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A. Continuing the vision

This document deepens and broadens the approach set out by the Economic Commission for Latin
America and the Caribbean (ECLAC) in Time for equality: closing gaps, opening trails,! submitted for
consideration by the Governments of Latin America and the Caribbean at its thirty-third session in
2010. It was there that the groundwork was laid for a development vision at the threshold of the
second decade of the twenty-first century. The vision was one of equality in its broadest sense,
both as a guiding principle and as a strategic development horizon, for steering past the
challenges of development policy and dynamics towards that horizon.

That vision of equality as a guiding principle and direction means spreading capacity-
building, job opportunities and access to social benefits and safety nets throughout the fabric of
society. But not just that. Equality is also the bedrock of citizen participation; it is essential for the
exercise of civil, political, social and environmental rights. That is why Time for equality stressed,
on the one hand, the importance of a deliberative democratic order in which all stakeholders
participate fully and have a voice and, on the other hand, the importance of the State as a
guarantor of those rights through advancement, redistribution, regulation and taxation. The need
for social covenants (and, especially, for fiscal covenants) was the natural culmination of the
message set out by ECLAC in Time for equality. Such covenants combine this broader view of
equality with redistribution of the fruits of growth and access to the links of social inclusion in an
entitlement-based approach to rights.

Response to the ECLAC proposal was widespread and is still rippling out to this day. It was
an especially favourable juncture in history for making equality the focal point of development,
especially in Latin America and the Caribbean. In 2010, among other things, (i) the pressure of
long-unaddressed citizen demands had rearranged the region’s political map during the previous

1 LC/G.2432(SES.33/3).
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decade; (ii) States and governments were more given to making social investments and using
redistributive mechanisms, as can be seen in the systematic rise in social spending and in the
countercyclical policies implemented, especially after the outbreak of the 2008 global financial
crisis in order to cushion its social costs; and (iii) policies grounded in the universality of rights
took front and centre in areas such as health, pensions and retirement.

Equality was no longer anathema to the development discourse; during the 2000s it was
firmly ushered back into the picture by gender, ethnic and global civil society movements and a
vast array of intergovernmental forums and world summits. Unlike the idea of equity, equality
involves not only closing opportunity gaps but also a firm commitment by the State to redistribute
the fruits of development, to achieve greater balance in the distribution of production factors and
how they appropriate productivity gains, to define a normative framework spelling out social
rights and calling for fiscal covenants based on the universality of rights and to be more willing to
think not only in terms of thresholds but also in terms of ceilings. This latter idea is especially
significant in a region like ours, where income and wealth tend to be overconcentrated in the top
percentile, both proportionately and in comparison with other regions.

Our starting point at the time was that the deepening of democracy as a collective order and
as a shared global imaginary calls for greater equality of opportunities and rights. We argued that
social equality and economic growth that transforms the production structure are not
incompatible, and that the challenge lies in finding the synergies between them. We underscored
that there is no contradiction, but rather convergence: equality for growth and growth for equality.

We therefore see a historical opportunity to rethink development based on the core value of
equality while seeking greater environmental sustainability. But this is to be no rhetorical exercise
or just empty talk, but rather a thorough examination of how the components of development
policy contribute to thriving, more equal societies.

It was driven by this need that ECLAC set out to draft the document it is now submitting for
consideration by the Governments of Latin America and the Caribbean. The goal was to provide a
more integrated vision of development, with clear guidelines for moving forward on key components
of the development dynamic and development policy, along with virtuous circles between faster
growth and more equality that are sustainable in the short run as well as over the long haul.

Employment with full rights holds the master key to equality; and that must come with
social policies to tackle the risks on the road to structural change. Industrial policy is a long-term
venture; along the way, sector adjustment pressures arising from productivity leaps call for social
policies to ensure a well-being threshold for those who cannot, in the early stages, attain well-
being through quality employment with rights.

The quest for equality is also universal in scope: everyone wants to be productive, achieve a
higher standard of living, have access to knowledge and be educated and have a job and rights. That
is our goal here at ECLAC: to build an inclusive development model with space for all segments of
society to fulfill their potential and their life goals, grounded in structural change that is
environmentally sustainable. When we speak of equality we are talking about production policy. We
are talking about distribution of ownership and appropriation of public goods. And about
productivity gains that are not ill-gotten but real, that is, based on a full understanding of the
renewability of natural resources and their use over time with intergenerational equality in mind.
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B. Towards an integrated vision of development: Cycle and trend,
macroeconomics and production structure

Set out herein is a sweeping vision encompassing the many interdependent relationships that are
the building blocks of development: cycle and structure management, macroeconomic and
industrial policy, production growth with productivity level convergence (and the resulting
spread of quality employment with rights throughout the economically active population) and
their impact in terms of equality. These dynamics and interdependencies are examined in the light
of an abundant casuistry running through the document, based on historical evidence and recent
experience, comparing the countries of Latin America and the Caribbean with each other and
comparing the region as a whole with others that have performed better.

We see this effort as a new foundation for building an integrated approach to development,
taking advantage of the lessons of the past few decades and of the development paradigms put to
the test in the region since the times of industrialization through import substitution. So, as we
face forward, towards the future, we look back to draw on the historical outcomes of development
in Latin America.

Learning from the past and from current trends and taking an integrated view that
combines the macroeconomic dimension with the production dimension entails binding tightly
together all of these policy components that have, in recent decades, been matter for an on-and-off
and not particularly productive dialogue. To put it another way, macroeconomic policy and
production development policy should not follow separate paths but rather combine to build
intertemporal synergies between short- and long-term trends. On the macroeconomic side, fiscal,
monetary and exchange-rate policies should do more than work to optimize impacts on the
length, costs and benefits of cycles as measured by good national indicators. They can at the same
time encourage long-term investment, diversification of the production structure and, especially,
greater convergence of productivity levels throughout the economy. This gradual convergence in
production and employment strengthens the sense of citizen ownership, yields greater willingness
to seek consensus for improving well-being and fosters more virtuous links between citizen
involvement and the direction of the economy. Conversely, greater production diversification,
with high rates of incorporation of technological progress, narrower productivity gaps and greater
energy and environmental efficiency, is essential for shielding the economy from the impact of
cycle volatility, especially in the face of external constraints exacerbated by that volatility.

So, the potential synergies between macroeconomy and structure, between business cycles and
growth trends and between the short term and the long run, pose the challenge of achieving the most
virtuous coordination possible of macroeconomic policy and industrial and technology policy.
Macroeconomics for development cannot dissociate the cycle and (real and nominal) stability from
structural change and faster long-term growth. This dovetailing should take place under an
integrated approach where production change is an explicit priority and capacities and social
opportunities are levelled up. And, as pointed out earlier, social policy must be part of this
process, especially during periods of structural change when production has still not become the
universal best path to inclusion with well-being. In a complete change from the development
paradigm that prevailed in the 1980s and 1990s, then, the role of the State and a new
market/State/society equation are vital.
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The link between macroeconomic policy and production investment is, moreover, crucial
for reversing the chain of structural linkages that exacerbates social gaps in our countries. The
prevailing pattern up to now has been for investment to reinforce the yawning gaps in
productivity that feed labour market segmentation in terms of job quality, labour productivity and
wage income. This segmentation largely explains the persistently high rates of informal
employment in the region and the low percentage of the population covered by social security
through work, which spread inequalities and gaps into the sphere of social protection.

By contrast, positive coordination of cycle management with the converging expansion of the
structure leads the economy to develop its potential in such a way that, over the long run, the benefits for
society are more egalitarian. The main mechanism whereby these two components (production
development and social equality) converge is, beyond a doubt, the world of work, that is, the
engine of social inclusion. It is in the world of work that the fabric of society can be
strengthened through enhanced capacity-building for all of its members, more opportunities for
the productive remuneration of those capacities and better conditions for harmonizing the
interests of all labour stakeholders.

C. The road to structural change

If the goal and the strategic direction is equality, how do we get there? ECLAC holds here that
structural change is the path. Its integrated approach is based on this reasoning.

Structural change means putting qualitative changes in the production structure at the centre
of the growth dynamic. Doing so these days has its peculiarities, largely shaped by open economies
whose patterns of specialization are defined by the quest for global market insertion. Improved
global insertion and virtuous growth in domestic productivity and employment call for greater
participation by knowledge-intensive sectors in overall production. This fosters the building of
capacities, knowledge and learning in coordination with production and investment across the
economy and the social fabric. In this scenario, environmental sustainability will be achieved only if
there is structural change entailing a profound and inclusive technological transformation.

In the framework of our proposal, we understand that structural change is virtuous when
it takes place on two interconnected fronts: enhancing the share of more knowledge-intensive
sectors in production and trade, and diversifying towards sectors where domestic and external
demand are expanding rapidly, so that demand can be met with domestic supply and imports
and exports can grow in a balanced manner without putting unsustainable pressure on the
balance of payments.

Structural change is thus associated with two Kinds of efficiency that could be classed as
dynamic. That is, they involve faster growth paths for productivity, output and employment
over time. The first kind is called Schumpeterian efficiency, where sectors with the highest rate
of productivity growth and knowledge and capacity expansion towards the economy and
society as a whole are leading the innovation process and driving productivity gains, both in
their own sector and radiating out to other sectors. The second kind is Keynesian efficiency,
which refers to a pattern of specialization in sectors that benefit from higher rates of growth in
both domestic and external demand, with positive impacts on output and employment. It is
thus crucial for structural change to strengthen dynamic sectors, not only technologically but
also vis-a-vis demand, because rising productivity without a parallel increase in demand could
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spark underemployment and unemployment. Both kinds of efficiency are usually found
together, because the more knowledge-intensive sectors also tend, in the long run, to stronger
demand and more international specialization.

Industrial policy is indispensable for promoting virtuous structural change. This obviously involves
political will, because the State has a key role to play in advancing policies in this sphere. It is worth
remembering that during the past two decades, talking about active industrial policy conducted by
the State was a virtual anathema in the development lexicon that prevailed under the Washington
Consensus. Talking about equality was, too. Underlying that “veto “ was the assumption that the
market, supported by the right signals, would take care of optimizing factor allocation in a way that
would in the end lead to productivity leaps. Experience has clearly shown that this is not the case,
especially when looking at the poor productivity trends for Latin America and the Caribbean over
the past 30 years. But today the need for such policies has been brought up from both sides of this
ideological divide. The view taken by this document is that industrial policy aims in two
complementary directions: building the capacities and competitiveness of existing sectors with clear
potential for specialization and for incorporating technical progress; and diversifying the production
structure by creating new, high-productivity sectors that are more sustainable and environmentally
efficient. On top of this comes the pressing need to promote greater productivity among micro and
small and medium-sized enterprises, especially because of their capacity to create jobs and become
hubs of knowledge dissemination and technology appropriation.

There is no virtuous structural change if all that is done is to create more high-tech enclaves or
change just the most efficient edge of the production system. Structural change must be synergized in
the economy as a whole, with backward and forward linkages, and with support for intermediate-
productivity sectors so as to mesh more dynamically with larger companies or sectors with greater
productivity leadership. In this pull-from-the-top and push-from-the-bottom process, the structure
of employment changes and gradually shifts the working population from low-productivity
sectors to new ones that increase the density of the intermediate space. In this process, gaps tend
to narrow in an overall shift towards greater productivity. In the long run, the outcome is more
diversified distribution that is, however, also less unequal as more of the economically active
population moves to medium- and high-productivity sectors. This has a high equality impact
thanks to the conveyor belt of employment.

D. The equality horizon

If structural change is the path, greater equality is the reference horizon and industrial policy and
macroeconomics are the tools for attaining that goal. By centring growth on the creation of new
sectors and the dissemination of technology throughout the system, structural change creates job
opportunities in higher-productivity sectors while pushing labour market participation rates up
and unemployment and informality rates down. There is no question that all of this has positive
impacts in terms of poverty and inequality reduction.

There are two complementary ways to advance towards higher levels of distributive equity,
and they combine in different ways. One is the fiscal route, taxing the higher-income sectors and
granting benefits to disadvantaged ones. Social policy is often the vehicle for assisting the most
disadvantaged and poorest segments via this route. Another path to equality is structural change,
progressing towards a production matrix that endogeneously creates jobs and builds capacities
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and broadens high-productivity activities. This includes access to technology, knowledge
appropriation and distribution of productivity gains among the factors of production.

Where the production structure is very polarized, purely redistributive fiscal and social
mechanisms do not solve the problems of inequality and slow growth and are not sustainable over
the long run. Earlier than later, policies will have to target the generation of job and training
opportunities in the framework of structural change. The adoption of industrial policies that
encourage this transformation should be considered, along with social policies, as they are key
dimensions of the equality horizon. For example, production linkages are part of structural change;
they prevent concentration and disseminate gains throughout society in a more solidary way.

Conversely, social and redistributive policies should accompany industrial policy. For one, they
help to improve distribution and reduce vulnerability in the short term, creating an intertemporal
linkage that enables structural-change-oriented policies to achieve their redistributive impacts,
which are longer-term. Moreover, social policy should protect the most disadvantaged sectors
during the disruptive periods of structural change (when sector realignment can involve periods
of adjustment with unemployment), as well as from the social impacts of external shocks.

In short, the thread running through this document is that structural change is the path,
macroeconomic policy is the toolbox and equality is both the core value and the horizon towards which
structural change is moving. When structural change leads to narrower productivity gaps,
production structure diversification and aggregate productivity gains, the world of work benefits
in terms of equality. This is because wage gaps decrease, the contributory social safety net
expands across sectors of society as decent work becomes much more widespread, fiscal capacity
improves thanks to more sustained, robust growth (thereby enhancing the redistributive action of
the State), and access to services expands thanks to infrastructure improvements. Besides, a more
integrated economy centred on a more diversified, specialized production matrix also means a
society in which it is politically more viable to reach stakeholder covenants seeking more equal
appropriation of the wealth created by productivity leaps. And formalizing employment and
making it more productive fosters dialogue among labour-market stakeholders and lays the
institutional groundwork for advancing towards full entitlement to social rights.

As explained at the beginning, the proposal set out herein for the Governments of the
region returns to and goes deeper into the ideas put forth in Time for equality: closing gaps, opening
trails. The following pages spell out our best efforts and our best tools for an integrated approach
to development. We set course for equality and propose structural change as the route: a long road
whose virtuous impacts call for political will and guidance, State policies and active citizens
committed to a certain kind of society.

E. A vision for the generations to come

This proposal for structural change comes at a turning point in the history of humankind. The
future of the world, threatened by gathering, powerful forces such as climate change and
biodiversity loss, hangs in the balance and can only be addressed by modern, highly innovative
policies in the technology and social spheres. The times that we face will likely involve the most
radical and fast-moving changes in production and consumption patterns in history. Against this
backdrop, Latin America and the Caribbean can be a good platform for this transformation.
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Structural change for equality is, then, a long-term vision entailing profound transformations.
In this vision, the role of policy is to prioritize, guide and build agreement. Turning that vision into
concrete actions and steps towards that strategic horizon requires demaocratic, efficient institutions.

This vision is informed by true concern for the future of coming generations, to ensure
fulfilment of their rights and their potential. First of all, those generations have a major role to play
in structural change: they will use their enhanced capacities to disseminate technological progress
and drive unprecedented advances in patterns of production, organization and communication.

Second, the coming generations are new technology “natives “ and are as such an essential
part of the transition to information and knowledge societies. But there is also a strong potential
link between the technological revolution and the new ways to reconcile growth with
environmental sustainability, as happens with increasing virtualization that saves materials,
energy and movement. Technological change can be steered towards making productivity gains
compatible with environmental standards. And it is precisely those new generations who are
more aware of long-term environmental challenges that know no national borders.

Third, demographic changes mean that our societies will age in the medium term and will
thus grow increasingly dependent on the productivity of the working-age generation. The current
stage of the demographic dividend, when there are more people of working age in proportion to
the numbers of children and older persons, is the right time to invest in the capacities of new
generations. Now is the time to seize opportunities and prepare for the risks of a changing age
pyramid. Today’s children and young people will tomorrow be the drivers of productivity gains
that will sustain social protection systems in keeping with new demographic profiles.

Lastly, political change and the emerging networked society are bringing about new ways
to mobilize and organize in order to make demands heard, carve out new spaces for discussion
and reenergize the public space with renewed citizen participation. In this shift towards
networked mobilization and greater political space, the young people of today exhibit surprising
creativity in the use of available spaces and resources as well as a renewed capacity for reflecting
on what lies ahead for all humankind. For this reason, these generations are more open to changes
in course like those proposed herein, with a focus on greater social equality, new production and
growth patterns, more timely access to capacity-building and more conscious defence of
environmental sustainability.

Alicia Barcena
Executive Secretary
Economic Commission for
Latin America and the Caribbean
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Structural change for development

This chapter introduces the main ideas of the document and analytically integrates three
dimensions of the concept of development: structural change, growth to reduce internal (within
the country) and external (with respect to the developed world) income and productivity gaps
(convergence), and the promotion of equality. These three dimensions interact and evolve
together, determining the output, productivity and employment growth paths of the economy
over time. A pattern of virtuous growth, compatible with the concept of development, requires
sustained increases in productivity and employment that enable the economies that have lagged
behind to catch up with those on the global technology frontier and to allocate an increasing share
of total employment to quality jobs with rights.

Development is the process by which progress is made on the three fronts of structural
change, convergence and equality. The countries of Latin America and the Caribbean have made
progress, at different times, on one or another of these fronts, but it has not been enough. Moreover,
progress has rarely been made on all three fronts simultaneously. In particular, over the past decade,
the region has reduced the income gap with the developed world, but not the technology or
productivity gaps. It has improved distribution through the revitalization of the labour market and
more vigorous social policies but has not succeeded in creating as many quality jobs as are needed.
A good portion of the region’s production system continues to be characterized by informality.

Structural change aimed at closing the productivity gap and opening up quality jobs for
most of the workforce has been notably absent since the 1980s. This is the challenge that this
document seeks to address: to offer a comprehensive analysis of the various dimensions of
economic development that will lead directly to policy responses (coordinated and
complementary) that act on these fronts.

Another central aspect of the analysis that is proposed is an integrated way of looking at the
short and long terms, cyclical fluctuations and the growth trend, all part of the same process. The
long term does not lie behind cycles as a separate line around which fleeting shocks occur that are
absorbed without a trace. Shocks and policies, macroeconomic and industrial alike, with their
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effects on production levels and macro prices (wages, interest rate and exchange rate) leave marks
on the structure that affect the growth path in subsequent periods. These lasting marks are related
to changes in the level, composition and allocation of investment. A temporary fall in investment
or a change in its composition is more than a transitory setback. The very movement of the
international technology frontier —which has been accelerating over the past two decades—
creates new conditions. So, once the impacts of a shock have been absorbed there is no return to
the situation immediately preceding the shock but rather to a situation in which production
structures have fallen behind the economies at the leading edge of innovation.

This chapter is organized as follows. Section A describes the characteristics of growth in Latin
America and the Caribbean since the 1970s, providing a framework for the discussion that follows.
Section B explains how the structuralist approach to development sees the relationship between
business cycle and structural change. Section C expands on the structuralist perspective, defining
desirable structural change, Keynesian (growth) and Schumpeterian efficiencies of the production
structure (dynamic efficiency) and their relationship to employment and equality. Section D explores
the challenges of desirable structural change in the context of the current technology revolution and
the opposing forces that are emerging from it, as well as the trends towards concentration or
deconcentration of production and services in terms of countries, sectors and firms. Section E
compares the performance of the countries of Latin America and the Caribbean with that of the
Asian countries, discussing their growth patterns based on the productivity and employment
dynamic. Special note is made of the absence of a virtuous pattern in the region, i.e. a pattern of
simultaneous sustained growth in productivity and employment. This lack of a virtuous pattern is
related to weak structural change. Section F discusses the links between the business cycle, external
shocks —arising from shifts in capital inflows or terms of trade— and the production structure in the
various periods of the region’s economic history over the past 50 years. It also covers the
relationship, in each of these periods, between growth and external equilibrium, noting the role of
macroeconomic and industrial policies. Last, section G focuses on income distribution and equality,
in conjunction with growth, and on the territorial dimension of heterogeneity. It takes another look
at the distribution effects of growth in the different periods of the region’s economic trajectory,
pointing up the important role that distribution policies have played in recent years and the
challenges posed by the coming decades to the advance of equality.

A. Growth in Latin America and the Caribbean

Economic growth in Latin America and the Caribbean between 2003 and 2011 enabled the region
to recover from a lacklustre period that began with the debt crisis of the early 1980s. However,
these recent growth rates do not match the rates achieved in the 1970s by the region’s countries or
the rates currently seen in other developing countries (see table 1.1). The difficulty that the region
is experiencing in returning to a faster growth path is seen when comparing the evolution of its
per capita income with that of the fastest growing economies in South Asia.!

1 For example, per capita income in the most successful East Asian economies, such as the Republic of Korea and Taiwan
Province of China, which had trailed that of many sub-Saharan African nations in 1950, had already risen above the
Latin American and Caribbean average by the 1980s.

22



Chapter | Structural change for development

Table I.1
ANNUAL GDP GROWTH RATES BY REGION (SIMPLE AVERAGES), 1971-2010
(Percentages)
1971-1980 1981-1990 1991-2000 2001-2010
Sub-Saharan Africa 37 1.9 2.3 52
North America 33 4.4 34 21
Latin America and the Caribbean 5.7 1.3 32 3.8
East Asia and the Pacific 4.8 4.7 31 4.2
South Asia 3.0 54 5.2 75
Europe and Central Asia 32 24 19 2.0
Middle East and North Africa 8.6 1.8 4.1 4.8
Arab countries 15 39 4.9
World 3.9 35 2.9 3.0

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

Improved performance since 1990 (except for the lost half decade) gathered further
momentum in 2003, with several countries in the region managing to sustain this level of growth
despite the decline in economic activity brought on by the international recession of 2008-2009. The
economic growth rates of the past two decades have been more volatile than in other regions of the
world, developed and developing alike, a trend that characterizes the region to this day.

Naturally, within this larger whole, there are significant differences at the subregional level.
In the two past two decades, two upswings may be distinguished (1991-1997 and 2003-2011),
separated by five years of stagnating —and in some cases falling— activity levels (1998-2002).
During both growth phases, the region’s overall good performance was driven by Central and
South America. In the 2003-2011 period in particular, the two subregions achieved the highest
growth rates of their recent history and weathered the impacts of the 2008-2009 global recession
better than Mexico and the Caribbean.

Table 1.2
GDP GROWTH RATES BY SUBREGION, 1971-2010
(Percentages)

1971-1980 1981-1990 1991-1997 1998-2002 2003-2010

South America 5.6 1.0 41 03 5.0
Argentina 2.6 -1.0 6.1 3.1 75
Brazil 8.8 1.7 3.0 1.7 4.0
Chile 2.8 31 8.2 25 4.0
Colombia 55 34 4.0 0.7 4.4
Central America 4.3 1.0 45 35 4.3
Mexico 6.6 19 29 32 22
The Caribbean 1.6 19 3.0 29
Latin America and the Caribbean 5.9 15 3.6 13 4.2

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of CEPALSTAT [online database]
http://websie.eclac.cl/sisgen/Consultaintegrada.asp/, 2012.

Note:  Calculations based on 2005 constant values. The GDP of the subregions is the sum of the GDPs of the countries of each
subregion.
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As will be discussed later, the behaviour of the region’s economies between 2003 and 2010
can be explained by internal as well as external factors. Within the region, a series of policies were
implemented that paved the way for a relatively balanced evolution of the most important
macroeconomic variables. And outside the region, there was an improvement in the terms of trade
for commodity-exporting countries, an increase in foreign direct investment and fluid access to
international financing, as well as foreign income from tourism and migrant worker remittances.
This combination —not exempt from contradictions and sudden changes, as evidenced during the
2008-2009 crisis— helped to prevent or alleviate historical tensions on the external front, especially
in countries that export natural resources.

The period of stagnation between 1998 and 2002 can essentially be attributed to the South
American economies, since Mexico, Central America and the Caribbean grew at average annual
rates of over 3%. The poor performance of South America during this period was directly
associated with the growth pattern of the second half of the 1990s, when mounting external
imbalances gave rise, among other manifestations, to the crises in Brazil (1999) and Argentina
(2001). Specific conditions in individual countries notwithstanding, the tendency to combine
stabilization programmes built around the exchange rate as the nominal anchor with economic
reforms —trade and financial liberalization— led to significant exchange rate appreciation to the
detriment of the real economy, especially the tradable sectors.

Between 2003 and 2011, following the five-year period from 1998 to 2002 known as the “lost
half-decade”, most of the countries of Latin America and the Caribbean experienced their fastest
growth since the 1960s, outpacing the global average and the advanced countries. This led to a
significant improvement in the living conditions of the population, as seen in social and labour
indicators. Not only was major headway made in reducing unemployment, poverty and
indigence, but also for the first time in several decades, a sizeable subset of countries in the region
achieved positive results in terms of income distribution (ECLAC, 2010). This was also a period of
relative macroeconomic stability, with growth accompanied by single-digit annual inflation on
average, despite the spike in international prices for oil, grains and other commodities. The
region’s countries were able to take advantage of the favourable external environment, pairing
economic growth with fiscal surpluses and falling external debt levels.

In the period 2003-2011, as happened in a number of countries in the previous decade, the
nominal exchange rate also served as an anchor to contain or reduce inflation. Heavy inflows of
primarily short-term capital caused local currencies to appreciate in real terms. This had the
effect of concentrating export growth in the natural resources sectors and limited their capacity
to pull along the rest of the economy. It also discouraged capital formation in the tradable
sectors and drove down output. The drive to specialize in natural resource-intensive products
was consistent with the relative price structure induced by the external shock and exacerbated
by stabilization policy.

Though fiscal reform continues to be an item of unfinished business in the region —especially
in terms of the low tax burden, the regressive effects of taxation and much of fiscal spending, and the
share of indirect taxes in total taxes— several key aspects of public finances took a turn for the better
in 2003. Evidence of these improvements is seen in, among other indicators, the lower levels of
external public debt and fiscal deficits, as a percentage of GDP in both cases, in many of the region’s
countries. Aside from the factors that in each case made these gains possible, the near-universal
reduction in public debt levels as a percentage of GDP and in interest rate spreads on sovereign debt
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—a reflection of lower country risk— created more economic policy space to manage the short-term
cycle, as seen in the region’s ability to respond to the contraction in external demand that followed
the Lehman Brothers crisis in the third quarter of 2008. Unlike in the 1980s and 1990s, the
improvement in public finance did not come at the expense of cuts in social spending or
infrastructure investment. Indeed, public spending increased significantly and infrastructure
investment rose moderately.

There are important differences with respect to growth rate and economic performance
between the subregions of Latin America and the Caribbean. These are associated with (i) the
varying degrees of global financial integration, which mean different levels of exposure and
vulnerability to the liquidity cycles of key countries; (ii) exposure to the real cycle of the advanced
economies, particularly the United States (as in the case of Mexico and the countries of Central
America and the Caribbean); (iii) the effect of international commodity price movements on the
terms of trade; and (iv) the different initial conditions, institutional settings and policy measures in
place in each economy. These differences led to various behaviours in terms of investment and
exports and their capacity to lift the rest of the economy and thus raise GDP.

Notwithstanding these differences, the performance of the region in general has been
satisfactory in recent years. The resilience shown by the countries of Latin America during the
economic crisis that hit the industrialized world offers proof of this. However, this positive result
must not engender complacency in the region. For example, this period did, after all, hold benefits
for many countries in the region in the form of high prices for agricultural and commodity
exports, very favourable conditions of access to external financing and a steadily expanding
international market, which goes a long way in explaining their strong performance.?

These outcomes have taken place in the framework of a global economy that has undergone
profound transformations over the past 10 years. Among the more significant is the emergence of
China as a dominant player in global trade and investment. China’s ascendancy confirms the
general trend among developing countries in Asia towards larger roles on the global stage. For
some countries in the region, the most obvious impact of this new pre-eminence has been the
increase in demand for natural resources, especially metals and hydrocarbons, which have
noticeably improved their terms of trade. In addition, the incorporation of the Asian labour force
has impacted the dynamics of global labour costs, especially inasmuch as they figure increasingly
heavily in international markets for manufactured goods. This has real consequences for the
countries of Latin America and the Caribbean, more or less favourable depending on their degree
of integration in the global marketplace.

For most Central American and Caribbean countries, which are net importers of food and
energy, the impact of China’s growing presence and changing terms of trade was negative and
exacerbated their external account problems, especially in the countries that have tended to
specialize in exporting labour-intensive manufactured goods (in direct competition with Asian
production). Thus, instead of benefiting from rising commodity prices and growing Chinese

2 The remarkable response and recovery capacity demonstrated by the region during the worst part of the crisis in 2008-
2009 occurred in a larger context of sweeping proactive macroeconomic policy measures on a global scale, driven by
key countries and China. This relatively coordinated countercyclical fiscal and monetary response included an
unprecedented measure to support the functioning of the international monetary system of the past three decades,
namely the allocation by the International Monetary Fund (IMF) in the third quarter of 2009 of Special Drawing Rights
equivalent to US$ 250 billion. For more detailed information on the countercyclical policies adopted in the region, see
ECLAC (2009).
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demand for inputs, they were hurt by increased competition with China and Asia in general for
the United States market, their largest foreign market. Although income from tourism and
migrant worker remittances partially offset these effects, their extreme dependence on the
business cycle of the developed economies, especially the United States, injected substantial
volatility into their growth rate and robbed them of momentum.

For net exporters of natural resources, both in South America and the Caribbean, the foreign
trade boom has mitigated (but not eliminated) the threat posed by the debt and balance-of-
payment crises. This larger trade cushion does not mean that the countries benefiting from it are
on a sustainable high-growth path in the long term. The key structural problems that have
historically plagued the region persist. There are challenges that must be faced, not only by the
economies of the region that have been adversely affected but also by those that have profited
from these new trends in the external environment.

The countries that have benefited from the commodities boom are very susceptible to a
reversal in the terms of trade trend. But even if these favourable external conditions were to
persist, there are reasons to be concerned about the trends in the production structure, particularly
with the reprimarization of export specialization.

History indicates that specializing in low value-added assembly work or in commodities is
associated with weak gains in productivity, job creation and economic growth in the long term.
The short-term benefits of this type of production specialization should be weighed against the
long-term cost. This trade-off is crucial when it comes to shaping macroeconomic and industrial
policy agendas for structural change. The need for structural change as a cornerstone of
development has been and continues to be the key challenge facing the region and will assume
even greater importance in coming years.

Understanding this challenge calls for revisiting the contributions of the pioneers in
development theory.? Economic development involves not only high growth rates but also
gualitative changes in the production structure and, especially for open economies, in the
pattern of specialization and integration in the global markets. These changes should increase
the share of knowledge-intensive sectors in total production, which will enhance the skills,
knowledge, and learning processes that occur in conjunction with production and investment.
Technological know-how, production structure diversification and the potential for economic
growth are closely interrelated.

Not all structural change is good for development. Structural change entails transforming
the composition of output and international trade, employment and the pattern of specialization.
Virtuous structural change is defined by two interrelated aspects. First, it is characterized by an
increase in the contribution of knowledge-intensive sectors or activities to output and trade and a
denser and more diversified production matrix, with higher productivity growth paths and
technology spillovers and externalities that benefit the entire system. Second, desirable structural
change should also lead to insertion into high-growth global markets so as to boost aggregate
demand, production and job creation, with the ensuing favourable effects on income distribution.
Structural change that meets both criteria is indispensable for placing an economy on a long-term
high-growth path that is not compromised by disequilibrium on the external front. This type of

3 There are several authors who can rightly be described as classics in the field of economic development, including
Rosenstein-Rodan, Gerschenkron, Nurkse, Lewis, Hirschman, Prebisch and Furtado.
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change is consistent, in particular, with a rate of export growth that systematically covers the
import bill and factor payments (e.g. interest), so the current account balance as a percentage of
GDP remains at manageable levels.

The concept of virtuous structural change implies a distribution structure designed to
reduce inequality. This does not occur spontaneously but rather requires developing and
strengthening economic, social and public institutions so they are able to ensure that the fruits of
technical progress are broadly distributed instead of excessively concentrated. In the medium
term, desirable structural change should lead to better income distribution and access to
production factors. In the transition from a concentrated structure to one with better distribution,
structural change should be accompanied by social protection pillars for sectors whose
incorporation into production activity requires longer lead times as well as by policies to develop
the skills that will enable these sectors to move into quality employment more quickly.

By encouraging the creation of new sectors and the dissemination of technology throughout
the entire system, structural change generates job opportunities in high productivity sectors. A
virtuous pattern of structural change, at the core of the development process, pairs high
productivity and output growth with a drop in open unemployment, informal and subsistence
employment, which reduces poverty and inequality in the economy. This last aspect is especially
important in Latin America and the Caribbean, a region that stands out internationally for
persistently high levels of inequality.

B. Structuralism: Macroeconomics and development

Structural change has always been at the heart of development theory, so it is striking that until
recently it had been relegated to the sidelines of the dominant orthodoxy on growth theory. That
marginalization has lessened in recent years as growth analysis has assigned an increasingly important
role to structural change, as the leading thinkers on development and the ECLAC manifesto of 1949
proposed. Since the 2008 crisis, the idea that structural change and policies to foster it are indispensable
for achieving high growth with a better distribution of income has won increasing acceptance, even in
circles that tended, at most, to view it as a topic for books on the history of economic thought.

According to the orthodox approach that prevails in some academic circles and among
international financial organizations, the long term is conceived as a steady state of growth towards
which an economy converges if market mechanisms are allowed to operate. From this perspective,
macroeconomic policy should address inflation and short-term fluctuations, while the long term and
the growth trend are handled by “God and the engineers,” as Joan Robinson put it. This approach
has been increasingly challenged by economists from different schools of thought (Lall, 2000), who
are very far from a consensus on the idea that if the central bank concentrates only on inflation, then
output will automatically stabilize very near its potential level (the so-called “divine coincidence™).

Meanwhile, according to the structuralist approach, the relationship between the
production structure and macroeconomic policy runs in both directions. Macroeconomic policy
shapes the production structure, and the production structure in turn determines the space
available for macroeconomic policy, as well as its effects on the economy. From this perspective, it
is more accurate to speak of cycle and trend as coevolving phenomena than as two separate
dimensions of economic growth. This point —that cycle and trend are interrelated— is
highlighted in the document and will be taken up again later.
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There are three transmission mechanisms between macroeconomic policy and production
structure: (i) the effect of policies on the rate of capacity utilization, which in turn influences
investment rates (accelerator effect); (ii) the effect of an increase in aggregate demand on the rate
of technological progress and productivity growth (Kaldor-Verdoorn effect); and (iii) the effects of
policies on macro prices, which influence the expected profit rates in different sectors and thus the
direction and composition of investment. The functioning of transmission channels is complex and
also includes intermediate effects on income distribution and consumer demand.

These effects connect macroeconomic policy with the productivity and employment paths
and are a link between the long and the short term, between trend and cycle. Given its influence
on the level and composition of investment, macroeconomic policy shapes future growth. A
related factor is the irreversibility of supply: whereas the recessionary phase of a cycle of economic
activity can permanently destroy installed capacity (“a firm can be destroyed in a day”), the
corresponding expansionary phase, of the same duration, can be insufficient to replace the lost
capacity due to various reasons, chief among them being the lead time needed for individual and
institutional learning processes (“a firm is not built in a day™).

Managing aggregate demand and its effect on the degree of utilization of production
capacity helps to determine the level of investment. A highly restrictive approach to demand
management, which results in long periods of underutilization of installed capacity, reduces the
investment stimulus and curbs both the expansion and modernization of the stock of capital
assets. This compromises the future growth of productivity —and thus output and employment—
in a global context characterized by swift technological change. At the same time, the expansion of
aggregate demand and output in the short term generates learning-by-doing processes that boost
productivity. Productivity tends to rise when production increases owing to increasing returns on
economies of scale and the accumulation of experience and learning, which expands the skill base.
Accordingly, macroeconomic policy that unnecessarily reduces the rate of growth means that the
economy might start the following period with a technological platform that is relatively less
developed. Naturally, aggregate demand alone is insufficient to make investment grow at the
same rate as demand, so caution is needed when the capacity utilization rate is already high.
Supply can respond endogenously to demand within certain limits and periods of time. Aggregate
demand management policy should recognize this problem and be properly blended with policies
to increase productivity, particularly with industrial policy.

In as much as fiscal, monetary, and exchange rate policies affect relative sector profitability,
they will have effects on the allocation of investment (Cimoli and Katz, 2003). When firms make
decisions about which sectors to invest in, they are also making decisions about the future
configuration of the production structure, and thus the growth path. In recent years, the effect of
the real exchange rate on the composition of output between tradable and non-tradable goods and
services, and in turn on sectors or branches of economic activity with varying degrees of
technological intensity, has been widely noted as an important factor linking macroeconomic
policy to growth (ECLAC, 2010, chapter 2; Frenkel and Rapetti, 2011). However, the real exchange
rate is not the only possible transmission channel. For example, higher interest rate and more
restrictive credit conditions may have an adverse effect above all on small and medium-sized
firms and on innovative activities with more uncertain rates of return.

The external sector —more precisely the behaviour of the balance of payments— is key to
understanding the coevolution of cyclical fluctuations in production activity (business cycles) and
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the long-term expansion trend or path of the economy. Modern history in Latin America and the
Caribbean provides numerous experiences that illustrate this relationship. There have been
episodes of strong growth driven by abundant foreign currency, the result of substantial
improvements in the terms of trade and access to the global financial market (for example, in the
period following 2003, with the exception of the worldwide great recession of 2008-2009). There
have also been cycles of economic expansion accompanied by persistent current account
deterioration and exchange rate appreciation, which subsequently led to severe external sector
crises, capital flight, recession and job loss (as occurred in several countries in the region in the
1990s and in most of them in the 1980s).

The relationship between external shocks and macroeconomic policies has key implications
for the growth and stability of the region’s economies. These implications reflect the central role
that the balance of payments has had (and continues to have) in the macroeconomic performance
of emerging countries, especially those in the region (Cimoli, 1992; ECLAC, 2007; Ocampo, Rada
and Taylor, 2009; Thirlwall, 2011). This predominance is based on the dynamic of four elements:

(i) net exports (exports minus imports);

(i) remittances from migrant workers, earnings on foreign capital and interest payments;
(iii) effects of the terms of trade; and

(iv) access to external financing and the volatility of short-term capital flows.

Historically, the first three components dominated the external sector dynamic. Among
them, in economies that were less open to international financing than now, net exports clearly
exerted the most weight. The trade balance is closely related to the production structure and the
pattern of specialization. When financial globalization began to take root in the 1970s, the fourth
component became significantly more important and, as a result, the financial components of the
balance of payments played a larger role. And the importance of foreign direct investment has
increased as well.

Balance-of-payment shocks associated with terms of trade and liquidity shocks (items (iii) and
(iv) above) are key to the cyclical dynamic, along with policy responses. These shocks affect not only
the short term but also long-term growth inasmuch as they have structural effects via investment,
which is to say that shocks modify the structural component that determines long-term growth.

If fluctuations in access to capital markets are significant and sudden (for example, due to a
massive influx of short-term capital that leads to exchange rate appreciation and creates stock or
real estate market bubbles), it can have deep and lasting effects on gross fixed capital formation
and, by extension, on the production structure and the pace of economic and job growth. These
destabilizing effects are more potent in a globalized world, particularly in economies that do not
have instruments for regulating or managing international capital flows, as is the case with most
of the countries of the region.

The relationships between macroeconomics and structure, between business cycle and
growth trend and between short and long term call for rethinking the role of macroeconomic
policy and addressing it in conjunction with the role of industrial and technology policy (Cimoli,
1992). Macroeconomics for development should look at the business cycle and stability (real and
nominal) in the context of structural change and an increase in the pace of long-term growth. As
proposed in ECLAC (2010, chapter Il, p. 51), there is a need for “an approach that makes
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production development an explicit priority and levels up skills and social opportunities.” This is
macroeconomics in which the management of aggregate demand in the short term does not lose
sight of its long-term effects on the amount and composition of investments and recognizes that
structural limits (and, with them, the factors that determine future stability and growth) are
redefined throughout the cycle (Cimoli, Porcile and Rovira, 2010). According to this perspective,
the macroeconomic authorities should take into account that their decisions shape subsequent
cycles and affect access to the labour market and skills development. In short, growth and
distribution should be among the key objectives of macroeconomic policy, together with nominal
stability. In this process, coordination with structural change policies (such as industrial and
technology policies) assumes a central role.

C. Characteristics of structural change

The economic literature has made strides in analysing why some economies are able to follow
virtuous growth paths with high rates of output, productivity and employment growth while
others fall behind (Reinert, 2000). A review of experiences around the world reveals that there are
few cases in which there has been a substantial reduction in the per capita income gap between a
developing economy and the advanced economies. However, there are success stories that offer
lessons on the factors favouring such a convergence. These lessons can be summarized as follows:

(i) Economic development requires reallocating resources to sectors or activities that are
knowledge-intensive and show higher rates of technological innovation. It is also
necessary to diversify to sectors and activities that are experiencing rapid growth in
domestic and external demand, so this demand can be met by domestic supply and
exports and imports can grow in a balanced way without generating unsustainable
pressures on the balance of payments. Thus, development is associated with a
production structure having two types of efficiency that can be considered “dynamic”
in the sense that they represent faster paths to productivity, output and employment
growth over time. The first is referred to as “Schumpeterian efficiency” because there
are sectors that are more knowledge-intensive with higher spillovers of capabilities to
the economy as a whole. These sectors are innovation leaders, driving productivity
gains both in their own sector and in other sectors. The second is “growth efficiency”,
also referred to as “Keynesian efficiency”. It is associated with the pattern of domestic
and external demand for goods produced in the country in question. If a country does
not produce goods for which demand is growing quickly, its businesses will have no
incentive to step up investment or output. Dosi, Pavitt and Soete (1990) and Soete
(1990) regard Keynesian or growth efficiency as the one that is compatible with trade
balance equilibrium.

