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Foreword

ECLAC has been publishing tBeonomic Survefpr 59 approaches, it has been restructured with a view to making
years now. The first edition of this report was drawn up it even more useful for its readers. In a reformulation that
under the Executive Secretary’s supervision at the behesharks back to the early editions of thervey from now
of the Commission, which requested that “an economic on the analysis of the current economic situation that is a
survey of Latin America” be prepared. That document customary part of this publication will be supplemented
was the new Economic Commission’s first contribution by an additional section. The studies making up this new
to an understanding of the region’s development processsection will deal with a significant issue relevant to the
The Survey thus embodies the Commission’s fulfilment region’s economic development and will provide analyses
of one of the specific purposes for which it was created extending beyond the scope of an examination of current
by undertaking or sponsoring “the collection, evaluation trends. It is hoped that this new addition will contribute to
and dissemination of ... economic, technological and “the long and difficult task of preparing a complete and
statistical information ..* on the region. In fact, the fully documented study of economic conditioRsits
former Director of the Central Bank of Argentina, Raul aim is to provide further inputs for the economic debate
Prebisch, arrived in Santiago as a consultant to work onconcerning means of promoting a rapid, sustainable growth
the 1948 edition of thEconomic Surveyever since then,  process capable of creating conditions conducive to an
theSurvey has served as a withess and as a leading actamprovement in the living conditions of the Latin American
in the economic development of Latin America and the and Caribbean population.
Caribbean. This change also accommodates the recent evolution of
This flagship publication of ECLAC, which Alberto  theSurvey's'sister publication,” th&reliminary Overview
Hirschman once described as the “Latin American manifest,” of the Economies of Latin America and the Caribhean
(Bielschowsky, 1998), is one of the most frequently quoted which is published at the close of each year. Thanks to
reports of its kind in the region. As the sixtieth anniversary of the growing availability of information, together with a
theEconomic Survey for Latin America and the Caribbean major effort to analyse and synthesize the relevant data,

1 Economic and Social Council resolution 106(VI1) of 25 February 1948.
2 Letter of transmittal accompanying the 1948 edition oBbenomic Survey, September 1949.
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thePreliminary Overvievhas gradually become a more the current debate about the problems and characteristics
detailed, indepth examination of the economic situation of economic growth in Latin America and the Caribbean
in the region. Consequently, tberview now furnishes  based on the points raised at a workshop on the subject
much of the information that tHeconomic Survey has held in June 2007.
traditionally provided. The following section presents an analysis of the
The first chapter of this fifty-ninth edition, entitted economic situation in the countries of Latin America
“Regional overview,” surveys the main economic events and the Caribbean in 2006 and the first half of 2007.
and developments of 2006 and the first half of 2007 in These individual country reports include statistical tables
the light of the region’s recent economic performance. that illustrate trends in a number of the main economic
This chapter is supplemented by a statistical appendixindicators. As in the preceding edition of theonomic
that is considerably more extensive than those of previousSurveythese reports, along with the statistical appendix,
editions. are contained in the CD-ROM that accompanies the
The next three chapters describe various aspects of thgrinted publication and are also available on the ECLAC
region’s economic growth dynamics. Chapter Il explores web portal (www.eclac.org). The tables provided in the
the relationships among investment, saving and growth statistical appendix provide ready access to data for recent
in the past few decades. Chapter Il looks at economicyears and facilitate the creation of spreadsheets. The CD-
growth patterns and, more specifically, transitions from ROM also contains the electronic version of the chapters
one pattern to another and the role that factors such agppearing in the printed publication.
investment, saving and productivity play in those transitions. The statistical information presented in this publication
Chapter IV addresses a number of the issues involved inreflects the data available as of 30 June 2007.
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Executive summary

Against the backdrop of an extraordinary performance onin fiscal revenues are the same ones whose terms of trade
the part of the world economy, which is enjoying solid, have improved the most. In a majority of the countries, the
widespread growth, the Latin American and Caribbean increase in spending has been almost entirely accounted
countries are currently going through extremely favourable for by rising current expenditures (which were up by
economic times. Almost all of the countries of the region 0.4% of GDP), while capital outlays have remained nearly
have been growing steadily since 2003. In 2006, the regionconstant (up by 0.1% of GDP).

posted a growth rate of 5.6%, and ECLAC projections The generation of hefty primary surpluses, debt
point to GDP growth of 5.0% for 2007 and 4.6% in 2008. restructurings, the HIPC Initiative and the appreciation of
If these projections are borne out, the region’s per capitathe countries’ currencies against the dollar have all played
GDP will have risen by 20.6% (over 3% per year, on arole in reducing the public debt relative to GDP. At the
average) by the time it completes its sixth consecutive central government level, the simple average for this ratio
year of growth. fell from 43.9% in 2005 to 37.0% in 2006. In addition,

During 2006 a further deepening was observed in the countries of the region have been taking advantage of
two trends associated with this growth phase that havethese favourable macroeconomic conditions to implement
set it apart from previous growth spells in the region: the active liability management policies that have helped them
surplus on the balance-of-payments current account and theéo diminish their financial vulnerability.
positive primary balance posted by the public sector. Another hallmark of the current growth phase is that,

The current account surplus is largely attributable as a result of the combination of fairly low international
to an improvement in the region’s terms of trade, which interest rates, better terms of trade and large flows of
have risen by the equivalent of 3.4% of GDP. This trend remittances, the expansion of national income at constant
is, by and large, confined to the South American countries, prices is outpacing GDP growth. Since national income is
however, as neither the Central American nations nor mostalso climbing faster than consumption levels, the region’s
of the Caribbean countries have seen any upturn in theirrising national savings rates are providing financing for
relative export prices. a higher level of investment.

The primary surplus recorded in 2005 and 2006 As in 2004 and 2005, in 2006 the volume of
reflects an increase in fiscal revenues that has more thamxports of goods and services for the region as a whole
outweighed the expansion of public expenditure. This expanded more swiftly (7.3%) than GDP. In addition
represents a departure from the preceding years, whero the unremitting external demand for the region’s raw
spending levels had risen less, on average, than GDPmaterial exports, the pace of economic activity and
The countries that have witnessed the sharpest upswinglomestic demand in the Latin American and Caribbean
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countries have spurred intraregional trade in manufactures.  During 2006 the Latin American and Caribbean region
The volume of imports of goods and services surged by continued to reinforce its net external liability position and
14.2% and therefore outstripped the growth of exports for reduce its vulnerability both by diminishing its liabilities and
the third year in a row. The 3% reduction (appreciation) raising its level of reserve assets. The surplus on the basic
in the Latin American and Caribbean region’s average balance, which amounted to 2.6% of GDP, reflected a current
real effective exchange rate relative to the rest of the account surplus equivalent to 1.6% of GDP and some US$
world in 2006 may have been a contributing factor in 30 billion in net FDI. This helped the region to continue
this connection. South America withessed a sharperpaying down its external debt and building up its reserves.
appreciation than the regional average, which cameln fact, its greater domestic savings capacity and improved
to 4.6% in 2006, while, on average, the currencies of fiscal accounts, as well as the more favourable conditions
the Central American nations, Caribbean countries andseen on international financial markets in recent years and
Mexico appreciated very slightly (1%). the domestic policy incentives generated by the downward

Internal demand performed well in 2006 (7.1%), as it adjustment of domestic interest rates and the greater uncertainty
had in 2004 and 2005 as well, thanks to stronger growthassociated with more flexible exchange-rate regimes, have led
in gross fixed capital formation (13.4%) and, to a lesser to a striking reduction in the region’s external debt burden,
extent, in consumption (6%). Gross fixed capital formation whether measured in terms of GDP (in 2006 it shrank from
amounted to the equivalent of 20% of GDP in 2006. This 26% to 22%) or in terms of regional exports (from 101%
is the highest figure to be recorded in 1990-2006, althoughto 84%). In addition, in a trend that mirrors (although on a
it still falls short of the peak levels of the 1970s. smaller scale) what is happening in other parts of the world,

The steady rise in the level of economic activity was the countries of the region have expanded their international
reflected in an improvement in labour-market indicators. reserves by nearly US$ 50 billion.

Not only did the unemployment rate slip from 9.1% in 2005 The more buoyant financial conditions generated
to 8.6% in 2006 (the projected rate for 2007 is 8.3%), but by the liquidity of international capital markets have
job quality also rose, as is demonstrated by the increasingalso enabled the countries to improve their debt profiles
percentage of total employment that is accounted for by with longer maturities and lower rates while at the same
formal wage employment. After several years during time increasing the share of their obligations that are
which wage hikes had been held back, first, by a very denominated in local currencies. Their vulnerability to
sluggish labour market and, then, by the fact that the external shocks has also declined, thanks to the fact that
impact of stronger labour demand was concentrated in thea number of the region’s economies, particularly in South
number of jobs rather than wage levels, in 2006 averageAmerica, are less dollarized than they used to be.

real wages in the formal sector rose by over 2% at the Not all the countries of the region have been able
regional level for the first time since 1997. (The weighted to capitalize upon the favourable external environment
average increase was 2.8%, but the median of nationato the same extent, however. The export prices of the
rates of wage increases was 1.9%.) The approximately 3%Central American countries and many Caribbean nations,
expansion in employment, the upward adjustment of realin particular, have not improved, and the trends in their
wages and the strong growth of credit all played a part interms of trade and current accounts have therefore been
the fairly sharp rise in household consumption. less positive, although some of these countries did receive

The weighted average inflation rate for Latin America hefty inflows in the form of remittances. In addition, gross
and the Caribbean was 5% in 2006 (down from 6.1% in national income and investment have been more sluggish
2005). As a simple average, the region’s rate of inflation in these countries, they have been registering fiscal deficits,
fell from 7.3% in 2005 to 6.4% in 2006. This result fits in  and their external positions are often more vulnerable then
with the downward trend observed in this indicator since those of the South American countries in terms of their
2002, when the regional rate was 12.2%. levels of international reserves and external debt.

With the level of economic activity climbing steadily Trends in the international economy and the relative
in most of the countries and expectations of higher inflation strength of the region’s economies provide grounds for
as a consequence of strong commodity (and especiallycautious optimism about the near future. The region’s
energy) prices, as well as a measure of concern abougrowth rate for 2007 is projected at 5.0%, and it is likely
the possibility of overheating, most of the countries’ to maintain its current account surplus. Investment
central banks followed a strategy involving a gradually continues to be the component of demand that is doing the
less expansive monetary stance. Brazil and, to a lessemost to drive growth, and although private consumption
extent, Mexico were the most notable exceptions to thisis making a steady recovery, it is expected to grow less
rule, however. Nonetheless, real interest rates remainedhan national income in 2007 once again, which means
fairly low in relation to their historical levels. that national savings rates should rise further. Net exports
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will once again be negative, however, as a consequence ofrom climbing export prices. Since these types of price
the slackening growth of total exports and rising imports, trends may be short-lived, this situation may give rise to
which are being spurred by brisker economic activity and a financing problem. Furthermore, higher levels of public
lower real exchange rates. Another promising developmentspending may, directly or indirectly, put added downward
is the declining unemployment rate, which is expected to pressure on the real exchange rate.
slip to 8.3% for 2007, a level similar to the rates recorded This is why ECLAC has repeatedly advocated the
in the early 1990s. On the other hand, although the simpleformation of a fiscal covenant by the governments of the
average inflation rate for the region has been stable in theregion which would allow them to make legitimate increases
early months of 2007, it has been picking up in a number ofin expenditures without scrapping the effort they have
countries, and the pressure coming from both the demandeen making to balance public accounts on a sustainable
and supply sides could signal a more widespread upturnbasis. This will also entail taking a more prudent policy
in inflation within the region. approach during the upswing of the business cycle by
Although the characteristics of the present growth phasedelinking revenues from expenditures or by lowering the
compare favourably with those of earlier growth spells, they public debt. The primary task that the region has before it
also pose some dilemmas for economic policymakers thatin this area is thus the development of institutions capable
may not only influence short-term economic trends but of consolidating acyclical fiscal policies.
could also have an impact on the shape of each country’s  Finally, the countries of the region need to concern
production profile. themselves with the increasing incorporation of knowledge
More specifically, excess supply on currency markets into the production structure. In order to accomplish this,
has exerted downward pressure on the countries’ realthey need to boost investment in physical and human
exchange rates, with the strength of that pressure varyingcapital and achieve gains in total factor productivity in
from one nation to the next. As a result, their real exchangeorder to enable the region to position itself successfully
rates have been appreciating steadily in the early months ofn the world arena and consolidate a sustainable growth
2007. This is particularly the case in the South American process.
economies and is beginning to be a cause of some concern  As a means of contributing to this debate, this year's
as exports begin to lose momentum. If real exchange-rateedition of theEconomic Survey not only examines the
trends come to be seen as a problem in the short runeconomic situation in 2006 and 2007 and explores the
economic authorities may be forced to choose betweeneconomic policy challenges that it raises, but also offers
sacrificing some degree of monetary independence anda study on the features and dynamics of the region’s
putting up with some degree of exchange-rate appreciation.economic growth over a longer time span (1960-2002),
The problem may be mitigated to some extent, dependingwith special attention to its linkages with investment and
on the central banks’ ability to use open market operationssaving. Based on the literature on the subject and the use
to sterilize the expansion of the money supply associatedof various empirical methods to analyse the available data
with the decision to maintain the real exchange rate at aon six large and medium-sized countries in the region, this
given level. This might, however, simply shift the problem study demonstrates the importance of fixed investment as
into the future by generating a quasi-fiscal deficit that will the chief source of economic growth. Nonetheless, total
have to be dealt with sooner or later. factor productivity is what accounts for the differences
Fiscal policy can also be used to help stabilize the among the various countries’ growth rates. Labour’s
exchange rate either through the adoption of countercyclicalcontribution to this aggregate varies considerably from one
measures or through the establishment of stabilizationcountry to the next, with skilled human capital exerting a
funds. It becomes easier to make use of these typestronger influence than manpower in general.
of tools when the public sector is a major commodity Investment in machinery and equipment is the
producer and exporter. component of fixed investment that contributes the most
In 2003-2006, the Latin American and Caribbean to economic growth, and private investment has a greater
countries’ public accounts reflected a steep rise in revenuegrowth effect than public investment. In fact, the mutual
and an initially prudent approach to the management ofcausality that has been found to exist between private
public expenditure which later began to give way to an investment and economic growth contributes to a deeper
accelerating upswing in outlays. This poses a range ofunderstanding of the vicious and virtuous circles that have
problems, starting with the procyclical pattern of spending, taken shape throughout the region’s economic history.
which tends to amplify fluctuations in the business cycle Other elements that make a significant contribution
rather than smoothing them out. In addition, in many to economic growth include price stability, success in
cases the increase in spending has occurred in respongeeeping the external debt under control and —in line
to higher revenues which are, in turn, largely derived with the importance of skilled human capital discussed
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earlier— education. Secondary education, in particular, Although a high rate of investment is necessary
made a valuable contribution to economic growth in the to maintain a rapid pace of economic growth, growth
1960s and 1970s, but its influence began to decline inaccelerations often precede rising investment rates, while
the 1980s and has diminished further since then as thén many other cases, a steep drop in the growth rate has
coverage of this level of education steadily expands. preceded a downturn in investment. Moreover, not all
This trend attests to the mounting importance of higher investment accelerations give rise to higher growth rates.
education and other forms of instruction and training By the same token, and despite the close correlation
that promote the dynamic adoption of new technologies between national saving and investment, not all growth
and, through them, gains in total factor productivity and accelerations have been accompanied by an increase in the
economic growth. national savings rate, since there have been times when
An analysis of nine countries in the region corroborates higher growth has been underpinned by rising external
the positive correlation between national saving, on savings levels. In some instances, such upturns in external
the one hand, and economic growth, public saving andsaving have led to higher investment, but in others, they
financial deepening, on the other, as well as the negativehave fuelled consumption instead. The crowding-out of
association between national and external saving. Thisnational saving by external saving has been more marked
negative relationship is attributable to the crowding out when external saving is on the rise, whereas the negative
of the former by the latter, which limits the impact of correlation between the two has been weaker when external
any increase in external saving on investment. Be this assaving is on the decline.
it may, a clear-cut form of causality between saving and Accelerations or decelerations in growth, investment
growth cannot be established, and the available informationand external savings rates often occur simultaneously in
appears to point to the existence of mutual causalitiesthe countries of the region. This is probably a reflection
which may flow in one or the other direction depending of their economic interdependence and of the fact that
on the specific constraints found in each case. they are subject to many of the same repercussions from
A positive relationship between national saving and extraregional processes. National savings rates, in contrast,
inflation was also identified. This is interpreted as being a are mainly a function of processes that are specific to the
sign of the presence of precautionary saving behaviour. Itcountries concerned.
is possible, however, that this is not a linear relationship, In conclusion, no common or constant pattern can be
since, when inflation is high, saving as well as investment discerned in terms of the co-occurrence or sequencing of
and growth tend to decline. The study did not find any variations in economic growth, investment, national savings
significant correlations between national saving and interestand external savings rates. Because of the interaction between
rates, the terms of trade, trade openness, income distributionshared factors and specifically national factors, these patterns
per capita GDP or the dependency rate (youth and oldervary across countries and over time. Consequently, the
adults as a percentage of the working-age population).application of general theories or econometric findings can
The conclusion drawn from these findings is that a high lead to erroneous interpretations of growth processes and
national savings rate appears to be a necessary conditioto oversimplifications that can impair the formulation of
for rapid economic growth, but that neither it nor a high successful growth-promoting policies for the region.
investment rate is a sufficient one. The fourth chapter of this yeatSurveylooks at a
These general conclusions mask a wide variety of number of recent analyses of the region’s growth process and
specific conditions, however. Chapter Ill is devoted to its bottlenecks, including possible reasons why total factor
an analysis of the differing situations existing in eight productivity has risen so slowly and why countries have had
countries of the region in terms of economic growth so much difficulty in finding their way back to a growth path
rates, investment, national saving and external saving,in the aftermath of economic crises. The chapter concludes
along with the co-movements in these variables registeredwith brief analyses of recent growth spells in Argentina, Brazil,
in these countries. This analysis demonstrates that theMexico and the Central American and Caribbean countries
characteristics of a number of growth spells that have in which it pinpoints some of the specific factors interfering
occurred in the region cannot be interpreted on the basiswith the attainment of higher and sustained economic growth
of general econometric studies or economic theories. rates in each country and subregion.
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Chapter |

