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Summary

The economic growth rate for 2006 is estimated at 5.3%,
which means that the Latin American and Caribbean region
will have marked up a third consecutive year of growth at
rates of over 4%. Thus, the region has again performed well
in comparison with past periods, even though it continues to
fall short of other developing regions. With the international
environment remaining favourable, the volume of goods
and services exports was up by 8.4% for the region as a
whole. In addition, higher prices for the region’s main
export products translated into an improvement in its terms
of trade equivalent to over 7%.

As a result of these revenue gains, together with
increased remittances from abroad, the rise in national
income (7.2%) again exceeded GDP growth. In addition,
other factors, such as growing investor and consumer
confidence after several years of sustained growth, real
interest rates that remained relatively low despite recent
hikes in many countries, a stronger increase in public
spending, an expansion in total wages driven by rising
employment, and a modest recovery in real wages, have
helped to turn domestic demand into an increasingly
dynamic engine for growth. In fact, domestic demand rose
by 7.0%, with gross domestic investment up by 10.5%
and consumption by 6.0%.

Public spending rose as a result of more investment
in physical and social infrastructure and higher current
spending in several countries. Since fiscal revenues climbed
even more steeply, however, the prevailing picture is one
of bigger primary surpluses (up from 1.7% to 2.1% of
GDP as a simple average for the central governments of
19 countries) and narrower overall deficits (from 1.1% to
0.3% of GDP). Alert to changes in international interest
rates and to the effects of surging domestic demand and

rising fuel prices, many countries’ monetary authorities
raised their benchmark interest rates, especially in the
first half of the year. In most cases, however, as liquidity
was in abundant supply, this did not dampen economic
activity. Inflation decreased in most of the countries, with
the weighted rate coming down from 6.1% in 2005 to
4.8% in 2006. Many countries had to deal with downward
pressure on the exchange rate because of the large inflows
of foreign exchange generated by stronger export prices
or remittances. They took different steps to contain the
effects of these inflows but, even so, most local currencies
appreciated slightly (3.5% on average).

Fuelled by sustained economic growth, job creation
continued apace, especially in the case of waged
employment. A half percentage point increase in the
employment rate was partially offset by a rise in labour-
market participation. As a result, open unemployment
continued on the downward trend begun in 2004, albeit
more slowly, with a drop of 0.4 percentage points taking
the rate to 8.7%. In contrast to the pattern of the last few
years, real wages also benefited from increased demand
for labour in 2006, and formal-sector wages rose by some
3% as a regional average.

The value of the region’s merchandise exports rose by
21% and its imports by 20%. Together with higher transfers
(over US$ 9 billion in net terms), this improvement in the
merchandise trade balance was more than enough to offset
the widening deficit on the factor and non-factor services
accounts. Hence, the balance-of-payments current account
surplus increased from 1.5% of GDP in 2005 to 1.8% in
2006. The capital and financial account surplus was smaller
than it had been the year before, at US$ 230 million. This
result reflected external debt-reduction policies, together
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with the development of domestic financial markets and the
accumulation of assets abroad, all of which played a part in
curbing net financial capital flows. The sharp downturn seen
in net foreign investment, which owed much to the Brazilian
acquisition of a Canadian firm, was also a factor, while capital
flows into the region in the form of foreign direct investment
were down slightly in comparison to 2005.

These regionwide averages mask sharp differences
between and within countries, however. The international
environment has, in particular, had very different effects on
exporters of high-demand natural resources, especially in
South America (together with some petroleum-exporting
countries in other subregions), than it has on the other
Latin American and Caribbean countries.

In the light of the risks existing in terms of the
region’s future economic development, particularly

Economic Commission for Latin America and the Caribbean (ECLAC)

the possibility of a swift or more measured cooling of
the global economy, many countries in the region have
taken steps to reduce their vulnerability by adopting
more flexible exchange-rate regimes, paying down
foreign debt, restructuring debts in order to shift to
longer profiles and fixed rates, building up international
reserves, strengthening their fiscal accounts and reducing
the dollarization of their financial systems. Be this as it
may, there is no doubt that a global economic slowdown
would affect the region’s growth and the well-being of
its population.

Economic expansion is expected to slow slightly
in 2007, with the regional GDP growth rate projected
at around 4.7%. If these projections are borne out, the
region’s per capita GDP will show a cumulative gain of
some 15%, or 2.8% per year, for 2003-2007.
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Chapter |

Introduction

The Latin American and Caribbean region is expected to post a GDP growth rate of 5.3% for

2006, which translates into a 3.8% rise in per capita GDP. This will be the fourth consecutive

year of growth and the third at a rate of over 4%, after the average annual rate of 2.2% recorded

between 1980 and 2002. Economic expansion is expected to slow slightly in 2007, with the

regional GDP growth rate projected at 4.7%. If these projections are borne out, the region’s

per capita GDP will show a cumulative gain of some 15% for 2003-2007, which is equivalent

to 2.8% per year.

The performance of the Latin American and Caribbean
economies has not occurred in isolation, but is instead
part of a picture of widespread growth throughout the
world economy. And although the region’s growth rates
are high from a recent historical standpoint, they fall short
of the rates being attained by other parts of the developing
world. Undeniably, however, this comparison is slanted
by sluggish growth in the last few years in the region’s
two largest economies, Brazil and Mexico, which together
represent 60% of the region’s GDP.

It is important to note that, thanks to favourable
external conditions and the implementation of
macroeconomically sustainable domestic policies, the
region’s economic growth has been accompanied by a
rising current account surplus and a gradual strengthening
of public accounts. These developments are reducing the
region’s vulnerability to external shocks, although, as
will be discussed later, the situation varies substantially
from one country to another.
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A. Distinctive features of the region’s growth in 2003-2006

The region’s economic growth pattern has been buoyed by growing preponderance of China, India and other Asian
a very favourable external environment marked not only economies as the driving force of global demand, but also
by the sustained expansion of the world economy and the by highly liquid international capital markets.

Table 1.1

RATES OF VARIATION IN GROSS DOMESTIC PRODUCT
(Millions of dollars at constant 2000 prices)

Country 2004 2005 20062 2007 b
Latin America and the Caribbean 5.9 4.5 5.3 4.7
Latin America 6.0 4.5 5.3 4.7
Argentina 9.0 9.2 8.5 7.5
Bolivia 3.9 4.1 4.5 4.0
Brazil 4.9 2.3 2.8 3.5
Chile 6.2 6.3 4.4 5.5
Colombia 4.9 5.2 6.0 5.0
Costa Rica 4.1 5.9 6.8 5.0
Dominican Republic 2.7 9.2 10.0 7.0
Ecuador 7.9 4.7 4.9 4.0
El Salvador 1.8 2.8 3.8 4.0
Guatemala 2.7 3.2 4.6 5.0
Haiti -3.5 1.8 2.5 3.0
Honduras 5.0 4.1 5.6 5.0
Mexico 4.2 3.0 4.8 3.8
Nicaragua 51 4.0 3.7 4.0
Panama 7.5 6.9 7.5 7.0
Paraguay 4.1 29 4.0 35
Peru 5.2 6.4 7.2 6.0
Uruguay 11.8 6.6 7.3 6.0
Venezuela (Bolivarian Rep. of) 17.9 9.3 10.0 7.0
Caribbean 3.8 4.9 6.8 5.4
Antigua and Barbuda 7.2 4.6 11.0

Bahamas 1.8 2.7 4.0

Barbados 4.8 3.9 3.8

Belize 4.6 35 2.7

Dominica 6.3 3.3 4.0

Grenada -7.4 13.2 7.0

Guyana 1.6 -3.0 1.3

Jamaica 0.9 1.4 2.6

Saint Kitts and Nevis 7.6 5.0 5.0

Saint Lucia 5.6 7.7 7.0

Saint Vincent and the Grenadines 6.2 15 4.0

Suriname 7.7 5.7 6.4

Trinidad and Tobago 6.4 8.9 12.0

Cuba® 5.4 11.8 125

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

a Estimates.

b Projections.

¢ These data have been supplied by the National Statistical Office of Cuba and are currently being assessed by ECLAC.
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1. The impact of improvements in the terms of trade and increased

remittances

In 2006, the terms of trade for the region will record an
estimated 32.4% gain over the average figure for the 1990s.
The improvement amounts to 25% in the last three years
(2004-2006) alone, with the upturn being driven mainly
by commodity prices, especially for petroleum and metals.
As ECLAC has pointed out on other occasions as well,!
however, this upturn did not take place across the board:
the Central American countries’ terms of trade have
been dragged down by sluggish export prices —which
are largely being constrained by Chinese competition in
the United States market— and by their position as net
oil importers. A number of South American economies,
including Uruguay and Paraguay, are also in this position,
and it may be supposed that the Caribbean countries, with
the exception of Trinidad and Tobago, are facing the same
problem, although sufficiently disaggregated data are not
available to confirm this.

The terms-of-trade improvement was coupled with
an expansion in the volumes of goods and services
exports, which have risen by some 9% on average in the
last three years. The trend has a slight downward slope,
however, and the average for 2005-2006 was therefore
just a little over 8%.

Another salient feature of the present set of conditions
is the upswing in remittances from emigrant workers. This
is an especially significant trend in Central America and
Mexico, but it is also taking on greater importance in some
South American economies (such as Bolivia, Colombia
and Ecuador) and in the Caribbean (Grenada, Guyana and
Jamaica). Remittances represented 2.2% of GDP for the
region as a whole, but 10.5% for Central America and
2.7% for Mexico, which is more than the latter country
receives in the form of foreign investment.

The confluence of mounting trade surpluses with
voluminous unrequited transfers is to thank for the
balance-of-payments current account surplus that has
been accompanying economic growth. This combination
is without precedent in the region’s history, since past
periods of GDP growth have been associated with a
gradual deterioration in the current account.

The abundant supply of foreign exchange generated
by the region’s favourable terms of trade and rising
inflows of remittances is putting downward pressure on
real exchange rates. The impact this has on the region’s
competitive position is beginning to be reflected in export
volumes, whose growth is slowing, as noted above,
although there are differing patterns in this respect that
merit further examination.

Figure 1.1 illustrates the relationship between medium-
term exchange-rate trends (based on a comparison of
current values with the 1990s average) and the impact on
foreign-exchange markets of the combination of better
terms of trade (TT) and higher remittances (R) during the
past two years. Both variables are given as a percentage
of GDP and take the 1990s as a point of reference. The
figure shows the Latin American and Caribbean countries
distributed according to the values they display for each
variable relative to the regional average. The countries
of the region tend to be clustered in either the upper left
(below-average TT+R effect and a relatively depreciated
real exchange rate) or the bottom right (above-average
TT+R effect and a relatively appreciated real exchange
rate).? The first point to note in figure 1.1 is that the
average TT+R effect is quite high —equivalent to over
5% of GDP— and thus exerts a very strong supply-side
pressure on the region’s foreign-exchange markets.

1 See, for example, Economic Commission for Latin America and the Caribbean (ECLAC), Preliminary Overview of the Economies of Latin
America and the Caribbean 2005 (LC/G.2292-P), Santiago, Chile, December 2005; or, Economic Survey of Latin America and the Caribbean

2005-2006 (LC/G.2314-P), Santiago, Chile, 2006.

2 Argentina is not included in the figure because of a question of scale, since its real exchange rate depreciated much more than that of the other
countries with respect to the 1990s. If it were to be included in the calculations, the corresponding figure would appear at the top of the upper

left quadrant.
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Figure 1.1
REAL EXCHANGE RATES AND THE COMBINED EFFECT OF
IMPROVING TERMS OF TRADE AND INCREASING REMITTANCES,
2005-2006 AVERAGE COMPARED WITH 1990-1999 AVERAGE
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

In other words, the foreign-exchange surplus generated
by better terms of trade or increased remittances from migrant
workers —or both— tends to push down real exchange rates.
Countries whose foreign-exchange markets are subject to
less powerful supply-side pressures of this sort can maintain
relatively higher real exchange rates. These differences are
beginning to be reflected in real export trends. Figure 1.2
shows that, with a few exceptions that will be discussed
below, all the countries whose exports are expanding at
above-average rates are located in the upper left quadrant
in figure 1.1, while all those with below-average export
growth appear in the lower right quadrant.

Economic Commission for Latin America and the Caribbean (ECLAC)

Figure 1.2
MEAN ANNUAL GROWTH IN VOLUME OF GOODS EXPORTS,
2005-2006
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

Three countries constitute exceptions to this pattern.
The first is Argentina, which has taken a very firm economic
policy stance on the exchange rate and would figure in the
upper left quadrant if it were to be included in figure I.1.
Second, there is Brazil, whose export volumes surged
between 2000 and 2005, generating a current account
surplus which, combined with certain aspects of monetary
policy, has caused the currency to appreciate sharply in
the last three years. The third exception is Nicaragua,
where the monetary authority has been able to keep the
real exchange rate relatively high despite large inflows
of foreign exchange in the form of remittances.

2. The pattern of growth in recent years

In national accounts, the difference between GDP and national
income is attributable to the combined impact of the terms
of trade and remittances, together with outward transfers of
rents on factors of production (mostly interest payments on
external debt and outward remittances of the profits of foreign
corporations). A distinctive aspect of the current situation
in the Latin American and Caribbean economies is that the
region’s income is growing more rapidly than its GDP (7.1%
as against 5.9% in 2004, 5.9% compared with 4.5% in 2005
and an estimated 7.2% versus 5.3% in 2006).

A number of interesting characteristics show up
in the current growth cycle when the macroeconomic
aggregates of the last few years are compared with those
for 1991-1994, in which GDP growth was similar. First
of all, there is the fact that, although GDP grew at a very
similar rate in the two periods (4.2% in the early 1990s
and 4.4% in 2003-2006), income has risen much faster
in recent years (see figure 1.3).
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Figure 1.3
LATIN AMERICA: TRENDS IN THE MAIN
AGGREGATES
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 Estimates.

In addition, the rate of growth in consumption,
though rising, still lags behind growth in income, which
means that the regional savings rate has been climbing,
unlike the pattern in 1991-1994. Furthermore, saving has

outpaced investment in the region, resulting in a mounting
balance-of-payments current account surplus.

The current growth phase is also characterized by
higher growth rates for investment and exports. Goods
and services exports have been expanding at close to
8% per year, compared with 7% in the early 1990s.
Investment has been the fastest-growing component
of demand, with gross capital formation rising by
8.5% on average, which is about one percentage point
above the rates recorded in 1991-1994. Lastly, imports
climbed at rates well above GDP in both periods,
although, notably, import growth relative to income
(gross elasticity) has been much lower in recent years
than it was in 1991-1994.3

In sum, the overall picture stands out from other
periods because income is increasing faster than GDP
and, in contrast to previous cycles of economic expansion,
this phenomenon is being accompanied by a rising
domestic savings rate within a context of investment-
driven demand. This overall description reflects a more
solid and sustainable type of growth than in other periods,
although it does mask some major differences across
countries within the region.

3. Differences in growth patterns

Growth patterns differ in relation to both the origin
and the allocation of the exceptionally large volume of
resources that is flowing into the region (owing to increased
remittances and improved terms of trade) and opening up
a gap between GDP and income growth rates. In Central
America and some of the Caribbean countries, the faster
growth in income is being driven by remittances from
emigrant workers and is being received by the private
sector. From the standpoint of income distribution,
these resources are going to households, particularly
those with relatively lower incomes (i.e., the population
segment whose consumption level is the most dependent

on current income).* This being the case, national saving
may be expected to be lower, with consumption acting
as the engine of demand.

Conversely, in almost all the South American countries
and, to some extent, in Mexico, much of the difference
in growth patterns is attributable to the terms-of-trade
effect. In the case of countries whose exports come mostly
from State-owned corporations, a large proportion of
the resources generated by improved terms of trade are
absorbed by the public sector; this is generally the case for
exports of petroleum and of certain metals, such as copper.
Earnings from exports not produced by publicly-owned

3 This is partly due to the liberalization process of the early 1990s, which, together with exchange-rate appreciation, reduced the relative prices
of imported products. Estimates conducted by the majority of the countries of the region show that the long-term elasticity of imports with
respect to domestic demand is about 1.5 in South America, 1.6 in Central America and 1.8 in Mexico. In all cases, domestic demand was used

as the explanatory factor for changes in imports.

4 See Economic Commission for Latin America and the Caribbean (ECLAC), Social Panorama of Latin America 2005 (LC/G.2288-P), Santiago,

Chile, May 2006.
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corporations are channelled towards private enterprises,
and the State receives a share only through taxation.® In
both cases saving —Nby either the public sector or private
enterprise— may be expected to rise, and this may make
more resources available for financing investment.

Compared with the pattern typically produced by
rising remittances, the impact on consumption of higher
earnings is smaller and much less direct, since it depends
largely on a fiscal policy decision regarding the allocation
of public resources (obtained both from the exports
of State-owned corporations and from taxes levied on
private-sector exports).

Figure 1.4 compares trends in the main macroeconomic
aggregates by subregion. As has been noted on repeated
occasions, although the region as a whole has been
generating a growing surplus on the balance-of-payments
current account, this is due to developments in the
economies of South America, as the current accounts of
the Central American countries (and, to a lesser extent,
Mexico’s) show deficits. These differences are rooted in
the origins of the countries’ higher incomes. As may be
expected in economies that received higher remittance
inflows, such as those of Mexico and Central America,
consumption growth exceeds that of GDP, and saving rises
less than in countries where much of the higher income
comes from more favourable terms of trade, in which
case corporations (whether public or private) benefit in
the first instance. Rising investment is therefore positively
and clearly associated with terms-of-trade patterns, and
investment consequently rose more in South America
than in Mexico and Central America.”

Although the two subregions’ exports grew at similar
rates in 2003-2006, the South American countries’
exports showed a stronger expansion than they had in
the early 1990s. The fact that this acceleration was not
seen in Mexico and Central America has a great deal
to do with the competition they face from China on
the United States market, whose effect is magnified by
exchange-rate appreciation.? On the other hand, the South
American countries, which are relatively specialized in
natural-resource-intensive exports, have benefited from
the expansion of their markets towards economies in the
Far East. In addition, their exchange rates are lower, on
average, than they were in the early 1990s.

Economic Commission for Latin America and the Caribbean (ECLAC)

Figure 1.4
LATIN AMERICA: THE MAIN MACROECONOMIC AGGREGATES,
BY SUBREGION

(a) South America
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
a Estimates.

The question that arises, then, is whether the patterns
of growth observed in the region in recent years can be
sustained. When the expansion in resources is driven
by migrant workers’ remittances, growth depends on
an ongoing increase in consumption and this, in turn, is
contingent on remittance flows continuing indefinitely.
When, on the other hand, the increased earnings come from
stronger export prices, there may be a more direct link with
investment. In both cases, however, public policy action is
needed to compensate for the loss of competitiveness in
local production that results from a declining equilibrium

5 In the last few years, many governments have sought to secure a significant share of such resources.

6 Strictly speaking, part of the increase in income may be used to finance higher consumption, especially when the recipients are the owners of
small businesses, as in the case of agricultural production units. Be that as it may, these resources are more closely linked to investment.

