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Abstract

Latin Americalivesin economic cycles; there have been severa episodes of
economic populism over the last few decades. This andysis places the government of
Hugo Chévez, the current President of Venezuda, in apopulist context. Chévez's
experiment with populism is a case of the “modd” presented by Dornbusch and Edwards
(1990). A country richin natura resources, but plagued by poverty and inequdlity,
Venezuda presented dl the conditions favorable for apopulist leader to emerge. If
Chévez continues using expansive fiscd policies to accd erate growth and redistribute
income, while disregarding generd macroeconomic equilibrium, afind collapseis highly
probable.
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process, Oren Ahoobim for his help with editing. | would aso like to thank Jaime Paivafor his
incessant support, and for motivating me from beginning to end.



“Venezuelan politics cannot be understood unless two opposite facts are taken into
consideration: the country’s economy grew more than any other economy in the world
between 1920 and 1980, and there is no other nation, outside of Africa, that has declined
so much economically in the past 20 years. Plus, one has to consider another problem:
the wealth implied in oil, whose owner is the State, makes the population grow up
thinking they are rich, when in reality they are getting poorer. This contradiction creates
frustration, resentment and the search for a panacea. People think thatif oil belongsto
everyone and if they do not receive their shareit is because somebody is stealing, it is

because of corruption. Thisisthe context in which Hugo Chéavez arises.”

- Moisés Naim (quoted in Prados, El Pas, February 20", 2002)

(Venezuelan ex-Minister of Industry and Commerce and Director of Foreign Policy Magazine)

Introduction

Thisisadory that can gpply to most Latin American countries. Venezudaisan
extreme case because it has large supplies of oil; other countries have minerds, fertile
land, abundant |abor, and/or vast water supplies. The central ideaiis that thereis wedth
implied in these resources and the reason that countries do not see thiswesdlth is because
of corruption. Most Latin Americans not only learn this story when they are young, but it
isindoctrinated in them, which in turn generates frugtration and disgppointment. This
Stuation creates the context for a particular kind of leader to emerge, one who appedsto
the needs of the population and promises to attack corruption and redistribute the wedth
thet isrightfully theirs

Latin American countries present avast range of differences. Paradoxicdly, they
are united by smilaritiesin culture, religion, and language. At the sametime, they are
also plagued by high income inequality: the poor are very poor and the few wedthy are
very wedthy. A report by the Inter- American Development Bank indicates that “by any

dandard of messure, Latin America stands out as the most inequitable region in the



world...Income digtribution has not improved in the 1990s and remains below levels of
two decades ago” (quoted in Gaudin, 1999). Consequently, many governments have
attempted to pursue palitica and economic policies amed at redistributing income and
amdiorating the conditions of the poorest sectorsin society. Unfortunately, the region’s
economies have not achieved their gods. In fact, many are characterized by
macroeconomic ingtability. The modern economic history of the region has been
dominated by inflation outburgts, balance of payments crises, and in the end, painful
dabilization attempts. Most Latin American countries have experimented with awide
range of economic palicies and palitica systems, including military regimes,
democracies, and populist governmerts.

Logicdly, with such awide range of economic policies and politica systems,
there have been saverd episodes of economic populism in the continent. Even though
each country has specific characteristics and circumstances that shape its experience,
there are many common factors. All episodes tried to ded with the problem of income
inequdity and relied on: (1) the use of overly expansve fisca policies, including deficit
financing; and (2) the use of controls and a disregard for generd macroeconomic
equilibrium. Unfortunately, they resulted in major macroeconomic crises, wherein the
end, it isthe poor sectors that are affected the mogt.

Presently, in the political and economic redm, thereis a generd trend towards
democracy and neo-liberd policies. Obvioudy, the global trend does not guarantee that
populist leaders will not emerge. On the contrary, Latin Americalivesin economic

cycles, where concurring episodes tend to repest themselves. What is particularly



frightening is the repeated use of populist macroeconomic policesto cure theills of
income inequdity, abeit abundant historica evidence on their harmful consequences.
Populism in Latin Americais not arare phenomenon. In fact, in the last few
decades, there have been many populist regimesin the region, some even in the same
country. Every time, each leader and each experience claim to be different; neverthdess,
they dl result in economic collapse. Asareault, thereis no evidence or precedent that
indicates that a populist government will be successful. Unfortunately, a new populist
regime has emerged in Venezudla. This thes's strives to place the government of Hugo
Chévez in apopulist context and predicts that it will collgpse mainly dueto
macroeconomic imbaances. Severd journdigts and paliticians have been andlyzing the
current Stuation in Venezuda from a sociad and/or politica point of view. Curioudy,
they are failing to see the macroeconomics behind it al. My hypothesisisthat Chavez's
experiment with populism is a textbook case of the model presented by Rudiger
Dornbusch and Sebastian Edwards (1990). The model is not formal, but it isbased on
sound macroeconomic analysis and fundamentas. Applying the modd to Chavez's
government is anon-trivid task; many people, including one of the modd’s authors,
believe macroeconomic populism is dead in Latin America: "l believe that
macroeconomic populism, even in countries like Venezuelg, is dead,” said Edwards
(Smith 2002, The Nando Times). Even though the author has changed his mind about the
applicability of hismodd, | have not. The purpose of thisthessisto show how closaly
Chévez s government follows Dornbusch and Edwards model. If Chavez maintains his
current economic policies, while disregarding generd macroeconomic equilibrium, the

find collgpseis foreseeable.



My andyssisdivided into 5 sections. Section 2 defines populism and the
difference that exists between economic populism and other forms of populism. Section
3 describes Dornbusch and Edwards model. 1t begins by illustrating the characteristics
of apopulist leeder and the most important features of a populist regime. It continues by
explaining the modd’ s four phases of a populist regime. It also presents severa case
studies of other countries that have had populist episodes, which have aso been andyzed
using Dornbusch and Edward’ s modd. Section 4 presentsthe Venezuelan case. Firg, it
illugtrates the country’ s social and economic panorama that created the environment for a
populist leader to emerge. Second, it gives a brief description of Venezueld's palitica
past and the events that lead up to Chévez' s election as Presdent. Third, it places Hugo
Chévez' s government in the populist modd. It describes Chavez' s policies and traces
their effects on the economy. Findly, this section attempts to place Chavez's

government in one of the four phases of the populist modd.

2. Defining Populism

Populist has become a common word to describe specific governments; however,
itisdifficult to st a precise definition for thisterm.  Although populism is difficult to
defineg, it is easy to describe and characterize: you know it when you seeit. Severd
scholars have diverged over its specific attributes as well asits definition in politicd,
socid or economic terms. Due to these conceptud disagreements, awide range of
leaders, governments, policies, and politica movements have been labeled populist. For
the purpose of thisthesis, | am interested in the concept of macroeconomic populism.

Defining it results imperative to understanding the difference between economic



populism and other forms of populism. Below | describe other definitions of populism,
which include a palitical definition, classica populism and neopopulism.

Meny and Surd (2002) stress the difficulty of defining populism. They seethis
concept as*an empty shell which can befilled and made meaningful by whatever is
poured into it” (2002, p. 6). Paul Taggart emphasizes that “populism has an essential
chamdeonic qudity that meansit dways takes on the hue of the environment in which it
occurs’ (2000, p. 4). Consequently, while in the past populism was used amost
exclusively to characterize developing countries governed by charismatic leaders, the
term has increasingly been applied to policies in Western Europe. In fact, populism has
become a catchword, especidly in the media, to “designate the newborn political or
socid movements which chdlenge the entrenched vaues, rules and ingtitutions of
democratic orthodoxy” (Meny and Surel 2002, p. 3). Hence, populism is defined as “the
pathology of democracy” (Meny and Surel 2002, p. 3). The preceding interpretation sees
populism as an ideologica corruption of democracy, due to the fact that democracy is
founded upon transmissible principles: the willingness to educate and teach the people
rather than to seduce them (Taguieff 1997).

A politicd definition of populism is given by Weyland (2001) who believes that it
is preferable because it captures best the basic god of populist leaders: to win and
exercise power, while usng economic and socid policy as an instrument for this purpose.
This conceptudization Stuates populism “in the sphere of domination, not distribution.
Populism first and foremost shapes patterns of politica rule, not the dlocation of
socioeconomic benefits or losses” (Weyland 2001, p. 11). Under this definition, a

populist leader seeks or exercises power based on support from large number of



followers. The populist leader mobilizes and demongtrates distinctive power capability
through instruments such as dections, mass demondrations, referendums and opinion
polls (Weyland 2001). The leader is charismatic and wins broad and intense support
from alargely unorganized mass by “representing people who fed excluded or
marginaized from nationd politicd life and by promising to rescue them from crises,
threats, and enemies’ (Weyland 2001, p. 14).