Regional overview

A. Highlights of recent trends in the economies of
Latin America and the Caribbean

Conditions in the Latin American and Caribbean economies have been highly favourable, anc
this has been reflected in the sustained growth of nearly every country in the region since 2003
In 2006, the region posted a growth rate of 5.6%, and ECLAC is projecting GDP growth of 5.0%
for 2007 and 4.6% for 2008. If these projections are borne out, the region will have registered
a cumulative increase of 20.6% in per capita GDP (somewhat over 3% per year) by the time i
completes its sixth consecutive year of growth in what appears to be turning into the stronges

(and longest) growth spell since 1980.

As noted in earlier editions of tieconomic Survey  workers’ remittances are being received by Mexico, by
this growth period is unusual not only in quantitative some countries in the Caribbean and South America
terms (i.e., its scale and duration), but also in various (such as Ecuador and Colombia) and by various Central
gualitative dimensions having to do with the stability American nations.
of key macroeconomic variables both in the region as a Unlike what has customarily occurred during past
whole and in almost all the individual countries within it. periods of economic growth, public expenditure has
In fact, during these years, growth has been accompaniednot followed the widespread upturn in fiscal revenues,
at the aggregate level, by surpluses in both the balanceat least during the early years of this present growth
of-payments current account and in the public sector’'s phase. The way in which public accounts have been
primary balance. managed in recent years has resulted in an increase in
The current account surplus is chiefly attributable the primary surplus and the virtual elimination of the
to the upswing in the terms of trade seen mainly in global deficit. This, in turn, has paved the way for a
the South American countries. In addition, very large significant reduction in public debt levels, as will be
foreign-exchange inflows in the form of emigrant discussed in greater detail below.
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Figure 1.1 Another conspicuous aspect of this growth phase is that,
LATIN AMERICA AND THE CARIBBEAN: PER CAPITA GDP owing to the combination of lower international interest
(Year prior to the first year of growth=100) . . .
rates, better terms of trade and higher remittances, national
120 | P income (measured at constant prices) has been growing

faster than GDP. Since the growth of national income has
also been systematically outstripping the expansion of
consumption, the resulting increase in national saving has
made it possible to finance increasingly higher investment
levels. Consequently, the ratio of gross capital formation

to GDP is at its highest level of the last 25 years, although
still below the peak levels reached in the 1970s.

The continuing increase in economic activity has
= ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ also led to an improvement in labour-market indicators.
0 1 2 3 4 5 6 4 8 The unemployment rate, for example, is down from
9.1% in 2005 to 8.6% in 2006 (and is projected to
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slip to 8.3% for 2007). Job quality is also improving,
Source: Economic Commission for Latin America and the Caribbean (ECLAC), on as demonstrated by the expanding proportion of the
the basis of official figures. increase in total jobs represented by formal wage
J p y g
employment.
During recent years, the countries of the region have
also strengthened their external positions. The factors op G;gth'jRATES
that have made this pos§|ble |_nclude not onIy the above- (Percentages based on figures expressed in millions of dollars
mentioned improvement in their current accounts but also at constant 2000 prices)
the liquidity of international capital markets. Although _Country : 2004 2005 2006° 2007° 2008°
the countries’ balance-of-payments capital and financial 2"/ meneasndine cambbean 62 =46 56 50 45
accounts are still not registering a positive inflow (net of o america 74 53 58 57 49
foreign direct investment), these conditions have been central America and Mexico 41 32 51 36 40
reflected in declining levels of country risk. Argentina 90 92 857555
. . . . Bolivia 4.2 4.1 4.6 4.2 5.0
The question arises as to why net financial flows to . 57 29 37 a5 a5
Latin America and the Caribbean are negative at a time chie 60 57 40 60 50
of such abundant liquidity. First of all, low domestic  Colombia 49 52 68 68 55
interest rates and the greater uncertainty associated_""""" B
with the flexible exchange-rate regimes now in use g savador 18 28 42 45 40
have spurred borrowing on local financial markets. In  cuatemala 32 32 46 50 45
addition, an analysis encompassing both the real and Ha 85 1823 85 35
fi ial sectors of the economy suggests that domestic /""" 59 A 60 s 80
Inancia y g_g . Mexico 4.2 3.0 438 3.2 3.7
demand has not grown enough, given the countries’ nicaragua 53 40 37 43 40
present export volumes and terms of trade, to generateranama 75 69 81 85 75
a foreign-exchange shortage that would then have to be " S
covered with external resources. Conseqqently, it MaY pominican Republic 27 92 107 75 60
be argued that investment has not been high enough touruguay 118 66 70 52 45
attract larger capital inflows to finance it and that this is Venezuela (Bolivarian Rep. of) 183 93 108 68 45
what has prevented the region from posting higher growth $2">*" LrooATTe o ss sl
p . 9 p ghig 9 Bahamas 18 2.7 6.0 45
rates than those seen in recent years. Barbados 48 41 38 40
This relatively abundant supply of foreign exchange Belize 46 35 58 25
has been reflected, first of all, in rising international 2" L6 200 ar 50
.. . Jamaica 1.0 1.4 25 3.0
reserves and decll_nlng levels of net external borrowm_g. T_he Suriname 77 56 58 50
behaviour of public accounts has also been a contributing Tinidad and Tobago 88 80 120 80
factor in this last regard. In addition, better financial FRegcanbeancurenyinon 53 61 71 s
conditions have allowed the countries to improve their cubac 54 118 125

debt profiles in terms of both maturities and interest rateSSwrcg: Economic Commission for Latin America and the Caribbean (ECLAC).
while at the same time increasing the relative share of, Leimnay figures.

b Projections.
|Oca|-Currency debt. ¢ Data supplied by the National Statistics Office of Cuba.
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B. The international environment

The favourable conditions being experienced by Latin Japan’s economy is turning in a solid performance and
America and the Caribbean in recent years have beeris expected to grow by 2.1% in 2007, thus maintaining a
set against the backdrop of an extraordinarily strong pace quite similar to what was seen in 2006, when it grew
performance by the world economy, which has been by 2.2%. In fact, the economy has been expanding steadily
enjoying solid, widespread growth. In 2006, the world since 2003, with an average annual growth rate for this
economy grew by 4%, with 96 out of a total of 159 countries period of 2.5%. Although the external sector continues
surveyed reporting per capita GDP growth rates aboveto be the economy’s major engine of growth, investment
3%2 Of these countries, 63 are developing economies, has also been a pillar of growth in recent years and is
and 13 of the latter are within the Latin American and expected to remain strong. In addition, the improvement
Caribbean region. Global growth is expected to slow seen in the country’s labour markets is expected to have
to 3.4% in 2007, principally as a consequence of the a positive impact on household consumption.
tendency exhibited by the United States’ GDP. As the As usual, the Chinese economy’s behaviour makes
year progresses, however, it is becoming increasinglyit stand out among the developing countries, with a
apparent that the slowdown seems to be tapering off andgrowth rate of 10.7% in 2006. Its rate of expansion is
that the second half of 2007 will therefore be better than expected to remain at very high levels, although slightly
the first. As a result, the global economic growth rate for lower, at 10.1%, for 2007. This forward momentum is
2008 is projected at 3.8%. powered by exports as well as by the country’s enormous
Among the developed nations, one of the most and vigorous domestic market, which is an increasingly
significant factors is the slowing of United States GDP important one for exports from other Asian countries
growth from 3.3% in 2006 to an estimated 2.1% in 2007. and developing nations in general, including those of
This economy’s weakness in 2007 is attributed to the Latin America.
problems that have arisen in the mortgage market and the  The other large developing country that is conspicuous
high level of household debt (measured as a percentagéor its economic performance is India, which posted a
of household consumption), which has underpinned growth rate of 9.0% in 2006. This economy’s pace of
growth in the United States in recent years. Although expansion is expected to slow in 2007 as a consequence
exports have strengthened in relative terms, the deficitof its already high levels of installed-capacity use
that the United States is running on its external accountsand inflationary pressures, which have prompted the
remains very high and continues to have the potential toauthorities to tighten up their monetary policy. Given
exert downward pressure on the dollar. these circumstances, the Indian economy is projected to
In the euro area, a growth rate of 2.5% is expected grow by 8.4% in 2007.
for 2007, which is slightly lower than the 2.7% rate Generally speaking, the currently favourable economic
posted in 2006. Exports and investment continue to besituation is expected to spread throughout other parts
the main driving forces for the expansion of demand, of the developing world, such as Africa, the Middle
but private consumption is beginning to make a strong East, South and East Asia, the transition economies of
recovery. The German economy has been particularlyEastern Europe and the nations of the Commonwealth
strong, with a growth rate of 2.8% in 2006, to be followed of Independent States that were once part of the Soviet
by a projected rate of about 2.5% in 2007. This slight Union. In many instances, the countries concerned
slowdown will probably be evident in all the rest of the are major producers and/or exporters of commodities,
European economies as well. especially petroleum.

1 See United Nations, World Economic Situation and Prospects 2007. Update as of mibk0¥ork, May 2007.
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C. A nearly unprecedented combination of events

1. The external environment and the current account

The region’s growth has been fuelled by a highly favourable In 2006, the region’s terms of trade were 31% higher
external environment. Factors that have combined tothan their average for the 1990s. If the comparison is
create that environment include the steady expansionbased on the average for the last three years (2004-
of the world economy, China’s and India’s increasing 2006), however, then the improvement amounts to 24%.
importance in world demand, and international capital Commodity prices (especially petroleum and metal
markets’ high levels of liquidity. These trends have driven prices) were the most important contributing factor in
up export volumes and improved the region’s terms of this connection.

trade, thereby helping to boost its trade surpluses.

Export volumes have climbed by nearly 7.4%, on Figure 1.2
. . .. LATIN AMERICA: GROWTH RATE FOR EXPORTS OF GOODS,
average, in the last two years and may rise by a similar BY SUBREGION, 2000-2006
rate in 2007. South America’s export growth (measured (2000 dollars)
in 2000 dollars) has slowed considerably, however, .
falling from 14.4% in 2004 to 8.9% in 2005 and thento , . | ©*
3.7% in 2006 (see figure 1.2). In contrast, Mexico's and , , | 14.4%

the Central American nations’ export growth (measured
at constant prices) in Mexico and Central America, has
climbed from 5.8% in 2004 to 6.7% in 2005 and to 10.7% ., |
in 20062 The information available for the first half of  ,,, |

12.0% +

10.7%
10.0% -

2007 appears to indicate that the results will be more ,,,, | "\ 4 .
even across the various subregions this year, with South,, | S a%
America’s exports rising more swiftly and export growth ., _wosw —
in Mexico and Central America moderating its pace. 2006
In contrast, bolstered by an upswing in economic 2000 2001 2002 2003 2004 2005 2006
activity and a significant appreciation of the countries’
South America —e—Mexico and Central America

currencies, imports have been growing at an annual rate
of 13% in real terms (19% per annum for South America) Source: Economic Commission for Latin America and the Caribbean (ECLAC), on

. ! the basis of official figures.
and the pace of growth picked up further between 2005
and 2006. A relevant fact to be noted here is that, as  As may be seenin figure 1.3, the improvement in the
shown by a number of studies, most of the Latin American region’s terms of trade has clearly been driven by price
countries’ imports have an income elasticity in the long trends for the commaodities included in Latin America’s
run greater than 4. export basket. As this figure also shows, the terms of trade

2 In 2006 Mexico posted a strikingly sharp increase in its exports of manufactures and, within this category, of products from the mining an

metals sector, automotive industry, and food and beverage industry, as well as of data processing equipment.