7 Some of the steepest increases in investment occurred in countries that had experienced sharp contractions in capital formation during crisis

periods.

8 Mexican exports picked up in 2006, no doubt as a result of the strong expansion of the United States economy in the first half of the year. High
growth rates were also recorded by some Central American countries, especially for agricultural exports.
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real exchange rate. Most of the countries in the region are
experiencing strong downward pressure on their exchange
rates; hence the importance of devising a policy strategy
to address this issue (see figure 1.1).

Resources to finance such a policy strategy appear
easier to mobilize where the increase in revenues

stems from an improvement in the terms of trade than
when it is fuelled by migrant workers’ remittances.
Some interesting initiatives are now being developed,
however, with a view to channelling a portion of
remittance flows towards competitiveness-enhancing
infrastructure works.

4, Reduced external vulnerability in the region

Another distinctive feature of Latin America’s current
growth pattern is that it has become significantly less
vulnerable to external shocks. First, the shift towards
floating exchange rates facilitates adjustment in the event
of such shocks. Second, the countries are taking advantage
of their more buoyant position to pay down external debt.
The external debt burden has also fallen considerably in
recent years, both in terms of GDP and as a percentage
of regional exports, as a result of the incentive deriving
from lower domestic interest rates and of the increased
uncertainty associated with more flexible exchange rates.
Although some of the countries still carry large external
debts, the ratio of total external debt to exports of goods
and services is less than half what it was 10 years ago and,
when the debt is considered net of international reserves,
only around a third of that figure.

In line with what has been happening in other parts
of the world, albeit on a smaller scale, the countries of the
region have been replenishing their international reserves.
The significance of the resulting increase in liquidity and
of the countries’ healthier debt profile is apparent in the
short-term external debt/international reserves ratio, which
has been falling sharply. In addition to lower external
debt ratios, de-dollarization has also helped to reduce
vulnerability to external shocks in several economies in
the region, especially in South America.

Here again, there are considerable differences within
the region. In South America, resources to pay down debt
and build up international reserves have come from the
significant balance-of-payments basic surplus generated
by the combination of a growing current account surplus
and net foreign investment inflows (see figure 1.5). The
much smaller basic surplus recorded by Mexico and
Central America reflects the fact that net FDI inflows
exceeded the value of the current account deficit, which
was attributable basically to Mexico. In this case, FDI

resources were used to finance the current account deficit
and increase reserves, although to a much lesser extent than
in South America. Debt paydowns were fairly negligible
in this subregion.

Figure 1.5
LATIN AMERICA AND THE CARIBBEAN: BALANCE-OF-PAYMENTS
SOURCES AND USES, 2004-2006
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

The situation in the Caribbean is similar to that of
South America, although on a different scale. Here, the
current account surplus was accompanied by net FDI
inflows and was used to pay off debt and boost reserves.
This trend was attributable exclusively to Trinidad and
Tobago, however, with the pattern for the rest of the
countries being more in keeping with that of the Central
American economies.

The more abundant supply of foreign exchange
arising from the favourable external climate has, except
in the case of Brazil, led to a substantial reduction in the
real interest rates of the region’s central banks. Falling
interest rates have helped to boost economic activity in
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the last few years and to avoid steeper exchange-rate
appreciation, while also acting as an incentive to substitute
local-currency debt for foreign-currency obligations; this
has been reflected in the balance-of-payments capital
account deficit, as noted earlier.

Bearing in mind that inflation is under control in
most countries in the region and that the prospect of a

5. A stronger fiscal position

The countries of the region have been consolidating their
fiscal position over the last few years. Macroeconomic
conditions have helped to raise fiscal revenues, reflecting
both higher levels of economic activity and improved
terms of trade. At the same time, and in contrast to the
trend seen during other periods of economic expansion,
public spending has remained relatively controlled.

There has been a significant shift in public accounts.
The surplus for 2003-2004 resulted from growth in revenues
at a time when primary expenditure was declining as a
percentage of GDP. Over the last two years, however,
primary expenditure has begun to climb, although at
a slower rate than income, thus allowing the primary
surplus to keep expanding. This situation should be
watched carefully, however, because if revenues were to
stop rising, then further spending hikes could destabilize
the balance on public accounts.

The generation of large primary surpluses has
enabled countries to pay down their debts. In tandem
with this, external debt restructurings have increased the
proportion of fixed-rate debt, secured longer average
terms, and raised the percentage of local-currency-
denominated liabilities, all of which has also helped to
reduce the countries’ vulnerability. These repayments

Economic Commission for Latin America and the Caribbean (ECLAC)

slower pace of global economic growth suggests that
international interest rates will fall —an expectation
which is also implicit in the United States bond market’s
inverted yield curve— the region’s central banks may be
expected to use monetary policy as an instrument to keep
domestic interest rates low and thus help to sustain real
exchange rates.

and restructurings, combined with the Heavily Indebted
Poor Countries (HIPC) Debt Initiative, have resulted
in a substantial decrease in public debt as a percentage
of GDP.

Figure 1.6
LATIN AMERICA AND THE CARIBBEAN: CENTRAL GOVERNMENT
REVENUES, EXPENDITURE AND PRIMARY BALANCE, 1990-2006
(Simple averages as percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
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B. The outlook for 2007

International conditions should remain positive for the region
in 2007, although less so than in 2006, as global growth
is forecast to ease to about 3%. The probable slowdown
in the United States economy may be accompanied by a
loss of momentum in Japan and in the euro area, albeit
on a smaller scale.

The external environment and the performance of the
region’s economies suggest that the expansion begun four
years ago will continue in 2007, although at a somewhat
slower rate than in 2006. Regional economic activity
should expand by around 4.7%, which will translate into
an increase of around 3% in per capita GDP.

Regional GDP is expected to continue to expand
despite the global economic slowdown, although
perhaps at lower rates than in 2006, in view of the
healthy internal macroeconomic situation and the
impact of continuing growth on domestic demand.
This is a highly auspicious set of conditions for the

Latin American and Caribbean region, which has been
afflicted more seriously than any other by an extreme
degree of macroeconomic volatility that has, in the past,
inhibited investment and undermined the countries’
ability to achieve sustained growth. Meanwhile, current
account trends indicate that the region will maintain
relatively high growth rates, with no strong external-
sector tensions on the horizon.

Nevertheless, as noted earlier, many factors bear
careful watching both from the standpoint of short-term
macroeconomic policy and in view of the need for a more
clearly delineated development strategy. In particular,
beyond reaping the benefits of current international market
conditions, the region needs mechanisms to sustain its
external competitiveness and to consolidate the countries’
efforts to develop policies and instruments that can keep
fiscal accounts sustainable and strengthen their potential
to counteract business cycle fluctuations.
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Chapter I

The international environment

A. Global overview

As noted in the ECLAC report Economic Survey of Latin America and the Caribbean 2005-
20086, the global economy continued to perform well in 2006, despite an incipient slowdown
in a number of developed economies in the second half of the year. World output will expand
by around 3.8% in 2006, compared with 3.5% in 2005. For the sixth year running, the rate of
growth of the developing economies as a group (6.5%) will be double the rate registered by

the developed countries (2.9%).
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1. The international economic backdrop in 2006

Despite the expected slowdown in the United States,
the national accounts have yet to show clear signs that
the economy is cooling. In the third quarter of 2006
economic activity was up by 2.2% on the previous quarter
in annualized, seasonally-adjusted terms. This figure
exceeded projections and was only 0.4 percentage points
lower than the second-quarter rate. Although residential
investment saw the largest drop in 15 years (18%) in
the third quarter of 2006, private consumption and the
other components of investment (non-residential) rose
by 2.9% and 10.0%, respectively. It should be noted that
the construction sector drove much of the United States’
economic expansion in 2003-2005 and may now become
the trigger for an economic slowdown that has yet to
fully kick in. Figure 11.1 shows that the negative impact
of residential investment on economic growth began to
deepen in the second quarter of 2006 and represented
over one percentage point in the third. Most United States
property market indicators slipped during the year and
the number of unsold houses on the market rose (see
figure 11.2). Against this backdrop, in August property
values fell for the first time after 11 years of sustained
growth. The United States economy is expected to close
2006 with growth of around 3.3%, which represents an
annualized, seasonally-adjusted expansion rate of 2.0%
in the fourth quarter.

Figure 11.1
UNITED STATES: CONTRIBUTION OF COMPONENTS OF
SPENDING TO QUARTERLY GDP GROWTH
(Percentage points)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

Figure 11.2
UNITED STATES: HOUSING MARKET
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of data from the National Association of
Realtors.

Private consumption remained buoyant in the United
States thanks to an oil-price-driven deceleration in
consumer prices in the second half of 2006, combined with
a labour market that showed the lowest unemployment
rate for five years (4.4%). The index of core consumer
inflation (which excludes energy and food prices) is still
rising, but at a lower rate than the high of 2.9% reached in
September. The year-on-year increase in core prices for
personal consumption expenditures (in which rentals have
less bearing) was 2.4% in September 2006. Although this
figure is lower than the high of 2.5% recorded in August
2006, the fact remains that it represents an annual rate of
over 2% and is thus a matter of concern for the United
States Federal Reserve.

The most recent report issued by the Federal Reserve
monetary policy committee contained a warning about the
rate of increase in core prices in recent months. However,
price inflation is expected to slow more heavily in the
future, basically because of the recent drop in fuel prices,
added to the lagged effect of the hike in short-term interest
rates and lower inflation expectations. This last factor is
borne out by break-even inflation (BEI) analysis, which
is widely used to measure expectations of inflation based
on the performance of the bonds market. This indicator is
defined as the difference between the nominal yield on a
public bond and the yield on an inflation-indexed security
with a similar maturity and represents the expected average
rate of inflation up to the maturity of the bonds that will
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equate the two returns.® In early August, coinciding with
the start of the drop in oil prices, break-even inflation
began to trend downwards, reflecting a lower expectation
of inflation (see figure 11.3). For the time being, the debt
market has yet to produce a massive portfolio shift towards
inflation-indexed bonds, which would push up BEI.

Figure 11.3
UNITED STATES: BREAK-EVEN INFLATION, 2005-2006
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of figures from the United States
Treasury Department.

As well as lower expectations of inflation, the markets
are anticipating a slowdown in the United States economy.
One indication of this is the inversion of the Treasury
bond yield curve (see figure 11.4). Towards the end of the
year the curve’s negative slope steepened, which shows
that economic agents expect the United States monetary
policy stance to loosen as a result of slowing economic
activity and lower domestic inflation.

Given the possibility of slacker growth in the
United States economy in the coming quarters and lower
expectations of inflation, the Federal Reserve is likely to
refrain from changing its reference rate (now at 5.25%)
until 2007 in order to have a clearer view of how these
variables will behave.

Briefly then, in 2007 the United States economy is
expected to lose some momentum and turn in a growth
rate of around 2.6%. This estimate hinges basically on
the sustainability of current levels of consumption, given
the drop in prices on the real estate market and the effects
that the downturn in the construction sector may have on
employment.

Economic growth in the euro area was particularly
strong in the first half of the year. In both the first and second

Figure 11.4
YIELD CURVE OF UNITED STATES TREASURY BONDS,
SELECTED DATES IN 2005 AND 2006
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

quarters of 2006, the economy posted a 0.9% expansion
with respect to the previous quarter, in seasonally-adjusted
terms. Consumption rose only 0.3% in the second quarter
of the year, but investment climbed 2.1%. By contrast, the
contribution of net exports decreased mid-year because of
a sharp dip in exports of goods and services. With respect
to individual countries, the French economy registered
a “go-stop-go” pattern of growth, i.e., nil growth in the
third quarter after an unexpected jump of 1.2% in the
second quarter; while Germany and Italy saw their rate
of expansion slow in the second quarter.

The aggregate output of the monetary union will
expand by an estimated 2.5% in 2006, more than one
percentage point above the 2005 rate. This expansion is
projected to slow in 2007, however, owing to the tighter
fiscal policy stances adopted in Germany and Italy. All in
all, the euro area’s growth rate for next year is estimated
at somewhere between 2.0% and 2.2%.

In view of the expansion, increased buoyancy and
confidence in the euro area, the European Central Bank
may continue to hike its reference rates of interest in
2007, despite the incipient slowdown in domestic prices.
In October 2006, the harmonized consumer price index
showed a year-on-year rise of 1.6%, which was the lowest
rate since early 2004. This recent slowing of inflation is
exceptional, however, and depends on the developments
in oil prices; if these prices rise again, inflation may return
to an annual rate of over 2%.

The Japanese economy slowed down in the third
quarter of the year, with GDP growth 0.5% up on the
previous quarter. Over the same period, private consumption

1 BEI may be calculated as (1+Yit)/(1+Rit) -1 , where Y is the nominal yield and R is the real yield on day t for maturity i. For a more detailed
analysis of the scope and limitations of this indicator, see B. Sack, Deriving I nflation Expectations from Nominal and Inflation-Indexed Treasury
Yields, Washington, D.C., Board of Governors of the Federal Reserve System, 2000.
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contracted by 0.7%, following an expansion of 0.5% in
the second quarter of 2006. In contrast, non-residential
investment and exports of goods and services increased in
the third quarter by 2.9% and 2.7% respectively. Despite
this strong external performance, the two largest export
industries in Japan (transport equipment and electronic
components) are very dependent on the United States
economic cycle, which could result in a moderation of
exports in 2007. Imports of goods and services were down
by 0.1% in the third quarter after an increase of 1.4% in
the previous quarter, a development which is consistent
with the decline in private consumption.

The slowdown in the Japanese economy could
become more serious as of the last quarter of 2006, when
GDP is expected to grow by 0.3% over the third quarter
figure, which would mean an annual GDP growth rate of
around 2.8%. As already mentioned, a lower growth rate
of around 2% is forecast for the Japanese economy in
2007, owing to the possible slowdown in its exports.

The main Asian economies are sustaining their
strong growth rates, led by China and India, which in
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2006 will post growth rates of close to 10.2% and 7.8%,
respectively, powering growth throughout the region.
Most of the Asian economies are frontline drivers of
world trade, with exports from China and India growing
at an annual rate of about 20%. Nevertheless, in 2007
the growth rate in the region could diminish slightly, as
aresult of the tighter policies being applied in China and
the lower rate of world growth.

On the currency market, the dollar is continuing to
depreciate against the euro and most of the emerging
economies’ currencies, while it is appreciating in relation
to the Japanese yen. This trend is expected to continue
in the medium term, although the risk of a more rapid
depreciation of the United States currency has increased
in view of the growing deficit in that country’s current
account, which in 2006 will reach 6.5% of GDP. Both the
fall in value of the dollar and the loss of momentum of
the United States economy would contribute to a gradual
reduction in the current account deficit, which, together
with the fiscal deficit, puts this country’s overall borrowing
requirement at over 8.5 percentage points of GDP.

2. The current stage of the economic cycle

In 2006, the global economy achieved a higher-than-
expected growth rate despite the volatility of commodity
prices. This positive performance was due, on the one
hand, to the continuing signs of strength in the United
States economy despite the slowdown in the construction
sector and, on the other hand, to strong demand in the
main Asian economies. There has thus been no sign
thus far of the decoupling effect that might accompany
a slowing in the United States economy, which enjoyed
stronger growth than expected and may even end 2006
with a rate higher than the 2005 figure.?

The analysis of the increase in external demand in
the largest economies in recent years (see figure 11.5)
shows a sharp rise in the Asian economies’ real imports.
The United States has also seen a considerable rise in
real imports, particularly since early 2003. Although
the rate of growth in imports has slowed in recent
months (especially in China and Japan), the developing

Figure 11.5
REAL IMPORTS IN SELECTED COUNTRIES AND REGIONS,
2000-2006
(Three-month moving averages)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

2 The decoupling effect postulates that global economic activity will not be affected by lower growth in the United States economy thanks to
the strength of the Asian economies and, to a lesser extent, of the euro area.
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Asian economies have continued to enjoy a strong
growth rate, although this may diminish marginally
in the medium term owing to the impact of slowing
global growth.

The global economy is entering a period of lower
growth, led by the United States and cushioned by the
Asian and European economies in what should amount
to a soft landing. This slowing rate of growth in the
worldwide economy, together with increased depreciation
of the dollar, is likely to reduce the United States’ growing
external imbalances. Furthermore, the developing world is
on a better footing now to deal with a gradual adjustment,

thanks to its international reserves and, in many cases,
to an improved fiscal situation and a healthier external
debt position.

There are still risks which could precipitate the
slowdown in the next few quarters. These include a
heightened wealth effect which might erode private
consumption in the United States, given the fall in real-
estate prices.3 As well, commodity prices, particularly for
petroleum, remain tremendously volatile and there are
continuing geopolitical tensions in the Middle East, all
of which could worsen volatility and dampen the overall
confidence of economic agents.*

B. Commodity prices

The upward trend in the prices of Latin America’s
commodity exports, which had begun in 2002, continued
in 2006 but the rate of increase was less than in 2005, with
the September-to-September figure down from 28.5% to
10.4% and the annual cumulative variation falling from
27.9% to 13%.5

The slackening in commodity export prices was
influenced by the behaviour of crude-oil prices, with the
oil price index declining by 2.8% in the past 12 months,
but climbing by 6.3% for the year. Qil price trends on the
international market reflected an easing of uncertainty in
the Middle East following the end of hostilities in Lebanon
in September, and progress in the diplomatic negotiations
between the Islamic Republic of Iran and the United States
of America concerning the Iranian nuclear programme.
This hurricane season of 2006 did not affect oil supplies
or refining capacity as it did in 2005. The Trans-Alaska
oil pipeline suffered a breakdown in the first quarter of
2006, depriving the market of about 300,000 barrels
a day and affecting refineries on the west coast of the
United States. The pipeline was repaired and the flow
of oil returned to normal as of the third quarter of 2006.

In October, the Organization of Petroleum Exporting
Countries (OPEC) announced a production cut of 1.2
million barrels a day in order to shore up oil prices, but did
not say what mechanism would be used to achieve this. It
should be noted that Algeria, the Libyan Arab Jamahiriya
and Qatar are exceeding their assigned production quotas,
whereas the Bolivarian Republic of Venezuela, Indonesia
and Nigeria are producing under quota level.

Of the groups of goods included in the export
commodity price index, the strongest growth was shown
by the minerals and metals group, whose prices rose by
36.6% over 12 months, compared with 20.9% in 2005. The
prices of zinc, nickel and copper rose by 143.5%, 111.7%
and 97.1% respectively. The price of copper declined in the
third quarter owing to the slowdown in housing construction
in the United States, and stocks of copper have risen in
comparison with 2005. The price indexes for gold and silver
rose by 31.2% and 61.3% over the past 12 months.

Prices for agricultural products also slowed, both
over the past 12 months, from 8.2% in 2005 to 7.7% in
2006, and in cumulative terms, from 6.6% to 4.4%. In this
category, wheat and maize showed the greatest increase

3 This risk could spread to other developed countries which have seen major growth in their real-estate sectors: Australia, Spain and the United

Kingdom.

