s, the sharp increase in real interest rates on intermational
lending and the resulding onset of the debt crisis put paid to this plan.

Over its three-plus decades of generally rapid growth {despite the 1960-64 slowdowny),
Brazil industriatised rapidly, effectively using the foreign exchange from its natoral
resource expotts (of which coffee was long the major jtem} ro subsidise the
manufacmring sector and other ‘infant’ tradables, some in agriculture. Manufacturing
emplovment peaked at about 17%-18% of the total in the late 15705, before crashing
to under 10% by the late 1990s. Many inefficiencies have been alleged in this process
of industrialisation through protectionism and other forms of intervention, bux ir
seemns doubtful that they could have been very severe given the 6.0% average growth
rate maintained for abour 33 years and the relatively hiph owput/capital ratio
characterising the process,

The role of export growth in Brazils boom is oot clear. The current price
expott/GDP rado rose sharply over 1967 {a trough ar 5.77%) o 1973 (2 peak a
8.27%), implying that the purchasing power of exports (n GDP terms) rose by 16.8%
per year, while GD'P was growing at 10%). The consiant pdce expoet share of GDP
changed little, however, so the increased role of exports came from the increase in
their reladve price. The constant price import share jumped from 4.95% in 1967 w
8.04% in 1973 and to 9.47% in 1974, pointing to the rapid increase in imports. Cn the
one hand, therefore, the export to GDP ratio was still quite low at the dme of the
‘Miracle’ {it had increased to 11.28% in 2002, with most of the increase thus securting
during the slower growth period after 1980). On the other, export growth and capital
inflows were permitting a rapid growth of imports.
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Export structure was greatly diversified, as the coffee share fell from 42% in the mid-
19605 to 12.6% in 1974, By the late 19605 Brazil (like Colombia} had begun to
ditinish the policy bias apainst non-tradidonal exports, with a resulting impact
towards export diversification. This process was more directed than in Chile, where
the devalued exchange rate appears to have played a large (and neuteal) role.

While it is generaily accepted that inequality in Brazil widened during the 196{s, there
seems to have been little change during the fast-growth 1970s, a5 a result of which ail
income categories gained substantally. There were substantial gains in real wages in
both indestry and agricuiture by the eardy 1970s. The distdbutional fallout of the
growth acceleration thus appears to have been modess. Wage dara show a 16% decline
in average industrial wages from their 1963-64 peak during the 1964-67 period with its
focus on stabilisation. Industrial wages recovered moderately to 1971, then ook off —
the average annual increase through 1982 was 6.4% for a cumulative increase of about
100%. The national agricultural wage series, available only from 1972, shows an even
faster increase untl 1980- when a decline set in. Although neither wage data nor other
sources seem to permit a definitive picture, most of the wage evidence suggests that
the big increases started not with the burst of growth beginning in 1968 but threc or
four years later. Such a lag might be related to the fact that inflation was seill high
{though falling} ot that a process of absotption of surpins labour, going on during the
eatlier growth phases well, happened to reach a tueing point in the early 1970s.
Alternatively it may have litele to do with such specific featares of this acceleration
episode in Brazil but rather be a common feaure of the first years of growth
accelerasions and their dynamics.

5.6 A schematic comparison of how Chile, Venezuela,
Brazil, Nigeria, Malaysia and Indonesia used their
mineral (and other natural resource-based export)
revenues

These six countries all had good oppormnities to take advantage of mineal (and/or
other natural resource) exports to fuel development during a cerrain phase and,
simultanecusly, to lay the groundwork for the next phase. Indonesia was the most
successful in combining growth with equity during this process, Malaysia achieved the
Bastest prowth over several decades and also succeeded in balancing the needs of
different ethnic groups, while Brazil grew fast using its natural resource rents to
subsidised ‘infant industries” through vadous mechanisms. Venezuela had eadier had a
long and basically successful haif century of growth based on oil up to the price hikes
of the 19705, but then crashed nnder the weight of a series of policy mistakes together
with some bad fuck. Chile from the early 1980s was the most successful in diversifying
the range of exponts as it grew, but also saw inequaliry stay at the high levels reached
duting the severe reforms of the 1970s. Nigeria failed to grow, create adequate
employment or diversify exports,

By the time the opportunides under discussion here arose (mainly in the 19705 and

19803), Chile and Venezucla were already highly urbanised, so agricdmure did not
offer much employment potential. Indonesia, Malaysia Brazil and Nigeria were less
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developed so agricalture remained very important. This meant that the fiest option
available o these four countries — to raise the level of productive employment in
small-scale agriculture — was not a significant option for two of the Latin American
countries.