(i) Both efficiencies are dynamic in the sense that they induce higher GDP growth in the
medium and long term, in contrast with what is known as “Ricardian efficiency,”
which increases GDP a given moment in time due to better allocation of resources
based on factor endowments at that moment (Dosi, Pavitt and Soete, 1990). Structural
change is precisely about moving away from a static model of efficiency (Ricardian)
towards a model with greater dynamic efficiency (Schumpeterian and Keynesian). It is
crucial that structural change strengthen dynamic sectors not only in terms of
technology but also in terms of demand, since productivity gains that are
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(iii)

(iv)

v)

unaccompanied by a parallel increase in demand could lead to underemployment or
unemployment (Cimoli, 1988). The two types of efficiency generally occur together
since the most knowledge-intensive sectors tend to also experience higher demand
growth over time.4

Keynesian (or growth) efficiency should allow a high rate of growth without
generating unsustainable disequilibria in the balance of payments, which entails, as
mentioned, a pattern of specialization that prevents sharp asymmetries in the rate of
expansion of exports and imports of goods and services. Basically, this means that the
current account to GDP ratio must be kept from spiraling out of control, holding it on
an acceptable path so external agents can continue to finance current account deficits.
If the pattern of specialization were such that goods and services imports plus factor
payments grew at a much swifter pace than exports, at some point it would be
necessary to reduce absorption (and growth) to restore balance to the external
accounts. This constraint (the need to hold the current account to GDP ratio at
manageable levels) should prevail in the long term. GDP growth must be adjusted to
ensure that the ratio does not exceed critical limits.5 As mentioned, this means that the
rate of growth must be held close to the rate with external equilibrium in the long term
(Moreno-Brid and Pérez, 1999; Moreno-Brid, 2003; Barbosa, 2002; Alleyne and Francis,
2008, Cimoli and Porcile, 2011).

Keynesian efficiency implicitly assumes that the fiscal and monetary policy will
contribute to keep the rate of growth of the economy close to the long run rate of
growth with external balance. In no sense is this the “ideal” or desirable rate because it
can be slower than the rate needed to reduce inequality and informality. The desirable
rate and the equilibrium rate are the same only if industrial and macroeconomic policy
work in tandem to build a dynamically efficient production structure. In this context,
external equilibrium does not have the meaning of “steady state” that is usually
assigned to it in economics. The long-term growth rate is an attractor that can change
over time depending on policy focus and structural change.

The two types of dynamic efficiency are very closely related; generally, the sectors
with the fastest growing demand are also the sectors that are the most technologically
robust and knowledge-intensive. There are important exceptions, associated with what
Diaz-Alejandro (1983) called the “commodity lottery,” in which a country temporarily
achieves high growth because it has a resource that is benefiting from an especially
favourable phase of the global demand cycle. However, history suggests that
developing countries that have succeeded in converging with the more advanced
countries have done so through the accumulation of technological capacity, innovation
and knowledge, not on the basis of rents from natural resources. Rents can promote

4 Demand growth depends not only on products and changes in their income elasticities due to innovation or consumer
preferences, but also on the existence of trade barriers or agreements that asymmetrically affect the products and
countries participating in global trade. The rules of the World Trade Organization (WTO) have reduced these
asymmetries but not completely eliminated them.

5  This perspective is consistent with what McCombie and Thirlwall (1999, p. 49) define as the balance-of-payments
constraint on growth, which occurs when the performance of net exports and the international financial market’s
expectations regarding this performance impose on the country a growth ceiling that is lower that what would be
possible with full use of the country’s factors of production.

31



Structural Change for Equality: An Integrated Approach to Development ECLAC

(Vi)

(vii)

long-term development if they are leveraged to change the production structure so as
to create new comparative advantages that generate rents on knowledge, are not
depleted over time and produce increasing returns (ECLAC, 2007).

Desirable structural change is defined and evaluated according to its aggregate effects on
the economic system. Structural change is not virtuous if it merely creates more high-
technology enclaves or if changes are concentrated in the most efficient parts of the
production structure. Virtuous structural change should ensure that technology spillovers
and rising demand drive not only a small group of large export firms but also the rest of
the economy through forward and backward linkages. As part of this process of structural
change, new agents emerge and the workforce increasingly moves away from low
productivity sectors to new sectors that populate the space between pioneering activities
and subsistence activities. Out of this process comes a more even distribution of medium
and high productivity activities, which in turn creates a denser production matrix.

Employment dynamics form a central element in any process of virtuous structural
change. Developing economies have strong structural heterogeneity, with a significant
portion of the workforce engaged in the informal sector or in subsistence activities.
This contingent of workers has very low rates of productivity, to the detriment of
income distribution and average income in the economy. With virtuous structural
change, new sectors and activities are created that absorb the reserve of workers into
more productive, better quality and higher paid jobs. The force that reduces
heterogeneity is the diversification associated with structural change.

(viii) Virtuous structural change requires both macroeconomic policy that is committed to

The

development and stabilization and industrial policies that create the necessary
incentives. Transitioning to new sectors and expanding the technology base are not the
spontaneous result of a free-market price system. Specialization determined by
dynamic comparative advantages and production diversification must first overcome
very strong production structure inertia arising from the wealth of experience amassed
by firms in developing capacity and to problems with the coordination and financing
of investments, among other challenges. An important role of policies is to build
institutions that complement market forces and generate the set of relative prices —or
as Amsden (1989) states, the set of price “distortions”— that are needed to redefine,
through structural change, the path of economic growth (Cimoli and Dosi, 1995; Wade,
1990; Chang, 2003). Building institutions that contribute to the effective
implementation of these policies remains an item of unfinished business in the region.

challenges of structural change become increasingly complex as the technology

revolution now under way picks up speed, as discussed below.

D. Technology revolution and structural change

Structural change is driven by process and product innovation based on new technologies and the
generation of knowledge. The shifting technology frontier determines which production
structures are most efficient and will take the lead in the long run. Countries that are not at the

6
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forefront of technological change at a given juncture should implement industrial policies that
send the economic signals needed to steer investment and jobs towards sectors that will make
technology convergence possible.

The dominant technology paradigm is presently undergoing changes of such magnitude
that they have been described as a new technology revolution. This is based on the coevolving
paths being charted in nanotechnology, biotechnology and information and communications
technologies (ICT). Each of these fields is evolving rapidly on a separate path, but what is most
important is that they are tending to combine in mutually reinforcing processes. The convergence
of these technologies could lead to a new industrial revolution given their potential applications,
particularly in terms of the digitalization of production, the generation of new materials, the
synthesis of biologically active substances and a less intense environmental burden (van Lieshout
and others, 2008).

The confluence of progress in these areas will transform economic, political, institutional
and social structures on a global scale and with greater speed than previous industrial revolutions.
Those revolutions brought about enormous increases in production capacity, which led, for the
first time ever, to sustained increases in per capita income and improvements in quality of life for
much of the population of the countries that led the way. However, the scale of dissemination and
rate of adoption were not even, and unprecedented levels of social and economic inequality
ensued, as illustrated in figure 1.1. Circa 1800, the average per capita income (in 1985 dollars) of
the richest countries was nearly twice that of the poorest; in 2000 the ratio was six to one, largely
due to international asymmetries in the intensity of technological diffusion.

Figure 1.1
EVOLUTION OF PER CAPITA INCOME, BY WORLD REGIONS, 1750-2000
(Dollars at constant 1985 prices)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of World Bank, World Development
Indicators (WDI) [online database] http://databank.worldbank.org/, and Robert E. Lucas, “The Industrial Revolution: past
and future”, May 2004.
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Innovations in digital technology are converging to transform various aspects of daily life. In
production, these advances have transformed the management, marketing and distribution of
products, as well as furthered new business models based on the Internet. This radical transformation
has now extended to manufacturing, which is benefiting from advances in robotics, the proliferation of
virtual communities and the spread of personal fabrication technologies,” which will change not only
how but also where products are made, reshaping the structure and dynamics of global production.

The revolution now under way is producing economic and social trends in opposing
directions: concentration and deconcentration. On the one hand, it is concentrating production
among large companies with a global presence that operate in markets with strong economies of
scale, generally in countries that are near the technology frontier and have high innovation capacity.

There are three forces driving concentration: (i) the economies of scale resulting from increasing
returns in storage, management and energy with the installation and operation of large data centres;?
(i) the economies of networks, whereby the value of a network increases as more users join it, a
phenomenon that is particularly important in social media and networks;® (iii) advances in robotics,
which are sharply reducing the wage component of costs and encouraging production to return to the
developed countries, which have the technology and capital to make use of robotics.1

Although this process is well under way in metalworking industries (such as the transport
equipment industry and the electronics industry), it is gradually taking root in other areas, such as
agriculture, the food industry, the production of labour-intensive consumer goods (such as
apparel and footwear) and the production of equipment for renewable energy and energy savings.
The effect on employment is not yet clear. Initially, jobs could be lost to the substitution of workers
performing codified tasks. In the medium term, as was the case in previous technology
revolutions, more jobs would be created in new activities requiring new skills, but the specific
nature of these jobs is difficult to predict (IFR, 2011).

On the other hand, there are forces driving market deconcentration. The technologies that
enable products and services to be personalized generate niche markets, where economies of scale
are less important. This type of dynamics would pave the way for deconcentrating the production
of goods and services, creating opportunities for the countries furthest from the technology
frontier and for small firms. This will be possible so long as the capacities needed to operate in the
new technology paradigm (electricity, data centres, low-cost, high-quality broadband networks
and adequately skilled workers) are developed. These capacities are built in systems with
mutually reinforcing complementarities (Jordan, Galperin and Peres, 2010).

7 Personal fabrication technologies use the same manufacturing methods as industrial technologies but are smaller, less
expensive and easier to use. These technologies include, for example, 3D printers, desktop moulding and milling
machines, laser cutters and programmable sewing and knitting machines, as well as design and modeling software
(Lipson and Kurman, 2010).

8 Hamilton (2008) evaluates the cost savings of operating data centres hosting more than 50,000 servers in comparison
with small data centres hosting around 1,000 servers. The cost ratios are on the order of one to seven.

9  The widespread connection of all kinds of machines and devices (including electronics, home appliances, mechanical
devices and even automobiles) to the Internet has given rise to the Internet of things, with corresponding demands in
terms of bandwidth and speed. By 2008, the number of objects connected to the Internet had already surpassed the
world population. In 2012, the volume of Internet traffic between things equaled the volume of traffic between people.
According to Cisco IBSG, by 2020, approximately 50 billion objects will be connected to the Internet, providing an
unprecedented array of smart applications and services. See [online] http://www.cisco.com/web/about/ac79/docs/
innov/1oT_IBSG_0411FINAL.pdf.

1o “Athird Industrial Revolution” The Economist, 21 April 2012 [online] http://www.economist.com/node/21552901.
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Two additional technological developments are shaping concentration and deconcentration
trends. First, cloud computing is driving deconcentration by allowing computational and storage
resources to be shared based on an on-demand, pay-as-you-go model (utility computing),* which
helps small enterprises obtain access to highly efficient software, platforms and hardware. On the
other side of the equation, the provision of these services is concentrated among large companies
with the financial and operating capacity to install and run large data centres (Harms and
Yamartino, 2010; Armbrust and others, 2009).

Second, social networks are generating unprecedented volumes of big data that, when
processed using online analytics, become an input for designing production and marketing
strategies. Big data make it possible to develop more and better forecasts and fine-tune decisions
based on complete real-time information. The range of applications includes everything from
product design and pricing to customer care.’2 Firms thus acquire the flexibility to respond to a
more changing suite of demands and especially to more personalized preferences. This reduces
the costs associated with data collection and management for small firms, but it also has
concentrating effects. In practice, it is large companies that use these tools to model patterns of
consumer behaviour and preferences based on analyses of the complete universe of observations
rather than on statistical samples.

Social networks reposition the individual consumer at the heart of value creation and help
organize communities with shared interests. The numbers of collaborative online communities are
soaring in various areas, including financing (crowdfunding)?® and product manufacturing
(crowdsourcing),** which is leading to radical changes in business models. In the first case, access
to credit is provided by creating financing options for projects that would otherwise go unfunded
based on the guidelines and requirements of the conventional credit market; this reduces the
obstacles to starting up new businesses. In the second case, production is crowdsourced through
communities that offer online product design, fabrication and manufacturing services.’s Lower
production costs reduce the entry barriers associated with the initial investment and allow
products to be manufactured anywhere in the world, changing the geography of supply chains
(moving them closer to innovation hubs) and the weight assigned to labour costs in decisions
about production strategies.

11 Efficient use of cloud computing requires high connection speeds, i.e. operation on ultrafast networks (over 100 Mbps).

12 For example, the social network Dell Community has become a research and development laboratory for the company,
where users comment on products, suggest new ideas and report on product deficiencies; Telefénica 1+D uses Twitter
to find collaborators and customers; LG promotes its products on Facebook.

13 Networks are created of individuals who are interested in raising funds to finance certain activities. The funds can be
transferred directly to those who are requesting them, either as a contribution in exchange for some expression of
gratitude or recognition or as a monetary investment with some type of financial return expected by the investor.
Although these initiatives were first conceived as charitable transactions, they have evolved to become microcredit
options for financing start-ups, microenterprises and small businesses (Technology Review, 2012 [online]
http://www.technologyreview.com/article/427675/crowdfunding/).

14 The Economist, “All together now. The advantage of crowdsourcing”, 21 April 2012.

15 This model is made viable by personal fabrication technologies, especially 3D printers. With these printers, a product
designed on a computer can be “printed,” creating a solid object through the successive layering of material (known as
additive manufacturing). The materials used range from plastics to metals and alloys, ceramics, and rubber-like
substances. Some machines are able to combine materials, making many different kinds of objects. By combining this
technology with biotechnology, living tissues such as skin, muscle and short stretches of blood vessels can be
produced. In the future, it may be possible to make organs and other parts of the human body (The Economist, “Layer
by layer”, 21 April 2012 [online] http://www.economist.com/node/21552903).
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ICT, including bioinformatics, have revolutionized genome and biotechnology
sciences.’® Genomics, which was originally a set of laborious methodologies for mapping and
sequencing limited regions of DNA, has not only sequenced the entire genome of model
species but has also compared hundreds of these genomes with each other and thousands and
millions of sequences of all the species that can be sequenced. Beyond sequencing, there is
now an emerging understanding of how genomes are organized, how genes and non-coding
regions interact, the identical efficiency in how small and enormous genomes work, and the
function and origin of essential DNA strands, RNA and proteins that were hitherto unknown
or regarded as irrelevant.

Nanometric-scale research in optical electronics and probes has great potential for medical
diagnostics and other nanoelectronics and biomechanical applications. Interactions with molecular
and synthetic biology, bioinformatics and ICT are points of convergence and innovation with
enormous potential for development over the medium term.

Advances in digital technologies are being combined with innovations in materials. The
focus in this area is on improving existing materials and creating new raw materials with a
dynamic structure, greater functionality and a smaller environmental impact. In the first case,
traditional inputs are being imbued with new functionalities, making them lighter, stronger, more
durable and easier to handle and recycle.t

The most radical change is the development of new materials based on nanotechnology that
will have countless uses by virtue of their changing structure. These are smart materials that in
response to certain stimuli are able to go from being flexible to rigid and vice versa, as well as
expand and contract, change their shape, repair themselves and change color or transparency.
This creates opportunities for product design, especially for environmental sustainability.

The new course of development seeks to make use of green technologies, which are the
product of a combination of advances in recycling and water and gas treatment; electricity
generation from renewable energy sources (wind, solar, hydraulic, kinetic) and hydrogen fuel
cells; fuels derived from biotechnology (biodiesel, bioethanol); smart control networks in urban
systems (buildings, traffic) and power grids (smart grids); and an increase in the energy efficiency
of a great many machines and devices, including automobiles.

These advances, though recent, depend directly on some innovations made under earlier
paradigms that did not spread throughout the region and are therefore limiting dissemination and
appropriation. A notable case in point is electricity, which is still not available to a significant
portion of the population, particularly in the less advanced countries and in rural areas.

16 This has been possible thanks to a combination of technologies that can generate gigantic amounts of data, computer
data processing capacity and the requisite framework of theory for analysing the data in a way that is useful for
scientific, medical and agricultural development and for other biotech applications. From the development of a
complete genealogical tree showing the links between all living species on Earth, to the discovery of genes with
unknown and potentially useful functions, to gene and genome therapy and the synthesis compounds and molecules
that are extremely useful for medicines, agriculture, food and manufacturing, genome research today is inconceivable
without bioinformatics.

17 Materials such as hydrogels, bioplastics and bioadditives have been developed as substitutes for plastic. Carbon fibre is
replacing steel and aluminum. Properties can be added to metal (metal foam, liquid metal) and to renewable inputs
like wood and bamboo to expand their applications, tailoring them to more complex design requirements. Innovations
such as conductive textiles are emerging that could revolutionize the electronics and apparel industries.
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The present technological revolution is paving the way for stronger growth and new
opportunities for leapfrogging. In order to take advantage of these opportunities, technical
advances must be adopted and institutional, production and social restructuring must be pursued.
In such processes, past trends have a strong bearing on the possibilities for action (path
dependence). Technological innovation and dissemination require cumulative knowledge,
appropriate infrastructure, skilled workers and an enabling institutional and regulatory context
(Dosi, 1988, Cimoli and Dosi, 1995). The ability to make use of these advances depends a good
deal on progress achieved under the previous technology paradigm. Nevertheless, the
development of countries like the Republic of Korea demonstrates that it is possible to narrow the
technology gap by taking a systemic policy approach that encompasses structural change,
technology absorption, environmental efficiency and skills development.

The industrial revolution is redrawing the global production map and will surely lead to
activities and sectors (including some that are now labour-intensive) moving back to the more
advanced countries, with the resulting impact on employment in regions such as Latin America
and the Caribbean. Against this backdrop, policies that might have been considered proactive and
even cutting-edge just a decade ago are now inadequate to the task of narrowing the technology
gap. The challenge of structural change, technology absorption and training for more complex jobs
is taking on special importance and urgency.

Given the gaps between the countries of Latin America and the Caribbean and the more
developed countries, both in production (investment, productivity and innovation) and in the
social sphere (poverty, exclusion and unequal distribution of income), if the region fails to make
structural changes in line with this new revolution it will increasingly compromise its potential for
convergence. Selecting and targeting sectors and activities to promote, so the region can take part
in a swiftly changing world, are at the heart of the industrial policies proposed in chapter VI of
this document.

E. Patterns of productivity and employment growth

In a process of virtuous growth, productivity and employment expand at the same time (though
not necessarily at the same rate) without exerting unsustainable pressures on the external sector.
Whereas in the more successful countries outside the region productivity and employment grow
continuously, in Latin America and the Caribbean there are periods when productivity grows
slowly or declines. So, there are development models in the region where no country has managed
to pair, over the long run, strong job growth (a prerequisite for reducing the domestic income gap)
with productivity gains (a prerequisite for reducing the productivity gap in a world experiencing
a full-fledged technology revolution). A virtuous growth pattern must be grounded in structural
change for dynamic efficiency, as illustrated in table 1.3.

Table 1.4 shows productivity and employment growth and the output elasticity of
employment in Latin America (simple and weighted averages); table 1.5 presents the same
information for several of the region’s economies (Argentina, Brazil, Chile and Mexico) between
1960 and 2010. A comparison is made with the Republic of Korea, which is used as a point of
reference because it represents one of the most successful cases of technology convergence and
structural change (see, also, chapter Il).
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Table 1.3
DEVELOPMENT PATTERNS
Employment Productivity growth
growth Low High
Employment absorption Virtuous circle
Macroeconomy Strong aggregate demand growth  Strong aggregate demand growth
strong Technological progress and innovation Low or no productivity growth Strong productivity growth
Type of structural change Weak structural change Strong structural change
Vicious circle Defensive adjustment
Macroeconomy Weak aggregate demand growth Weak aggregate demand growth
Weal Technological progress and innovation Low or no productivity growth Strong productivity growth
Type of structural change No structural change Structural change limited to enclaves

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of JA Ocampo, “The quest for
dynamic efficiency: structural dynamics and economic growth in developing countries”, Beyond Reforms, Structural
Dynamics and Macroeconomic Vulnerability, Stanford University Press, and R. Astorga, M. Cimoli and G. Porcile,
“Technological upgrading and employment: patterns from developing economies”, 2012.

Table 1.4
LATIN AMERICA: GDP, PRODUCTIVITY AND EMPLOYMENT GROWTH, 1961-2010
Latin America Latin America
(simple average) (weighted average)

1961-1973 GDP 543 6.12
Employment 3.09 3.26

Productivity 2.42 2.86
Employment-output elasticity 0.56 0.52

1974-1981 GDP 412 481
Employment 3.44 3.37

Productivity 0.72 1.46
Employment-output elasticity 0.91 0.75

1982-1990 GDP 163 1.30
Employment 3.63 3.35

Productivity -1.95 -2.01
Employment-output elasticity 0.70 117

1991-1994 GDP 5.22 452
Employment 3.10 3.05

Productivity 2.08 148
Employment-output elasticity 0.75 0.91

1995-1997 GDP 418 324
Employment 2.34 2.03

Productivity 1.81 1.18
Employment-output elasticity 0.68 0.75

1998-2002 GDP 125 101
Employment 211 1.72

Productivity -0.84 -0.68
Employment-output elasticity 0.47 0.32

2003-2010 GDP 4.85 4.35
Employment 2.88 2.50

Productivity 1.90 1.79
Employment-output elasticity 0.60 0.58

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of CEPALSTAT [online database]
http://websie.eclac.cl/sisgen/Consultaintegrada.asp/, University of Groningen 10-Sector Database [online database]
http://www.rug.nl/feb/onderzoek/onderzoekscentra/ggdc/data/10sector, and the World Bank, World Development
Indicators (WDI) [online database] http://databank.worldbank.org/, 2012.
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Table |.5
LATIN AMERICA (SELECTED COUNTRIES) AND REPUBLIC OF KOREA: OUTPUT
AND LABOUR PRODUCTIVITY GROWTH, 1965-2010

(Percentages)
Period GDP Employment Productivity
Argentina
1965-1975 4.20 128 2.65
1976-1981 152 184 -0.29
1982-1990 -0.90 234 -3.19
1991-2001 3.86 129 253
2002-2010 5.56 351 192
Brazil
1965-1981 7.22 3.60 3.77
1982-1992 1.99 3.73 -1.68
1993-1998 333 171 1.60
1999-2010 3.38 193 1.45
Chile
1965-1973 2.96 135 191
1974-1981 4.03 0.87 324
1982-1985 0.25 2.39 -2.07
1986-1998 7.28 3.29 3.88
1999-2010 343 1.08 2.33
Mexico
1965-1981 6.69 4.69 183
1982-1994 187 3.46 -155
1995-2000 351 272 0.73
2001-2010 181 118 0.62
Republic of Korea
1965-1980 8.20 3.64 471
1981-1990 8.74 284 5.76
1991-2000 6.19 161 4.46
2001-2010 4.16 1.35 277

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

Note:  The periods used are specific to each country and were chosen based on the principal shocks and policy changes in each one.

Two important findings emerge from the table. At no time did the Republic of Korea
experience a decline in productivity along the lines of the one seen in Latin America during the
lost decade of 1981-1990 or in 1998-2002. This decline, in the case of Latin America, was
accompanied by job losses in high productivity sectors and a migration of workers to subsistence
activities and underemployment (in what is called a vicious circle). This migration tended in turn
to bring down the average productivity of the economy. This shift is the other face of regressive
structural change. Except for the 1960s, productivity never grew more than 2% (weighted
average).’8 By contrast, changes in the pattern of specialization in the Republic of Korea have
brought about an expansion in demand and output, creating jobs in high productivity activities
for workers previously engaged in lower productivity activities (see table 1.4) and improving
income distribution (ECLAC, 2007; McMillan and Rodrik, 2011).

Since the 1990s, the Republic of Korea’s growth has been propelled more by productivity
than by employment, as is to be expected in an economy that has already absorbed most
subsistence workers (substantially raising real wages) and that increasingly competes on quality.
The same dynamic has not been seen in Latin America, not even during the post-2004 boom.

18 As figure 1.4 shows, during certain periods some countries (Brazil during part of the 1960s and 1990s, Chile during the
1990s) achieved a virtuous circle, but not for very long.
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Furthermore, productivity growth rates in Latin America since the mid-1970s have remained far
below those observed in the 1960s. The output elasticity of employment shows the other side of
this process: it has been stable for nearly four decades in the Republic of Korea, which reflects a
clear strategy of structural change and growth, whereas it has fluctuated sharply in Latin America
and the Caribbean, even in the most successful economies. The rupture represented by the debt
crisis of 1982 and the lost decade that followed weakened the region’s capacity for accumulation,
growth and incorporation of technological progress over the long term, and it only started to
move forward in that regard in the mid-1990s.

Figure 1.2 focuses on the years beginning in 1980 when slackening productivity growth in Latin
America opened a large gap with East Asia.’® In 2010, labour productivity in the region was only
slightly higher than it had been in 1980, whereas it had nearly tripled for a sample of Asian countries.
A similar conclusion is reached when an alternative methodology, growth accounting, is used. The
simple average of growth in total factor productivity for 16 of the region’s countries between 1981 and
2010 is close to zero (see table 1.6). Recent analyses by ECLAC (2012) show that the contribution of total
factor productivity to GDP growth is barely 0.9%. This contrasts sharply with the data of Lau and Park
(2003), which show that the multifactor contribution in Hong Kong Special Administrative Region of
China, the Republic of Korea, Singapore and Taiwan Province of China averaged 3%, 3.3%, 2.7% and
3.3% per year, respectively (Guerrero de Lizardi, 2009). Another aspect of low productivity growth is
that the jobs that are created are poorer quality. Often, these jobs provide only tenuous refuge from
open unemployment and do nothing to prevent inequality levels from rising.

Figure 1.2
LATIN AMERICA AND ASIA: PRODUCTIVITY GROWTH, 1980-2010
(Index 1980=100)
350 1 = -
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-a Productivity in Asia (simple average)
Productivity in Asia (weighted average)
Productivity in Latin America (simple average)

=% Productivity in Latin America (weighted average)

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

19 Arecent ECLAC study (Fuentes and Sergeant, 2011) further notes that even though total factor productivity grew in all
of those countries until the early 1980s, from that point on it fell.
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Table 1.6
LATIN AMERICA (SIMPLE AVERAGE OF 16 COUNTRIES): GDP, EMPLOYMENT, CAPITAL
AND TOTAL FACTOR PRODUCTIVITY GROWTH RATES, 1981-2010

(Percentages)
Period GDP Employment Capital ;rocfglugf\:ﬁ;
1981-1989 13 16 12 -15
1990-1998 39 17 13 09
1999-2002 23 11 09 04
2003-2010 48 18 17 12
1981-2010 30 16 13 0.0

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of data from the LA/KLEMS project.

The divergence between Asia and Latin America and the Caribbean was associated with
changes in the pattern of specialization that enabled Asia to benefit from expanding global trade,
achieve economies of scale and sustain growth with external equilibrium. The Asian economies,
particularly the strongest performers such as the Republic of Korea and Singapore, had
macroeconomic policies in place to complement their industrial and technology policies. But both
kinds of policy were weak or nonexistent in Latin America and the Caribbean. In Asia, deliberate
policies that substantially changed the system of relative prices and incentives in favour of
activities capable of driving structural change redefined the patterns of specialization and
technology paths.

Some countries of Latin America and the Caribbean adopted policies for structural change,
with varying degrees of success, in the 1960s and 1970s only to abandon them (with few
exceptions) in the early 1990s as a corollary to the economic reforms implemented following the
external debt crisis. Industrial policies were cast aside for a long period of time, with no other
policies implemented in their stead. As seen in chapter VI, they only began to be reinstated in the
mid-2000s. Meanwhile, in the Republic of Korea, there has been a consistent pattern of continuity
with industrial policies, which have been adapted and reformulated based on past experiences
and specific technology and global trade framework challenges in each new period. Beyond the
forms that industrial policies have taken, there has been a strategic decision to industrialize and
compete in the market by producing goods with high technology content and near the knowledge
frontier in the target sectors.

The relationship between structural change, specialization patterns and an increasing
presence in global markets is illustrated in figure 1.3, which compares two groups, one
comprising Latin American and Caribbean countries and the other made up of seven
developing East Asia countries. Along the horizontal axis, the figure shows an indicator of
change in the pattern of specialization (participation of high-tech sectors in the total exports of
each group of countries). Along the vertical axis, it shows an indicator of global competitiveness
(the group’s share of total global exports). The first indicator reflects the rate of technology
growth (Schumpeterian efficiency). The second indicator shows the rate of demand growth
(Keynesian or growth efficiency).
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Figure 1.3
LATIN AMERICA AND DEVELOPING COUNTRIES IN EAST ASIA: PATTERN OF STRUCTURAL CHANGE
AND SHARE OF EXPORTS, 1985-2011°
(Percentages)

Share of exports (Xi/Xworld)

0 5 10 15 20 25 30 35 40 45 50
Specialization index (Xtech/Xi)

--- Latin America — Developing countries in Asia (7)

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of United Nations Commodity Trade
Statistics Database (COMTRADE) [online database] http://comtrade.un.org/db/default.aspx.

a

Technology exports are defined according to the classification used by Lall (2000). Latin America includes Central America,
South America and Mexico. The developing countries of East Asia are Hong Kong Special Administrative Region of China,
Indonesia, Malaysia, the Philippines the Republic of Korea, Singapore and Thailand.

The Asian countries rapidly changed their export profile, moving towards high-tech sectors
between 1985 and 2011, while also obtaining a larger share of the global market (reflecting their
capacity to boost growth compatible with external equilibrium over the long run). This process
did not occur with the same level of intensity in the Latin American countries, which did not
match the level of competitiveness achieved by Asia back in 1985 until the mid-2000s (Cimoli,
Porcile and Rovira, 2010).

In the Asian countries, the two types of policy (macroeconomic and industrial) generally acted
in concert with the objectives of promoting growth and maintaining stability.22 The same level of
coherence and coordination is not seen in Latin America, which has been subject to cycles of exchange
rate appreciation, debt, fiscal adjustment and recurring balance-of-payment crises in which sudden
stops of capital flows and episodes of financial contagion played a role (ECLAC, 1998; Krugman, 1999;
Calvo, 1998). The absence or withdrawal of industrial policies was especially damaging in this context
of real and nominal instability, and it dampened investment, especially in tradable goods.

To sum up, structural change has been weak in Latin America and the Caribbean, as can be
seen in the growth trend and in the evolution of productivity and employment. This long-term
trend interacts with short-term cycles. This joint movement of trend and cycle is the subject of the
next section.

20 At the same time, the array of macroeconomic policy instruments was significantly more complex than what is
accepted today due to the prevailing focus on discipline. Lending guidance policies, revenue policies, regulation of
prices of wage goods —to cite a few instruments— were an integral component of the macroeconomic policy toolkit.
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F. The coevolution of structure and business cycle

1.  Structure and external shocks

The coevolution of the production structure and the business cycle is based on transmission
mechanisms that enable these variables to interact and shape each other over time. First is an
examination of the structural factors that affect the short-term cycle. Subsequent segments
discuss causality in the opposite direction, that is, how the cycle dynamics affects structural
change. The analysis is premised on the idea that the balance of payments plays a central role in
the macroeconomic dynamic and explores the way in which structural factors related to trade
and specialization are associated with shocks that come from the financial markets and the
terms of trade.

One condition that the production structure imposes on short-term fluctuations is the
economy’s capacity to respond to external shocks. The link between the production structure
and these fluctuations can be seen most clearly in economies whose export basket consists of a
handful of commodities that are subject to highly volatile demand and prices set by the
international market. In this case, the cycle of economic activity, and thus employment, is
heavily dependent on the ups and downs of just a few markets. This is precisely one of the
mechanisms identified in the literature to explain why dependence on natural resources can
slow long-term growth: the volatility associated with this dependence compromises investment,
and by extension, long-term growth. At the other extreme are economies that concentrate on
producing knowledge-intensive goods and services for export; in them there is more division of
labour and diversification of skills. This diversity of expertise and skills enables the economy to
respond more efficiently and rapidly to a negative shock. Knowledge provides a degree of
flexibility and the ability to adapt to changing conditions. A diversified economy is in a position
to grow in a more sustained manner over time, with fewer fluctuations in output, employment,
wages and trade flows.

Another key variable in analysing the coevolution of cycle and trend is the constraint that a
long-term growth rate compatible with external balance imposes on the expansion of public and
private spending. As indicated earlier, this long-run rate is determined largely by the production
structure and the pattern of specialization. If economic growth outpaces this rate, current account
imbalances will require a correction through lower absorption. The correction will take the form of
a reduction in autonomous public and private spending, in different proportions depending on
the initial conditions and the degree of policy leeway. In the long run, fiscal policy is determined
by this rate of growth with external equilibrium. If a structural change raises this rate and all other
factors remain constant, it would be possible to increase fiscal spending without generating
destabilizing pressures on the current account.

Macroeconomic policy and the business cycle also have effects on the production structure.
The transmission mechanisms from policy to structure vary according to the type of business
cycle, as discussed below.
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2. From import substitution to liquidity cycles

Latin America’s production structure has not allowed it to take full advantage of growth in global
demand or in its own domestic demand. This has been a long-standing concern at ECLAC. Due to the
prevailing pattern of specialization in Latin America, the income elasticity of exports is very low in
comparison with the income elasticity of imports, so when growth accelerates in the region —a sine
gua non condition for absorbing underemployment, reducing heterogeneity and promoting equality—
imbalances in net exports of goods and services emerge that slow expansion and have often unleashed
balance-of-payments crises. Capital inflows can temporarily finance unbalanced growth, but over the
long run a higher rate of growth is sustainable only if the production structure changes.

The structuralist approach links growth to the production structure under the assumption
that income elasticities of imports and exports reflect or are determined by the pattern of
specialization and the density of the production fabric. These elasticities are a composite
expression of the degree of coordination that exists between the evolution of internal and external
demand, and the capacity of local production to supply that demand. If there is a dense
production structure that is innovative and technologically sophisticated, it is more likely that
local production will be able to respond dynamically to expanding domestic and external demand,
and specialization will be strengthened by a more diversified export base.

The region’s high degree of global financial integration (a process that began in the 1970s
and was consolidated in the first half of the 1990s after coming to a standstill in the 1980s with the
international debt crisis) translated into greater global capital flows. In the context of financial
globalization, trade factors are less important in the short term while the components of the
balance-of-payments capital account assume greater importance.

In order to better illustrate this relationship and place it in its historical context, figure 1.4
contrasts the evolution of the average economic growth rate of the region (vertical axis) with the
goods and services balance as a percentage of GDP (horizontal axis) in Latin America between
1960 and 2010. This figure and table 1.7, which divides Latin America into South America and
Central America, help discern three patterns in the relationship between these variables (see
heading 4 under Section F, which contains a similar exercise, by subregion and period, based on
the current account balance).t

The first pattern corresponds to the import substitution period, characterized by stop-and-
go growth cycles, which ran through the mid-1970s. The second pattern is one of growth that is
unsustainable because of the external imbalance. It is seen at two points in time: the second half of
the 1970s and in the 1990s. Each period ended in crisis and economic recession: the lost decade of
the 1980s (1982-1990) in the first case and the lost half-decade (1998-2002) in the second. The third
pattern is the one being experienced today by the largest net exporters of natural resources,
especially in South America and in Caribbean countries like Belize, Guyana, Suriname and
Trinidad and Tobago. In the third pattern, greater global demand for commodities and improved
terms of trade are spurring growth while reducing external vulnerability, although not completely
eliminating it, as will be seen.

21 The variable presented in figure 1.4, which is a country-weighted average, basically reflects what happened with the
larger economies, particularly Argentina, Brazil and Mexico, which account for nearly two thirds of the GDP of Latin
America. The history that emerges from the aggregate does not apply to all countries in the region. The subregional
cases are presented in table 1.7.
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Figure 1.4
LATIN AMERICA: GOODS AND SERVICES TRADE BALANCE DEFICIT AS A PERCENTAGE OF GDP
AND GROWTH RATES, 1960-2010
(Percentages)

2003-2010

Average annual GDP growth

1982-1990
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Balance of goods and services (% of GDP)

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

Table 1.7
SOUTH AMERICA, CENTRAL AMERICA AND MEXICO: GOODS AND SERVICES BALANCE
AND GDP GROWTH, 1960-2011
(Percentages, averages of each period)

1960-1969  1970-1979 1980-1989 1990-1999  2000-2005 2006-2011
Trade balance (percentages of GDP)

South America 1.0 -05 1.8 -0.6 34 1.8
Argentina 0.2 0.8 24 -0.7 8.2 4.2
Brazil -01 -1.9 2.0 -0.2 21 0.3

Central America -2.6 -35 -3.8 -6.1 -8.7 -10.6
Mexico -1.5 -1.9 25 -1.5 -1.7 -1.6

Average annual GDP growth (percentages)

South America 55 58 2.0 2.7 3.0 45
Argentina 4.7 30 -0.7 41 18 7.0
Brazil 6.3 8.0 31 1.7 3.0 4.1

Central America 57 57 18 47 36 4.7
Mexico 7.2 6.5 2.2 34 2.7 2.0

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

Growth patterns with import substitution and external funding booms are examined below.
The ensuing segment discusses the pattern generated by the commodities boom.

The first pattern is the oldest; it spanned the period from the end of the Second World War
to the mid-1970s. In that phase of import substitution industrialization, which arose under very
different internal and external conditions, the State played a decisive role in guiding the allocation
of resources (Bértola and Ocampo, 2010).
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In the 1960s, the region grew at annual rate of over 5% with a small trade balance surplus
that turned into a deficit at the beginning of the 1970s (see figure 1.4). These were the peak years
of import-substituting industrialization in most of the region’s economies. The idea was to
minimize external imbalances by implementing protectionist measures to reduce the income
elasticity of imports. These barriers, together with relative exchange rate appreciation, had a
negative effect on exports. To offset that effect, some governments in the region adopted export
promotion measures.22 Although a certain degree of export diversification was achieved in some
countries, the economy was unable to move away from the stop-and-go cycles in which
incentives to boost growth in domestic demand became external deficits and currency
devaluation pressures. In very closed economies, devaluation had recessionary effects: wages
and domestic demand declined (Krugman and Taylor, 1978) without a sufficiently robust
neutralizing response from the export sector.

The second pattern is associated with abundant external funding prompted by improved
terms of access to international financial markets. Imbalances accumulate and eventually spark a
strong reversal. Examples of this second pattern can be seen at two points in time: in the second
half of the 1970s and in the 1990s. As seen in figure 1.4, there were externally funded goods and
services balance deficits in each period. In most of the region’s countries, during the market
reform era of the late 1980s and early 1990s, and in the Southern Cone economies (Argentina,
Chile and Uruguay) in the second half of the 1970s, greater reliance on foreign capital occurred
alongside rapid trade opening, the liberalization of capital flows and deregulation of the domestic
financial system. The main characteristics of this growth pattern are described below, with
attention drawn to the relationship between the business cycle and the growth trend.

The expansionary phase of the business cycle was in response to easy access to external
credit, which drove exchange rate appreciation. Appreciation was boosted by macroeconomic
policies that, by making price stability a priority, used the exchange rate as a nominal anchor to
reduce inflation expectations.23

Appreciation, in turn, generated a “wealth” effect that caused a sharp rise in consumption
and in some cases led to a mini-cycle of increased investment. Initially, appreciation had a
procyclical effect on aggregate demand. At the same time, net exports lost momentum and
deficits emerged that found abundant funding in the global market. Gradually, the current
account deficit to GDP ratio climbed to dangerous levels, while a climate of greater uncertainty
prompted an exit of short-term capital. In response to these risks, governments adopted
contractionary economic policies (higher interest rates, lower public spending and exchange rate
depreciation) to slow economic expansion and induce a shift in production towards tradable
goods and services. The adjustment often came at a high cost in terms of declining economic
activity and rising unemployment.

These movements impacted structure. In the boom years, investment was oriented more
towards non-tradable sectors or traditional natural resource-intensive tradable sectors that were
often less technology-intensive.2¢ During the adjustment, fixed capital formation was the element

2 The problems of excessive protectionism and limited export incentives were cause for concern at ECLAC in the early
1960s (see Prebisch, 1950).

2 In the late 1970s Argentina, Chile and Uruguay adopted a system of preannounced devaluations that was intended to
bring about a convergence between external and internal inflation.

2 Chapter Il returns to the role of the real exchange rate in production diversification.
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of aggregate demand that contracted most. This had an adverse effect on the structure of the
production apparatus and its global competitiveness in both phases of the cycle by delaying
modernization and the application of equipment and machinery to the production process. The
consequences of this lag were especially serious against the backdrop of a globalized world with a
swiftly advancing technology frontier.

The impacts of external shocks and the policy responses in terms of macro prices —and
particularly the real exchange rate— have fueled a long-standing debate in the region that
resurfaces with some regularity. Appreciation that is inconsistent with the dynamic of
productivity and structural change can gradually become a major source of instability as business
competitiveness erodes and deficits in the external sector accumulate. A Brazilian finance minister
in the 1970s, Mario Henrique Simonsen, coined a well-known phrase: “inflation cripples, but the
exchange rate kills.” Simonsen’s warning referred to the importance of the exchange rate in
shaping competitiveness in new goods and thereby determining whether there is access to the
economies of scale and the more learning-intensive processes fostered by the global market
(ECLAC, 1998; Bresser-Pereira, 2008; Frenkel and Taylor, 2006). Recently, the International
Monetary Fund (2011) has addressed problems caused by very strong short-term capital
movements, which can depress the exchange rate and distance it from values compatible with
external stability.

Action to devalue the exchange rate is often postponed for fear of its inflationary effects
(pass-through to prices of tradable goods and services) and adverse wealth impact (on agents
holding debt in foreign currency). The high and rising levels of risk and cumulative imbalances
mean that any external shock or shock in expectations will reveal that the situation is
unsustainable. The result tends to be maxi-devaluation, sharp cuts in public spending and a credit
crunch, followed by real wage declines, job losses and business closures. Exchange rate
appreciation generates imbalances in the external sector that deepen instability (real and nominal)
by making drastic adjustments in the exchange rate and output inevitable, especially when there
are sudden stops in capital flows and the supply of external funding. Seemingly achieving
nominal stability through exchange rate appreciation creates conditions that lead to greater real
instability (which inevitably ends up undermining nominal stability).

Macro prices and instability are not the only factors that compromise investment. Inasmuch
as the production structure implies a long-run rate of growth compatible with external
equilibrium which is normally below the rate of growth required to fully employ the factors of
production, there is a tendency for some underutilization of capacity. This is another factor that
discourages investment and creates a drag on production capacity. Thus, the underutilization of
installed capacity has a structural component (owing to the pattern of specialization) along with a
cyclical component that derives from exchange-rate appreciation and policies that constrain
aggregate demand.