4 The price of crude oil fell from over US$ 78 in August 2006 to about US$ 60 at the end of the year. Nonetheless, the production cut announced
by OPEC, the prospect of a cold winter and the conflicts in the Middle East could drive the price up again in the short term.
5 The latest figure available for the export commodity price index is for September. In this section, reference to the past 12 months corresponds

to figures for September 2005-September 2006.
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in annual terms with 23.8% and 18.4%, respectively. The
price rise for wheat was due to a fall in the harvest caused
by weather conditions, especially the drought in Australia.
High petroleum prices have encouraged the production
of alternative fuels such as ethanol, resulting in increased
demand for inputs such as maize and sugar. The price of
sugar rose by 17.1% in the period from September 2005
to September 2006. Type | coffee, another important
product for the region, showed annual and cumulative price
rises of 10.8% and 5.4%, respectively, and type Il coffee
prices were up by 11.8% and 1.2%, respectively. Coffee
prices have reflected the declining harvest from Viet Nam,
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caused by climatic factors and a loss of quality. The fall in
coffee prices from 1997 to 2003 was due to a rising supply
from Viet Nam, which has become a major producer. It
now vies with Colombia for second place and its coffee
competes directly with the Brazilian product. The price
index for bananas declined by 6.3% from December 2005
to September 2006 and the index for soybean showed a
cumulative fall of 2.3% in 2006, but the index for soybean
oil rose by 12.1%. Beef prices increased slightly, with a
1.72% rise for the year. Lastly, Chile not only benefited
from higher copper prices, but also saw a cumulative rise
of 11.2% in the price index for fishmeal.

Figure 11.6
LATIN AMERICA AND THE CARIBBEAN: PRICES OF SELECTED EXPORT COMMODITIES,
JANUARY 2003-SEPTEMBER 2006
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Chapter 1l

Macroeconomic policy

A. Fiscal policy

Continuing the tendency of recent years, the region’s countries continued to consolidate

their fiscal position in 2006. This positive trend in the fiscal accounts and public debt

position has meant a continuing reduction in the region’s vulnerability, a process that

began in 2002.

Nonetheless, upward pressure on spending was a feature
of the fiscal situation in the 2005-2006 period, given the
substantial rise in revenues for the third year running. In
this context, two priorities need to be reconciled: first,
the pressing need for the region to increase its social
and infrastructure spending to improve investment in
physical and human capital and, second, the effort to
create greater “fiscal space” to ensure these policies are
sustainable over time.

Although much of this growth is due to positive
developments in the international economy, fiscal
management in a number of countries reflects an interest
in pursuing a more solvent macroeconomic policy, as
reflected in the management of budget surpluses and
public debt.

With the international environment still favourable, the
budgets announced for 2007 suggest that primary surpluses
will be high by the region’s historical standards.
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1. The fiscal aggregates

The institutional diversity of public-sector organization in
the region’s countries makes it difficult to find an indicator
that accurately reflects the full range of fiscal situations.
Data for central government accounts (in some cases the
only information available) will be used to provide an
initial overview of fiscal developments, but more aggregate
indicators will then be introduced, such as those for the
non-financial public sector (NFPS), and box 111.1 will give a

more detailed analysis of developments in the public finances
of subnational governments over the last 10 years.

At the central government level, the fiscal performance
of the region had yielded a primary surplus of 2.1% of
GDP (measured as a simple average) by the close of
2006, as compared with a surplus of 1.4% in 2005, while
the overall deficit (including interest on the public debt)
narrowed from 1.1% to 0.3% of GDP.

Table 111.1
LATIN AMERICA AND THE CARIBBEAN: CENTRAL GOVERNMENT FISCAL INDICATORS @
(Percentages of GDP at current prices)

Primary balance

Overall balance

Public debt?

Central government

Non-financial public sector

2003 2004 2005 2006°¢ 2003 2004 2005 2006°¢ 2003 2004 2005 2006°¢ 2003 2004 2005 2006°
Latin America and the
Caribbean
Simple average -0.2 0.5 14 21 -30 -20 -11 -03 594 530 446 410 620 546 473 429
Weighted average 1.4 1.9 2.2 26 -19 -10 -13 -09 455 421 345 325 579 533 437 407
Argentinad 21 3.2 2.3 3.0 0.2 2.0 0.4 1.0 138.2 126.4 728 63.7 1448 1325 785 68.6
Bolivia ® 51 31 0.3 6.2 -7.7 -57 -23 41 845 791 741 679 895 839 785 721
Brazil 25 3.0 2.9 25 -25 -13 -35 -40 372 340 343 337 587 542 517 499
Chile 0.7 3.1 5.6 79 -04 21 4.7 76 13.1 108 7.5 6.3 196 169 133 124
Colombia 9 -08 -15 -13 -11 -50 -55 -48 -53 507 470 46.8 458 539 499 46.0 452
Costa Rica 14 14 2.0 18 -29 -27 -21 -24 413 411 374 338 456 470 428 39.0
Ecuador 25 15 1.8 29 -04 -10 -05 0.6 458 408 36.6 324 492 437 394 351
El Salvador -0.8 0.9 11 19 -27 -11 -10 -04 372 380 378 382 406 408 409 406
Guatemala® -1.1 02 -03 -03 -23 -10 -15 -15 184 188 178 17.7 194 19.7 185 183
Haiti 27 27 0.4 10 -29 -33 -05 0.2 575 46.7 440 .. 635 511 475 395
Honduras 46 -20 -15 03 -56 -31 -26 -10 720 701 531 473 710 70.0 533 487
Mexico 1.3 1.2 13 25 -11 -10 -08 03 242 230 223 223 276 258 241 244
Nicaragua 03 -0.1 0.1 03 -28 -22 -18 -16 1377 999 919 856 138.0 100.0 92.1 858
Panama 05 -1.2 12 16 -38 -54 -39 -29 666 694 651 615 670 702 66.1 622
Paraguay " 0.9 2.7 2.0 18 -04 1.6 0.8 0.8 444 380 314 251 469 417 328 26.2
Peru 0.2 0.6 11 22 -17 -13 -07 0.3 46.8 427 393 341 468 427 393 34.1
Dominican Republic -3.3  -19 0.8 02 -52 -40 -07 -10 .. 25,0 224 487 295 304 26.0
Uruguay 11 2.4 2.7 26 -46 -25 -16 -18 943 746 66.3 59.2 1004 789 69.6 62.8
Venezuela (Bol. Rep. of) 0.3 1.8 4.7 31 -44 -19 1.7 1.0 46.3 39.1 340 241

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

2 Includes social security.

b On 31 December each year, applying the average exchange rate for the external debt. Coverage is central government, except in the cases of Panama
and the Dominican Republic, where debt coverage is for the non-financial public sector. The figures for the public debt of Paraguay and the Dominican

Republic only include external debt.
¢ Preliminary estimates.
d National administration.
€ General government.
 Federal government and the central bank.

9 National central government. The results do not include financial restructuring costs.

" Central administration.
I Public sector.

1 As a weighted average, the primary surplus rose from 2.2% of GDP in 2005 to 2.6% of GDP in 2006.
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Box IIl.1

DEVELOPMENTS IN THE FISCAL BALANCE AND PUBLIC DEBT SITUATION OF SUBNATIONAL GOVERNMENTS IN LATIN AMERICA

In recent decades, many of the region’s
countries have taken steps to reallocate
powers and responsibilities between their
different levels of government, a process
usually known as “decentralization”, although

strictly speaking it involves processes with
varying characteristics. Notwithstanding the
considerable institutional heterogeneity that
is typical of Latin America,? responsibilities
have increasingly been devolved from central

governments to subnational governments in
the past decades. As a result, subnational
governments are playing a larger role in the
management of public affairs and receiving
a larger share of public budgets.©

LATIN AMERICA AND THE CARIBBEAN: REVENUE, EXPENDITURE AND PRIMARY BALANCE OF SUBNATIONAL GOVERNMENTS

(Percentages of GDP)

31

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Revenue

Argentina 10.7 111 11.1 11.4 115 11.2 10.4 11.3 12.8 13.4

Bolivia 7.0 6.6 7.2 6.8 6.3 7.8 8.1 7.7 8.5 10.4

Brazil 12.8 19.9 14.8 14.0 13.8 14.0 141 13.4 13.6 14.2

Colombia 7.0 7.1 7.2 7.8 7.6 7.8 8.6 9.0 9.2 9.2

Ecuador 2.4 2.6 2.6 2.3 2.8 4.0 3.7 3.7 4.3

Mexico 4.8 5.4 6.1 6.6 6.9 7.5 7.5 7.8 7.7

Peru 19 2.0 21 1.9 21 2.1 2.1 23 2.3 25
Expenditure

Argentina 111 11.2 11.7 12.8 12.6 13.5 10.9 10.9 11.8 13.1

Bolivia 6.9 7.1 7.3 7.0 6.4 7.9 7.8 9.6 8.0 8.3

Brazil 131 18.3 15.6 143 13.8 14.3 14.4 13.6 13.6 141

Colombia 7.9 7.7 7.7 8.3 8.2 7.8 8.5 8.7 8.4 9.0

Ecuador 25 23 24 2.4 24 3.6 3.8 3.7 4.4

Mexico 4.5 5.2 6.0 6.4 6.8 7.5 7.6 7.7 7.6

Peru 2.0 21 21 2.1 21 2.1 2.1 2.2 2.2 2.3
Primary balance

Argentina -0.1 0.3 -0.3 -0.9 -0.5 -1.5 0.0 0.9 14 0.7

Bolivia 0.2 -0.4 0.0 0.1 0.1 0.1 0.5 -1.9 0.7 2.4

Brazil 0.1 -0.7 -0.2 0.2 0.5 0.9 0.8 0.9 1.0 11

Colombia -0.3 -0.1 0.1 0.1 -0.2 0.3 0.4 0.6 11 0.4

Ecuador -0.2 0.3 0.1 -0.1 0.4 0.4 -0.1 0.0 -0.1

Mexico 0.3 0.2 0.2 0.2 0.2 0.1 0.0 0.1 0.2

Peru 0.1 0.0 0.0 0.1 -0.1 0.1 0.1 0.1 0.2 0.1

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

Note:

Argentina’s data are for provinces; Bolivia's for regional governments; Brazil's revenue and expenditure data are for states, while its primary

balance data are for states and municipalities; Colombia’s data are for departments and municipalities; Mexico’s for state governments; and

Peru’s for local governments.

This growing involvement of
intermediate and local governments in
the provision of public goods and services
means it is important to track their fiscal
performance.

In the middle of the last decade, a
string of negative fiscal balances at the
subnational level had an impact on the
consolidated public accounts, translating
in Argentina and Brazil (and to a lesser
extent Colombia) into a sharp rise in
public debt.

In recent years, different factors
have combined to generate a major
improvement in fiscal balances, allowing
local and regional levels of government to

play a significant part in the improvement
of general government balances and
those of the non-financial public sector
(NFPS), as described in the main
chapter.

In the case of Argentina, increases
in transfers and local revenues, combined
with relative price changes that brought
expenditure down substantially in
2002 and 2003, resulted in historically
unprecedented surpluses in those years.
d Nonetheless, the surplus declined
sharply in 2005 and the situation in 2006
is expected to be one of balance.

In the case of Bolivia, the marked
improvement in the primary balance is

essentially explained by the introduction
of the direct tax on hydrocarbons and
derivatives (IDH), the collection of which
yielded revenues of 3.1 percentage points
of GDP in 2005, and the proceeds of which
are split between the treasury (42.3% of
revenues) and the regional governments
(57.7%).

In the case of Brazil, the primary
balances of the states and municipalities
gradually deteriorated from 1994 to 1998
before starting to improve again in the latter
year. That improvement was influenced by
different factors: the constraints on their
budgets established in bilateral agreements
with the federal government, the provisions
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Box I1.1 (concluded)
of the fiscal responsibility law,
and higher tax revenues,®
essentially because of the
state sales tax on merchandise
and services (ICMS).

In Colombia, the positive
trend seen in the subnational
finances in the 2001-2004
period was the result of two
factors: a marked improvementin
subnational revenues (primarily
because of higher transfers from
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central government) and greater
spending control.

As the following chart shows,
this combination of positive results
meant a major reduction in the
debt to GDP ratio of subnational
governments. Nonetheless,
subnational government debt
in Argentina and Brazil is still
between 14% and 18% of GDP,
making it a significant part of the
total NFPS debt.

LATIN AMERICA AND THE CARIBBEAN (5 COUNTRIES):
SUBNATIONAL GOVERNMENT DEBT
(Percentages of GDP)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Argentina  #Bolivia M Brazil B Colombia & Mexico

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

a E. Di Gropello and R. Cominetti (eds.), La descentralizacion de la educacion y la salud. Un andlisis comparativo de la experiencia latinoamericana
(LC/L.1132/E), Santiago, Chile, Economic Commission for Latin America and the Caribbean (ECLAC), 1998, presents an initial evaluation of the
reallocation of social expenditure functions.

b See O. Cetrangolo, “Busqueda de cohesion social y sostenibilidad fiscal en los procesos de descentralizacion”, document presented at the
international seminar on social cohesion in Latin America and the Caribbean, Panama City, September 2006, for a more detailed examination of
institutional heterogeneity and decentralization.

¢ An outline of the fiscal decentralization process in the region can be found in Latin American and Caribbean Institute for Economic and Social
Planning (ILPES), “Una evaluacion de los procesos de descentralizacion fiscal”, Seminarios y conferencias series, No. 32 (LC/L.1991-P), Santiago,
Chile, Economic Commission for Latin America and the Caribbean (ECLAC), 2003.

d As O. Cetrangolo and J.P. Jiménez observe in “Politica fiscal en Argentina durante el régimen de convertibilidad”, Gestion publica series, No. 35
(LC/L.1900-P), Santiago, Chile, Economic Commission for Latin America and the Caribbean (ECLAC), 2003, persistent fiscal imbalances in the
provincial accounts were a structural characteristic of the public finances in Argentina during the 1961-2001 period.

¢ See F. Giambiagi and M. Ronci, “Brazilian fiscal institutions: the Cardoso reforms, 1995-2002", CEPAL Review, No. 85 (LC/G.2266-P/E), Santiago,
Chile, April 2005 and J.R. Afonso (2004), “Brasil, um caso aparte”, document presented at the XVI Regional Seminar on Fiscal Policy, Santiago,
Chile, for a more detailed examination of fiscal trends in the states and municipalities of Brazil.

This performance reflects the general improvement
in the fiscal accounts of the region’s countries. In 2006,
17 of the 19 countries analysed in table I11.1 ran a primary
surplus. This was in significant contrast with 2002, when
only eight countries had a primary surplus (the figure was
12 in 2003-2004 and 16 in 2005).

It must be stressed, however, that only nine countries
have achieved a positive overall balance, and only three of
these are countries whose fiscal revenues are not largely
the product of rents from non-renewable resources.

As already pointed out, coverage that only includes
central government is not wholly representative for certain
of the region’s countries that have more decentralized public
sectors. Using broader governmental coverage for the region’s
more decentralized countries (Argentina, Bolivia, Brazil,
Colombia, Ecuador and Mexico), the primary balance of
the non-financial public sector rose, on average, from 0.9%
of GDP in 2002 to 4.5% in 2006 (see figure I11.1).

In the cases of Argentina, Bolivia and Brazil,
this difference is primarily accounted for by the fiscal
performance of subnational governments,? while in the
cases of Colombia, Ecuador and Mexico it is due to a

2 See box I11.1 for more information on subnational finances.

combination of the fiscal results of subnational governments
and the balances of public-sector enterprises, essentially
oil companies.

Figure 1.1
LATIN AMERICA (6 COUNTRIES): PRIMARY BALANCE OF THE
NON-FINANCIAL PUBLIC SECTOR, 2002-2006
(Percentages of GDP)

Argentina Bolivia Brazil Colombia Ecuador Mexico Simple
average of
6 countries

W 2002 2003 2004 W 2005 W 2006

Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
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2. The 2003-2006 period

As the fiscal policy chapter of earlier publications has
highlighted, fiscal performance in 2003-2006 displays
some novel features when compared to other periods of
growth (see Economic Survey of Latin America and the
Caribbean, 2005-2006 and figure 111.2).

Figure 111.2
LATIN AMERICA AND THE CARIBBEAN: VARIATIONS IN THE MAIN
FISCAL INDICATORS, 1991-1994, 1995-1998, 2003-2006
(Percentage points of GDP)

1991-1994 1995-1998 2003-2006

Total revenue W Total spending M Primary spending

Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

3. Revenue

This increase in fiscal revenue in countries throughout the
region, with resources increasing by over 1% of GDP in
2006 (which was unprecedented in the 1990-2004 period)
for the second year running, was mainly driven by higher
revenues in certain of the countries that specialize in non-
renewable commodities.

The three countries with the strongest revenue growth
in 2005-2006 (Bolivia, Chile and the Bolivarian Republic
of Venezuela) happen to be those whose terms of trade
have improved the most (see the section on economic
activity and investment in chapter 1V).

The increase in fiscal resources in these countries is
not just the result of higher prices for commodities but
also due to the introduction of new tax-raising instruments.

Whereas the fiscal improvement in 2003-2004 was
based on higher fiscal revenues and spending below
regional output, however, the growth in primary surpluses
in 2005-2006 was due to a sharp rise in revenue that more
than offset the large increases in public spending of the
last two years (see figure 111.3).

Figure 111.3
LATIN AMERICA AND THE CARIBBEAN: VARIATIONS IN CENTRAL
GOVERNMENT REVENUES AND SPENDING
(Percentage points of GDP)

3.0
2.0

1.0

- B

2003-2004 2005-2006

-1.0

Total revenue W Total spending

Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

Bolivia, Chile and the Bolivarian Republic of Venezuela
have created new taxes to extract higher revenues from their
non-renewable resources. As a result of these reforms, in
combination with positive price movements, tax systems
have come to depend more on resources derived from the
exploitation of non-renewable commaodities.

In Bolivia, improved revenues are mainly due to
the approval of the new direct tax on hydrocarbons and
derivatives in 2005 (it yielded revenue worth 3.1 points of
GDP that year) and the extraordinary profits tax (surtax)
on companies engaged in extraction activities, which was
decreed in 1994 but levied for the first time in 2005. Also
in 2005, Chile created its special tax on operating income
from mining activities.
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Figure 111.4
LATIN AMERICA AND THE CARIBBEAN: TOTAL CENTRAL
GOVERNMENT REVENUE, 2003-2006
(Variation in points of GDP)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

4. Expenditure

Many countries in the region increased their expenditure
in 2005-2006 (see figure 111.5), but the higher revenue
was enough to offset these rising expenditures and a
positive fiscal balance was maintained, even though the
rate of expenditure growth has increased in the last year
(see table 111.2).