3 See, among others, Senhadji (1998) and Bello and Pineda (2007). Using real GDP as a measurement of income and the real exchange rz
a measurement of prices, this last study calculated the income elasticity of imports as ranging from 0.67 in Peru to 2.54 in Uruguay. When 1
real GDP-to-exports ratio was used as a measurement of income (while also controlling for the real exchange rate), income elasticity ranc
from 0.65 in Peru to 3.09 in Uruguay. In the first case, only one country had an elasticity below unity, while in the other case, two countries di

(Peru and Honduras).
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have been less volatile than commodity prices, at least
since 1990, thanks to the smoothing effect of trends for
the other products (especially manufactures) making up
the region’s export basket. The terms of trade reflect a
strong positive trend since 1990, but thisis not the case
of the price index for non-energy commodities, where a
clear-cut trend has taken shape only during the last few
years of the period under analysis.

Figure 1.3
LATIN AMERICA: TERMS OF TRADE AND COMMODITY PRICES
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of official figures.

Changes in the terms of trade worked against the
interests* of the oil-importing Central American and
Caribbean countries (with Trinidad and Tobago and
Suriname being the exceptions), but many of these
countries, along with Mexico, are the recipients of
hefty inflows of remittances from emigrant workers.
These remittances amounted to 2.2% of GDP for the
region as awhole, but they totalled 11.1% of Central
America’'s GDP and 2.8% of Mexico's, whichisgreater
than the percentage of GDP that the latter receivesin
the form of foreign direct investment (FDI). For the
three Caribbean countries that receive large inflows of
such remittances, these funds represent, on average,
nearly 6% of GDP.

Another characteristic feature of the trend in the
balance-of-payments current account in the past few
yearshasbeen asizeableincreasein foreign firms' profit
remittances to their parent companies, especially in the
case of South America(seefigurel.4). Thiscircumstance
isassociated with therising prices of some commodities
and thefact that, in many cases, operationsinvolving the
extraction of natural resources are carried out by foreign
enterprises.
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Figure 1.4
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of official figures.

The combination of trade surpluses and unrequited
transfers (i.e., payments not offset by higher paymentsto
factors of production held by non-residents) is what has
generated the surplus on the balance-of -payments current
account which has accompanied the region’s growth
since 2003. In the past, periods of GDP growth have been
associated not only with current account deficits, but also
with a progressive deterioration in that account. The last
four years have been the only time that the region has
posted acurrent account surplus at least since the 1960s.
Furthermore, there has never been another period in which
theregion has grown at this swift apace while at the same
time witnessing an improvement in itsexternal accounts,
even though they are still showing deficits.

Figure 1.5
GROWTH AND THE CURRENT ACCOUNT BALANCE, 1962-2007
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of official figures.

No price indices for the Caribbean countries’ exports and imports are available but, since, taken as agroup, they are net oil importers, it can be

assumed that, if ameasure of their terms of trade did exist, it would reflect a deterioration similar to the one experienced by Central America.
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2. GDP, income and demand components

In 2006, as in 2004 and 2005, the increase in the region'ssumulative increase of 42.2% in 2004-2006 over its 2003
disposable gross national income (dGNI) (7.3%) outpacedlevel. Its dynamism has been fuelled not only by the buoyancy
GDP growth. One of the main factors driving dGNI has of construction, but also by the strength of investment in
been the significantly stronger terms-of-trade effect, mainly imported machinery and equipment (with increases
which amounted to the equivalent of 3.4% of the region’s of 31% and 60% during those years, respectively). Gross
GDP during the year. At the country level, the various fixed capital formation in 2006 amounted to 20% of GDP
components have had differing impacts. Exporters of —a record high for 1990-2006 (see figure 1.6).
metals, minerals and hydrocarbons (Bolivarian Republic
of Venezuela, Bolivia, Chile, Colombia, Ecuador and Peru) Figure 1.6
. . . . . GROSS FIXED CAPITAL FORMATION

benefited from a sizeable increase in dGNI, mainly as a (Percentages of GDP at 2000 prices)
result of the increase in the terms-of-trade effect, although -
in some cases there was also a considerable upswing in net
payments of profits and dividends to the rest of the world ,q, . g i | 20w
(Bolivarian Republic of Venezuela and Chile). In the other e rith=d Y L1
South American countries, the expansion of dGNI also 1s% { 150
outdistanced GDP growth, although by a smaller margin.
The situation in Central America varied across countries, 0% 0%
since, in some cases, dGNI still outstripped GDP growth,
despite the decline in the purchasing power of exports, > T
thanks to the increase in remittances from emigrant workers
(Guatemala, El Salvador and especially HONAUIaS). 1N ™ o 1001 1062 1095 504 1905 1990 1087 998 1560 2000 2001 2002 2009 2004 2005 2006
Mexico, the expansion of national income was the outcome
of both the increased terms-of-trade effect and a higher
level of net current transfers from abroad. Source: Economic Commission for Latin America and the Caribbean (ECLAC), on

The volume of exports of goods and services grew the basis of official figures.
(7.3%) faster than GDP in 2006, as had also been the  Gross fixed investment has risen at an annual rate
case in 2004 and 2005. In addition to the continuing of over 12% for the last three years, and investment in
external demand for the Latin America and Caribbean machinery and equipment has made a greater contribution
countries’ raw material exports, the region’s levels of (over 56%) to gross capital formation than at any other
economic activity and internal demand both rose, therebytime since 1990 (see figure 1.7).
boosting intraregional trade in manufactures. Given these
circumstances, the volume of goods and services imports Figure .7
climbed by 14.2%, and the growth contribution of net CONTRIBUTIONTO INCREASES IN INVESTMENT
exports was therefore negative for the third year in a row. ] 125
The situation is expected to be much the same in 2007,%
as export growth is expected to come in at much the 56.2%
same level as in 2006 and, as in the past few years, to be - 77
coupled with a larger increase in import volumes. 6 10.9%

Internal demand in the region rose by 7.1% in 2006, | | -
thereby further improving upon its positive performance 52.3% o
in 2005 and 2004 (5.5% and 6.2%, respectively). This |
expansion was driven by the gathering pace of gross fixed ° | ‘ ‘
capital formation (13.4%) and, to a lesser extent, by rising 21 34.8%
consumption (6%), which was spurred by a strong increase - 24
in bank lending to the private sector. This subject will be roaoeet roeses 1oasanns sontane
discussed at greater length in a later section. M Consruction Machinery and equipment

Since 2004 grOSS ﬁxed Capital formation haS been Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the fastest-growing component of demand, building up a the basis of official figures.

I Central America South America = Mexico — Latin America
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Given the increase in the region’s dGNI and despite since 1990. Meanwhile, external saving continued
the considerable upturn in consumption, national saving on the downward trend that emerged in 2003, falling
surged yet again in a number of countries, rising to to 1.7% of GDP. As in the preceding years, in 2006
the equivalent of 21.9% of GDP at current prices for regional investment was therefore financed entirely
the region as a whole, which was its largest increaseby national saving.

3. Labour market, wages and prices

The economy’s growth pushed up the demand for categories of employment. The 4.1% upturn in wage
labour, and this was reflected in a significant rate of employment accounted for 89% of new job creation in
formal job creation. The recovery of employment that 2006 in what constituted a continuation of the strong
began in 2003 thus continued with an annual increase ofperformance turned in by this sector for the past two
2.0 percentage points. This rebound was led by wage-years. Over the last three years, the GDP elasticity of
employment creation, which has been rising at a ratewage employment (0.74) has been higher than it has been

of 3.7% per annum. in the case of total employment (0.53).
Unlike what had occurred in 2005, the labour
participation rate climbed (by 0.2 percentage points) in Figure 1.8
2006, and JOb creation’s impact on the unemployment LATIN AMERICA: EMPLOYMENT AND UNEMPLOYMENT
rate was therefore less striking: the unemployment rate sso 120

thus fell by 0.5 percentage points to 8.6%, which was
well under the 1.2-point reduction recorded in 2005. 501
Since 2003 the cumulative decrease in the unemployment
rate has come to 2.4 percentage points, thereby helping®°
to bring the rate back down to where it stood in the first
half of the 1990s.
The trends seen in 2006 (rising employment and ol
participation rates, falling unemployment, increasing real
wages) have carried over into the first half of 2007, but the _ |
increase in the labour participation rate has picked up its
pace further. As a result, although the year-on-year growth
rate in employment held at 0.5 percentage points (for 51 Employment rate (left axis) — Unemployment rate (right axis)
nine reporting COUntrieS), the decrease in UnemploymentSource: Economic Commission for Latin America and the Caribbean (ECLAC), on
is slowing. Consequently, the decline in the jobless rate. pecion - o oo 01
for the region as a whole is expected to be fairly small:
from 8.8% in the first half of 2006 to 8.5% for the first
half of 2007. For the year as a whole, the decrease in  All the various measurements of employment
unemployment is also projected to be relatively limited formality/informality indicate that the economic
(from 8.6% to 8.3%) (see figure 1.8). reactivation of the last few years has brought about an
The number of employed persons in urban areas isincrease in formal employment in both absolute and relative
estimated to have risen by nearly 6 million (roughly 2.9%) terms. More specifically, the increase in the number of
in 2006. The increase was quite widespread, with 15 outwage earners holding employment contracts that provide
of 19 countries reporting higher employment rates. The them with social security coverage indicates that the
number of employed persons was up by approximately creation of these types of jobs has been highly responsive
2.9%, but the increase was very uneven across differento expanding labour demand in some countties.

1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007 &

5 Part of this increase may be attributable to the formalization of pre-existing jobs. In addition, although the evidence is scanty, the expansion

formal employment may be coupled with an increase in jobs based on short-term contracts.
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Figure 1.9
WAGE EMPLOYMENT, 2000-2006
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on

the basis of official figures.

When job creation is disaggregated by branch of
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weighted average, although the median for the countries’ wage
hikes was only 1.9%). Argentina, the Bolivarian Republic
of Venezuela, Brazil, Colombia and Uruguay all posted
increases of over 3%, while Chile, Costa Rica, Nicaragua
and Peru recorded smaller positive adjustments. Real wages
were stagnant in Mexico and Paraguay and fell in Bolivia
and Guatemala. Taking the period 2004-2006 as a whole, the
weighted average annual increase in real wages amounted
to 1.5%. In most of the countries for which information was
available, real formal-sector wages appear to have remained
on their upward trend in early 2007, with year-on-year real
wage hikes in Argentina, Brazil, Chile and Uruguay of close
to 3% or more.

Figure 1.10
LATIN AMERICA AND THE CARIBBEAN: ANNUAL INCREASES IN
EMPLOYMENT AND LABOUR PRODUCTIVITY, 2004-2006

6
5

4

economic activity, it becomes clear that certain sectors =
benefited from the reactivation of demand in many countries. .
This was particularly the case for the construction industry ,
(6.2%). In contrast to what occurred in 2004 and 2005, |
employment in manufacturing rose only slightly (1.5%)

owing, among other factors, to this sector’s weakness in
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Financial ~ Basic services Community, Total

and retail institutions, social and

Brazil. Financial services, real estate and business services "y
once again had one of the highest job creation rates (5.0%)

and expanded very rapidly in some of the region’s large
and medium-sized countries, such as Argentina, Brazil,
Colombia and Mexico. Other tertiary-sector industries

(commerce, restaurants and hotels; basic services; and
community, social and personal services) grew at rates

close to their averages for the past 10 yars.

In 2004-2006, average labour productivity rose at
an average annual rate of 2.5%, thereby outpacing the
growth of this variable in the United States economy
during those years (1.8%). This has enabled the region to
recover a small part of the ground it had lost in terms of
productivity. Commerce and goods-producing sectors saw
above-average productivity gains, which also bodes well
for the region’s efforts to boost its competitiveness.

After several years in which wage increases had been
curbed, first, by the region’s sluggish labour market and, then,
by the fact that its growing demand for labour was primarily
reflected in job creation rather than higher wages, in 2006 (for
the first time since 1997) real average formal-sector wages
climbed by more than 2% at the regional level (2.8% as a

6

forestry, industry

trade, insurance, personal
restaurants real estate services
and hotels ~ and business
services

. Employment Labour productivity === Labour productivity in United States, 2004-2006

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

Latin America and the Caribbean posted an inflation
rate of 5% for 2006 (6.1% for 2005). As a simple average,
regional inflation slipped from 7.3% in 2005 to 6.4% in
2006. This constitutes a continuation of the downward
trend observed in this indicator since 2002, when it stood
at 12.2%. The figure for 2006 is largely a reflection of the
steep reduction in Brazil's inflation rate (from 5.7% to
3%). Inflation also waned in a number of other countries,
but in the Bolivarian Republic of Venezuela, El Salvador,
Mexico, Nicaragua, Paraguay and Uruguay, the rate for
2006 was higher than it had been in 2005. The English-
speaking Caribbean countries turned in a very mixed
performance, with inflation climbing in Trinidad and
Tobago in 2006 (from 7.2% to 9.1%) as a result of rising
food prices, but dropping in Jamaica (from 12.9% to 5.8%)
thanks to weakening transport prices.

Recent employment trends in the tertiary sector suggest that its job creation rate is the net result of an upswing in formal employment an

relative reduction in the types of informal jobs that are common in these industries.
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Exchange-rate trends softened the impact that higherin the final months of the year. The upswing in service
international prices for agricultural commodities, raw prices also slowed in relation to the rate of increase for
materials, industrial inputs and food had on domestic 2005 in most of the countries.
price levels. Another factor that helped rein in the increase As of May 2007, the simple average of 12-month
in the consumer price index (CPI) in the second half of inflation rates in the region eased to 6.2%, whereas the
2006 was the downturn in international petroleum and fuel weighted average climbed to 5.1%. In a majority of the
prices, which led to downward adjustments in the prices countries, indices of core inflation are rising more slowly
for these products in a number of the region’s countries than the overall CPI.

4., External assets and liabilities and the region’s
macroeconomic vulnerability

In 2006 the Latin American and Caribbean region continued the external debt to exports of goods and services is less
to strengthen its net external liabilities position by cutting than half what it was 10 years ago when the total debt is
back on its payment obligations and building up its reserve counted and is only about one third of what it was if the ratio
assets, thus reducing its vulnerability. The basic surplusis computed using the debt net of international reserves.
came to 2.6% of GDP thanks to a heftier current account In line with a trend seen in other parts of the world,
surplus (1.6% of GDP) and net FDI inflows amounting the countries of the region have been building up their
to some US$ 30 billion. international reserves, albeit less so than some other regions.

The region’s small surplus on the capital and financial As shown in figure 1.11, in 2006 and 2007 the countries
account in 2006 (0.4% of GDP) was slightly below the of the region have been increasing their reserves more
2005 figure because, although the net outflow of financial swiftly than before as a consequence of the open market
capital was smaller than the year before (0.6% of GDP operations being undertaken by some of their central
in 2006 versus 1.2% in 2005), net FDI inflows were banks (especially in Brazil and Argentina) because of their
lower than in 2005 (1% of GDP in 2006 versus 2% in concern about the level of the real exchange rate.
2005). Another robust surplus on the basic balance is
expected in 2007, although it will be somewhat smaller Figure |11

. LATIN AMERICA AND THE CARIBBEAN: BASIC BALANCE

than in 2006. (Millions of dollars)

The region’s FDI inflows were up by 2%, rising to
some US$ 72 billion, but the region’s large volume of =
outward direct investment (approximately US$ 42 billion) o
drove down net FDI inflows by 43% in 2006. Although  2ws = i
this was mainly a result of events in Brazil, a number 2 #
of other countries also registered increases in outward xs 3

3338727/

direct investment (Argentina, the Bolivarian Republic . 22227
of Venezuela and Chilé). . v
The basic surplus, in conjunction with the incentives .
associated with reductions in domestic interest rates and -woow -so00 -s0000 -40000 -20000 20000 40000 60000 80000 100000
more flexible exchange rates, have helped to bring about ., .. accoun o
a sizeable reduction in the external debt burden in recent Porfolioand othertypes of invesiment 7IMF and exceptional financing

# Reserve variation

years both in terms of GDP and when measured relative
to export§ Although external debt IeveIs remain h|gh in Source: Economic Commission for Latin America and the Caribbean (ECLAC), on

the basis of official figures.

some countries, particularly in the Caribbean, the ratio of = projection.