A different definition for populism is dlassica populism. It refersto the classca
populigts of the 1930s through the 1960s. This concept stresses charismatic leadership
and cross-class dliances. As defined by Cardoso and Helwege (1999), classicd populism
“represented an urban political movement that opposed the primary product, export-
oriented status quo of the nineteenth century and endorsed accel erated industria
development” (Cardoso and Helwege 1999, p. 204). Policieswere designed in away that
economic growth was achieved based on indudtridization as the path to sustained
employment; interclass antagonisms were minimized through the propagetion of a
broadly nationaist ideology. Classica populism is often associated with the policies
pursued by Perén in Argentina from 1946 to 1949, Getulio Vargasin Brazil after 1945,
and by Juan Veasco in Peru between 1968 and 1975.

Neopopulism has been used to describe the rise and decline of populist leadersin
the 1980s and 1990s, such as Alan Garciain Peru and Fernando Collor in Brazil.
According to Weyland (2001), neopopulism is less ingtitutiond than dassical populism:
“it adopts a more antiorganizationd stance, reaches followersin the private sphere, and
depends on the confidentia responses of individua citizens, not on collective

manifestations by the people in the public sphere’ (Weyland 2001, p. 16). Therefore,



neopopulism mobilizes less people and is less transformatory and redemptive than
classcd populism. However, by appeding to the whole population, and by determining
the will of the people through votes and poll responses, neopopulism is more
representative than classical populism and more compatible with libera democracy
(Weyland 2001).

Findly, there exists an economic definition of populism, which aso incorporates
socia and political characterigtics. Dornbusch and Edwards (1990) coined the term
“macroeconomic populism” to describe the policies of countries, like Chile under
Allende or Peru under Garcia, in which governments attempted to respond to pressures
for income redistribution through macroeconomic means. These countries dl bore the
trademark of economic populism: hyperinflation caused by budget deficits and baance of
payment crises. Economic populism stresses the repeated willingness of governments to
push demand beyond economic bounds (Cardoso and Helwege 1999). These policies,
which relied on deficit financing, generdized controls, and a disregard for the
equilibrating mechanisms of free markets, ultimately resulted in mgor macroeconomic
crises negatively affecting the same ones they were intended to help. The economic
policies usualy ended when “foreign exchange condraints and extireme inflation forced a
program of red wage cuts that ended in massive paliticd ingability, violence, and in the

case of Chile, eveninacoup”’ (Dornbusch and Edwards 1990, p. 248).



3. Dornbusch and Edwards Stylized M odel

3.1 Description of the Moddl
As previoudy stated, the purpose of thisthesisisto characterize Chévez sregime

in Venezuda, usng Dornbusch and Edwards (1990) stylized model.  Now that
macroeconomic populism has been briefly defined, it is time to describe the mode itsdlf.
With their model, Dornbusch and Edwards provide a set of characterigtics to
define populism and describe a common process that occurs when all the characteristics
are present. The modd aso provides alink between the behavior of a populist leader and
its effects on the macroeconomy. Populist leaders present a pattern of behavior that
emerges from thar bdief in the need for reditributing income. They emerge in societies
plagued by high income inequdity and much of their actions are geared towards
dleviating thisredlity. A great avenue for further research isto try to explain populists
behavior. While Dornbusch and Edwards model does not endeavor to explain why the
populist leaders behave the way they do, it presents alink that is based on formal, well-
accepted macroeconomic modding. It provides a setting in which to examine the

decisions populists make and how these decisions affect the macroeconomy.

3.2 Defining the Economics of Populiam

When defining the economics of populism, one has to congder two things: the
characterigtics of the leaders and features of the regime. In this section, | describe both.
3.2.1 Characterigtics of a Populist Leader

Fundamentdly, populist leaders differ from each other. At the sametime they
share Smilar characterigtics. Firdt, populist leaders exhibit charisma, that is, unique

persond abilities and quditiesin the eyes of the followers, which empowers them to



defend the needs of the mgjority of the population and to support nationd pride (Conniff
1999). Second, populists promise to reform their societies and to improve the lives of the
masses. Third, they appedl to the poor and working classes and to the common men and
women for votes and legitimacy. Finaly, to gain acceptance, they use dements of
folklore to demonstrate their proximity to the masses. For example, Peron and Vargas
evoked the ethos of the gaucho; Jorge Gaitan and Leond Brizolain Brazil, stressed ther
own poverty as youths to explain their identification with the poor (Conniff 1999).

A populist leader tends to design a set of economic policies to achieve specific
politica godsthat indude:
(& Organizing support with lower-middle class groups and organized labor. These
groups tend to suffer from the high income inequdity and are easily attracted to aleader
that promises to amdiorate the situation. They represent the regime’ s primary support.
(b) Acquiring complementary support from domesticaly oriented business. This sector
plays an important role in the reactivation of the nation’s economy, which in turn heps
promote growth, further contributing to the regime’ s redigtribution goals.
(c) Politicdly isolating the rurd oligarchy, foreign enterprise, and large-scale domestic
indudrid dite. These groups are often referred to as the enemy. Previoudly, they
dominated nationa politics. Ther interests tend to conflict with the redistributive gods of
apopulist regime.

To reach these godls, there are sets of economic policies that include:
(a) Budget deficits to stimulate domestic demand. A populist leader seeks economic
growth, implementing a set of expangve policies to simulate domestic demand, which in

turn create budget deficits.
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(b) Nomind wage increases plus price controls to affect income redistribution. The wage
increases are designed to produce redistributive effects, while the price controls are
implemented to keep inflation under control.

(c) Exchange-rate control or appreciation to cut inflation and to raise wages and profitsin
nontraded-goods sectors. Thereisargection of devauation even when inflationary
pressures develop, because there is a bdief that it will reduce living sandards and further

increae inflation

3.2.2 Features of the Populist Regime

The most important features of the populist regime® are: (1) They ignore
macroeconomic condraints as long as possible, and (2) Their plan includes reactivation,
redistribution of income, and restructuring the economy. Both features are described
below.
(1) No congtraints. One of the biggest problems with populist governments is that they
ignore macroeconomic condiraints as long as possible. Policymakerstend to seeidle
capacity as apossbility for expanson. Aslong asthere is no devauation, they do not
See expangon as inflationary, because they perceive that spare capacity and decreasing
long-term costs contain cost pressures; however thereis adways possibility for the use of
price contrals. In addition, the accumulated internationa reserves and the ability to
ration foreign exchange creste additional room for expansive policies without the risk of
running into externd condraints. Furthermore, the risks associated with deficit financing

are portrayed as exaggerated or dtogether unfounded.

! The features of the populist regime and the description of the four phases are drawn directly from
Dornbusch and Edwards’ Macroeconomic Populism in Latin America (1990). For amore complete
analysis please refer to thistext.
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(2) Populist prescriptions: Populist governments generdly have three dementsin their
plan: reactivation, redigtribution of income, and restructuring the economy. Thefirst step
isto reactivate the economy. Populist leederstypicaly face a Stuation where the
nation’s economy has not performed as expected, with moderate growth, stagnation, or
even depression. Once the economy is reactivated, it is possble to achieve the two other
objectives: redigtributing income and restructuring the economy. They typicaly
redistribute income through large red-wage increases, but avoid higher prices. However,
even if inflationary pressures do develop, populist policymakersrgect devauation. They
firmly believe that deva uation reduces living standards and, in the end, it will create
further inflationary pressures without having positive effects on the externd sector. In
terms of restructuring the economy, they try to save on foreign exchange, which in turn

supports higher levels of red wages and higher growth.