The speed and costs of exiting a crisis largely depend on the conditions under which
external liabilities are renegotiated, the strength or position of the tradable goods sector and the
recovery incentives, as well as the global economy’s capacity to absorb exports from debtor
countries. In that regard, the crises that have hit the region’s countries over the past three
decades occurred under very different conditions. When the crisis of the 1980s erupted, Latin
America was facing a world with deteriorating terms of trade and numerous economies that
were seeking to increase their exports at the same time. Given those conditions and the heavy
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burden of debt repayment obligations and conditions, the costs of the crisis were enormous,
with very negative effects on investment and on the potential for economic expansion in the
short term and especially the long term. The 1980s broke Latin America’s growth trend, which
was weaker after that.

The effects spilled over into the 1990s. As seen in table 1.7, South America and Mexico, while
running trade deficits as a percentage of GDP that were similar to those of the 1970s, posted much
lower growth in the 1990s. Central America, while maintaining a relatively similar growth rate,
saw its trade deficit nearly double. In other words, the negative impacts of the relationship
between micro- and macroeconomic dynamics in previous decades resulted in a production
structure that, in the 1990s, was not capable of sustaining such a high growth rate with the same
level of deficit as in years past.

Conditions were quite different at the time of the crises of the 1990s and early 2000s. These
began with the Mexican crisis in 1994, continued with the Brazilian crisis in 1999 and culminated
with the most dramatic crises, in Argentina and Uruguay in 2002. The Russian crisis of 1998 struck
nearly all the economies in the region, albeit with varying levels of intensity. Through different
mechanisms, however, they absorbed its effects; exchange rate devaluations contributed to this
recovery, at least in some of the region’s economies.

In summary, liquidity shocks generated an unsustainable boom, not because full
employment was achieved or installed capacity was put to maximum use, but rather as a result of
their destabilizing impact on the external sector. Other contributing factors have been exchange
rate appreciation (which has played an important role in stabilization programmes) and the
uncertainty and volatility that have discouraged investment. The spending multiplier has
weakened as demand switches increasingly to imports. The accelerator effect has also deteriorated
due to the underutilization of capacity and declining returns on tradable goods, which dampens
investment, and by extension, innovation and technological progress. As a result, during the cycle,
the production structure undergoes changes that may adversely affect the long-term growth rate
compatible with external equilibrium. There are hysteresis effects associated with the relative
contraction of investment in the tradable goods sector, the loss of capacities and technology lag,
which translate during subsequent periods into a production structure that is less dense and has
less capacity to sustain high growth.

3.  The 2000s: Commaodities boom and external shocks

(@) Subregional responses

The global economy has seen significant changes since 2004. Not only is there fluid access
to the capital market, but also the terms of trade have shifted in favour of exporters of natural
resources, particularly minerals and hydrocarbons. Although international liquidity levels
remain high, the principal shock generated by the cycle of the 2000s was the expansion of global
trade in commodities and an improvement in international prices. As illustrated in figure 1.4,
the region as a whole began to run trade surpluses, with higher growth rates. This new
landscape, which is emerging as the Asian countries (especially China) come to account for a
greater share of global demand, has very different effects across the region. It benefits most of
the South American countries, a few of the Caribbean countries and, to a lesser extent, Mexico,
all of which are net exporters of natural resources. But it has a negative effect on Central
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America and part of the Caribbean (especially the service-based economies), which are in the
opposite situation in this regard.»

The problems and opportunities sparked by this new era of global trade are, accordingly,
different in each case. In South America, a path to faster economic growth is opening that is,
nonetheless, not without long-term risks due to its effects on the production structure and
slackening investment in tradable sectors not tied to natural resources. In the case of Central
America and some economies in the Caribbean, new pressures are being generated on the external
sector as most of these economies are net importers of energy and food. Furthermore, the increase
in global agricultural prices introduces an imported inflation component, affecting food prices and
creating adverse distribution effects. The situation also has negative fiscal impacts, since
government budgets are under pressure to cover a larger oil bill and grant subsidies to offset the
impact on basic food basket prices.

As shown in table 1.7, in the South American countries that export minerals, hydrocarbons
and natural resource-intensive goods, the trade balance in the period 2006-2011 moved from
deficit to surplus, alongside fast economic expansion. Unlike in the 1980s and early 2000s, the
shift towards trade surpluses reflects an easing of the balance of payments, not an effort to pay
down debt.

Some common trends are observed among net exporters of natural resources. The first
is the decline in external debt service payments as a percentage of export earnings.? Between
2000 and 2008, every country in South America substantially reduced its foreign debt-to-GDP
ratio and changed its debt stock profile, holding less short-term debt as a percentage of total
debt and borrowing at lower rates. A second aspect has been the sizeable increase in foreign
currency reserves, which combined with an improved fiscal position and lower inflation, has
facilitated access to international credit at lower interest rates. This is one of the factors
underlying the region’s unprecedented resilience in coping with the latest global crisis, of
2008 and 2009.

The situation in other subregions is more heterogeneous. Whereas some economies in the
Caribbean have high external debt levels (above 60% of GDP in Belize, Granada and Jamaica, and
above 40% of GDP in Dominica, Guyana and Saint Vincent and the Grenadines) in others,
including the Bahamas, Suriname and Trinidad and Tobago, the levels are below 10% (Alleyne,
Hendrickson and Amonde, 2011). Conditions in Central America are also diverse. Whereas
external debt climbed between 2002 and 2010 in Costa Rica, El Salvador, Guatemala and Panama,
it fell sharply in Honduras and Nicaragua (ECLAC, 2011). It should be noted, further, that in
Central America and some Caribbean countries, two important variables are helping to alleviate
external vulnerability problems. These are export diversification based on assembly-for-export
operations, and foreign currency remittances from emigrants, an increasingly important
component in the balance of payments.

2% See an analysis of the impact of the commodities boom on the Caribbean economies and the varying effects based on
the participation of each in global trade (services- and goods-based economies) in ECLAC (2002), chapter 11 and
ECLAC (2003).

2% For example, in Colombia and Peru, interest payments on debt as a percentage of total return to foreign capital fell
from as high as 82.8% and 93.7% in 1999 to 26.3% and 9.3% in 2010, respectively.
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These trends on the external front in Latin America and the Caribbean have been
accompanied by changes in macroeconomic strategy that to some extent reflect lessons learned
from negative experiences with fixed exchange rates in the 1990s. During that decade, as
mentioned above, some countries had stabilization programmes that used the exchange rate as a
nominal anchor for inflation expectations. There was a general shift away from this type of
strategy in the 2000s. Aside from the countries that have adopted the dollar as their currency
(Ecuador, El Salvador and Panama) and some of the smaller and more open economies in the
region that have maintained their fixed exchange rate parity regimes (for example, Barbados,
Belize and the member countries of the Eastern Caribbean Currency Union (ECCU)),? other
economies adopted more flexible exchange rates, such as the inflation targeting regimes instituted
in Brazil, Chile, Colombia, Mexico and Peru in the late 1990s and early 2000s. This strategy
consists of maintaining a nominal price anchor (determined by the target towards which inflation
expectations are meant to converge) but with an exchange rate that can be adjusted to help reduce
external imbalances. Under this monetary regime, the main stabilizer is the short-term interest
rate, which is used to influence the portfolio decisions of economic agents and the various
components of aggregate demand.

(b) Implications for business cycle dynamics

The region has responded to the trade expansion of the first decade of the twenty-first
century with strong growth and moderate inflation.22 South America has entered an expansionary
cycle with stronger performance in the external sector, but at the same time (especially in Brazil
and Colombia) exchange rate appreciation trended steeply upward towards the end of the 2000s,
sparking strong import pressure. This appreciation reflects the combined effect of better terms of
trade and heavy capital inflows attracted by the higher interest rates in the region, as well as by
exchange rate appreciation expectations and higher returns on foreign direct investment (see
chapter 1V). The recent protectionist measures adopted by Argentina and Brazil to try to stem the
tide of imports are an example of the problems that the countries face in attempting to sustain
domestic production and pursue diversification in a context of appreciation.?®

These problems manifest as a phenomenon referred to in the literature as “Dutch disease,”
whereby a boom in exports of natural resources can induce the exchange rate to appreciate to such
an extent that other tradable sectors are shut out, leading to a less diversified production structure.

27 In contrast, some of the larger economies in the Caribbean (Guyana, Jamaica and Trinidad and Tobago) have a flexible
exchange rate (see Alleyne, Hendrickson and Amonde, 2011, table 2).

2 Although trade balances were favourable in 2011, current account balances have, over the past few years, been sending
warning signs about the continuity of the external equilibrium. Most countries moved from twin deficits in the 1990s to
twin surpluses in the 2000s, but this panorama has shifted. Some countries are again running twin deficits, especially
since 2008. This development, in which exchange rate appreciation is also a factor, suggests that external vulnerabilities
are always a latent risk. The repatriation of earnings by foreign companies operating in the region is also playing a
growing role in this changing landscape.

2 In small open economies with low levels of financial intermediation, the exchange rate tends to be the main channel by
which monetary impulses are transmitted to prices. Precisely because the exchange rate channel is so efficient, the
authorities tend to react quickly to an increase in the nominal exchange rate (by raising the reference rate, directly
intervening in the currency market or both) in order to prevent its pass-through to prices, but they do not react as
strongly to a falling rate. As a result, there is a certain degree of asymmetry in how change is managed in developing
countries or countries with low levels of financial intermediation, which tends to spark appreciation (Ffrench-Dauvis,
2006 and 2008; Ocampo, 2011; Bresser-Pereira and Gala, 2008). In recent years, there has been greater concern on the
part of monetary authorities —and government authorities in general— regarding excessive exchange rate
appreciation (see chapter V).
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In many of the region’s economies, an already high level of concentration in natural resource
exports has risen even more as external demand has expanded, fuelling an appreciation trend and
higher returns in those sectors. In South America this increase has been described as the
“reprimarization” of the export pattern. As previously mentioned, in some of the Central
American and Caribbean economies that have not benefited from improving terms of trade, the
commodities boom has placed more pressure on the external accounts (see table 1.7). Trade deficits
have been mounting since the 1960s and climbed sharply in the second half of the 2000s. These
external problems were exacerbated by declining remittances from workers abroad during the
crisis in the United States, as well as by shrinking tourism revenue, another source of foreign
currency for several economies in that subregion.

The balance-of-payments improvement made possible by the commodities bonanza and
higher growth rates among the net exporters of these goods created conditions conducive to
reducing the weight of public debt after 2003. However, there is still work to be done, primarily in
terms of creating more fiscal space, a challenge associated with the low tax burden that
characterizes most of the region’s economies. This structural funding deficit limits investment in
infrastructure, as well as the ability to effectively pursue industrial and technology policies. In
fact, public investment is a major component of any industrial policy meant to diversify the
economy. A highly restrictive fiscal policy or one that reduces spending in the trough of the cycle
compromises the investment capacity of the public sector and the crowding-in effect of private
investment. Another key aspect of fiscal policy is its relationship to equality. Through taxes and,
especially, public spending, fiscal policy is a crucially important tool for promoting equality.
Creating more fiscal space and strengthening the effects of fiscal policy in the low phases of the
cycle is essential, not only in the long term (due to the aforementioned effects on investment and
structure) but also in the short term, as a way to mitigate the effects of the cycle on inequality.

In summary, the boom in commodities and capital flows to the region did away with
balance-of-payments problems in the countries that are net exporters of natural resources,
particularly minerals, starting in 2004. This contributed to balanced fiscal budgets and low
inflation, though in recent years twin deficits (i.e. a fiscal deficit alongside a current account
deficit) have returned in some countries and inflationary pressures are back in others. There
does not appear to be a high short-term risk of major exchange rate or payment crises along the
lines of those in the past. In South America, the main cause for concern is the trend towards
“reprimarization” of the export structure and the diminished weight of tradables (especially
non-traditional tradables, which have more knowledge content and greater potential for
spreading technological progress) in the production structure, since this can cause the growth
trend to falter. Meanwhile, in Central America and the Caribbean, because they are net
importers of food and energy, the terms-of-trade shock after 2004 put greater pressure on the
balance of payments. This is reflected in weaker investment in this subregion compared with
South America. At the same time, that shock exacerbated distribution problems inasmuch as
higher food prices hit the poor hard and have not been entirely offset by government-funded
social programmes.
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4.  Convergence and divergence

A core objective of development is to reduce the per capita income gap with the developed
economies. In order to prevent external funding problems, this convergence must be consistent
with moderate current account deficits. Figure 1.5 illustrates the relationship between the rate of
convergence (ratio of the growth rate of the region or subregion to the growth rate of a sample of
developed countries), represented on the vertical axis, and the current account balance (as a
percentage of GDP), represented on the horizontal axis, for various periods. Values above (below)
one on the vertical axis indicate convergence (divergence), with the region growing faster (slower)
than the developed countries. Positive (negative) values for the current account balance in the
period indicate less (more) vulnerability to external shocks. Negative current account balances
mean that growth is not guaranteed. If there is a steady accumulation of external deficits, output
may have to be adjusted downward to restore balance to the current account. A current account
deficit can be funded with direct foreign investment, migrant remittances, portfolio investment
and debt flows. In the examination set out herein, persistent deficits suggest greater vulnerability
to changing external conditions.

Four subregions (Latin America, Central America, Mexico and South America) are
considered across seven subperiods, in order to isolate different phases of the international and
regional context: (i) 1951-1960, a period dominated by dollar scarcity and import substitution in
the region; (ii) 1961-1973, a boom period following the collapse of the Bretton Woods system, with
a rapid expansion in global trade; (iii) 1974-1981, a period of recession in the industrialized
countries and considerable capital liquidity in the global financial system; (iv) 1982-1990, the lost
decade for Latin America and the Caribbean owing to the external debt crisis; (v) 1991-1997, a
phase that saw the return of foreign capital, the liberalization of trade and finance (reign of the
Washington Consensus model) and the new era of borrowing; (vi) 1998-2002, the lost half-decade
in the wake of the Asian and Russian crises; and (vii) 2003-2010, with the commodity export boom
(temporarily interrupted by the international great recession of 2008-2009).

Several elements stand out upon examination of figure 1.5. First, there are no extended
periods of sustained convergence, but rather only brief interludes. The periods of convergence that
coincide with external vulnerability (the 1970s in Mexico and South America, and the 1990s in all
subregions) are followed by periods of adjustment marked by divergence and reductions in
current account deficits, though not necessarily moves to surplus. Second, the period 2003-2010
saw the effects of the macroeconomic boom period and rapid recovery from the 2008-2009 crisis.
Third, both Central America and Mexico have persistently faced significant pressures on the
external front, inasmuch as they have run current account deficits as a percentage of GDP in every
period. For the region as a whole, current account deficits continue to be cause for concern. The
period 2003-2010 (convergence without external vulnerability) was exceptional for South America
and there are signs that problems in the external sector may resurface for some countries. The
figure also shows the cycle dynamics: the interaction over time between recurring external
imbalances and their impact on growth. Phases of convergence tend to coincide with cycles of
fluid access to funding or improvements in the terms of trade. The subsequent macro price
dynamic, growing current account imbalances and weak investment (in terms of rate and mix)
pave the way for a new phase of divergence.
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Figure 1.5
LATIN AMERICA AND SUBREGIONS: CONVERGENCE AND CURRENT ACCOUNT BALANCES, 1951-2010
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), Organization for Economic Cooperation and
Development (OECD) and International Monetary Fund (IMF).

G. Convergence and equality

There are two complementary mechanisms for moving towards greater distribution equity.
Historically, these have been combined in various ways. One mechanism is through the tax
system and consists of taxing higher-income sectors and extending benefits to disadvantaged
ones. Social policies are often the vehicle for assisting the latter. Another path to equality is what is
known as “politics of productivity,” which consists of introducing mechanisms to endogenously
create jobs and build capacities through a more diversified production matrix, with a larger
number of high productivity activities. This path can eliminate or reduce structural heterogeneity
and bring more people into the world of employment with rights.

When the production structure is highly polarized, purely redistributive mechanisms do
not solve the problems of inequality and weak growth (Alesina and Rodrik, 1994), are not
sustainable in the long run and tend to spark political tensions that threaten the very foundation
of a harmonious democratic society (Prebisch, 1981). In particular, if the most profitable sectors
obtain their earnings from favourable movements in the terms of trade instead of from gains in
productivity, it is highly unlikely that redistribution can continue for long. If the elite earn their
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income primarily from rents instead of productivity gains, tensions will rise over who is entitled
to those rents. Sooner rather than later, policies must be geared towards creating job opportunities
and developing skills against a backdrop of structural change, as mentioned in section A.
Consideration should be given to adopting industrial policies to drive this transformation,
together with social policies, as a key component of any inclusive development model that has
equality among its main objectives.

Policies for structural change are not incompatible with social and redistribution policies. The
literature and international historical experience indicate that the two types of policy are
complementary. In fact, there are several reasons for pairing them with industrial policy. The first
reason is to improve distribution and reduce informality in the short term and allow time for
structural change policies to work, since their effects take a longer time to be felt. Second, these
policies guarantee minimum income levels for a large contingent of the population, enabling them to
step up their participation in the marketplace as consumers. The resulting increase in demand helps
to reduce the underutilization of installed capacity, particularly in sectors that produce consumer
wage goods. Income distribution thus promotes dynamic efficiency in the economy. Third, social
policies should protect the most disadvantaged sectors from the disruptions in the production fabric
that are generated by structural change as well as those that stem from external shocks. The
emergence of new sectors and the disappearance or retooling of others entail costs for many
producers, as well as for workers, and can lead to protectionist responses that impede these
processes. Social cohesion must be strengthened in order for society to accept structural change. This
means that workers must be given protection and the tools necessary to adapt to and participate in
the new sectors, without insulating them from the ups and downs of global competition.

The more efficient that social policies —and industrial policies— are, the more inclined
society will be to respond positively to structural change. This is an especially important point for
open economies, where firms must be competitive in order to survive. An open economy is more
exposed, by definition, to exogenous shocks and movements than a closed economy. Accordingly,
social policies should create a safety net that allows economic agents to cope with change and
readapt without having to endure long periods of unemployment. This is the strategy that
Europe’s small open economies have followed (Katzenstein, 1985).30 Greater openness and a
focus on dynamic engagement in world trade demand more and better social protection
through public policies, as well as a more active role by the State.

In terms of productive heterogeneity, there is much work ahead for the region, given that
one of the defining characteristics of its economy are the large gaps in productivity between and
within sectors, as well as between firms of varying sizes. Although these gaps are seen in every
economy in the world, they are much more pronounced in Latin America and are the sign of
sharp asymmetries between segments of firms and workers, combined with a concentration of
employment in very low productivity sectors (ECLAC, 2010). Most Latin American and Caribbean
societies suffer from deep social inequalities that derive from heavily concentrated ownership and
striking production heterogeneity, that is, the coexistence of medium and high labour productivity
sectors alongside segments in which labour productivity is very low. Social gaps cannot be
explained without an understanding of the inequality that is observed in job quality and

30 This point is also made by Kindleberger (1986): laissez-faire and greater trade openness can run in opposing, not
convergent, directions.
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productivity (between and within the various sectors of economic activity), which tends to
manifest in very unequal income between workers and between capital and labour.

As noted in Time for equality, structural heterogeneity is largely responsible for the deep
social inequality seen in Latin America and the Caribbean, inasmuch as productivity gaps reflect
and simultaneously reinforce gaps in skills, incorporation of technological progress, bargaining
power, access to social safety nets and upward job mobility options throughout the working lives
of individuals. Because it is harder for low productivity sectors to innovate, adopt technology and
promote learning, internal heterogeneity exacerbates systemic competitiveness problems (ECLAC,
2010). In short, structural heterogeneity reflects the difficulty that the region’s economies have in
adopting and disseminating international best practices in technology to sectors and firms; the
productivity gaps in these economies translate into large wage gaps and reinforce inequality.

1. Growth and distribution patterns

It is extremely difficult to measure internal productivity gaps, an issue that is explored in detail in
chapter V of this document. One indicator of production heterogeneity at an intersector level is the
rate of change in labour productivity in the nine largest sectors of the economy (see box V.1 in
chapter V. For Latin America as a whole, between 1990 and the three-year period 2008-2010, the
rate grew by 10.9%. Much of this increase occurred in 1990-1998 (with an increase of 31.3%), when
structural reforms were sweeping the region, particularly trade liberalization and investment in
the natural resources and commodities sectors. At the same time, the “external gap” (ECLAC,
2010), that is, the productivity gaps with the United States, widened by 12% for Latin America as a
whole, despite a significant improvement in the relative position of the mining sector, which saw
its gap narrow by 71.4%. In the manufacturing industry, the external gap increased by 40%
between 1990 and 2008, which reflected the industry’s inability to incorporate the important
changes in technology that began taking place on the international frontier in the mid-1990s,
particularly information and communications technologies.3!

These data provide a first glance at the region’s characteristic heterogeneity but say nothing
about evolution of average income in the most disadvantaged sectors of the population. So as not to
lose sight of the role of distribution in economic performance, using the methodology of Shaikh and
Ragab (2008), national per capita income (Ypc) and the Gini coefficient (G) can be combined into a
single indicator to obtain what is known as the “income of the vast majority.” To make this concept
work, a variable known as IGM70 is constructed, defined as the average income in the bottom seven
personal income distribution deciles. This variable is calculated using the formula IGM70 = (Ypc)*(1-G).

When per capita income growth is contrasted with growth in the bottom seven deciles of
personal income distribution, inclusive growth processes can be distinguished from exclusive
growth. In figure 1.6, growth in average per capita income (vertical axis) is compared with growth
in per capita income in the bottom seven deciles (horizontal axis) for three periods; 1990-1997 (the
reform era); 1998-2002 (the lost half-decade); and 2003-2008 (the bonanza period). The 45-degree
line (diagonal) helps to distinguish between inclusive and exclusive processes: observations
situated above the line (i.e. average growth outpaces growth for the vast majority) indicate a
pattern of exclusive growth; observations below the line (i.e. growth for the vast majority outpaces
average growth) point to inclusive growth.

311t is important to look at the case of the manufacturing industry because this sector includes the activities with the
greatest potential to generate and disseminate technological progress and structural change.
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Figure 1.6
LATIN AMERICA: PER CAPITA INCOME GROWTH OVERALL AND FOR THE BOTTOM SEVEN DECILES
(Percentages)
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Each of the figures has a horizontal line that indicates the rate of growth in average per
capita income in the Group of Seven (G7) countries, in order to set a threshold to differentiate
between patterns of convergence and divergence in the average productivity of each economy
(approximated using the per capita income growth rate). Observations situated above the line
indicate convergence and those below the line point to a pattern of divergence in average
productivity between the region’s economies and the G7 economies.

In this framework, the cases situated in the upper right triangle could be described as
“inclusive convergence” processes, that is, cases in which growth in the bottom seven deciles
outpaces average growth (inclusive growth) and in which the economy’s average income growth
rate outstrips that of the advanced countries (G7). The cases situated in the upper left trapezoid
(exclusive growth) could be described as “exclusive convergence” processes; those in the lower
right trapezoid (stagnation with redistribution) as “inclusive divergence”; and those in the lower
left triangle (stagnation with exclusion) as “exclusive divergence.”3?

For comparison purposes, figure 1.6 also includes a dotted line indicating the average
income growth rate in Asia’s developing economies (simple average of China, India, Philippines,
Indonesia, Malaysia, Thailand and Viet Nam). The comparison with Asia provides a stricter point
of reference but one that is nonetheless relevant considering that this region has made strides
towards convergence with the developed world.

An initial observation is that there were two periods of relatively widespread growth (1990-
1997 and 2003-2011) and a period of virtual stagnation (1998-2002). In the first and especially in the
last period under consideration, per capita income growth in the region’s countries tended to
outpace that of the G7 countries (convergence), in contrast with the pattern observed in the period
1998-2002. A second general observation is that the first two periods under consideration (1990-
1997 and 1998-2002) were marked by exclusive growth, that is, situations in which economic
growth occurred alongside deterioration in income distribution.

In the period 1990-1997, there were only four cases of inclusive convergence: the
Plurinational State of Bolivia, Guatemala, the Dominican Republic and Uruguay, among which the
latter stands out for having per capita income growth of over 3.6% per annum and growth of 5.3%
per annum among the bottom seven deciles. At the far opposite end of the spectrum, the
Bolivarian Republic of Venezuela and Paraguay had low per capita income growth and virtual
stagnation or negative growth (in the case of Paraguay) in income among the bottom seven
deciles. In the period 1990-1997, Argentina and Chile were the fastest growing economies, but
unlike Uruguay, their growth was exclusive. Honduras and Mexico had an inclusive pattern of
growth but at a much slower pace than the advanced countries (divergence or non-convergence).
Lastly, Brazil, Colombia, Costa Rica, Ecuador and Panama grew at modest rates against a
backdrop of exclusion (especially Colombia).

The period 1998-2002 (the lost half-decade) was the weakest in terms of growth (none of the
Latin American countries, except for the Dominican Republic, had per capita income growth rates to
match those of the G7 countries, which averaged just 1.5% per annum during the period), and there
were even cases of negative growth. Argentina is a case in point, with income in the bottom seven
deciles falling by a cumulative annual rate of 8.5%. Other countries that unequivocally lost ground
were the Bolivarian Republic of Venezuela, Colombia, Paraguay, Uruguay (whose decline was

32 See Abeles, Gerstenfeld and Vega (2011).
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strongly tied to the crisis in Argentina) and the Plurinational State of Bolivia. In all of them, income
distribution deteriorated as output shrank, which meant that income among the bottom seven deciles
fell much more sharply than the national average, an example of the negative effects on equality of the
region’s marked cyclical dynamic. In general, growth in most of the countries came to a virtual
standstill during the period 1998-2002, both in per capita income and in income among the bottom
seven deciles. Only Mexico and Peru performed well, logging improvements in income distribution,
albeit against a backdrop of very modest growth. Exclusive divergence was the dominant pattern
during this period, with no instances of inclusive convergence (the upper right triangle is empty).

The period 2003-2007 stands in contrast, with higher —and accelerating— growth
approaching that of the most vigorous developing countries (in Asia) and largely tied to the global
spike in commodities prices, excess liquidity in the international market and easy access to credit
for many countries in the region. During this period, inclusive convergence was practically the
rule, and some countries performed impressively. Among them were Argentina and the
Bolivarian Republic of Venezuela, which saw income growth among the bottom seven deciles soar
to over 9% per annum, followed by Uruguay, with 8.5% growth among the bottom seven deciles,
Panama (7.6%), Peru (6.4%) and the Plurinational State of Bolivia (6%). In all of these cases, income
distribution improved and growth outpaced the G7 average, all factors that allow the period to be
characterized as one of inclusive convergence.

Inclusive convergence in the region was largely based on a combination of social policies
and rising formal employment and minimum wages in some countries. But this process was
limited and did not lead to the internal multiplication of high productivity jobs. Indeed, there was
not much forward movement in terms of production diversification during the period. With this
in mind, the policy challenge (which will be discussed in chapter V1) is twofold. First, steps must
be taken to ensure the continuity of social policies to the extent that they are necessary, a task that
could be especially difficult if the effects of the terms of trade improvement were to dissipate or if
remittance and tourism flows were to shrink drastically, as happened in 2008 and 2009.
Meanwhile, in order to guarantee steady gains in employment and distribution indicators, even in
less favourable conditions, the region must apply itself fully to the task of structural change,
which has not yet garnered the political support and funding it needs.

2. Geographical concentration of production and territorial heterogeneity

Among the specific manifestations of heterogeneity in Latin America and the Caribbean are the
large gaps in social and economic development between the different regions in each country,
with some places having standards of living that are similar to those of developed countries while
others lag far behind.

A source of this inequality in the countries of Latin America and the Caribbean are structural
rigidities in terms of the geographical concentration of wealth and the dynamic of territorial disparities.
Rural and agricultural production patterns, with their attendant effects on dynamic efficiency
(Keynesian and Schumpeterian), constitute a particularly important dimension of heterogeneity. A
significant percentage of the population resides in rural areas, which continue to see sub-minimum-
wage pay with no social protections, larger families, self-employment and income that fluctuates with
the harvest seasons and the weather. Also critical are the structural gaps that exist between export-
oriented activities, which are investment- and technology-intensive, and small-scale farm operations,
which have low levels of productivity but contribute to the region’s food supply.

58



Chapter | Structural change for development

At the country level, Argentina, Chile and Peru have a structure characterized by
primacy, in which economic activity is concentrated in a single region. A multipolar structure is
seen in Brazil, Colombia, Mexico and the Plurinational State of Bolivia, where economic activity
is concentrated in more than one region (ILPES, 2007). Figure 1.7 shows the levels of
geographical concentration of production for the countries of Latin America and some
developed countries. The latter have much lower rates than the former, which indicates a more
even spatial distribution of production.

Figure 1.7
LATIN AMERICA AND MEMBER COUNTRIES OF THE ORGANIZATION FOR ECONOMIC COOPERATION
AND DEVELOPMENT: GEOGRAPHICAL CONCENTRATION OF GDP, AROUND 2010
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official data from the countries and
subnational accounts of the Organization for Economic Cooperation and Development (OECD).

Note:  The geographical concentration of GDP index is the sum of the differences between the share of land area and the share
of GDP of the leading subnational unit over the total for the country, in absolute values divided by two. The index is zero
when all subnational units have the same share of national GDP and total land area and moves closer to one as the
differences between the GDP and land area shares of each subnational unit become larger.

High levels of territorial disparity are revealed by the differences between the regions of a
country with the highest per capita GDP and the lowest per capita GDP. Whereas in the OECD
countries the ratio of the highest to lowest per capita GDP territories generally does not rise above 2,
in Latin America the ratio is greater than 2 in every case included in table 1.8 and can be as high as
25, as is the case with Ecuador. The highest ratios are seen when the comparison is with agricultural
areas that are lagging behind, such as Morona Santiago, Piaui, Formosa and Chiapas (see table 1.8).

Figure 1.8 shows the territorial Gini coefficient for nine countries in Latin America during
the period 2000-2010. The countries with values near one have the highest levels of territorial
disparity. Argentina, Colombia, Mexico and Panama are the countries that have shown the highest
coefficient in recent years. The lowest levels of territorial disparity are seen in Chile and the
Plurinational State of Bolivia. In general, trends have been stable, with a slight convergence since
2002 in a number of countries, including Argentina, Chile, Colombia and Mexico, as well as in the
Plurinational State of Bolivia in more recent years.
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Table 1.8

LATIN AMERICA, SPAIN AND PORTUGAL: RATIO BETWEEN THE REGION WITH THE HIGHEST
PER CAPITA GDP AND THE LOWEST PER CAPITA GDP

Ratio of region with

Region with highest per  Region with lowest TYES e S

Country Reference year capita GDP per capita GDP GDP to region with
lowest per
capita GDP

Argentina 2005 City of Buenos Aires Formosa 8.09

Bolivia (Plurinational State of) 2010 Tarija Chuquisaca 2.69

Brazil 2009 Federal District Piauf 8.56

Chile 2010 Antofagasta Araucania 4.33

Colombia 2010 Casanare Vaupés 9.22

Ecuador 2007 Francisco de Orellana Morona Santiago 25.76

Mexico 2009 Campeche Chiapas 12.37

Panama 2007 Colon Darién 8.05

Peru 2010 Moquehua Apurimac 7.45

Spain 2007 Basque Country Extremadura 1.89

Portugal 2007 Lisbon Norte 174

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official data from the countries and
subnational accounts, Organization for Economic Cooperation and Development (OECD).

Figure 1.8

LATIN AMERICA: GINI COEFFICIENT OF TERRITORIAL DISPARITY IN PER CAPITA GDP, 2000-2010
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official data from the respective countries.
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H. Concluding remarks

The literature on economic development, and on structuralism in particular, has emphasized
structural change as a key dimension for overcoming problems related to growth, employment
and inequality in the region. Convergence with the developed world and between sectors and
units of production within individual countries requires closing the technology gap; this cannot be
achieved unless sectors and activities that are more technology-intensive come to account for a
larger share of the economy, both in production and in exports. Furthermore, structural change
will not occur unless industrial policies are set forth within a macroeconomic framework that
enables new sectors to become competitive. This is a challenge that has been successfully met by a
number of Asian countries but remains an item of unfinished business (except for certain
countries and for limited periods) for Latin America and the Caribbean.

Over the long run, balance-of-payments problems have hobbled economic growth and been
a key determinant of the dynamic and duration of cycles of economic activity and financing. These
are exacerbated by external shocks that elicit expansionary responses, in combination with
macroeconomic policies that often make conditions even more unstable by driving excessive
exchange rate appreciation and cuts in public investment. Volatility, macro prices and
underutilization of capacity dampen investment and undermine structural change.

Since 2004, a commodity price boom has driven diverging paths within the region. In the
countries that are net importers of natural resources, it has placed more pressure on the external
sector, tempered by the export diversification process under way since the 1990s (which is
discussed in the next chapter) and remittances from workers abroad. Meanwhile, in the countries
that export natural resources, it ushered an era of faster growth with a build-up in reserves and
macroeconomic stability. The nature and intensity of the problems are different in the two cases,
but it is imperative for both groups of countries to make more progress towards virtuous
structural change: in Central America, to create more headroom to cope with adverse international
price shocks, and in South America, to avoid the risk of Dutch disease. This is not the first time
that favourable cycles in the commodities “lottery” are bringing unsustainable prosperity to some
countries in the region. Latin America’s economic history contains many examples of this type of
rapid growth followed by a reversal in course. There is considerable uncertainty surrounding the
duration of this boom and how it might be affected by a possible slowdown in Asian growth,
especially in the light of slow recovery in the United States and the European crisis. Considering
the need to diversify risks, commodities should not be relied upon as the sole vehicle for achieving
strong economic growth.

The second consideration emerges not only from the lessons of economic history but also
from the various strains of growth theory: convergence has never been achieved without
knowledge accumulation and technological progress as the main drivers of growth, especially
during a technology revolution like the one now under way. Even if the boom continues for some
time, without endogenous technological progress and without capacity-building, the economy can
only aspire to what Fernando Fajnzylber coined “showcase modernity,” which describes a society
in which consumption and import growth is largely built on rents from natural resources but
cannot create the production linkages needed to absorb underemployment and informality. In this
type of society, politics will become polarized around capturing rents from the export sector and
using social policies to distribute them, as opposed to a society in which investment of rents and
the quest for productivity reshape the production and employment matrix.
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Since the mid-2000s, income distribution indicators have been improving in Latin America.
This is related to a stronger labour market and the spread of social policies that have been
continued over time, thanks to a new political consensus that has emerged around the need to
combat inequality by pairing social policies with industrial policies. This consensus has given rise
to proactive policies for everything from higher minimum wages to conditional cash transfer
programmes for poor families, which have operated under a favourable population-age pyramid.
Social policies should continue to play an important role in efforts to reduce inequality in the short
term. In the medium and long term, they should work in tandem with industrial policies to help
create quality jobs and advance towards guaranteed universal rights.

In the meantime, it is necessary to advance in the implementation of industrial policies and
their articulation with other policies. The need for higher social spending may come up against
budgetary obstacles, especially considering the low tax burden and the existence of significant fiscal
costs (tax exemptions and evasion), as well as demands originating from other areas, such as
infrastructure, education and training and industrial policy, a key vector for long-term growth.
Fiscal space may become tighter again if there is a drop in growth rates —and thus in tax revenue—
in which case competition for resources would intensify and it would become harder to maintain
societal consensus around the need to fight inequality. Lastly, part of the population that is receiving
benefits would ideally start to move towards higher quality participation in the labour market. The
main objective is to reduce inequality by moving underemployed workers into quality jobs that put
them on a path of higher learning and wages. This is impossible without the virtuous coordination
of macroeconomic policy, industrial policy, social policy and structural change.
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Finally, trends in the income elasticity of exports and imports also diverged in the 2000s. The
income elasticity of exports in Argentina trended upward in the latter part of the period under
study, while it fell in Brazil. This could be accounted for by the sharper appreciation of Brazil’s
currency and its effects, from one time period to the next, in terms of the decline in the production of
goods that compete with imports. In Mexico, the shift towards free-zone exports was clear to see,
together with a considerable increase in the income elasticity of exports. It should not be forgotten,
however, that these exports’ production linkages with the Mexican economy are rather weak, and
they therefore have a less positive impact on growth than they would otherwise have.

A comparison of these results with the figures for two Asian countries —the Republic of
Korea and Malaysia— (see annex 1.4) points up a number of interesting trends, including a rapid
increase in higher-technology exports and the rising ratio between the income elasticities of
exports and imports. The ratio of elasticities is over 3.5 in Malaysia and is nearly 4 for the Republic
of Korea, whereas this same ratio is less than unity in Argentina and is only slight greater than
unity in Brazil (see figure 11.9).

Figure 11.9
ARGENTINA, BRAZIL, MALAYSIA, MEXICO AND REPUBLIC OF KOREA: ELASTICITY RATIOS, 1962-2009
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from United Nations
Commodity Trade Database (COMTRADE) and World Bank, World Development Indicators.

Note: The elasticity ratio is equal to the income-elasticity of exports divided by the income-elasticity of imports.

In short, the estimate of income elasticities for exports and imports reflects changes in the
weight of sectors having differing technological intensities. In addition, structural changes lead to
changes in the composition of exports and imports over time that reshape the income elasticities of
the economy as a whole (which are a weighted average of the elasticities in the various sectors).
These compositional changes are the result of the interaction between external shocks and policies
which alter the pattern of specialization. The paths followed by the countries of the region in this
respect differ, depending on their industrial policies, macroeconomic policies and institutions. In
the long run, an increase in the ratio of elasticities will be associated with an improvement in their
economic performance, and a comparison between Asian countries and the region’s three largest
economies confirms this. Meanwhile, caution should be used in interpreting the results. A growth
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rate that is in keeping with long-term external equilibrium entails variables that are not strictly
related to trade, and the existence of free-zone exports can lead to an inaccurate assessment of the
technological capacities associated with a given production structure.

D. Real exchange rate and patterns of specialization

Balance-of-payments shocks affect macroeconomic performance and growth through a number of
channels. These include exchange-rate appreciation during capital inflow and commodity booms
and sharp depreciation and overshooting in times of crisis, both of which drive up the volatility of
the exchange rate and relative rates of return. Other channels are procyclical lending and interest
rate behaviour and the impacts of microeconomic adjustments on learning trajectories, on the
installed capacity utilization rate and on employment.

These factors will be discussed in greater depth in later chapters. This section looks at one in
particular, the real exchange rate (RER),® which has played a key role in defining specialization
patterns and the direction of structural change (Cimoli, 1992). This role has been discussed in
recent literature on growth and structural change (McMillan and Rodrik, 2011; Lépez and Cruz,
2000; Frenkel and Taylor, 2006; Frenkel and Ros, 2006; Bresser-Pereira and Gala, 2008; Frenkel and
Rapetti, 2011). The impacts of RER level and stability are not neutral from one sector to another: a
higher RER can favour goods-producing sectors with higher knowledge content for two reasons.
First, because it favours tradable goods and services, many of which have higher technology
content than the non-tradable goods and services most commonly found in developing economies,
where commerce and unskilled personal services account for a significant share of the economy.
The second reason has to do with the drivers of the competitiveness of different types of goods.
Natural-resource-intensive goods continue to be exported even at very low exchange rates,
because their competitiveness depends chiefly on resource endowment. Conversely, RER is crucial
in sectors whose competitiveness relies on technological capacities, and in which productivity
gaps work to the detriment of the region’s firms. A competitive, stable RER allows new entries
into activities where technological asymmetries exist (as long as they are not too large). Lastly,
the literature suggests that exchange-rate stability has a substantial impact on growth (Schnabl,
2007).% Volatility worsens uncertainty and depresses investment, especially in tradables. A highly
volatile exchange rate represents a barrier to the large investments needed to enter into business in
foreign markets.

The outcomes of two econometric exercises are described below (see details in annex I.5).
The first exercise consists of three dynamic panel regressions performed for 111 countries for the
period 1965-2005, using export concentration as the dependent variable (measured in three
different ways, using the Gini, Theil and Herfindahl indexes: Gl, Tl and HI, respectively). In the

3 In this section, the real exchange rate is defined as RER = P*e/P, where P* is the level of international prices, e is the
nominal exchange rate (dollars per unit of local currency) and P is the level of prices in the relevant economy. There are
different ways of defining the real exchange rate, and these will be discussed and used in chapter 1V. This section uses the
bilateral real exchange rate against the dollar, as in the Penn World Tables published by the University of Pennsylvania.

34 Empirical evidence tends to confirm that RER plays a role in the diversification and technology content of exports. For
example, Freund and Pierola (2008) emphasize the role of the exchange rate in the emergence of new export products,
which is in turn associated with rapid growth periods. Eichengreen (2008) concludes that a competitive RER boosts
growth by providing an incentive to shift resources into manufacturing, which immediately raises productivity.
Similar findings are reported by Sekkat and Varoudakis (2000); Berg and Miao (2010); and Rodrik (2008).

35 See also Eichengreen and Leblang (2003).
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second exercise, the dependent variable was the weight of medium- and high-technology sectors
in total exports (according to Lall’s classification) for 110 countries over the same period. The
explanatory variable was the level of RER and control variables included stocks of physical and
human capital and the influence of natural resource endowment captured through indicators of
agricultural, energy and mining stocks. Accordingly, the role of RER is discussed alongside the
impacts of factor endowment, as traditionally proposed by international trade theory. Including a
proxy for natural resources also allows us to assess whether the “curse” effect of natural resources
exists from the point of view of diversification.

The control variables also included the economy’s per capita GDP, as a proxy for efficiency,
and its degree of economic openness ((X+M)/GDP) to control for the effect of protectionist policies
or other barriers to trade that might affect the composition of trade flows. The proxy for trade
openness also helps to isolate the effect of country size, since larger countries tend to have a lower
ratio for (X+M)/GDP. The main conclusions of the exercises were as follows.

e Export diversification responded positively to RER. In all the model specifications and
for all the diversification indicators used (Gini, Theil and Herfindahl indexes), RER was
positively and significantly associated with export diversification (lower Gini, Theil and
Herfindahl values). The results are therefore very robust.3¢

e The technology intensity of exports (reflected in the weight of medium- and high-
technology sectors in total exports) was also positively associated with RER. This result,
too, was found to be robust for different model specifications.