7 As in other developing countries, outward foreign direct investment by Latin American and Caribbean firms is a recent development that
based on the operations of a fairly small groups of companies often referred to as “trans-Latins”. Se¢2BQT)AC
8 In both cases, however, the performance of the variables represented by the denominators for these ratios has also been noteworthy.
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The impact of this increase in liquidity, together closed out 2006 at 186 basis points). In addition, overall,
with an improved debt profile, becomes clear when the the Latin American and Caribbean region has been less
ratio of short-term external debt to international reserves, affected by such episodes and has bounced back more
which has been falling quite sharply, is calculated (seerapidly than other emerging-economy regions.
figure 1.12). In addition to reducing its external debt
ratios, the region has scaled back its vulnerability to
external shocks, thanks to the decrease in a number of
its economies’ degree of dollarization; this is particularly **]

Figure 1.13
INTEREST RATES SPREADS AS MEASURED BY EMBI+

true in South America in such countries as Bolivia and 1«0 | 2 e
Peru, for example. 1200
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the United States’ subprime mortgage market, the region’s
country-risk levels, as measured by the Emerging Markets
Bond Index Plus (EMBI+), have fallen to all-time lows s
(168 basis points as of the end of May 2007, after having

- - - EMBI+ Latin America/EMBI+ EMBI+ Latin America (right axis)

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

9 Standard and Poor’s has raised the long-term foreign-currency risk ratings for a number of countries in 2006 and early 2007: Argentina (B
March and B+ in October 2006), Belize (B in February 2007, following an external debt restructuring), Brazil (BB in March 2006 and BB+ in
May 2007), Chile (A in March 2006), Colombia (BB+ in April 2007), Guatemala (BB in July 2006), Paraguay (B in June 2007), Peru (BB+ in
November 2006), Suriname (B in December 2006) and Uruguay (B+ in September 2006). In a departure from this trend, Ecuador’s risk rati
was downgraded in January 2007 (CCC) and Grenada’s was lowered in April (CCC+).

10 |n May 2006, debt positions were liquidated by a number of emerging economies as the level of risk aversion rose in response to expectati
of higher inflation in the United States and the tightening up of monetary policy that ensued. In late February and early March 2007, anoth
disturbance was generated by China’s announcement that it was adjusting its economic policy to curb the ascent of its asset prices. The n
caused the Shanghai stock exchange index to plunge by nearly 9%.
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D. The contribution of macroeconomic policy

1. Fiscal policy

In line with what has been happening in recent years, capital expenditure levels, the trend in current expenditure
the region’s fiscal accounts improved in 2006. Its overall leaves little room for an increase in public investment,
accounts are virtually balanced, and the simple average ofwhich is currently at very low levels. In addition, some
the countries’ primary surpluses rose once again. Thesecountries are having difficulties in this respect because
positive trends in fiscal accounts and the public debt havetheir expenditure execution capacity is quite limited,
allowed the region to continue on the path of reduced especially at the subnational level.
vulnerability on which it embarked in 2003.

At the central government level, the region’s fiscal Figure |15

. . . LATIN AMERICA: FISCAL REVENUES AND EXPORT PRICES

performance enabled it to post a primary surplus (simple
average) of 2.1% of GDP for 2006, compared to a 1.4%
surplus in 2005. The overall deficit (including public
debt interest payments) shrank from 1.2% to 0.2% of

)iz
GDP. This performance is underpinned by awidespread /[\\/\/// e
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increase in fiscal revenues (2.3% of GDP between 2003% ]
and 2006) and flat expenditure levels in terms of GDP
(with a variation of -0.2% of GDP between those years).
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was based on an upturn in revenues and a cutback i 2 m 130
spending levels relative to GDP, however, in 2005-2006 7 T
the expansion of primary surpluses has been made possible o e a1 e o o 1o s
by a steep increase in revenues which has more than offset
the growth of public spending in the last two years.
The countries whose fiscal revenues have risen the moSkource: Economic Commission for Latin America and the Caribbean (ECLAC), on
are the ones whose terms of trade have improved the most, "¢ Pasis of offiial figures.
As shown in figure 1.15, as a consequence of the region’s Figure 1.16
high degree of specialization and the considerable share of LATIN AMERICA AND THE CARIBBEAN: COMPOSITION OF
total exports represented by commodities, the level of fiscal ig?gpﬁ?gﬁgﬁgﬁ;“"pi’:‘;Eﬁgi”g'ggﬁf
revenues is highly sensitive to export prices, especially in ,,
the case of exports by State enterprises. 2
Tax receipts (which, when added to social contributions, 1s1
equal over 80% of total fiscal revenues on average, althoughes

this figure varies considerably across countries) have risen“ |
once again in terms of GDP. Receipts from general taxes :
on goods and services have increased the most, cllmblngs,
by 0.5% of GDP and thereby further exacerbating the
overall tax structure’s concentration in this type of tax.  «1

As noted earlier, public expenditure was up again,
rising by 0.1% of GDP (from 19.2% in 2005 t0 19.3% in
2006). Almost all of this increase was in current spending
(0.4% of GDP), while capital outlays have remained Capital spending B Primary spending Interest
nearly constant (-01% of GDP) A|th0Ugh a number source: Economic Commission for Latin America and the Caribbean (ECLAC), 0
of countries in the region are taking steps to raise their the basis of official figures.
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The growth rate of expenditure has been accelerating Figure 1.17

quite rapidly over the past few years. In real terms, primary ~ TRENDS IN PUBLIC DEBT BALANCES, BY INSTITUTIONAL
COVERAGE, 1990-2006

(Simple averages as percentages of GDP)

expenditure has jumped by an average of 5.9% in 2003,
10.9% in 2004, 10% in 2005 and 12.1% in 2006. Although
the available data as of July 2007 is quite preliminary, _ |
some countries’ current expenditure levels during the _
early part of 2007 appear to be continuing to follow this
steep upward trend.

As discussed in detail in earlier editions of Suevey ol
the generation of large primary surpluses, debt restructurings,
the Heavily Indebted Poor Countries (HIPC) Initiative and 1
the appreciation of the countries’ currencies against the ™ |
dollar are all factors that have helped to reduce the public™ |
debt-to-GDP ratio, which, at the central government level, °
fell from a simple average of 43.9% of GDP in 2005 to
37.0% in 2006. In addition, the countries of the region are
taking advantage of the present favourable macroeconomic
conditions to imp|ement active |iabi|ity-management po”cies Source: Latin American and Caribbean Institute for Economic and Social Planning

(ILPES) and Economic Commission for Latin America and the Caribbean

that have helped to reduce their financial vulnerability. (ECLAC), on the basis of official figures.
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2. Monetary and exchange-rate policy

Generally speaking, the common thread running through In Peru, the central bank began to raise interest rates
the strategies adopted by most central banks in 2006 wasvhen the pace of inflation began to pick up slightly in late
a gradual tightening of their monetary policy stance in 2005 and early 2006, but it suspended further hikes once
view of the steadily rising level of economic activity inflationary pressures started to subside. These pressures
in most countries and expectations of higher inflation eased so much, in fact, that at year’s end the rate of price
as a consequence of strong commodity (and especiallyincreases had fallen below the floor of the central bank’s
energy) prices. In some cases, there was also a measutarget band. No changes were made in monetary policy
of concern about the possibility of overheating in some in the early months of 2007.
economies. Brazil and, to a lesser extent, Mexico, were In Chile, the authorities appear to have kept rates in
exceptions to this general picture, however. alignment with the United States federal funds rate since
In countries that have adopted inflation targeting 2004, regardless of where observed inflation stands relative to
schemes, inflation has remained low and under control, the target band. Nonetheless, during early 2006 the inflation
although the various strategies adopted by the countriesrate was invariably close to the band’s ceiling, and Chile’s
central banks differ in a number of interesting ways. In central bank stopped raising interest rates in the second half
the region’s two largest economies (Brazil y Mexico), the of the year when the monthly inflation rate began to move
monetary policy rate remained on the downward trend thatcloser to the floor of the band. Late in the second quarter of
first appeared in mid-2005 throughout 2006 as policymakers 2007, the central bank began to raise the monetary policy
sought to bolster these two economies’ growth rates, whichrate again, and the possibility that it may continue to do so
have been below the regional average. In both cases, thin the second half of the year cannot be ruled out.
monthly inflation rate hovered between levels equivalent In Colombia, meanwhile, although the inflation rate
to 3%-4% per annum throughout the year. Nonetheless,hovered in the middle of the target band, the central bank
in Brazil's case, real interest rates remained very high, began to hike interest rates in May 2006 in the midst of
standing at around 10% at the close of the year. In earlyconcern that the upswing in the growth rate might be a
2007, Brazil's central bank was still gradually lowering sign that the economy could be overheating. The Banco
the monetary policy rate and is expected to continue tode la Republica has continued to raise interest rates in
do so throughout the year. the early 2007.
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Figure 1.18

In general, the region’s strong economic growth and | atiy AMERICA AND THE CARIBBEAN: VARIATION IN NET

the external sector’s favourable performance have translated INTERNATIONAL RESERVES, MAY 2006-MAY 2007 ab

into an improvement in bank credit in conjunction with (Percentages of GDP and millions of dollars)

higher transaction levels and greater confidence. These:® . s Tiax0
factors have also led to an increase in international reservess | + 14000
and, consequently, in the monetary base which many of }; | g
the countries’ central banks have tended to counteract ?| a0
via open-market operations. This has been the case in +; I i I I I 4000
Argentina, Bolivia and Paraguay, but such measures are o /L1 L 1 § § I 1 R I P
also being taken by some of the countries that use inflation 7 060 HI 'j 200

targeting schemes, such as Brazil, Colombia and Peru. The
Bolivarian Republic of Venezuela has also made a great
deal of use of various instruments for soaking up liquidity,
together with increases in bank reserve requirements,
although in this case the aim was neither to defend the I Percentage of GDP m Millons of dollars (ight axis)
exchange rate nor to build up international reserves.

In Central America, |IQU|d|ty levels have been falrly Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
closed associated with balance-of-payments results and e 25 of information rom the International Monetary Fund (IMF) and the
with monetary policymakers’ decisions to intervene in  Total gold reserves minus IMF reserve position. N y

. . - . For Barbados, Honduras and Nicaragua: annual variation to April; for Dominica and
the market, as well as with their ablllty to sterilize the  Trinidad and Tobago: annual variation to March; for Jamaica: variation to February;
monetary effect of such actions. In the Caribbean countries " " and Panama:annual variation to January.
as well, monetary policy has been heavily influenced by
balance-of-payments trends and fiscal policy. Given the On average, in 2006 the Latin American and Caribbean
widespread improvement in macroeconomic conditions, region’s real effective exchange rate declined (appreciated)
in most cases the authorities have tended to tighten upoy 3% relative to the rest of the world. As in 2005, the
their monetary policy positions. appreciation of the South American countries’ currencies

In 2006 commercial and industrial bank lending, (4.6% in 2006) was above the regional average, whereas
together with consumer credit and mortgages, reboundedCentral America, the Caribbean and Mexico registered a
further in most of the countries for which information is very small appreciation (an average of 1%).
available, thereby continuing the recovery in total credit Between December 2006 and May 2007 the
that began in 2003. The countries posting the sharpestppreciation of the region’s currencies (as measured
increases were the Bolivarian Republic of Venezuela against the real effective exchange rate for the rest of the
(63.3%), Argentina (38.5%) and Mexico (20%). In world) has continued. This increase in value has amounted
the case of the Bolivarian Republic of Venezuela, the to 1.1% and, as in 2006, has been significantly greater
upswing has been coupled with negative real interestin South America (1.9%) than it has been in Central
rates. Of the countries surveyed, Ecuador is the only oneAmerica, Mexico and the Caribbean, taken as a whole
to have witnessed a downswing in total credit (2.3%). In (0.1%). During this period, the real effective exchange
the Caribbean, lending to the private sector has climbedrates of 11 countries have fallen (appreciated) relative to
considerably, in line with the subregion’s sustained the rest of the world while the other 7 countries’ currencies
economic growth. have depreciated.

Although they continue to apply policies based on Despite vigorous central-bank intervention, in the
the use of inflation targeting, concern about the level of first five months of 2007 Brazil's and Colombia’s real
the real exchange rate prompted monetary authorities inexchange rates appreciated by 6.5% and 12.5%, respectively.
Brazil, Colombia and Peru to intervene in the market. As The difficulty that countries in the region are having in
mentioned earlier, policymakers in Argentina, Bolivia and maintaining their real parities is a source of concern in
Paraguay also engaged in a significant level of operationsview of the slowdown in exports and increasing growth
in the currency market. of imports, especially in South America.

Brazil
Argentina
Colombia

Costa Rica
Paraguay
Uruguay
Nicaragua
Barbados
El Salvador
Guatemala
Dominica

Dominican Republic
Trinidad and Tobago

Venezuela (Bol. Rep. of )
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E. Major differences across subregions and countries

Although growth has been virtually across the board, with a reflection of their recovery from those slumps. Be this as
practically no country being left out of the picture, not all the it may, the South American countries have systematically
countries have been affected in the same way by prevailinggrown faster than the Central American nations and Mexico.
external conditions. One factor is that some of the SouthThis is partly because the former are the ones that are seeing
American economies were overtaken by crises early in thestrong improvements in their external accounts due, in large
decade, and their high growth rates are therefore partiallymeasure, to their position as commodity exporters.

1. Demand

The differences observed among the region’s economies havevith the reactivation of the past few years, but also to the
also been reflected in the behaviour of the fastest-growingfact that some countries are recovering from crisis situations
components of demand in recent years: investment andhat had such a negative impact on capital formation that the
exports. Capital formation has clearly grown faster in South corresponding ratios, although on the rise, are still low. These
America, where it has been spurred by the considerablydifferences may also be partially due to a methodological

improvement in these countries’ terms of trade. problem stemming from the choice of the base year for
calculations at constant prices, which is why coefficients
Figure 1.19 based on estimates at 2000 prices and coefficients calculated
GROSS CAPITAL FORMATION IN 2000 DOLLARS the basi f t ori \1/é
(Average growth rate, 2005-2006) on the basis of current prices are given.
Venezuela (Bol. Rep. of)
Uruguay Figure 1.20
o LATIN AMERICA: GROSS FIXED CAPITAL FORMATION AS A
Dominican Republic PERCENTAGE OF GDP
ot Am::: " (Constant 2000 dollars and current dollars)
Latin America and the CanbE::: | 12 venezuelaL(:;T ’;::":2
Panama Uruguay
Mexico Dominican Republic
Mexico and Central America — Peru
El Salvador Paraguay
Paraguay Panama
cosmria Niearagua
Bolivia Mexico
Ecuador Honduras
Guatemala Haiti
Haiti
Honduras El Salvador
Nicaragua Ecuador
5 o 5 10 15 20 25 30 35 10 Costa Rica
Colombia
Source: Economic Commission for Latin America and the Caribbean (ECLAC), on Chile
the basis of official figures. Brazil
Bolivia
Argentina
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Sizeable differences are also to be seen in the countries’
!nVGS‘Ement-tO'GDP ratios (See. flg.ure |20) T_hls dlspe.rSI()n Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
is attributable not only to the differing dynamics associated the basis of official figures.