3.3 Phases of Populist Economies

Dornbusch and Edwards argue that given the characteritics of the leader and the
regime described above, we can distinguish four phases of populist governments. This
section describes the initia conditions and the four phases of a populist regime. Not dl
examples follow these phases, but they present a structurd framework in which to
examine a populist regime. The authors sate that even though each populist episode has
its own characteristics and the politics differ greetly, the macroeconomics of severd
experiences are quite Smilar. Thus, it is possible to digtinguish four phases common to

most of them (Dornbusch and Edwards 1990).
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Before the populist phases can begin, aset of initid conditionsis necessary. Firdt,
there tends to be dissatisfaction with the economy’ s performance; many bdlieve things
could be better. Typicdly, the country has experienced very moderate growth,
stagnation, or outright depression as aresult of previous abilization attempts. The IMF
has usudly guided this stabilization program, but it has resulted in reduced growth and
lower living standards for the population. Second, people are ready for aradically
different economic program because they aretired of the highly uneven income
digtribution. Third, even though the preceding stabilization plan tends to be harsh, it
generdly improves the budget and the externd baance, through the accumulation of
international reserves. The increased internationa reserves and the improved budget
creete the room to maneuver, that is, they provide space for ahighly expansionary palicy.
Without the room to maneuver, the populist regime cannot begin. Oncetheinitid
conditions are in place, however, the first phase of a populist government can commence.

During Phase One, theinitia results of the macroeconomic policies are quite
successful on the one hand: there is growth of output and both real wages and
employment are high. Inflation is not a problem in this stage because the use of price
controls and imports aleviates shortages. The reason these policies areinitidly
successful is because there is money to be spent, which has postive effects on the
economy. On the other hand, the use of price controls and increased imports creates
problems. The run-down of inventories and the availability of imports are financed with
the use of reserves or the suspension of externa payments. The levd of government
gpending is not sugtainable in the long run if government receipts do not increase at the

same rate.
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In Phase Two, the economy runs into bottlenecks, that is, when certain sectors of
the economy do not grow as quickly as others or as demand does. Thisis partly dueto
the growing shortage of foreign exchange and the price controls that began in Phase One.
Wherein the firgt stage the run-down of inventory was essentia, it now becomes a source
of problems. It is now necessary to introduce industry protection, devaue the currency,
redlign prices, or establish exchange control. Inflation increases significantly, but wages
rise accordingly. Findly, the budget deficit worsens tremendoudy as aresult of
persstent subsidies.

Phase Threeis characterized by pervasive shortages, extreme increase of the rate
of inflation, aswell as alarge foreign exchange gap. All these varigbles lead to capita
flight and demonetization of the economy. Due to the sharp decline in tax collection and
the increasing costs of subsidies, the budget deficit deteriorates. Asaresult, the
government attempts to stabilize by cutting subsidies and by ared depreciation.
Economic policies become unsustainable and red wagesfdl massvely. Clearly, a the
end of this stage, the government isin a desperate situation.

Phase Four isthefind phase. It involves the collgpse of the populist
government. A new government takes over and implements an orthodox stabilization
plan. It iscommon that an IMF program is enacted. Once the new government has taken
over, it becomes obvious that real wages have decreased to aleve sgnificantly lower
than prior to the populist government. The problem liesin the fact that the politics and
economics of this movement caused capita flight and depressed investment. Asaresult,

wages are kept low for awhile.
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3.4 Case Studies of Populism

There have been severd episodes of economic populism in Latin Americaover
the last few decades. In The Macroeconomics of Populism in Latin America (1991),
Dornbusch and Edwards present several case studiesthat use their populist modd asa
point of departure to analyze regimesin certain Latin American countries. Federico
Sturzenegger (1991) examines the Argentine experience between 1973 and 1976.
Between these years, four different Presidents held office: Hector Campora, Raul Ladtiri,
Juan Domingo Perdn, and Isabel Perdn. What ismogt interesting is that the initia
economic policy remained unchanged through al of them, even though they represented
different Sdes of the political spectrum. It was only during the government of Isabdl
Perdn that the situation deteriorated to the point that radical changes could not be
avoided.

Theinitid conditionsin Argentina were different from those laid out by the
Dornbusch and Edwards modd: Argentina was not experiencing a recesson prior to the
implementation of the economic program. The economy was experiencing a period of
high growth of GNP and unemployment was at its naturd rate. The Stuation inthe
externd front was excdlent: high internationa prices for Argentine exports plus
abundant international reservesin the Central Bank.

One of the objectives of Campora s administration was that of sociad judtice,
which was defined as afar digtribution of income with specid concern for diminaing
extreme levels of poverty and unemployment. As aresult, The Concertation Act was
drafted, a stabilization plan that aimed &t attacking the economy’s most compelling

problem: the extreme rate of inflation (Phase 1). The Act was successful in achieving
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high growth, complete price stabilization, progressive reditribution of income, and an
increase in the reserves held by the Central Bank. Unfortunately, problems began to
emerge after gpproximately eighteen months (Phase 2). The price freeze created
shortages and the terms of trade began to worsen. The economic problems started to get
out of hand, which forced the government to make an adjustment of the economy (Phase
3). Red wagesfdl, inflation exploded, and arecesson ensued. The regime finally
collgpsed in March 1976, with amilitary coup and the implementation of gtrict orthodox
policies. Inthe end, dl the initid objectives of gability, growth, invesment,
redistribution of income and increased standard of living were not only not achieved, but
they appeared even more distant in 1976 than they were in 1973.

The Argentinean caseis not unique. Other authors have studied the phenomenon
using Dornbusch and Edwards model aswell (seei.e. Rabello de Castro and Ronci 1991
and Bazdresch and Levy 1991). Checchi (1996) investigates the reasons for the
recurrence of populist governments. He argues that the root of populist experienceslies
in the absence of free access to market opportunities within aregime where there is free
access to vote. He examines the case of Alan Garcid s government in Peru from 1985 to
1990. Hefindsthat by appedling to excluded sectors of society with promises of
immediatdly improving their living sandards, a populist candidate can gain office, even
when these promises seem incong stent with macroeconomic condraints.

Even before Chavez, Venezuela has dready had its own experience with
populism. Hausmann (1995) argues that the V enezuel an experience during the 1980s
followed the path of a populist regime, as described by Dornbusch and Edwards. The

difference liesin the fact that it stopped at Phase 2. After the 1983-85 gabilization
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attempt, the government decided to adopt an expansionary policy in 1986, in spite of a
major adverse externa shock caused by adeclinein oil prices. The economy
experienced vigorous growth. Unfortunatdly, it was accompanied by increasing externa
problems that were addressed through deval uation and exchange, price, and interest rate
controls. Instead of dragging the economy down in Phase 3, Carlos Andrés Pérez's
government (the newly-elected President) decided to “quit populism cold turkey: it
unified and floated the exchange rate, freed prices and interest rates, reduced drastically
the fiscd deficit, and embarked on amgor trade reform” (Hausmann 1995, p. 253).
While the reforms were necessary, the effects were more painful than expected. The
author arguesit was mainly due to the government’ s ingbility to communicate clearly
with the population. The lack of aclear message made it difficult to maintain support,
which in the end contributed to two attempted military coups.

Even though each country has specific characteristics and circumstances that
shape the populist experience, there exists acommon theme: al episodes have tried to
dedl with the problem of income inequdlity through the use of overly expangve fisca
policies. Each attempt ended in amgjor macroeconomic crisis. Recent eventsin
Venezuela provide a new opportunity to understand the forces and consegquences of
economic populism. What | am attempting to do, to a certain extent, isto add a chapter

to Dornbusch and Edwards book.

4. The Venezuelan Case
Here, | andyze the new Venezue an experience with populism. | begin with a
brief description of the country’s socia and economic panoramathat crested the

environment for a populist leader to emerge. Second, | give a short account of the
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politica past and the events that lead to Hugo Chavez' s election as President. Third, |
describe how, once e ected, Chavez pursued and achieved his politica gods of
generding loyaty in one group of society while isolaing the other. | explain how in this
process he was able to centralize power and gain aloya base of support. Once these
characterigtics are described, | move on to place Chévez in the populist mode and

portray the policies he has taken and their consequences for the nation.

4.1 Socid and Economic Conditionsin Venezuda prior to Chavez' s election

Venezudais a country rich in natura resources. Unfortunately, poor economic
policies over the past two decades have led to disgppointing economic performance, a
highly unequa income digtribution and poor socid indicators. A 2001 survey found that
85% of the Venezuelan population beieves that the country is one of the richest countries
intheworld (Keller 2002). Itisindeed an ironic satistic, especidly when one considers
that an estimated 86% of the population lives in poverty, with a51% increase in the last
ten years. Moreover, an estimated 20.7% live in extreme poverty, lacking the basic
necessities (The Economigt Intelligence Unit 2001). Between 1975 and 2000, the number
of poor doubled, while the number of those living in extreme poverty tripled (Riutort
2002). Interms of income distribution, the top quintile received 84% of household
income, while the lowest quintile received 3% in 1998 (IMF 1999). If the preceding
datistic seemed overly negative, consder the one below.