For either Chile or Venezuela to move beyond its main mineral export and diversify,
the highly labour-intensive ‘low-road’ option was not open, since wages in these
countries were far above the levels of Indonesia or Malaysia. Chile developed new
exports ehrough a combination of R&D {for example, salmon and fresh fruies) on the
one hand and a devalued exchange rate (later] on the oher, with freer trade also
facilitating the import of inputs for exporeed iems. This approach was spectacularly
successful in expanding the range of exports. Originatly most were intensive in raw
matetials and the manufacturing share of total employment fell considerably from
abour 18%0 in 1987 1o 13.3% in 2003. More recently, the manufacrured component
has been rising. As noted, exports could not be expected to be highly labour intensive
fthe more labour-intensive branches of manufactoring have been shrinking); probably
their factor proportions are not too different from the natonal average. This
presumably helps to account for the fact thae income inequality appears to have
changed little since the big export boom began in the 1980s, but growth has been
high, so all major groups have seen Income increases.

Brazil has also diversified its export structure greatly over the years. The coffee share
fell from 42% in the mid-1960s o 12.6% in 1974 By the late. 1960s, Brazil (like
Colombia) had begun to diminish the policy bias against noa-traditional exports. The
process was more directed, involving drawbacks, subsidies and other forms of
support, whereas in Chile of the late 19805 the devalued exchange rate appears to
have played a latge {and neutral) role. Diversification was a more natural outcome in
Brazil, piven the size of the country and the range of natural resources ir possessed.
As in Chile, however, labour-intensive exports played livtle role in this process, partly
because wages were not as low as in Asian countties and paetly becawse of the
exiremely dualisic structure of the economy, with large capital-intensive firms in
virtually all sectors, from agriculture through manufacruring. Many of Brazil’s new
exports over the last several decades have involved sophisicated, capital-intensive
technologies, as with airplanes, soybeans and orange juice. There has ot been the
concerted effort to assist small-scale agriculiure seen in both Indonesia and Malaysia,
although it is nonetheless the case that small-farms became significantly more
productive over the 1970s, for example, so new technologies and better access to
other inputs were apparently being felt there. The end of Brazil's strong rn of growth
cannot be attributed to policy error to the same degree as Venezuela's, A strong case
can be made that the building-blocks were being put into place to allow the country to
offset the negative impact on the balance of payments from the oil price hikes of the
19705 and had real interest rates not shot up so suddenly in the early 1980s.

Venezuela’s story is that of mistakes and bad luck around the time of the high oil
prices duing the 1970s, so that although new comparative advantages were sought
flargely in capital-intensive industries [ike seecel and aluminum), these turned out not o
be competitive. Even if they had, the employment creation would have been
extremely small, so little benefit would have resulted on that front. Ironically,
WVenezuela’s polidcal process gave more atiention to inequality and poverty reduction
than did Chile’s ideologically free-market system, but the outcome for the poor was
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better in Chile. Venezuela’s governments never identified a caherent plan thar could
have provided growth with improving equality.

Nigedia's situation as its ¢il era began was most similar to Indonesia’s in terms of level
of development and structure of the economy. In retrospect the best way two spend
much of the ¢il wealth woueld probably have been in fostering higher productivity in
small-scale agriculture. This would not have been as easy or as guick as it was in
Indonesia, since there was no Green Revolution waiting to be adapred to local
conditions, so the gestation period mighe have been long. Inany case, Nigeria directed
a considerable ameunt of spending o educadon and wtban infrastructure. The
former, at least, was a more sensible choice from a growth and employment
perspective than Venezuela's, but it also turned out to have low payoff because other
things did not go well in the economy, so the increased level of human capital did not
have enouph useful outlers for itself.