Current dollars W Current dollars at 2000 prices

11 In view of the large imported component of investment, it is to be expected that the value of the investment/GDP coefficient will be correlate
with the real exchange rate. Periods during which real exchange rates are high will be associated with high coefficients, since relative investm
prices will be high in comparison to other prices in the economy. By the same token, when the exchange rate is low, the coefficient will also te
to be lower. This type of bias may account for the differences between the values at constant prices shown in the figure and the figures repol
by the countries in their national accounts.
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An analysis of trends in export volumes during the region’s average increase in these external sales has been similar
current growth phase shows that the South American countriesor even slightly greater than the rate for goods. In Central
have posted the strongest increases, with its 8.4% averag@merica, for instance, in addition to the more widely known
annual growth rate for 2003-2006 standing well above the cases of Costa Rica and Panama, El Salvador has also posted
5.8% rate for this variable recorded for Mexico and Central a rate above the regional average. Various South American
America. These averages mask the varying trends observedountries have also posted notable growth rates, including
in the last few years, however (see section A.3). Argentina, the Bolivarian Republic of Venezuela, Colombia

Finally, some of the countries’real service exports have and Uruguay, all of which have seen their real service exports
been exhibiting noteworthy growth trends. First of all, the rise by over 10% per annum, on aver&ge.

Figure 1.21 Figure 1.22

LATIN AMERICA: GROWTH RATE FOR EXPORTS OF GOODS, BY LATIN AMERICA: AVERAGE GROWTH RATE FOR EXPORTS

COUNTRY, 2003-2006 AND 2006 OF REAL SERVICES
(2000 dollars) (2000-2004/2006 dollars)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of official figures. the basis of official figures.

2. Terms of trade and the current account

The South American countries have seen the biggestwhat is more, their export growth rate, measured against
improvement in their terms of trade, marking up an increasethe rate for the 1990s, has slumped in real terms.
of 46.7% between the average for the 1990s and 2006. The Figure 1.23
rise has been especially striking for countries specializing  VARIATION IN THE TERMS OF TRADE FOR 2006 VERSUS THE
in exports of petroleum and other energy products and AVERAGE FOR THlii:gos
metals (which are grouped under the heading “Rest of 10w 1 7
South America” in figure 1.23), whose terms of trade in
2006 were more than twice as high as the 1990s average.
Mexico has also enjoyed an upswing in this indicator, 609% |
although on a smaller scale (22% in the same period). In 46.6%
the MERCOSUR countries, the changes taking place on  “™| s
international commodity markets have been reflected in = 2 | =
expanding export volumes more than in improvements in l
the terms of trade. The situation for the Central American ™ ‘ ‘ ‘ Bl |
countries is quite different, since these nations are net oil 20/ 13.1%
importers and compete with China on the United States e e M e & Amercasna
market. Their terms of trade have deteriorated by 13.1% A N - e contoean

ource: Economic Commission for Latin America and the Caribbean (ECLAC), on
(measured between the average for the 1990s and 2006) and,  the basis of official figures.

80% -
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©
@
ES

12 This subject is analysed in depth in the forthcoming 2006-2007 editloatinfAmerica and the Caribbean in the World Economy
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Figure |.24a illustrates the effects of these trends in Figure 1.24a
terms of the countries’ GDPs by providing disaggregated PECOMPOSIION OF THE VAR AT Io I T R T ACCOUNT
information on the changes registered in their current (Percentages of average GDP in 2006)
accounts between the 1990s and 2006. South America’s =
current account balance improved by nearly 4.5% of GDP .

thanks to the combined effect of improvements in the
terms of trade equivalent to 4% of GDP and in the trade
balance (in real terms) equivalent to 2.2% of GDP. The 7
Bolivarian Republic of Venezuela and Chile have registered 5
the greatest improvement in their terms of trade. In the
cases of Chile and Peru, the upturn in this variable has

been partially offset, however, by higher payments for B Averca contral America Mesico

fact_o_rs of prpduction held by non-residents. Argentina,  Tomms of trade w Quaniy

Bolivia, Brazil, Peru and Uruguay have posted the largest SRealsendces ® income

. . . . . Current transfers (including remittances) <© Variation of current account balance
Increéases In eXport volumes. It is IntereStlng to note Source : Economic Commission for Latin America and the Caribbean (ECLAC), on the

that in a number of South American countries (Bolivia, basis of official figures.

. . 2 Includes Haiti and the Domini R blic.
Colombia, Ecuador and Paraguay), remittances from e o ean Fepiie

. .. . . Figure 1.24b
emigrant workers are beginning to become increasingly oy AvERICA: DECOMPOSITION OF THE VARIATION INTHE

significant (see figure 1.24b). CURRENT ACCOUNT BETWEEN THE 1990s AVERAGE AND 2006
In Central America, meanwhile, the current account .~ (Percentages)
balance reflected a deterioration of 3% of GDP —despitean =z |
increase in remittances amounting to 7.8% of GDP— owing 1 1
to the subregion’s worsening terms of trade (equivalentto 3%  *°|
of GDP), the downturn in its real trade balance (equivalent
to 7.4% of GDP) and other factors. Figure |.24c illustrates 5
the magnitude of remittances in El Salvador, Guatemala, 1 q°
Haiti, Honduras and Nicaragua, as well as the significance
of real services in Costa Rica, the Dominican Republic and
Panama. Mexico witnessed an improvement in its current

Venezuela
(Bol.Rep.of)
Uruguay
Peru
Paraguay
Ecuador
Colombia
Chile
Brazil
Bolivia
Argentina

. . . M Terms of trade il Quantity
account equivalent to around 1.3% of GDP as the deterioration S Real sevices m Income
in the trade balance |n real terms (31% Of GDP) was not Current transfers (including remittances) < Variation of current account balance

steep enough to entirely counteract the positive impaCtSSource:E;:gir;o(:?i:):ﬁ?c?;?rfri];sri:gfor Latin America and the Caribbean (ECLAC), on the
of the terms-of-trade effect (2.9% of GDP), the upturn in Figure | 24¢

remittances (2.2% of GDP) and other factors. CENTRAL AMERICA AND MEXICO: DECOMPOSITION OF THE

~ As noted earlier, the region has been posting AR T R e e Ao oo T VEEN
increasingly large surpluses on its current account. This 2

positive balance is concentrated in a relatively small 20
number of countries, however. In 2004, only 8 out of
19 countries in Latin America posted a surplus, while in
2005 and 2006, just 7 countries did'&én most of the
countries that ran deficits, however, these shortfalls were
smaller than foreign-exchange inflows in the form of FDI,
which are more stable than other types of capital flows.
Be that as it may, when the basic (rather than current
account) balance is analysed, the results indicate that

El Salvador
Guatemala
Honduras
Nicaragua
Panama
Mexico

o £3
3 ES
8 8«

. . B Terms of trade Il Quantity
the region as a whole recorded a surplus equivalent to S Real senvices B income
2 . 6% Of G D P |n 2006 an d that the n u m ber Of | n d |V|d u al Current transfers (including remittances) < Variation of current account balance

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

countries running surpluses rose to 15.

13 In fact, three countries (Argentina, the BolivaiRepublic of Venezuela and Brazil) account for almost the entire current account surplus reported by
the region. These three nations have all grown more slowly than the regional average thus far this decade, but the Bolivarian Republic of Venezt
has seen a stronger improvement in its terms of trade than any other country in the region, while Argentina’s and Brazil's export volumes ha
soared in recent years.



Economic Survey of Latin America and the Caribbean « 2006-2007 31

3. Fiscal balance

The widespread improvement in public accounts also Haiti, Mexico and Paraguay have registered smaller
conceals a number of divergent trends (see table 1.2). Forones. With a reduction equivalent to 2.5% of GDP, the
example, although most of the countries have increasedolivarian Republic of Venezuela is the only country

their primary surpluses, the Bolivarian Republic of whose primary surplus has shrunk by a significant
Venezuela, Brazil, the Dominican Republic, Guatemala, amount, however.

Table 1.2
LATIN AMERICA (CENTRAL GOVERNMENT): VARIATION OF FISCAL AGGREGATES, 2005-2006
(Percentages of GDP)

bance  bolance | FOeMUe  Goiidig  spending  spendmg S gporing

Argentina 0.4 0.6 0.7 0.1 -0.5 0.6 -0.2 0.3
Bolivia 33 3.7 2.9 -0.7 0.3 -1.1 -0.4 -0.4
Brazil 2 -0.4 0.1 0.6 0.4 0.2 0.2 -0.5 0.9
Chile 3.1 3.2 23 -0.9 -0.9 -0.1 -0.1 -0.8
Colombia 1.9 1.2 15 0.3 0.2 0.2 0.7 -0.4
Costa Rica 0.8 1.0 0.6 -0.4 -0.3 -0.1 -0.3 -0.1
Ecuador ® 0.2 0.3 0.3 0.1 0.1 -0.1 0.0 0.1
El Salvador 0.8 0.6 0.9 0.2 0.2 0.1 0.2 0.0
Guatemala -0.2 -0.2 0.7 1.0 0.3 0.7 0.0 1.0
Haiti 0.4 0.6 -0.3 -0.7 -0.6 -0.2 -0.2 -0.5
Honduras 12 13 0.7 -0.6 0.9 -1.5 0.0 -0.5
Mexico -0.9 -0.9 0.0 0.9 0.6 0.3 0.0 0.9
Nicaragua 1.8 1.9 1.3 -0.6 14 -2.0 -0.1 -0.5
Panama 3.2 4.1 35 0.1 0.0 0.1 -0.2 0.3
Paraguay -0.5 -0.3 0.5 0.8 0.6 0.2 -0.2 1.0
Peru 21 21 15 -0.6 -0.7 0.1 -0.1 -0.5
Dominican Republic © -0.4 -0.4 0.2 0.0 0.1 -0.1 0.0 0.0
Uruguay 0.5 0.6 0.1 -0.5 -0.6 0.1 -0.1 -0.4
Venezuela (Bol.Rep.of) -2.5 -1.6 2.4 4.0 3.1 0.9 -0.9 4.9
Simple average for Latin
America and the Caribbean 0.8 0.9 11 0.2 0.2 -0.1 -0.1 0.3

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

2 Variations in the primary and overall balances include adjustments and statistical discrepancies.

b Variations in the primary and overall balances do not incude non-executed spending reallocated to central government.

¢ Variations in the primary and overall balances include residual items and other transfer payments.

An expansion of the primary surplus by more than All the countries in the region except Haiti have boosted

the equivalent of 1% of GDP was posted by Bolivia, their fiscal revenues (measured as a percentage of GDP)
Chile, Colombia, Honduras, Nicaragua, Panama and Perurelative to 2005. In a number of countries (Argentina,
while Bolivia, Chile and Panama registered upswings of Bolivarian Republic of Venezuela, Brazil, Colombia,
over 3% of GDP. With the exception of Colombia, the Ecuador, El Salvador, Guatemala, Mexico, Panama and
increase in this surplus was attributable to higher revenuesParaguay) public expenditure also rose in relation to GDP,
and lower spending levels (in terms of GDP), with the although the increase was a minor one except in the case
increase in the former being more than twice as great af the Bolivarian Republic of Venezuela, where outlays
the reduction in the latter. climbed by 4% of GDP.
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Some of the concerns of governments in the region and the tax on financial movements remained in force.
have to do with low tax yields, the tax structure and the In Mexico, the federal government presented a public
level of public investment. To tackle these problems, finance reform proposal to Congress in mid-June 2007,
some governments undertook a series of fiscal reformsconsisting basically of measures designed to avoid tax
over the past year and reforms in various spheres sinceevasion, improve management of expenditure at both
the beginning of 2007. In Brazil, the Growth Acceleration the federal and subnational levels and establish a new
Programme (PAC) introduced by the federal governmenttax on businesses (the flat-rate business contribution
in January 2007 is designed primarily to boost investment (CETU)), set at a flat rate of 19%. Lastly, a tax system
and includes two long-term fiscal regulations that have reform, scheduled to come into force in July 2007
a direct impact on more than one third of total primary in Uruguay, provides for the institution of a two-tier
federal spending, the purpose being to provide for growth personal income-tax system, the standardization of
in capital expenditure in the public budget. In Colombia, employers’ social security contributions for all branches
a gradual reduction in the income-tax rate was approvedof activity, the elimination of some national taxes and
together with an increase in exemptions for reinvestedthe reduction and application across the board of the
earnings; at the same time, the temporary wealth taxvalue added tax.

4, External debt and dollarization

Despite the fact that vulnerability has diminished generally, Figure 1.25
some cases of hlgh indebtedness persist. While the LATIN AMERICA AND THE CARIBBEAN: TOTAL EXTERNAL DEBT
. . : AS A PERCENTAGE OF GDP, 2006

external debt/GDP ratio has been falling considerably o,

as a result of the payments made by many countries out w1

of the surpluses on their current accounts, it remains  **]
. . . . . 60% -

relatively high in some countries, especially among those

ao% | [ |
in the Caribbean. -

In addition, in some countries, the degree of o I' II Il"' !Illl I
dollarization of the financial systems in the region ’ H g
remains high in some countries, with rates of over i
60% in some cases. Consequently, while the overall
vulnerability of the countries has diminished, there

are several cases where it may continue to be cause
for concern.

Guyana

Trinidad and Tobago |ml

Saint Vincent and t

Latin America The Caribbean

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of official figures.
2 2005 values.