Current expenditures account for much of these
increases although in some cases, such as Argentina,
Mexico and the Bolivarian Republic of Venezuela, there
has been a substantial recovery in capital expenditure.
In the cases of Argentina and Mexico, such expenditure
had initially been low.

In 2006, increased revenues were used to meet demands
for higher pay; salaries in the Argentine public sector rose
by some 10%, for example. It should be noted that the crisis
the country went through in the early part of the decade had
agreater effect on pay in the public sector than in the private
sector, and the former has still not caught up. In January
2006, public-sector employees in El Salvador received
their first pay rise since 1998. Real current expenditure
rose in Honduras as teachers’ pay was raised. In Mexico,
some of the extra spending went to payroll costs, which

Economic Commission for Latin America and the Caribbean (ECLAC)

The Bolivarian Republic of Venezuela, meanwhile, has
made numerous reforms to its tax structure in recent years:
a reduction in the VAT rate and abolition of the corporate
asset tax in 2004, an increase in the royalties and revenue
tax levied on the oil sector in 2005, the announcement of the
creation of a new tax on crude oil extraction (drilling tax)
and the suspension of the bank debit tax in early 2006.

Meanwhile, the entry into force of the Dominican
Republic-Central America-United States Free Trade
Agreement had adverse effects on these countries’ tax
revenues.® To offset this loss, El Salvador, Guatemala and
Panama carried out tax reforms which led to revenues rising
in 2006. The Dominican Republic has a fiscal reform planned
for 2007, while Costa Rica failed to obtain the parliamentary
backing needed to pass its planned fiscal reform.

In some cases, overall income was also swelled by
non-tax revenues in the form of higher grants (Honduras
and Nicaragua) and higher revenues from State enterprises
(Mexico and Panama).

expanded as a result of wage rises in State enterprises. In
the Bolivarian Republic of Venezuela, average government
pay rose by 29% in the first half of 2006.

Figure 111.5
LATIN AMERICA AND THE CARIBBEAN: CENTRAL GOVERNMENT
PRIMARY SPENDING, 2003-2006
(Variation in points of GDP)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

8 See Juan Gémez Sabaini, “Evolucion y situacion tributaria actual en América Latina”, Santiago, Chile, September 2005, unpublished; Juan
Gomez Sabaini, “La tributacion a la renta en el Istmo Centroamericano: Analisis comparativo y agenda de reformas”, Macroeconomia del
desarrollo series, No. 37 (LC/L.2359-P), Santiago, Chile, July 2005; and Juan Alberto Fuentes, Retos de la politica fiscal en América Latina
(LC/MEX/L.719), Mexico City, ECLAC Subregional Headquarters in Mexico, June 2006, for more information on the loss of tariff revenues

in Central America.
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Table 111.2
LATIN AMERICA AND THE CARIBBEAN (8 COUNTRIES): FISCAL SITUATION, THIRD QUARTER OF 2006
(Percentage variation on the amounts accumulated as to the third quarter)

Country and item Coverage ? 111 2004 / 111 2003 2004 111 2005 / 111 2004 2005 111 2006 / 111 2005
Argentina NFPS
Income ® 324 28.5 18.4 20.8 25.8
Expenditure © 17.0 18.2 26.1 25.1 25.7
Current spending 20.8 214 235 22.2 19.2
Capital spending 68.1 815 65.1 72.7 64.6
Primary spending ¢ 20.1 21.1 22.6 22.1 28.3
Bolivia NFPS
Income 7.5 6.7 26.5 27.8 48.0
Expenditure 13 0.8 9.4 13.9 17.9
Current spending -8.5 -6.5 10.3 10.8 18.3
Capital spending 41.4 26.6 7.1 21.9 16.8
Primary spending 0.0 -0.2 9.2 14.1 215
Brazil cGHd
Income 17.2 17.7 16.0 16.4 12.8
Expenditure © 11.9 12.8 26.3 255 12.3
Current spending © 12,5 14.0 16.7 16.2 15.5
Capital spending 34.0 25.7 18.8 22.0 14.7
Primary spending © 17.1 16.7 17.2 17.6 15.3
Colombia NCG
Income 12.6 135 134 13.7 25.0
Expenditure 9.1 11.0 16.2 16.0 14.2
Primary spending 11.4 12.7 21.0 21.4 12.6
Ecuador NFPS
Income 16.6 18.3 14.2 11.8 26.4
Expenditure 19.9 13.8 11.2 185 17.4
Current spending 18.8 14.8 10.2 19.8 21.2
Capital spending 23.9 10.1 15.1 13.9 35
Primary spending 21.8 16.1 135 20.6 17.8
México 9h PS
Income 9.6 10.7 8.5 10.0 18.0
Expenditure 7.4 8.7 7.3 9.2 16.5
Current spending 7.2 5.6 8.0 9.9 14.9
Capital spending 8.6 30.0 1.4 55 30.9
Primary spending 8.8 9.6 6.8 8.9 17.8
Uruguay CG
Income 25.8 21.1 6.6 8.2 145
Expenditure 11.8 11.2 3.9 4.4 9.3
Current spending 10.3 9.8 4.2 4.9 9.1
Capital spending 42.2 37.1 -1.7 -2.3 13.0
Primary spending 13.8 13.0 7.4 6.5 10.3
Venezuela (Bolivarian Rep. of)"  BCG
Income 90.0 62.7 91.0 63.9 26.8
Expenditure'! 70.6 47.8 29.7 43.0 74.6
Current spending 63.2 49.4 34.7 38.6 66.5
Capital spending 85.4 45.7 18.8 63.9 110.3
Primary spending 90.7 52.8 35.1 47.6 87.3

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

2The coverage acronyms stand for: BCG: budgetary central government; NFPS: non-financial public sector; CG: central government;
NCG: national central government; PS: public sector. b Includes figurative contributions. ¢ Includes figurative expenditure. 94 Includes federal
government and central bank. ¢ Includes transfers to states and municipalities. f The data for the second half of 2006 only cover April and
May. 9 The revenue and expenditure figures do not include off-budget items. " The starting values and corresponding variations are calculated

from information for the first half of each year. IIncludes net lending and off-budget expenditure.

In Central America and Mexico, public investment structural balance rule and the management of fiscal
was also driven by reconstruction following the damage assets surplus to the structural balance rule. Two funds
done by hurricanes Wilma and Stan in late 2005. were created for this purpose: the Pension Reserve

In an effort to make proper use of the surpluses Fund (FRP) and the Economic and Social Stabilization
generated, in 2006 both Chile and Mexico created Fund (FEES).* As for Mexico, in May 2006 the Federal
mechanisms to regulate them. In Chile, a fiscal Budget and Fiscal Responsibility Law was passed to
responsibility law was passed in 2006 to regulate the regulate the use of surplus fiscal resources and thereby

4 The first of these is intended to provide supplementary financing to cover fiscal obligations deriving from the State minimum pension guarantee
and is basically funded by a share of the fiscal surplus, capped at 0.5% of GDP. The second will be financed out of the resources of the Copper
Compensation Fund (which it replaces) plus resources from fiscal surpluses in excess of 1% of GDP, minus contributions to the FRP, and will
be used to finance social spending and public investment.
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prevent them from being used for current spending.
Equalization funds are accordingly being set up to

5. The public debt

As earlier versions of this chapter have stressed, this
primary balance only partly explains the drop in the public
debt to GDP ratio. From a historical perspective, this ratio
has ranged from a high of 73% in 1993 to a low of 43%
in 1997 and 2006 (see figure 111.6). Fiscal performance
has been only a secondary factor in this high volatility.
Whereas during the 2003-2006 period the ratio between
debt and average GDP in the region has altered by some
20.7% of GDP (dropping from 63.8% in 2002 to 43.1%
in 2006), the cumulative primary surplus in 2003-2006
was 4.2% of GDP and the cumulative overall balance in
that same period was -6.3% of GDP.

Figure 111.6
OUTSTANDING PUBLIC DEBT, BY INSTITUTIONAL COVERAGE,
1993-2006
(Simple average, percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

The main factors underlying these variations were
large fluctuations in macro variables (exchange rate
variations and highly volatile economic activity), debt
restructuring and the recognition of contingent liabilities.
Consequently, there is a need to track not just the overall

create a pool of savings that can be used when the oil
price drops.®

debt position but the structure and composition of debt
as well (see figure 111.7).

Figure 1.7
LATIN AMERICA: COMPOSITION OF PUBLIC DEBT,
1990-2000 AND 2004-2006
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

5 In a first stage, until these funds have built up adequate reserves, surplus oil revenues will be allocated to the Federal Agencies Revenue
Stabilization Fund (FEIEF), the PEMEX Infrastructure Investment Stabilization Fund, the Oil Revenues Stabilization Fund and the infrastructure
investment projects of federal agencies. In a second stage, the resources will be used for infrastructure investment, investment in PEMEX,
and the pension system. For further details on these initiatives, see Juan Pablo Jiménez and Varinia Tromben, “Fiscal policy and the boom:
impact of the price increases for non-renewables in Latin America and the Caribbean”, CEPAL Review, No. 90 (LC/G.2323-P), Santiago, Chile,
Economic Commission for Latin America and the Caribbean (ECLAC), December 2006, forthcoming.
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As has been emphasized, the countries of the region
are taking advantage of relatively benign macroeconomic
conditions not only to improve the debt composition but
also to apply debt management policies that have helped
reduce their financial vulnerability.

The Argentine government started formal negotiations
to regularize its Paris Club debt, and early in the year it paid
off all of its liabilities towards the International Monetary
Fund. In November, Uruguay also announced that it was

6. Risks and challenges

In the 2003-2006 period, governments have achieved
considerable improvements in fiscal and public debt
indicators, as fiscal revenues have increased significantly
and expenditure management has tamed the expansionary
tendency that characterized fiscal policy in other periods
of revenue growth.

Inthe last two years, however, a number of governments
have been increasing public spending by more than
nominal output. Although fiscal revenues have been rising
even more strongly and this has not translated into major
imbalances, the question arises as to whether this increase
in resources is permanent.

paying off its debt to that organization. Brazil and Mexico
reduced their debt and swapped large amounts of foreign-
currency debt for local-currency debt. Mexico paid off part
of its external debt early, whilst Panama and the Bolivarian
Republic of Venezuela repurchased Brady bonds.

Under the Heavily Indebted Poor Countries Initiative
(HIPC) and Multilateral Debt Relief Initiative (MDRI),
Bolivia, Honduras and Nicaragua have reduced their
external public debts by about 30%.

Given that output has increased greatly in some
countries during this period and fiscal revenues have
been boosted by surging commodity prices, particular
prudence is advisable when it comes to increasing public
spending, especially in cases where public debt levels
are still high (half the countries in the region have a debt
level in excess of 40% of GDP).

Likewise, in a context of great inequality where
public investment in physical and human capital is a
necessity and the average tax take is low, efforts to
strengthen the fiscal revenue structure need to be given
high priority.

B. Exchange-rate policy

1. The situation in the region

In the first 10 months of 2006, the extraregional real
effective exchange rate of Latin America and the Caribbean
(which excludes trade with other countries in the region)
appreciated on average by 3.5%, with effective appreciation
occurring in 16 countries during the period. The countries of
South America, taken together, recorded an appreciation of
5.1% during the period, while in Central America, Mexico

and the Caribbean there was an effective extraregional
appreciation of 1.4% over the period. The Dominican
Republic experienced a significant depreciation in real
terms (10.7%) against the United States dollar during the
first 10 months of 2006 in relation to the same period in
2005, following a period of particular strength against
that currency in April of the previous year.
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Figure 111.8
EXTRAREGIONAL REAL EFFECTIVE EXCHANGE RATE
(Base index: January 1990-December 1999=100)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

As figure 111.9 shows, net current transfers are
estimated to have increased by one percentage point
of GDP or more in 2006 in Bolivia, El Salvador, Haiti,
Honduras, Guatemala, Nicaragua and Paraguay. These
increases in current transfers appear to be due primarily
to higher remittances from emigrants, although in
Bolivia and Haiti official transfers have traditionally
accounted for a large share.® High and rising levels of
current transfers in Central America have contributed to
currency appreciation in some countries of the region,
such as Guatemala.

Figure 111.9
LATIN AMERICA: NET CURRENT TRANSFERS, 2006 2
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

a Estimates.
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Another factor of interest that has contributed to
strengthening the currencies of countries in the region
is the improvement in the terms of trade for countries
exporting oil and metals in 2006, as in 2005.”

Several countries in the region continued to accumulate
net international reserves in 2006, as figures 111.10 and
111.11 show. In particular, figure 111.10 charts currency
market interventions by the central banks of the South
American countries and Mexico, which in general (see
table 111.3) have more flexible exchange-rate regimes and
whose interventions, like those of Brazil and Colombia,
have been aimed at influencing the nominal exchange rate.
The heavy discretionary interventions of Brazil and Peru
(which have inflation targeting schemes) can be clearly
observed, as can those of Argentina, where a floor has
been set for the value of the dollar. In the case of Bolivia,
heavy intervention can be put down to the combination
of high gas and ore prices and the country’s crawling peg
currency regime. In Central America and the Caribbean,
as figure 111.11 shows, net international reserves rose in
the first nine months of 2006 by more than two percentage
points of GDP in five countries, headed by Trinidad and
Tobago (with an increase equivalent to 10.5 points of
GDP). Here, the accumulation of reserves reflects a surge
in hydrocarbon exports against the background of a fixed
peg exchange-rate regime.

Figure 111.10
SOUTH AMERICA AND MEXICO: PURCHASE AND SALE OF
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

2 Excludes: Chile, where there was no intervention during the period;
Ecuador, which dollarized in 2000; and the Bolivarian Republic of
Venezuela, which maintained an exchange-rate regime with an official
exchange rate and currency controls.

6 In the first half of 2006, net official unilateral transfers were about a third of all net current transfers in Bolivia. In the whole of 2005, they

accounted for almost 46% of net current transfers.
7 See chapter V.
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Figure 111.11
LATIN AMERICA AND THE CARIBBEAN (SELECTED COUNTRIES):
VARIATIONS IN NET INTERNATIONAL RESERVES,
DECEMBER 2005-OCTOBER 2006 &

The total effective exchange rate (which includes trade
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of Venezuela (8.8%) and Brazil (3.7%) recorded the largest
effective appreciations, while Chile (5.6%), Nicaragua
(4.7%) and Colombia (3.7%) recorded the largest real
effective currency depreciations between December 2005
and October 2006. During the period, those countries that
trade substantially with Europe saw a tendency for their
effective exchange rates to depreciate, partly owing to the
real appreciation of the euro against the dollar.
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 Total reserves minus gold minus IMF reserves position. For Haiti,
December 2005-June 2006 variation; for Trinidad and Tobago,
December 2005-August 2006 variation.

Table 111.3
LATIN AMERICA AND THE CARIBBEAN: EXCHANGE RATE REGIMES, SELECTED YEARS 2
1998 2002 2005 2006
Dollarization Panama Ecuador Ecuador Ecuador
El Salvador® El Salvador® El Salvador®
Panama Panama Panama
Currency Antigua and Barbuda © Antigua and Barbuda © Antigua and Barbuda © Antigua and Barbuda ©
board Argentina Dominica © Dominica © Dominica ©
Dominica © Grenada® Grenada © Grenada ©
Grenada® Saint Kitts and Nevis © Saint Kitts and Nevis © Saint Kitts and Nevis ©
Saint Kitts and Nevis © Saint Vincent and the Grenadines ¢ Saint Vincent and the Grenadines ¢ Saint Vincent and the Grenadines ©
Saint Vincent and the Grenadines ¢ Saint Lucia © Saint Lucia © Saint Lucia ©
Saint Lucia ®
Other fixed Bahamas Bahamas Bahamas Bahamas
parity regimes  Barbados Barbados Barbados Barbados
Belize Belize Belize Belize
El Salvador Suriname 9 Trinidad and Tobago ¢ Trinidad and Tobago ¢
Venezuela (Bol. Rep. of) © Venezuela (Bol. Rep. of) ©
Crawling pegs  Bolivia Bolivia Bolivia Bolivia
and moving Chile Costa Rica Costa Rica Costa Rica 9
bands Colombia Honduras Honduras f Honduras f
Costa Rica Nicaragua Nicaragua Nicaragua
Ecuador
Honduras
Nicaragua
Uruguay
Venezuela (Bol. Rep. of)
Flexible Brazil Argentina Argentina Argentina
Guatemala Brazil Brazil Brazil
Guyana Chile Chile Chile
Haiti Colombia Colombia Colombia
Jamaica Guatemala Guatemala Guatemala
Mexico Guyana Guyana Guyana
Paraguay Haiti Haiti Haiti
Peru Jamaica Jamaica Jamaica
Dominican Republic Mexico Mexico Mexico
Suriname ¢ Paraguay Paraguay Paraguay
Trinidad and Tobago ¢ Peru Peru Peru
Dominican Republic Dominican Republic Dominican Republic
Trinidad and Tobago ¢ Suriname 9 Suriname 9

Uruguay
Venezuela (Bol. Rep. of)

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures and information from the International Monetary Fund.

a Situation on 31 December each year. P The dollar is legal tender. No more colones will be printed but the existing stock will continue to circulate until the two
currencies have fully swapped. © These countries belong to the Organisation of Eastern Caribbean States (OECS). ¢ The currency regime operating de facto
in the country is different from the de jure regime shown. © The Bolivarian Republic of Venezuela introduced strict currency controls in February 2003, which are
still in force, although they have recently been made more flexible. Because the rate of devaluation has been constant (5% since 2003), the IMF has treated the
country as part of the crawling peg group since 2004. 9 Costa Rica replaced its crawling peg regime with a moving band scheme on 17 October 2006, as part of
a gradual monetary reform that includes eventually floating the exchange rate.

Uruguay Uruguay
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In Paraguay, although some of the effective appreciation
can be put down to the country’s inflation rate, the nominal
appreciation of the guarani is harder to explain. An answer
may perhaps be found in a combination of factors such
as rising remittances from emigrants (which appear to be
under-recorded in the official data), some capital flows
and a natural return of the effective exchange rate from
the weakness of earlier years to levels closer to historical
averages. The ready availability of hard currency during
2006 is demonstrated by the increase in Paraguay’s net
international reserves. Currency appreciation in the
Bolivarian Republic of \enezuela is due to the fact that
the Central Bank of Venezuela has not altered the parity
of the bolivar since May 2005, even though the country
has higher inflation than its trading partners. The effective
appreciation of 3.7% in Brazil over the period stands in
contrast to the appreciation of 20.1% recorded between
December 2004 and December 2005. Brazil continued to
run a very substantial trade surplus in 2006, in a context of
high interest rates, and as a result the real appreciated by
6% in nominal terms against the dollar between December
2005 and October 2006, despite a short period of nominal
depreciation in May, owing to the volatility in international
financial markets referred to earlier, and despite heavy
currency market intervention by the central bank and
the lifting of the obligation for all currency acquired by
exporters to be changed at the central bank.