An employment study conducted by Fundacredess? found that 50% of the labor

force worked in an unstable and precarious way in the informal sector. 20% were

2 Fundacredesa is part of the Venezuelan Ministry of Health. It isaresearch and teaching center focused on
the growth and development of all Venezuelans.
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unemployed and only 30% were working in the formal sector, even though their wages
were not high enough to cover half of the basic food basket. The average annud
unemployment rate in 1994 was 8.7% and thisincreased to 11% in 1998 (see Figure 1).
In terms of land distribution, the top 3% of owners owned 76.5% of the land, while the
bottom 42.9% of owners only owned 1%. Income inequality in 1996, as measured by the

Gini Coefficient was 48.8 (Dominguez 1999).

Figurel
Venezuelan Unemployment Rate
Chavez takes office
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Source: Banco Central de Venezuela 2003

4.2 The Emergence of Hugo Chavez

Two compelling reasons lead me to believe that Venezudais afertile ground for
populism. The firgt one isthe acute income inequaity. The second one refersto Moises
Nam'’s quote in the introduction, which relates to the story that isindoctrinated in the
population when they are young. In the words of Rogdio Pérez Perdomo, a specidist on
Venezuela and the rule of law, the story of Venezudaisagory

“About amythica rich country ruled by aking who makes disappear the
vaue of everything he sees or touches outsde his paace. Except for those
who live in the palace, his subjects become increasingly poor and
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wretched. The curse that has falen upon this Midas-in-reverse and this
country iscaled ‘ corruption’” (Pérez Perdomo 1995, p. 2).

Venezuda s wedth comes from oil and the reason most Venezudans do not see this
wedlth is because of corruption. These are the conditions that lead to the emergence of
Hugo Chévez and the most important stated reason for the attempted coup on February 4,
1992.

Unlike other countriesin the region, Venezuda has had a stable politica history;
it has been a democratic country for the past 44 years. Unfortunately, while its leaders
have been democraticaly dected, achieving ardative sense of politica dahility, the
system has been plagued by palitica corruption. 66% of the VVenezuelan population
believes that they will be rich again once corruption is eiminated from the system (Kdler
2002). The difficult austerity program adopted by Pérez in 1989 as part of the effort to
reform Venezuela s economic systemn required sacrifices from dl citizens. However,
people were no longer willing to sacrifice themsdaves for a system that had been unable
to improve thelr living conditions, increase employment or lessen the gap between rich
and poor. Sirowy and Inkeles (1990) argue that in any democracy, degpening economic
crises that sharpen existing socid inequdities may aso provide a backdrop for abrupt
palitical change. Hugo Chavez emerged in the midst of a population that was reedy to
bresk with the past. They were ready for Chavez, someone who promised them a deep
gructurd change that would alow the wedth from petroleum to benefit the mgority.
Psychiatrist Pedro Delgado, a specidist on the gpped of Chavez, indghtfully summearizes
Venezudd srelation with Chévez. He considered Venezudato be

“acountry in the throes of adolescence that made an immature decision to

elect Chavez, but a decison that was part of itsidentity-formation process,
liketrying drugs Chavez was an experiment for a society looking for a

20



way out of the old, corrupt order of things. He is a great seducer, and he

bewitched the eectorate. We have a hard time resisting strongmen who

say they will solvedl our problems. We want to believe in them

passionatdy, blindly” (quoted in Sontag, 2002).

These were the circumstances that led to the emergence of Hugo Chavez. He
used populigt and extreme nationdist rhetoric, repeatedly lamenting the hunger and
poverty that so many Venezuelans were suffering (Coppedge 1999). He pledged to

eliminate the corruption and inefficiency of past politica parties and to create new

opportunities, greater equaity and prosperity.

Timdine of Events
1989 Feb 1992 Nov 1992 1994 1998

Carlos Andrés Perez 1% attempted 2" attempted Pres. Caldera Hugo Chavez
announces new coup coup rdeases Chavez  winsdections
economic plan from prison

Brief Account of Politica Events

1989-1992: Pérez' sfailed reforms
When Carlos Andrés Pérez took officein 1989, the economic reality facing his government was worse

than expected. Emergency measureswere required. The government was forced to seek assistance
from the International Monetary Fund, which also meant immediate and harsh economic austerity.
Pérez planned to restructure the economy on neo-liberal lines; he announced a new economic planin
mid-February 1989, which included a major devaluation of the currency, extensive increasesin the
price of gasoline and transportation, and the elimination of subsidies for most food items (Martz 1995).
The shock was immediate and had a dramatic impact on the middle class and the poor. In 1989, GDP
contracted by 8%. From 1980 to 1992, average Venezuelans lost over half of their purchasing power in
real terms. From the late 1970s to the early 1990sindividual daily caloric intake dropped 50%, from
2,651 to 1,350; the portion of the population below the poverty line grew to 64%. The efforts of the
Pérez government to privatize certain industries and reduce government participation in the market
created the foundation for enormous growth in the Venezuelan economy. However, by February 1992,
the benefits of this new economic policy had not yet trickled down to the average Venezuelan.
Consumers saw their purchasing power decline, the gap between rich and poor widened, and the elites
(businesspeople, politicians, journalists, and public officials) continued to maintain their luxurious
lifestyles. More and more, Venezuel ans were asking themselves where the billions of petrodollars had

gone. The perception of corruption in government became a dominant themein popular press.
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1992: Coup attempts

On February 4th, 1992, Chavez led a group of mid-ranking military officersin an attempt to
overthrow Perez, promising to restore patriotism and defend the interests of common Venezuelans. Before
beginning the uprising, Chavez wrote his mother that he was willing to risk hislifein order to free the
nation of corruption. Later, to justify the coup, he cited Article 250 of the constitution, which he claimed
“providesfor the correction of violations of the Constitution specifically where...corruption is concerned”
(Burgraaff and Millett 1995, p. 66). The group called itself the Simoén Bolivar Revolutionary Movement.
They invoked military symbolsand 3 historical figuresin particular: Simén Bolivar, Simén Rodriguez
(Bolivar's mentor and teacher), and Ezequiel Zamora (a nineteenth-century general who had favored
distribution of land to soldiers). Asa38-year old military officer, Chavez emerged as a national hero who
promised to put an end to corrupt politicians, improve the conditions of the poor and move the country onto
afresh course. The movement attempted another coup in November of the same year. Although both
coups failed, they succeeded in unleashing social and political forcesthat dramatically and irreversibly
changed the country’ s political, institutional, and economic landscape.
1994-1998: Chavez' sriseto power

In 1994, after two yearsin prison, President Caldera pardoned all the military and the civilians
who had taken part in the two failed coups. Hugo Chavez ran asthe presidential candidate in 1998,
winning the election in December with 56.2% of the vote (3,673,685 votes) (Dominguez 1999). Unlike
his electoral rivals, Chavez sharply criticized massive privatization, and raised the banner of the struggle
against corruption, even in the armed forces. Chavez was now the dominant personality in Venezuela;
within four yearshe had come from prison to the gates of the presidential palace. He named his new
organi zation the Movimiento Quinta Republica (MVR), the Fifth Republic Movement. He said Venezuela
needed to create anew republic, and the new movement’ s name was designed to indicate a compl ete break
with the past (Gott 2000).

4.3 Chévez achieves his politicd gods

As dated earlier apopulist leader has severd palitica gods. (1) Building support
from lower-middle class groups and organized |abor; (2) Creating complementary
support from domedticdly oriented business; and (3) Paliticaly isolating rurd oligarchy,

foreign enterprise and large- scde domestic indudtria dite. Inthis section, | illustrate
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how Chévez s words and actions divided society into two sections. the smdl dite and the
masses. According to Chavez, the lower sphere (the pueblo), represents goodness, while
those on top, the ites and private enterprise, represent perverson. This separation of
good and bad dlowed him not only to create alarge base of support, it also dlowed him
to judtify actions that punished one group and contributed in the centrdization of power.