F. The outlook, threats and challenges for the region
in the short term

The performance of the international economy and thein which the rate has been above 4%, which implies an
relative robustness of the economies in the region areincrease in per capita GDP of at least 3% per yeatr.
grounds for cautious optimism with regard to the short-term The continuity of the growth process initiated in 2003
outlook. As indicated at the outset, the forecast for 2007 ishas gone hand in hand with the improvement in some key
for growth of close to 4.8% and if this is borne out, 2008 indicators in the real sector of the economy, but also with
will be the sixth consecutive year of growth and the fifth some warning signs as regards the movement in variables
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that are no less important. First, the current account surpluspelow, are relatively limited in the short term, the main
the principal distinctive feature of this growth phase, is warning signals are the difficulties observed in the area of
expected to be maintained in 2007. economic policy. The first of these is the real exchange-
Investment continues to be the strongest componentrate appreciation, which has been affecting some South
of demand and although private consumption is picking up American countries in particular and is starting to cause
steadily, in 2007, it is expected to rise less than nationalconcern owing to the significant loss of momentum in
income which implies a further increase in saving at this their export sector.
level. Conversely, net exports will again be negative as In addition, the overall public accounts position
a result of the slowdown in the expansion in exports andhas been improving to the point where it was virtually
high growth rates for imports, the latter being stimulated in balance in 2006. In fact, this was due to the dramatic
by the higher level of activity and the lower (appreaciated) increase in fiscal revenues, while expenditure showed
real exchange rate. an overall increase that exceeds nominal GDP growth.
The fall in the unemployment rate also augurs well The partial information available indicates that, in the
for the region. This rate is projected to stand at 8.3% in first part of 2007, this situation recurred; while this
2007, close to the level in the 1990s prior to the financial does not pose a problem in the short term, it casts
crises that broke out in South-East Asia and had suchdoubts on the sustainability of the improvement in
devastating effects on labour markets in Latin America and the fiscal situation.
the Caribbean. Moreover, it is interesting to note that this A similar pattern is occurring with inflation: although,
decline in the unemployment rate comes at a time whenas a simple regional average, it abated in 2006 and into
job quality has been improving, and these two factors, the first few months of 2007, it has been shooting up in
combined with the growth recorded in the economies, areseveral countries. This coincides with the emergence of the
having a positive influence on poverty indicators. demand-side pressures referred to above, as well as supply
Separate and apart from the risks associated withpressures (due to the rise in food prices), which could lead
world economic trends and which, as will be shown to a widespread increase in inflation in the region.

1. The external context and overall disequilibria
The overall risks associated with the United States Figure 1.26
balance-of-payments current-account deficit have been UNITED STATES: REAL EFFECTIVE EXCHANGE RATE

compounded recently by the threat of the possible impact (Base year 2000=100)

that a fall in property prices on the real estate market in
the United States could have on household consumption, |

the main engine of demand in that economy. =
Although an accentuation of those disequilibria could have ***
an adverse effect on the economies of the region, it does not™ "

seem likely that the international context will be an obstacle to = | / Pueraoe00e-eont
the continuity of the expansionary phase being experienced in -
Latin America and the Caribbean, at least not in the short term. s |
First, while there are disequilibria, they have not worsened. e | Average January 2005-May 2007
The United States current-account deficit has remained steadys |
at 6.5% of GDP. Furthermore, the exchange-rate adjustments,,
have already been initiated, at least in part, and the comparison
of the average 2000-2004 value with the average for the past
year and a half reveals a real depreciation of the dollar of
more th_an 12%’ WhICh has not had any traumatic effects OI’]Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
international financial markets (see figure 1.76). the basis of official figures.
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14 The depreciation of the dollar should help to reduce the disequilibria, although these are greater in the Asian economies, where exchange-
correction is slighter, which raises the spectre of an increase in protectionism.
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Furthermore, no one knows for certain what will be especially to the growing importance of China, India and
the magnitude and scope of the reduction in domesticother Asian economies in trade and in world output has
demand in the United States economy. Theoretically, if helped to make this happé&tiThus, as already indicated,
the prime concern has to do with the way in which the real the more likely scenario is that of a limited slowdown in
estate market and macroeconomic conditions in general2007 and a gradual recovery, which would start in the
evolve (and those of the labour market, in particular, have second half of 2007 and extend into 2008.
remained stable), then the fall in property prices may be ,
expected to have a relatively limited impact. Moreover, CONTRIBUTION e v o cROWTH
if the decline in demand affects primarily non-tradable a.ox |
goods, as has occurred up to the present, then the trend igs,, |
United States imports suggest that the repercussions on_,,, |
the global economy will be more limited or slower.

On the other hand, a gradual and limited slowdown in
the United States economy could be a positive development,
since, if the growth rate observed in Europe and Japan
over the last few months remains unchanged and the Asiart®*
economies and, above all China, continue to expand at arps« 1
accelerated pace, this could herald an orderly adjustment.ox
of the world economy.

In fact, amid a moderate slowdown in the United States .SJ;;:: States I Europe (developed countries)
economy, such as has been observed since the second mindia Rest of Asia
half of 2006, the performance of the world economy has ™ Restofwerld®
ShOWn a relative Strength Wthh ha.S enabled |t to ContinueSmrce: Economic Commission for Latin America and the Caribbean (ECLAC), on

the basis of official figures.

to grow. The greater diversification of trade |inks, due @ Africa, Latin America and the Caribbean, New Zealand and Australia.

2. Economic policy dilemmas

% -

2.0% -

1.5% -

.

1980-1989 1990-1999 2000-2003 2004-2007

Improvements in the terms of trade, demand for someexchange-rate policy. This may result in an equilibrium
of the region’s export products, the amount of resourcesexchange rate that, while generating income for some
from emigrant remittances and external liquidity are all sectors (probably producers of resource-based goods),
positive factors for a region that has found it extremely at the same time significantly reduces the profitability
difficult to consolidate a steady process of economic of other sectors by preventing them from competing in
growth, mainly as a result of the recurrent scarcity of international markets (as may be the case for much of the
foreign exchange. However, this situation poses somemanufacturing sector). This situation, which echoes what the
economic-policy dilemmas that not only affect economic literature describes as “Dutch disease”, can restrict growth
performance in the short term but may also deterthime  if the disadvantaged sector has characteristics that make
production profile of individual countries. it an important one (such as more buoyant productivity,

A relative abundance of foreign exchange tends productive linkages, economies of scale or externalities).
to reduce real short-term equilibrium exchange rates, The challenges this poses for economic policy include
which then affect the market exchange rate at a pace andssues relating to short-term macroeconomic stability and
intensity that depend on the level of flexibility within the the formulation of a development strategy.

15 Figure 1.27 shows the contributions of the different countries and regions in 2000 dollars. If the calculation were expressed in terms of tt
purchasing power parity in dollars, the United States’ share would be smaller and China’s and India’s would be greater.
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3. Monetary and exchange-rate policy

Excess supply in the exchange market has pushed dowmaintain the exchange rate. The authorities paid a high price
real exchange rates to varying degrees depending on thé terms of the interest rate on the absorption certificates,
country. This gave rise to widespread concern that promptedn order to protect the monetary programme. However,
the monetary authorities to intervene in exchange marketsthe Brazilian real appreciated despite their best efforts. In
to prop up the exchange rate. That did not prevent theColombia, a similar outcome was recorded. In Argentina,
currencies of some countries from appreciating significantly on the other hand, the central bank also purchased foreign

over the past three years (see figure 1.28). exchange, but achieved a better result as regards exchange-
Unlike what happened in the 1990s, the pressure on rate stability. This had a high cost, however, in terms of
the region’s exchange markets is not the result of hefty the capacity to manage monetary policy.
capital inflows, but rather is mainly attributable to higher
prices for some commodities exported by the region Figure 1.28
. d . . Thi that LATIN AMERICA AND THE CARIBBEAN: EFFECTIVE
or to 1n<.:rease. emigrant remittances. 18 me.ans a EXCHANGE RATE
economic policy has less room for manoeuvre in terms (Variation: June 2007 versus 2004 average)
of controlling the situation by imposing restrictions on .
capital inflows, for instance. Dominan Rep-*
. . Colombia
In theory, concern over currency appreciation could  venezeia so rep.on
force the economic authorities to choose between the level cumls
of monetary independence they are willing to sacrifice, and e
the level of currency appreciation they are willing to tolerate, ™ # e
Depending on the sterilization capacity of central banks, the Hoduras
problem could be alleviated through open-market operations, Jaados
with monetary expansion resulting from the decision to Nearaa
. . . . rgentina
maintain a given real exchange rate. This does not remove i Salvador
. . . . g Peru
the problem, but simply delays it by generating a quasi-fiscal Panama
deficit that will have to be tackled in the years to come. oo
In practice, the problem iS Very d|ff|Cu|t to reSOlVe_ In -35.0% -30.0% -25.0% -20.0% -15.0% -10.0% -50% 0.0% 5.0% 10.0% 15.0%
thell’ atte.mpts to SOIVe It’ countries have |nF:urred Varym_g Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
costs, with a range of results. Examples include Brazil, the basis of official figures.

2 The figure for the Dominican Republic corresponds to its currency’s real exchange

where the central bank purchased foreign exchange to rate against the United States dollar.

4. Fiscal policy

The relative boom in the region has an impact on fiscal for most exports, a high proportion of the resources
policy, although the impact depends on both the origin from the improved terms of trade is absorbed by the
and the appropriation of the non-recurrent receipts (higherpublic sector. This tends to be the case for exports of
remittances or improved terms of trade), flowing into petroleum and some metals, including copper. In the
the economy. case of products not exported by public enterprises,

In Central America and in some Caribbean countries, the resources are received by private enterprises, while
higher national revenues are due to emigrant remittancesthe State receives a small proportion through taxation.
and are absorbed by the private sector. In contrast, inin the last two cases, higher revenues are expected to
almost all South American countries and Mexico, most result in greater public-sector or private-sector saving,
of the difference is attributable to the terms-of-trade which may increase the availability of resources to
effect. In countries where State enterprises are responsibldinance investment.
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Compared with the situation created by higher This creates several problems, including the pro-
remittances, higher revenues have a smaller and probablyyclical nature of expenditure, which tends to aggravate
less direct effect on consumption. This is because the useather than ease the fluctuations inherent in the business
of public resources is a decision made as part of fiscalcycle. In addition, expenditure often expands on the
policy. This confers on fiscal policy a greater capacity basis of fiscal resources swelled by higher export prices.
for stabilization, and the potential to transform those This could become difficult to finance if the price rise
resources into higher investment spending on eitheris temporary. Also, higher public spending may directly
infrastructure or human capital. or indirectly apply additional downward pressure on the

Above and beyond this distinction, there has been real exchange rate.
widespread fiscal consolidation throughout the region, although ~ This is why ECLAC has insisted on the need for
the levels vary from country to country. This consolidation governments to establish fiscal covenants to enable them
is reflected in a narrower overall fiscal deficit, a primary to satisfy legitimate needs for increased expenditure
surplus and reduced external vulnerability resulting from without sacrificing efforts to achieve a sustainable balance
lower levels of public debt. Although such consolidation is within their public accounts.
an unprecedented achievement, it also raises questions about  There is a need to implement more cautious policies
its sustainability in the medium and long term. during the expansionary phase of the business cycle,

In the period 2003-2006, the performance of the public either by keeping patterns of expenditure separate from
accounts in Latin America and the Caribbean has beenchanges in income, or by reducing the level of public
characterized by a surge in fiscal revenues and a carefutlebt. The main challenge facing the region is therefore
management of public spending initially, although this is to build institutions that foster the consolidation of an
giving way to an increasing expansion of outlays. acyclical fiscal policy.

5. Competitiveness beyond the short term

As described above, the challenge to prolong the currentother economies at similar stages of development. This
economic boom and provide a solid base for present growthis due to a number of factors, not least the problem of
levels implies some serious economic-policy dilemmas, not macroeconomic volatility.
only in terms of monetary and exchange-rate policy, but A longer-term view highlights the need to diversify
also in terms of the management of public accounts.  both the region’s productive structure and the destination
In this sense, one of the main potential contributions markets for its exports. This diversification strategy must
of macroeconomic policy in the short term is the reduction aim at incorporating knowledge into the productive structure,
of countries’ chronic real volatility, which discourages which means that innovation in the broad sense and the
investment and determines the capacity to achieve andraining of human resources are key factors. This prospect
sustain the growth rates needed if the region is to continuealso underlines the need to lay the foundations for increased
improving its social indicators. investment in physical and human capital and higher total
Above and beyond the aforementioned problems of factor productivity, with a view to successfully positioning
evaluation, investment levels in the region are undeniably the region on the international stage and consolidating a
low, both compared with the past and in comparison with sustainable process of growth.
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Chapter I

Investment, saving and growth in Latin
America: analytical and policy issues !

A. Background

Under a new outward-looking approach to the promotion of development, Latin America

has seen a modest recovery in growth and investment during the 1990s and early 2000s. Th
recovery comes in the wake of the stabilization efforts and reforms that followed the 1980s
debt crisis. While the region’s growth performance has not yet reached the rates achieved il
the 1960s and 1970s and remains well below the rates being posted by Asia, the Middle Eas
and Eastern Europe, the reactivation has nonetheless aroused greater interest in the factors tl
contribute to economic growth in the region and, in particular, in the role played by investment

as a source of economic growth.

In this context, investment becomes a variable of major national savings rates is important because foreign
importance, and investment determinants and dynamicssaving can be volatile and lead to sudden stops that force
are crucial to an understanding of the economic growth countries to make costly macroeconomic adjustments
process. In order to support and consolidate growth, itwhich may eventually trigger growth crises. With few
is also a critical vehicle for the creation of productive exceptions, low national savings rates have obliged
capacities and the generation of knowledge spillovers andLatin American countries to depend on foreign saving to
new technologies. At the same time, ensuring adequatdinance investment and growth. The increased volatility

1 This chapter is based on more extensive research commissioned by ECLAC (Gutiérrez, 2005 and 2007a).
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of international capital flows and the external financing World Bank in 1998-1999. The World Bank research,
conditions prevailing during this new era of globalization which examined saving worldwide, was disseminated
have compounded the challenges involved in enhancingthrough theworld Economic Revieand theReview of
investment and growth prospeéts. Economics and Statistizs2000. The IDB research focused

Disagreement persists about the role of investmenton saving in Latin America and was published in an IDB
and saving in the growth process. Various authors havebook edited by Reinhart (1999). In both cases the work
concluded that investment has been the main factorused data from the mid-1960s to the mid-1990s.
driving economic growth (Young, 1994), and some of The role assigned to investment and saving in
them have stressed the influence of specific categorieseconomic growth is relevant to growth theory and
of investment, as well as the differing roles of private policymaking. Should countries focus on increasing
and public investment (De Long and Summers, 1991 andinvestment rates through, for example, massive
1993; Kahn and Kumar, 1997; Kahn and Reinhart, 1990; investment programmes in order to accelerate the
Servén and Solimano, 1992a and 1992b; and Greene angace of economic growth? What types of investments
Villanueva, 1991). Other economists have acknowledgedare the most effective in raising growth rates? What
the important part played by fixed investment but have is the role played by productivity? Do investment and
argued that productivity has been the engine that has markedrowth reinforce each other? Are national and public
the difference between fast and slow growth experiencessavings policies important for Latin America’s economic
(Blomstrom, Lipsey and Zejan, 1996; Harberger, 1996 growth? What are the roles played by economic
and 1998; Klenow and Rodriguez-Clare, 1997b; Elias, policies as contributing factors to investment, saving
1992; and Solimano and Soto, 2004). and growth? Are there clear relationships of causality

Influential research on the subject of saving was and reinforcement between investment and growth and
produced in connection with two symposiums organized between saving and growth? These are some of the key
by the Inter-American Development Bank (IDB) and the policy issues addressed in this study.

B. Stylized facts about investment, saving and growth

A comparison of data on investment, saving and growth of productivity and economic growth in the region (see,
across regions since 1990 shows that Latin Americanfor example, Haussmann, Rodrik and Velasco, 2004;
countries have continued to exhibit low savings and Gutiérrez, 2005; and Solimano, 2006). In fact, investment
investment rates together with slow and volatile growth rates in Latin America have been at the bottom of the
(see figure 11.1 and table I1.1). distribution when compared to other regions.