< Human and physical capital promote export diversification and a higher proportion of
technology-intensive exports. This has to with greater supply capabilities, the prevalence
of technology and the scales of the production process across a broad spectrum of
manufactures. The effects of the control variables representing accumulable factors of
production were not robust for all specifications, however.

e The regressions showed that the inertial component, or path-dependence, was an
important factor in diversification. The more concentrated exports were at the starting
point, the greater the tendency for them to remain so in the following period; the larger the
proportion of medium- and high-technology sectors at the starting point, the larger it will
be in the following period. The weight of the inertial component confirms the persistence
of the pattern of specialization over time and is consistent with the idea that short-term
shocks have long-term effects. There is a very strong thesis of rigidity in capacities,
specialization patterns and structural change in the evolutionist strand of technical
progress theory. The evidence found supports that perception and sends a clear signal in
terms of policies, since it confirms their role in correcting limited diversification. Policies
are necessary to counteract the endogenous forces that tend to reproduce existing patterns.

e Natural-resource endowments —arable land and energy and mineral resources per
capita— tend to reduce diversification and the weight of the medium- and high-
technology sectors in total exports. But this effect disappears —in the case of minerals
and agriculture, but not for energy resources— when human capital is used as a
control variable.

36 These results coincide with ECLAC (2007), although that study used different indicators.
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How may we interpret the ambiguous impacts of natural resources on export diversification
and knowledge-intensity? They may be read in the light of the discussion in the previous section,
which argues that natural resources are not per se either a curse or a blessing. They have a
negative effect only when they reduce an economy’s human capital endowment, i.e. when their
rents are not channelled towards education and training. Conversely, when the effect of the
human capital endowment is is controlled by including it among the explanatory variables, the
negative influence of arable land on diversification and knowledge content of exports turns
positive. Likewise, the negative effect of mineral resources on export diversification and
knowledge-intensity ceases to be significant when the effects of human capital endowment are
filtered out. In other words, the “curse” effect of natural resources exists only where they have a
negative impact on capacity accumulation, especially on human capital.

Using RER as a policy instrument can cause problems on other fronts and a rise in the RER
is not always conducive to growth. A first point to consider is that the real exchange rate cannot
depreciate in all countries simultaneously. RER is a useful instrument for developing economies
during a certain period and within certain limits, but it imposes costs on the rest of the world,
with the risks —visible today— of exchange-rate wars, especially when large economies resort to
competitive devaluation. A win-win situation for all countries would require globally coordinated
growth policies. Unless expansion is coordinated and the costs of adjustment are distributed
proportionally among countries with trade surpluses and deficits, the resulting trade tensions may
prompt countries to defend their trade interests through protectionist measures (Cimoli, Dosi and
Stiglitz, 2009).

A second point to consider is that a higher RER is often associated with falling real wages.
Exchange-rate depreciation boosts competitiveness by reducing the unit cost of labour, thereby
lowering real wages at given productivity levels. At least in the short run, therefore, a policy
aimed at keeping RER competitive can compromise the equity objectives of economic policies. In
the medium term other effects emerge: (i) export expansion may generate processes of leaning,
investment and economies of scale that raise competitiveness, and raise real wages over time;
(ii) formal employment levels may rise significantly, increasing the share of workers in national
income by lifting them out of the informal and subsistence sectors. In this regard, it bears
mentioning that the positive effects of rising formal employment on productivity and real wages
over the medium and long terms would be felt earlier if education and investment were bolstered
through industrial policies. Accordingly, industrial policies for structural change are needed to
relieve the dependence of output and employment growth trajectories on RER. This issue is
discussed in detail in chapter VI.

In other words, without a competitive RER, industrial policies cannot conquer external
markets or appropriate their benefits in terms of scale and productivity; but policies basing
competitiveness only on RER lead to long periods of spurious competitiveness and persistently
high inequality. This brings us back to a point mentioned in chapter I. the importance of
macroeconomic policies and industrial change policies acting together to sustain a virtuous
growth pattern.

A third and final factor to consider in the management of RER is the possibility of
inflationary effects. Economies with a higher RER tend to grow more, but also experience higher
inflation (Frenkel, 2008). This not only has distributive implications, but also offers cause for
concern in economies with a high-inflation history, like many in the region.
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Even with these caveats, a competitive RER remains a variable for policy strategy. At the
least, the international experience and the literature clearly suggest that economies should avoid
exchange-rate appreciation associated with short-term capital inflows and international liquidity
cycles, which have underlain several of the worst crises in the region since the mid-1970s. Lastly,
RER volatility has a negative impact on growth, as discussed in the international literature (for
example, see Eichengreen (2008) and Bello, Heresi and Pineda (2010)).

Summing up, a higher RER is associated with a more diversified export structure and a
larger proportion of medium- and high-technology sectors (a proxy, albeit an imperfect one, for
knowledge-intensive goods) in total exports. Natural-resource endowment promotes the
concentration of exports in fewer commodities, but this effect disappears (except in the case of
energy resources) when human capital is filtered out. Diversification and change in export
composition require production and technological capacities to be built up over time and gaps
with the technology frontier to be narrowed. RER is no sure guarantee of this outcome, and can
generate other tensions in the global economic system, as well as unwanted distributive effects.
Exchange-rate policy should therefore be closely associated with industrial policy to stimulate
progress towards authentic competitiveness.
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Chapter 111

Business cycle and investment

The previous chapter discussed the determinants of long-term growth, highlighting the importance
of structural change as a key vector of increases in productivity, aggregate demand and
employment—the variables defining a virtuous pattern of growth. The forces that govern the long-
run behaviour of the economy rearrange the patterns of international positioning and technology
and productivity gaps, both external (in relation to developed countries) and domestic (within each
of the Latin American economies, where a large proportion of jobs are still being created in very
low-productivity activities). The previous chapter also stressed the need for economic
diversification to absorb large contingents of workers in activities with increasing productivity, and
thereby reduce inequality through the convergence of labour capacities and income.

Nonetheless, this long-term process is not immune from short-term shocks and fluctuations,
particularly in a world where volatility has tended to increase. Short- term cycles overlay and
interact with structural change. As analysed in chapter I, these fluctuations are partly caused by
external shocks that affect the production matrix. This, in turn, determines the long-term
equilibrium growth rate.

Positive external shocks can temporarily speed up economic growth. Where balance-of-
payments dynamics are predominant, the challenge for macroeconomic and structural change
policies is to absorb external shocks in a way that ensures that the exogenous and temporary
abundance of resources is turned into a process of endogenous capacity-building and structural
change. The building of authentic competitiveness would make it possible to increase and
diversify exports and finance the imports needed for rapid growth. At the same time, aggregate-
demand management policies may prevent external shocks from generating cumulative
imbalances that result in serious crises, such as those experienced by many of the region’s
economies in the 1980s, the late 1990s and early 2000s. Managing the effect of shocks on macro
prices (interest rate, exchange rate, wage rate) and on demand and investment, taking account of
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their effects not only on short-term growth and employment but also on the production structure,
is a key concern of a development-oriented macroeconomics.

This chapter is organized as follows. Section A discusses the characteristics of the business
cycle in the region, identifying the cycles and their duration and amplitude and comparing them
with those prevailing in other regions of the world. It shows that the Latin American and
Caribbean region tends to have truncated expansion phases and that they tend to be shorter than
in other regions. Short expansion cycles reflect the inability of the production structure to
transform the momentum of demand growth into sustained endogenous economic growth
(through linkages, spillover effects and virtuous circles). As discussed in chapters | and I, the
region’s production structure does not allow a virtuous internal dynamic to unfold between
productivity increases and rising employment. This section also analyses the change in the growth
trend in the 1980s, highlighting the adverse long-run effects of the investment crunch during the
external debt crisis in a world where technology capacities are constantly changing.

Section B shows how external shocks have contributed to alleviating or intensifying balance
of payment pressures and how they have triggered fluctuations and changed the growth trend in
the region. The section also analyses capital movements and underlines the importance of the
institutional changes that have occurred, both in the international economy since the end of the
Bretton Woods regime and fixed-exchange-rate system in 1973 and in the region’s economies
following the reforms and trade and financial opening of the 1980s and 1990s.

Section C describes the trade and terms-of-trade dynamics that have influenced the region’s
production structure, strengthening a trend towards export reprimarization in natural resource
exporting economies. It also highlights the growing impact of Chinese economic growth on
agricultural and mineral commodity prices and on the composition of exports.

Section D discusses investment trends as a key variable linking the short with the long run.
Investment forges the production and technology linkages that foster growth. The fact that
investment responds weakly to expansions but contracts sharply in recessions explains why
structural change is so slow and the spillover effects on the rest of the economy so weak. The
section also highlights the low rates of investment that have generally predominated since the
crisis of the 1980s, despite a recovery in recent years. The fact that public investment has been
severely hampered by adjustment measures poses a major coordination problem for the economic
system, since it is a key variable for attracting private investment and overcoming growth
constraints —particularly in infrastructure sectors.

Section E looks at the features and dynamics of foreign direct investment (FDI) flows to the
region, showing that in addition to providing a source of savings, FDI is taking on an increasingly
important role in activities that involve natural resources and the tapping of domestic markets and
export platforms. The section draws attention to the region’s low profile as a destination for
investment that seeks skilled and qualified resources to undertake advanced research,
development and innovation.

Section F examines the dynamics and structure of savings, distinguishing between domestic
and external, and private and public sources. Last, section G turns to microeconomic analysis,
with a review of the profitability of the region’s largest companies. It shows how business
profitability reinforces the prevailing specialization pattern, which ultimately perpetuates the
problems of poor job creation and income distribution, with their consequences for equality.
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A. The business cycle in the region

The pattern of economic growth in the region’s countries between 1990 and 2010 displays a
significant cyclical component determined by external shocks (particularly in relation to access to
international liquidity and terms-of-trade fluctuations) and procyclical policies. GDP tended to
track terms-of-trade variations more closely in 1970-1979 and 2003-2007; shocks related to financial
flows were more common in the late 1960s and in 1980-1990 and 1991-2002. The two phenomena
acted in harness in 2008-2010 (ECLAC, 2010b).

Vulnerability to shocks has been accentuated by the liberalization of capital flows and a
weak macroeconomic institutional framework that has failed to develop mechanisms to cushion
them. Furthermore, with the exception of the 2008-2009 recession, the region has traditionally
responded to external shocks with procyclical policies, which are studied in greater detail in
chapter IV.

Based on the examination of the dynamics of the different phases of the cycle in 1990-2010,
table 1l11.1 shows that the average duration of recession phases in Latin America and the
Caribbean, both region-wide and subregionally, is similar to those of the other countries in the
sample (roughly four quarters) (see Pérez-Caldentey and Pineda, 2010 and Titelman, Pineda and
Pérez-Caldentey, 2008).1 In South America, the average recession lasts 5.6 quarters, whereas in
Central America and the Dominican Republic, recessions tend to be shorter (3.0 quarters).

Table lll.1
DURATION AND AMPLITUDE OF REAL GDP EXPANSIONS AND CONTRACTIONS, BY LEVELS,
SELECTED REGIONS AND COUNTRIES, 1990-2010

Expansion Contraction
Amplitude of the Amplitude of the
Duration upswing Duration downswing
(quarters) (percentage (quarters) (percentage
of GDP) of GDP)

South America 199 275 5.6 -8.0
Central America and
Dominican Republic 205 263 3.0 -3.3
Mexico 230 256 43 -8.0
Brazil 14.3 156 28 -3.0
Latin America and
the Caribbean 19.7 253 38 -6.2
East Asia and the Pacific 315 424 3.6 -94
Eastern Europe and
Central Asia 291 523 4.0 -12.2
OECD member countries 34.0 29.8 43 51

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

1 A standard method described in the literature on business cycles was used to identify cycle turning points (maxima
and minima) in real GDP series expressed in levels, using quarterly data from a sample of 59 countries for 1990-2010.
The turning points made it possible to identify GDP expansion and contraction phases. Subsequently, the duration and
amplitude of economic activity expansions and contractions were estimated for countries, regions and subregions.
Duration refers to the length of a contraction between turning points and of the expansion phase. Amplitude refers to
the change in economic activity between turning points. Appendix Il.1 lists the regions and countries studied and
provides details on the methodology.
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Expansion phases, on the other hand, tend to be shorter in Latin America and the Caribbean
than in the other regions in the sample. The difference is particularly significant (12 quarters or
more) compared with countries in East Asia and the Pacific and with Organization for Economic
Cooperation and Development (OECD) countries. The difficulty faced by the region’s economies
in sustaining expansions has impaired their ability to reverse the effects of recessions on the
production structure, which helps explain the low average growth rate over the past 20 years.

As shown in other analyses reported in the literature on business cycles (Male, 2011;
Harding and Pagan, 2005), contractions tend to be sharper in developing countries than in
developed ones. The average fall in the recession phase of the cycle in South America and Mexico
is 8.0 %, whereas Central America and the Dominican Republic the drop is much less pronounced.
This difference is explained by the fact that the strongest and most intense crises in the period
under study —the Mexican crisis (1994-1995), the Asian crisis (1997-1998), the Russian crisis (1998)
and the Argentine crisis (2001-2002)— had their epicentre in Mexico or South America.
Contractions in East Asian and Pacific countries are similar in amplitude to those of South
American countries (Titelman, Pineda and Pérez Caldentey, 2008).

The amplitude of expansions also varies sharply between regions. In East Asia and the
Pacific, GDP has grown by 42.4% on average during expansions, which last almost 32 quarters
(eight years). In contrast, in Latin America and the Caribbean average GDP growth in expansions
is just 25.3%, with upswings lasting less than 20 quarters.

Overall, expansions in Latin America and the Caribbean tend to be shorter-lived and
weaker than in other regions of the world. The contrast is particularly marked in comparison with
East Asia and the Pacific, where expansions are steadier and longer. These findings are confirmed
when the expansion is broken down into an acceleration phase (in which GDP grows at increasing
rates) and a deceleration phase (GDP growing at declining rates) (see figure 1l1.1). Latin America
and the Caribbean is the region with the weakest average growth —5% in the acceleration phase
compared with 7% for East Asia and Pacific and 6% for other emerging countries.

Figure 1Il.1
DEVELOPING REGIONS: ANNUAL AVERAGE GDP GROWTH RATE IN THE ACCELERATION AND
DECELERATION PHASES OF CYCLE EXPANSIONS, 1990-2010
(Percentages, quarterly data)

Latin America East Asia Europe and Other emerging
and the Caribbean and the Pacific Central Asia regions
M Acceleration Deceleration

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries
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The pattern varies across subregions (see table I11.2). South America, followed by Central
America and the Dominican Republic, shows greater capacity to leverage the acceleration phase. At
the other extreme are Mexico and Brazil, with limited capacities to speed up growth in that phase.

Table I11.2
ANNUAL AVERAGE GDP GROWTH RATE IN CYCLE EXPANSIONS, 1990-2010
(Percentages)
Subregion or country Acceleration Deceleration
South America 58 45
Central America and Dominican Republic 5.6 41
Mexico 43 36
Brazil 44 35

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

An analysis of fluctuations in the demand components of GDP shows that investment falls
more sharply than other components in the downswing (see table 111.3). Its behaviour is also
clearly asymmetric, with drops during recessions being much sharper than increases during
upswings. This is particularly the case with public investment in infrastructure, which contracts
12 times more sharply than GDP overall. As shown below, this category of investment ultimately
serves as an adjustment variable during contractions. Government consumption is also highly
procyclical, which is typical of the behaviour of fiscal variables generally until 2007.

Table 111.3
LATIN AMERICA: DURATION AND AMPLITUDE OF THE VARIATION IN COMPONENTS OF AGGREGATE
DEMAND IN RELATION TO GDP IN EXPANSIONS AND CONTRACTIONS, 1990-2007 *°°
(Quarterly data)

Expansion Contraction

Components of Duration Amplitude of Duration Adrg\?v“r::v?/ienm
aggregate demand (duration of expansion  upswing (change in (duration of e i GgDP

equal to 1) GDP equal to 1) contraction equal to 1) equgal 0 1)
Private consumption 10 13 0.9 13
Government consumption 0.6 1.3 11 4.2
Investment 0.7 25 12 53
Public investment in
infrastructure - 19 - 135
Exports 09 19 11 29
Imports 06 21 11 42

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

a

The calculations include 11 Latin American countries: Argentina, Bolivarian Republic of Venezuela, Brazil, Chile, Costa Rica,
Dominican Republic, Ecuador, Guatemala, Mexico, Paraguay and Peru (see annex Il.1).

The figures in the “Duration” columns represent the guotient between the number of quarters of expansion or contraction of
each component of demand and the number of quarters of GDP expansion.

The figures in the “Amplitude” columns represent the quotient between the percentage change in each component of
demand and the percentage change in GDP.
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While a lower rate of investment has short-term effects on aggregate demand and
employment, it also affects the long-term path of the economy since it means less growth in the
capital stock, thereby undermining the economy’s capacity to create and sustain jobs. It also has an
adverse effect on productivity by postponing the adoption of more capital- and technology-
intensive production methods.2

In five of the region’s countries (Argentina, Brazil, Chile, Colombia and Mexico) the fall in
manufacturing industry labour productivity in relation to GDP, in the downswings between 1970
and 2008, was both sharper and longer-lasting than the recovery in the subsequent upswings. In
contractions, productivity declined on average by three times more than GDP; in the following
expansion it increased by about half of GDP growth (see table 111.4). This can be seen as an
asymmetry in the working of the Kaldor-Verdoorn law because the positive impacts of learning
during upswings are weaker than the capacity losses during recessions.

Table I1l.4
LATIN AMERICA (SELECTED COUNTRIES): DURATION AND AMPLITUDE OF MANUFACTURING SECTOR
LABOUR PRODUCTIVITY CYCLE EXPANSIONS AND CONTRACTIONS IN RELATION TO GDP, 1970-2008

Expansion Contraction
Duration Amplitude Duration Amplitude
Argentina 05 0.7 10 30
Brazil 04 04 13 59
Chile 03 04 1.0 21
Colombia 04 0.2 15 20
Mexico 0.6 06 08 24
Average 0.4 0.5 11 31

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of the Industrial Performance Analysis
Programme (PADI), 2011.

Both investment and the production structure have been seriously affected during crisis
periods in Latin America and the Caribbean, and this has undermined the region’s growth
capacity. Not only does the fall in trend GDP reflect shorter expansions —it also reflects the
adverse effects of the business cycle dynamic on the production structure. Figure 111.2 shows trend
GDP for Latin America and the Caribbean and for the East Asian and Pacific subregion for 1960-
2010. Whereas the countries of East Asia and the Pacific have been able to sustain a rising GDP
growth path throughout the period, there is a structural break in Latin America and the Caribbean
in the 1980s. The GDP trend between 1960 and the early 1980s (period 1) is similar to that in East
Asia and the Pacific. Then, starting with the lost decade of the 1980s, it tends to decline and does
not recover in the 1990s or the first decade of the 2000s, meaning that growth rates are lower than
before the debt crisis (period Il). The basic difference is between a virtuous model (such as that of
East Asia, where there was positive structural change) and the Latin American and Caribbean
model with its pattern defined by its static comparative advantages. Apart from the duration of
business cycle phases, the measures taken in each case to improve the pattern of specialization and
the production structure are also important. The region’s cyclical behaviour and its impact on the
growth path pose policy design challenges that will be discussed in chapter VI.

2 See OECD (2009) for an analysis of the potential long-term effects of a fall in investment.
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Figure 111.2
TREND GDP FOR LATIN AMERICA AND THE CARIBBEAN AND EAST ASIA AND THE PACIFIC, 1960-2010°
(Annual logarithmic data)®
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of World Bank, “World Development
Indicators” and “Global Finance” [online] http://www.gfmag.com/.

a

The East Asia and Pacific region consists of 22 nations, including China, Japan, the Republic of Korea and Singapore.
Hodrick-Prescott method.

The persistent effects of the debt crisis are seen in the structural break in the region’s GDP
trend and in the fact that the economic policies implemented in the two decades after the crisis did
not reverse those effects. Even in the period of fastest growth witnessed by Latin America and the
Caribbean over the past 30 years (2003-2008), the countries of the region, with few exceptions, did
not succeed in reversing the structural break or improving the trend. This is unlike what
happened in Asia: the 1997 crisis, one of the severest to hit the countries of East Asia, did not
change the path of trend GDP.

To summarize, the region’s cycle dynamic is characterized, first, by unsustainable
expansions that translate into shorter periods of economic growth. Second, investment rates drop
sharply in recessions but do not rebound as strongly in expansions. And the more marked
contractions in investment rates have effects that persist in the long term, as shown by the trend
break in the 1980s.

B. External financial shocks

Financial globalization and greater access to international financing have made external financial
shocks a more important factor in short-term cycle dynamics (Moreno-Brid, 1998 and 2002;
Barbosa-Filho, 2002). Although the evolution of import elasticity is a reflection of the structural
determinants of the long-term growth rate, this does not mean that there are unbreachable limits
in the short term (McCombie and Thirlwall, 1999). The long-term growth rate can be surpassed in
the short or medium term if the economy has fluid access to external financing or the terms of
trade improve.
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This section discusses the increased importance of international financial flows for the
business cycle and volatility in the region, as well as the changing role of the different forms of
capital inflows through time. Subsection 1 shows that starting with the economic reforms that
began in the mid-1980s (some of which had already been attempted in the late 1970s in South
America and brought increasing degrees of trade and financial liberalization), capital movements
strongly influence the region’s GDP. Subsection 2 discusses changes in the composition of those
flows, such as the relative decline in foreign borrowing in the first decade of the twenty-first
century, the increasing importance of FDI and portfolio investment and the key role of emigrant
remittances in some countries, particularly in Central American countries.

1. Financial opening

The end of the Bretton Woods exchange-rate regime and the major transformations that the world
economy underwent in the second half of the 1970s (as private international banks recycled
“petrodollars” and eurodollars and transferred them to developing countries) redefined the region’s
mode of external insertion by allowing access to private sources of funding and reducing
dependency on multilateral sources.? These changes in the external environment were matched by
changes in the region’s institutional framework. It was in the mid-1970s that economies that were
closed to capital flows, such as those of South America, made the first attempts at financial
liberalization. But their impact was reversed by the 1980s debt crisis. External borrowing generated
growing imbalances that made the desired integration unsustainable, as indicated in the title of the
classic article by Diaz-Alejandro (1985): “Good-bye financial repression, hello financial crash”.

In the 1990s, the trend towards financial openness gained renewed impetus, as shown by
the Chinn-Ito index in figure 111.3.4 After falling during the debt-crisis years, the index in Latin
America and the Caribbean began to rise in the 1990s. By the mid-1990s it had surpassed the levels
seen in the 1970s (Stiglitz and others, 2006).5 This trend is widespread and seen in all subregions,
although it is less intense in the Caribbean, where financial openness did not return to 1970s levels
until the 2000s. As a result, by the late 2000s the economies of Latin America and the Caribbean
had achieved the highest degree of financial-account openness of all developing economies (see
table 111.5). In Central America and the Dominican Republic the indices were close to those of
developed economies. Growing financial openness was accompanied by an increase in foreign-
currency assets in the region, which grew to represent 18%, 15% and 17% of GDP in South
America, Central America and Mexico, and the Caribbean, respectively.

Increasing financial liberalization has led to closer synchronization between the liquidity
cycles of some central economies —basically the United States and European countries— and the
economic fluctuations of the countries of Latin America and the Caribbean (Rigobon, 2002).
Figure I11.4 shows that boom-bust cycles in foreign capital inflows are positively related (albeit
with a lag) with their counterparts in economic activity.

3 For the purposes hereof, financial openness entails deregulation and the removal of barriers to capital movements,
while financial integration refers to how this openness is reflected in terms of flows.

4 The Chinn-Ito index (KAOPEN), developed by Chinn and Ito (2006), measures a country’s degree of financial account
openness. The index is based on the dummy variables that codify the constraints on cross-border financial transactions
reported in the International Monetary Fund Annual Report on Exchange Arrangements and Exchange Restrictions.

5 In South America both the financial liberalization of the 1970s and the subsequent slippage in the 1980s occurred
somewhat later than in the other subregions.

106



Chapter 11l Business cycle and investment

Figure 111.3
LATIN AMERICA AND THE CARIBBEAN: CHINN-ITO INDEX OF FINANCIAL OPENNESS, 1970-2009
2.5 ..
2.0

— - Latin America and the Caribbean = —— South America
Central America and Mexico ~ cecees The Caribbean

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of “The Chinn-Ito Index” [online]
http://web.pdx.edu/~ito/Chinn-lto_website.htm.

STANDARDIZED INDEX OF FINAN(Tllafll_ecl)IIID.gNNESS, BY REGION, 2006-2009°

2006 2007 2008 2009
East Asia and the Pacific 0.20 021 0.38 0.32
Eastern Europe and Central Asia 0.15 0.15 0.29 0.20
Latin America 0.55 0.56 0.60 0.50
Central America and Dominican Republic 0.72 0.73 0.82 0.73
Middle East and North Africa 0.16 0.16 0.17 0.16
South Asia 0.03 0.03 0.14 0.10
Developed countries 0.82 0.84 0.82 0.82

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of “The Chinn-Ito Index” [online]
http://web.pdx.edu/~ito/Chinn-lto_website.htm.

a

The Chinn-Ito index is standardized from 0 to 1, with higher values indicating greater financial openness. The Caribbean is not
included because the data are not compatible.

Financial openness brought greater volatility: identifying and quantifying financial shocks
show that their frequency and magnitude increased following the period of trade and financial
opening in the 1990s (Titelman, Pineda and Pérez Caldentey, 2008). The greater volatility seen in
the second half of the 1990s and second half of the 2000s is not only found in financial flows —it
impacts the behaviour of FDI as well.
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Figure 1ll.4
LATIN AMERICA AND THE CARIBBEAN: PRIVATE FINANCIAL FLOWS, 1980-2010
(Billions of dollars)
120

100 |

80

60 |

40

20

0

-20

-40 |

..... Private flows —— FDI Portfolio flows

Source: International Monetary Fund (IMF), World Economic Outlook, 2011.

The period between the mid-1980s and the Asian crisis (1997-1998) saw a trend increase in
private financial flows led by FDI (with the privatization of large public enterprises in the 1990s
being a key factor in several countries). This expansion represented Latin America’s return to
international capital markets following the debt crisis, facilitated both by internal reform and
stability and by external debt renegotiation. The Brady plan afforded relief in terms of external
commitments, in clear contrast to the extremely disadvantageous terms that had prevailed in the
1980s.¢ There were also major capital inflows during the 2004-2008 expansion, when Latin America
and the Caribbean posted the strongest growth in three decades. In those years, the balance of
capital movements went from US$ 8.7 billion to US$ 72.3 billion and climbed to US$ 112.5 billion
in 2007 (ECLAC, 2011b).

2. Domestic impact of external financial volatility

The deepening of financial globalization during the past few decades has been a decisive factor in
the boom-bust cycles experienced by the region. The process has increased the influence of
international financial markets on local markets and accentuated the effect of fluctuations
stemming from changes in the world financial environment. Apart from the potential contribution
of this process to the financing of investment, several countries have suffered increasingly volatile
access to external financial resources. Volatility was often fuelled by unsustainable episodes of
euphoria, followed by periods of panic and herd behaviour on the part of external agents. This has
been facilitated by insufficient market regulation and supervision, both in developed countries
and worldwide. Sometimes these fluctuations have been triggered by uncertainty about the
payment capacity of the region’s countries and, more recently, those of the euro zone.

6 The Brady Plan was a strategy implemented in the late 1980s for developing countries to restructure external debt and
debt service with commercial banks.
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Changes in the external financial scenario have unfolded in different ways depending on
the extent of exposure to the more volatile financial flows, which has also not been uniform across
the region. The domestic economic consequences have varied as well, depending on internal
mechanisms that propagate shocks; one of the key factors is financial market depth.

A country’s exposure to external financial fluctuations can be estimated directly from
figures on its net foreign asset and liability positions, but these are not usually available. Instead,
ECLAC (2011b) uses indicators of the region’s sources of external financing, which correspond to
flows and thus translate into changes in the net position in certain financial instruments.
Noteworthy among them are net portfolio investment flows and other investment liabilities
(including commercial credit and loans between central banks) held by non-residents, which are
the most volatile. Table I11.6 ranks the region’s countries by degree of financial depth (which
influences the propagation of external flows in an economy) and degree of exposure to external
financial fluctuations in 2007-20009.

Table lIl.6
LATIN AMERICA AND THE CARIBBEAN: COUNTRY RANKING BY LEVEL OF EXPOSURE
TO THE MOST VARIABLE COMPONENTS OF EXTERNAL FINANCING
AND DEGREE OF FINANCIAL DEEPENING, 2007-2009

Countries with less exposure Countries with greater exposure
Less financial system Guyana Antigua and Barbuda
deepening Grenada Dominica

Suriname Belize

Trinidad and Tobago Jamaica

Bolivia (Plurinational State of) Saint Kitts and Nevis

Paraguay Saint Vincent and the Grenadines

Ecuador Saint Lucia

Guatemala Uruguay

Honduras Peru

Venezuela (Bolivarian Republic of)

Argentina

Dominican Republic and Haiti

Greater financial system Mexico Barbados

deepening Brazil
Chile
Colombia
Panama
Bahamas

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

Moving from the upper left quadrant to the lower right (from less capital-flow exposure
and low financial deepening towards higher levels of both variables), the sources of external
shocks change substantially. In the first group of countries, with less financial deepening and less
exposure, external shocks stem mainly from external demand (changes in quantum and prices of
goods and services) rather than from financial markets. As the domestic financial system deepens
and external financial integration increases, the volatility of external goods and services markets is
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compounded by financial-market volatility. Although fiscal and exchange-rate policies are
decisive for the vast majority of countries, those with greater financial deepening will be able to
implement monetary and financial policies, including macro-prudential regulation, that will give
them more scope for action in the face of external shocks.

3. Composition of external financial flows

Private capital flows (technically referred to as unofficial capital flows) have become the region’s
most important source of external financing. Currently they account for over 80% of private
financial flows received by emerging countries and over 90% of the total in the case of Latin
America and the Caribbean. FDI is the main component of capital flows, on average representing
about 42% of total flows in developing countries and 52% of the total in the region over the last
decade (see table I11.7). Portfolio investment flows have also grown over the last two decades, to
account for 7% of total capital flows into the region. After Asia and the Pacific, Latin America and
the Caribbean is the region most dependent on funding from these short-term flows. Income from
external debt dropped sharply (from 30.1% to 5.6%) in Latin America between the start of the
1990s and 2010, while income from emigrant remittances has increased significantly.” Along with
FDI, remittances have become an important component of external financial resources and now
represent 31.2% of total financial flows, exceeding 10% of GDP in some Central American and
Caribbean economies.

The share of FDI has tended to grow over the past two decades, while that of external
borrowing has shrunk, as shown by changes in the ratio between debt and debt plus FDI stock.
The ratio has fallen in the past decade in Latin America and Caribbean, both for the region as a
whole and in each of its subregions.

Figure 111.5 shows, for the region as a whole, the long-term decline in interest payments on
external debt plus repatriation of profits. This trend holds for all of the subregions except the
Caribbean. Interest payments on external debt trended down in the 2000s while repatriation of
profits and dividends from transnational enterprises to their parent companies increased from 5%
of the value of exports to 17%. Within the general trend, Argentina, the Bolivarian Republic of
Venezuela, Nicaragua and Panama are the countries where the interest-to-export ratio has fallen
most. In contrast, countries in which the proportion of profit and dividend remittances has
increased most are Colombia, Chile, Peru, Uruguay and a number of Caribbean economies.

In short, despite a growing supply of external resources, the net resource transfer has been
negative —outflows have exceeded inflows— except in Central America (see table 111.8). For South
America, this reflects positive trade balance patterns and rising commodity prices. The
combination of access to international capital, improving terms of trade and greater fiscal
discipline enabled South America to deepen its financial openness in the 2000s under a different
rationale from that prevailing in the 1990s. Access to international financial markets has become
less segmented, and the subregion has reduced its risk levels (Damill and Frenkel, 2011). The
situation is different in Central American and Caribbean countries, however. High levels of
foreign indebtedness compounded by deteriorating terms of trade have aggravated external
fragility in recent years and forced some countries to turn to the International Monetary Fund, as
happened during international crisis of 2008-2009.

7 Table 111.7 includes emigrant workers’ remittances in financial income, owing to their growing importance as a source
of external funding for many countries in the region.
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Table I11.7
COMPOSITION OF EXTERNAL FINANCIAL FLOWS AND REMITTANCES, 1970-2010
(Percentages of total)

1970-1980 1981-1990 1991-2000 2001-2010

Foreign direct investment 7.3 13.6 285 422
East Asia and the Pacific 8.0 18.0 579 535
Europe and Central Asia 0.8 95 17.3 409
Latin America and the Caribbean 93 292 412 521
Middle East and North Africa 6.2 51 10.3 328
Sub-Saharan Africa 12.3 6.2 15.6 319

External debt 58.0 32.6 188 10.8
East Asia and the Pacific 543 50.6 151 10.3
Europe and Central Asia 72.4 9.7 34.8 337
Latin America and the Caribbean 80.3 356 301 56
Middle East and North Africa 38.0 30.7 51 -0.1
Sub-Saharan Africa 452 36.1 8.7 47

Official development assistance 26.7 26.1 25.2 15.2
East Asia and the Pacific 353 20.2 119 4.0
Europe and Central Asia 9.3 129 24.8 6.9
Latin America and the Caribbean 838 18.0 6.2 44
Middle East and North Africa 409 277 277 20.7
Sub-Saharan Africa 390 515 553 401

Portfolio investment 0.0 0.4 5.0 4.8
East Asia and the Pacific 0.0 11 23 83
Europe and Central Asia 0.0 0.2 24 2.4
Latin America and the Caribbean 00 10 95 6.7
Middle East and North Africa 0.0 02 12 05
Sub-Saharan Africa 01 -05 9.7 6.2

Worker remittances 8.0 274 225 26.9
East Asia and the Pacific 24 10.0 12.7 238
Europe and Central Asia 175 67.6 20.6 16.0
Latin America and the Caribbean 16 16.2 13.0 312
Middle East and North Africa 14.9 36.3 557 46.1
Sub-Saharan Africa 34 6.7 10.7 17.2

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.
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Figure 1Il.5
EXTERNAL DEBT INTEREST PAYMENTS AND PROFIT AND DIVIDEND REMITTANCES, 1980-2010
(Percentage of exports)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.

Table 111.8
LATIN AMERICA AND THE CARIBBEAN: NET RESOURCE TRANSFER, ANNUAL AVERAGE, 1982-2010
(Millions of dollars)

Region 1982-1990 1991-1996 1997-2002 2003-2007 2008-2010
Latin America and the Caribbean -24 706 19 158 4 427 52772 -13 737
Latin America -24 307 19731 3401 -51 312 -12 349
The Caribbean -400 -573 1026 -1 460 -1 388
Central America -871 936 1186 246 1462
South America -1762 1201 -612 -5 289 -2 470

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

After periods of external constraints, the region has built up unprecedented international
reserves, with stocks growing from just over 3% of GDP in 1990 to more than 14% in 2011. The
Plurinational State of Bolivia and Trinidad and Tobago had the highest figures at the end of the
period, at 52.4% and 43.8%, respectively.

Such a large accumulation of reserves, in conjunction with external deleveraging, suggests
that external vulnerability problems have eased, at least for some economies in the region,
despite more volatile terms of trade. Meanwhile, there is no guarantee that the demand for
commodities will continue to expand. The current demand momentum should thus be seized as
an opportunity to build a production base that will improve the region’s resistance to terms-of-
trade fluctuations and to the volatility of external capital flows. This issue is taken up again in
chapter VI, underlining the need to keep the favourable outcomes of the past 10 years from
triggering complacency.
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C. The trade dynamic and terms of trade

Increased financial volatility was linked to and reinforced by terms-of-trade volatility, particularly
since the mid-2000s (see figure 111.6). This was due to widely fluctuating commodity prices, which
have traditionally figured heavily in the international trade structure of the countries of the region
—even more so over the past decade.

Figure 111.6
LATIN AMERICA AND THE CARIBBEAN: TERMS OF TRADE, 1990-2011
(Index: 1990=100)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.

The behaviour of commodity prices shown in figure 111.7 is partly explained by burgeoning
demand fuelled by stronger economic growth in emerging countries, interacting with short-term
supply rigidities and thus raising production costs. On the one hand, high and sustained growth
rates in China and India, as well as in other emerging and developing economies, has boosted
demand for raw materials and energy, putting upward pressure on their prices. On the supply
side, low levels of investment in agriculture resulted in slow growth of agricultural productivity
and a weaker increase in output, reducing stocks and making supply more inelastic. The rise in oil
prices drove fertilizer and transport costs up, which fed through into higher production costs.

Commodity price patterns have also been affected by financial factors, such as fluctuating
exchange and interest rates, particularly since the crisis that broke out in 2008. The depreciation of
the United States dollar devalued assets denominated in that currency and encouraged portfolio
recomposition in favour of commodity derivatives, which came to play a role as a “store of value”,
feeding price rises caused by financial variables. Dollar depreciation also impacted profitability
and production costs measured in dollars, so producers with market power in some cases tended
to reduce supply and raise prices to compensate for declining profits. In addition, consumer
(importing) countries whose currencies appreciated against the dollar saw their external
purchasing power increase, which enabled them to sustain commodity demand and thus put
upward pressure on their prices.
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Figure 11l.7
WORLD COMMODITY PRICES, ANNUAL AVERAGE, 1990-2011
(Index: 1990=100)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.

Interest rate cuts in the United States and other advanced economies also acted in the same
direction, driving capital flows towards emerging countries. The interest rate cuts also affected
yields on assets such as bonds, making other, commodity-linked, assets more attractive and
pushing their prices up. Low interest rates reduced the opportunity cost of holding commodity
inventories and further fuelled demand for them. Over the past 10 years, trading in commodity-
based assets has risen disproportionately in comparison with the historical levels associated with
commercial risk hedging (Basu and Gavin, 2011). The fact that futures markets are dominated by
speculators rather than commercial investors seems to have driven commodity prices to
irrationally high levels that do not reflect real supply and demand trends (De Schutter, 2010;
Masters and White, 2008). Investors of this type are attracted to commodity derivative markets by
the fact that price fluctuations for such products are usually decoupled from stock and bond
market fluctuations. They generally operate with composite indices involving various
commodities and allocate their funds independently of the economic fundamentals (supply and
demand) underlying a specific physical market (UNCTAD, 2008, 2009 and 2011).

This price dynamic explains much (69%) of the region’s export growth, which expanded at
the rate of 13% per year between 2003 and 2011. Price rises far outpaced the growth of export
volume, particularly in relative terms in the countries of South America that export hydrocarbons
and minerals (see figure 111.8).

Against this background, the region’s exports to its three largest extraregional markets (Asia
and the Pacific, the United States and the European Union) were concentrated in raw materials and
natural resource-based manufactures. This reflects a trend towards reprimarization, driven by the
high natural resource prices prevailing throughout most of the period (see figure 111.9).
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Figure 111.8
LATIN AMERICA AND THE CARIBBEAN: ANNUAL RATE OF INCREASE OF THE VOLUME
AND PRICE OF GOODS EXPORTS, 2003-2011°
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.

a

The figures for the Caribbean include data for Barbados, the Dominican Republic, Haiti, Jamaica, Suriname, and Trinidad
and Tobago.

Figure 111.9
LATIN AMERICA AND THE CARIBBEAN: EXPORT STRUCTURE BY TECHNOLOGY INTENSITY, 1981-2010°
(Percentages of the total)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of United Nations Commodity Trade
Database (COMTRADE).

a

Cuba and Haiti not included. Data for Antigua and Barbuda refer only to 2007, and data for the Bolivarian Republic of
Venezuela only to 2008; data for Honduras do not include 2008; data for Belize, Dominican Republic, Saint Kitts and Nevis,
Saint Lucia, Suriname and Grenada (exports only) do not include 2009.
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The region’s share of exports to the United States shrank from 58% in 2000 to 40% in 2010;
its share of imports from the United States dropped from 49% to 32% in the same period. The
European Union, the region’s second largest trading partner, saw its share in the region’s exports
rise slightly in the past decade (from 12% to 13%) while its share of imports from the countries of
the region remained constant at 14%. In contrast, China absorbed 8% of the region’s exports in
2010 compared with 1% in 2000, while also growing its share of the region’s imports from 2% to
14% over the same period.

The region’s exports to Asia are more concentrated than to its other markets. Commodities
and natural resource-based manufactures (mainly processed minerals) dominate the region’s
exports to China, India, Japan and the Republic of Korea. Owing mainly to rising demand from
China, raw materials are once again playing a leading role in the region’s export structure,
contributing to the reprimarization of the region’s export sector in recent years (see ECLAC, 2009,
2010b and 2011c).

Latin America’s intraregional trade has higher technology content than its extraregional
trade. This is particularly important considering that trade within Latin America in 2010
accounted for just 19.5% of the total. In the European Union the corresponding figure is 64.4%,
and in a group comprising the ASEAN member States plus China, Japan and the Republic of
Korea, the figure is 43.8% (see figure 111.10). Within the region, the Central American Common
Market has the highest proportion of intraregional trade (26.7%), followed by the Caribbean
Community (CARICOM) and MERCOSUR, where the share is around 16%.

LATIN AMERICA: SHARE OF INTRAREGIONAL E)F(Iggrs_rlgm TOTAL EXPORTS, BY GROUPS OF COUNTRIES
(Percentages)
,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, 7 S
60 | _ _ é
50 | o ____ =z 1
7
7
40 | - _____, s /
1
20 o ____ 7. % %
+ il / /
/ o /
il
0 a5 / / RR %

the Caribbean
#1990 MW1995 2000 2005  HE2010

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

Note: ASEAN+3 includes the ASEAN member States plus China, Japan and the Republic of Korea.

Although the geographical export orientation of each subregion of Latin America and the
Caribbean differs significantly, they share the problems of insufficient value added and low
knowledge and technology content of their exports. The South American countries specialize in
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exporting primary and processed products; this has been reinforced by strong demand from Asia,
particularly China. The Central American countries and Mexico, in contrast, have shifted their
export focus towards garments and a number of electronic and electrical products (plus the
automotive industry in the case of Mexico). A large proportion of those exports are based on
maquila assembly operations, often undertaken in free zones. And the Caribbean countries have
intensified their export focus on services, particularly those relating to tourism and financial
services, together with back-office and call-centre services.