The governments prior to Chévez referred to the deficient politics of earlier
governments or externa circumstances (such as the price of ail) as the causes of poverty.
Chévez' s government on the other hand blamed the dlites, denouncing their deliberate
purpose to enrich themsalves at the expense of the mgjority:

“Wehavelived in aseaof ail, inaseaof dl kinds of riches, with greet

navigable rivers, vast quantities of fertile land for agriculture and the

production of food, with large reserves of iron, duminum, gold (...); how

isit possble for aperverse group of paliticians to have taken the

Venezudan population to an unexplainable historic level of 80% poverty,

living over a sea of riches, unexplainable but true.”
(Hugo Chévez, Pdacio de Miraflores, February 4, 2002)

Chavez |ocated the political enemy in the dite, and called it the oligarchy, which
isagroup of perverse people who have exploited the country and have illicitly taken over
the riches, with no regards to everybody dse srights (Chéavez 2002). The high contrast
between opulence and poverty, aswell as the distance that was created from the
beginning of Chavez' s government with employers, created an dement of attack againgt
private enterprise. They became the enemy to blame for the country’ s and the poor’s
problems. The pueblo (the people) were those who followed Chavez. The rest who
criticized and opposed him were considered part of the “corrupt oligarchy, the privileged,

those linked to interests banished by the revolution” (Blanco 2002, p. 362). In thisway,
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the opposition was created by the regime itsdlf, beginning with the group of enemies that
it decided on.

Apart from the wedlthy classes, Chavez aso managed to progressively dienate
the media, the private sector, the Roman Catholic Church, landowners, and the unions.
He referred to the Church hierarchy as “devilsin vestments’ and to those who disagree
with him as “counterrevolutionaries” Chavez made an enemy of the leading labor union
federation (Confederacion de Trabajadores de Venezuda) by trying and failing to
eiminateit. In doing S0, he fostered an unlikely collaboration between union leaders and
indugtridists who opposed him.  These groups would later play centra rolesin opposing
the adminigtration and organizing methods in which to display their disgpprova.
Importantly, the middle dass was fairly divided, yet he had the backing of important
sectors of the armed forces.

Chévez' slocus of support was the margind class and unorganized workers.
Consgtent with populist rhetoric, Chévez focused his attention on the poor, the
nonprivileged sectors of society. To improve the conditions of the underprivileged sectors
of society, it was necessary for the State to assume the role of providing them with the
necessary resources. As stated by Chavez,

“(...) there wasn't anyone to protect the people and now usury is

condemned to death, usury is now condemned to disappear because now

the people have a government that pays attention to them, a government

that belongs to the people, for the people.” (Chévez, Venezolanade

Tdevison January 13, 2002)

Chévez recognized the existence of severd problemsin society: poverty, hunger,

lack of land, etc.—problems faced by the mgjority of the population. Thus, tolerance for

crime, land invasions and severd actions that violate the notion of private property were
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protected by the state as an attempt to repair previousinjustices. On August 4, 2001, on
his program Al Presidente, Chavez said “private property is not sacred” and defending
the“Ley de Tierras’ of November 2001, he said “the government can confiscate lands
that are not being used for what they should be used” (Chavez 2001). On severa
occasions, the President justified why a person can rob to satisfy his’her child’'s hunger or
can take over someone else’ s piece of land if he/she has no place to cultivate. For
Chavez, crimeis only crimeif it is committed by certain sectors of society and with
certain intentions that are attributed by the regime (Blanco 2002). Crimeisseenina
different light if those behaviors are caused by need, desperation, poverty or socid
injugtice (Blanco 2002).

In sum, Chévez achieved his palitica gods by acquiring support from the masses,
while isolating other sectors of society. An essentid element in his srategy was ail.
Because oil was the most important ement in the Venezuelan economy, it aso became
the medium through which Chavez could apped to the mgjority’ s needs, redidtribute
income and improve the exiging inequdity. A sgnificant consequence of this Srategy is
the reinforcement of the State’ s role as benefactor and redistributor in exchange for

political loyalty.

4.4 Chévez s rhetoric makes him stronger

As many other populist leaders, Chavez s discourse was radical. The most
common theme was the division between friends and foes of “the Revolution.” 'Y ou were
ether with the Revolution, or againd it; there was no middle ground. The

adminigration’s main goa was the strengthening of the State to prevent the ingtitutions
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from being at the service of private, palitica, or economic interests. Strengthening the
State was seen as apractica way to repair injustices because it served as a meansto
gather and digtribute resources and to assure that the government’ s socid function was
being achieved. In thisway, the State was the only instrument capable of having avision
and a practice that would direct its efforts towards the most needy.

Fundamentdly, Chavez centrdized power through a succession of
electiongreferendums after the 1998 presidentid ection. Upon assuming the
presidency, Chévez decreed a referendum for a condtituent assembly to be held in April
1999. The assembly would be used as a vehicle for “overhauling the nation’'s
neocorporatist politica system” (Ellner 2001, p.5). Chévez proposed the model be
replaced with one of direct popular participation in decison-making  the locd leve.
However, thisled in the direction of having a powerful leader whose authority would be
largely unchecked by the nation’sindtitutions. Overwhemingly, 88% of the voters
approved the convocation of the assembly, and 82% accepted that the body definesthe
limits of its own powers, as Chévez proposed. In the July eection, Chavez' s Polo
Petridtico aliance won dmost dl of the 131 seats of the Nationd Assembly (Ellner
2001). Intota there were three referendums in 1999 and two eections in 2000.

The series of dections served severa functions. Firdt, they became instruments
with which Chéavez gained direct power over severd branches of the government: he
dominated the National Assembly, aong with 15 out of the 23 governors who were from
his party (Blanco 2002). Second, the eections created anew sort of legitimacy based on
popular support. Third, they kept society focused on the destruction of the previous

politica system. This quas-permanent mobilization contributed to strengthening the
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|eader- masses rd ationship, to orienting the society towards acommon god and to filling
the politica scene with governmental propositions.

The centralization of power led to aprivileged role for Chavez and it created an
environment to worship his persondity. The poor who fedl embraced by Chavez saw
him as their redeemer: “Hugo the Messiah!” (quoted in Sontag, 2002). Jorge Olavarria,
an independent politician and one of Chévez' s critics, Stated:

“We must recognize thet heis abold and clever man, with greet persond

charisma. Heisaserpent charmer. | think he isthe most powerful and

convincing demagogue of Venezudain the 20" century.” (Olavarria, El

Nacional, January 21, 2002).

The president started to have different virtues, specid intelligence, drategic vison and
extraordinary charisma. His decisons became the last word, his points of view the lines
of action (Blanco 2002). The repeated use of Smdn Bolivar as asymbol of his
Revolution served as amechanism to imply that specific values did not have to be

approved, because they are what Bolivar (“the first Venezudlan™) said, thought, would

have wanted, or felt.

4.5 Phases of the Populist Regime
45.1 Venezudd s Initid Conditions

According to the mode, a set of initid conditions is necessary before the populist
phases can begin. In this section, | describe the conditions that alowed Chéavez to
embark on his populigt path. | then move on to place Chévez' s government in a specific
phase and illustrate the policies he took to get there.

Venezudd s socia panorama coincided with Dornbusch and Edwards' initia

conditions for the emergence of a populist leader. People were unhappy with the highly
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uneven income distribution and there was a generd belief that things could be better.
The Misery Inded for 1998 was 51% (see Figure 2). Chévez made the levels of poverty
and inequality the center of hisdiscourse. In thisway, he became “the voice of the poor.”

Figure 2
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In the economic sphere, the conditions aso held true for the most part. Firdt,
unemployment was a 11% in September 1998 (see Figure 1), which helps explain why
people were unhappy with the circumstances they were living in. Second, growth had
come down from high levels. As stated in Dornbusch and Edwards modd, a populist
leader typically faces a dtuation where the nation’s economy has not performed as
expected. Venezuela experienced dower and at times negative growth in the months
before Chavez began his Presidency (see Figure 3). As previoudy stated, the populist
will attempt to reactivate the economy to achieve its two other objectives: redigtributing

income and restructuring the economy.

3 The Misery Index is an index that combines the inflation rate and the unemployment rate. It is used to
measure the political significance of the condition of the economy, as well as consumer confidence.
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Figure3

Venezuelan GDP Growth (Quarterly)
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The conditions were ready for abreak with the past and people were ready for a
change. Thisishow Chévez emerged. However, there is one important exception to the
model: Chéavez could not ingtantly deliver what he promised because the “room to
manewe” or the gpace for ahighly expansonary policy was non-existent.