Low investment rates. Latin American nations, as L ow national savingsrates. The Latin American
most other developing countries, are subject to foreign creditand Caribbean region was the only one that exhibited
constraints that have made investment highly dependeniower savings rates in the early 2000s than in the
on national saving. Although investment is also financed second half of the 1990s (see table 11.1), with the gap
with foreign saving, the latter’s contribution to total saving in national savings rates between Latin America and
has been modest (below 3% of GDP in 1990-2003). Low East Asia widening from about 18 percentage points in
investment levels have acted as a constraint on growth,1990-1994 to about 20 points in 2000-2003. Low national
especially since gross capital formation is a main sourcesaving has been a major constraint on investment and

2 Evidence of a high correlation between domestiestment and domestic saving in this new era of globalization also indicates that financial markets
are not more integrated today than they were during the “first wave of globalization” (from the second half of the 1800s up to the First World War
A change did occur, however, between the two periods in terms of the composition of capital flows. In particular, an increase has been seer
short-term relative to long-term capital flows during the current globalization wave (Solimano and Gutiérrez, 2006).

3 See also Schmidt-Hebbel, Servén, and Solimano (1996) for a comprehensive survey on research on saving, which summarizes the litera
prior to the IDB and World Bank research papers mentioned above.
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growth, given the high correlation between national fully offset by a concomitant decline in private saving.
saving and investment in a context of imperfect capital Low national saving has also heightened the region’s
movements (see, for example, Gavin, Haussmann andvulnerability to swings in foreign capital flows, as
Talvi, 1997; Loayza, Schmidt-Hebbel and Servén, 2000; foreign saving is more volatile than national saving.
Loayza and others, 2000; and Solimano and Gutiérrez,Workers’ remittances help to attenuate the volatility
2006). Public saving can serve as a mechanism forof foreign saving because they are less affected by
spurring national saving, since the empirical evidence changes in international capital markets than other
shows that an increase in public saving is less thanforms of foreign financing are.

Figure 11.1
INVESTMENT, SAVING AND GROWTH: A COMPARISON ACROSS WORLD REGIONS

Per capita GDP growth Total investment (total saving)
(Annual percentages) (Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information from the World Bank, World Development Indicators (WD) database.

Low growth rates. The region’s average per capita the whole of 1990-2003 and accelerated in 2000-2003.
growth rate fell from 1.7% in 1990-1994 to less than 1% Low national saving has been mirrored by low investment,
in 1995-1999 and then to below 0% in 2000-2003. On given the close association between the two variables, and
average, growth has therefore been below the rates othis has limited the scope for productivity and economic
the 1960s and second half of the 1970s. In East Asia, bygrowth (see also Haussmann, Rodrik and Velasco, 2004;
contrast, the average growth rate was above 5% duringand Solimano, 2006).
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Table 11.1
SAVING: DESCRIPTIVE INDICATORS, BY WORLD REGION

Total saving National saving Foreign saving Per capita GDP growth
1990- 1995- 2000- 1990- 1995- 2000- 1990- 1995- 2000- 1990- 1995- 2000-
1994 1999 2003 1994 1999 2003 1994 1999 2003 1994 1999 2003
East Asia and Pacific
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 36.12 35.43 34.54 36.49 37.02 38.12 -0.37 -1.59 -3.58 7.74 541 6.20
Median 34.52 36.31 34.23 35.48 36.97 37.89 -0.53 -1.84 -3.66 9.29 5.65 6.27
Standard deviation 2.96 3.12 2.46 1.90 1.14 2.75 1.57 242 0.38 2.50 2.86 0.91
Variance coefficient 0.09 0.09 0.07 0.05 0.03 0.07 -2.94 -1.32 -0.10 0.27 0.51 0.14
Minimum 33.54 31.69 31.95 34.88 35.25 35.04 -1.94 -4.31 -3.92 3.84 0.94 5.02
Maximum 39.90 38.76 37.75 39.24 38.15 41.68 2.20 0.88 -3.09 9.50 8.25 7.23
Europe and Central Asia
Observations 5 5 4 1 5 4 1 5 4 5 5 4
Mean 25.14 22.99 22.01 23.94 21.78 22.80 -1.06 121 -0.79 -5.38 1.54 4.88
Median 25.33 23.78 21.87 23.94 22.02 22.62 -1.06 1.61 -0.82 -6.31 1.61 5.52
Standard deviation 1.70 1.42 0.44 1.29 121 1.69 0.98 2.19 1.22 2.00
Variance coefficient 0.07 0.06 0.02 0.06 0.05 1.05 -1.19 -0.35 0.76 0.36
Minimum 22.87 21.08 21.66 23.94 20.25 21.70 -1.06 -1.38 -1.67 -7.43 0.41 1.98
Maximum 27.14 24.15 22.65 23.94 23.43 24.25 -1.06 3.06 0.17 -2.39 3.42 6.53
Latin America and the Caribbean
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 20.21 21.31 19.19 17.89 18.42 18.17 2.32 2.89 1.02 1.72 0.94 -0.23
Median 20.13 20.92 19.15 17.75 18.84 18.48 2.78 2.68 1.07 2.12 0.99 -0.56
Standard deviation 0.74 0.86 1.21 0.78 0.82 0.95 1.32 1.18 1.94 1.77 2.19 2.04
Variance coefficient 0.04 0.04 0.06 0.04 0.04 0.05 0.48 0.44 1.81 0.83 2.21 -3.66
Minimum 19.39 20.36 17.88 17.21 17.38 16.84 0.22 1.77 -0.95 -1.32 -1.22 -2.27
Maximum 21.19 22.36 20.59 19.17 19.15 18.87 3.47 4.69 2.90 3.11 3.93 2.45
Middle East and North Africa
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 2341 21.47 23.12 21.03 21.24 27.85 2.39 0.23 -4.73 1.75 1.01 1.85
Median 23.58 21.57 22.86 20.44 20.86 27.18 2.54 -1.03 -4.62 2.15 1.41 1.48
Standard deviation 1.18 1.32 1.20 1.98 1.89 1.88 1.76 212 0.98 214 111 1.41
Minimum 21.89 19.83 22.10 19.10 18.62 26.44 -0.14 -1.48 -5.95 -0.99 -0.20 0.73
Maximum 25.08 23.42 24.67 23.31 23.13 30.62 4.62 2.87 -3.73 3.85 2.23 3.70
South Asia
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 2213 22.49 22.16 22.34 23.02 24.19 -0.21 -0.53 -2.03 2.75 3.98 3.38
Median 22.66 22.01 22.06 21.87 23.14 24.19 -0.48 -0.42 -1.93 3.44 4.50 271
Standard deviation 0.90 1.55 0.51 0.98 1.46 0.70 0.91 0.34 0.55 1.82 111 1.58
Variance coefficient 0.04 0.07 0.02 0.04 0.06 0.03 -1.90 -0.82 -0.29 0.53 0.25 0.58
Minimum 21.08 21.16 21.68 21.56 21.58 23.54 -1.17 -1.12 -2.79 -0.21 2.24 2.37
Maximum 22.86 25.04 22.86 23.83 25.27 24.86 1.23 -0.24 -1.48 4.58 4.92 5.74
Sub-Saharan Africa
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 17.40 18.22 18.05 15.05 15.39 15.71 2.35 2.83 2.35 -2.07 0.83 1.11
Median 17.40 18.24 18.04 15.13 15.32 15.55 2.77 2.75 2.32 -2.09 0.82 0.97
Standard deviation 0.67 0.43 0.71 1.46 1.79 0.71 121 1.93 0.50 1.25 0.92 0.37
Variance coefficient 0.04 0.02 0.04 0.10 0.12 0.05 0.44 0.70 0.21 -0.60 1.12 0.38
Minimum 16.37 17.71 17.28 13.55 13.77 15.11 0.81 -0.04 1.80 -3.85 -0.07 0.83
Maximum 18.14 18.88 18.86 16.60 18.29 16.61 3.76 5.11 2.94 -0.38 2.26 1.64

Source: World Bank, World Development Indicators (WDI) database.

C. The contribution to growth made by physical
capital: growth accounting

Growth accounting provides a way of measuring the The method’s advantages include the fact that it
contribution of capital formation to real GDP growth. overcomes three main problems present in the regression
The growth accounting approach has both advantages andpproach: (a) changes in capital and labour are usually
disadvantages compared to the regression approach foendogenous to TFP; (b) if changes in capital and labour
measuring the contributions of the three broad categoriesare measured with errors, the regression coefficients will
of sources of growth (capital, labour and total factor be inconsistent estimates of the shares of capital and
productivity (TFP)) (Barro, 1999; Klenow-Rodriguez- labour (this problem is aggravated when capital stock
Clare, 1997a and 1997b; Pack, 1994; Easterly, 2001; ands not adjusted by “utilization” of capital stock); and
Easterly and Levine, 2001). (c) regression estimates usually assume no variations in
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factor shares or TFP through time or across countries. Than growth accounting). As long as we interpret TFP as a
main limitation of growth accounting stems from the use broad measure of “real cost reductions,” however, those
of factor prices to estimate factor contributions to real GDP deviations may be considered as correctly forming part
growth, as deviations between factor prices and marginalof the residual when it is broadly interpreted as a measure
products are then included in measured TFP (the residuabf economy-wide real cost reductions.

1. Methodology

In the traditional growth accounting method, capital stock baskets). In addition, the physical capital series is adjusted
series are customarily generated using the series on grost® reflect the notion of “utilized” physical capital (a vector
capital formation at constant prices for each country. of “rates of utilization”), which is approximated by the
Here, however, the wage bill has been decomposedratios of actual GDP to potential GDP. For the purposes
into payments made to “raw labour” and those made to of this study, potential GDP is defined as a centered
“human capital”. A proxy is used for the remuneration seven-year moving average of actual GDP.

of raw labour to deflate the wage bill and obtain the The characteristics of these two growth accounting
two separate labour components. This innovation will methodologies may be summarized as follows:

be referred to here as the “traditional modified growth  Traditional modified growth accounting (TMGA)

accounting” (TMGA) method. method: (a) the wage bill is decomposed into its
An additional innovation, which will be designated raw labour and quality (or human capital upgrade)
the “extended growth accounting” (EGA) method, consists components; and (b) the physical capital stock series
of deflating the gross capital formation series at current are generated using the gross fixed capital formation
prices by the GDP deflator and adjusting the capital series at constant prices (in local currency). Thus, the
series to reflect the “utilization” of physical capital, TMGA modifies the traditional growth accounting
this notion of “invested” physical capital is in line with method by splitting the labour contribution into

capital theory, as the capital stock series are expressed in the portion that is attributable to raw labour and
the same GDP basket units as GDP at constant prices. In the portion accounted for by its quality or human
both approaches, data on annual factor shares were also capital component.

used to better capture the changing contributions of capital ~ * Extended growth accounting (EGA) method:

and labour to annual growth (see Gutiérrrez, 2005, for (a) the wage bill is decomposed into its raw labour
additional information about these methotls). and quality (or human capital) components; and

In the EGA, the physical capital series is further (b) the physical capital stock series are generated
expressed in terms of “GDP baskets”. The growth accounting using the gross fixed capital formation series at
interpretation of this alternativ& ™ series is associated current prices (in local currency), deflated by the
with capital theory:K " units of capital are invested to GDP deflator, and adjusted to reflect the actual
obtain GDP, with both expressed in the same units (GDP utilization of physical capital.

4 The total labour share displays sizeable variations across time and countries. The ranges for the period 1960-2002 are: Argentina (40% - 6C

Bolivarian Republic of Venezuela (44% - 75%), Brazil (60% - 80%), Chile (60% - 65%), Colombia (50% - 67%) and Mexico (36% - 60%).

Data on shares were obtained from Hoffman (2000) and ECLAC national account statistics. The labour share has been adjusted to include o
account workers. The capital share (1-total labour share) assimilates to the national accounts concept of physical capital (which excludes I:

and other non-reproducible or intangible assets).
5 A similar procedure is used in Loayza and Soto (2002) based on Baxter's and King’s work on business cycles (1999).
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2. Main results

These two growth accounting methodologies (TMGA and Tables 1.2 and 11.3 summarize the results of the
EGA) were applied over the period from 1960 to 2002 growth accounting exercises. Table 1.2 shows the result
to a sample of six Latin American countries: Argentina, yielded by the use of the TMGA method, and table 11.3
Bolivarian Republic of Venezuela, Brazil, Chile, Colombia gives the results for the EGA. The trends and structures of
and Mexico. These are the largest economies in thethe growth sources are similar under the two approaches,
region and produce about 90% of its total GDP (WDI which is comforting in the sense that the main analytical
database, 2004). The selection of countries was guidedbservations and conclusions will not depend on which