The common denominator among these three patterns is specialization based on static
comparative advantages, such as abundant unskilled labour and natural resources, with little
value-added or knowledge content in the production process or in the final products. Irrespective
of the group, the region’s exportable products have been concentrated in commodities that are
sensitive to economic trends in developed countries, with unstable prices. Moreover, some of
those products are highly intensive in imported components (particularly those that are processed
in maquila operations), which adversely affects the trade balance and produces few linkages with
the rest of the production system.

The weak link between the international integration process and an economy’s production
structure means that increasing trade flows are reflected more intensely in expanding imports
than in rising exports of goods and services. In fact, the region has been unable to significantly
increase its share in world exports of goods over the past three decades. That share rose only
marginally, from 5.1% to 5.7%, between 1980 and 2010. Despite the high prices of several of the
commodities exported by the region between 2003 and 2008, its share of world goods exports at
the end of the past decade was virtually identical to its share at the start, revealing very little
growth in terms of export volume.8

D. Investment patterns and composition

1. General trends

Latin America’s investment rate has historically been lower than that of other emerging regions,
particularly the countries in developing Asia, where it rose from 27.8% of GDP in 1980 to nearly
35% of GDP in the mid-1990s and to more than 40% today. In contrast, in 2008, when the region
posted its highest investment rate since 1980, it was just 23.6% of GDP measured in current dollars
(Jiménez and Manuelito, 2011).

Figure I11.11 illustrates the historical trend of gross fixed capital formation in Latin America
between 1950 and 2010, measured as a percentage of GDP.? The region attained its highest
investment levels during the period between the early 1970s and 1982, when the annual average
was 24.3% of GDP and sometimes even topped 25% of GDP. This period was preceded by two
decades in which annual average investment rates were around 20%.

8 Also in the past three decades, the region’s share in global service exports slipped from 4.5% in 1980 to 3.4% in 2010. Of
even greater concern is the region’s small share in “Other business services”, the fastest-growing export category
worldwide during the past decade. This category includes the most technology- and knowledge-intensive activities,
such as engineering, architecture, design, information technology, and legal and accounting services.

9 Regional average measured in dollars at constant 2005 prices. Calculated as an average weighted by the relative share
of each Latin American country in the region’s total gross fixed capital formation.
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Between 1982 and 2003, several factors combined to keep regional investment at very low
levels: the debt crisis of the 1980s; the hyperinflation episodes recorded in several countries
between the late 1980s and early 1990s; the financial crises of Mexico and Argentina in 1995; the
consequences of the Asian crisis in 1997; and contagion from the financial crises of Brazil and the
Russian Federation (1988), Turkey (2000) and Argentina (2001). It was not until 2004-2011, in a
context of highly favourable external prices for its exports, that Latin America was able to regain
the investment levels recorded in the 1950s and 1960s, but without matching historical peaks. As a
result, in 2011, gross fixed capital formation amounted to 22.9% of GDP, roughly the same as in
the second half of the 1970s.

Figure 11.11
LATIN AMERICA: GROSS FIXED CAPITAL FORMATION, 1950-2010
(Percentages of GDP, in dollars at constant 2005 prices)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.

Investment patterns have varied across the subregions (see figure 111.12). Unlike in 2004-2008,
when investment rates climbed overall, in 2010-2011 the recovery was mainly confined to South
American countries and Mexico. In Central America, investment rates fell off sharply in 2009 and
have since remained at levels similar to those of the first half of the 1990s and well below the highs of
1998. In Mexico, although investment recovered after falling in 2009 the rate remains below 2008
levels. In both cases, sluggish investment is partly attributable to the impact of the global financial
crisis on the main export market for these countries (the United States) and hence on prospects for
growth. Domestic variables have also had an influence, such as unconsolidated fiscal positions
which made it difficult to adopt countercyclical measures based on increasing public investment.

The available data show that in 1990-2011 gross fixed capital formation grew most strongly
in the machinery and equipment components (see figure 111.13). In 1990-2003 (the years leading up
to the commodity export price boom), gross fixed capital formation grew by an average of 2.7%
per year. Investment in construction grew at an annual average of 1.9%, and investment in
machinery and equipment did so at 3.7%. These rates rose considerably in 2004-2011, as gross
fixed capital formation expanded at an average annual rate of 8.5%, with investment in
construction and in machinery and equipment climbing by 5.3% and 11.4%, respectively.
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Figure 111.12
LATIN AMERICA: GROSS FIXED CAPITAL FORMATION, BY SUBREGION*
(Percentages of GDP, in dollars at constant 2005 prices)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), Preliminary Overview of the Economies of Latin
America and the Caribbean 2011 (LC/G.2512-P), Santiago, Chile, December 2011. United Nations publication, Sales
No. E12.1.G.2.

a

Components of gross fixed capital formation: construction and machinery and equipment.

Figure 11.13
LATIN AMERICA: GROSS FIXED CAPITAL FORMATION, YEAR-ON-YEAR RATES OF VARIATION, 1991-2011
(Percentages, in dollars at constant 2005 prices)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.

As a result, the contribution made by investment in machinery and equipment to gross
fixed capital formation growth increased considerably as from the late 1990s. In the early 1990s,
construction represented about 55% of total gross fixed capital formation, while investment in
machinery and equipment accounted for around 45%. By the end of the first decade of the new
century, these proportions had reversed.
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Figure 11.14
LATIN AMERICA: CONTRIBUTION TO THE GROWTH OF GROSS FIXED CAPITAL FORMATION, 1991-2011
(Percentages, in dollars at constant 2005 prices)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.

Investment patterns in the region have been heavily influenced by domestic and external
crises. And sluggish investment is linked to the way governments have reacted to the crises,
particularly in terms of public investment decisions. Tables 111.9 and 111.10 show public and private
investment as a percentage of GDP for the countries of Latin America and the Caribbean during
1980-2010, divided into subperiods according to the years in which the countries were faced with
turmoil that changed their GDP growth paths.

The composition of gross fixed capital formation by institutional sector in Latin America
changed between 1980 and 2010. In the case of public investment, both regionally and as a
percentage of GDP, the highest level was recorded in the years 1980-1981 (6.7%), after which rates
declined gradually until 1999-2003 (3.9%) (see table 111.9). In 2004-2010, there was a widespread
recovery (4.8%) although the intensity varied across countries. In this period, average public
investment in the region rose to its highest level since 1990. Nonetheless, in some countries (the
Dominican Republic, El Salvador and Guatemala), the level of public investment remained
persistently low throughout 1980-2010.

Aside from the recent improvement, the historically procyclical behaviour of public
investment and its long-term downtrend are worrying because of their effect on growth. Martner,
Gonzélez and Espada (2012) note that for a sample of 18 Latin American and Caribbean countries
between 1991 and 2010, a set of variables was positively related to per capita GDP growth. They
are the rate of public investment, the rate of private investment, spending on education and the
real exchange rate. In contrast, inflation and public debt were negatively related. The public
investment elasticity of growth is high and significant (7%), underscoring the importance of
this variable.
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Table 111.9
LATIN AMERICA AND THE CARIBBEAN: ANNUAL AVERAGE PUBLIC INVESTMENT BY PERIOD®
(Percentages of GDP at constant prices in the local currency of each country)

1980-1981 1982-1990 1991-1994 1995-1998 1999-2003 2004-2010

Argentina 22 15 16 15 12 25
Bolivia (Plurinational 6.9 8.2 8.4 6.4 5.2 77
State of)

Brazil 22 2.2 32 22 17 1.8
Chile 19 24 20 25 24 24
Colombia 7.1 75 47 4.4 3.2 37
Costa Rica 8.0 55 4.8 4.2 26 2.0
Cuba - - - 7.1 6.8 9.4
Dominican Republic 4.4 4.2 29 3.2 21 15
Ecuador 89 5.0 45 38 52 7.6
El Salvador 20 21 35 35 3.0 21
Guatemala 56 3.0 28 3.2 34 2.6
Honduras 8.3 74 9.1 6.8 4.9 3.9
Mexico 113 5.8 4.2 31 34 4.9
Nicaragua 105 105 7.7 6.6 57 3.9
Panama 8.9 4.4 34 4.6 50 5.9
Paraguay 5.0 51 3.7 39 2.7 31
Peru 6.3 5.0 43 45 35 4.1
Uruguay 53 4.3 4.1 33 31 4.3
Venezqela (Bolivarian 16.0 100 100 95 8.8 16.8
Republic of)

Latin America® 6.7 52 4.7 4.4 3.9 4.8

Source: Economic Commission for Latin America and the Caribbean (ECLAC), Statistical Yearbook for Latin America and the Caribbean,
various years; and “América Latina y el Caribe: Series histéricas de estadisticas econémicas 1950-2008", Cuadernos estadisticos
series, No. 37 (LC/G.2415-P), Santiago, Chile, August 2009. United Nations publication, Sales No. S.09.1.G.72.

Public investment refers to general government gross fixed capital formation as a percentage of GDP.

®  Simple average of the countries in the sample.

The relative shares of public and private investment vary across the region. As a percentage
of GDP region-wide, private investment fell from an annual average of 14.3% in 1980-1981 to an
annual average of 11.1% in 1982-1990 (coinciding with the debt crisis) and then rose in 1991-1994
(14.1%) and 1995-1998 (15.6%). Between 1999 and 2003, private investment fell from prior-period
levels (14.7%) owing to external fluctuations during the period that impacted growth expectations.
Some examples are the dot-com crisis in the United States and domestic crisis such as the one that
hit Argentina in 2000 (see table 111.10). During 2004-2010, when the region’s export commodity
prices soared and growth prospects improved, the pace of private investment picked up
substantially and brought the regional average up to 15.9%.

Private investment patterns vary from one country to another. In some cases, during 2004-
2010 it remained below the levels posted in 1980-1981 (Argentina, Brazil and Paraguay). In others,
the annual average for 2004-2010 is significantly higher than in 1980 and 1981 (Chile, Colombia,
Costa Rica, Ecuador, El Salvador, Guatemala, Honduras, Mexico and Nicaragua). The Bolivarian
Republic of Venezuela, the Plurinational State of Bolivia and Uruguay have the lowest levels of
private investment. In Panama and Peru, the level of private investment in 2004-2010 was similar
to the level recorded in 1980-1981 despite considerable volatility throughout the period. Except for
the Bolivarian Republic of Venezuela, Ecuador and the Plurinational State of Bolivia, the increase
in gross fixed capital formation as a percentage of GDP in 2004-2010 was primarily due to rising
private investment. But it was not enough to fully offset the contraction of public investment.
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Table 111.10
LATIN AMERICA AND THE CARIBBEAN: ANNUAL AVERAGE PRIVATE INVESTMENT BY PERIOD
(Percentages of GDP at constant prices in the local currency of each country)

1980-1981  1982-1990  1991-1994  1995-1998  1999-2003  2004-2010

Argentina 229 15.8 16.8 18.2 145 18.6
Bolivia (Plurinational

State of) 71 35 6.3 118 10.8 72
Brazil 20.3 151 15.8 157 141 157
Chile 16.6 15.7 234 253 200 230
Colombia 10.0 9.0 151 16.4 10.9 18.6
Costa Rica 14.2 141 15.3 16.7 185 19.8
Cuba 47 45 24
Dominican Republic 16.8 143 134 178 20.0 17.8
Ecuador 135 131 212 208 182 19.6
El Salvador 10.6 105 140 157 16.3 158
Guatemala 6.8 6.0 71 8.1 128 146
Honduras 12.2 85 128 16.2 194 213
Mexico 14.3 114 147 14.0 16.4 16.5
Nicaragua 7.8 75 84 155 18.8 17.8
Panama 155 114 1838 181 131 155
Paraguay 230 155 19.9 18.6 137 131
Peru 19.2 141 139 19.2 151 19.2
Uruguay 12.2 71 101 124 91 137
\éggﬁﬂfi‘zlzéBo""aﬂa” 133 81 6.7 106 139 127
Latin America® 143 111 141 156 147 159

Source: Economic Commission for Latin America and the Caribbean (ECLAC), Statistical Yearbook for Latin America and the
Caribbean, various years; and “América Latina y el Caribe: Series historicas de estadisticas econdmicas 1950-2008”",
Cuadernos estadisticos series, No. 37 (LC/G.2415-P), Santiago, Chile, August 2009. United Nations publication, Sales
No. S.09.1.G.72.

a

Simple average of the countries in the sample. (-) Figure not available.

2. Investment in infrastructure

Infrastructure is the main component of public investment. Figure I11.15 shows the declining trend
of this component, which was particularly pronounced during the lost decade of the 1980s and in
the 1990s. The retreat of public investment largely reflects the shrinking footprint of government
in the economy in most of the countries of the region, particularly owing to privatizations that
mostly took place in the 1990s and the role of private actors in supplying goods and services that
were previously provided by public agencies.

This downtrend continued throughout 2000-2004, with infrastructure investment amounting
to just 0.8% of GDP. There was a slight reversal between 2005 and 2008, when it rose to 0.9% of GDP.
Explanations for this increase include the restructuring of public accounts that, together with smaller
debt, an improved debt profile and a build-up of international reserves, gave several of the region’s
countries additional space to implement public policies (ECLAC, 2010a).
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Figure 111.15
LATIN AMERICA AND THE CARIBBEAN: PUBLIC INVESTMENT IN INFRASTRUCTURE, 1980-2010
(Percentages of GDP)
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Source: Georgina Cipoletta Tomassian and Ricardo Sanchez, UNASUR: Infrastructure for regional integration (LC/L.3408),
Santiago, Chile, Economic Commission for Latin America and the Caribbean (ECLAC), 2011.

Public expenditure on infrastructure has been procyclical, except in the 2008-2009 crisis,
which indicates that it has been used as an adjustment variable. As shown in table 111.11 with data
for six countries in the region, public investment fell by an average of 36% in the downswing of
the business cycle.’? Drops in public infrastructure investment tend to be sharper than any increase
during the recovery phase. In the sectors considered, the contraction is on average 40% greater
than the subsequent expansion. In the power and telecommunications sectors, the difference
between the decline in investment during a contraction and the increase during the expansion is
even greater: 48% and 200%, respectively. Such a pattern has negative impacts on capital
accumulation over time.

Table l11.11
LATIN AMERICA (6 COUNTRIES): DURATION AND AMPLITUDE OF EXPANSIONS AND CONTRACTIONS
OF THE CYCLE OF PUBLIC INVESTMENT IN INFRASTRUCTURE, 1980-2010

Expansion Contraction
Duration Amplitude Duration Amplitude
Total 27 256 22 -35.6
Power sector 19 34.7 20 -51.5
Roads and railways 21 323 17 -33.1
Telecommunications 18 281 19 -58.0
Water and sanitation 16 242 17 -23.8

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

10 Argentina, Brazil, Chile, Colombia, Mexico and Peru, which account for 85.5% of the region’s GDP between them.
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Public investment has a positive effect on medium- and long-term growth paths, so the
countries should shield it from the ups and downs of economic activity. This means that public
investment policies should be guided by their effects on the production structure rather than by
the need for temporary adjustments to short-term fluctuations in aggregate demand (see
chapter VI). This would make it possible to sustain the transformation of the production structure
of the economies so as to permanently raise growth rates in line with the development needs of
the countries of the region.

In the ongoing technology revolution, investment in broadband infrastructure is
particularly important because it provides a platform for supplying a wide range of services that
cut across sectors and directly impact economic growth and social inclusion. These include
education (distance services and access to information, development of new teaching-learning
models); health (remote diagnostic services); governance (greater transparency, citizen
participation, access to government information); and environmental protection (Jordan, Galperin
and Peres, 2010).

Despite the progress made in the last few years in some countries in the region, broadband
remains expensive, both in absolute terms and in relation to per capita income. Its quality
(measured by connection speed and latency) is poor. This has opened a considerable gap in terms
of access and use compared with the more advanced countries. According to the International
Telecommunications Union (ITU), in 2010 average fixed broadband access penetration was 7% in
Latin America compared with 26% in OECD countries. For mobile access the figures were 8% and
57%, respectively.

As for the cost of access, in Latin America the average price for speeds of 1 megabit per
second (Mbps) is US$ 25; extreme cases can top US$ 100. In Europe, for example in Spain, Italy
and France, the average rate for access at the same speed is about US$ 5. In the Republic of Korea
it is less than US$ 1. In Latin America, connection speed (a key factor in quality) is 3.1 Mbps for
downloads and 1.3 Mbps for uploads, compared with 12.1 Mbps download speeds and 3.1 Mbps
upload speeds in OECD countries.

The region lags significantly in terms of broadband infrastructure development, as shown
by widening access, accessibility and quality gaps. Overcoming this problem requires stepping up
both public and private investment to expand infrastructure, particularly international
connections and the development of Internet exchange points (IXPs) within countries and between
groups of countries.!t

In short, investment serves as a crucial bridge between the present and future, linking cycle
and trend. This section showed the strong impact of crises on investment, which has still not
regained 1970s levels despite a significant upturn in recent years. Public investment has not been
forceful enough to have significant crowding-in effects, particularly in areas such as infrastructure
where there are substantial shortcomings.2 The fact that during crises it is easier to cut back public
expenditure on investment than it is to make cuts in other areas has impaired the effectiveness of

11 In the field of international connections and the development of Internet exchange points, ECLAC, with technical and
financial support from the European Union, serves as technical secretariat of the Regional Broadband Dialogue,
consisting of 10 mostly South American countries, and it has implemented the Regional Broadband Observatory
(ORBA).

12 The annual infrastructure investment needed to meet expected demand in the region is estimated on the order of 5% of
regional GDP for 15 years (Perrotti and Sanchez, 2011).
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this variable as a catalyst for private investment. And the abundant external funding available
during certain periods only partially filled the void left by public investment. The key variable in
investment decisions is not the availability of savings but the expected returns. Macro prices and
scant public investment in times of volatility and uncertainty have hindered a private investment
response in keeping with development needs, with the resulting effects on growth, productivity
and employment.

E. Foreign direct investment

Foreign direct investment (FDI) flows to Latin America and the Caribbean have grown
considerably in recent decades, and transnational enterprises have consolidated their position as a
cornerstone of the production structure in the region’s economies.t® After the market reforms era,
FDI came to be seen as an engine of growth that automatically generated positive effects on the
receiving economies. This view stressed the role of FDI as a complement to domestic savings and
a source of new capital contributions, technology transfers and productivity spillovers. Amount
was regarded as more important than quality, which led countries to seek to maximize FDI from
transnational enterprises, the main actors. In fact, transnational operations generate value added
equivalent to roughly 25% of world GDP, through their operations in countries of origin and in
host countries. The foreign operations of subsidiaries of transnational enterprises account for over
10% of global GDP and a third of worldwide exports, making them increasingly important in
global value chains (UNCTAD, 2011, p.24). Moreover, transnational enterprises are the main
agents in research and development, accounting for about 50% of total research and development
expenditure and over two thirds of private expenditure on research and development worldwide
(UNCTAD, 2005, p.119). Against this backdrop, firms from emerging countries are increasingly
involved. In Latin America and the Caribbean, the “trans-Latins” have been particularly dynamic
in sectors such as telecommunications, cement, iron and steel, petrochemicals, airlines, banks,
power generation, meat production and department stores (ECLAC, 2012).

FDI and transnational enterprises play a key role in the production structure of Latin
America and the Caribbean, for various reasons. First, they are present in virtually all of the
countries and all production and service activities. Many of them are industry leaders occupying
oligopolistic positions in their respective markets. Second, FDI is conducted through two
mechanisms: mergers and acquisitions, and greenfield investments (a component of gross fixed
capital formation). Third, the positioning of transnationals is essential for understanding the
international integration patterns pursued by the countries of the region, especially for their
exports. Fourth, transnational enterprises are particularly important in the more modern sectors
and in activities with greater technology content being carried out in the region. Fifth,
transnationals figure heavily in research and development and in industry innovation in the
region’s largest economies, such as Argentina, Brazil and Mexico.

13 Foreign direct investment figures are for foreign direct investment inflows, less disinvestments (repatriation of capital)
by foreign investors. The foreign direct investment figures do not include flows received by the main Caribbean
financial centres. The data differ from those published in the 2011 editions of Economic Survey of Latin America and the
Caribbean and Preliminary Overview of the Economies of Latin America and the Caribbean, which show the net balance
of foreign investment, in other words direct investment in the reporting economy minus outward foreign direct
investment.
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Over the past few years, the region has enhanced its attractiveness as a destination for
transnational enterprises. Between 2007 and 2011, FDI inflows to Latin America and the Caribbean
averaged more than US$ 120 billion per year (see figure 111.16). Record inflows to the region in
2010 and 2011 amounted to roughly 10% of the world total.

Figure 111.16
LATIN AMERICA AND THE CARIBBEAN: FOREIGN DIRECT INVESTMENT INFLOWS,
TOTAL AND BY SUBREGION, 1990-2011
(Billions of dollars)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures as of 16 April 2012.

Transnational firms have benefited from the region’s buoyant economy, where they find
attractive markets with strong growth potential. For all of the countries and subregions shown in
figure 111.17 FDI inflows rose sharply during the 2000s compared with the preceding decade, even
counting the sweeping privatizations of State enterprises during the 1990s (in which
transnationals were involved). The leading FDI recipients have been the region’s two largest
economies (Brazil and Mexico), followed by Argentina, Chile and Colombia. Nonetheless, Chile
and the small Caribbean economies have received the largest amounts of FDI in relation to GDP
(ECLAC, 2012).

The services sector (including telecommunications, energy and retail trade) has received the
largest share of FDI. Two patterns can be identified in the participation of FDI in goods
production. In South America, it has been concentrated in the natural-resource sectors and, to a
lesser extent, in manufacturing —mainly in Brazil, where major investments have been made in
the automobile industry. In Mexico, Central America and the Caribbean, however, FDI flows to
goods production sectors are more closely linked to export manufacturing and are heavily
concentrated in the automotive sector (Mexico) and free zone maquila operations. The
manufacture of products based on natural resources accounts for a small share (see figure 111.18).
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Figure 11.17
LATIN AMERICA AND THE CARIBBEAN: MAIN FOREIGN DIRECT INVESTMENT RECIPIENT COUNTRIES,
1990-2011
(Billions of dollars, annual averages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures as of 16 April 2012.

Figure 11.18
LATIN AMERICA AND THE CARIBBEAN: DISTRIBUTION OF FOREIGN DIRECT INVESTMENT FLOWS
BY SECTORS, 2005-2011
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures and estimates as of
16 April 2012.

Transnational firms tend to pursue strategies seeking raw materials, domestic markets,
export platform efficiency, strategic technology assets and highly skilled human capital (Dunning,
2002). This frame of reference helps to understand the international insertion of the region’s
countries, which is heavily influenced by the presence of transnationals (see table 111.12). Those
pursuing a natural-resource seeking strategy have targeted the Southern Cone countries and have
enjoyed a boom lasting several years, driven by the high price of raw materials. The main benefits
of transnational firms operations are export growth, job creation in non-urban areas and increased
tax revenue.
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Table I11.12

LATIN AMERICA AND THE CARIBBEAN: TRANSNATIONAL COMPANY OPERATIONS

Strategy Natural resource seeking

Market seeking

Export platform efficiency
seeking

Production of goods
(by sector)

Oil and gas: Argentina,
Andean Community
Mining: Chile, Argentina,
Andean Community

Automobiles: Brazil and
Argentina

Chemicals: Brazil

Food and beverages:
Argentina, Brazil and Mexico

Automobiles: Mexico

Electronics: Mexico, Central
America and the Caribbean

Garments: Central America
and Mexico

Tourism: Mexico, Central
America and the Caribbean

Services

Financial services: Mexico,
Chile, Argentina, Bolivarian

Business services: Mexico,
Central America and the

Republic of Venezuela, Caribbean

Colombia, Peru, Brazil

Telecommunications: Brazil,
Argentina, Chile, Peru,
Bolivarian Republic of
Venezuela

Commerce: Mexico, Brazil
and Argentina

Energy: Colombia, Brazil,
Chile, Argentina, Central
America

Gas: Argentina, Chile,
Colombia, Plurinational State
of Bolivia

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

The main problems arising from FDI-financed activities have to do with the fact that they
often operate in enclaves. Moreover, there is little processing of natural resources, as well as
negative effects on environmental sustainability that have sparked major conflicts with local
communities, and heavy dependency on raw materials price cycles. Moreover, because of the high
degree of ownership concentration and the enclave rationale, productivity gains are concentrated
in just a few firms, with little diffusion to other sectors of the economy.

Transnationals seeking local or regional markets have pursued this strategy mainly in larger
economies of the region (Argentina, Brazil and Mexico), where FDI is concentrated in service
sectors and the production of goods such as automobiles, chemicals and food and beverages. Over
the past few years, transnationals have increased their investments under this strategy, taking
advantage of the region’s strong economic performance and a growing middle class with greater
purchasing power (Franco, Hopenhayn and Ledn, 2010). Their operations have created production
linkages and helped develop the local business fabric in some sectors, such as food and beverages,
and some play a key role in the dissemination of technology. In Brazil, transnationals account for
some 50% of private sector spending on industrial research and development, especially in the
automotive and electronics sectors. Brazil has consolidated its position as a destination for
research and development investment by transnational firms, to the point that some subsidiaries
have become important players in their parent companies’ global innovation strategy.
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The dominant strategy in Mexico, Central America and Caribbean has been to seek export
platform efficiency (product assembly operations for export mainly to the United States). These
activities have increased exports but have not done well in terms of technology transfer, human
resource training, creating and deepening production linkages with local firms or, in a broader sense,
changing export platforms into manufacturing hubs. The main disadvantages of this type of FDI are a
focus on the production of low value-added goods and scant creation of production clusters.

It is useful to look at investment in greenfield manufacturing facilities (the key mechanism
for increasing production capacity) by breaking down the target sectors on the basis of technology
content. As shown in figure 111.19, 70% of the FDI going to the manufacturing sector in Latin
America and the Caribbean between 2003 and 2011 went to low- or medium-low technology
content sectors (food and beverages, textiles, footwear, paper, mining and metals, among others).
By contrast, in China, 80% is channelled to medium-high or high-technology sectors (automotive,
pharmaceuticals, machinery, medical instruments and chemicals, among others).

Figure 11.19
LATIN AMERICA AND THE CARIBBEAN: DISTRIBUTION OF FOREIGN DIRECT INVESTMENT PROJECT
AMOUNTS BY TECHNOLOGY INTENSITY, 2003-2011
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.

The region is a marginal player in terms of FDI associated with research and development,
accounting for just 4% of such operations worldwide (see figure 111.20). The countries of
developing Asia receive about 50% of such investments. In Latin America and the Caribbean,
they are concentrated in Brazil, the only country that has achieved significant participation in the
internationalization of research and development operations by transnational firms. The major
difference between the FDI received in the region and that targeting the more dynamic
developing countries raises doubts as to the contribution of FDI in terms of capacity-building and
technology spillovers.
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Figure 11.20
DISTRIBUTION OF CROSS-BORDER RESEARCH AND DEVELOPMENT PROJECT AMOUNTS, 2008-2011
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.

The move towards the service markets has taken in virtually the entire region, with firms
taking advantage of the wide-ranging privatization processes of the 1990s to gain leading (in
many cases oligopolistic) positions. Trends in the telecommunications, energy, banking, commerce
and other sectors are now being set by major transnationals. Their operations have helped boost
the systemic competitiveness of the host economies. The main difficulties are associated with
regulatory issues and the lack of incentives to promote greater competition and thus pass on more
benefits in terms of access and cost to broad segments of the population.

Available evidence shows that the impacts of transnational operations in the region have
been very mixed. But it is clear that many of the impacts have to do, on the one hand, with each
country’s production, technology and human capital capacities and, on the other hand, with sector
regulatory frameworks, particularly in the service sector.’* As a whole, these factors form a system
that can either promote or restrict the benefits of FDI in the receiving countries. Thus, a set of
policies that combines attracting FDI with efforts to promote structural change would not only
draw higher-quality transnationals into sectors with greater spillover and capacity-building
potential but would also facilitate their integration into local economies and enhance the various
dimensions of development (ECLAC, 2012).

F. Financing investment

1. Sources of funding: national savings and external savings

In the long run, external funding, mediated by access to international capital markets, has
contributed to the expansion of investment in the region. Periods when this type of funding was
restricted as a result of changes in the global financial environment or domestic crises that
exacerbated country risk have resulted in lower investment rates, at least between the start of the
external debt crisis (in 1982) and 2003 (see figure 111.21).

14 In general terms, criticisms of foreign direct investment in the region cite factors such as the crowding-out of domestic
investment, loss of sovereignty, over-exploitation of non-renewable resources, greater external vulnerability, greater
focus on non-competitive industries, degradation of the environment or failure to observe labour standards.
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Figure 11.21
LATIN AMERICA: FINANCING INVESTMENT, 1980-2011
(Percentages of GDP in dollars at current prices )
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official data from the countries.

Several economies saw a significant change in this scenario in 2003-2008, when investment
rates rose steadily and national savings surged, thanks mainly to a sharp rise in income.

There are differences between the countries of Latin America and the Caribbean.
Tables 111.13, 111.14 and 111.15 show total, national and external savings in national currency as
percentages of GDP. Both region-wide and in most of the countries, total savings increased in
2004-2010 compared with earlier periods. Nonetheless, in many countries the average annual
savings rates in that period were similar to or below those recorded in 1980-1981.

An analysis of the savings structure shows that national savings has increased gradually
while the share of external savings has declined. The years 2004-2010 saw the highest levels of
national savings during 1980-2010, although rates vary widely between countries. Mexico and the
countries of South America, except for Brazil, Ecuador, Paraguay, the Plurinational State of Bolivia
and Uruguay, have national savings rates above 20%. National savings rates in the Central
American countries, except Honduras, are between 10% and 17%.15

External savings has trended in the opposite direction over the past few years (2004-2010),
posting its lowest levels in reflection of stronger external accounts in most of the region’s
countries. Nonetheless, here too the figures are very heterogeneous. Several South American
countries have negative external savings rates equal to 2.5% of GDP or even lower rates. The drop
in external savings reflects stronger external accounts owing to soaring metal and hydrocarbon
prices that fuelled a substantial rise in exports of goods and a marked increase in national income.
The Bolivarian Republic of Venezuela and the Plurinational State of Bolivia are in this group.

The overall picture in the countries of Central America tends to be different, with external
savings remaining high and positive. In conjunction with low levels of national savings, this
illustrates these countries’ dependency on external savings to sustain their investment levels.1

15 As table 111.14 shows, the Bolivarian Republic of Venezuela has the highest national savings rate in the region (35%),
well above that of the other countries. If Venezuela were excluded from the calculation, the regional average national
savings rate would be 19.1%.

16 Appendix I1.2 provides details of the dynamic of public and private savings.
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Table 111.13
LATIN AMERICA: TOTAL SAVINGS, SIMPLE AVERAGES, 1980-2010
(Percentages of GDP in dollars at current prices)

1980-1981 1982-1990 1991-1994  1995-1998 1999-2003 2004-2010

Argentina 245 184 17.7 20.0 15.2 225
Bolivia (Plurinational State of) 15.8 135 158 18.7 161 151
Brazil 241 215 204 174 17.2 181
Chile 215 19.0 242 26.9 215 213
Colombia 19.8 19.9 225 222 16.2 221
Costa Rica 278 254 19.8 18.2 195 232
Cuba 254 8.0 12.8 10.7 11.0
Dominican Republic 237 21.0 18.2 17.0 214 17.8
Ecuador 128 171 141 1338 138 16.9
El Salvador 139 181 17.0 16.7 153
Guatemala 165 126 164 147 191 18.6
Honduras 229 175 305 314 27.7 28.3
Mexico 273 212 223 233 223 25.0
Nicaragua 20.2 216 204 275 29.9 29.6
Panama 282 15.7 236 275 205 228
Paraguay 28.8 237 238 252 194 18.3
Peru 294 235 19.0 238 194 221
Uruguay 164 131 155 154 134 181
Venezuela (Bolivarian Republic of) 238 189 188 233 22.9 25.2
Latin America 226 191 194 20.8 191 20.6

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

Table Ill.14
LATIN AMERICA: NATIONAL SAVINGS, SIMPLE AVERAGES, 1980-2010
(Percentages of GDP in dollars at current prices)

1980-1981 1982-1990 1991-1994 1995-1998 1999-2003 2004-2010

Argentina 22.0 16.5 154 16.6 16.2 248
Bolivia (Plurinational State of) 155 148 7.9 118 108 233
Brazil 193 202 19.9 141 14.3 17.7
Chile 108 133 215 229 20.6 233
Colombia 18.2 19.1 224 18.2 16.1 201
Costa Rica 12.8 171 141 138 138 16.9
Cuba 109
Dominican Republic 137 16.6 148 16.1 20.2 137
Ecuador 10.8 0.2) 159 18.0 217 223
El Salvador 15.7 154 139 115
Guatemala 12.1 9.0 12.3 10.7 135 145
Honduras 51 54 15.9 217 16.7 20.8
Mexico 218 216 16.3 215 19.9 24.3
Nicaragua 1.8) 57 (7.7) 6.8 10.2 13.6
Panama 257 244 25.6 241 18.3 226
Paraguay 234 18.8 213 22.3 195 18.6
Peru 242 205 131 16.9 17.2 222
Uruguay 108 118 145 14.1 115 16.0
Venezuela (Bolivarian Republic of) 30.8 213 18.3 27.2 30.5 35.0
Latin America 16.2 15.0 154 17.3 16.9 19.6

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.
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Table 111.15
LATIN AMERICA: EXTERNAL SAVINGS, SIMPLE AVERAGES, 1980-2010
(Percentages of GDP in dollars at current prices)

1980-1981 1982-1990 1991-1994 1995-1998 1999-2003 2004-2010

Argentina 25 1.9 2.7 34 (1.0) (2.3)
Bolivia (Plurinational State of) 0.3 1.3) 7.9 6.9 53 (8.5)
Brazil 50 13 0.5 33 2.8 0.3
Chile 10.7 57 28 4.0 0.9 (2.0)
Colombia 16 0.8 (0.8) 4.0 0.1 19
Costa Rica 15.0 8.3 5.6 43 5.7 6.3
Cuba 10
Dominican Republic 10.0 4.4 16 13 11 4.1
Ecuador 44 6.5 52 4.0 0.3) 21
El Salvador 43 23 16 2.8 37
Guatemala 4.4 36 20 39 57 4.1
Honduras 115 52 8.2 38 58 6.7
Mexico 55 0.3) 6.1 17 24 0.7
Nicaragua 220 15.0 28.3 20.7 19.7 16.0
Panama 25 (8.7) (2.0) 34 2.2 0.2
Paraguay 54 4.8 25 2.8 0.1 (0.3)
Peru 53 3.0 59 6.9 21 (0.0)
Uruguay 55 1.3 10 13 1.9 25
Venezuela (Bolivarian Republic of) (7.0) 24) 0.5 (4.0) (7.5) (9.2)
Latin America 51 1.9 5.0 4.4 2.8 15

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries.
2. The financial system and funding the production sector

(@) The financial system

Financial-system development —specifically, the capacity of financial institutions to
channel savings into the financing of production activities— is still unfinished business in Latin
America and the Caribbean.

A more developed financial system would need to take account of the region’s structural
heterogeneity and be able to provide instruments and services that respond to the diverse
production framework and the need to strengthen its linkages. The region’s financial markets are
segmented, and it is hard for most companies (especially microenterprises and small businesses)
to access credit; this is a drag on job creation. Asymmetries in access to financing reinforce pre-
existing inequalities in terms of capacities and participation in external markets, and they generate
a vicious circle that increases the vulnerability of the smaller firms and makes it hard for them to
expand (ECLAC, Time for equality). These asymmetries cramp innovation itself as well as the
adoption of physical-capital-intensive and more skilled-labour-intensive innovations.

The banking system, which is the main component of the financial structure of the countries
of the region, tends to offer short-term loans that are not always suited to the financing needs of
investment projects. Bank credit markets are segmented, and it is the larger firms that find it easier
to access credit. Most microenterprises and small businesses are not seen as creditworthy because
they are unable to provide sufficient guarantees and are too small. Although financing through
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external bank loans has expanded in recent years, it also tends to target the larger firms. Apart
from the banking system, there are other sources of funding for the production sector, but these
also are restrictive and access is segmented.

The stock of financial assets (including bank assets, market capitalization and the stock of
public and private debt securities), which is the main indicator of the depth of the region’s
financial system, amounted to about US$ 8.4 billion in 2010, equivalent to 180% of the region’s
GDP. This is much lower than the stock of financial assets in the United States (more than
US$ 64 billion, or 442% of GDP) and the euro zone (nearly US$ 59 million, equivalent to 484% of
GDP) and even well below levels in Asia (see figure 111.22).

Figure 111.22
FINANCIAL DEPTH IN SELECTED REGIONS AND COUNTRIES
(Stock of financial assets as a percentage of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from International Monetary
Fund (IMF), Global Financial Stability Report, various issues.

The banking component of the region’s financial system is less deep than in a number of
developed countries and in other developing regions (see figure 111.23). In 2010, domestic lending
by the banking sector averaged 71% of GDP, about 62 percentage points below East Asian and
Pacific countries. In addition, the loan-to-deposit ratio is low, reflecting the banks’ preference for
holding part of their assets in the form of government bonds, which limits the amount they can
lend to private enterprises.

Private banks in general have behaved procyclically (which restricts credit expansion at
times of reduced economic activity). Public banks, by contrast, have tended to play a
countercyclical role, as in 2008-2009 in the wake of the global financial crisis (see figure 111.24).

The bank business loan portfolio is made up mostly of short-term loans and working capital
loans. The shift towards consumer credit over this past decade has tended to further accentuate
the short-term bias of the bank portfolio. Longer-term mortgage loans have developed little,
except in Chile where this type of financing grew from 19.4% of the total in 2000 to 25.5% in 2009
(Jiménez and Manuelito, 2011).
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Figure 11.23
LATIN AMERICA AND THE CARIBBEAN AND OTHER SELECTED REGIONS:
DOMESTIC LENDING BY THE BANKING SYSTEM, 1990 AND 2010°
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of World Bank, World Development
Indicators.

a

With the exception of the euro zone, only countries classified as developing countries are included in each region.

Figure 111.24
LATIN AMERICA: AVERAGE RATE OF REAL VARIATION IN CREDIT®
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Source: Economic Commission for Latin American and Caribbean (ECLAC), on the basis of official figures from the countries.

Countries included in the calculation: Argentina, Brazil, Chile, Colombia, Costa Rica, Ecuador, El Salvador, Guatemala, Paraguay,
Peru and Uruguay.
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Equity markets, which offer long-term capital that is better suited to investment projects,
are also little developed in most countries of the region. The depth of the equity market (market
capitalization as a percentage of GDP) has increased in the last few decades, but it remains
shallow compared to those of developed countries as well as other developing regions.t” Chile has
the region’s highest market capitalization rate, at almost 170% of GDP in 2010 (see figure 111.25).
The weakness of equity markets as a mechanism for financing investment is also shown in the
small value of new share issues as a proportion of gross capital formation.

Figure 11.25
MARKET CAPITALIZATION IN LATIN AMERICA AND THE CARIBBEAN, 2010
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of World Bank, World Development
Indicators.

The region’s equity markets are also less liquid than those of developed countries and other
developing regions. Measured by the turnover ratio (total volume traded in a given period as a
percentage of average market capitalization), Brazil has the most liquid market, followed by Mexico.

A sector breakdown of market capitalization for the countries of the region shows that the
leading sectors are banking, finance and insurance, along with manufacturing (see table 111.16).18
There are sharp differences between countries; in Panama and El Salvador, for instance, the
financial sector accounts for the largest share. In others, such as Colombia and Peru, mining firms

are ranked first.

17 In 2010 market capitalization was less than 60% of GDP, in contrast, for example, to 117% in the United States, 93% in
India and over 80% in China. The region’s market capitalization ratio is also low compared with developing regions
with lower per capita income levels than Latin America and the Caribbean. In South Asia and East Asia and the Pacific
the capitalization ratios top 80%, and per capita GDP is 70% and 40% less than that of Latin America and the
Caribbean, respectively. The euro zone has lower levels than the region, since the ratio fell by almost 50 percentage
points (from 85% to 38%) following the crisis that broke out in 2007.

18 The information refers only to local firms quoted on the respective stock exchanges.
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Table 111.16
MARKET CAPITALIZATION STRUCTURE OF LOCAL COMPANIES BY ECONOMIC SECTOR, 2010°
(Percentages)

EETIATE] Retail Communications
Manufacturing Mining finance and  Agriculture Utilities Others Total
insurance sales and technology

Argentina 54.6 20.7 13.7 11.0 100
Bolivia (Plurinational

State of) 20.0 15.0 3.0 62.0 100
Brazil 21.4 113 26.5 0.1 24 54 8.4 245 100
Chile 6.1 12.2 16.8 22 .. 627 100
Colombia 115 42.0 30.0 01 19 132 14 100
Costa Rica 66.0 28.0 4.0 2.0 100
Ecuador 44.2 28.2 04 242 29 100
El Salvador 82.0 18.0 .. 100
Mexico 9.9 8.9 313 .. 499 100
Panama 0.0 75.0 1.0 43 19.6 100
Peru 11.0 46.1 210 13 0.6 38 58 103 100
Uruguay 73.0 27.0 .. 100
Average 318 249 316 06 84 108 118 246 100.0

Source: Ibero-American Federation of Exchanges (FIAP), 2011 annual report.

a

The category “Others” includes the following sectors in each country: in the Plurinational State of Bolivia), oil companies; in
Brazil, oil, gas and biofuels (17.87%) and others (6.58%); in Chile, commaodities (15.54%), construction and real estate
(1.15%), consumption (2.92%), utilities (14.25%) and others (28.79%); in Mexico, materials (15.90%), services and
consumer goods (32.94%) and health services (1.05%).

The fact that equity markets operate in harness with banking systems (Beck and Levine,
2004) is important for firms with insufficient collateral to obtain bank financing, or those that gain
access to bank financing but need to increase their capital to avoid excessive leveraging (Morales,
2009). In any event, a comparison with the situation in developed countries and in other
developing nations, such as India and China, makes it clear that in Latin America access to equity
markets remains concentrated in a few major companies. The number of listed firms has actually
been decreasing in several countries.

The equity market has not played a key role in financing investment in most of the region’s
countries. In some cases, it has been virtually non-existent (Costa Rica, El Salvador, the
Plurinational State of Bolivia, Uruguay) or very small (the Bolivarian Republic of Venezuela,
Ecuador). Share issuance does play a role in Brazil, Colombia, Chile, Mexico and Peru, although
the percentage is always lower than the investments financed by issuing shares in Spain and
Portugal in 2007 prior to the onset of the crisis.