In Chile, the effective exchange rate appreciated by
12.4% between December 2004 and December 2005.
In 2006, despite high international prices for copper,
cellulose and fishmeal, which improved the country’s
terms of trade, reduced interest in emerging market
assets among international investors from May onward,
in a context of uncertainty about prospects for United
States interest rates and growth in the world economy,
caused the Chilean peso to depreciate in nominal terms
between May and June 2006 and this, along with the
real appreciation of the euro against the dollar, accounts
for the effective depreciation seen in Chile.? Effective
depreciation occurred in Nicaragua because the rate of
nominal depreciation of the coérdoba against the dollar
under the crawling peg regime exceeded the inflation rate.
The Colombian peso, like the Chilean peso, experienced
nominal depreciation between May and June owing to
lower demand for emerging market assets, after which
it strengthened again, although without returning to its
December 2005 level.

Economic Commission for Latin America and the Caribbean (ECLAC)

If the average level of effective exchange rates in
October 2006 is compared with the average level of the
1990s, it transpires that the average extraregional real
effective exchange rate of Latin America and the Caribbean
in October 2006 was 3.3% weaker than the average for
the 1990s. The South American countries as a group
recorded a level 14.6% weaker than in that reference
period, while the average for Central America, Mexico
and the Caribbean was 9.2% stronger. The situation of
each country in October 2006 is given in figure 111.12,
which shows the total effective exchange rate levels of each
country in comparison with the average for the 1990s. From
this chart it transpires that, in October 2006, Argentina
particularly, but also Brazil, Bolivia and Nicaragua, had
significantly weaker total effective exchange rates than
in the earlier period, while Central American countries
(El Salvador, Guatemala and Honduras), the Bolivarian
Republic of Venezuela and some Caribbean countries
(Jamaica and Trinidad and Tobago) had exchange-rate
levels substantially stronger than those of the 1990s.
It should be noted that these latter countries with their
strengthening effective exchange rates are major energy
exporters (Bolivarian Republic of \enezuela and Trinidad
and Tobago) or receive large flows of emigrants’ remittances,
suggesting that at least some of the effective appreciation
recorded (especially in the countries of the latter group)
may be limited to Dutch-disease-type effects.

Figure 111.12
TOTAL EFFECTIVE REAL EXCHANGE RATES
(October 2006 level relative to the 1990-1999 average) 2
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 For the Dominican Republic, the real exchange rate against the United
States dollar was used.

8 The Chilean peso appreciated by 2.4% against the dollar in nominal terms between June and October 2006, but its strength in December 2005

meant that there was a nominal depreciation in 2006.
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2. Exchange-rate regimes

The less flexible types of exchange-rate regime, such
as crawling pegs, require the central bank to intervene
constantly by buying or selling currency to maintain the
peg.® These interventions affect the volume of liquidity,
so that central banks usually sterilize a large part of
such intervention. Although in theory it ought to be easy
to calculate the cost of sterilized intervention, in Latin
America this proves difficult in practice.!® Even so, there
are indications that sterilizing currency interventions in
Latin America has proved expensive in some cases.!! The
Central Bank of Costa Rica listed the high cost of currency
market intervention as one of the motives for changing its
crawling peg exchange-rate regime, since in 2005 it recorded
monetary stabilization costs of some 331 million dollars,
equivalent to 1.7 percentage points of GDP.

The only reported change in 2006 was in the exchange-
rate regime of Costa Rica, which switched from a crawling
peg system to a moving band one in October 2006. Since
the Central Bank of Costa Rica has expressed an interest
in gradually moving away from the currency anchor
provided by fixed regimes like the crawling peg in order
to have greater flexibility to set the exchange rate, the
intervention floor of the currency band will be relaxed

less quickly than the ceiling of this band, so that the latter
will be progressively widened and the transition to a fully
flexible exchange-rate regime thereby facilitated. What has
happened in Costa Rica confirms the trend in the region
towards the adoption of more flexible exchange-rate
regimes. This trend does not just stem from recognition
of the impossibility of having an independent monetary
policy, a liberalized capital account and a fixed exchange
rate (which is known as the “impossible trinity”). Those
countries in the region that are subject to major variations
in their terms of trade can benefit from a flexible exchange
rate that mitigates the impact of shocks, since a flexible
exchange rate allows relative prices to adjust more quickly
and less expensively (in terms of unemployment) than
when the same thing happens through price adjustments.
However, the existence of very disparate currency regimes
within the subregion means that common shocks such as
higher oil prices continue to produce different effects in
the countries. This is particularly important in Central
America, given the signing of the Dominican Republic-
Central America-United States Free Trade Agreement,
which has created a number of integration opportunities
and challenges for the countries.

C. Monetary policy

Regarding monetary policy, the countries of Latin America
can be divided into three groups: those that follow
an explicit inflation targeting regime or are currently
adopting one, those that set targets for international
reserves and domestic credit and, lastly, those that have
no monetary policy of their own because their economies
are dollarized. The first group includes Brazil, Chile,

Colombia, Mexico, Paraguay and Peru, which use an
inflation targeting regime, and Costa Rica, Guatemala
and Honduras, which have a target range for inflation
and may in future adopt an inflation targeting regime.
It should be noted that in 2006, as in recent years, the
central banks of Latin America have concentrated their
efforts on inflation control. The second category includes

9 Another way of intervening in the currency market, employed in Colombia by the Bank of the Republic, is to use derivative instruments such

as options.

10 This cost is derived by calculating the costs of intervention minus the revenue it generates for the central bank. The main expense incurred is
the cost of the debt employed. If the central bank uses debt issued by itself to intervene in the currency market, the cost it incurs is the interest
payable on this debt. If the debt is issued by the central government, on the other hand, the cost incurred is the opportunity cost of this debt (the
interest foregone by the central bank). The revenue generated by currency intervention consists of the interest paid on the currency acquired,
which is usually deposited in banks abroad or used to purchase United States Treasury bonds or other high-liquidity low-risk external assets.

11 The region’s central banks do not usually keep separate records for the revenues and costs of monetary intervention.



42

countries that have agreements with the International
Monetary Fund, such as Nicaragua and the Dominican
Republic, and others that have no formal understanding
with that institution, such as Argentina and Bolivia.*?
The monetary programmes of this group of countries
prioritize an international reserves target and set
maximum limits on domestic credit. The last group
includes Ecuador, El Salvador and Panama, which have
no monetary policy as such because their economies are
dollarized and their interest rates consequently vary with
international rates.

In recent years, inflation in the region has been
subdued by historical standards. Contributory factors
include both central bank concern about inflation and
the currency appreciation that has taken place in some
Latin American countries. Because inflation has been
lower, monetary policy interest rates are at low levels by
broad historical standards. In view of vigorous domestic
demand and rising international interest rates, many of
the region’s central banks have decided to gradually
withdraw their monetary stimulus by increasing monetary
policy interest rates, although these are still lower than in
earlier decades. There now follows an examination of the
main monetary policy measures taken in 2006 by some
representative countries.

In Peru, the central bank reference rate rose from
3% to 4.5% between December 2005 and May 2006 as
domestic demand accelerated in a context of electoral
uncertainty while external interest rates rose. The reference
rate has remained unchanged since June, as inflation is
at the lower end of the target range.

Between May and August 2006, the Board of the
Central Bank of Chile increased the monetary policy rate
to 5.25%. Since then the monetary authority has chosen
to maintain this value because GDP growth in the country
has been slower than expected.

In Mexico, the 28-day reference interest rate fell
from 8.7% in December 2005 to 7.3% in June 2006,
owing to the favourable trend of inflation forecasts. The
Governing Council of the Bank of Mexico also stated in
November that it did not see the need for any change in
monetary conditions, and that it was therefore holding
the “corto” (the value of pesos taken out of circulation
by the central bank each day to reduce liquidity) at 79
million pesos.

Economic Commission for Latin America and the Caribbean (ECLAC)

In Brazil, the central bank reduced the nominal SELIC
rate from 18.5% to 13.25% in 2006. This reduction was
possible because the annualized inflation rate, at 3.2%, was
one percentage point lower than the target rate of 4.25%.
The performance of inflation was partly attributable to
currency appreciation. Despite the reduction, Brazil, along
with Mexico, has the highest monetary policy rate in the
region in both nominal and real terms. The real SELIC
rate is approximately 10%.

In Argentina, the unstated goal of maintaining a dollar
peg was adhered to, leading the central bank to intervene
in the currency market and thereby generate large amounts
of surplus liquidity. To avoid the pressures that growth in
the monetary aggregates might have placed upon prices,
the monetary authority took a variety of measures that
included an increase in reserve requirements (especially
for sight deposits) and increased repo placements, leading
to a gradual rise in its rates.

In both Costa Rica and Guatemala, central banks mainly
concentrated on progressing towards the adoption of an
explicit inflation targeting system. In the case of Costa
Rica, the one-day deposit interest rate was established as
the monetary policy interest rate. Over the course of the
year, this was increased by 50 basis points. The central
bank has also adopted measures whose ultimate aim is the
abandonment of the system of mini-devaluations and the
creation of a more flexible currency regime in line with
the new monetary policy approach. The Central Bank of
Guatemala increased the monetary policy reference rate
by 50 basis points owing to the dynamism of domestic
demand (which pushed up the inflation forecast) and, to
a lesser extent, the rise in oil prices.

In both 2005 and 2006, as is shown by the reports
of the monetary authorities of Costa Rica, El Salvador,
Guatemala, Honduras, Nicaragua, Paraguay and Uruguay,
higher oil prices in the international market caused prices
to rise by more than some central banks had forecast,
especially in those of the region’s countries that are
net hydrocarbon importers. Given that this rise is the
result of a supply factor and may be temporary, before
withdrawing monetary stimulus it would be advisable to
review economic activity indicators to avoid aggravating
any negative effect on GDP. It should be stressed that the
monetary policy of the countries most affected by the oil
price rise did not respond to this negative shock.

12 Until 2005, Bolivia had an agreement with the International Monetary Fund.
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1. Nominal interest rates

In 2006, the highest nominal lending interest rates were
those of Brazil, Costa Rica and Haiti. Brazil had a lending
rate of approximately 38%, while the rates of Costa Rica
and Haiti were in excess of 20%. Seven countries, headed
by Argentina and Paraguay, saw an increase in lending
rates. Rates fell the most in Brazil and the Dominican
Republic: between January 2005 and September 2006,
the nominal lending rates of these countries fell from
42.5% to 38.8% and from 31% to 13.3%, respectively.
Rates also fell substantially in Uruguay over the same
period, from 19.9% to 10.5%. As for deposit rates, the
highest were those of Brazil, Costa Rica and Paraguay.
These rates increased in 12 countries, with the largest
rises being seen in Argentina and Haiti. The sharpest
fall was in the Dominican Republic, whose deposit
rate decreased from 20.2% in January 2005 to 7.5% in

2. Monetary aggregates

In 2006, 12-month money-supply growth exceeded that
for the same period of 2005 in 11 countries. The largest
increases were in Bolivia and the Bolivarian Republic of
Venezuela. One factor in the former case was a reduction
in the dollarization of the economy, attributable in part
to favourable external conditions and the establishment
of different reserve requirements for dollar-denominated
and boliviano-denominated deposits. Another factor was a
narrowing of the spread between dollar sales and purchases,

3. Bank credit

Bank lending is more important in Latin America than
in economies with deep capital markets. The lending
recovery that began in 2003 continued in 2006. Total
lending in Argentina and Brazil experienced nominal
growth rates in excess of 20% between September 2005
and September 2006. Mexico recorded a rate of close
to 10% in the same period. As in 2005, the Bolivarian
Republic of Venezuela saw the strongest growth in this
indicator (72%). This can be put down to the fact that

September 2006. Following an outbreak of inflation in
the Dominican Republic in 2004, interest rates are now
returning to their 2003 levels.

Movements in lending and deposit rates increased the
spread between them in just three countries. The largest
spreads were in Brazil and Haiti (some 30% and 20%,
respectively). Spreads in Latin America and the Caribbean
are still high by comparison with developed economies.
The regional average in September was 9.5% or, if Brazil
is excluded from the sample, 7.9%. This may be due to
a number of factors, especially distortions in financial
markets resulting from large reserve requirements, along
with the inefficiency of the region’s banking sector. In
Ecuador, El Salvador and Panama, nominal interest rates
increased in line with movements in the United States
Federal Reserve rate.

which reduced transaction costs when converting one
currency into the other. This has had a major effect on
Bolivia’s international reserves, which increased by more
than 80% and have been the main driver of growth in the
monetary base. In the Bolivarian Republic of Venezuela,
currency controls in a context of considerable fiscal
stimulus financed by higher oil exports resulted in a major
increase in liquidity. Peru saw the largest decline in the
growth rate of its monetary aggregates in 2006.

the country has a negative real interest rate in a context
where currency controls and lower nominal domestic
rates have made it possible to decouple the former from
the international rate. Of the different credit types, it was
consumer lending that experienced the greatest dynamism.
Meanwhile, and by contrast with 2006, mortgage lending
in Argentina, Brazil and Mexico increased strongly, by
over 10% in the case of Argentina and by over 20% in
the case of the other two.
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Chapter IV

Domestic performance

A. Economic activity and investment

In 2006 economic activity in Latin American and the Caribbean surpassed the forecasts made

at the beginning of the year, expanding by 5.3% in regional terms. This translates into a rise

in per capita GDP of 3.8%. The region has thus seen four consecutive years of growth, with a

cumulative GDP increase of 18.8% (12% for per capita GDP) over the 2002 figure in 2003-

2006. Regional economic growth of around 4.7% is projected for 2007.

All the countries posted positive growth rates, in most
cases higher than or similar to those of 2005. Chile was
the exception, with GDP expansion of 4.4% over the
year (down from 6.3% in 2005). The highest rates were
posted in the Bolivarian Republic of Venezuela and the
Dominican Republic (both 10%), Argentina (8.5%) and
Panama (7.5%). Costa Rica, Peru and Uruguay grew at
rates of around 7% and Colombia at close to 6%. The
lowest figures were for Haiti (2.5%) and Brazil (2.8%).
In the rest of the region, GDP growth rates were between
3.5% and 5%.! The English- and Dutch-speaking Caribbean
countries as a group posted growth of 6.8%.
International economic trends and, in particular, the
monetary policy stance of the United States, where interest

rates rose less than financial markets had predicted at the
beginning of the year, together with increased economic
activity in the European Union countries and Japan and
the continuing rapid growth of the Asian economies,
produced a more favourable situation throughout 2006 than
had been forecast at the end of 2005. Thanks to sustained
external demand for the region’s export commodities,
the international prices for these products (especially for
metals, minerals and hydrocarbons) remained high or even
increased further, thus generating higher earnings for the
region’s countries, especially in South America. The strong
expansion of private credit, together with continuing low
interest rates in the countries of the region and improved
labour-market indicators, boosted domestic demand.

1 The simple average of GDP growth rates in the Latin American countries was 5.6% and the median was 5% (5.1% and 4.5%, respectively,

in 2005).
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Figure V.1
LATIN AMERICA AND THE CARIBBEAN: TOTAL AND
PER CAPITA GDP
(Index base year: 2000=100; calculated on the basis of

constant 2000 dollars)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 Estimates.

In 2006 all of the countries’ economies continued
to grow, although in some cases at a slightly lower rate
than in 2005. The seasonally-adjusted quarterly GDP
growth rates for the region overall show GDP expansion
remaining stable at between 1% and 1.5%, albeit with
small fluctuations.

Figure V.2
LATIN AMERICA AND THE CARIBBEAN: GDP GROWTH RATES AT
CONSTANT PRICES, 2005 AND 2006
(Annual growth rates, in percentages, calculated on the basis of
constant 2000 dollars)
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In regional terms, in 2006 the volume of goods and
services exports expanded (8.4%) at a higher rate than
GDP, as in 2004 and 2005. Sustained external demand for
the countries’ export commodities, together with higher
levels of economic activity and domestic demand for
commodities, fuelled intraregional trade in manufactures.
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The real effective exchange rate has continued to favour
exporters in most of the countries, despite the appreciation
of some national currencies over the year.

In 2006 domestic demand continued its strong
performance of 2004 and 2005, posting an increase of
7.0% (6.2% and 5.5% in 2004 and 2005, respectively),
which was driven by a steady rise in gross domestic
investment (10.5%) and faster growth in consumption
(6%). Some of the factors contributing to the rapid
growth in both private consumption and investment were
the significant expansion of bank credit to the private
sector, thanks to higher domestic-market liquidity, and
the maintenance of low lending rates. Although interest
rates rose in some countries in 2006, in most they were
lower than in 2005, which was a positive factor for both
consumption and investment decisions. The appreciation
of a number of countries’ currencies against the United
States dollar in 2005 and 2006 helped to reduce the cost
of imported goods, which contributed to the increase
in domestic demand. Other factors in the expansion of
private consumption (6.3%) were improved labour-market
indicators and higher real wages in most countries.

Figure V.3
LATIN AMERICA: QUARTERLY GDP GROWTH
(Seasonally adjusted percentages calculated on the basis
of constant 2000 dollars)
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Investment growth in 2006 was largely a reflection of
the sustained rise in gross fixed capital formation, which
has been the fastest-growing component of demand since
2004, expanding at rates of over 10%. In 2006 it was up by
12.2% (13% and 10.7% in 2004 and 2005, respectively),
with cumulative growth of 39.6% in 2004-2006 in relation
to the 2003 values. The fastest-growing component of gross
fixed capital formation was investment in (mostly imported)
machinery and equipment, which was up by 14% in 2006,
accumulating a 52.8% rise over the three-year period
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2004-2006.2 Investment in construction also continued to
expand in 2006, although at more moderate rates of around
9%. Although part of these increases reflect a return to the
investment levels of preceding years, the rapid growth seen
in 2005 and 2006 was more than enough to exceed previous
highs. The strong performance of the past three years means
that gross fixed capital formation, measured as a percentage
of GDP, has increased since 2003. Measured in 2000 dollars,
this coefficient reached 20.9% in 20086, slightly higher than the
figure for 1998 (20.6%); the value posted in 2006 is thus the
highest level recorded in 1990-2006. In terms of individual
countries, the fastest growth in gross fixed capital formation
was seen in Argentina, Bolivarian Republic of Venezuela,
Colombia, Dominican Republic, Peru and Uruguay.

The volume of goods and services imports grew
by 15.1% in 2006, and net exports consequently had
an increasingly negative impact on growth for the third
consecutive year. The performance of import volumes in
2006 was consistent with the upward trend this aggregate
has shown since 2002. Imports of goods and services grew
atan annual rate of 14.1% over the three-year period 2004-
2006, after contracting sharply (at constant prices and in
regional terms) in 2001-2002 and expanding sluggishly
in 2003. As a result of slower average annual growth in

Figure V.4
LATIN AMERICA: GROSS FIXED CAPITAL FORMATION,
2005 AND 2006
(Percentages of GDP, calculated on the basis of constant 2000 dollars)
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the volume of goods and services exports (expressed in
indices using 2000 as the base year), the level of imports
exceeded the level of exports in 2006.

