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1. General trends

Ecuador’s GDP grew by 7.8% in 2011 —4.2 percentage points more than in 2010. This marked expansion was largely due to rising oil prices and expansionary government policies aimed at spurring domestic demand. The impact of these policies is reflected in the sectoral composition of GDP, with construction being the largest single contributor to GDP growth. Domestic demand pressures and rising international prices for certain staple foods drove inflation up to 5.4% as of December 2011 versus 3.3% in 2010. Labour-market indicators reflected the favourable economic performance, with unemployment falling to 6.0% and real wages rising at a steady pace. The value of exports also trended up, boosted by high oil prices; imports grew more slowly. 


2. Economic policy

(a) Fiscal policy

	The non-financial public sector performed better in 2011 than during the two previous years but has not yet returned to pre-crisis surplus territory. The overall deficit was equivalent to 1.0% of GDP, compared to 1.6% in 2010; the primary deficit was 0.2% of GDP, versus 0.9% in 2010. 

	Much of this improvement was due to the 35.8% increase in revenue, which outpaced the rise in expenditure by more than two percentage points. Revenue growth was driven above all by the 66.1% rise in oil revenue (bettering the sharp increase seen last year), owing to high oil prices and the conversion of contracts in November 2010. The tax take was up 12.7%, led by income tax (28.8%) and special consumption taxes (16.5%). Another factor behind the increase in revenue was the substantial increase in social security contributions (51.8%) which —like jump in the income tax take— was thanks to the brisk economic recovery. Contributions from non-financial public enterprises rose 41.2%, owing to the same factors as oil revenue. Non-financial public sector spending rose somewhat more slowly than revenue, although capital and investment expenditure was up by 36.1%. 

	In addition to issuing domestic bonds, the public-sector deficit was funded by loans from the Andean Development Corporation and China Development Bank. As a result, external public debt went from 15.0% of GDP in 2010 to 15.4% of GDP in 2011 while central-government domestic debt fell from 8.0% to 6.7% thanks to lower government borrowing from the Central Bank of Ecuador, the Ecuadorian Social Security Institute and Banco del Estado. 

	A new tax reform package enacted in November 2011 included adjustments and new taxes. It raised taxes on cigarettes and alcoholic beverages, introduced taxes on plastic bottles and vehicle pollution and increased the tax on currency outflows from 2% to 5% for amounts in excess of US$ 1,000. According to preliminary estimates, this latter measure could generate up to US$ 1.2 billion in additional revenue, but it may impact inflation and international trade, since it will also apply to outflows of foreign exchange for the payment of imports. To offset the potential impacts on domestic output, payments for importing certain capital goods and inputs are expected to be eligible for a tax credit.


(b)	Monetary, exchange-rate and macroprudential policy

	Following selective reductions to support economic activity in the first half of 2010, maximum lending rates have held steady across all credit segments. Reference lending rates (calculated on the basis of data reported by financial institutions in the country) also remained stable, except for the corporate commerce and housing segments and microcredit for broad-accumulation. These last three have been trending down since late 2009, although they have been highly volatile. 

	Private financial system lending volume rose by 18.5% on the heels of the substantial 31.4% expansion in 2010. Bank lending to the private sector (which accounts for more than 80% of total lending) rose in all segments in 2011. The only exception was housing, where it contracted by 5.4% owing to strong competition from the Bank of the Ecuadorian Social Security Institute, which accounted for 53%, by value, of mortgage market transactions in 2011. The segments posting the highest growth were consumption (25%) and simple-accumulation microcredit (24.8%). 

	The non-performing portfolio ratio for the financial system signalled improved financial soundness for the sector in 2011. Non-performing private sector loans continued last year’s downward trend as company and household debt service capacity improved. As of December 2011 the corporate default rate stood at 1.35%, down 22% from the same period in 2010. There was no change in the household default rate, which held steady at 1.9%. 