Another way firms can obtain capital financing is by being listed on foreign stock
exchanges, such as those of London, New York (NYSE and NASDAQ) and Tokyo, either through
American Depository Receipts (ADRs) or through direct listing on those markets. Countries in all
emerging regions have increased share issues on international markets, with Brazil the most active
country in Latin America and the Caribbean. The fact that major companies in some Latin
American countries increasingly issue shares on foreign stock markets could partly explain the
slow rate of development of local equity markets in the countries of the region.

137



Structural Change for Equality: An Integrated Approach to Development ECLAC

Bond markets in Latin America and the Caribbean are also shallow compared with other
countries and regions. The average stock of bonds amounted to 33% of GDP in seven of the
region’s countries in 2000-2009, versus more than 100% of GDP in the G7 countries, 64% in other
developed economies and 56% in Asian countries.’® Moreover, the region’s markets are dominated
by public-sector sovereign bond issues, with private firms accounting for a very small volume of
issues. Public-sector bonds are considered necessary for the development of debt markets and
thus for improving access to them by private firms. This is because they constitute a safe or a risk-
free asset that acts as a benchmark for the cost of funds; they can also be used as collateral in
financial operations, which helps to expand the scope of the market and allow new segments to
develop (Jiménez and Manuelito, 2011). Nonetheless, when the yield on public securities is very
high, banks have an incentive to channel their resources in that direction instead of lending for
production investment. Nonetheless, the region’s firms still tap the bond market very little as a
source of funding. As is the case in the equity market, bond market liquidity is also very low by
international standards.

(b)  Other markets and key players

With few exceptions, derivatives markets are little developed in most countries of the
region. These markets are effective for hedging risks but cannot be tapped directly to finance
investment, although they can promote investment indirectly. The development of the derivatives
market in emerging economies is positively related to trade, financial activity and, ultimately, per
capita income (Mihaljek and Packer, 2010).

Brazil has the most developed derivatives market in Latin America, with daily turnover of about
US$ 184 billion in 2010, corresponding to 9% of GDP.2° This stands in contrast to some US$ 13.8 billion
(36% of their GDP) in the advanced economies, while for emerging markets as a whole turnover was
US$ 1.2 billion, equivalent to around 6% of GDP (Mihaljek and Packer, 2010).2* Derivatives markets
also have some importance in Mexico, with daily turnover equivalent to 1% of GDP.

The importance of these markets in Latin American countries in the future could affect the
development of other financial markets, such as bond and equity markets. Once again, as in the
case of complementarity between the banking system and the equity market, the parallel
development of the different financial markets and subsystems could spark a feedback process
that would improve the channelling of savings into long-term financing.

The region’s financial systems have become more complex in recent decades as new players
have appeared. In many countries, institutional investors such as pension funds, mutual funds
and insurance companies are becoming more important (World Bank, 2011). Such investors need
long-term assets and, therefore, could contribute to the development of equity markets and
medium- and long-term corporate debt markets. Nonetheless, in several countries the financing of
capital formation by these agents has been limited by their preference for investing in bank
deposits and public securities —owing either to regulatory provisions or to the high interest rates
that they offer.

19 The Asian countries considered are Indonesia, Malaysia, Philippines, the Republic of Korea and Thailand; “other
advanced economies” include Australia, Finland, Israel, New Zealand, Norway, Spain and Sweden; Latin America
(seven countries) includes Argentina, Brazil, Chile, Colombia, Mexico, Peru and Uruguay.

20 Daily turnover is the total value of transactions per day, expressed as a daily average in dollars.

21 Daily turnover data is for April 2010. Daily turnover increased, on average, fourfold over the past decade.
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Pension funds are the outcome of pension system reforms that replaced or combined the old
pay-as-you-go systems with individually funded schemes. By 2010, these funds had grown to US$
456 million, equivalent to 30% of the GDP of the countries included in table 111.17. Chile was the
first country in the region to implement this type of reform in the early 1980s; the countries where
pension funds are largest are Chile (68.7% of GDP) and Panama (319.7%).2

Table 111.17
LATIN AMERICA: ASSETS MANAGED BY PENSION FUNDS
(Percentages of GDP)

Country June 2004 June 2005 June 2006 June 2007 June 2008 June 2009 June 2010
Argentina 113 123 123 132 118

Bolivia (Plurinational

State of) 195 20.1 21.0 220 252 22,6 28.9
Chile 62.6 63.9 63.2 68.5 65.1 59.9 68.7
Colombia 9.7 117 129 134 150 141 16.7
Costa Rica 21 3.0 3.9 49 5.0 59 6.8
Dominican Republic 04 17 17 2.2 29 37 4.7
El Salvador 12.7 16.4 195 19.6 228 255 241
Mexico 58 6.3 7.1 84 7.1 85 103
Panama 319.7
Peru 112 123 142 205 175 153 17.7
Uruguay 14.4 148 131 145 142 120 143
Total 114 125 137 159 140 156 30.1

Source: International Association of Pension Funds’ Supervisory Organisations, Boletin estadistico AIOS, No. 23, June 2010.

As for other institutional investors, mutual fund assets account for 10% of GDP in seven Latin
American countries (Argentina, Brazil, Chile, Colombia, Mexico, Peru and Uruguay), whereas
insurance company assets represent 6% of GDP. The countries of the region have made more strides in
developing pension funds than in developing the other kinds of institutional investor.2

Institutional investors in the region have traditionally placed a large proportion of their
portfolios in fixed-income securities or assets (public debt securities or bank deposits), which
reduces the funds available for investments in corporate debt instruments and equity. For
example, on average in 2005 pension funds held over half of their portfolio invested in
government debt, and just 10.7% in shares. Although by 2010 the proportion of the portfolio
invested in public securities had dropped to 26%, it was still high compared with levels in
developed countries. In the Group of Seven, for example, pension funds held on average just 16%
of their portfolios invested in government securities (World Bank, 2011). The corporate equity
share grew only modestly in the region, from 10.7% in 2005 to 13.5% in 2010. Similar patterns
prevail in the case of mutual funds, which invest a large proportion of their portfolios in

2 |n comparison, in the Group of Seven countries assets managed by pension funds are equivalent to just 34% of GDP
on average.

2 There are differences between the countries of the region in this regard. In Brazil, for example, mutual funds are very
significant, with total assets under management equivalent of 42% of GDP (World Bank, 2011).
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government bonds and money-market instruments, although they, too, are also cutting down
their public-debt holdings.?*

Two other types of institutional investors operate in the region: (i) private equity funds
generally invest long-term in the shares of firms that are not quoted on stock markets and so are
highly illiquid; (ii) venture capital funds take equity stakes in firms in dynamic sectors of the
economy, from which they expect high returns in the short run. Both types of fund could be
important sources of financing for smaller firms but, although their presence in the region has
increased in the past decade, they are not yet very developed (World Bank, 2011).

Firms in Latin American and the Caribbean are increasingly turning to foreign bank loans
as a source of funding, but growth of this form of financing is small compared with the percentage
of GDP it accounts for in other developing regions. Foreign bank loans to firms in the region went
from 4% of GDP in 1990 to 5% of GDP in 2011. Whereas in 1990 levels of foreign bank lending to
the non-financial private sector were comparable to, or even higher than, those of other
developing regions, by 2011 they were much lower (see figure 111.26). In general, the economic
agents that obtain such loans are larger companies while small and medium-sized enterprises find
it hard to access external markets. Their growth potential is therefore limited by the shortcomings
of local financial systems.

Figure 111.26
FOREIGN BANK LOANS TO THE NON-FINANCIAL PRIVATE SECTOR
(Millions of dollars)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information from the Bank for
International Settlements (BIS).

2 For example, in Brazil, the share of government bonds in mutual-fund portfolios decreased from 73% in 2003-2004 to

48% in 2005-2009 (World Bank, 2011). In Chile, the share dropped from 14% to 6%; bank deposits continue to be the
main component of the portfolio, with 63%, while local shares account for just 9% of the total portfolio.
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(c)  Financing for businesses

Financing needs in the production sector vary according to the stage of business
development, ranging from seed capital and funding for start-ups to funding for working capital
and investments and funding for capital increases for growth and expansion.

Given the scant development of the different components of the financial system in Latin
America, funding for the production sector to cover those needs is generally in short supply. That
is why the region’s companies tend to finance investments themselves rather than turning to
the financial markets (see figure 111.27). The second most common method of financing business
investments is bank loans; the third is supplier credit. Share issues account for a relatively
small proportion.

Figure 111.27
LATIN AMERICA AND THE CARIBBEAN (31 COUNTRIES): BUSINESS INVESTMENT FUNDING, 2010
(Average percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of business surveys conducted by the
World Bank for 2010, except for Brazil, where the survey is for 2009.

The figure shows how heavily banks figure in the financial structure, as well as the weak
development of equity and corporate bond markets. The tendency to self-finance is general,
regardless of company size. Even large firms (with 100 or more employees) tend to finance a
larger proportion of their investments with internal funds than their counterparts in high-income
OECD countries (see figure 111.28). Although the lower development level of the region’s financial
systems affects the financing available for all types of firm, in practice it harms smaller firms and
start-ups particularly and thereby reinforces existing inequalities in production capacities and
insertion in external markets. Moreover, in cases where small firms do obtain bank financing the
cost is significantly higher than for larger firms.
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Figure 11.28
LATIN AMERICA AND THE CARIBBEAN AND HIGH-INCOME OECD COUNTRIES:
INVESTMENT BY MAJOR COMPANIES, BY SOURCE OF FUNDING, 2010°
(Average percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of business surveys conducted by the
World Bank for 2010, except for Brazil, where the survey is for 2009.

a

Data for Latin American and the Caribbean is for 31 countries in the region.

(d) Development banks

The region’s financial systems are not very deep, and their degree of development is not
conducive to structural change because they offer a very limited range of long-term instruments
for funding investment. Development banks (whose evolution is tracked below) are in a position
to play this role.

The region’s development finance institutions are predominantly publicly-owned (70% of
the total in December 2009). They have played a major role in providing medium- and long-term
funding, thus supporting production investment and financial development in the countries by
creating instruments and markets in segments where the private sector has shown little or no
interest (ALIDE, 2010).

Direct investment support from development banks has consisted of identifying, promoting
and financing business operations and promoting projects in keeping with national development
strategies, including technology development. In promoting financial development they have
encouraged the creation of new instruments (such as factoring, leasing, asset securitization, trust-
fund management and the provision of guarantees), thereby expanding the range of instruments
at the disposal of the production sector.

National development banks fulfil both first-tier and second-tier functions (lending to other
institutions to finance development projects), complementing the role of the commercial banking
sector basically by expanding access, financial innovation and risk management.

In the 1980s and 1990s the region’s development banks saw their share of production finance
slip; their role as second-tier banks became more important during the era of economic reforms. Since
the 2000s they have gained renewed momentum, as their role in financing social and economic
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demands has been recognized. Between 2000 and 2009, their loan portfolio grew by an average of 15%
per year, tripling in that period to stand at some US$ 600 billion in 2009 (see figure 111.29).

Figure 11.29
LATIN AMERICA AND THE CARIBBEAN: DEVELOPMENT BANK LOAN PORTFOLIO, 2001-2009
(Billions of dollars)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures from the Latin American
Association of Development Financing Institutions (ALIDE).

This growth is reflected in the higher profile acquired by development banks in the
financial systems of several countries in the region. In 2009, national development banks of the
countries of Latin America accounted for nearly 30% of total lending to the private sector. The
largest percentages were in Costa Rica and Uruguay, with nearly half of all loans, and in
Argentina, Brazil and the Dominican Republic, with more than a third of the total (see table 111.18).
A similar pattern can be seen in national financial system deposits, with 24%, on average,
channelled through development banks. Costa Rica stands out in this regard, as well, where
development banks take in nearly 70% of total deposits, as do Argentina and Uruguay (about
45%) and Brazil and the Dominican Republic (with nearly a third).

Development banks have provided support for housing and infrastructure finance in the region.
Argentina, Brazil, Chile, Colombia, Mexico, Peru and the Plurinational State of Bolivia have all made
significant progress in mortgage loan securitization.?® Project finance in partnership with public and
private entities has gained ground in some countries. And the creation of guarantee funds in several
countries is an example of the development of instruments that stimulate synergies between public
and private financing targeting small and medium-sized enterprises.26 Multilateral development banks
have played a complementary role, as explained in box I11.1.

% Loan securitization is an operation in which development banks buy portfolios of credit claims from first-tier banks,
bundles them and places them on the securities market. This enables the banks to shift their credit risk to the securities
market and take in new funding for lending.

26 The supplier development programme through electronic factoring promoted by Nacional Financiera (NAFIN) in
Mexico has resulted in timely and lower-cost financing for small and medium-sized enterprises.
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Table 111.18
SHARE OF DEVELOPMENT BANKS IN TOTAL LENDING TO THE PRIVATE SECTOR, 2009
(Percentages)
Country Share
Argentina 37.7
Bolivia (Plurinational State of) 0.3
Brazil 370
Chile 20.8
Colombia 15.6
Costa Rica 490
Dominican Republic 36.3
Ecuador 18.6
El Salvador 8.0
Guatemala 220
Honduras 116
México 143
Panama 104
Paraguay 7.6
Peru 35
Uruguay 47.8
Latin America 299

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of
information provided by the Latin American Association of Development Financing
Institutions (ALIDE) and Latin American and Caribbean Macro Watch of the Inter-American
Development Bank.

Box lll.1
MULTILATERAL DEVELOPMENT BANKS

Multilateral development banks obtain funding in international financial markets under generally advantageous conditions
because their risk rating is better than that of their member countries. In turn, they channel that funding to those countries. The
multilaterals operating in the region include the International Bank for Reconstruction and Development (World Bank), whose
scope is worldwide; the Inter-American Development Bank (IDB), which is regional; the Central American Bank for Economic
Integration (CABEI); the Caribbean Development Bank (CDB); and the Development Bank of Latin America (CAF). At first, the
multilateral development banks mobilized medium- and long-term resources for funding production investment in areas that
promoted economic complementation. Gradually, regional and subregional development banks have taken on broader roles,
engaging in indirect financial intermediation through loans to or investments in local financial institutions (for lending to
businesses) or giving support (with venture capital and private equity funds) to companies with capital.

As is the case with national development banks, subregional banks lost some of their importance during the 1980s
but started to regain it in the following decade. In the 2000s, subregional banks significantly increased their lending volume and
relative share of total multilateral development bank lending to Latin America and the Caribbean. In 2011, subregional banks
made almost US$ 12 billion in loans to the region, representing 36% of total multilateral development bank lending to the
region. The Inter-American Development Bank accounted for 34% of the lending, the World Bank for 30%. While these are
large figures, they are far smaller than the loan portfolio of the region’s largest development bank (BNDES) and Chinese loans
to Latin America and the Caribbean in recent years (US$ 73 billion, more than twice the amount granted by the World Bank)
(Kevin Gallagher, China and the Latin American economies, paper submitted to ECLAC on 17 July 2012).

The following figures provide a sector breakdown of the portfolios of the Central American Bank for Economic
Integration, the Development Bank of Latin America (CAF) and the Caribbean Development Bank.
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Box II.1 (concluded)

A. CENTRAL AMERICAN BANK FOR ECONOMIC INTEGRATION
(Percentages)
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G. Investment profitability and production structure inertia

1.  The microeconomic dimension

In order to change a pattern of specialization, investment decisions made by economic agents
must focus on new sectors instead of reinforcing old ones. For this to happen, the incentives
structure (relative rates of return on investment) on which economic agents base their decisions
must favour those new sectors.” Many inertia factors are a drag on diversification, particularly in
Latin America and the Caribbean whose competitiveness is based on static comparative
advantages instead of on technology capacities. There are marked asymmetries that explain the
relatively low efficiency and profitability of the region’s technology-intensive sectors. This is
compounded by rising commodity prices, which have made natural-resource-intensive activities
more profitable and thus encouraged investment in them by the main agents of production.

Investment decisions ultimately depend on the relative profitability of any given production
structure. Particularly important are the investment decisions of major companies, because of the
leading role they play in technology and production in so many dynamic sectors of the economy.2¢

Relative sector profitability depends not only on the technology lag at any given time, but
also on inertia in the evolution of technology and learning, which makes it hard to change course.
This is known as “path dependence,” when certain situations or historical events can have major
consequences for the future development of a system, with outcomes that are not necessarily
optimal. The concept of path dependence assumes that there are increasing returns, or positive
feedback, in which the advantages of a given technology path (or a certain type of decision)
increase as they become more widely adopted. The resulting lock-in makes it increasingly costly to
abandon the path (David, 1985; Arrow, 2000).

In lock-in situations, the decisions made by agents can hamper the review and correction of
suboptimal outcomes. Such decisions reflect the current price structure and barriers to technology
dissemination. In such cases, policy plays a crucial role in releasing the lock-in and in building
institutions that foster a new path for learning and innovation. The State should intervene to
change the production structure or transform the underlying relationships among agents (David,
2000). Absent such intervention, the existing pattern tends to be perpetuated, as seen below.

Instead of promoting a sustainable development path, public policy sometimes reinforces
production structure lock-in —for instance, when driven by regulatory capture it subsidizes the
consumption of fossil fuels and electricity to make mature, polluting activities more profitable (see
table 111.19 for the case of fossil fuels). In some countries, the amount of such subsidies exceeds
public expenditure on health, for example (United Nations, 2012). This policy bias, together with a
high correlation between energy consumption and income and a very low price elasticity of
demand, hinders efforts to move towards a sustainable production pattern (Galindo and
Samaniego, 2010).

27 The incentives structure depends on static variables, such as the factors of production at a given point in time, and on
the existence of policies aimed at turning static comparative advantages into dynamic ones (also referred to as
competitive advantages).

28 The presence of major Latin American companies in knowledge-intensive sectors has been limited, for various reasons.
These include the macroeconomic context, public policies implemented in response to that context, institutional
shortcomings, constraints on the implementation of industrialization policies, what is done to attract foreign
investments, and issues related to management patterns and family control.
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Table 111.19
LATIN AMERICA (SELECTED COUNTRIES): FOSSIL FUEL SUBSIDIES, 2008-2010
(Billions of dollars and percentages of GDP)

2008 2009 2010 2008 2009 2010
Argentina 181 59 6.5 55 19 18
Colombia 1.0 0.3 05 04 01 0.2
Ecuador 4.6 16 37 84 31 6.7
El Salvador 0.0 0.0 12 0.0 0.0 5.6
Mexico 225 34 95 21 04 0.9
Peru 0.6 0.0 0.0 05 0.0 0.0
Venezuela (Bolivarian Republic of) 242 141 200 78 4.3 51

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures from the countries
and from the International Energy Agency (IEA), World Energy Outlook 2011, November 2011.

2. Microeconomic incentives and structure inertia

The production specialization dynamic depends on economic incentives and the behaviour of
economic agents. This is important for understanding not only the pattern of specialization but
also the forces that make it self-reinforcing and how external shocks impact the functioning of the
development model. Differences between sector profitability determine where investment is
channelled. If higher rates of returns on investment are associated with less knowledge-intensive
sectors, the production structure will remain locked in a technologically less dynamic path. And if
account is not taken of negative environmental externalities, cost and profit signals skew the
growth model in an unsustainable direction. This blocks the development of new technologies
that would, for example, open up lower-carbon-emission energy alternatives for transport, urban
development and production.

Figure 111.30 shows average return on assets, weighted by company size, across sectors for
2000-2005 and 2006-2010, permitting a comparison of the incentives to invest in different sectors.
Knowledge-intensive sectors are not among the most profitable in either period. The return on
assets in the electronics and computing, machinery and automotive industries is about 25% of the
return on assets in the mining sector in 2006-2010.22 Knowledge- intensive activities do not earn
higher rates of return than mass consumption sectors (food and beverages) and public services.

Figure 111.31 shows the return on assets for knowledge-intensive sectors compared with
mining companies during the growth period of 2003-2010. The main reason for higher profitability
in knowledge-intensive sectors starting in 2004 was domestic market growth (particularly for the
automotive industry) and consistent policies favouring this industry, especially in the region’s
largest market (Brazil), where countercyclical fiscal and credit measures were deployed during the
2008-2009 crisis. The results contrast with high returns in the mining sector since the start of the
decade in keeping with soaring international prices. This sample of firms shows marked
differences in rates of return that explain why the current pattern of production specialization
channels investment mainly towards natural-resource-based sectors.

2 A look at the world’s 500 largest companies shows that natural-resource sectors also display relatively high rates of
return, although lower in absolute values than those seen in Latin America and the Caribbean. Another key difference
is the lesser concentration of firms globally (and in certain regions) in these sectors.
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Figure 11.30
LATIN AMERICA: RETURN ON ASSETS BY SECTOR, WEIGHTED AVERAGE, 2000-2005 AND 2006- 2010°
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information provided by the Special
Studies and Projects Department of América economia magazine.

a

Weighting based on each company’s share of sector sales. Natural resource-based industries include cement and aluminium,
iron and steel, chemicals, petrochemicals, paper and pulp, and agribusiness.

Figure 11.31
LATIN AMERICA: RETURN ON ASSETS IN KNOWLEDGE-INTENSIVE SECTORS AND MINING, 2003-2010
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information provided by the Special
Studies and Projects Department of América economia magazine.
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In short, technology asymmetries between Latin America and the Caribbean, on the one
hand, and developed countries on the other are more marked in knowledge-intensive sectors.
These differences open a productivity gap, undermine competitiveness and make returns in these
sectors lower than in sectors specializing in natural-resource-based export products. In the
absence of active policies to change relative rates of return, the negative relation between
technology intensity asymmetries and profitability will persist and help reproduce the existing
pattern of specialization.

Against a backdrop of burgeoning commodity demand and rising prices, the open model
pursued by the region consolidated a vector of incentives that led to the self-reinforcement of the
specialization in goods that represented its initial competitive base. Investment decisions are
strengthening the current path; macro prices are neither encouraging investments that could
diversify the production structure nor creating forward and backward linkages. Overcoming this
problem calls for redefining investment incentives and hence the structure of relative rates of
return. This is a challenge that public policy cannot afford to ignore in the next few years if the aim
is to bring about structural change that also creates quality jobs.
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Chapter IV

Macroeconomy and
production structure

The macroeconomic performance of the Latin American and Caribbean countries has improved
substantially over the past two decades from the point of view of nominal stability, a policy goal
that proved particularly elusive in the 1970s and 1980s and the earlier 1990s. However, nominal
stability —generally associated with a low and stable inflation rate and balanced fiscal accounts—
has not generally been accompanied by high and sustained economic growth or by reduced
volatility in production activity. Indeed, economic growth in the region has been lower than in
other emerging economies. Furthermore, the evidence on business cycles presented in the
previous chapter shows that the pace of economic expansion in the Latin American and Caribbean
countries has fluctuated greatly over the past two decades, with severe financial and balance-of-
payments crises along the way.

ECLAC has warned of the risks of applying a narrow conception of stability like the one
described, circumscribed as it is to nominal variables. Real-term instability is manifested in low
levels of capacity utilization, inadequate investment, unemployment, and slow and volatile
growth, and can be as harmful to development as nominal instability itself (ECLAC 2002, 2004 and
2010b).t A broader view needs to be taken of macroeconomic stability, with goals that are not
limited to bringing down inflation and balancing the public finances but extend to the real sphere
of production, including the pace and stability of economic and employment growth.
Accordingly, macroeconomic policy ought to include goals for improved income distribution and

1 The idea of stability merits revision in the light of the latest international crisis and ought to be understood in a broad
sense that encompasses monitoring of different markets. See Ffrench-Davis (2008).
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structural change (ECLAC, 2000 and 2010a, chapter I1).2 There should be positive two-way
feedback between real and nominal stability.3

As was argued in Time for equality: closing gaps, opening trails, “a crucial leap forward needs to be
made in macroeconomic policy and the approach to be adopted must explicitly prioritize productive
development and level upwards capacities and social opportunities. This will reduce productivity
gaps, which should pave the way for a reduction of inequalities. For this to happen, stability must be
seen as more than control of inflation; it must be conceived as functional for development, and the
overcompartmentalized vision of micro- and macroeconomics must be replaced with an integrated
approach that takes into account the interaction of the two” (ECLAC, 2010a).

The need for a macroeconomy for development (to take an expression used in Time for
equality) is not fortuitous. Following a period of extraordinary growth in much of Latin America
and the Caribbean between 2003 and 2008 on the back of favourable international conditions, the
traditional distinction between growth and development is once again coming to the fore in the
region. Although, for the first time in decades, the period was one of substantial declines in
poverty and even some improvements in income distribution indicators (Cornia, 2010; Gasparini,
Cruces and Tornarolli, 2011; ECLAC, 2011), the same degree of forward movement has not been
seen, as earlier chapters have argued, when it comes to technical progress and modernization of
the production structure.

Macroeconomic policy can have a decisive effect on the production structure by influencing,
among other variables, the amount and sectoral composition of investment flows, which are
critical to the structure’s dynamic efficiency (both Keynesian and Schumpeterian). Fiscal policy
regulates the level of activity over the course of the cycle and thereby affects investment spending,
particularly (although not exclusively) by determining the volume of public investment, which
has positive crowding-in effects on private investment (which is the bulk of total investment).
Accordingly, the targets of public investment efforts should be aligned with industrial and social
policy objectives. Monetary policy, meanwhile, influences the credit supply and macro prices
(mainly the exchange rate and the interest rate), which affect the relative returns of tradables and
non-tradables, or of sectors with different financing requirements. By doing so, it influences the
direction of investment spending.

The effect of monetary policy on macro prices is associated with the opening up of the
balance-of-payments financial account, which has meant that interest rate rises can lead to
exchange-rate appreciation as short-term capital inflows increase. This is what is known as the
“trilemma”: the impossibility of having an open financial account while at the same time
operating an independent monetary policy and meeting exchange-rate targets. A key aim of
macroeconomic policy, as will be discussed in chapter VI, is to ease this trilemma and broaden
monetary policy spaces for development.

Equality and growth are not mutually exclusive. On the contrary, they are interdependent
and reinforce each other, making it essential to move towards greater equality in income

2 See Stiglitz and others (2006) and Bresser-Pereira and Oreiro (2012) for a similar stance.

3 One lesson from Latin American economic crises and from the recent international financial crisis is that
macroeconomic performance can become destabilized even with low inflation and a small fiscal deficit owing to the
transmission of disequilibria in the balance sheets and asset and liability structures of major financial or banking
agents. These imbalances can arise when there are sudden large shifts in asset valuations or when maturity profiles are
mismatched in terms of either time or currency exposures.
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distribution if robust and stable long-term economic growth is to be achieved. The basic premise
formulated by ECLAC, “grow to equalize and equalize to grow”, is particularly relevant under
current conditions of weak or reduced growth in the world economy. Slacker external demand
associated with the recession in much of the developed world is forcing a number of medium-
sized and large Latin American economies to rely more on their domestic market for growth.

Achieving sustained economic growth requires long-term vision in the design of
macroeconomic policy so that it explicitly integrates nominal and real stabilization policies with
goals for development, structural change, convergence and equality. From the perspective of
ECLAC, no single macroeconomic policy exists that can be applied in the different countries of the
region irrespective of their characteristics (geography, production structure, institutions). These
characteristics have a decisive influence on the policy options available and the leeway for
implementing them. This document argues (see chapter VI) for the need to adopt a wide array of
instruments combining fiscal, monetary and exchange-rate policies with macroprudential
regulations, administration of cross-border capital flows and regulation of national financial
markets, combined, if the institutional context allows it, with income policies. What is proposed,
then, is an extension and reorganization of the set of goals towards which macroeconomic policy
design and implementation have traditionally aimed.

This chapter will go on to analyse the evolution in recent decades of fiscal policy (section A)
and monetary policy (section B) from a perspective that highlights the relationship between
macroeconomic policies, the production structure and growth. Accordingly, it will discuss how
these policies have contributed to the accumulation of production capacities, to the conditions
needed to implement countercyclical measures in a way that creates real stability and thereby fosters
investment growth, and to the prevention of unsustainable external imbalances. The premise is that
achieving these goals helps to strengthen a policy agenda that has equality at its core.

A. The public finances

Maintaining sufficiently rapid and stable economic growth, extending the coverage of social
protection systems, boosting investment in infrastructure, health care and education and
supporting the industrial policies needed for structural change are tasks that require a new fiscal
covenant and the social accords to achieve it (ECLAC, 2010a, chapter VII). ECLAC has been a
pioneer in calling for such a covenant to strengthen the State on the basis of a higher and more
progressive tax burden, as each country’s degree of development permits.4 In this approach, “an
explicit or implicit political agreement between the various sectors of society as to what the State
should do helps to legitimize the amount, composition and orientation of public expenditure and
the tax burden necessary to finance it” (ECLAC, 1998, p. 9).

Much of the region has made substantial progress with regard to tax revenues over recent
decades (see figure IV.1). Revenue growth has not been homogeneous across the different
countries, nor have the sources of fiscal income. In some countries (Argentina, Costa Rica, the
Dominican Republic, El Salvador, Guatemala, Haiti and Uruguay), tax revenues, including social
security contributions, are practically the only source of current government revenues. In others
(the Bolivarian Republic of Venezuela, Chile, Colombia, Ecuador, Mexico, Peru, the Plurinational

4 The main contribution in this regard can be found in ECLAC (1998), and this is extended and developed in ECLAC
(2000, 2004 and 2010a) and elsewhere.
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State of Bolivia, and Trinidad and Tobago), tax revenues are supplemented by other income
deriving from rents on natural resources (hydrocarbons and mining), which are more volatile. The
high proportion of non-tax revenues in some countries reflects the fact that the State either owns
natural resources or receives royalties and revenues from their exploitation. Panama and Paraguay
are similar cases, with tax revenues being supplemented by other current income from service
activities. In Cuba, the provision of goods and services by the State also generates substantial non-
tax revenues. Conversely, in Honduras, Nicaragua and, to a lesser extent, Haiti, as well as in other
countries of the Caribbean, grants supplement tax revenues and swell current income. Capital
revenues represent only a small proportion of total income in the region’s countries.

Figure IV.1
LATIN AMERICA AND THE CARIBBEAN: FISCAL RESOURCES, 1990-2011°
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

The data refer to central government, except in the case of the Plurinational State of Bolivia, where they refer to general government.
Includes the Bolivarian Republic of Venezuela, Colombia, Ecuador, Mexico, the Plurinational State of Bolivia, Suriname, and
Trinidad and Tobago.

Includes Chile, Guyana and Peru.

As will be described later, much of the region has succeeded in increasing tax pressure over
recent decades. The situation is still far from matching that of the developed countries, however,
or even that of many countries with a similar degree of development. Some improvements have
also been made as regards the structure of the tax system, although in this area the gap with the
developed countries remains very wide.

The problems of low tax pressure and the regressive distributive impact of the tax structure
are closely related. The region’s countries have less difficulty collecting indirect taxes than
(potentially progressive) direct taxes, such as personal income and property taxes. Increasing the
tax burden and improving the distributive impact of the tax collection structure are important
issues for the development agenda of Latin America and the Caribbean. Notwithstanding, public
spending is the main redistributive instrument of fiscal policy. International comparisons show
that most of the redistributive effort in developed countries is based more on public-sector social
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spending, and the system of transfers in particular, than on the tax system (Gofii, Lépez and
Serveén, 2008).5

On another level, fiscal policy has a role to play in stabilizing economic activity and
reducing external imbalances from a macroeconomic perspective, and also as an integral part of
development policies. The historical experience of Latin America and the Caribbean, and more
recently the response to the crisis of 2008 and 2009 in the region and the wider world, have made
plain the key role of fiscal policy instruments in dealing with fluctuations in economic activity,
especially those caused by external trade or financial shocks (see ECLAC, 2010b).

One of the main lines of action for strengthening the capacity for countercyclical action is
the consolidation of fiscal space or leeway. Fiscal solvency is a precondition for a countercyclical
response capability, although conditions in the external sector of the economy are equally
important in determining the public sector’s room for manoeuvre, as the experience of recent
decades has shown (Martner and Tromben, 2004).

Macroeconomic policy management has improved in most of the region’s countries in
recent years, enabling them to reduce their external vulnerability while at the same time giving
them greater fiscal space to deal with exogenous shocks. For the first time in decades, a number of
governments in the region have not found fiscal constraints or the external sector to be an
insurmountable obstacle to extending the coverage of their social protection systems, for example.

With regard to this challenge (that of creating a progressive tax burden suited to
development needs and enhancing the solvency of the public finances), the region essentially falls
into two camps. On the one hand, there are the countries where tax pressure is too low, and where
tax reforms to increase the State’s power of action should be the main objective. In these cases a
new fiscal covenant is needed, understood as the vehicle that can provide the State with the
capacity to play an active role in promoting development.

On the other hand, there are countries whose tax pressure matches their development level
and, crucially, the needs of a modern State capable of maintaining an extended system of social
protection, fomenting public investment (in infrastructure, health care and education) and
financing industrial and technological policies. In these countries, the essential issue is not the
availability of resources but their administration over the cycle and the scope for fostering
economic expansion and the structural change that is at the root of development.

The following analysis will examine the region’s fiscal performance over the past two
decades by looking at how the countries are placed. In the first instance, the analysis will centre on
the dynamics of tax collection, government spending and the resultant increase or decrease in
public-sector debt; this will be followed by analysis of the procyclical or countercyclical character
of fiscal policy and the evolution of fiscal space over the same period. Policy implications will be
analysed in chapter VI. Monetary and exchange-rate policies are dealt with in section B.

1. Taxrevenues

The countries of Latin America and the Caribbean have historically been characterized by a low
tax burden. Tax pressure in 2010 averaged some 18% of GDP in Latin America and 22% in the

5 Analysing fiscal policy in Central America, the Dominican Republic and Panama, Barreix, Bes and Roca (2009) find the
distributive impact of public-sector social spending 4.4 times greater than that of tax policy in those countries.
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Caribbean. These figures contrast, for example, with those in the OECD countries, where the
average tax burden is almost 35%.°

The lack of fiscal resources is not necessarily linked to the development level of the region’s
countries.” Analysis of the correlation between the tax burden and per capita GDP in 121 countries
in the mid-2000s (see figure 1V.2) reveals that many of the countries of Latin America and the
Caribbean have a lower tax burden than would be expected from their degree of development
(measured in per capita GDP terms). Tax pressure is higher than the regression line in Argentina
and Brazil and close to it in Uruguay, Costa Rica, the Plurinational State of Bolivia and Honduras.
The other 12 countries of the region represented in the sample are below the line, indicating that
the tax pressure is significantly lower than would be expected from their per capita GDP. It is
telling that some countries in the region still do not have an income tax, or tax income only
marginally, especially in the case of personal income. As will be seen further on, the problem of
low tax pressure in the region is closely associated with the low level of personal income taxes.

Figure IV.2
SELECTED COUNTRIES: TAX BURDEN RELATIVE TO PER CAPITA GDP AT PURCHASING
POWER PARITY (PPP), MID-2000s*
(Percentages of GDP and logarithms)
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Source: Juan Pablo Jiménez, Juan Carlos Gomez Sabaini and Andrea Podestd (comps.), “Evasion y equidad en América Latina”,
Documentos de proyecto, No. 309 (LC/W.309), 2010, and Economic Commission for Latin America and the Caribbean
(ECLAC), on the basis of information from the OECD and World Bank, World Development Indicators [online database].

Coverage refers to central government in all the countries of Latin America except Argentina, Brazil, Chile, Costa Rica and the
Plurinational State of Bolivia, where it refers to general government.

6 With certain exceptions, among them Argentina, Brazil, Uruguay and some Caribbean countries, tax revenues in the
region do not exceed 20% of GDP. The tax burden is higher in South America and the Caribbean than in Central
America (where it was just 15.6% of GDP between 2005 and 2010) and Mexico (10.6% of GDP).

7 This type of comparison does not reflect the full range of fiscal resources since, as noted earlier, it does not capture
non-tax income or grants. In a number of the region’s countries, such as the Bolivarian Republic of Venezuela, Chile,
Colombia, Ecuador, Mexico, Peru and the Plurinational State of Bolivia, non-tax income makes up a substantial portion
of public revenues. In these cases, the State’s ability to finance public policies is substantially greater than would be
calculated from a conventional estimation of the tax burden. In Honduras and Nicaragua, meanwhile, and to a lesser
extent Haiti, grants raise current revenues above the level of tax receipts.
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The low level of direct taxation reflects not only high levels of non-compliance, evasion and
avoidance, which work against the principle of horizontal equity, but also the relative narrowness
of the tax base. All this means that the redistributive impact of income tax is negligible. The
(vertical) inequity resulting from the proliferation of income tax exemptions is compounded in
turn by the degree of evasion, which tends to be much higher for income tax than for value added
tax (VAT) (Jiménez, GOmez Sabaini and Podesta, 2010). Not only has tax policy increased the
general taxation of consumption by strengthening VAT, but income tax has borne essentially on
the income of legal persons and only to a much lesser extent on that of physical persons, reducing
its redistributive effect. This becomes clear, for example, in a comparison with the countries of the
European Union, where direct and indirect taxes represent 16.1% and 11.7% of GDP, respectively,
whereas in Latin America they represent 5.4% and 9.6% of GDP, respectively (see figure 1V.3).8
Social security revenues are also very low (3.3% of GDP in Latin America as compared to 11.2% in
the European Union and 9.0% in the OECD countries), this being symptomatic of both the high
level of informal employment and the diversity of public- and private-sector social security
arrangements in the region. The Caribbean countries, meanwhile, have a higher tax burden than
those of Latin America, but the relative shares of direct and indirect taxes are similar.

Figure IV.3
INTERNATIONAL COMPARISON OF THE LEVEL AND STRUCTURE OF THE TAX BURDEN, VARIOUS YEARS
BETWEEN 2002 AND 2010°
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), Organization for Economic Cooperation and
Development (OECD) and International Monetary Fund (IMF).

a

The coverage for calculating the Latin American average refers to central government except in Argentina, Brazil, Chile, Costa
Rica and the Plurinational State of Bolivia, where it refers to general government.

8  The average take from personal income tax in the region is less than 1% of GDP (in 2000-2008 the figure was in fact
0.46% of GDP), whereas in the OECD countries it raises 9.1% of GDP. The difference is also substantial, though
considerably smaller, in the case of corporation tax: in 2000-2008, an average of 1.6% of GDP was collected from these
taxes in the region’s countries and 3.3% of GDP in the OECD countries. See also Rossignolo and Gémez Sabaini (2011).
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There are positive trends in the tax situation. The average tax burden in Latin America,
including social security contributions, has risen steadily over the past two decades. Relative to
the average for 1990-1992, the 2008-2010 average was up by about 5 percentage points of GDP in
absolute terms, with growth of 35%.

Tax revenues and their recent evolution are highly heterogeneous across the region’s
countries. While some countries such as Brazil, Argentina, Trinidad and Tobago and Barbados
now have tax burdens exceeding 30% of GDP, the figure in other countries such as Guatemala,
Mexico and Haiti is below 14% of GDP and has furthermore been rising more slowly than in the
former group (see figure 1V .4).

Figure IV.4
LATIN AMERICA AND THE CARIBBEAN: TAX BURDEN (INCLUDING SOCIAL SECURITY CONTRIBUTIONS)),
1990-1992 AND 2008-2010°
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

a

Coverage refers to central government except in Argentina, Brazil, Chile, Costa Rica, Mexico and the Plurinational State of
Bolivia, where it refers to general government. Social security contributions are not included in the Caribbean countries.

Where the tax structure is concerned, the design of reforms over the past two decades has
been based on the quest for greater fiscal solvency, to the neglect of other crucial tax policy
objectives. One of the most significant tax policy developments during the period under analysis
was the considerable increase in the share of total tax revenue in Latin America accounted for by
general goods and services taxes (VAT and the like), which grew by 37% over the period analysed
(see table 1V.1). Furthermore, almost the whole of the increase in the percentage share of taxes of
this type occurred during the 1990s as reforms expanded their tax base and increased their rates.
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Table IV.1
LATIN AMERICA: AVERAGE TAX STRUCTURE, 1990-1992, 1999-2001 AND 2007-2009
(Percentages of GDP and percentages of total tax revenues)

Percentages of GDP Percentages of total tax revenues

Type of tax 1990-1992  1999-2001  2007-2009 1990-1992  1999-2001  2007-2009
Income and capital gains 2.4 32 4.9 171 197 257
Property 05 0.6 0.8 38 38 40
General goods and

services (VAT) 36 55 6.8 26.0 335 35.7
Specific goods and services 21 23 19 152 139 9.7
International trade 19 15 12 139 94 6.2
Other 0.7 0.4 0.4 5.4 22 20
Social security 2.6 29 3.2 18.7 176 16.8
Total tax revenues 13.8 16.4 19.1 100.0 100.0 100.0

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

The second factor accounting for the growth in the regional tax burden over the past two
decades has been the rising take from income and capital gains tax, which increased by over 50%
in the period. Despite a decrease in corporation tax rates, the percentage share of all tax resources
provided by these taxes rose. In this case, the strongest growth was seen in the last decade, owing
to a partial extension of some service tax bases, improved oversight of the universe of taxpayers
and, in some countries, the appropriation of increased resources from goods production and
exports. Corporation tax is the least direct of this type of taxes, insofar as some firms are able to
shift the fiscal burden onto the prices of the goods and services consumed by individuals, and this
weakens its redistributive capacity. In countries with a greater endowment of natural resources,
furthermore, tax revenues that rely on exports of these resources are more volatile in the event of
international price movements.

At the same time, one consequence of trade opening was a substantial drop in taxes on
foreign trade. Similarly, the efforts to simplify tax systems mentioned earlier resulted in taxes on
specific consumption of goods and services (selective taxes) also losing share in the average tax
structure of the region. In the regional average, social security contributions represent a large
percentage of tax resources and their share has held fairly steady at about 17% of the total.° Lastly,
the share provided by property taxes remained practically unchanged between the two periods.

Both the bias towards taxing consumption and the narrowness of income tax bases
—along with high levels of tax evasion and non-compliance— have, then, limited the ability of
tax systems to promote equality and have sometimes constrained the resources for pursuing
development goals.