Malaysia’s experience differed from the others mentioned here in that petrolenm was
never the main source of export earnings, although together with tin the two did bulk
large at times. Rubber was the other main namral resource-based export. 50 natural
resources did account for virtually all exports in the eadier post-independence years,
which means some of the same decisions and challenges confroated this country.
Malaysia’s use of export rents to bolster the smallholder rubber and rice producers
was 4 sort of parallel for Indonesia’s spending on Green Revolation rice. The impact
was clearly to spread the benefits of natural resource exports around and o improve
the competitiveness of other eradables, although che share of all small farmers
benefiting from the land development was much smaller than those in Indonesia
benefiting from the Green Revolution. Eventually Malaysia did make an effort to mise
overall smallholder productivity, but did ot achieve Indonesia’s level of success. Like
Indonesia and Chile, Malaysia came up with another category of exports at the
appropriate time — labour-intensive manufacmres produced In its EPZs. Unlike the
other two, it did not have to effect a large devalvation to achieve that outcome, nor
were local entreprencurs importantly involved.® This was a story of attracting foreign
capital to EPZs to take advantage of lowish wages and stability, at 2 rime when wages
in fitst-round exporters like Tatwan and Korea were getting too high. As a result of
this transition 1o manufacturing expeorts taking this form and occurdng without much
local learning, Malaysia’s manufacturing export status has remained more fragile than
that of most other East Asian countres. Export diversification remains vety smali, in
stark contrast to the Chilean experience. Although the Chilean export basker remains
largely natural resource-based, the processing component has been rising and much
capacity to learn and innovate has been developed. This is less wue in Indonesia,
where export diversification has proceeded less far.

There ate interesting differences in the roles played by small and mediom enterprise in
the export growth and in learning. Chile appears to have a good number of local

¥ Brawon er al. (1993 argue that many problems would have been beeter achieved had the country
devalued and thercby created 2 more general incentive for the develepment of new comparadve
advantages through [earning.
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SMEs engaged directly or indirectly in the expott process; the devalization would have
provided a strong across-the-board incentive for such involvement. In Indonesia
many such firms got involved in clothing exports, even though the support apparatus
left much to be desired. Most of them were run by ethnically Chinese entreprenenrs.
In Malaysia the progress of SMEs has been limited, partly because here o they are
predominzndy Chinese and in this case government support policy has been
lukewarm and the exchange rate has not provided a major stimulus. Linkages from
the mainly [arge foreign finms operating in the EPZs to the rest of the economy are, as
usual, quite limited, another factor discoeraging the learning process in this country.

Macroeconomic seabilivy, after 2 fashion, was the norm in the three of the success
stories, Chile left irs days as a hyperinflation victim  behind, Indonesia™s
macroeconomic policy was stabilised by a strong group of technocrats with the
Presidene’s ear, and Mataysia, although it had a buge budger deficit duriag its artempt
to stave off a recession in the 1980s by public spending, rather quickly brought the
limited effects on inflation under control, witheut IFl-mposed adjustment
programmes (it had its own adjusement programme). Prior to its take-off into the
‘Brazilian Miracle’ in the late 1960s, Brazil's infladon had reached close o 100%. This
level was cut to a moderate (by Brazilian standards) 20% before the accelerarion
began and Hscal policy was acceprably prudent.

At this poiat it seems Likely that Chile has progressed to a point where successful
growth in the future is quite probable because the couniry has learned how to use
world markets to its benefit, has greatly diversified its exporr bundle and shown a
capacity to modify it guickiy, has developed a broad base of entrepreneurial raienes
and skills over the last two decades, and has become ‘mature’ in its management of
macroeconomics — monetary and fiscal policy on the one side and the exchange rate
on the other. It remains w0 be seen if and when inequality will fall to the middling
levels of most industrial countries.

Indonesia is a much less developed counery with mmny remaining problems of
governance. Its financial system proved vulnerable in the East Asian financial erisis.
Given the increased competdon at the low-wage end in international trade, iv will
have to improve performance to remain a fast-pgrowing country. And its nataral
resources (cusrentdy discovered) are not nearly enough to alone propel it into ihe
range of rich couneres.

Malaysia’s natwral resource endowment is steonger than Indonesia’s and has certainly
been a mainstay for 2 long time. 1ts dominance of electronics exporis played a key role
for a couple of decades but cannot be counted on indefinitely, s it must aise fiod a
way to switch horses at some point.

Yenezuelz does have enough ofl to bring it close to industial country lncome levels
{assuming prices stay high and the stock does not run out oo soon), but faces the
daungng employment challenge of how to use the non-tradables sectors effectively
for productive employment creation. In all cases a particularly interesting challenge is
to use non-tradables production in such a way as to improve the country’s capacity in
world markets, as with development of relevant human capital, efficiency in various
types of services, investment n infrastructure, etc.
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The inherent nature of the challenge to countries with a deminant minerat {or other
natural resource) export is the combination of:

The need to be in the process of developing new comparative advantages even at
the time when the dominant jtem has a huge comparative advantage, which
means that market processes will not encourage other items into the export
bundle; and

Managing employment policy, involving to a large extent non-tradables in a way
which is successful in achieving its emplovment goal while aot coming into
conflict with rhe needed developments on the tradables side.