The positive regional performance of the components of
demand was reflected in the expansion of various branches
of economic activity. Rapid growth in the construction sector
was largely responsible for the rise in gross fixed capital
formation in countries such as Argentina, Bolivarian Republic
of Venezuela, Colombia, Dominican Republic, Mexico,
Panama, Peru and Uruguay. In the Caribbean countries,
the construction sector also showed a notable increase in
activity in 2006, owing to the organization of the Cricket
World Cup, which included work on stadium renovation
and rebuilding, as well as extension and enhancement of
tourist infrastructure.* Mining and hydrocarbon production
grew more slowly than in 2005, except in Bolivia. Higher
domestic demand also boosted industry, partly thanks to
higher returns in goods-producing sectors as a result of the
devaluations of 2002-2003 (Argentina and Uruguay). The
dollar’s depreciation in relation to other currencies helped
to enhance the competitiveness of manufacturing exports in
countries whose currencies are anchored to the United States
dollar (Ecuador, El Salvador and Panama). Growth in the
agricultural sector, although positive in all countries except
Costa Rica and the Dominican Republic, was less than the
increase in overall GDP. The transport sector was boosted
by the higher level of domestic activity in the countries,
and the buoyant international economy also had a positive
impact on tourist-related activities. Increased disposable
income in a number of Latin American countries, together
with the higher overall level of economic activity, fuelled an
increase in both recreational and business travel. According
to the data available, as of August 2006 the number of tourist
arrivals was up by 8.7% in Central America, 8.1% in South
America and 5.1% in the Caribbean countries.®

One of the traits of the current period of economic
growth in Latin America has been the significant increase
in gross disposable income, which expanded by 7.2%
measured in constant 2000 dollars in 2006 (5.9% and
7.1% in 2005 and 2004, respectively).® To a large extent,
the increase in this aggregate is due to the impact of the
trading gains resulting from the terms-of-trade variation
recorded in 2006. For the region as a whole, these gains
represented about 3.6% of GDP, a higher figure than in

2 In terms of value, capital goods imports are growing by over 20% in several of the region’s countries, with the exception of Bolivia, Chile,

Costa Rica, Nicaragua and Panama.

8 Nevertheless, the investment coefficients posted in the 1990s are still far below those recorded at the end of the 1970s.
4 Nine countries are to host this event: Antigua and Barbuda, Barbados, Grenada, Guyana, Jamaica, Saint Kitts and Nevis, Saint Lucia, Saint

Vincent and the Grenadines and Trinidad and Tobago.

5 World Tourism Organization, WTO World Tourism Barometer, vol. 4, No. 3, October 2006.
6 The methodology for calculating national disposable income at constant prices developed by ECLAC is described in the Economic Survey of

Latin America and the Caribbean, 2005-2006.
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2004 and 2005 (0.4% and 1.7%, respectively). Net factor
payments to the rest of the world remained at around 3%
of GDP. This reflects the combined effect of lower interest
payments on external debt, owing to the decrease in the
region’s indebtedness to the rest of the world, and the
increase in profit and dividend payments to the rest of the
world by non-resident enterprises operating in the region.
Although in 2006 this component had a negative impact on
income for all of the countries, in general the impact was
smaller in GDP terms than in 2005. Significant exceptions
are the Bolivarian Republic of Venezuela, Chile and Peru,
whose payments of profits and dividends to the rest of the
world rose. Lastly, the increase in gross national disposable
income also reflects rising levels of net current transfers,
which were equivalent to 2.2% of GDP in 2006.

Figure IV.5
LATIN AMERICA: GDP AND COMPONENTS OF EXPENDITURE
(Indices, base year: 2000=100, calculated on the basis of constant
2000 dollars)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 Estimates.

Figure V.6
LATIN AMERICA: GDP AND COMPONENTS OF EXPENDITURE
(Annual growth rates, in percentages, calculated on the basis of
constant 2000 dollars)
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Figure IV.7
LATIN AMERICA: GDP AND GROSS DISPOSABLE NATIONAL
INCOME, 2006 @
(Annual growth rates, in percentages, calculated on the basis of
constant 2000 dollars)
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The differentiated effect of the various components may
be observed at the country level. In the countries exporting
metals, minerals and hydrocarbons (Bolivarian Republic
of Venezuela, Bolivia, Chile, Colombia, Ecuador and
Peru), gross national disposable income rose significantly,
mainly because of the substantially larger trading gain,
although in some cases there was also a large increase in
the net payment of profits and dividends to the rest of the
world (the Bolivarian Republic of Venezuela and Chile).
Measured in percentages of GDP, the trading gain rose by
close to 20% in the Bolivarian Republic of Venezuela and
Chile and by 15% in Bolivia (Chile’s net factor payments
to the rest of the world were equivalent to 18% of GDP).
In the other South American countries, gross disposable
national income also rose at rates above GDP growth,
although more moderately than in the first group. The
situation in the Central American countries was uneven.
Despite the erosion of their exports’ purchasing power
owing to the sharp hike in international prices of oil and
fuels (which are significant components of their import
basket) and the drop in the international prices of their
export commodities, especially agricultural goods, the
rapid growth in net current transfers meant that in some
countries gross national disposable income nevertheless
grew at above-GDP rates (El Salvador, Guatemala and,
in particular, Honduras). The other Central American
countries continued to receive high levels of net current
transfers, but the trading loss in 2006 effectively widened
the gap between the growth rates of national income and
GDP. In the case of Mexico, the rise in national income
was due to both an improvement in the terms of trade and
an increase in net current transfers.
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Figure 1V.8
LATIN AMERICA: TRADING GAIN/LOSS RESULTING FROM
VARIATIONS IN THE TERMS OF TRADE
(Percentages of GDP calculated on the basis of constant 2000 dollars)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

2 Estimates.
Figure 1V.9
LATIN AMERICA: NET FACTOR PAYMENTS TO THE REST
OF THE WORLD

(Percentages of GDP calculated on the basis of constant 2000 dollars)
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Figure 1V.10
LATIN AMERICA: NET CURRENT TRANSFERS
(Percentages of GDP calculated on the basis of constant 2000 dollars)
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Together with the considerable increase in gross
national disposable income in Latin America, national
saving showed significant growth, both in regional
terms and in some countries, reaching 23.6% of GDP
at current prices, the highest figure since 1990. As has
been the case since 2003, in 2006 external saving was
increasingly negative, reaching a level equivalent to
1.8% of GDP. Also as in previous years, in 2006 regional
investment was financed entirely from national saving,
while the surplus (negative external saving) went to
reduce the region’s net indebtedness and accumulate
reserves and to asset formation abroad by residents.
Regional investment as a percentage of GDP stood at
21.7% in 2006; although this is higher than in 2005,
it is still below the 1997 value (22.7%), which is the
maximum recorded since 1990.

Box IV.1

PUBLIC SAFETY PROBLEMS AND THEIR ECONOMIC COST

The issue of public safety is increasingly
prominent on the political, economic and
social agendas of the northern Latin
American countries. Concern over safety has
reached such a point that the report issued
in September 2006 by the Pan American
Health Organization (PAHO), La violencia
como problema de seguridad humana y
salud publica en Centroamérica y Republica
Dominicana, concludes that violence is taking
on epidemic proportions.

The report states that the number of
homicides in the six countries of Central

America soared from 6,887 in 1998 to
11,085 in 2004 and is continuing to grow.
In El Salvador there are 57 homicides per
100,000 inhabitants, the second-highest
figure in Latin America, exceeded only by
Colombia. These countries are followed, in
descending order, by the Bolivarian Republic
of Venezuela, Guatemala, Honduras and
Mexico. In fact, Latin America figures as the
world’s most violent region, with a homicide
rate of 25 per 100,000 inhabitants, well
above the world average of 8.8 per 100,000
inhabitants.2 Another disturbing fact is the

rise in femicide in certain countries or areas.
According to the World Health Organization
(WHO), the femicide rate in Guatemala is
three times as high as the estimated rate
for the low- and middle-income countries
of the Americas.

The lack of public safety is undeniably
a complex and multi-faceted problem that
involves various societal stakeholders. The
same is true of its causes, which include
the lack of economic and employment
opportunities, the breakdown of the family
owing to migration to developed countries,
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Box IV.1 (concluded)

the upsurge in gangs (maras), links
with organized crime, and weak State
institutions.

From the economic viewpoint, the
poorest sectors of the population are
the ones that are most affected by public
safety problems, which also act as a strong
disincentive to investment and which
absorb a large percentage of GDP in the
countries concerned. Little research has
been conducted on the economic cost of
violence, but the studies which do exist
indicate that it is considerable. A study by
the United Nations Development Programme
(UNDP) in El Salvador estimated that in
2003, losses in terms of health, institutional
costs, private spending on security, drops
in investment and productivity, erosion of
consumption and employment, and material
losses were equivalent to 11.5% of GDP.

Currently, the main policy objective is
to strengthen reactive measures to punish
behaviour that seriously undermines
coexistence in society. Such measures,
however, must be taken in a democratic
framework, with clear responsibility in the
exercise of control and coercion. There
must be an integrated policy of public

Economic Commission for Latin America and the Caribbean (ECLAC)

safety, based on an appropriate consensus,
with the status of a State policy, and it
must provide for preventive and reactive
measures as well as rehabilitation and social
reintegration. It must be understood that the
ultimate goal of a policy on public safety is
to build trust and social coexistence with
solidarity, in a virtuous balance between
liberty and public safety.P

In March 2006, 16 political parties
in Guatemala, concerned over the
country’s public safety crisis, which,
among other consequences, was hurting
the business climate, signed a political
agreement to construct a national public
safety system. A bill is now before the
Guatemalan parliament which is designed
to prevent and combat crime, including
organized crime. In El Salvador, despite
recent anti-crime programmes —Mano
Dura (“Tough Hand”), Super Mano Dura
(“Ultra-Tough Hand”), Mano Amiga
(“Friendly Hand”) and Pufio de Hierro
(“Iron Fist”)— the National Association
of Private Enterprise proposed that the
government should build a consensus
on a comprehensive public safety policy,
recalling that a safe environment is crucial

Source: Economic Commission for Latin America and the Caribbean (ECLAC).
2 See United Nations Development Programme (UNDP), Democracy in Latin America, New York, 2004.
b See J. Alvaro Céliz R., “Hacia un enfoque progresista de la seguridad ciudadana: situacion y desafios en el caso hondurefio”, Tegucigalpa, June

2006.

in creating a stable society with clear
rules. A bill against organized crime and
combined offences is currently before
the legislative authorities. In Haiti, public
safety problems are mainly linked to the
current political situation, and the country
has been experiencing a series of cyclical
outbreaks of violence.

The public safety problem is no longer
perceived as simply a domestic issue
but is now being viewed as a regional
matter. In October 2006, the Heads of
State and Government of the member
States of the Central American Integration
System (SICA) held a special meeting on
the issue at which they agreed upon an
integrated regional public safety strategy.
This is certainly an achievement, but much
remains to be done at both the national
and regional levels. In the words of Philip
Alston, United Nations Special Rapporteur
on extrajudicial, summary or arbitrary
executions, speaking at a press conference
held after his official visit to Guatemala in
August 2006, “The real answer lies in an
accurate diagnosis and in deciding what
kind of society the people of Guatemala
really want for themselves”.

B. Domestic prices

In 2006 Latin America and the Caribbean posted an
inflation rate, in weighted terms, of 4.8% (6.1% in 2005).
This indicator has fallen for the fourth consecutive year
from the 2002 level of 12.2%. This result owed much
to the lower inflation rate of 3% in Brazil, compared to
5.7% in 2005. The rates were also lower than in 2005
in Argentina (down from 12.3% to 10.1%), Chile (from
3.7% to 2.8%), Costa Rica (from 14.1% to 9.1%), the
Dominican Republic (from 7.5% to 4.5%), Guatemala

(from 8.6% to 5%), Haiti (from 14.8% to 12.3%),
Honduras (from 7.7% to 5%) and Panama (from 3.4%
to 2%). Only three countries had higher rates in 2006:
the Bolivarian Republic of Venezuela (up from 14.4%
to 15.8%), Trinidad and Tobago (from 7.2% to 9%) and
Uruguay (from 4.9% to 6.5%). The Bolivarian Republic
of Venezuela posted the highest rate in the region. The
other countries witnessed inflation rates similar to those
of 2005.
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The behaviour of the consumer price index (CPI)
reflected changes in a number of factors. The appreciation
of some national currencies in relation to both the United
States dollar and the currencies of other trading partners
made imported goods cheaper than domestic products
(in the case of manufactures) and reduced the impact on
domestic prices of higher international commodity prices.
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Although commodity prices rose overall, price trends
were not uniform in 2006: agricultural commodity prices
grew more slowly than in 2005, food and beverage prices
showed mixed trends (some prices were lower in 2006 than
in 2005, while a few continued to increase), and the prices
of metals and minerals, petroleum and petroleum products
rose sharply in the first half of the year.

Table IV.1
LATIN AMERICA AND THE CARIBBEAN: CONSUMER AND WHOLESALE PRICES AND EXCHANGE RATES
(Percentage variations)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

2 June 2006 in relation to December 2005.
b July 2006 in relation to December 2005.
¢ September 2006 in relation to December 2005.

In the second half of the year, as oil and fuel prices
fell on international markets, prices in the transport
segment were adjusted downward in some countries.
The fall in international oil and fuel prices was one of
the main factors in the moderation of the CPI, especially
in Central America and Chile. In some Central American
countries (including the Dominican Republic), the

authorities decided to directly subsidize domestic fuel
prices. Brazil also saw a reduction in domestic prices
for transport services (measured by the CPI) in the last
months of the year, which may be due to refining plants
coming back on stream after maintenance work carried
out in the first half of the year.” This counteracted the
trend observed in these countries in the second half of

7 Although the demand for refined petroleum products in Brazil is covered by national production, when plant maintenance is being carried out

the country is obliged to import to supply the domestic market.
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2005 and the first half of 2006, which had contributed
to higher inflation, notwithstanding the steps taken by
some economic authorities to avoid passing on the entire
increase in energy and fuel costs to consumer prices. In the
Bolivarian Republic of Venezuela, despite price controls
imposed by the authorities, inflation was stimulated by
the significant increase in private consumption which
was buoyed up, in turn, by the considerable rise in public
transfers to households, the recovery of real wages,
especially in the public sector, and the hefty increase in
credit to the private sector. The higher rate of inflation in
Trinidad and Tobago was due to the rise in food prices
caused by lower domestic production and the higher
prices of imported foods. In Uruguay, the drought in
the first half of the year, together with domestic supply
difficulties for imported products, mainly from Argentina,
pushed up food prices.

The other available price indices paint a more
diversified picture. Wholesale price indices rose more
slowly than consumer price indices in Argentina and
El Salvador; the two were similar in the Bolivarian
Republic of Venezuela and Peru, and the wholesale index
outstripped the consumer index in the other countries
for which information is available. Chile and Mexico
show the greatest differences between the two indices: in
Chile, the larger increase in the wholesale price index is
mainly due to the rising prices of imported oil, while in
Mexico it reflects higher prices for agricultural products
and metals and fuels.

Core inflation also showed varying trends: Argentina,
Brazil, Chile and almost all the countries of Central
America posted a larger increase in core inflation than
in the CPI; in Bolivia, Paraguay and Peru, consumer
price inflation was lower than core inflation; and in
the other countries, the two rates were similar. As a
regional aggregate, after the acceleration seen in the
first half of the year, the trend in core inflation became
much more moderate.?
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Figure 1V.11
LATIN AMERICA: MONTHLY VARIATIONS IN THE PRICE INDEX
FOR TRANSPORT SERVICES AND INTERNATIONAL
GASOLINE PRICES 2
(Unweighted three-month moving average, in percentages)

asd 1.1s
2003 2004 2005 2006

—— Transport services (left axis)
- - - International gasoline price (right axis)

Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures and the International
Monetary Fund (IMF), International Financial Statistics.

2 The price index refers to the transport and transport resources group,

as measured in the countries’ consumer price indexes; gasoline refers
to Gulf Coast regular unleaded.

Figure V.12
LATIN AMERICA AND THE CARIBBEAN: MONTHLY VARIATIONS IN
THE CONSUMER PRICE INDEX AND THE CORE INFLATION INDEX
(Unweighted three-month moving average, in percentages)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

C. Employment and wages

A third consecutive year of relatively strong economic
growth improved the main labour-market indicators.
Boosted by strong labour demand, the employment rate

8

rose again, by half a percentage point, to 54.0% of the

working-age population (WAP) —the highest rate in

15 years. In contrast to the pattern in 2005, the labour

A common methodology was applied, consisting of excluding fuels and derivatives and perishable foods from the consumer price index.
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force participation rate resumed its long-term upward
trend and rose by 0.2 percentage points to 59.3% of
WAP, thereby making up for the previous fall. Thanks
to robust job creation, open unemployment declined for
the third year running (0.4 percentage points), although
by less than the year before because of the rise in labour
force participation, and the regional unemployment rate
stood at 8.7% of the economically active population.
In 17 of 19 countries for which data are available, the
unemployment rate fell, and in 11 countries there was
an improvement of one percentage point or more. Only
Brazil saw a rise in unemployment (see table A-22 of the
statistical appendix).

The rise in labour force participation helped to
swell the urban workforce by around 2.5% (about 5
million people, compared to about 3.5 million in 2005),
so the increase of more than 3% in the number of urban
employed (some 5.6 million individuals) brought down the
absolute number of unemployed by only about 600,000.
On average, about 18 million people were unemployed
during the year.

Although the labour force participation rate did not
climb throughout the region (but only in 8 of 16 countries
with information available), its rise in some of the larger
countries —including Argentina, Brazil and Mexico— was
enough to push up the regional rate. This rate decreased
in the Bolivarian Republic of Venezuela and Colombia,
for a third consecutive year in both cases, as well as in
Chile and Peru.

In some of the countries in which the participation
rate rose, women'’s participation in the labour force
increased rapidly. In the first six months, Argentina’s
male participation rate rose by 0.3 percentage points,
while the female rate rose by 1.3 points. In Mexico, the
respective increases were 0.5 and 1.2 percentage points.
Although in some countries —Bolivarian Republic of
Venezuela, Chile and Panama— both the overall and the
female participation rates fell, at the regional level there
was a return to the long-term trend of increasing numbers
of women entering the labour force.

The employment rate rose virtually across the region
and, of 16 countries, only Colombia and Panama posted
decreases in this indicator, in both cases because of a sharp
contraction in own-account work (see figure 1\V.13). It is
notable that such a large proportion of recent job creation
has been in waged employment. In the relatively high
economic growth years of 2004 and 2005, the output
elasticity of employment was about 0.55 at the regional

level, while waged employment elasticity with respect to
output was approximately 0.8. In 2006 additional growth
of waged employment of close to 4% is likely, suggesting
that this high ratio will hold.

Figure 1V.13

LATIN AMERICA AND THE CARIBBEAN (16 COUNTRIES):
EMPLOYMENT RATES, 2005 AND 2006
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 Estimates.