The key to comprehending Venezudd s economy isto understand its reliance on
oil. For Venezuda, the ol industry represents 80% of incoming capitd, and close to 50%
of fiscd revenues, while directly or indirectly generating 40% of national economic
activity (Blanco, 2002). Venezuela s dependence on oil export revenue has made the
country vulnerable to fluctuations in oil demand, hence price of this commodity. In other
words, the government’s “room to maneuver” is given by the price of oil. Chévez
became president a atime when ail prices were at their 30-year low: at $8/ barrd in
January 1999 (See Figure 4). He grasped the importance of the Organization of
Petroleum Exporting Countries (OPEC). During the first quarter of 1999, in order to
raise the price of oil, amultilatera effort was made to put an end to the generadized

violaion of quotas by OPEC members.
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Figure4
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The country’ s dependence on the ail industry is aso evident on the balance of
payments, the international reserves, and the public sector balance. These three eements
of the economy were affected negatively by the low price of oil during the year preceding
Chéavez s dection as President. As stated above, oil prices were low in 1998, which helps
explain why the balance of payments was not entirdly hedlthy during that year, exhibiting
adeficit of -$2,556 million (in 1996 US$) (see Figure 5). The rdaionship between the
price of oil and the Venezuela s baance of paymentsis clear: asthe price of ail
decreases, the country exhibits decreasing surpluses or deficits; asthe price of oil
increases, the deficits decrease and at most times the country achieves surpluses (see
Figure 6). The exception to thistrend beginsin 2002, when the price of il isrisng and
the country ill exhibits deficitsin the baance of payments. The explanation restsin the

government’s populist palicies, which will be explained below.
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Figure5

Venezuela: Balance of Payments
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Venezudd sinternationa reserves were dso affected by the low price of ail: in

1999 they were at lower levels than those in 1997 (see Figure 7). Once ail prices began

to rise, international reserves increased aswell (see Figure 8). In February 1999,
internationa reserves were at $13,048 million and abarrd of Venezudan oil was slling
for $8. Seventeen months later, in July 2000, international reserves were at $16,458,

representing a 20.7% increase. Oil prices were at $22 per barrd.
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Venezudan internationa reserves have two components. those held by the

Centra Bank (Banco Centra de Venezuda) and those held in the Investment Fund for

Macroeconomic Stabilization (FIEM). The FIEM was created in 1998 with the purpose

of avoiding dangerous indability. During every oil boom, the revenue above the average

oil income of the preceding five years would be saved in thisfund. This revenue would

be exclusvely used to compensate any fdl in il income below the average of the

previousfive years. The rule was clear and not subject to the discretion of any

government.
Figure7
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The low ail prices aso affected Venezudd s public sector baance (see Figure 9).
Oil revenues represent a source of public finance for the government. As aresult, when

oil prices are low, the government must either reduce spending or spend at therisk of a

deficit.
Figure9
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The Venezuelan economy was not in agood state when Chavez began his
Presidency. It took two years before the initid conditions were in place for the populist
episode to enter Phase 1. InaJduly 2, 1998 article, The Economist sums up the economic
Stuation by saying

“Mr. Chavez' s ‘timefor achange message iswinning support asthe

economy faters, hit hard by the collgpse of ail prices. GDP may grow by

only 1% thisyear, as againg an earlier projection of 6%.” (The

Economigt, July 4, 1998)

The missng dement was the internationa reserves needed to fund a populist set of

economic goas. Thiswas not possible until the price of oil rebounded; it was not until

the year 2000 that Chévez had anything to work with. During this year, oil prices
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quadrupled, reaching a high of $28 per barrel in November 2000 (see Figure 4). The
leve of oil exportsin red dollarsin 2000, when the Venezuel an basket was around $26
per barrel, condtituted the highest level of earningsin the country’ s recent history,

surpassed only by the red income obtained in 1974 and the 1979-1981 period (see Figure
10).

Figure 10

Venezuelan Oil Exportsin 1996 US$
Chavez takes office

40000
‘g,‘)" 35000 /\1
D 30000
S
& 25000 f:n\i/ \i\i‘{
5 20000 W S -
§ 15000 w )J
o
= 10000 W W]
= 500
\ 4
0 'ggl I'QI I%‘ I%I Igl Igl I%I Igl Igl Igl Igl Igl I8I I8
[e)] [e)] (e)] [e)] [e)] [e)] [e)] (o)) (o)) (o)) (o)) [e)] o o
— — — — — — — — — — — — N N

Source: Banco Central de Venezuela 2003

Theincrease in the price of ail finaly completed dl theinitid conditions for the
populist episode to begin. In fact, it wasin thisyear, on September 15, when Chévez
reveded a plan to use the oil money for a“hundred day” program of socid wefare
schemes, housing, school building, and other public works (The Economist, September

30, 2000). Two years after Chévez had been elected, Phase 1 was ready to begin.

4.5.2 The Price of Oil Allows Chévez to Implement Populist Policies
Inthis section | first describe Chévez' s policies and trace their macroeconomic

effects. Indoing so, | describe each phase and attempt to place Venezudain one of

them.



4.5.3 Phase 1

An economic palicy will be socidly efficient if it alows the economy to develop
inaway that it can remunerate workers above the leve of inflation. 1f the population’s
rel income or purchasing power decreases, then by definition their living sandards will
decrease aswell. There were three elements to Chévez' s populist plan: reactivation,
redigtribution of income, and restructuring of the economy. Inthislight, it islogica that
Chavez' s economic policies were oriented towards controlling inflation. Maintaining
low levels of inflation, accompanied by increasesin the red wage, are ways to guarantee
that the poorest sectors of society are better off.

As gtated earlier, the low prices of oil constrained the government during itsfirst
year. GDP experienced negative growth a -6.1% in 1999. However, oil prices exhibited
arising trend beginning a $8 per barrd in January 1998 and reaching a high of $28 per
barrel in November 2000. Internationa reserves reached a high of $19,271 million in
November 2000. It is precisdy during this year when Phase 1 of the populist regime
begins.

In 2000, Chavez began expansonary measures aimed at accel erating economic
recovery. With the quadrupling of ail pricesin 2000, government expenditures increased
30% in red terms (see Table 1). Between 1998 and 2001, the central government
increased its spending by 52% in red terms, by moving from $10,957 million to $22,710
(see Fgure 11). Under normd circumstancesthislevel of expansion would create higher
rates of inflation. Conggtent with the populist model, however, economists sympathetic
to the government were quoted as saying: “thereis little threet of inflation because the

economy haslots of idle plants and jobless workers’ (The Economist, September 30,
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2000). Thisisan example of ignoring congraints, the administration disregarded the

consequences of the expansonary measures.

Tablel
Venezuelan Government Spending
Year % Increase in Real Terms
1998 12%
1999 26%
2000 30%
2001 13%
2002 10%
Figure 11
Venezuela: Gover nment Expenditures (1992-2002)
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Along with the increased spending, the State took on amore active role in the
economy by gathering resources, ditributing them, and assuring the socid function was
completed. The resources came from the oil revenue. The sodd function wasfighting
poverty. Distribution was done through socia programs and wage increases. On May 5,
1999 Chévez 9gned six decrees that ordered a 20% increase in the minimum wage for

public adminigtration employees (Globovison 1999). At the end of April 2000, the
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President announced a 20% wage increase and made it officia on May 1¥. For 2001,
wage increase was 10% (Globovison 2001).

The higher ail prices and the increase in public spending had postive effects on
the economy. First, GDP began to exhibit postive growth. 1n 2000, GDP grew 3.2%
and in 2001, it grew 2.7% (see Figure 3). Second, unemployment decreased 2 percentage
points (see Figure 1). The Misery Index improved by decreasing to 30.2% in 2000 and
24.8% in 2001 (see Figure 2). In June 1999, unemployment was at 15.3% and it
decreased to 13.2% in December 2000. Third, the balance of payments exhibited
surpluses throughout the year 2000 (see Figure 5). Finally, one mgjor success during the
firg three years of Chavez' s government isthe control of inflation. The averageinflation
rate for 1998, the year before Chavez began his Presidency, was 40% (see Figure 12). In

1999, 2000 and 2001, inflation was 26.5%, 16.3% and 11.5% respectively.
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Under norma circumstances, alarge increase in public spending would lead to
higher leves of inflation. However, under Chévez the control of the inflation rate was

possible due to the use of the exchange rate as anomind price anchor. The controlled

37



exchange rate established an anchor on the price of imported goods, while the price of

domestic goodsincreased. It became chegper to consume imported goods than those

produced domestically, a phenomenon that had two important consequences: (1) Imports

increased, which has no adverse effects as long as the oil boom continues and there are

enough dollars (international reserves) to finance them; and (2) Domestic production is

negatively affected by the appreciation of the exchange rate, which in turn diminishesthe

€conomy’ s cgpacity to grow.