Rising tax revenues in most of the region’s countries in the past two decades have
essentially been due to higher general goods and services taxes and a broadening of tax bases as a

9 Nonetheless, it is important to bear in mind that there have been profound changes in the scope of social security
programmes and in State participation and financing over the past 20 years. Furthermore, the approach to social
security financing varies considerably across the region: some countries have pension systems in which the public
sector is being replaced by private-sector administrators of individual saving accounts, some have systems in which
the public and private sectors operate alongside each other, and others have wholly public systems.

159



Structural Change for Equality: An Integrated Approach to Development ECLAC

result of three main factors: (i) stronger and rising economic growth in several countries; (ii) the
introduction of new initiatives such as minimum taxes and financial transaction taxes, together
with windfall taxes on revenues from natural resources;® and (iii) a variety of reforms to tax
structures and administration.

2. Public spending and fiscal balances

Growth in tax revenues over the past two decades has created the conditions for a large increase
in public spending as a proportion of GDP (see figure 1V.5). In South America, total public
spending averaged 17.1% of GDP in 1991-2000 and 21.4% in 2001-2010, both of these levels being
above the regional average. Mexico is at the other extreme, with a ratio between total spending
and GDP of 14.7% in 1991-2000 and 18.1% in 2001-2010.

Figure IV.5
LATIN AMERICA AND THE CARIBBEAN: TOTAL PUBLIC SPENDING, 1990-2010°
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

a

Central government data.

From the perspective of the public finances, the production structure is also critical. In an
analysis of the countries’ public spending levels and trends in relation to their dominant
production specialization and resource endowment, oil and gas producers are found to lead the
group with an average ratio of 26.5% —above the regional average— between total public spending
and GDP for 2001-2010. Those Latin American countries that do not specialize in hydrocarbons and
minerals are at the other extreme, with a ratio of 20.6% between spending and GDP in 2001-2010,
while the average in the mining countries was 22.4% over the period (see figure 1V.6).

o Although most revenue from natural resources is deemed to be non-tax income, so that the increase resulting from
higher prices is observed mainly in the form of higher fiscal revenue, a substantial proportion of tax resources come
from corporation tax levied on firms in the sector.
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Figure IV.6
LATIN AMERICA AND THE CARIBBEAN: TOTAL PUBLIC SPENDING, 1990-2010°
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

a

The data refer to central government except in the case of the Plurinational State of Bolivia, where they refer to general
government.

Includes the Bolivarian Republic of Venezuela, Colombia, Ecuador, Mexico, Suriname, the Plurinational State of Bolivia, and
Trinidad and Tobago.

Includes Chile, Guyana and Peru.

The increase in fiscal resources was not devoted entirely to financing public spending.
Annual growth in tax revenues, primary spending and interest payments in Latin America and
the Caribbean, measured in percentage points of GDP, is shown below (see figure IV.7). In some
instances, revenues rose by more than total public spending (as a proportion of GDP), especially in
the 2000s. This is seen both in countries specializing in non-renewable natural resources and in the
rest of the region’s countries, and accounts for the reduction in public debt that decade. It also
reflects an almost unprecedented countercyclical fiscal effort, as will be discussed further on. The
chart also shows that revenue and spending have been more volatile in hydrocarbon- and
mineral-producing countries than in the other countries.

Two well-defined trends may be distinguished in the region’s primary and overall balances
over the past two decades (see figure 1V.8): a deterioration between 1990 and 2001, and a
systematic improvement between 2002 and 2007. These trends are representative of developments
both in countries specializing in non-renewable natural resources and in the rest of the region,
irrespective of productive specialization. As a consequence of the international financial crisis of
2008-2009 and of the drop in revenues and implementation of different packages of countercyclical
measures, the region’s public accounts suffered considerably and went back into financial deficit.
Although the economic recovery of 2010 was quite strong, particularly in the mining countries and
elsewhere in South America, public balances did not return to pre-crisis levels, although they did
behave countercyclically.
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Figure IV.7
LATIN AMERICA AND THE CARIBBEAN: ANNUAL INCREASE IN FISCAL REVENUES, PRIMARY SPENDING AND
PUBLIC DEBT INTEREST, BY GROUPS OF COUNTRIES, 1991-2010"°
(Percentage points of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

a

The data refer to central government except in the case of the Plurinational State of Bolivia, where they refer to general
government.

The shaded areas indicate years when revenues increased by more than total spending (the sum of primary spending and
public debt interest payments), improving the fiscal balance.

Includes the Bolivarian Republic of Venezuela, Colombia, Ecuador, Mexico, the Plurinational State of Bolivia, Suriname and
Trinidad and Tobago.

Includes Chile, Guyana and Peru.

Data up to 2000 refer to the change in total spending.
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Figure IV.8
LATIN AMERICA AND THE CARIBBEAN (33 COUNTRIES): PRIMARY AND OVERALL BALANCES, 1990-2010°
(Percentage points of GDP)

—0—Primary balance Overall balance

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

a

The primary balance is calculated as revenues minus expenditure excluding interest. The overall balance is calculated as
revenues minus expenditure including interest.

The improved fiscal balance and concomitant reduction in the debt-to-GDP ratio brought a
reduction in the burden of public debt servicing and underpinned a rise in capital spending (of
which infrastructure investment accounts for a large share), which practically doubled between
the beginning and end years of the series, both in countries specializing in non-renewable natural
resources and in the other countries of Latin America (see figure 1V.9). However, the first group of
countries shows a considerably higher level of capital expenditure than the second group. In the
“other Caribbean” group, capital spending held fairly steady.

As an average for the whole region, interest payments fell by an amount equivalent to about
0.5% of GDP over the 2000s. The situation differs by group, however: in oil-, gas- and mineral-
producing countries, these outgoings fell by over 1.5% of GDP on average, while in the other
countries of Latin America and the Caribbean there was little change.!

Public social spending has trended upward irrespective of the trend of public debt interest
payments, rising from 44.9% of total public spending in 1990-1991 to 62.2% in 2008-2009. As a
percentage of GDP, the increase was from 11.3% to 17.9% (ECLAC, 2011). Conversely, public
infrastructure spending stagnated between 1999 and 2002, when interest payments peaked, and
only recovered when these payments fell (see chapter Ill). By country groups, this tendency was
clearest among the hydrocarbon producers. Public infrastructure investment has lasting effects
from the standpoint of structural change and long-term development (see chapter VI), which
means that sustaining it ought to be a first-order objective of macroeconomic policy generally and
fiscal policy in particular. Raising public social spending, especially on education, also has clear
positive implications for structural change.

11 In the 2000s, the interest burden fell from 15% to 6% of fiscal revenues in hydrocarbon- and mineral-exporting
countries, from 12% to 9% in the other countries of Latin America, and from 17% to 16% in the other Caribbean group.
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Figure IV.9
LATIN AMERICA AND THE CARIBBEAN: PUBLIC DEBT INTEREST, CURRENT PRIMARY SPENDING
AND CAPITAL SPENDING, 1990-2010°
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

a

The data refer to central government except in the case of the Plurinational State of Bolivia, where they refer to general
government.

Includes the Bolivarian Republic of Venezuela, Colombia, Ecuador, Mexico, the Plurinational State of Bolivia, Suriname and
Trinidad and Tobago.

Includes Chile, Guyana and Peru.

Data up to 2000 are for current spending.

3. Public debt

The external debt crisis of the early 1980s took a severe toll on the public finances, led to a long
recession and limited the countries’ room for macroeconomic manoeuvre well into the 1990s. The
problem was not just the over-indebtedness of the region’s countries, but more particularly the
large proportion of public debt denominated in foreign currency.l? The size of the public-sector
external debt, compounded by the fact that the State assumed the external debt of the private
sector, meant that this debt was the main determinant in the dynamic of overall public debt.

12 This is the “original sin”, to use the expression coined by Eichengreen and Hausmann (1999): a situation where neither
borrowings abroad nor long-term loans in the domestic market are taken out in local currency.
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Following the lost decade, in which fiscal and external adjustments hindered the region’s
recovery, the ratio between public debt and GDP tended to improve, dropping from about 80% in
the early 1990s to 43% in 1997.13 This was due to a conjunction of factors that included a general
economic recovery (associated in part with debt restructuring in a number of the region’s
countries and the consequent reopening of financial markets)!4 and the tendency towards currency
appreciation in several countries. In 1998, the ratio between public debt and GDP began to rise
again as a result of the region’s relative stagnation in the half-decade that followed and of large
devaluations in some countries (Brazil in 1999 and Argentina in 2001). The level of public debt in
2002, which marked the end of another period of increase in the public debt-to-GDP ratio, was
somewhat lower than it had been in the early 1990s.

Thus, the trajectory of debt in Latin America and the Caribbean between the early 1990s and
2002 takes the form of a U (see figure 1V.10). The high level of initial indebtedness and the decline
up until 1997 are skewed by the debt trajectory of the Plurinational State of Bolivia (72% of GDP),
Nicaragua (270% of GDP) and Honduras (80% of GDP), countries that, together with Haiti,
subsequently benefited from debt write-offs as part of the Heavily Indebted Poor Countries (HIPC)
Initiative. In Argentina, currency devaluation resulted in debt tripling around 2002 to over 180% of
GDP. Something similar can be seen in Uruguay, whose debt doubled to 100% of GDP. The two
events represent the high water mark of debt in the region as a whole in the past two decades. The
evolution of public debt-to-GDP ratios in the rest of the region has been less volatile, with higher
debt levels in the Caribbean and Central America than in the South American group of countries.

Figure IV.10
LATIN AMERICA AND THE CARIBBEAN: TOTAL NON-FINANCIAL PUBLIC-SECTOR DEBT, 1990-2011°
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

a

Figures for 2011 are provisional.

13 These severe adjustments, which resulted in a sharp fall in the investment rate, were associated with conditional
structural adjustment programmes imposed by the International Monetary Fund (IMF) and the international banking
system, organized into a pool of creditors (ECLAC, 2002).

14 The issuing of so-called Brady bonds from the late 1980s onward was what drove integration into international financial
markets. The ability to use these bonds to pay for State asset purchases helped to bring down public-sector debt.
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From 2003 until the crisis of 2008-2009, the public debt-to-GDP ratio fell back again

considerably. Although this decline took place across the region, the debt relief afforded to the
countries that acceded to the HIPC programme and debt reduction in Argentina and Uruguay
were major contributors to the sharp fall seen up until 2008.1> The exception is Haiti, which has
received debt relief from its external creditors in recent years. The Caribbean countries are the
group with the highest level of debt relative to GDP, with a ratio of 80% in 2011 (see box 1V.1).

Box IV.1
EXTERNAL DEBT IN THE CARIBBEAN AND ITS DETERMINANTS

Two facts emerge from analyses of external debt in the Caribbean. In the first place, it is a regional issue rather than a national
one. Although some of the most heavily indebted economies are also the smallest, the region’s larger economies, such as
Barbados and Jamaica, are not immune to this problem. Secondly, the standard sustainability criteria show that debt levels are
unsustainable in many of the subregion’s economies. Throughout the world, economies that are structurally similar to those of
the Caribbean are also facing debt problems. In 2010, 14 of the 31 countries classified as small island developing States had
debt levels of over 60% of GDP. Although high debt levels are sometimes explained by excessive increases in public spending,
they are also linked to the behaviour and performance of the external sector. External vulnerability, intensified in the Caribbean
countries by their size, exposure to natural disasters and loss of competitiveness, largely accounts for this fiscal performance. As
the following chart shows, there is a relationship between the current account balance and the fiscal balance.

THE CARIBBEAN: CURRENT ACCOUNT BALANCE AND OVERALL FISCAL BALANCE, 2000-2010
(Percentages of GDP)

1998 2000 2002 2004 2006 2008 2010 2012
0

=== Current account balance === Fiscal balance

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

This relationship is shown by means of two indicators: fiscal stance (government spending divided by fiscal pressure)
and export performance (exports divided by the average import propensity). A fiscal stance that exceeds export performance
implies a fiscal and current account deficit. This is the case with most of the Caribbean economies. From this it can be deduced
that improving the fiscal accounts, in a context where government efforts are called for to help improve the welfare of the
population, will require improvements in the competitiveness and external conditions of these economies.

Source: United Nations Development Programme (UNDP), Achieving Debt Sustainability and the MDGs in Small Island Developing States,
2010; R. Sahay, “Stabilization, debt and fiscal policy in the Caribbean”, IMF Working Paper, No. WP/05/26, Washington, D.C,
International Monetary Fund, 2004; R. Machado, “Economic growth in the Caribbean”, Port of Spain, ECLAC subregional headquarters
for the Caribbean, 2009; E. Pérez Caldentey, “Debt accumulation in the Caribbean: origins, consequences and strategies”, Studies and
Perspectives series, No. 5 (LC/CAR/L.106), Port of Spain, ECLAC subregional headquarters for the Caribbean, 2007; A. Birchwood ,
“Should SIDS follow monetary and fiscal rules?”, paper presented at the Expert Meeting on Growth and Development in Small States,
Malta, 17 and 18 November 2011.

15

The average public debt of the 32 countries reporting this information was 47% of GDP in 2008. In December 2011 the
region’s public debt, at 51% of GDP, had not returned to the level prior to the 2009 crisis.
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Fully as important as the fairly universal decline in public debt-to-GDP ratios has been the
drop in the share of public external debt, a trend that can be seen in South America and especially
in Mexico since the early 2000s (see table 1V.2). A similar but less pronounced trend is in evidence
in Central America. Alongside the reduction in overall borrowing indicators, this quite
widespread improvement in the profile of public-sector liabilities has been a crucial factor in
restoring the leeway for macroeconomic action in the region.

Table IV.2
LATIN AMERICA AND THE CARIBBEAN: DOMESTIC AND EXTERNAL PUBLIC DEBT, 1990, 2000 AND 2010
(Percentages of GDP)

1995 2000 2008 2011
Latin America and the Caribbean
Total 58.3 45.1 31.2 318
Domestic 101 141 147 16.8
External 504 318 16.5 15.0
Central America, Dominican Republic and Haiti
Total 90.8 49.6 32.6 345
Domestic 8.2 11.3 11.0 13.6
External 85.9 396 216 209
South America
Total 39.3 43.6 305 29.2
Domestic 11.0 16.2 17.0 185
External 29.7 27.3 135 10.7
The Caribbean
Total 825 68.6 777
Brazil (net public debt)
Total 24.2 38.3 385 394
Domestic 24.2 38.3 495 535
External 0.0 0.0 -11.0 -14.1
Mexico
Total 474 25.3 26.9 36.3
Domestic 9.1 118 20.6 247
External 38.3 135 6.3 11.6

Source: Economic Commission for Latin America and the Caribbean (ECLAC) and Inter-American Development Bank (IDB), on
the basis of official figures.

Beginning in the 2000s, the superior performance of South America and Mexico relative to
Central America is directly attributable to the asymmetrical impact of rising international
commodity prices on the different subregions’ terms of trade. In 2010, in fact, only South America
returned to the debt reduction path that had characterized the period prior to the crisis, when its
terms of trade again took a turn for the better. Not all the improvement can be put down to terms-
of-trade gains, however. The existence of fiscal rules in a number of South American countries,
together with the implementation of successful strategies for administering liabilities
(improvements in maturity profiles, renegotiation, debt restructuring, reduction of rate
mismatches, de-dollarization of liabilities, and so forth), also contributed to this outcome. There is
a clear tendency towards greater use of domestic debt instruments (see figure 1V.11). The rest of
the region did not succeed in returning to this path after the 2008 crisis. The countries of Central
America, as net importers of food and energy, have had to cope with fiscal strains caused by rising
international commodity prices.
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Figure IV.11
LATIN AMERICA (19 COUNTRIES): TOTAL NON-FINANCIAL PUBLIC-SECTOR DEBT
BY CREDITOR’S COUNTRY OF RESIDENCE, 1996-2011
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

4.  Fiscal space and economic performance

Given the constraints on monetary policy management in economies with a very open financial
and capital account and a generally low degree of financial intermediation compared to the
developed countries, as is the case in virtually all the countries of Latin America and the
Caribbean, a key role should be afforded to fiscal policy.1¢

Fiscal policy has shown positive signs in the past decade. In the past, the fiscal policy of the
region’s countries was often procyclical, accentuating rather than attenuating economic
fluctuations.'” This tendency changed in the 2000s, with many countries adopting a countercyclical
stance, or at least a less procyclical one, as can be seen from the effectiveness of the governments’
response to the great international recession of 2008 and 2009 (ECLAC, 2010b).

The countercyclical policies deployed during that crisis have been beneficial for stability
and growth. Fiscal policy has not only become a stabilizing factor in economic agents’
expectations but has also been given a more assertive role in job creation and the maintenance of
economic momentum in the region. Thus, control of the public finances is now a major asset for
the region as a whole. As was shown in the crisis and its aftermath, fiscal space, when properly
used, can help to strengthen the expansionary phase of the cycle in the region, as well as
cushioning periodic downturns and promoting (through public investment) a structural shift
towards dynamic efficiency.

16 Monetary policy is not only relatively ineffective in the region’s countries from the standpoint of its impact on
aggregate demand, but its effects are sometimes contradictory (see section B). Using interest rates to restrain aggregate
demand can lead to exchange-rate appreciation and thus fuel consumption, counter to the original objective, quite
apart from the implications for relative returns on tradable and non-tradable goods and for investment.

17 This is in fact a characteristic of most developing countries (Kaminsky, Reinhart and Végh, 2005).
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In other words, everything indicates that the region is now better prepared than in the past
to design and apply countercyclical fiscal policies. The following charts illustrate this using
information on fiscal performance in the past two decades (see figures IV.12.a and 1V.12.b). They
reflect the evolution of public spending and public debt in the two boom periods (1991-1998 and
2003-2008) and the two recessions (1999-2002 and 2008-2010). On this basis, we may identify
situations in which fiscal policy translated into a countercyclical stance in a strict sense —i.e. with
public spending and public debt both falling at a time of economic expansion (or rising in a
recession)— and in a loose sense —that is, with public debt falling (rising) while public spending
increased (diminished). In all cases the variables are expressed as percentages of GDP.

The fiscal policy response in the region’s countries tended to change between the 1990s and
the 2000s (see figure 1V.13). Although in the 1990s the countries tended to adopt countercyclical
stances during the first recessionary phase (1999-2002), in the preceding expansionary phase
(1991-1998) many of them (around half) had adopted procyclical policies. In the 2000s, conversely,
virtually all the region’s countries adopted countercyclical stances (strictly or loosely defined) in
both the expansion (2003-2008) and the contraction (2009). The expansionary phase (2003-2008)
was characterized in many cases by what were generally moderate increases in public spending
and fairly substantial reductions in public debt, while in the recessionary phase (2009), public debt
and spending rose in parallel.®

Implementing a countercyclical fiscal policy involves two major challenges. The first is to
create enough fiscal space to undertake the extra spending necessary to boost aggregate demand
and economic growth during the contractionary phase of the cycle. This extra fiscal space can be
generated by increasing public saving during the boom phase so that the impact of adverse shocks
can be absorbed without jeopardizing the financial sustainability of the State (see chapter VI).

A second challenge is that greater fiscal space needs to be complemented by an
improvement in the economy’s external position, so that internally generated resources can be
supplemented by others from abroad. In other words, a countercyclical fiscal policy also has to be
based on a monetary and exchange-rate policy conducive to the accumulation of international
reserves, so that recovery is not choked off by external pressures, and on real exchange-rate levels
that prevent the emergence of an unsustainable external deficit. An important factor in the ability
of the region’s countries to react in 2008-2009 was the external leeway available to many of them in
the run-up to the crisis, either for exogenous reasons (improved terms of trade, favourable
international financial conditions) or for endogenous ones (alertness to the negative effects of
excessive external borrowing at times of strong international liquidity, a policy of reducing
external debts and building up international reserves).

In other words, analysis of fiscal space needs to consider the dynamics of the external sector
of the economy. A given package of countercyclical measures may result in different trajectories of
external disequilibrium depending on the current account balance and the scope for financing it.
Hence the need for a combined analysis of external and fiscal constraints, without disregarding
the importance of sustainable management of the public finances in its own right.

18 A peculiarity of recent fiscal policy (2008-2010) is that most countries largely financed their spending from their own
resources, so that increases in gross public debt were small.
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Figure IV.12.b
LATIN AMERICA AND THE CARIBBEAN: FISCAL POLICY QUADRANTS IN RECESSIONARY PERIODS*’
(Percentages)
A(Debt/Y)®
Procyclical fiscal 80 Countercyclical
policy (loose sense) fiscal policy
= URY (strict sense)
60
m HND
40
PRY
[]
s EN
20 %ALC (P1) mBoL
.\/EN
)0 PANI 1 e , SRY
A(Spending/Y)* #DOM .'pER cH |G RI_CRIg ARG 4CHL PR A(Spending/Y)?

i 1) 2% A 3 4 5 6 7

-20
Procyclical fiscal Countercyclical
policy (strict sense) m ECU fiscal policy

-40 (loose sense)

A(Debt/Y)e

Ml Recessionary period 1999-2002 (Pl) ‘ Recessionary period 2008-2009 (PII)

Source:

Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of M. Espada, |. Gonzélez and

R. Martner, “Hacia una mayor calidad de las finanzas publicas en América Latina”, Gestién publica series, Santiago, Chile,
Economic Commission for Latin America and the Caribbean (ECLAC), 2012, unpublished.
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Figure IV.13
LATIN AMERICA AND THE CARIBBEAN: PRIMARY BALANCE AND GDP GROWTH, 1991-2010
(Percentage points of GDP and percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.

Fiscal space is measured in different ways in the literature. Some authors emphasize the
relationship between fiscal leeway and the financial equilibrium of the public sector (Heller,
2005);1¢ others stress the relationship between public policies and the ability of the State to
mobilize resources to meet particular development objectives (Roy and Heuty, 2009). Among the
former, the analysis concentrates on public debt sustainability, with special attention paid to any
inconsistencies that might arise between stocks and flows; among the latter, the issue highlighted
is the availability of State resources, generally associated with an inadequate tax burden, although
a lack of resources for financing public policies may also be associated with inconsistencies
between stocks and flows.

An exercise is carried out below with a view to integrating the two outlooks, stressing both
the degree of public sector indebtedness and the tax take as a percentage of GDP. Following
Aizenman and lJinjarak (2011), fiscal space is taken to be inversely related to the ratio between total

19 In the view of Heller (2005), this idea refers to governments’ budgetary capacity to put resources to desired purposes
without imperilling the sustainability of their financial position or the stability of the economy (see also Schick, 2009).
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public debt (D) and the tax take (T).20 The smaller the ratio between D and T, the greater the fiscal
space. Figure 1V.14 shows the evolution of this ratio (the inverse of fiscal space) in the subregions of
Latin America and the Caribbean.2t The long-term trend is favourable in Central America (i.e. the
ratio has been declining), by contrast with the situation in Mexico where, following a long period of
stability in the indicator, fiscal space has diminished in the recent period (the ratio has been rising).
In South America and the Caribbean, the ratio tended to rise in the 1990s and fall in the 2000s,
meaning that fiscal space increased in the latter decade. In the region as a whole, the improvement
before the 2008-2009 financial crisis created a greater capacity for countercyclical response.

Figure IV.14
LATIN AMERICA AND THE CARIBBEAN: RATIO BETWEEN PUBLIC DEBT
AND THE AVERAGE TAX TAKE*®
(Number of fiscal years)

N [se] < [Ted © ~ @ (2] o - N fard < wn © ~ © D o
(=23 (o2} (o2} (=23 D D (=] D o o (=3 o o o o (=3 o o -
(=2} ) D (=2} (=2} (&) (2] (=2 o o o o o o o o o o (=)
- - -~ - - ~ - - N N N N N N N N N N N
e==South America ——Central America Mexico
The Caribbean -=-=- Brazil

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

a

The ratio is inversely related to fiscal space and is an indicator of the number of fiscal years needed to pay off the whole of the
public debt from the tax take available at a given point in time. A three-year moving average has been used for tax pressure.

An alternative way of estimating fiscal space considers the consistency required between
stocks and flows to attain a particular objective for fiscal solvency over time, given the initial
conditions and the growth path followed by each country. For this, the debt level and interest
payments are used to calculate, for each year, the primary balance required to stabilize the public
debt-to-GDP ratio by 40% over a 10-year period. GDP is assumed to follow the average growth
path of the previous 10 years. This indicator should be taken as a measure of fiscal solvency, but
not as a guide to countercyclical action, as it abstracts the interaction between public spending and
growth. A rise in the primary surplus tending to improve fiscal solvency may entail cutting public
spending and thereby inducing a slowdown or even a recession, making the desired debt-to-GDP
ratio harder to achieve.

20 This ratio is an indicator of the number of (fiscal) years that would be required for an economy to repay the whole of
the public debt out of the tax take available at a particular moment in time, even if this is not a policy objective. The
indicator does not assume that the government aims to pay the debt, but seeks to capture the scope for increasing
public spending without overburdening the public accounts.

21 To smooth the impact of the cycle when estimating this ratio, a three-year moving average was used for tax pressure,
as in Aizenman and lJinjarak (2011).
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To show the evolution of fiscal space in the region, the balance required is contrasted with
the actual primary balance. If the required balance is greater than the actual one, fiscal space is
negative. Conversely, if the required primary balance is less than the actual one, spending can be
increased (by the percentage points of GDP corresponding to the difference) without jeopardizing
the sustainability of the public finances.

The evolution of fiscal space in the subregions and countries (see figure 1V.15 and table IV.3,
respectively) exhibits a continuous improvement from 2003 onward, with the exception of the
Caribbean countries, whose space has remained systematically negative owing to their higher debt
levels and the fiscal difficulties they face because of exogenous factors, such as climate shocks and
external prices. The positive evolution of the region is explained both by its increased growth rate
and by improved external conditions and debt reduction policies (including the Heavily Indebted
Poor Countries Initiative). It also shows the use of fiscal capacity to deal with the crisis, as
manifested in a reduction of the gap between the required and actual primary balance. The great
majority of the countries tended to regain fiscal space after the crisis, although the process was
somewhat slower in Central America than elsewhere.

The existence of fiscal space is not enough for a countercyclical policy. Besides the evolution
of its indicators, it is necessary to consider its interaction with the external sector. From this
perspective, different tendencies are observed among the region’s countries as regards their ability
to cope with shocks and prevent the availability of external resources from becoming an obstacle
to countercyclical action and growth.

Figure IV.15
LATIN AMERICA AND THE CARIBBEAN: EVOLUTION OF FISCAL SPACE BY COUNTRY
GROUPING, 2000-2011
(Actual primary balance minus required balance, percentages of GDP)

B - — m m

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

=== Central America - - - The Caribbean (12 countries)
More financially integrated countries —— Hydrocarbon-exporting countries
(5 countries) (4 countries)

Agroindustrial exporting countries
(3 countries)

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

Note: The chart distinguishes country grouping on the basis of economic structure (trade and finance) and geography, yielding
the following categories: more financially integrated countries (Brazil, Chile, Colombia, Mexico and Peru); South American
agroindustrial exporting countries (Argentina, Paraguay and Uruguay); hydrocarbon-exporting countries (the Bolivarian
Republic of Venezuela, Ecuador, the Plurinational State of Bolivia, and Trinidad and Tobago); Central America (Costa Rica,
the Dominican Republic, El Salvador, Guatemala, Haiti, Honduras, Nicaragua and Panama, as well as Cuba where data are
available); and the Caribbean excluding Trinidad and Tobago (Barbados, Bahamas, Guyana, Jamaica, Suriname and the
members of the Organisation of Eastern Caribbean States).
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Table IV.3

LATIN AMERICA AND THE CARIBBEAN: EVOLUTION OF FISCAL SPACE, BY COUNTRY, 2000-2011

(Actual primary balance minus required balance, percentages of GDP)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Argentina -2 -5.7
Bolivia (Plurinational State of) -3.8 -7
Brazil -25 2.1
Chile 17 27
Colombia -1.8 23
Costa Rica 71 0.5
Dominican Republic (CG) 39 4
Ecuador -1 1.7
El Salvador 8.9 57
Guatemala (CG) 0.6 0.5
Haiti (CG) 21 25
Honduras (CG) 5.4 4.4
Mexico (PS) 0.9 14
Nicaragua 94 -107
Panama 1.6 0.3
Paraguay 13 0.9
Peru 25 11
Uruguay -14 -1.8
Venezuela (Bolivarian

Republic of) (CG) -01 -2.8
Antigua and Barbuda (CG) -13
Bahamas (CG) -05
Barbados -32
Belize (CG) 33
Dominica (CG) .. -104
Grenada (CG) 5.1
Guyana (CG) -1.2
Jamaica (CG) .. -103
Saint Kitts and Nevis (FG) -9.6
Saint Lucia (CG) -25
Saint Vincent and the

Grenadines (CG) 1.4
Suriname (CG) 0
Trinidad and Tobago (CG) 19
Average gap in Latin America

and the Caribbean 2.4
Average gap in Latin America  -0.3 -1.4
Average gap in the Caribbean -4
Maximum 8.9 57
Minimum -9.4 -13

14
-10
-3.3
0.6
2.7
18
49
0.1
46
15
-34
-38
1
55
-2
0.3
-0.9
2.8

2.9
-14.4
-0.2
538
75
74
-136
-7
116
-13
22

15

-34
-14
-6.3
4.9
-14.4

112
9.1
-39

1.4
-2
-0.6
2.4
15
41
0
4.9
48
13
73
49
17
-0.3
-6.7

-4.5
-10
01
31
-9.3
-6.9
4.3
-10.9
-10.7
-7.9

-7.1

-1.7
-1.6
38

-3.8
2.7
54
4.1
-11.2

-6.6
76
1.9
5.9
1
-0.4
33
25
38
14
43
-32
17
-6.8
-4.9
-0.3
0.3
-5

2.7
-6.8

0.3
-2.3
-8.1
4.2
-1.8
-9.6
-9.6
-9.7
-53

-1.1
-35
4.9

26
14
4.4

5.9
97

-7.3
-3.9
2.2
94
0.1
12
5.6
16
19
0.7
-0.3
23
18
-35
24
03
1
24

23
94
1
-3.8
-7.8
-3.8
12
-13.8
-85
-7.2
-7.3

-3.3
-25
8.3

11
01
-2.9
9.4
-13.8

-1.2
31
21
137
-04
31
18
4.7
4.1
05
01
0
23
-14
12
08
35
-15

12
-94
0.2
21
-3.2
-2.6
-55
-13.2
-9.8
7.2
-7

-3.3
25
10

-0.5
18
-39
13.7
-13.2

-0.7
22
-19
126
-0.2
41
3.2
4
2.7
1
-0.9
-0.7
2.3
0.7
4.5
4.4
5.2
-0.8

51
-7
0.4
-1.7
-4.4
-3.8
-6.3
-9.2
-8.1
-6.6
2.7

-2
9.9
8.6

0.4
25
-25
12.6
-9.2

-05
45
-0.9
74
11
25
-05
25
0.8
0.9
-04
05
2.2
0.6
2.1
5.4
a4
14

12
-6.4
-15
5.2

17
-4.8
-5.6
5.2
-7.3
-4.3
-0.8

03
4.5
109

0.3
17
-1.8
109
-7.3

2.1

17
-1.8
-0.3
-11
2.2
-0.7
-1.8
-4.9
-0.6
-1.2
-3.3
-0.4

0.1

11

22

12
-1.4

-25
-115
-1.6
-9.8
-25
-35
-53
-4.6
-9.3
-3.8
-2.8

2.1
-3
-2.9

-25
-0.9
-4.8
22
-11.5

04
32
-11
38
-1.7
-34
0.1
14
-2.8
-1
0.2
2.2
-1.7
03
0.2
38
24
0.2

11
-4
2.6
-10.2
-1.9
05
37
-4
111
9.2
-1.6

-3.8
-3.3

-1.6

4.1
38
-11.1

12
25
-1
38
-0.7
-34
1
18
22
-0.7
36
-1.6
-1.3
03
0.5
4.4
4.9
11

-1.3
-39
-3.2
-11.4
-25
-01
-5
-0.6
-10.3
-10.6
-15

4.2
-1.4
18

-1.3
0.7
4.1
4.9
-11.4

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

Note:  CG: central government; PS: public sector; FG: federal government.
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In order to consider the external and fiscal fronts jointly, changes in the ratio between the
total public debt (D) and the tax take (T) (the inverse of fiscal space) and the ratio between the
international reserves and GDP of the region’s countries will now be shown (see figure 1V.16). A
rise in the variable on the vertical axis signifies a reduction in fiscal space; a rise in the ratio between
international reserves and GDP (on the horizontal axis) signifies a reduction in external
vulnerability.22 Accordingly, the situations of greatest vulnerability will be reflected in the upper
left-hand quadrant, where both fiscal space and the reserves position are diminished, while those of
least vulnerability will be situated in the lower right-hand quadrant, where fiscal space is increased
and the international reserves position improved. Thus, when the positions of the countries in the
upturns of the cycle in the 1990s (1992-1997) and 2000s (2003-2008) are compared, most of them are
found to have moved in the direction of the virtuous quadrant. The countries of South America
show the best relative performance, owing to the boom in international commodity prices.

Figure IV.16
LATIN AMERICA AND THE CARIBBEAN: INVERSE OF FISCAL SPACE AND THE EXTERNAL SECTOR,
BY COUNTRY, 1990s AND 2000s*
(Percentage points)

A. 1990s (1992-1997) B. 2000s (2003-2008)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC).

a

SA: South America; CA: Central America.

The evolution of international reserves is associated with the behaviour of the balance-of-
payments components. Between 2003 and 2008, countries that were net exporters of commodities ran
current account surpluses, in addition to which they experienced large capital inflows. The Central
American countries are more vulnerable externally; there was a temporary improvement in 2008 as a
result of the large drop in the value of their imports. The Caribbean countries, with the exception of
Trinidad and Tobago, showed sustained current account deficits, aggravated in 2008 by the sharp fall
in external demand resulting from the global crisis. In these two groups, with some exceptions (mainly
countries with strong foreign direct investment), external leeway is limited. The HIPC Initiative has
alleviated the external debt repayment obligations of two countries in Central America. The Caribbean,

2 The external vulnerability indicator is used for illustrating variations in countries’ external positions and should be
interpreted with caution. Strictly speaking, external sustainability depends on too broad a range of variables to be
represented in a single graph: the State’s external debtor/creditor position, external debt levels and the interest rate
carried on each category of debt, the structural position of the current account (i.e. measuring exports and imports and
other components —such as remittances— at trend prices) and the ease of access to financial markets (credit rating and
sovereign risk).
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meanwhile, has not benefited from the external financing trends that favoured the other subregions,
and has had to cope with higher import prices and lower demand for its exports from developed
countries (tourism services in particular), all of this on top of the consequences of climate shocks.

It is important to forestall situations of external vulnerability that may hinder the
implementation of countercyclical fiscal policies. Accordingly, from a perspective in which the
balance of payments is the predominant factor in the short-term dynamics, the external position of
an economy can prove as important as that of the public sector. Thus, monetary and exchange-rate
policies play an essential role alongside fiscal policy because of their effects on the external sector.
Terms-of-trade movements cannot be relied upon to strengthen the external and fiscal fronts
simultaneously or to shift economies towards the virtuous quadrant.

In sum, major strides have been made in the fiscal arena, but further progress is needed
towards making fiscal policy action serve the objective of equality and in creating fiscal space and
linking it more effectively with the quality of investment and its role in structural change.

Increasing fiscal space so that countercyclical policies can be implemented means applying
measures to systematically increase the resources saved during growth periods. Chapter VI will
discuss the different policy instruments that can be used to this end, such as stabilization funds for
saving windfalls from terms-of-trade gains, structural fiscal rules and automatic stabilizers of
different kinds.

B. Monetary policy, exchange rates and inflation

1. Inflation, monetary policy and the exchange rate as a nominal anchor
in the 1990s

Monetary policy plays an important role in promoting stability and growth and acts in tandem
with fiscal policy. For many of the region’s countries, the challenge of the 1990s was to reduce the
high inflation levels inherited from the lost decade of the 1980s. After experiencing high inflation
during the 1970s, 1980s and early 1990s, including several bouts of hyperinflation, the countries of
Latin America and the Caribbean did in fact succeed in reducing inflation during the second half
of the 1990s. Inflation was still quite high in the first half of the decade (see table 1V.4); between
1991 and 1994, some of the region’s countries had three-digit inflation rates (Argentina, Peru,
Suriname and Uruguay) and even four-digit rates (Brazil and Nicaragua). Subsequently, near the
end of the decade, inflation rates tended to converge on a single-digit level virtually everywhere
in the region, with just a few exceptions.

In many cases, price stabilization was achieved by implementing monetary programmes
that used the exchange rate as a nhominal anchor, not only in the smaller economies of Central
America and the Caribbean (where this type of monetary regime is still fairly predominant), but
also in some of the larger economies of South America.2? These programmes were usually
implemented along with policies to open up trade and finance and deregulate domestic markets,
including the financial and labour markets.

2 Fixed parity regimes used “hard” pegs (currency boards, dollarization and fixed exchange rates) and “soft” pegs
(crawling pegs and crawling bands).
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Table V.4
LATIN AMERICA AND THE CARIBBEAN: ANNUAL INFLATION, 1991-2000
(Percentages)
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
South America * 129.7 127.4 218.6 2299 25.8 231 153 137 11.2 153
Argentina 1717 24.9 10.6 4.2 34 0.2 05 09 -1.2 -0.9
Bolivia
(Plurinational State of) 214 12.1 85 79 10.2 12.4 4.9 7.7 22 4.4
Brazil 432.8 9516 19280 20759 66.0 158 6.9 32 4.9 7.0
Chile 21.8 154 12.7 11.4 8.2 74 6.1 51 3.3 38
Colombia 30.4 27.0 22.4 22.8 20.9 20.8 185 18.7 109 9.2
Ecuador 48.7 54.6 45.0 27.3 229 24.4 30.7 36.1 52.2 96.1
Paraguay 242 152 18.2 20.6 134 9.8 7.0 116 6.7 9.0
Peru 409.5 735 48.6 23.7 111 115 85 7.3 35 38
Uruguay 102.0 68.5 54.1 44.7 42.2 28.3 19.8 10.8 5.7 4.8
Venezuela
(Bolivarian Republic of) 34.2 314 38.1 60.8 59.9 99.9 50.1 357 23.6 16.2
Central America and Mexico®  349.3 13.0 139 129 173 14.8 114 8.8 8.0 75
Costa Rica 28.7 21.8 9.8 135 23.2 175 133 117 10.0 11.0
Cuba 0.3
Dominican Republic 47.1 4.3 52 8.3 125 54 8.3 4.8 6.5 7.8
El Salvador 14.4 11.2 185 7.2 9.7 9.8 4.5 25 05 2.3
Guatemala 351 10.2 134 125 84 111 9.2 6.6 52 6.0
Haiti 152 19.3 36.5 373 251 18.3 16.4 10.6 8.7 137
Honduras 34.0 8.8 10.7 21.7 29.5 23.8 20.2 137 116 111
Mexico 227 155 9.8 7.0 35.0 34.4 20.6 15.9 16.6 9.5
Nicaragua 29450 237 20.4 7.8 10.9 11.6 9.2 13.0 11.2 115
Panama 1.2 1.8 04 1.3 1.0 1.3 1.2 0.6 1.3 1.4
The Caribbean® 16.7 24.0 302 69.5 451 58 4.8 5.6 19.7 138
Bahamas 7.3 57 2.8 1.3 21 14 05 -0.6 3.2 16
Barbados 6.2 6.1 11 0.7 19 2.4 77 -1.2 15 2.4
Jamaica 511 773 22.1 351 19.9 26.4 9.7 8.6 6.0 27
Saint Lucia 57 51 1.0 25 57 1.8 0.2 2.2 53 1.9
Suriname 26.0 436 1435 3685 2355 -0.7 71 19.0 98.8 70.9
Trinidad and Tobago 39 6.4 10.8 8.8 53 33 36 5.6 34 36

Source: Economic Commission for Latin America and the Caribbean (ECLAC).
®  Simple average of the countries.

The combination of stabilization programmes based on the exchange rate as a nominal
anchor and market reforms, particularly trade opening, led to strong alignment of the domestic
prices of tradable goods and services with external prices —helping to bring about stabilization—
but fuelled substantial currency appreciation, especially in Argentina and Brazil. In some cases,
this hastened the specialization in the production and export of natural resources that had resulted
from the economic reforms consolidated in the 1990s. These reforms involved not only the partial
lifting of tariff protection and other trade policy instruments, but also the dismantling of industrial
policy instruments (see chapter VI).24

During the 1990s, the rise in unemployment caused by the retreat of tradable sectors,
something that once again particularly affected certain South American countries, contributed to

24 Trade opening, which resulted in large tariff cuts, was instrumental in increasing the consumption share of cheaper
imports and containing inflation (Sainz and Manuelito, 2006).
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the decline in the income share of wage labour (see chapter V).2® This retreat occurred in and was
facilitated by a policy context of labour market deregulation.26 The incorporation of the workforce
of the Asian continent (essentially China and, to a lesser extent, India) into the dynamic of
worldwide labour costs, and its increasing weight in international markets for manufactures,
tended to reinforce this trend (Epstein and Yeldan, 2009). This trend affected Central America and
Mexico particularly because of their export specialization in labour-intensive manufactures that
competed directly with Asian production, but it also affected labour-intensive manufacturing
sectors in the more industrialized countries of South America. To currency appreciation and a
declining income share for wage labour must be added, in the early part of the 1990s, lower
international prices for hydrocarbons and other raw materials and the dismantling of the price
indexing systems that were a feature of some countries.

The drop in average regional inflation also reflects the large decline in inflation in countries
that had recently had three- or four-digit rates (Argentina, Brazil, Nicaragua, Suriname, Peru and
Uruguay). From 1995 onward, no country in the region had a three-digit rate and a number of
countries had single-digit rates. Thus, by 2000 the mean inflation rate in the region (simple
average) was 12%.

These factors —trade opening and the substitution of local by imported supply, the
appreciation of local currencies and falling international prices for hydrocarbons and for metals
and minerals— helped to reduce supply-side inflationary pressures by bringing down the cost of
labour and of tradable inputs and final goods.

This also helps to explain the fact, which might seem contradictory at first glance, that the
stabilization programmes were implemented in a period of relative economic prosperity like that
experienced by much of the region between 1990 and the Asian crisis of 1997 (leaving aside the
1994 Mexican crisis). Although the drop in inflation was a global phenomenon, the shift to
primary surpluses was a major achievement of the region’s public finances that pushed up
aggregate demand and inflationary expectations (Rogoff, 2006).