The strong expansion of formal employment that
began with the recent economic recovery also continued.
In the first three quarters of 2006 formal employment rose
by a year-on-year average of 8.8% in Argentina, 4.9% in
Brazil, 6.4% in Chile, 6.7% in Costa Rica, 6.2% in Mexico,
10.4% in Nicaragua and 6.7% in Peru. Only Panama
recorded more modest growth in formal employment,
at 2.1% for the first half of the year. ® Some of the rapid
rise in formal job creation was due to new jobs while
another part of the increase reflected the formalization
of pre-existing informal contractual relations.

While waged employment continued to grow rapidly,
own-account work, which (unusually) contracted slightly
in the region in 2005, will post a growth rate of close to
zero for 2006. In contrast to this recent pattern, own-
account work had expanded at an annual rate of 2.6%
between 1998 and 2003, showing an elasticity of almost
2.0 in relation to output. It may be supposed that in a
low-growth environment this relatively rapid expansion
reflected the need to generate income in the neediest
households, rather than an attractive option or a preferred
alternative to waged work. Consequently, the standstill in
the level of own-account work in 2005 and 2006 appears
to be an effect of the attraction exerted by rising waged
employment.

9 The data refer to the number of wage earners covered by social security systems, except for Panama and Peru, whose data refer to workers in
firms over a specific minimum size included in the sample of an employment survey.
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The fact that growth in most of the countries has
been fuelled increasingly by domestic demand, while the
external component has tended to decline, was reflected
in the structure of job creation by branch of economic
activity. In practically all the countries for which data are
available, employment rates in the construction sector
were higher than the equivalent rates for the economy as
awhole. Employment in the tertiary sector also expanded
rapidly. In contrast, employment in manufacturing
increased at below-average rates, in a context of growing
international competition. In countries such as the Dominican
Republic and El Salvador, employment declined owing to
contraction in the textiles maquila sector; countries with
a more diversified maquila industry performed better,
and in Mexico maquila employment rose by 3.5% and
accounted for 1.2 million people, although this is still
7% less than in 2000.

As regards the quality of employment, although there
are no comparable indicators for the region’s countries
in 2006, the scattered information available can be used
to draw some conclusions. First, consistently with the
strong labour demand and the fall in open unemployment
in almost all the countries, the visible underemployment
rate dropped in all of them for which data are available
(Argentina, Colombia, Costa Rica, Ecuador, Honduras,
Mexico, Peru and Uruguay) except Brazil, where it rose
slightly, and Chile, where it held steady. Second, income
indicators suggest that many of the new jobs were low-
paying. In Brazil, Colombia, Costa Rica, Ecuador and
Peru the percentage of employed persons with income
below a certain wage floor (invisible underemployment)
rose; only in Honduras and Mexico was there a fall in the
percentage of employed persons receiving the minimum
wage or less.10

When the proportion of wage-earners in total
employment increases, the quality of employment tends
to improve, because wage-earners have, on average,
better job-quality indicators than other categories of
workers. The recent steep increase in formal employment
should strengthen this turn for the better. In the six main
metropolitan areas of Brazil, between 2004 and 2006
(on average for the first 10 months), the proportion of
wage-earners covered by social and labour legislation
increased from 66% to 68% of all wage-earners and from
47.2% to 49.8% of all employed persons. In Uruguay’s
urban areas, between 2004 and the first three quarters of
2006, the proportion of employed persons covered by
some type of retirement scheme increased from 59.4% to
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65.1%. It should be taken into account, however, that the
coverage of social protection systems had been eroded in
the region in the preceding years. There are also signs of
growing labour instability. In Mexico, 62% of the increase
in formal employment (covered by the Mexican Social
Security Institute) is accounted for by temporary contracts
(which were up by 26.2%), and only 38% corresponds
to permanent contracts (which increased by 2.8%). The
rise in manufacturing employment in Colombia (2.1% in
the first nine months of the year) was due exclusively to
the increase in seasonal employment (6.7%), whereas the
level of permanent employment declined by 1.5%.
Lastly, wages are a key component of employment
quality. In 2006 formal-sector wages in the region showed
the first real increase of over 2% since 1997 (2.6% as a
median, and 3.3% for the weighted average). The economic
recovery and rise in employment in most countries of the
region over the last few years have had no effect on wages,
except in some countries that have been recovering from
serious economic crises (Argentina and Uruguay). In 2006,
by contrast, the 10 countries with information available
posted real wage increases, and in most of them wages
rose more than in 2005 (see table A-24 of the statistical
appendix). Only Chile and Uruguay saw an increase
similar to the previous year’s. This is the third year of
rising wages in Argentina, where real wages in the formal
sector reached their highest average level in the last 15
years. Be this as it may, with the exception of Argentina
and Uruguay, real wages did not climb by more than 3%,
but this rise, together with strong job creation, contributed
to the upswing in household purchasing power and was
one of the main engines of economic growth in 2006.
The regional employment rate for 2006, estimated
on the basis of information from nine countries, rose
substantially in a year-on-year comparison (see figure
IV.14). Conversely, the unemployment rate held relatively
stable after a seasonal increase in the first quarter, which
contrasts with the gradual decline observed in both 2004
and 2005. This development largely reflects the change
in the unemployment rate in Brazil, which since June has
been higher than for the year-earlier rate. This is due to
the reversal of the downward trend in the participation
rate, which has shown a year-on-year increase since that
same month. The rise in the employment rate had slowed
during 2005 as a result of the cooling of the Brazilian
economy, which in the fourth quarter of that year reached
a standstill compared to the same quarter of 2004. The
decline in the rate of job creation continued until mid-

10 This type of information is not available for other countries. The weakness of this indicator is that it relies on a sliding floor such as the minimum
wage: if this floor rises the indicator will generally worsen even if the income situation has improved.
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2006 but later changed direction; as a result, employment
rates again exceeded the year-earlier figures (51.6% in
the third quarter, compared to 51.2% in the same period
of 2005). The rise in the unemployment rate in Brazil
and its stagnation at the regional level in the first three
quarters of the year were thus due mostly to the expansion
of the workforce.!

To conclude, the analysis of employment quality shows
uneven results, while in terms of quantity, job creation has
reacted rapidly to economic growth, with a notable increase
in formal employment. In many countries, however, the
urban formal sector accounts for only a minority of the
workforce. Accordingly, even with that sector posting high
rates of job creation, the increase in formal employment
has often been limited in absolute terms and in relation
to the population’s needs. Additional measures are thus
needed to boost the creation of productive jobs.

Figure 1V.14
LATIN AMERICA (9 COUNTRIES): QUARTERLY EMPLOYMENT
AND UNEMPLOYMENT RATES
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

11 Inayear-on-year comparison, the economically active population of the six main Brazilian metropolitan areas grew by 3.7% in the third quarter

of 2006, whereas the average increase for 2005 was only 1.1%.






Preliminary Overview of the Economies of Latin America and the Caribbean « 2006 57

Chapter Vv

External sector

A. The balance-of-payments current account

Trade in goods and services

In 2006, total Latin American merchandise exports plus imports are estimated to have amounted
to US$ 1.2 trillion, or the equivalent of 45% of regional GDP, while total trade increased by
20% over the year. Exports were up by 21% and imports, by 20%, figures very similar to
those recorded in 2005. In real terms, exports of goods increased by 7.1% and goods imports,
by 12.9%. The Latin American merchandise trade surplus is expected to show an increase of
US$ 22.4 billion, which is 27% up on the 2005 figure and more than 80% more than in 2004.
The region has thus produced a surplus on this account for the fifth year running; in 2006 it
stood at US$ 103 billion, or 3.7% of regional GDP. Only eight individual countries (Argentina,
Bolivarian Republic of Venezuela, Bolivia, Brazil, Chile, Colombia, Ecuador and Peru) posted
a surplus on their merchandise balance, however, which was one fewer than in 2005 (Uruguay).
The largest merchandise surplus increases were recorded in Bolivia, Chile, Peru, Ecuador and
the Bolivarian Republic of Venezuela (153.2%, 140.6%, 65.1%, 52.1% and 33.8%, respectively).
These countries with the fastest-growing external sales are exporters of extractive industry

products, which performed well on international markets (see figure V.1).
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Figure V.1
LATIN AMERICA AND THE CARIBBEAN: EXTERNAL TRADE,
1996-2006
(Annual rates of variation for exports and imports;
trade balance in billions of dollars)

Exports and imports
(Annual rates of variation)
Trade balance
(Billions of dollars)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 %

B Merchandise exports f.0.b.
— Trade balance

Merchandise imports f.0.b.

Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 Preliminary figures.

Exports from South America are also predicted to
expand in 2006, by 24%. This increase is smaller than those
registered in 2004 and 2005, by nine and two percentage
points, respectively. Central America’s external sales grew
by 13.5%, a figure very similar to that observed in 2005,
but two percentage points above the 2004 figure. The
faster-growing value of South America’s exports reflected
sharp rises in the prices of oil, natural gas and copper.

Of the 21% increase in the region’s exports, 13
percentage points correspond to price variations, while
the rest is attributable to growing export volumes. Chile
and Bolivia displayed the largest increases in exports
(48% and 40%, respectively), followed by Peru (35%) and
the Bolivarian Republic of Venezuela (25%). These are
precisely the four oil- or mineral-producing countries that
experienced the steepest price increases for their export
commodities. In the region’s three largest economies
—Argentina, Brazil and Mexico— export gains of 8%,
12% and 5%, respectively, were attributable to price
variations. In terms of export volumes, six countries recorded
increases in excess of 10 percentage points: Paraguay,
which headed the list with a 15.7% increase, Costa Rica,
Nicaragua, Mexico, Panama and Uruguay. All the other
countries saw their export volumes increase at rates below
the regional average (see figure V.2). Argentina’s export
volume expanded by 8.6% and Brazil’s, by 4.5%.

More detailed examination of the exports of South
America’s two largest economies shows those of Argentina
with a 14% increase between December 2005 and September
2006, compared with a year earlier, owing to growth in
exports of industrial manufactures (23%) and agricultural
manufactures (14%). Commodity exports, on the other
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hand, grew by 5%; it will be recalled that soybean prices
fell in 2006. Brazil’s exports were up 16.3% over the
same period, with semi-manufactures climbing by 19%
and manufactured goods, by 14.8%, while exports of
commaodities expanded by 16.3%.

Figure V.2
LATIN AMERICA AND THE CARIBBEAN: PERCENTAGE VARIATION

IN MERCHANDISE EXPORTS, f.0.b., BY UNIT PRICE
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Source: Economic Commission for Latin America and the Caribbean
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a Preliminary figures.

In 2006, the region’s imports expanded by 20%, that
is, 1.5 percentage points more than in 2005, but two points
less than in 2004. Imports were up in all the countries
of the region. The Bolivarian Republic of Venezuela,
Bolivia, Brazil, Paraguay and Uruguay recorded the largest
jumps in goods imports, in percentage terms. Of the 20%
increase in regional imports, 4.4 points correspond to
price variations, while the rest is attributable to volume.
The countries recording the largest expansion in import
volumes were Paraguay, the Bolivarian Republic of
Venezuela and Uruguay with 34.6%, 27.2%, and 21.6%,
respectively.

As in the case of exports, the South American
countries saw more dynamic import growth (up 24% in
2006) than the Central American economies (up 14%).
The difference was even greater in 2004, when the rate
was 34% and 15% in the two subregions, respectively.
The year 2006 marks the fourth consecutive increase for
Latin America’s imports. For 2002-2006, Latin America’s
import figures showed a 78% increase, while GDP rose
by 68%. This result largely reflects figures recorded in
Brazil, whose ratio of import growth to GDP expansion
was 0.9, the lowest in South America. This ratio was
below 1.3 in five other countries (Bolivarian Republic
of Venezuela, Chile, Dominican Republic, Guatemala
and Haiti), while Argentina, Costa Rica and Uruguay
recorded the highest values for this indicator (2.7, 1.9
and 2, respectively).
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Total exports plus imports of services stood at
US$ 173 hillion, or 6.2% of regional GDP, representing
an expansion of close to US$ 17.5 billion over 2005.
Services exports are estimated to have increased by

2. Terms of trade

Between 2001 and 2006, Latin America’s terms of
trade showed a cumulative improvement of 21.1%.
Preliminary figures for 2006 indicate that the rise for
this year was 7.8%. This amelioration is attributable to
a 12.9% increase in the price of exports, while import
prices rose by 4.4% (see figure V.3). As in 2005, the
price increase was concentrated in the petroleum-,
mineral- and metal-exporting countries, with Chile Peru
and the Bolivarian Republic of Venezuela recording
the largest terms-of-trade gains, at 33.7%, 25.7% and

Figure V.3
LATIN AMERICA AND THE CARIBBEAN: TERMS OF TRADE
(Percentage variation 2005 and 2006) @
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 Preliminary figures.

10%, while imports grew by 12%. The services balance
showed a deficit of US$ 21.3 billion (equivalent to 0.8%
of GDP), representing a deterioration of US$ 3.3 billion
compared with 2005.

20.4%, respectively. Meanwhile, net importers of energy
products suffered a further downturn, albeit a smaller
one than in 2005. There was thus a positive correlation
between the terms of trade and the merchandise trade
balance. If Uruguay is excluded —since it moved from
a surplus in 2005 to a deficit in 2006 and thus recorded
a very large percentage variation in its merchandise
trade balance— then the correlation between the two
variables is 0.73. With Uruguay included, the result is
0.28 (see figure V.4).

Figure V.4
LATIN AMERICA: VARIATION IN THE MERCHANDISE TRADE
BALANCE AND IN THE TERMS OF TRADE, 2006 @
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3. The current account as a whole

In 2006, Latin America is expected to record a surplus
on its balance-of-payments current account for the fourth
consecutive year, in what is an unprecedented achievement
for the region. This year’s surplus is estimated at US$ 51
billion or 1.8% of regional GDP (see figure V.5). This

represents an increase of 43% over 2005 and of 147%
with respect to 2004. Eight countries recorded a positive
balance on this account: Argentina, Bolivarian Republic of
Venezuela, Bolivia, Brazil, Chile, Ecuador, Haiti and Peru
(see figure V.5), with the sharpest increases occurring in
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Bolivia, Chile, Ecuador and Peru. Chile’s current-account
balance moved from US$ 703 million to US$ 5.9 billion,
a variation equivalent to 4.2% of GDP; Bolivia’s surplus
expanded by US$ 670 million, or 6.2% of GDP. The Bolivarian
Republic of Venezuela recorded a current-account surplus
that was larger by 3.2% of GDP, while Peru and Ecuador
recorded improvements equivalent to 1.3% and 0.7% of
their respective GDP figures. With the exception of Haiti,
all countries with a surplus on this account correspond to
the South American subregion. This subregion’s current
account showed a US$ 60 billion surplus, equivalent to
3.4% of its GDP. In addition, the Central American countries
continued to show a deficit, which is expected to be very
similar to the 2005 figure.

In 2006, the merchandise trade balance exceeded the
2005 figure by US$ 22.4 billion, while the current transfers
balance was up by US$ 9.4 billion. The latter reflects an
increase in remittances from workers abroad, which have

Figure V.5
LATIN AMERICA AND THE CARIBBEAN: CURRENT ACCOUNT
(Percentages of GDP in current dollars)
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represented significant flows into the region in recent years,
the most important beneficiaries being Mexico —which
receives more than 40% of incoming transfers— Ecuador
and Central America. Such inflows have helped these
countries to strengthen their external accounts.

The services and income balances have both continued
to show deficits, which have widened by US$ 3.3 billion and
US$ 13 billion, respectively (see figure V.6). With respect
to the services balance, the non-factor services deficit has
widened significantly since 2005, principally as a result of
rising maritime freight rates (following the hike in oil prices)
and mounting demand for vessels for trade with China.
The wider deficit on the income balance is attributable to
increased repatriation of profits and dividends. Chile offers
an example: in the first half of 2006, outward remittances of
profits and interest were 90% higher than in the year-earlier
period. Conversely, Argentina improved its interest balance
with respect to 2005 thanks to its debt swap operations.

Figure V.6
LATIN AMERICA AND THE CARIBBEAN: STRUCTURE OF THE
CURRENT ACCOUNT BALANCE, 1998-2006 @
(Billions of dollars)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 Preliminary figures.

B. Capital movements

In 2006, the capital and financial account! of the Latin
American and Caribbean region was close to equilibrium,
with net flows of financial capital® showing a larger

Including errors and omissions.

negative balance than the previous year (1.2% of GDP).
Net foreign direct investment (FDI) was lower than in
2005, representing 1.2% of GDP (see figure \V.7).

2 Financial capital flows are defined as the capital and financial balances (including errors and omissions) minus the net flow of foreign direct

investment.
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Figure V.7
LATIN AMERICA AND THE CARIBBEAN: BREAKDOWN OF BASIC
BALANCE, 2000-2006
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a Estimates.
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Financial capital flows reflected bond issuance, debt
restructuring and external asset formation by the public sector,
as well as private-sector financing and investment strategies.
Despite rising interest rates in the United States in the first
half of the year, international market liquidity continued to
drive the positive take-up of financial securities issued by the
countries of the region in the international markets. Foreign
investors in Latin American and Caribbean markets, on
the other hand, benefited from the deeper development and
increased openness of domestic markets and the prevalence
of high real interest rates (in Brazil for instance) and the
nominal appreciation of local currencies.

The region’s countries conducted numerous
international bond issues in the first four months of the
year. They also engaged in a number of debt-restructuring
operations, in order to redeem more expensive bonds
with shorter maturities and swap external debt securities
for local-currency-denominated bonds (as occurred in
2005). The backdrop to all these operations was the
strong market liquidity that prevailed since despite the
hikes in the benchmark interest rate in the United States,
this rate remained low.

The financial markets experienced increased volatility
in May due to expectations of higher inflation in the United
States and the consequent adoption of a tougher monetary
policy stance that would bring about more, and sharper, rises
in the interest rate. Although only a temporary disturbance,
this pushed up financial risk and led to the suspension of
international bond issues and the withdrawal of foreign
investors from Latin American markets which, in turn,
brought down stock market indexes and caused some
countries’ currencies to depreciate, especially those that had
appreciated most in 2005 (such as Brazil’s and Colombia’s).

Latin America’s country risk measured by the Emerging
Markets Bond Index (EMBI+) rose to 239 basis points in
May, after having dropped to a record low of 199 basis
points in April. During the May episode, Latin America’s
country risk rose more moderately and underwent a more
rapid correction than that of other emerging markets (see
figure V.8). The country risk started to trend downwards
from the end of June, then rose slightly in the final quarter
to stand at 217 basis points in November. Contributing
factors to this situation included election periods in some
countries of the region and the uncertainty concerning the
United States’ economic performance and the effect this
might have on the world economy. Indeed, this uncertainty
had repercussions in all emerging markets.