3. The main variables

(a) Economic activity

	Real GDP expanded by 7.8% in 2011. An 8.6% surge in the first half of the year was followed by slower growth in the third and fourth quarters, at 7.8% and 6.1%, respectively. Throughout the year the main driver of growth was domestic demand, with private consumption accounting for 4.1 percentage points of GDP growth and gross fixed capital formation representing 3.6 percentage points. Exports were another important factor, contributing 2.9 percentage points. The variation in inventories had a marked negative impact of 2.8 percentage points. Exports of goods and services climbed 8.2% in real terms, recovering nicely from the contraction seen in 2009 and the sluggish growth posted in 2010 and topping the pre-crisis level recorded in 2008. Imports of goods and services edged up by a mere 0.7% after jumping 16.3% in 2010. 

	Economic growth spanned all sectors of the economy. Agriculture and oil refining recovered well, expanding by 6.4% and 9.8%, respectively, in 2011 after contracting in 2010. Better weather was a boon for agriculture, while refining rebounded after the temporary maintenance shutdown of the Esmeraldas refinery in 2010. The biggest boost to the economy was from the construction sector, which grew 21% in 2011, contributing two percentage points to GDP growth. Construction benefited from substantial public investment in infrastructure projects and rising private investment, especially in housing thanks to preferential rates on mortgage loans extended by the Bank of the Ecuadorian Social Security Institute. As in 2010, the manufacturing industry and commerce were also important drivers of growth, contributing nearly one percentage point each to GDP. 

	National crude oil production started growing again after sliding in 2009 and flat-lining in 2010. The 2.8% increase in total output reflected an 18.7% rise in production by state-owned companies, offset by an overall 23.2% decrease in private-company output. Part of this variation is due to the take-over of some oil fields that private companies stopped operating when their contracts were converted in November 2010, and it is in line with the general uptrend in the public companies’ market share from 2006 on. As a result, the mining sector started growing again, by 3.6%, after four years of contraction or stagnation. 

(b)	Prices, wages and employment

	Year-on-year inflation as of December 2011 was 5.4%, up more than two percentage points from December 2010. The largest increases were in alcoholic beverages, tobacco and narcotics (14.1%) due to higher taxes on cigarettes and alcoholic beverages; garments and footwear (7.0%); and food and non-alcoholic beverages (6.8%). The rise in the last two categories reflects the two principal drivers of inflation: expanding private demand (thanks to brisk economic growth and higher incomes) and rising prices for some imported food staples. 

	Labour-market indicators reflected the strong economic expansion seen in 2011: the nationwide urban unemployment rate fell from 7.6% in 2010 to 6% —the lowest since the early 1990s— and to an even lower 5.3% in the second half of 2011. As in 2010, this solid performance was largely due to a decrease in labour force participation, which fell from 58.8% in 2009 to 56.9% in 2010 and 55.2% in 2011, as the nationwide urban employment rate actually fell.

	The minimum wage continued to trend up in 2011 in line with the government’s political priorities, posting a 10% rise in nominal terms. This translated into a real increase of 5.2%, slightly smaller than in 2010. 

(c)	The external sector

	The balance-of-payments current account ran a slight deficit in 2011 equivalent to 0.4% of GDP, reflecting a second consecutive trade deficit (0.2% of GDP in 2011, compared with 2.6% of GDP in 2010). The trend towards recovery was driven by the soaring value of goods exports, which jumped 27.4% and outpaced the growth of imports by some nine percentage points. The services and income balances were kept in deficit territory by high service imports and high repatriation of profits and debt service levels, respectively. By contrast, net transfers were up owing to a rebound in remittances, which rose 3.1% after dropping for three consecutive years. The factors behind this increase were the improving economic situation in the United States and rising remittances from other countries besides Spain and Italy (the most traditional destinations for emigrants from Ecuador), where unemployment remained high.