Besides its impact on the real economy, the currency appreciation associated with the kind of
stabilization programmes that proliferated in the 1990s contributed to profound balance-of-
payments crises in the region’s largest economies (Mexico in 1994, Brazil in 1999 and Argentina
in 2001).27 The fallout from these crises on the financial systems and public finances of the countries
involved, as well as the serious collateral damage in many other countries in the region,?8 tended to
undermine the legitimacy of stabilization programmes based on exchange-rate anchors.

2% The same phenomenon can be seen in the central countries during the so-called “great moderation”, the period of low
inflation and low volatility seen in the industrialized countries between 1987 and 2007. In this period, the wage share of
national income fell substantially in all the central countries, irrespective of their political situation and the
macroeconomic regime in place (Wittwer, 2009; Torres, 2011; Keen, 2011).

%6 |n some particular situations, the decline in the income share of wage labour was amplified by the shrinking of the
State (see Novick and others, 2007).

27 In fact, similar crises had already occurred in the region following the pioneering measures taken in the Southern Cone
in the late 1970s, when stabilization programmes based on the exchange rate were also implemented alongside
financial deregulation, liberalization of international capital flows and indiscriminate trade opening.

2 This is the case, for example, with Uruguay, which had to cope with the collateral effects of the crises in Brazil (1999)
and Argentina (2001) within the space of just a few years.
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Following the financial crisis in the East Asian countries in 1997, predating similar processes
in countries in the region (Brazil and Argentina), macroeconomic programmes based on the
nominal exchange rate had already begun to lose favour in the conventional approach, for all their
recognized effectiveness in reducing or restraining inflation. Thus, the need for a greater degree of
exchange-rate flexibility became one of the lessons of the 1990s, although the experience of the
region already furnished sufficient grounds for a conclusion of this kind.2? Reforms aimed to
increase financial openness were not called into question in the same way, however, even though
were decisive in shaping the destabilizing dynamic that preceded the crises mentioned. While
some countries continued to open up their financial systems, others took steps to restrict cross-
border capital flows (Calderén and others, 2011).

Although many of the region’s smaller and more open economies in Central America and
the Caribbean have kept fixed exchange-rate or similar regimes, in Mexico and a number of South
American economies stabilization programmes based on the exchange rate were replaced by
monetary regimes that were more flexible in this regard, like the inflation targeting systems
introduced in Brazil, Chile, Colombia, Mexico and Peru between the late 1990s and early 2000s
(Frenkel and Rapetti, 2011).%°

2. Towards greater exchange-rate flexibility

Inflation targeting regimes have gained international acceptance since the late 1990s (Blanchard,
2008). These involve an official announcement of an inflation target for one or more consecutive
periods, with explicit recognition that a low and stable inflation rate is the primordial objective of
monetary policy (Bernanke and Mishkin, 1997).

In a system of this kind, the main tool for stabilizing inflation is the short-term nominal
interest rate. The aim is to use this rate to influence the maturity structure of interest rates and
thence the portfolio decisions of economic agents and the different components of aggregate
demand, with a view to maintaining activity and employment at a level that keeps inflation
expectations in line with the official target.3! Ideally, inflation targeting regimes operate alongside
free-floating exchange rates although, as will be described later, in practice intermediate or
“managed float” situations tend to be more common.

In an inflation targeting regime, the official target is the nominal anchor of the economy,
and this is why the credibility of the monetary authority is critically important in a system of this
type. A basic assumption is that central bank credibility helps internalization of the official
inflation target by economic agents as they form expectations and take decisions on consumption,
investment and portfolios. This in turn explains the importance attached to central bank

2 In this connection, see the classic article by Diaz-Alejandro (1985).

30 Guatemala also uses an inflation targeting system, while Uruguay is likewise usually considered to apply an inflation
targeting regime, albeit with particular features.

31 From the standpoint of aggregate demand management over the cycle, fiscal policy tends to play a subsidiary role in
inflation targeting regimes, one that is virtually confined to the countercyclical action of automatic stabilizers. To avoid
situations of “fiscal dominance”, under this type of macroeconomic regime efforts are made to reduce fiscal activism
and discretion to a minimum, other than in situations of widespread economic crisis (Arestis, 2009).
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independence or operational autonomy in monetary regimes of this type.32 From this perspective,
two other important concepts are the predictability and reputation of the central bank.33

In a system of this type, in which the credibility of the central bank is essential to the
effectiveness of monetary policy, establishing and consolidating a reputation can become one of
the intermediate objectives of the monetary authority. There is a risk, however, that this
intermediate objective may turn into a final objective. Thus, for example, in their zeal to enhance
their reputation, the monetary authorities may overreact to a transitory supply shock, such as a
temporary rise in international commodity prices. This is a particular issue in a region such as
Latin America and the Caribbean, which is more vulnerable to supply shocks than to demand
shocks (Arestis, De Paula and Ferrari-Filho, 2008). What is usually advised in these cases is the
introduction of more flexible inflation targets by extending permissible ranges or the time allowed
for convergence towards the target, or changing target itself subject to a commitment to maintain
the long-term target.?

Against this background, and given the difficulties that might be involved in bringing
observed inflation into line with the midpoint of the official range, the monetary authorities may
evince “asymmetrical” reaction functions, that is, they may tolerate undershoots more than
overshoots of the middle value set for the inflation target (Carlin and Soskice, 2006). This
asymmetry is of particular interest in the region in relation to the evolution of the nominal
exchange rate. Considering the primacy of the anti-inflation objective over other goals, the
monetary authority becomes more likely to resist exchange-rate depreciations than appreciations,
given the inflationary effects of the former and the deflationary effects of the latter (Barbosa-Filho,
2008; Ocampo, 2011; Ros, 2012).

Notwithstanding the foregoing, central banks have shown increasing concern over
exchange-rate appreciation in recent years (Levy-Yeyati and Sturzenegger, 2007).35 By contrast
with the conventional arguments for a “pure float”, reality shows that, even under inflation
targeting regimes, currency market intervention is accepted as an option under particular
circumstances, one example being situations of high volatility in that market which may affect
price formation or financial stability.3¢

The region’s central banks intervene in the currency markets to differing degrees, and this is
true even of those that operate inflation targeting regimes (Brazil, Chile, Colombia, Mexico,
Guatemala, Peru and Uruguay), as is shown below (see figure IV.17, where those countries are

32 When a central bank is independent, it sets the inflation target and decides how to meet it. When it has operational
autonomy, the inflation target is set by the government and the bank operates instruments to achieve it. A historical
reconstruction of the idea of central bank independence can be found in Bibow (2010).

33 The concept of predictability refers to the need for institutions to have clear goals, such as a credible monetary policy
that generates the effects agents expect. Reputation rests on the institution’s preferences being both transparent to the
public and stable over time (Drazen, 2000).

3 One possibility is to adopt let-out clauses for when substantial shocks occur, as in Brazil, New Zealand and the
United Kingdom.

35 These authors speak of “fear of appreciation” as opposed to the more usual “fear of floating” popularized by Calvo
and Reinhart (2000).

36 Central bank interventions to purchase foreign exchange have been routine in the face of strong inflows of funds from
abroad (as in the periods preceding and following the international crisis of 2008 and 2009), either to prevent excessive
currency appreciation, which is a neo-mercantilist motive, to adopt a term used by Levy-Yeyati and Sturzenegger
(2007), or to accumulate a greater volume of international reserves for self-insurance purposes (a precautionary
motive), without however seeking to prevent currency appreciation (see Pérez Caldentey, 2009).

180



Chapter IV Macroeconomy and production structure

marked by a square). The vertical axis shows the volatility of international reserves, while the
horizontal axis shows the volatility of the nominal exchange rate. In this representation, free float
regimes would be expected to evince a high level of exchange-rate volatility and a low level of
international reserves volatility. At the other extreme, fixed exchange-rate regimes would be
expected to evince a high level of reserves volatility and zero exchange-rate volatility. Lastly,
intermediate regimes ought to tend to display less exchange-rate volatility than free float regimes
but more than fixed exchange-rate regimes, and less reserves volatility than fixed exchange-rate
regimes but more than free float regimes.?
Figure IV.17
LATIN AMERICA AND THE CARIBBEAN (16 COUNTRIES): DEGREES OF

CURRENCY MARKET INTERVENTION, 2003-2011°
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC).

a

Countries whose central banks operate within an inflation targeting regime are marked by a square.

Not all countries with inflation targeting regimes display the expected behaviour. Brazil,
Chile, Colombia and Mexico tend to react as predicted (area | of the chart), albeit with less
exchange-rate volatility than would result from a fully free float. The positions of Peru and
Guatemala (area 1), for example, do not differ that much from that of Argentina (area Il), which
followed a deliberate strategy of supporting the exchange rate in the period considered, and nor
do they stand very clearly apart from Costa Rica (area Il) and Honduras (area Il1), which operate
crawling or nearly fixed exchange-rate regimes.

In practice, then, intermediate situations tend to prevail. Monetary authorities, it should be
noted, are at pains to emphasize that they intervene in currency markets in response to temporary
shocks, and that they have no intention of engineering a predetermined exchange rate (informed,
for example, by industrial policy criteria) that might be inconsistent with economic fundamentals.
Nevertheless, the marked tendency to accumulate international reserves, either for precautionary
reasons or to restrain currency appreciation, suggests that central banks increasingly recognize
that currency appreciation can have substantial medium- and long-run costs.

37 Depending on the period examined, over-volatility in the two variables may reflect a crisis situation entailing a
precipitous drop in reserves followed by devaluation.
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In small, open economies with low levels of financial intermediation —a category that
includes most of the countries of Latin America and the Caribbean— the exchange-rate channel, as
opposed to the credit channel, tends to prevail as the main mechanism transmitting monetary
signals to prices.’® The evidence indicates that the elasticity of aggregate demand relative to
interest rates is low in the region (Barbosa-Filho, 2008; Frenkel, 2008; Galindo and Ros, 2008). In
regimes with a flexible exchange rate and an unrestricted financial account, any rise (fall) in the
domestic interest rate will attract (expel) capital into (out of) the country, and the local currency
will tend to appreciate (depreciate). This will directly affect local prices for tradable goods, and
thence inflation. Less immediately, too, it will affect the evolution of credit, whose rate of growth
may actually increase if a “wealth effect” arises on the financing demand side as a corollary of
currency appreciation (Stiglitz and others, 2006; Ocampo, 2011). Thus, in financially shallow
countries, a contractionary monetary policy will tend to reduce the inflation rate primarily
through the exchange-rate channel, and only to a lesser degree through the credit channel.3®

Precisely because the exchange-rate channel is more effective, the authorities usually react
quickly to the smallest possibility of devaluation of the nominal exchange rate (by increasing the
benchmark rate, intervening directly in the currency market, or some combination of the two) in
order to prevent this passing through to prices, and less promptly to any appreciation. In practice,
this leads to a certain asymmetry in exchange-rate management by central banks in developing
countries or those with limited financial depth. This asymmetry is embodied in the very system of
incentives underlying inflation targeting regimes and it can be problematic, as it is detrimental to the
production of tradables and can compromise economic diversification (as discussed in chapter I).4

The foregoing discussion on the role of the exchange rate has important implications for the
production structure. If macroeconomic policy strongly affects macro prices, it will have an impact on
relative sector profitability (and hence on the direction of investment) that will be hard to reverse by
means of industrial policy. Such shifts in relative returns will be even more difficult to counter where
industrial policy is weak or non-existent, as is the case in most Latin America and Caribbean countries.

3. Monetary policy and exchange rates in the commodity price boom

During the 2000s, the countries of Latin America and the Caribbean had to cope with the challenge
of controlling inflation in a context of rising international commodity prices and high external
liquidity. Nonetheless, the region’s inflation rates stayed fairly low, varying between 6% and 10%,
except in 2009, when they fell to 4.5%. In a number of countries that maintain inflation targets,
rates hovered very close to the ceiling of the established bands during a significant number of
years and exceeded it in several (see table 1V.5). This occurred in the context of a quite widespread
trend towards currency appreciation, induced by the international financial context and the policy
responses of the region’s countries themselves.

3  The discussion about the relationship between exchange rates and inflation targets is very important in some
developed and transition countries as well. See Bernanke and Woodford (2004).

39 This does not mean that the credit channel is not operative in the region’s countries, but that it is less important than in
advanced economies, where the financial system is far more developed. This lesser importance is due not only to the relative
lack of development and depth that usually characterizes the region’s financial systems, but also to the contradictory effects
of monetary policy decisions. Given the effect of policy rate variations on the exchange rate, and of the latter on agents’
perception of how their own asset situation is developing (wealth effects), the contractionary (expansionary) impact of
interest rate rises (reductions) may be offset by positive (negative) wealth effects. Chapter VI discusses the macroeconomic
implications of the different degrees of financial opening displayed by the region’s countries.

40 See Abeles and Borzel (2010).
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Table IV.5
LATIN AMERICA AND THE CARIBBEAN: ANNUAL INFLATION, 2001-2011
(Percentages)
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
South America ° 83 104 116 6.4 6.1 6.2 70 108 6.7 6.7 7.8
Argentina -11 259 134 4.4 96 109 8.8 8.6 6.3 105 9.0
Bolivia (Plurinational
State of) 16 09 33 44 54 43 87 140 33 25 95
Brazil 6.8 85 147 6.6 6.9 42 36 57 49 50 6.2
Chile 3.6 25 28 11 31 34 44 8.7 15 15 3.0
Colombia 8.0 6.3 71 59 51 43 55 7.0 42 23 32
Ecuador 377 125 79 28 21 33 23 84 52 36 4.0
Paraguay 73 105 142 43 6.8 9.6 81 101 26 48 81
Peru 20 0.2 23 37 16 20 18 58 29 15 33
Uruguay 44 14.0 194 9.2 4.7 6.4 8.1 79 71 6.7 75
Venezuela (Bolivarian
Republic of) 125 224 311 217 160 137 187 314 286 291 245
Central America and Mexico * 8.1 47 105 119 7.3 7.0 68 105 2.7 4.2 55
Costa Rica 11.3 9.2 9.4 12.3 138 115 9.4 134 7.8 57 4.7
Cuba 12.0 5.2 20 2.2 28 51 71 16 -1.2 13 09
Dominican Republic 88 52 275 515 42 76 6.1 106 14 6.3 8.0
El Salvador 38 19 21 44 47 40 46 7.3 05 09 49
Guatemala 7.3 81 5.6 7.6 9.1 6.6 68 114 1.9 3.9 58
Haiti 14.2 99 393 228 151 132 85 155 0.0 57 79
Honduras 9.7 7.7 7.7 81 88 5.6 69 114 55 47 6.6
Mexico 6.4 50 45 47 4.0 36 40 51 53 42 30
Nicaragua 74 4.0 51 84 94 100 107 196 30 59 7.7
Panama 0.3 11 14 16 09 25 42 8.8 24 35 54
The Caribbean * 112 48 71 52 74 74 49 111 38 6.4 6.1
Bahamas 21 21 3.0 1.2 1.8 1.9 25 4.4 13 18 1.0
Barbados 28 0.2 16 11 6.4 7.3 4.0 81 36 5.8 79
Jamaica 12.7 71 103 136 153 8.6 62 218 94 131 6.9
Saint Lucia 53 -0.3 1.0 15 39 6.9 22 59 15 1.9 -0.3
Suriname 386 155 230 99 100 113 65 146 -0.1 51 168

Trinidad and Tobago 55 4.2 38 3.7 6.9 8.2 80 120 70 105 4.1

Source: Economic Commission for Latin America and the Caribbean (ECLAC).
®  Simple average of the countries.

In South America and, to a degree, in Mexico, four stages may be identified in the exchange-
rate, monetary and inflation situation over the last decade, largely in response to fluctuations in
international commodity prices. The first stage, between 2003 and 2006, was characterized by
steadily slowing inflation, in line with the trend that had begun in the 1990s, together with a
certain tendency towards exchange-rate appreciation (see figure 1V.18), another sign of continuity
from the previous decade. International commodity prices held fairly steady during this period.*

4 The inflation targeting regimes referred to above were introduced between the late 1990s and the early 2000s in Brazil
(1999), Chile (1999), Colombia (1999), Mexico (2001) and Peru (2002).
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Figure IV.18
LATIN AMERICA AND THE CARIBBEAN: REAL MULTILATERAL EXCHANGE RATE, 2000-2012
(Index: 1990-1998=100)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of data from the International
Monetary Fund (IMF).

In the second stage, from late 2006 to mid-2008, inflationary pressures resurged (although
inflation remained moderate by the historical standards of the region) associated with rising and
more volatile international prices for commodities, energy and, especially, food.*2 Except where
effective countervailing mechanisms were applied,* rising international food prices put upward
pressure on local inflation.*

Currency appreciation played an important role in containing the local impact of higher
international commodity prices, particularly in some South American countries (see figure 1V.19).
These are the raw material-exporting countries whose monetary policies are based on inflation
targeting regimes: Brazil, Chile, Colombia, Peru and Uruguay.* Different studies have shown the
countervailing effect exercised by nominal exchange-rate appreciation on domestic prices (Lora,
Powell and Tavella, 2011; BIS/IMF, 2011). Conversely, countries that held nominal exchange rates
steady during the upsurge in international prices, such as Argentina and the Bolivarian Republic
of Venezuela, experienced a greater inflationary impact.

42 Three factors contributed to this: first, the rise in Asian demand for commodities and the effect of this on international
raw material prices; second, the expansionary bias of monetary policy in the industrialized countries, particularly the
United States, and its impact on the volatility of commodity prices as a result of rising global liquidity; and third, the
growing trend towards the production of fuels from agricultural resources (ECLAC, 2011b and UNCTAD, 2011).

4 For example, Argentina raised export duties on the main food commodities; domestic fuel prices in Brazil were held
down by the State oil firm (Petrobras); Peru lifted import tariffs on a number of agricultural products. All these
measures helped to offset the impact of rising international commaodity prices on domestic prices. See Bianchi, Calidoni
and Menegatti (2009).

44 As is usually the case in developing countries, food prices are critical to the general retail price dynamic, owing to the
proportion of people’s consumption baskets that food accounts for. According to the IMF (2011), the median share of
food in household consumption is 31% in developing countries and 17% in developed ones.

4 Although the monetary system operated in Uruguay is not formally an inflation targeting regime, in practice it tends to
operate like one.
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Figure IV.19
LATIN AMERICA (6 COUNTRIES): COMMODITY PRICES, NOMINAL EXCHANGE RATES
AND INFLATION, 2002-2011
(Percentage points and indices: December 2000
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Commodity prices (right scale)

countries experienced substantial currency

Nominal exchange rate (right scale)

Oinflation (left scale)

The third stage occurred in 2009, the nadir of the international crisis, when international

commodity prices fell temporarily (albeit substantially), causing inflation to slow in a number of

the region’s economies, even though several
devaluations in late 2008 and early 2009 as a result of the flight to quality triggered by the collapse

of Lehman Brothers. After the initial shock, in a context of generally declining inflation, monetary
policy was generally oriented towards economic recovery during 2009 and up until the end of the

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.
first quarter of 2010.
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The fourth stage, from 2010 to 2011, coincided (like the 2007-2008 period) with a fresh uptrend
in international commodity prices. The monetary and exchange-rate response by central banks did
not differ greatly from that seen in the earlier period. Expansionary monetary policy in developed
countries once again stimulated capital flows into emerging markets, including economies in the
region. On this occasion, the monetary authorities tended to internalize concerns about the negative
effects of excessive currency appreciation, whether on the real economy or on the financial markets.4
An example of the former is reprimarization, while an example of the latter is the emergence of
destabilizing behaviour leading to balance-of-payments crises like those seen in the 1990s. Thus,
exchange-rate activism can be seen to have increased in 2010 and 2011.47 To moderate exchange-rate
volatility and prevent excessive appreciation, a number of countries (Argentina, Brazil, Chile,
Colombia, Mexico and Peru) adopted strong buying positions in the currency markets, and this
resulted in a large build-up of reserves. Several countries also adopted measures to supplement
monetary and exchange-rate policies, with a view to forestalling excessive appreciation.*8

The foregoing analysis reflects a new countercyclical approach on the part of the region’s
monetary authorities. By contrast with earlier periods, the stance of monetary policy was
reasonably consistent with the countercyclical fiscal measures undertaken in response to the crisis
of 2008-2009. From 2009 to late 2010, not only Brazil, Chile, Colombia, Mexico and Peru, but also
Argentina and the Bolivarian Republic of Venezuela, two countries that did not have inflation
targets, cut their monetary policy rates (see figure 1V.20).

Figure IV.20
LATIN AMERICA: MONETARY POLICY RATES, MARCH 2007 TO NOVEMBER 2010
(Percentages)
1B g == = m = R -
Pre-crisis Post-crisis

2007 2008 2009 2010
— Argentina es== Brazil Chile — Colombia
Mexico Peru Venezuela (Bol. Rep. of)

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

4 The term “currency war” was coined in this period.

47 Two papers published by IMF are paradigmatic in this movement towards increasing pragmatism. IMF (2011) and
Ostry and others (2011) accept the application of measures to regulate the financial account, while Ostry, Ghosh and
Chamon (2012) propose currency intervention (a managed float) as a dominant strategy, prevailing over both pure
float systems and more rigid fixed exchange-rate systems.

48 Brazil introduced a financial operations tax on foreign investment in fixed-income instruments, and this was gradually
raised to 6% by October 2010. Chile and Peru increased the overall limit on foreign investments by pension funds.
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Among the countries with inflation targeting regimes, Brazil, Chile and Peru raised their
monetary policy rates during the first quarter of 2010. Colombia and Mexico refrained from doing
so in order to strengthen an incipient recovery. Among countries without explicit inflation targets,
Uruguay increased rates (albeit little and late) while Paraguay reduced the rate of growth in the
monetary aggregates.*® Argentina applied more expansionary policies.s® The largest appreciations
at the start of this fourth stage (the first nine months of 2010) were in Brazil (13.6%), Colombia
(13.2%), Uruguay (13.1%) and Chile (9.4%), even though a number of these countries (Argentina,
Brazil, Chile, Colombia, Mexico and Peru) adopted heavy buying positions in the currency
markets with a view to reducing exchange-rate volatility and preventing excessive appreciation,
the result being a large build-up of reserves.

This period also saw the adoption of measures to reduce short-term capital inflows and
increase outflows. Despite this heightened pragmatism, reflected in greater exchange-rate activism
and firmer control of cross-border capital flows, real exchange rates appreciated almost
everywhere, reaching levels above those seen pre-crisis. Indeed, the real effective exchange rates of
some countries are substantially stronger than their average for the last 20 years.5! Developments
were heterogeneous, meanwhile, in countries in which neither dollarization nor inflation targeting
regimes applied; such countries often use monetary aggregates as a monetary policy instrument.

Monetary regimes vary in the countries of Central America and the Dominican Republic.
The inflation targeting approach is applied in Guatemala and is on its way to being implemented
in Costa Rica. Control of monetary aggregates is applied in the Dominican Republic, Honduras
and Nicaragua, while El Salvador and Panama do not have a monetary policy as such because
they are dollarized economies. Inflation in the subregion was kept under control during the 2000s,
rising above one digit on only two occasions: in 2004, owing to the temporary rise in inflation in
the Dominican Republic as a result of the devaluation of its currency the year before, and in 2008,
when the subregional average touched 11.8% because of the pressures of international fuel, food
and industrial input prices (see figure 1V.21).

The immediate response to the pick-up in inflation was a rise in monetary policy
benchmark rates. A degree of currency appreciation was also permitted in Costa Rica and
Guatemala in 2008 to cushion the impact of imported inflation.

Since a large proportion of the population, and particularly the poorest families, spend a
considerable share of their income on food, a rise in domestic inflation as a result of external shocks not
only dampens the growth of domestic demand and production but, in the absence of supplementary
measures, seriously worsens income distribution and increases poverty. Consequently, a number of
countries have also introduced subsidies, implemented conditional transfer programmes (or raised
their amounts or extended their coverage) and distributed basic foodstuffs to the poorest.

Inflation dropped back again in 2009, to 3.3%, as a result of falling international food, fuel and
industrial input prices and the collapse of domestic demand resulting from the international economic
crisis. Inflation spiked again in 2010 and 2011, however, with jumps in food and transport prices.

4 |n Uruguay, the policy rate was increased by 25 basis points in September 2010. In Paraguay, growth in the monetary
aggregates eased significantly from December 2009, with M2 growing by just 5.6% (2.6% in real terms) between that
month and September 2010.

50 The rate of growth in the monetary aggregates increased in Argentina, especially from March 2010.

51 Five countries’ currencies are more than 20% stronger than their historical averages: Trinidad and Tobago (27.7%),
Colombia (27.7%), Brazil (25.3%), the Bolivarian Republic of Venezuela (23.5%) and Honduras (20.5%).
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Figure IV.21
CENTRAL AMERICA AND THE DOMINICAN REPUBLIC: SELECTED INTERNATIONAL PRICES
AND INFLATION, 2008-2011
(Average annual rates of change)

100

80

60

40

20

204

.40l

-6

o

EQEREEREEaTE
SRl

2008

EREEEECEREER

2009

2010 2011

|rH>ﬂHﬂﬂH|&r>LHm[ﬂﬂ ’

General inflation (right scale) = - -Fuels Foods —a—Industrial inputs

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

Figure V.22
CENTRAL AMERICA (3 COUNTRIES) AND THE DOMINICAN REPUBLIC: MONETARY POLICY
BENCHMARK RATES, 2007-2012
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC).

With the rise in inflation in 2010 and 2011, a monetary policy dilemma arose between
reducing inflationary pressures or underpinning a sustained recovery in the face of the
international crisis. Some monetary authorities began to raise the policy interest rates, with the
Dominican Republic doing so in late 2010, followed by Guatemala and Honduras in 2011. In Costa
Rica, on the other hand, the policy of low rates was maintained until the second quarter of 2011.
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In the Caribbean, inflation behavior is heavily influenced by external and internal shocks,
such as extreme weather events and food and fuel price shocks. In the past two decades, inflation
rates varied considerably between the countries of the subregion. Those with flexible exchange-
rate regimes reported much higher inflation rates than the group which maintained fixed
exchange-rate regimes (see table I1V.6). One explanation for this outcome is that, with fixed
exchange rates, fiscal expenditure is restricted by the rules of the Eastern Caribbean Currency
Union, for example (Duttagupta and Tolosa, 2006).

Table IV.6
THE CARIBBEAN: INFLATION BY EXCHANGE-RATE REGIME
(Percentages)
Fixed exchange rate Flexible exchange rate
Barbados Belize RS Carlbt_)ean Guyana Jamaica U ET) T

Currency Union Tobago
1990-1999 29 22 29 155 281 6.2
2000-2011 39 24 28 5.6 113 6.7

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

Figure 1V.23 shows the inflation rates of individual countries and groups of countries for
three periods: 2002-2005, 2006-2008 and 2009-2010. Throughout this time, inflation was higher in
Guyana, Jamaica, Suriname and Trinidad and Tobago than in Belize or Barbados. Countries that
maintained fixed exchange-rate regimes registered inflation rates of under 5% in all three
subperiods, while in those with flexible exchange-rate regimes inflation ran at over 10% during the
first two subperiods and over 7% in the third. On average, inflation in moderately developed
countries in the region is still trending downward and converging on rates in the countries of the
Eastern Caribbean Currency Union.

Figure V.23
THE CARIBBEAN: AVERAGE INFLATION RATES, 2002-2010
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures.
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Natural disasters are a frequent cause of economic shocks in the Caribbean. Between 1990
and 2011, at least five tropical storms affected practically all the islands of the Caribbean, the one
exception being Trinidad and Tobago. The social and economic effects of these events tend to
linger for several years after the initial impact, and their tendency to recur over time makes them
part of the subregion’s economic landscape and the cause of frequent shocks in its economies.

4.  Macroprudential policies

The experience in the region and further afield in the developing world suggests that heavy
concentration of lending in certain segments, especially real estate (be it residential or
commercial), is a typical forerunner of a crisis, since it leads to overinvestment in those sectors.
This tendency has to do in part with the short-sightedness and herding behaviour shown by
individual financial agents in assessing the market risks arising from overall credit concentration,
then applying that evaluation almost exclusively to the risks of their own portfolios. Underlying
this is an overoptimistic perception of their ability to shift their portfolios in the event of
difficulties —which tends to be reinforced by the procyclical behavior of risk-rating agencies.

Macroprudential policy became more crucial as financial globalization increased. The
economies of the region have faced increasingly volatile access to external financial resources,
sometimes caused by episodes of euphoria —fuelled by the impact of external financing in local
asset markets— followed by panic and herd behaviour on the part of external economic agents, of
the sort and with the dynamics described by Minsky (1975) and Kindleberger (1978).52

Several of the region’s countries have adopted flexible exchange-rate regimes, thereby
avoiding implicit exchange-rate guarantees and forcing agents to assume the risk of their own
operations. A managed float which introduces a degree of nominal short-term exchange-rate
uncertainty —without disregarding the wisdom of sending signals of medium- and long-term
stability— is one of the main strategies for preventing crises arising from overoptimistic
expectations of access to external resources. But, given that agents are more risk-tolerant in boom
periods, this may not be sufficiently dissuasive when external liquidity is high and interest rates
low in the world’s main financial centres.5®* Regulators must send clear messages on the risks
institutions run both individually and systemically.54

The global crisis of 2008-2009 showed once again that liquidity can behave procyclically
during both the build-up of systemic risk and the outbreak of the crisis and its transmission to the
rest of the economy. The misperception of agents —who thought that they could take and
liquidate positions relatively easily in a broad, highly liquid market— became clear at the critical
point. Several markets which had been liquid hitherto very quickly virtually dried up or slowed to

52 Greater exposure and volatility has also been facilitated by deficient financial regulation in development countries, as
demonstrated by the subprime crisis in the United States after 2007. See Crotty (2009) and Kregel (2009).

5 Borio and Zhu (2008) explore the link between the business cycle and risk perception and argue that this procyclical
propensity has had a greater hand in triggering financial crises in recent time.

5 Magud, Reinhart and Vesperoni (2011) recommend limiting incentives for the local financial system to obtain or
supply foreign-exchange-denominated resources, by imposing higher liquidity requirements on foreign-currency
assets and liabilities, higher capital requirements or dynamic provisioning for foreign-currency loans, smaller client
debt-income ratios and smaller ratios between credit extended and the value of collateral or guarantees in boom
periods, in order to control domestic credit expansion directly. These measures may be more effective than interest
rates when it comes to lending. However, the interest rate has a much broader impact and scope of coverage than
capital ratios, for example (Hannoun, 2010).
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a trickle, worsening the uncertainty and the global credit crunch and forcing a number of central
banks in the region to provide immediate emergency liquidity.

Financial markets are governed by expectations of returns, sometimes in the very short term
and with little relation to real economic performance. Such expectations have been shown to
behave in a manner that is over-optimistic during upswings —increasing risk tolerance— and over-
pessimistic and risk-averse during market downswings.®®* The impacts of higher risk tolerance
during upswings are worsened by systems of incentives which reward short-term returns: this
induces agents to emulate risky behavior and tends to erode governance within institutions as the
internal checks and balances, which should in theory limit risk-taking, are relaxed.

Certain regulatory standards can also sharpen procyclicality, particularly the measurement
of risk on the basis of short-term portfolio performance.’¢ Under the standards currently used in
several of the region’s countries, the level of loan-loss provisions (which are imputed credit costs)
depends on credit compliance status. In the great majority of cases, these provisions are
established on the basis of observed (not expected) portfolio performance. Since credit compliance
is procyclical, provisioning tends to rise during upswings and fall during downswings. The New
Basel Capital Accord (Basel I1), which is in force in several countries, may worsen this procyclical
behaviour since it links regulatory capital more closely with portfolio risk (see, for example,
Ocampo, Rada and Taylor, 2009).5

Table 1V.7 describes the macroprudential policy instruments used in the Latin American
and Caribbean countries, including different sorts of capital controls.5® A report prepared by the
Financial Stability Board (FSB), the International Monetary Fund (IMF) and the Bank for
International Settlements (BIS) for the Group of Twenty (G20) (FSB/BIS/IMF, 2011) indicates that,
although it is difficult to evaluate the effect of macroprudential instruments empirically, the
experience of several countries suggests that caps on credit-to-collateral and debt-to-income
ratios, limits on credit or credit growth, reserves and dynamic provisioning have countercyclical
effects. Thos effects are independent of both the level of development and the exchange-rate
regime in place.

C. Concluding remarks

This chapter has discussed the main aspects of macroeconomic policy developments in the region
over the past two decades, highlighting their strengths and weaknesses. Significant progress has
been made in building the fiscal space and making use of countercyclical fiscal and monetary
policy, but much remains to be done to forge closer linkages between industrial and
macroeconomic policies so that they can act together to promote structural change.

5% This euphoric-depressive behaviour is not limited to private agents. Public spending and wage expectations also tend
to exhibit procyclical traits.

56 See, for example, Rochet (2008), Bikker and Metzemakers (2002), Gordy and Howells (2006), Taylor and Goodhart
(2006) and Griffith-Jones (2009).

57 Discussions are under way on a new Capital Accord, Basel IlI.

58 Several central banks in Asia promoted the adoption of different macroprudential instruments before and after the
crisis of 1997, including countercyclical provisioning in China, Hong Kong Special Administrative Region of China, the
Republic of Korea and Singapore (Hannoun, 2010).
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Table IV.7

LATIN AMERICA AND THE CARIBBEAN: MACROPRUDENTIAL POLICY INSTRUMENTS

Measure

Cases

Rationale/aim

Explanation

Countercyclical capital
requirements

Caps on leverage ratios

Liquidity requirements

Dynamic provisioning

Loan-to-value (LTV) ratio

Debt-to-income (DTI) ratio

Reserve requirements for bank
deposits

Basel Ill, Brazil (de facto,
not de jure)

Basel Ill

Basel Ill, Colombia (2008)

Bolivia (Plurinational State of)
(2008), Colombia

(2007), Peru (2008),
Uruguay (2001)

Chile, Colombia, Dominican
Republic, El Salvador,
Guatemala, Mexico, Nicaragua

Chile, Colombia, Costa Rica,
Nicaragua, Panama

Argentina, Bolivia (Plurinational
State of), Brazil, Chile, Colombia,
Costa Rica, Dominican Republic,
El Salvador, Guatemala,
Honduras, Jamaica, Nicaragua,
Paraguay, Peru, Trinidad and
Tobago, Uruguay, Venezuela
(Bolivarian Republic of)

Build a buffer of capital during the upswing of the credit
cycle, for use later in stress scenarios (under Basel Il
the buffer varies from 0% to 2.5%).

Reduce the risk of a need for deleveraging on such a scale
as to destabilize the entire system and produce highly
adverse impacts on the real sector.

Identify, measure and monitor illiquidity risk by building
indicators that take possible stress scenarios in account.

Build a buffer of provisions during the upswing that can
be used to cover losses during the downswing.

Statutory cap imposed to curb credit growth in specific
sectors and hence reduce demand for certain assets
(usually assets thought to be experiencing a price boom).

Statutory cap on borrowers’ leveraging ratio to reduce
the risk of bank lending.

Countercyclical instrument which acts on credit growth
and allocation. It is also a monetary policy instrument.

In the case of Brazil, loans for automobile purchases with a high
loan-to-value ratio are penalized with a higher risk rating.

In a recent financial stability report, Chile presents estimates of ratios
similar to those proposed by Basel Ill. Colombia introduced a
liquidity risk management system (SARL) in April 2009 to monitor
and regulate the system’s liquidity position and incorporate variables
that capture possible stress scenarios into the calculations.

In the Plurinational State of Bolivia, countercyclical provisioning
ranges from 1.5% to 5.5% of loans.

In Colombia countercyclical provisioning requirements are set by
applying risk scenarios to the different categories of loans.

Peru does not maintain a standing cumulative fund but activates
and deactivates provisions according to a criterion of GDP growth.
General provisions range from 0.7% to 1.0% of loans and
countercyclical provisions by an additional 0.3% to 1.5%.
Uruguay's countercyclical provisioning fund varies from 0% to 3% of
total lending. It is set by calculating the difference between bad debt
forecasts and the amount obtained by applying certain statistical default
percentages to direct and contingent risks of financial institutions.

In Chile banks have the option of building countercyclical provisions
voluntarily (see financial stability report for first semester of 2011,
Central Bank of Chile).

Most Latin American countries apply LTV caps to mortgage loans.

This instrument is widely used. Most of the region’s countries use it
(with the notable exceptions of Mexico and Panama, which have no
statutory reserve ratio).
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Table IV.7 (concluded)

Measure

Cases

Rationale/aim

Explanation

Reserve requirements on other
liabilities of the banking system

(especially short-term liabilities
payable to foreign banks)

Limits on open foreign-exchange

positions

Management of credit risk
arising from currency
mismatches on the balance
sheets of debtors in the
financial system

Capital Taxes
controls

Reserves

Chile, Costa Rica (2012),
El Salvador, Peru (2010-2011)

Brazil, Colombia, Costa Rica,
Dominican Republic,

El Salvador, Guatemala,
Honduras, Mexico, Paraguay,
Peru, Uruguay

Guatemala, Honduras,
México, Nicaragua, Peru
(2010), Uruguay

Brazil

Peru (2008, 2010)

Chile and El Salvador (only on

external short-term lines of
credit to the banking system)

Reserve requirements are applied to bank liabilities which
the authorities aim to discourage. They are often applied to
short-term foreign loans to skew borrowing towards longer-
term —and therefore more stable— liabilities.

These are limits imposed on the amount of exchange-rate
risk financial institutions may incur.

The aim is for banks to internalize (by means of higher
capital requirements or by requiring larger provisions)
the risk of lending to borrowers whose balance sheets
have open foreign-exchange positions.

A tool to make external borrowing more expensive and
lower the returns on foreign investments in the country.

Peru has made extensive use of reserve requirements on short-term
foreign bank loans (with a term of under two years) to shift the
composition of bank financing towards the longer term. In 2012
Costa Rica is due to implement (2012) a reserve requirement on
foreign loans of under one year. El Salvador imposes a reserve
requirement on foreign loans of under five years. Colombia has a
reserve requirement but has kept the rate at 0% since 2008.

Quantitative limits are usually expressed as a percentage of bank
capital. In most cases the caps are applied to spot positions and
derivatives. Sometimes the limits are symmetrical for long and short
positions, and sometimes asymmetrical (for example, in Colombia,
Guatemala, Honduras and Peru). Chile replaced the previous cap on
open positions with a requirement for additional capital when open
positions exceed a certain threshold. Costa Rica and Nicaragua also
maintain additional capital requirements.

Peru and Uruguay, for example, have additional capital requirements
for loans to borrowers whose balance sheets have currency
mismatches. Peru had already set up additional provisioning
requirements for credit default risk arising from currency mismatches
in 2006. Uruguay has additional provisioning requirements for
foreign-currency loans regardless of the currency alignment on the
borrower’s balance sheet.

Brazil reinstated its financial transactions tax (IOF) in October 2009
(after suspending it in October 2008), this time exempting foreign
direct investment and foreign loans to banks and firms with terms of
over three years.

Chile (1990s) and Colombia (1990s and 2006-2008) imposed a
non-interest-bearing reserve requirement on capital inflows.

In 2008 and again in 2010, Peru imposed reserve requirements on
deposits by non-residents in the banking system and on banks’
short-term foreign liabilities.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official information.
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Structural Change for Equality: An Integrated Approach to Development ECLAC

Where fiscal policy is concerned, instruments of countercyclical policy, such as multiyear
budgeting methods and extraordinary revenue or stabilization funds, have been introduced although
they are not yet widespread (this is discussed in chapter VI). These instruments, together with the
reduction of external public debt (as a result, among other factors, of high export prices and direct
reduction programmes such as the Heavily Indebted Poor Countries Initiative), have progressively
created greater scope for countercyclical measures. This effort has not been matched by measures to
strengthen the financing available to meet spending needs through the tax system. Although progress
has been made, the tax burden in the region is still lower than would be expected from the
development level of its countries, and its composition is characterized by a preponderance of indirect
taxes of a regressive bent. Thus, despite the progress referred to, the fiscal situation of the region is still
far from fully consolidated. Remedying this will require a fiscal covenant laying down the bases for
equitable, progressive financing of the needs that economic and social development entails.

Monetary policy too has progressively taken on a countercyclical character, although there
are still significant differences between the countries in this regard, usually associated with their
degree of financial development. In a substantial humber of countries, the direction is set by
policies governed by inflation goals, in which interest rates are the main tool. In others,
conversely, methods of regulating the monetary aggregates are used for this purpose.

Over the past two decades, and particularly since 2001, the countries of Latin America and the
Caribbean have made major strides in reducing inflation, and this has provided a significant boost to
policies for reducing poverty and indigence, given how regressive the effects of inflation are. This
has been a result of lessons learned from the experience of high inflation in earlier decades, and of
external factors such as the worldwide declines in food and fuel prices in the 1990s and by the
reduction in wage costs resulting from the substantial rise in China’s output and global trade. At the
same time, this achievement was also the consequence of more balanced public finances from the
turn of the century, assisted both by tax reforms and, in several cases, by the fiscal bonanza resulting
from the upsurge in commodity export prices. As has been noted, this latter factor affected the
region’s economies in various ways, and the Central American and Caribbean countries, as net
importers of food and fuel, saw their terms of trade deteriorate, something that also had a negative
impact on their fiscal situation, given the need to offset the social effects of these price rises.

Almost irrespective of the monetary regime adopted, there has been a long-term trend
towards real-term appreciation in the region. Although this has occurred as part of a worldwide
tendency for reserve currencies to lose value, in some cases it has arisen from the direct or indirect
use of the nominal exchange rate as an inflation-fighting tool. The tendency towards currency
appreciation has created a dichotomy between the goals of stabilizing short-term inflation and
strategically encouraging exporters and new sectors of the economy, including import-substituting
ones. Real-term appreciation not only affects returns in non-traditional tradable goods-producing
sectors, making it harder to diversify the production structure and thereby compromising the
stability and pace of medium- and long-run growth, but can also expose the region’s economies to
external vulnerability that tends to lead to real instability.

Conditions in the external sector of the economy help to determine fiscal space. It is
important to consider macroeconomic policies in an integrated way and ensure that the analysis
includes effects which transcend the traditional spheres of fiscal and monetary policy, such as the
effects on the production structure and the risk of losing capabilities in the long term. The role of
the different instruments, including exchange-rate policy and macroprudential regulations, as
well as their relationship with the goals of structural change and social inclusiveness, are
discussed later (see chapter VI).
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