Figure V.8
EMBI+ INDEX FOR LATIN AMERICA COMPARED
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118 T T 300

T 50

i o > = 5 o s 3
5 5 s 3
= < b 3 = 2 & o

Jan
Feb +

——EMBI+ of Latin America / total EMBI+ (left axis)
EMBI+ of Latin America (basis points, right axis)

Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of information from J.P. Morgan.

Notable among the countries’ financial operations
in the international markets was Argentina’s first issue of
international bonds since the moratorium in December 2001.
In March, the government issued US$ 500 million Bonar
V bonds, as part of an issue plan totalling US$ 1.5 billion.
The other two issues (for US$ 500 million dollars each)
were conducted in early May and late June. Argentina also
issued US$ 500 million in Bonar VII bonds in September
and again in December. In addition to these international
issues, Argentina sold bonds directly to the Bolivarian
Republic of Venezuela in the course of several sales up to
November, for an estimated total of over US$ 2 billion.
The two countries then issued what has been dubbed as
the “Bond of the South” that same month. This bond, for
US$ 1 billion, was issued in the Bolivarian Republic of
Venezuela, with 50% consisting of Venezuelan principal and
interest covered bonds maturing in 2017, 30% of Argentine
Boden 2012 bonds and 20% of Boden 2015 bonds (where
the latter were sold previously to the Bolivarian Republic
of Venezuela).



62

Another major operation was the international
issue of bonds denominated in reais and maturing in
2022. This was the longest maturity Brazil has ever
offered on an international bond issue denominated
in local currency. The bonds were issued on three
occasions: US$ 750 million in September, US$ 300
million in October and US$ 346 million in December.
In March, Mexico issued US$ 3.0 billion in 11-year
bonds, in what was the country’s largest placement
in foreign-currency-denominated benchmark bonds
to date. The aim was to raise funds in order to retire
US$ 2.9 billion in more costly debt bonds. Like Mexico,
other countries —including Brazil, Colombia, Ecuador
and Uruguay— have engaged in buybacks and other
debt-restructuring operations. Up to September, gross
international bond issues by Latin America and the
Caribbean totalled US$ 30.6 billion, 12% less than
during the year-earlier period.

A number of countries have been able to create
the domestic market conditions to enable an increasing
proportion of public financing to be obtained within the
country rather than on international markets. This reflects
a downward trend of external debt as a proportion of
total public debt. This does not necessarily result in a
smaller amount of public debt; nonetheless that is the
trend observed in the region.

In fact, domestic markets have registered a higher
level of activity, both in terms of public and private issues,
and in the development of new indices (such as the IPC
CompMx created by the Mexican stock exchange in
October), new instruments (such as the Merval indexed
bonds introduced by the Buenos Aires stock exchange
in September) and new operations (such as the boom in
securitization operations in Brazil). The broadening of
investment opportunities encouraged foreign investors’
participation in the domestic markets as they resumed
profit-seeking activities following the risk aversion
observed in May, resulting in an influx of capital to the
region (see figure V.9).

In summary then, as domestic markets develop
they become a serious option for public and private
financing. In addition, as the number of issues and
financial operations in domestic markets increases, so
does their magnitude and liquidity, thereby making them
more attractive.

In terms of net flows of financial capital, a
determining factor in the region’s negative balance
was asset formation abroad. Although these flows are
similar to capital outflows from an accounting point of
view, they were basically a “non-inflow” of capital. In
2006, Chile and the Bolivarian Republic of Venezuela
were particularly notable for this type of operation. The
assets these two countries hold abroad have acquired

Economic Commission for Latin America and the Caribbean (ECLAC)

major proportions and they have been formed following
deliberate policy decisions relating to fiscal, foreign-
exchange and monetary affairs.

Figure V.9
MORGAN STANLEY CAPITAL INTERNATIONAL INDEX OF
EMERGING MARKETS, 2006
(Daily series, index: 2 January 2006=100)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of information from Bloomberg.

In many cases, domestic financial market activity has
been in response to financing strategies for acquisitions,
in particular of foreign companies. This has occurred
alongside the favourable performance of the region’s
economy and the expansion of Latin American firms
operating in certain sectors (especially those relating to
commodities).

As a result, outward direct investment on the part
of the region’s countries has increased significantly
over the past two years. Nonetheless, Latin America
and the Caribbean has traditionally been a recipient
of FDI and this outward investment has only recently
become significant, so the disparity in absolute flows
has ensured that net FDI remains positive. In 2006,
however, the surge in the region’s outward direct
investment, combined with a slight drop in FDI received,
resulted in a fall in net FDI, which stood at 1.2% of
GDP, compared with 2.1% in 2005 (see figure V.10).
This pattern of outward investment in 2006 is largely
attributable to the acquisition by a Brazilian firm of
a Canadian metals company for some US$ 17 billion,
while FDI inflows reflected several sales of assets
by foreign companies to national companies and the
appreciation of the exchange rate.

As a consequence of capital movements throughout
the year, the balance on the regional capital and financial
account is expected to be close to equilibrium. This,
combined with the current-account surplus, once again
generated a large build-up of reserves in most of the
region’s countries (estimated at 1.4% of GDP).
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Figure V.10
LATIN AMERICA AND THE CARIBBEAN: FOREIGN DIRECT
INVESTMENT
(Millions of dollars)
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.
2 Estimates.

In September, the region’s international reserve stock
stood at almost US$ 295 billion, which was 16% higher
than at the end of 2005 (see figure V.11). For the third
consecutive year, the Caribbean’s international reserves
registered growth in excess of 20%; in 2004 and 2005 it
achieved the highest growth rates of all the subregions.
The increase was largely attributable to Trinidad and
Tobago. Up to September 2006, the Caribbean was posting
an international reserves expansion of 23%, which was
equalled only by the Southern Cone, which had the highest
balance in absolute terms. In other emerging economies,
growth of 23% in international reserves was estimated
up to September (see figure V.12). China, which holds
around 40% of the emerging economies’ reserves, recorded
a 20% expansion during the same period. These trends
continue to represent an important backstop in offsetting
the twin deficits of the United States.

Besides the financial operations described above,
debt-relief measures and early payments to international
organizations have contributed to the external debt result.

The Multilateral Debt Relief Initiative was approved
by IMF in January and by the World Bank in March, and
has benefited Bolivia, Guyana, Honduras and Nicaragua. In
November, the Inter-American Development Bank (IDB)
—the region’s largest multilateral creditor— announced
the creation of a debt-forgiveness framework for those
same countries and Haiti. The mechanism will be defined

at a meeting of the Board of Governors to be held in
January 2007.3

Figure V.11
LATIN AMERICA AND THE CARIBBEAN: INTERNATIONAL
RESERVES
(Index 2000=100, millions of dollars)
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b Includes Haiti and the Dominican Republic.

Figure V.12
INTERNATIONAL RESERVES OF LATIN AMERICA AND OTHER
EMERGING MARKETS
(Millions of dollars)
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2 Estimates.

Argentina and Brazil settled all their debts with IMF
in 2005,* and in 2006 Uruguay followed suit and paid off

3 Haiti reached the decision point under the heavily indebted poor countries (HIPC) initiative in November, which means the country now qualifies

for debt relief under that scheme.
4 Argentina’s payment was made effective in January 2006.
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its entire debt to the Fund (some US$ 2.4 billion) ahead
of time. Uruguay also undertook early payments of its
debt to the World Bank and IDB (US$ 420 million), while
Mexico paid off US$ 9.0 billion to the same institutions.
Brazil settled its debt with the Paris Club (US$ 2.6 billion)
in the form of several payments made during the first
half of the year.

As aresult of these developments, the level of external
debt has fallen again, to 24% of GDP in 2006. In addition
to reducing the amount of external debt, the countries of
the region have made efforts to change their debt structures
by diversifying the currencies of denomination (often
by swapping external for domestic debt), increasing the
proportion of fixed-rate debt and cutting short-term external
debt (see figure V.13). With respect to this last point, in
2006 the public sector accounts for a small portion in most
of the countries, which means that most of the total is
short-term private external debt. This strategy has helped
to reduce the region’s external vulnerability.

Economic Commission for Latin America and the Caribbean (ECLAC)

Figure V.13
LATIN AMERICA AND THE CARIBBEAN: SHORT-TERM
EXTERNAL DEBT
(Percentages)
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Argentina

Economic activity expanded considerably for the fourth year in a row, with GDP growth
estimated at 8.5% in 2006. All the components of demand grew considerably, but the expansion
was even greater in domestic absorption and, particularly, investment. Consumption climbed
notably, but in line with GDP, and the domestic saving ratio therefore remained well above
levels recorded during the 1990s. Despite a slowdown in the growth of export volumes, the trade
balance posted a considerable surplus (similar to that of the previous year) thanks to higher
international prices for some products and reduced import elasticity relative to domestic demand.
As aresult, the balance-of-payments current account was strongly positive once again. Although
public expenditure rose sharply, tax receipts were robust enough to generate a primary surplus
of over 3% of GDP for the consolidated public sector, despite smaller balances in provincial
jurisdictions. Social indicators relating to poverty and indigence continued to improve, again
on the strength of rising employment (which outpaced the increase in the labour supply) and
higher real wages. The rise in inflation had been a cause of public concern at the beginning
of the year, prompting the authorities to monitor prices in sensitive sectors and to intervene
in determining price levels in these areas. In fact, the rate of increase in the retail price index
slowed, although the consumer price index (CPI) for unregulated items and the GDP implicit

price index maintained the same rate of increase as the year before.

In what is clearly still an expansionary macroeconomic
context —with projected growth of around 7.5% for
2007— and now that the country has fully recovered from
the deep crisis of the early part of this decade, Argentina
may be making a transition to a period of sustained growth.
In the medium term, this appears to call for measures to
consolidate saving, strengthen investment (in aggregate
terms and in activities that could create bottlenecks, such
as the energy sector) and exports, and establish socially
appropriate distribution patterns. Important shorter—term
objectives are to align growth in aggregate demand and
supply and to maintain the external and fiscal surpluses
that have done much to provide economic policymakers
with greater manoeuvring room.

During 2006, the implementation of fiscal policy was
not subject to any major pressures, thanks to the steady

increase in receipts. In the first nine months of the year,
the current revenues of the national public sector climbed
by just over 23%. Considerable increases were recorded
in all tax categories, but particularly in social security
contributions, which were over 40% higher owing to the
rise in the number of contributors (a proportionally much
greater increase than the growth seen in the population and
in total employment, which reflects a growing formalization
of employment) and wage hikes. This category was the
source of almost 16% of total revenues (compared with
13.4% in 2005). The value added tax (\VAT) and taxes
on profits and assets continued to represent over half of
total tax receipts (55%), while taxes on foreign trade
contributed 13%. Primary expenditure climbed faster
than revenues, however (28%). Public investment rose
sharply, as in previous years, and capital expenditure



68

consequently grew by more than 60%. The public-sector
primary surplus remained quite hefty, although it was
smaller than in 2005, partly owing to smaller surpluses in
provincial accounts. The national government’s financial
balance was thus positive once more. In this context, the
government embarked upon formal negotiations to settle
its US$ 6.3 billion debt with the Paris Club, having paid
off all its debt to the International Monetary Fund (IMF)
at the beginning of the year.

An excess supply of foreign exchange enabled the
central bank to regain, in the space of just nine months, the
level of international reserves recorded in December 2005
before the settlement of its IMF debt. The expansion of
the monetary base resulting from the policy of intervening
in the foreign-exchange market and building up reserves
was partly sterilized by the central bank’s bond issues,
the calling in of rediscounts and loans to the government,
and the increase in bank reserve requirements. All of the
above helped to lower the growth rate of the money supply
to below the previous year’s rate, although fixed-term
deposits were up steeply (by around 30%). At the same
time, interest rates on central bank operations gradually
rose. Be this as it may, bank credit to the private sector
continued to climb sharply, with year-on-year increases of
over 40%. Use of the various types of credit instruments
rose across the board, but particularly in the consumer
loan segment.

The volume of private consumption continued to
expand strongly in line with GDP growth. Meanwhile,
public consumption stepped up its pace of expansion,
which nevertheless remained lower than the growth
rate of GDP. Aggregate national saving easily covered
investment financing requirement. Buoyant activity in
public works projects and private construction, driven by
steady demand (which was reflected in property prices),
fuelled a strong rise in construction expenditure. Investment
in durable equipment also posted considerable, albeit
smaller, increases. For the year as a whole, the capital
formation ratio at constant prices appears to have been
in excess of 21%.

Supply expanded in both the merchandise production
and services sectors, while agricultural output declined.
The grain harvest was down by almost 7 million tons on the
previous season, partly owing to bad weather conditions.
This having been said, the 2005/2006 harvest —with its
record level of soybean production and smaller harvests of
the main cereals— was the second-largest ever in terms of
volume. The area under soybean cultivation is expected to
expand once again in the 2006/2007 season. Much larger
areas will also be sown with maize and sunflower.

With international demand for beef on the rise, the
authorities placed priority on supplying the domestic market.
This led to price-setting agreements and the establishment
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Figure 1
ARGENTINA: GROSS DOMESTIC PRODUCT AND
UNEMPLOYMENT
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Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures..

of export restrictions. In the first eight months of 2006,
slaughter rates, production and, above all, exports were
lower than they had been in the corresponding period in
2005. Although beef consumption continued to rise, these
policy measures also resulted in lower cattle prices than
in December 2005.

Mining output showed little variation in 2006. Metal
mining was up slightly, and this translated into higher
exports, while petroleum production dropped. Developments
in the hydrocarbon and energy sectors drew public attention
to the issues involved in determining contractual provisions
(especially with regard to price-setting mechanisms) and
to investment performance, in which the public sector is
becoming increasingly involved.

In the first 10 months of the year, industrial activity
registered a year-on-year increase of 7.6%. This expansion
took place across the board, with above-average increases
in three main sectors: motor vehicle production (in response
to buoyant domestic sales and exports); non-metallic
minerals (boosted by construction); and tobacco (due to
domestic demand for lower-price cigarettes). The use of
installed capacity remained high and stable, suggesting
that capacity has been built up through productive
investments that have kept pace with increases in output.
In the services sector, mobile telephony turned in another
noteworthy performance.

Consumer price inflation slowed in 2006, partly
owing to the price-setting agreements reached among
authorities, producers and traders, as well as measures to
discourage exports of staple goods. In the first 10 months
of the year, the CPI climbed by 8% (9.8% in 2005). This
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was mainly attributable to slower growth in goods prices
(6.5%), while, driven by sharply rising domestic demand,
the prices of services continued to climb at the same rate
as before (10.4%). Although there was a free-flowing
supply of foreign exchange, a nominal depreciation was
recorded against the United States dollar (3% in nine
months). Nevertheless, the peso appreciated against that
currency in real terms while depreciating by more than
8% against the euro. The real exchange rate with respect
to Brazil’s currency held steady.

In the third quarter of 2006, the urban employment/
population ratio (41.6%) was 0.5 percentage points higher
than in the same period in 2005. This paved the way for
a drop in the open unemployment rate, which fell by
almost one percentage point to 10.2%. Early in the year,
the authorities established informal guidelines for pay
hikes which were then used in wage negotiations. On
average, private-sector wages (for formal and informal
employment) rose by almost 15% in the first nine months
(more than the 7% increase in retail prices), while public-
sector wages climbed by around 10%.

The balance-of-payments current account surplus
is expected to stand at around US$ 8.4 billion, which is
more than 4% of GDP and almost US$ 2.7 billion higher
than in 2005. In the first instance, this reflects an ample
merchandise and services trade surplus that remained at
much the same level as it was the year before (around
6.2% of GDP) and a smaller deficit on the income
account (profits and interest), owing to the public debt
restructuring undertaken in 2005, which reduced the
amount of interest payments in 2006. The positive balance
for capital movements in the non-financial private sector
generated an excess supply of foreign exchange, which
was offset by a high level of government purchasing. As
a result, international reserves stood at over US$ 30.0
billion in November.

Merchandise exports are estimated at over US$ 47.0
billion in 2006, or 17% more than the previous year.
This steep increase is due to both higher prices and
higher volumes. Export values rose in all the various
categories, but especially in manufactures. The lowest

Table 1
ARGENTINA: MAIN ECONOMIC INDICATORS

2004 2005 20062

Annual growth rates

Gross domestic product 9.0 9.2 8.5
Consumer prices 6.1 12.3 10.0°
Average real wage © 10.0 6.0 9.44
Money (M1) 38.0 26.8 25.6°
Real effective exchange rate f 4.9 0.2 2.39
Terms of trade 19 2.1 4.5
Annual average percentages
Urban unemployment rate 13.6 11.6 10.44
National government
overall balance/GDP 2.0 0.4 1.0
Nominal deposit rate 2.7 3.9 6.5M
Nominal lending rate 6.8 6.2 851
Millions of dollars
Exports of goods and services 39721 46343 54274
Imports of goods and services 27939 34916 41161
Current account 3 446 5789 8473
Capital and financial account -10 398 2294 4931
Overall balance -6 952 8083 13404

Source: Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of official figures.

a Preliminary estimates.

b Twelve-month variation to November 2006.

¢ Manufacturing.

d Estimate based on data from January to September.

€ Year-on-year average variation, January to September.

f A negative rate indicates an appreciation of the currency in real terms.

9 Year-on-year average variation, January to October.

" Average from January to October, annualized.

i Average from January to November, annualized.

growth rate was recorded for exports of fuel and energy
products as a result of a sharp drop in volumes, which
was nonetheless offset by rising prices. The volume of
industrial (agricultural and other) goods exports rose at
well above the aggregate rate. The proportion of exports
going to MERCOSUR increased (by more than 20% in
10 months), but remained much lower than the figure
for the 1990s.

Merchandise imports displayed year-on-year growth
of 20% in the first 10 months of the year, mainly due to
increases in volume. Purchases of capital goods rose at a
rate close to the average, while consumer goods overtook
intermediate goods. As in previous years, imports from
other MERCOSUR member countries represented a large
proportion of the total (37%).
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Bolivarian Republic of Venezuela

The main trends observed in 2005 continued during 2006. Economic activity rose by 10.2%

in the first three quarters of the year driven by increased buoyancy in construction, commerce,

communications and financial services. The most rapidly expanding components of demand

were gross fixed capital formation (31.6%) and private consumption (17.7%). For the year as

a whole, growth is estimated to stand at around 10%. As a result of high oil prices, the current

account surplus grew again in 2006, to almost 18% of GDP. In elections held in December

20086, the current President was re-elected for a new term (2007-2013).

In 2006, there were major changes in regional integration
processes involving the Bolivarian Republic of \enezuela.
In April, the country announced its intention to leave the
Andean Community. In May, it announced its withdrawal
from the Group of Three (G-3), which it had formed with
Mexico and Colombia, and in July the country formally
joined the Southern Common Market (MERCOSUR).

For 2007, the authorities expect GDP growth of
between 5% and 6%, average annual inflation of 12% and
the maintenance of the exchange rate of 2,150 bolivares
to the dollar.

As in 2005, one of the main challenges facing the
economic authorities in 2006 was how to handle the
significant foreign exchange resources obtained from
exports of oil an