	The trade balance deficit (customs basis) was 63.7% lower than in 2010 thanks to the high price for Ecuador’s oil mix. The oil sector surplus swelled by 39.9% while the non-petroleum deficit widened by 12.3%. The 33.5% increase in the value of oil exports masks a 1.2% drop in export volumes, owing to a contraction in the amount of crude exported. Non-oil exports were up in both value and volume, by 14.5% and 20.0% respectively. Traditional exports performed especially well, rising by 23% in terms of value.

[bookmark: _GoBack]	Imports increased by 19% in value and 5.5% in volume. All segments were up by 15% or more in value terms, but oil products and construction materials performed particularly strongly. While imports of fuels and lubricants dropped in volume, soaring international prices drove their value up by 25.8%. Conversely, the volume of construction-related imports leapt by 98.0%, largely due to public policies in support of housing construction, but the increase in terms of value was just 45.7%. 

	The Andean Trade Promotion and Drug Eradication Act was renewed in October 2011, retroactive to 12 February 2011. It provides preferential treatment for exports from Ecuador to the United States through July 2013. Negotiations with the European Union on a development and trade agreement came to a standstill in late 2011. 

	The current-account deficit was mirrored by lower capital inflows, above all in the “other investments” category, which, unlike in the previous year, saw a capital outflow. By year-end 2011, international reserves had edged up from the previous year in absolute terms, but in relative terms remained constant at 4.5% of GDP. Foreign direct investment inflows, on the contrary, rose from US$ 158.1 million in 2010 to US$ 567.8 million in 2011. More than 60% of this sum went to mining and quarrying; the manufacturing industry received 17.8%. The main investor countries were Canada, China and the United States. The flow of investment from the United States did not go to mining and quarrying, however, but rather to the commerce and business services sectors.


4. First quarter of 2012: general trends

In the first quarter of 2012 Ecuador’s crude oil production was down by 1.1% on the last quarter of 2011, owing to lower volumes from both public enterprises (-0.9%) and private companies (-1.6%). In late January, marking the return of foreign investment to the oil sector, exploration contracts were signed with two multinational corporations for a total of US$ 1.294 billion over 15 years. In March a contract was signed with a Chinese mining company for large-scale copper exploration in southern Ecuador, with a total investment of US$ 1.7 billion over 25 years, of which US$ 1.4 billion is slated to be invested in the first five years. 

	The budget for 2012 projects a 17% rise in public spending, especially in current transfers, goods and services and payroll, and a reduction of 4% on the revenue side, reflecting an expected contraction in oil income. As a result, the fiscal deficit is projected to widen to around 5% of GDP. 

	Thus far in 2012, both ceiling interest rates and reference lending rates have held steady. The volume of loans in the private financial system increased by 18.8% up to March, a very similar rate to 2011. The Bank of the Ecuadorian Social Security Institute has continued to increase its share in mortgage lending, consistently with the government’s announced intention of continuing to facilitate access to housing loans. 

	Year-on-year inflation remained at 5.4% up to April 2012. The continuing inflationary pressure partly reflects the sound performance of the main labour-market indicators and the resulting upward pressure on domestic demand. The nationwide urban unemployment rate dropped to 4.9% in the first quarter, as new job creation outpaced the rise in the participation rate (to 57.2%). From January onwards, the minimum wage rose to 10.7% in nominal terms. 

	The trade balance returned to positive territory in the first quarter of 2012 owing to the high price of Ecuador’s oil export mix. Export values were up by 14.6% on the year-earlier period, thanks mainly to growth of 22.5% in petroleum exports (although crude oil exports shrank in volume terms), while non-oil exports edged up 3.8%. Imports expanded by 14.0%, owing mainly to strong growth in imports of construction materials (45.9%) and consumer durables (25.0%). 

	Standing out amid mixed economic signals in the first quarter are steady growth in lending and a sound labour-market performance. Together with the projected rise in public expenditure in 2012, these suggest that economic growth in 2012 will be driven mainly by domestic demand, together with a slight rise in international oil prices. GDP growth is projected at 4.5%, with inflation holding at around 5.5%. The unemployment rate should be similar to the 2011 figure or slightly lower.