The country had to maintain adequate reserves to finance the increased leve of

imports. Imports increased 34% in 2000 and 43% in 2001 (see Figure 13). Theleve of

internationa reserves depended on the price of oil. Oil prices began to decreasein

December 2000 and o did international reserves (see Figure 8). The price of il was no

longer high enough to finance the increased government spending and the level of

imports. The imbalance between ail prices and government spending leads meto believe

that Venezuda entered Phase 2 of the populist modd.

Figure 13
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4.5.4 Phase 2

Logicdly, theincrease in government spending coupled with the decrease in the
price of ail a the end of the year 2000 worsened the public deficit. Consequently, in
December 2000, the public sector deficit was -962 hillion bolivares (equa to $1.4 hillion
dollars). Coincidentally, in 2001, the public sector dso exhibited a deficit, thistime
equal to - 781 billion bolivares (equa to $1.08 hillion dollars).

The overvaued exchange rate boosted imports. As stated earlier, imports
increased 34% in 2000 and 43% in 2001. Once the price of oil (the source of finance for
these imports) began to decrease, the internationa reserves began decreasing as well,
which is not surprising considering they were used to finance the imports. In November
2000 and November 2001, international reserves were at $21,160 million dollars and
$19,583 million dollars respectively, representing a 10% decrease in red terms. By
February 2002, international reserves were at $15,468 million dollars. Thisrepresentsa
29% decrease in red terms in three months.

Interestingly, the overvalued exchange rate had a second effect: it hurt domestic
production. Nonttraditiona exports (exports not including oil) experienced a 25%
reduction in red termsin 1999 when compared to the previous five-year average (see
Figure 14). Beginning in 2000, non-traditional exports aso exhibited a decreasing trend,
athough the change is not as sgnificant. 1n 2000, 2001 and 2002, non-traditional exports
represented $4,658, $4,563, and $4,272 million dollars respectively. From these numbers

one can safely deduct that domestic industry was becoming less competitive.

39



Figure 14

Venezuelan Non-Traditional Exportsin 1996 US$
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The deficits in the baance of payments and the decreasing international reserves
led the government to announce its firgt adjustment plan on February 12, 2002. This
adjusment plan had three main parts. (1) Decreasing government spending; (2) Re-
introduction of the tax on bank debits (IDB?); and (3) Free floating exchange rate (Garcia
2002).

The average exchange rate for January 2002 was 764 bolivares per US$. The
average for February 2002 was 1060 bolivares/ USS$, which represented a 28%
depreciation (see Figure 15). Thefloating of the currency brought the country three
immediate benefits. Fird, it gave the export sector and domestic industry much-needed
relief from the uncompetitive exchange rate. Second, it moved the economy off the road
to currency collapse paved by overvauation and reserve losses. Third, it reduced public

sector borrowing requirements by increasing government oil revenues in bolivares.

* The tax on bank debits (IDB) was applied to all withdrawals from checking accounts, savings accounts,
and in any other deposit accounts.
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Figure 15
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According to Dornbusch and Edwards modd, price controls are established to
contral inflation. During the firgt and second phases of Chavez' s populist regime,
however, no price controls were declared. Instead, the government threatened different
sectors of the economy with establishing controls. The interest rate was not regul ated,
but bankers were threatened and accused of being greedy:

“Chévez accused a group of bankers of resisting to decrease the interest

rates, and threatened with ‘taking measures to begin their decrease. ‘The

banks' interest rates, through which they lend the people, the middle class,

the small and medium producers, must come down and will come down,

declared Chéavez.”” (quoted in Armas, El Universd, May 6, 2001)

Capital mobility was not prevented, but those who took their money out of the country
were denigrated:

“We are making efforts to maintain the price of oil and agroup of
Venezudanswho have alot takeit dl out to gain moreinterest. It isthe
devil ingde of them, the country’s misery does not hurt them at dl.”
(quoted in Duran Santamaria, Ultimas Noticias, August 1, 2001)

Prices were not controlled, but supposed specul ators were threatened:
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“Chévez arranged for authorities to employ a strategy to detect and punish
the businessmen who raised the prices of their products. Those who
transgress the measures will go to prison, he warned.” (Terra, February

2002)

Contrary to the beginning of Chavez' s government, there was no longer inflation
targeting. One the one hand, the exchange rate was no longer used as an anchor for
prices, thusinflation increased. Beginning in March 2002, inflation began an upward
trend (see Figure 12). In April 2002, inflation was & 18%, a much higher level than
April 2001. On the other hand, the interest rate was being used as an instrument to defend
the floating currency. A positive consequence develops as interet ratesincrease: there is
less demand for foreign currency to invest in foreign banks. Conversaly, a negetive
consequence develops aswell: the rise in interest rates makes it extremely difficult for
people to borrow money and make new investments, aswell as pay back their debts, a

cycletha in turn hats growth in the economy.

Figure 16
Interest Rates
80
70 A
60 \1/\
£0 T\ N\
L 40 N AN
30 - AN SN ——
o0 o - /
10
O T T T T T T T T T T T T T T T T T T T T T T T T
S~ I~ I @ 0 @@ 0 O oo © o © O © O d d d 4 N o N o ™
Q2 Q22 Q2 9 Q2RO P YPQROQYOY ORI
ST~ 08&~06885868S&5683°5868&-50S
—— Active Rate —— 90 Day Deposit Rate

42




Apart from the economic policies pursued by a populist leader, there exists other
essentid dements that influence the life of aregime. One important pieceinthelife of a
populist regimeis that the leeder maintains the followers' dlegiance. As dated ealier,
Chévez managed to dienate diverse groups within Venezuda, including the media, the
private sector, the Roman Ceatholic Church, landowners and the union movement. Dueto
the centrdization of power around Chavez, these groups were unable to lobby him or to
influence policy changes. As aresult, these groups took their protests outside established
politica channds and into the streets for the first time during his government.

Opposition to Chavez among military and armed forces officers grew aswel.  Through
his actions and populist rhetoric, Chévez fostered an unlikely collaboration between

union leaders and indugtrialists who opposed him. Since he was elected in 1998,

Chévez' s popularity ratings decreased substantidly (see Figure 17) (Datandisis, 2002).
Beginning in December 2001, the country was serioudy disrupted by work stoppages and
protest marches, leading to an attempted coup on April 11, 2002. The deteriorating
economic Stuation coupled with growing political opposition lead me to believe

Venezud a entered Phase 3.
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Figure 17
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4.5.5 Phase 3

The atempted coup on April 11, 2002, represents growing political discontent
about the country’ s economic redlity. However, it came too early; Chévez was reindtated
in power after two days. He till enjoyed support from certain sectors of society and the
country was not in an acute criss yet. Thefailed coup helped to: (1) Strengthen Chavez
as he diminated dl those that opposed him from important political and military
positions, and (2) Further separate those that supported and opposed him. The situation
in Venezuda reached the point where amost everyone was

“Either passionately for Chavez or againg him, a Chavista or an anti-

Chavigta. The poor who fedl embraced by Chévez worship the Venezudan

president as their redeemer: ‘Hugo the Messiah!” His equally zedous foes

see him as Hurricane Hugo, with the power to transform Venezudainto a

Communigt backwater like Cuba or, dterndively, aviolent republic like
Colombia’ (quoted in Sontag, 2002).



In the midst of the political turmoil, Chévez declared a second economic
adjustment planin April 2002. 1t consisted of increasing the tax on bank debits from
0.75% to 1% and increasing the sales tax (IVA) from 14.5% to 15.5%. Furthermore, he
announced cuts in government Spending and “more flexibility in the exchange regime’
(Garcia 2002).

The cutsin government spending and the increase in tax rates were not enough to
amdliorate the budget deficit. In March 2002, when the price of oil wasrising, Venezuela
exhibited a deficit of $3221 million dollarsin its baance of payments (see Figure 6), the
wordt deficit in eight years, which persisted throughout the year 2002. In terms of growth
rates, the country experienced negative growth at 10% by June 2002.

“More flexibility in the exchange regime’ trandated into red depreciation of the
currency. In May 2002, the currency beginsto depreciate (see Figure 15). By August
2002, it depreciated 22% compared to the May rate. By January 2003, it depreciated
41%. The currency’sred depreciation was accompanied by the acceleration of inflation
(seeFigure 12). The averageinflation for 2001 was 11.5%. By June 2002, inflation was
19.6%. The average inflation for 2002 was 31.2%.