In oniy a few countries can natural resource exports be the driver thar brings per
capita income into the industrial country range (say USS10,000 per capita and up), so
the country that sticks with those exports is bkely to stay as a middle-income
developing counery, and often with a quite unequal income distribution. Given this
fact, larger developing countries need to give high priority to learning how to find new
exportables. Smmaller ones may be lucky, as Malaysia has probably been, or more
recently Costa Rica, where Intel's investment alone makes a big difference to national
prospects.
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Table 3 ~ Growth of tertiary sector employment under the influence of
mineral and other natural resource exports

Country and MHHGM”M“&H Share of tertiary ~ Share m_.m tertiary  Annual W.HG.E.W
period beginning of nn:mun___ﬂmnun ﬂcn mnn.on in net new of terdary .
period (V) end of period (%)  jobs created (%)  employment (%)

Indonesia

1971-85 280 2.0 jo.g 34

1983-97 3240 40.1 606 44

Chile

1940-70 36.1 41.6 S04 21

1970-1985 41.6 557 Q6.0 4.0

1985-2003 55.7 63.4 1.6 32
Venezuela

1920.77 20 56.1 633 51

1920-50 20 352 46.7 48

1950-77 352 56.1 60.9 54

197720082 56.1 65.8 79.5 4.5

Nigeria (males)

1952,/3-1986 ¥5.0-182 39.3 55.3-57.7 449.55

Malaysia

1957-1980 285 3.7 522 453

1980- 2000 30.7 500 0.6 494

af Iucludes aif sectors except agriealtnre, of af, wining, mangfacturing and constrection.

Fowrcer: IO yearbook of Iabour Stativtics, varfons firseer. For Nigerta, 1952-3, Helleiver (15060,
Table 1-8B-2). Far Chile, 1940, Mamalakis (1988, 198-5, 204-3|. For Veneqmela, the rosrces

cited i Berry, 2006).




emplovment growth and development initictive

HSRC

6. Wages and employment behaviour in
economic acceleration

Causatdion may run in both directions between wage behaviour, employment and
growth acceleration. On the one hand, all sustained growth accelerations raise wages;
usually the average increase in wages s fairly close to the increase in labour
productivity, which in turn is usually fairly close to the increase in GDP per capita, It
appears safe to say that aggregate labour demand rises in ail cases of sustained Fast
growth, although it may rise considerably faster in some cases than in others, and the
composition of demand increase among types of labour may also vary a good deal. It
seems unlikely that there are any experiences of prowth at 7% or faster In which there
is not a general increase in the demand for labour. But with increases at 3% ro 4%
{and per worker productiviry increases ag, say, 1% to 294), this cannot be counted on
with much confidence. One broad interpretation is that technological change is always
impaceing on any econory (albeit faster when capiral equipment is being turned over
faster}, so labour producdvity tends to mse faster when prowth is faster (the Van
Doorn” effect).

There appears to be some tendency for those countries whose accelerations occurred
in the context of serples labour to see most of the dsing demand for labour lead to
increases in employment rather than in wages. This was broadly speaking the pattern
in Indonesia, Singapore, Brazil, Malavsia, Indiz and Korea. In cases like Indonesia and
Chile, the take-offs came scon after disastrous declines in real wages and clear excess
supply simations (in Indonesia a chronic sitnaton; in Chile the result of a major
macroeconomic downturn). Upward policy pressure on wages in Venezuela during
the 197(s may have coneributed to the subsequent crash, although it was one of many
factors. The two countries with fixed exchange rates {or one # faet viewed as fixed —
Singapore) worred about and took steps to make sure thar capid wage increase would
not puncture the prowth bubble.

From z distributional point of view it would often be expected that increasing labour
demand would have a more beneficial impact on poverty and inequality when it takes
the fomm of dsing employment, in partcular of sising employment of low-skilled
earners.!® Where this seems to have happened, as in Singapore and Brazil, for
example, inequality has not dsen. Typically wages do rise within a few (three to five)
vears of sustained acceleration episodes. By this time, labour productivity is likely to
be cising ai the firm level, and TFP may be as well. In cases where there was initially
excess capacity there may not be much increase in peoductvity at the fiem level until
the excess supply of factors bas been mopped up. But there have been few (if any)

16 This would, however, depend on the composition of families by income earners and the price elasticity
of demand for a parcular orpe of abor, Where elasticity is very low, total labour income acoruing to that
rype of kbor dses when the wages rises.
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studies that look closely at these matters of the timing of the sources of cutput growth
at varions stages of an acceleration episode.
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