The country’ s deteriorating economic Stuation affected the average citizen.
Unemployment began to increase, reaching a high of 17% in December 2002 (see Figure
1). However, there also existed alarge percentage of the population that worked in the
informal sector®. The Venezudan Nationd Institute of Statistics (INE) estimated that by

June 2002, 51.2% of the working population was in the informa sector. Others estimated

® The Venezuelan National Institute of Statistics (INE) defines the workers of the informal sector as
“people who work in businesses with less than five employees (including the owner), domestic servants,
self-employed non-professional's (such as artisans, painters, carpenters and peddlers) and family helpers
who are not compensated and work for 15 or more hours per week.”
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informdity around 60% (Blanco 2002). The large percentage of workersin the informal
sector exacerbated the Situation because it meant that gpproximately 70% of the
Venezudan population did not have aforma job. In addition, the misery index increased
to 37.5%; the index does not include the informal sector of the economy.

Undoubtedly, government policies are to blame for the large percentage of people
inthe informa sector. Fird, the government took a more central role in the economy and
promised to redistribute oil revenue. Second, Chavez' s anti-indugtrid policies mede it
impossible to create micro enterprises cgpable of creating capitd. Instead, the result was
informdity and the creation of eternd clients of the state, as people became dependant on
the government for income redidtribution. 1t wasin the industria sector where the
economic groups that best represented the oligarchy were concentrated. As stated above,
part of the administration’s political goas was isolating the elites because they were seen
astheenemy. Theideawasto simulate smal and medium-sized businesses, aswell as
farm production to promote ample participation in the economy (Blanco 2002). One
problem with the economic policiesis that the government required the destruction of
large businesses, a palicy that worked againgt exports and with a strong tendency towards
pardyzing invesment in non-oil sectors. The result was the creation of income through
low productive jobs or the informal sector, instead of through productive employment.

Poverty increased in Venezuda at the same time the country’ s ail income was the
highest sincethe 1980's. Riutort (2002) finds that the Stuation during Chavez' s firg

three years in government can be summarized in the following:
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(1) Theregime, which conceived itself as the voice and representation of the poor,
achieved the growth in the number of poor in dmost two million people-- dmost
8% of the population joining poverty.

(2) Even though there was areduction in poverty in 1999 and 2000, there was no
generd improvement in poor households, since those households with lower
incomes were relatively poorer than in 1998.

Currently, only 6.5% of Venezudan households (294,616 out of the 5,261,000
households that are registered in the Census) can afford the basic family basket® (which
comprises food and services), according to Omar Meza, ex-president of the Center of
Documentation and Andysis for Workers (quoted in Martinez 2003, El Universdl).
Furthermore, a month’ s minimum wage is only enough to acquire 59% of essentid foods.
These gatigtics further demondirates the deteriorating economic Situation faced by
Venezudans.

By December 2002, political opposition was at itshighest. A nationd dtrike
began on December 2, demanding Chévez' s resignation before the end of his mandatein
2006 or cdl for new eections. The strike was organized by the labor unions. The
country’s most important sectors joined the strike, including the oil sector, segports,
schoals, and shopping centers. Oil exports were cut by about 90%, representing a
ggnificant fal in government revenues. Most people believed that by diminating alarge

part of government revenues Chévez would resign or negotiate with the opposition.

® The Basic Family Basket (Canasta Basica Familiar) is a basket comprised of the basic foods (cereals,
meats, milk products, fruits and vegetables, sugar and others) and services (water, electricity and
telephone). Itscost is calculated based on an average family size of 5 as away of tracing the costs of
living.
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However, Chavez was firm in his position and declared he would only renounce power
through the Condtitution, that is, through eections. The Strike lasted dmost two months.

The political and economic crisis that took place in Venezuda during the strike
created alarge demand for foreign currency. Between 1999 and 2001, $26,200 million
dollars fled the country, a vaue equa to 40% of oil exports during the same period
(Blanco, 2002). Reserves were run-down. By January 2003, internationa reserves were
at $13,656 million dollars, representing a 19% decrease in red terms compared to the
November 2002 value. This Situation lasted until January 21, 2003, when the market was
closed until February 5, 2003. On February 5, the President declared a new decree on
price controls.” The products that were subject to price controls included basic foods
(rice, bread, sugar, eggs, etc.), medicines, cleaning products (toothpaste, shampoo,
detergent, etc.) and services (water, eectricity, gas, telephone, rents, etc.) (Globovisién
2003).

Based on the description of the four phases of a populist episode, and given the
current political and economic crigsin Venezuda, it is safe to conclude that the country
isa the end of Phase 3. However, politics, not economics, will play the decisverolein
determining the final outcome. The country is currently living through one of itsworst
recessons-- negdtive growth, large budget deficits, increasing inflation, and high
unemployment. After four years of Chavez, Venezudla ended up with more poor people,
more unemployed and more financid and economic vulnerability. The attempted coup,

the repeated marches and the two-month long strike proved to be insufficient in toppling

" Price controls are an official intervention in the market to fix certain values to products, according to the
opinion that official powers have. Price controls are generally established to avoid inflation or increasing
costs of living. (Sabino 2003, Diccionario de Economiay Finanzas)
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Chévez sregime. Thefina outcome will be determined by palitics, asthe first

referendum alowed by the Condtitution is scheduled for August 19, 2003.

5. Conclusions

| have established that Chavez is a populist and fitsinto the populist modd. He
has embraced economic programs that relied heavily on the use of expansve fiscd and
credit policies and overvaued currency to accelerate growth and redistribute income.
Unfortunatdly, the Stuation in Venezuela did not improve. On the contrary, the country
is presently going through one of its worst economic recessions, with a depreciated
currency and a high inflation rate. Furthermore, Chavez managed to dissolve the largest
political support any leader or government has had in Venezuean history.

Chéavez offered the Venezuelan population an dternative to the corrupt system
that governed Venezuela during its 44 years of democracy. The socia and economic
circumstances in the country presented the opportunity for a populist leader to emerge,
one that promised economic growth and income redistribution. It took two yeers after
Chévez s dection to accumulate the international reserves needed to fund a populist set
of economic gods. Thiswas possible due to the increase in the price of oil in the year
2000. It was precisaly during this year when Phase 1 of Chévez' s populist regime began.
Government spending increased substantidly, GDP exhibited positive growth and
unemployment decreased. The inflation rate was controlled through the use of the
exchange rate as an anchor for prices. Asaresult, importsincreased and internationa

reserves began to decrease.
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Venezuela entered Phase 2 once the price of oil began to decrease and the level of
government spending was no longer sustainable. The budget deficit worsened and the
overvaued exchange rate increased imports and hurt domestic production. The firgt
adjustment plan declared on February 12, 2002, allowed the currency to float freely. No
price controls were established during thistime. Freeing the exchange rate meant thet it
was no longer used as an anchor for prices. Consequently, inflation began an upward
trend. The deteriorating economic Situation coupled with growing political opposition
lead Venezudainto Phase 3. Chévez declared the second economic adjustment planin
April after afailed attempted coup. The budget deficit continued to deteriorate and the
currency suffered ared depreciation. Not only did inflation increase, but unemployment
and the number of people working in the informal sector increased aswell.

After four years Chévez' s palicies did not produce the promised socid revolution.
On the contrary, Venezuela now has more poor people, more unemployed and a
deteriorated economy. Venezudais currently at the end of Phase 3 of the populist
regime. Political oppostionisat its highest and strongest. After atwo-month long
nationa drike, during which government revenues decreased substantialy, Chévez il
remainsin power. Thisleads meto believe that the fina collgpse of his government will
be through political means.

Now the question is how isit going to end. The palitica context will influence
the fina economic outcome. If Chévez has the politica power and will to take the
necessary economic measures to repair the country’ s problems, Venezuela can be saved
from a complete collapse. In this case, Chavez departs from the populist modd.

However, if palicies are not changed and Chavez |oses power through dections, a
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referendum, or through a coup, one aspect that remains congtant is the fact that both the
economy and the people who were supposed to benefit from the populist policies will end
up worse off. All countries that have experienced economic populist regimes have ended
up with the disastrous effects on their economies. If there was not a complete collapse,
there were devastating consequences for the groups who were supposed to be the
beneficiaries of the policies. It isdifficult to not wonder why |eaders keep repesting the

mistakes of past populist regimes.
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