by the availability and quality of raw data. methodology was used.
Table 11.2
TRADITIONAL MODIFIED GROWTH ACCOUNTING (TMGA) METHOD 2
Country 1961-1965 1966-1970 1971-1975 1976-1980 1981-1985 1986-1990 1991-1995 1996-2002 1961-2002
Argentina
GDP growth 3.99 4.02 3.12 2.96 -2.43 -0.33 6.70 -0.28 2.22
Capital contribution 2.19 1.77 2.17 2.22 1.31 0.40 0.80 1.37 1.53
Share of GDP growth 54.93 44.09 69.47 75.21 54.07 119.03 11.94 482.39 68.98
Raw labour contribution 0.39 0.39 0.24 0.24 0.06 0.04 -0.06 0.28 0.20
Share of GDP growth 9.66 9.65 7.79 7.98 2.43 13.43 -0.97 96.85 8.83
Human capital contribution 0.44 0.50 0.30 0.25 0.05 0.04 -0.09 0.25 0.22
Share of GDP growth 10.96 12.56 9.75 8.41 1.94 12.22 -1.33 87.15 9.82
Total factor productivity 0.98 1.35 0.41 0.25 -3.85 -0.82 6.05 -2.18 0.27
Share of GDP growth 24.45 33.70 13.00 8.40 -158.44 -244.69 90.35 -766.39 12.37
Brazil
GDP growth 4.58 7.80 10.32 6.70 1.20 2.09 3.16 2.03 4.73
Capital contribution 1.02 1.46 3.00 3.22 1.72 1.31 0.72 0.86 1.66
Share of GDP growth 22.21 18.71 29.10 48.07 143.41 62.43 22.68 42.30 35.11
Raw labour contribution 0.52 0.52 0.82 0.88 0.64 0.66 0.61 0.47 0.64
Share of GDP growth 11.44 6.63 7.92 13.06 53.49 31.74 19.23 23.00 13.50
Human capital contribution 1.56 1.38 1.62 1.52 1.04 1.03 0.91 0.66 1.21
Share of GDP growth 33.95 17.67 15.73 22.71 86.37 49.21 28.78 32.32 25.63
Total factor productivity 1.48 4.44 4.87 1.08 -2.20 -0.91 0.93 0.05 1.22
Share of GDP growth 32.41 56.99 47.25 16.16 -183.27 -43.38 29.31 2.39 25.76
Chile
GDP growth 3.69 4.60 -1.12 7.28 1.14 6.75 8.71 3.84 4.36
Capital contribution 1.31 1.18 0.86 0.29 0.69 1.06 2.16 2.63 1.27
Share of GDP growth 35.49 25.72 76.76 4.00 60.31 15.64 24.80 68.59 29.19
Raw labour contribution 0.30 0.29 0.38 0.39 0.37 0.92 0.65 0.49 0.47
Share of GDP growth 8.11 6.25 33.90 5.33 32.11 13.63 7.49 12.76 10.85
Human capital contribution 0.57 0.57 0.80 0.81 0.72 1.69 1.11 0.79 0.88
Share of GDP growth 15.35 12.42 71.57 11.18 62.54 24.99 12.71 20.55 20.21
Total factor productivity 1.51 2.56 -3.17 5.79 -0.63 3.09 4.79 -0.07 1.73
Share of GDP growth 41.04 55.61 -282.23 79.49 -54.96 45.74 55.01 -1.89 39.75
Colombia
GDP growth 4.65 5.88 5.67 5.38 2.25 4.95 4.14 1.12 4.25
Capital contribution 2.07 1.58 1.98 1.95 2.28 1.86 1.94 1.36 1.88
Share of GDP growth 44.59 26.91 34.94 36.21 101.23 37.52 46.85 121.51 44.11
Raw labour contribution 0.50 0.50 0.64 0.69 0.42 0.58 0.41 0.16 0.49
Share of GDP growth 10.79 8.47 11.22 12.73 18.64 11.76 9.85 14.17 11.42
Human capital contribution 1.13 1.31 1.60 1.46 0.81 0.98 0.62 0.31 1.03
Share of GDP growth 24.31 22.30 28.23 27.09 35.84 19.79 14.94 27.33 24.12
Total factor productivity 0.94 2.49 1.45 1.29 -1.25 1.53 1.17 -0.70 0.87
Share of GDP growth 20.30 42.32 25.62 23.97 -55.71 30.94 28.36 -63.01 20.35
Mexico
GDP growth 7.25 6.26 6.27 7.14 2.03 1.72 1.61 3.96 4.53
Capital contribution 4.05 4.33 3.67 3.09 3.11 1.69 2.57 2.11 3.08
Share of GDP growth 55.91 69.14 58.55 43.27 153.01 98.12 159.59 53.35 67.94
Raw labour contribution 0.47 0.46 0.68 0.71 0.47 0.48 0.50 0.72 0.56
Share of GDP growth 6.54 7.33 10.83 9.91 23.09 27.69 31.26 18.28 12.40
Human capital contribution 0.79 0.86 1.43 1.53 0.78 0.51 0.40 0.65 0.87
Share of GDP growth 10.86 13.82 22.76 21.36 38.43 29.59 24.64 16.46 19.16
Total factor productivity 1.93 0.61 0.49 1.82 -2.33 -0.95 -1.86 0.47 0.02
Share of GDP growth 26.69 9.72 7.85 25.46 -114.54 -55.39 -115.49 11.91 0.51
Venezuela (Bolivarian Rep. of)
GDP growth 6.18 4.02 2.97 2.54 -0.91 2.76 3.53 -0.37 2.59
Capital contribution 1.80 2.09 212 3.68 1.36 0.76 0.94 0.62 1.67
Share of GDP growth 29.19 51.91 71.53 145.21 149.29 27.52 26.48 166.24 64.54
Raw labour contribution 0.62 0.62 0.89 0.95 0.48 0.48 0.72 0.48 0.66
Share of GDP growth 10.03 15.51 30.14 37.39 53.15 17.48 20.38 128.23 25.34
Human capital contribution 1.91 1.72 2.08 1.79 0.76 0.63 0.81 0.56 1.28
Share of GDP growth 30.90 42.85 69.95 70.45 83.75 22.94 22.80 149.92 49.49
Total factor productivity 1.85 -0.41 -2.13 -3.88 -3.52 0.89 1.07 -2.02 -1.02
Share of GDP growth 29.88 -10.27 -71.62 -153.05 -386.19 32.07 30.34 -544.39 -39.37

Source: Information from the World Bank, World Development Indicators database, and United Nations Statistical Office.
a Capital stock series generated using the series of gross capital formation at constant prices but unadjusted by rates of utilization of capital. The wage bill is decomposed into its
raw labour and quality (or human capital) components. Based on GDP and gross fixed capital formation at constant prices in local currency.
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Table I1.3
EXTENDED GROWTH ACCOUNTING (EGA) METHOD 2
Country 1961-1965 1966-1970 1971-1975 1976-1980 1981-1985 1986-1990 1991-1995 1996-2002 1961-2002
Argentina
GDP growth 3.99 4.02 3.12 2.96 -2.43 -0.33 6.70 -0.28 222
Capital contribution 2.47 1.50 2.19 3.47 -0.31 -0.33 1.80 0.41 1.40
Share of GDP growth 61.86 37.34 70.28 117.26 -12.74 -99.91 26.84 142.73 63.09
Raw labour contribution 0.39 0.39 0.24 0.24 0.06 0.04 -0.06 0.28 0.20
Share of GDP growth 9.66 9.64 7.79 7.98 2.43 13.43 -0.97 96.85 8.83
Human capital contribution 0.44 0.50 0.30 0.25 0.05 0.04 -0.09 0.25 0.22
Share of GDP growth 10.96 12.56 9.75 8.41 1.94 12.22 -1.33 87.15 9.82
Total factor productivity 0.70 1.62 0.38 -0.99 -2.23 -0.09 5.06 -1.21 0.41
Share of GDP growth 17.52 40.45 12.19 -33.65 -91.63 -25.74 75.45 -426.73 18.27
Brazil
GDP growth 4.58 7.80 10.32 6.70 1.20 2.09 3.16 2.03 4.73
Capital contribution 0.93 1.37 3.31 4.03 1.37 1.81 1.40 1.37 1.95
Share of GDP growth 20.29 17.59 32.14 60.10 114.63 86.35 44.30 67.46 41.17
Raw labour contribution 0.52 0.52 0.82 0.88 0.64 0.66 0.61 0.47 0.64
Share of GDP growth 11.44 6.63 7.92 13.06 53.49 31.74 19.23 23.00 13.50
Human capital contribution 1.56 1.38 1.62 1.52 1.04 1.03 0.91 0.66 1.21
Share of GDP growth 33.95 17.67 15.73 22.71 86.37 49.21 28.78 32.32 25.63
Total factor productivity 1.57 4.53 4.56 0.28 -1.85 -1.41 0.24 -0.46 0.93
Share of GDP growth 34.33 58.10 44.22 4.13 -154.49 -67.30 7.69 -22.77 19.70
Chile
GDP growth 3.69 4.60 -1.12 7.28 1.14 6.75 8.71 3.84 4.36
Capital contribution 1.13 1.75 0.62 2.52 0.08 1.57 2.78 2.82 1.66
Share of GDP growth 30.62 38.01 55.07 34.57 6.77 2321 31.89 73.54 38.00
Raw labour contribution 0.30 0.29 0.38 0.39 0.37 0.92 0.65 0.49 0.47
Share of GDP growth 8.11 6.25 33.90 5.33 32.11 13.63 7.49 12.76 10.85
Human capital contribution 0.57 0.57 0.80 0.81 0.72 1.69 1.11 0.79 0.88
Share of GDP growth 15.35 12.42 71.57 11.18 62.54 24.99 12.71 20.55 20.21
Total factor productivity 1.69 1.99 -2.92 3.56 -0.02 2.58 4.18 -0.26 1.35
Share of GDP growth 45.91 43.32 -260.53 48.92 -1.42 38.17 47.92 -6.84 30.94
Colombia
GDP growth 4.65 5.88 5.67 5.38 2.25 4.95 4.14 1.12 4.25
Capital contribution 1.85 1.64 1.61 1.99 1.76 2.30 2.32 1.66 1.89
Share of GDP growth 39.79 27.93 28.44 36.99 78.20 46.60 55.97 148.85 44.48
Raw labour contribution 0.50 0.50 0.64 0.69 0.42 0.58 0.41 0.16 0.49
Share of GDP growth 10.79 8.47 11.22 12.73 18.64 11.76 9.85 14.17 11.42
Human capital contribution 1.13 1.31 1.60 1.46 0.81 0.98 0.62 0.31 1.03
Share of GDP growth 24.31 22.30 28.23 27.09 35.84 19.79 14.94 27.33 24.12
Total factor productivity 1.17 2.43 1.82 1.25 -0.73 1.08 0.80 -1.01 0.85
Share of GDP growth 25.11 41.30 32.11 23.19 -32.69 21.85 19.24 -90.35 19.98
Mexico
GDP growth 7.25 6.26 6.27 7.14 2.03 1.72 1.61 3.96 4.53
Capital contribution 3.94 4.08 3.56 3.57 3.25 1.86 1.58 3.27 3.14
Share of GDP growth 54.41 65.21 56.76 50.02 160.09 108.19 98.22 82.53 69.31
Raw labour contribution 0.47 0.46 0.68 0.71 0.47 0.48 0.50 0.72 0.56
Share of GDP growth 6.54 7.33 10.83 9.91 23.09 27.69 31.26 18.28 12.40
Human capital contribution 0.79 0.86 1.43 1.53 0.78 0.51 0.40 0.65 0.87
Share of GDP growth 10.86 13.82 22.76 21.36 38.43 29.59 24.64 16.46 19.16
Total factor productivity 2.04 0.85 0.61 1.34 -2.47 -1.13 -0.87 -0.68 -0.04
Share of GDP growth 28.19 13.65 9.65 18.71 -121.61 -65.46 -54.12 -17.27 -0.86
Venezuela (Bolivarian Rep. of)
GDP growth 6.18 4.02 2.97 2.54 -0.91 2.76 3.53 -0.37 2.59
Capital contribution 2.29 261 214 4.17 0.57 0.84 1.39 0.23 1.78
Share of GDP growth 37.05 65.04 72.05 164.18 62.82 30.47 39.43 62.95 68.78
Raw labour contribution 0.62 0.62 0.89 0.95 0.48 0.48 0.72 0.48 0.66
Share of GDP growth 10.03 15.51 30.14 37.39 53.15 17.48 20.38 128.23 25.34
Human capital contribution 1.91 1.72 2.08 1.79 0.76 0.63 0.81 0.56 1.28
Share of GDP growth 30.90 42.85 69.95 70.45 83.75 22.94 22.80 149.92 49.49
Total factor productivity 1.36 -0.94 -2.14 -4.37 -2.73 0.80 0.61 -1.64 -1.13
Share of GDP growth 22.01 -23.40 -72.14 -172.02 -299.71 29.12 17.39 -441.11 -43.61

Source: Information from World Bank, World Development Indicators database, and United Nations Statistical Office.
2 Capital stock series adjusted by rates of utilization of capital using the series of gross capital formation at current prices (deflated by the GDP deflator). The wage bill is decomposed
into its raw labour and quality (or human capital) components. Based on GDP at constant prices, local currency and gross fixed capital formation at current prices in local currency.

At first sight, the results shown in tables 11.2 and growth, has varied somewhat across time and countries (see
I1.3 appear to indicate that physical capital has been thefigure 11.2). Further examination of the growth process,
leading source of growth for all six countries throughout however, leads to the conclusion that other growth sources,
the period considered (1960-2002), although the impact, particularly TFP, have marked the difference between
in terms of average shares of capital contribution to GDP faster and slower growth episodes.
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Figure 11.2
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SOURCE OF GROWTH FOR LATIN AMERICAN COUNTRIES CALCULATED USING TMGA AND EGA METHODS 2
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Figure 11.2 (concluded)
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3. Observations regarding the growth accounting results

Observation 1: Physical capital has played an Republic of Venezuela has been even worse, inasmuch as
important role in the growth process, but the other growth the TFP contribution never really took off and has been
sources have made the difference between better andleclining since the early 1970s. This country’s poor growth
worse growth experiences. performance has been only partly attenuated by positive

Physical capital contributed about 60%-70% to cumulative direct contributions from human capital.

GDP growth in 1960-2002 in Argentina, the Bolivarian Additional evidence of the importance of TFP in Latin
Republic of Venezuela and Mexico. Growth performance did America’s growth process is furnished by the exercises
not have a direct correlation with physical capital contributions, summarized in table 11.4 (based on the results derived
however. Large capital contributions were associated with from the TMGA method) and table 1.5 (based on the
both strong and weak growth performances across countriesesults obtained using the EGA method).

and subperiods. In Brazil, Chile and Colombia, real GDP The best 10 and the worst 10 growth rates were selected
growth was less dependent on physical capital. The sharefrom the panel of all annual growth rates (across countries
of physical capital contributions to GDP growth fluctuated and years) in each of the following four decades: 1961-1970,
between 30% and 45% for these countries, which is aboutl971-1980, 1981-1990 and 1991-2002. Tables 1.4 and 11.5
half the size of the shares registered for the countries whosshow the means and medians for growth rates, physical capital
growth is more dependent on capital. contributions and TFP contributions. The tables also show

Observation 2: Labour played a mixed role in the the differences in the means and medians between the 10
growth process, helping to drive growth in the fastest- highest- and 10 lowest-growth events (see the last two rows)
growth countries but not in the slowest-growth countries. and the ratios of the differences in the means and medians
The human capital component has played a more importanbetween the contributions of physical capital and real GDP
role than the raw labour component has. growth and between the contributions of TFP and real GDP

The role of labour as a source of growth has been growth. These last columns show the relative impact of physical
mixed, but it has not marked the difference between high- capital and TFP in terms of the differences between the 10
growth and low-growth experiences. The human capital highest-growth and the 10 lowest-growth episodes.
component has had a more significant impact than raw  The results shown in the last columns of tables 4 and
labour. It can also be seen that labour has contributed moré indicate that TFP accounts for between 76% and 95% of
to growth than physical capital has on many occasionsthe differences in the means when the TMGA method is
across time and countries. used and between 49% and 70% when the EGA method

Observation 3: Total factor productivity (TFP) was  is employed. In terms of the medians, TFP accounts for
the main source that marked the difference between bettebetween 81% and 100% of the GDP growth differences
and worse growth experiences. when calculations are performed using the TMGA method

For the set of six countries as a whole, while record-high and between 50% and 79% with the EGA method.
contributions from physical capital have co-existed with Similar evidence about the primary role played by
negative or low GDP growth in all of the faster giroyv TFP in accounting for fast-growth episodes has been
countries in terms of the 1960-2002 period as a whole (Brazil, provided by a number of recent studies (see Klenow and
Chile, Colombia and Mexico), the growth contribution of Rodriguez-Clare, 1997b, Easterly, 2001, and Easterly and
TFP was the largest in the best and worse growth years antlevine, 2001, for a global analysis; Easterly and Pack,
outstripped other growth sources’ contributions (see tables2001, for Africa; Elias, 1990 and 1992, Fajnzylber and
II.1 and 1.2 and figures 1.1 and 11.2). The leading role of Lederman, 1999, and Loayza, Fajnzylber and Calderén,
TFP is also evident in Argentina and the Bolivarian Republic 2004, for Latin America; and Harberger, 1996 and 1998,
of Venezuela. TFP has marked the difference between theor East Asia, Latin America, and the United States and
high and low real GDP growth years. Argentina withessed Mexican manufacturing sectors). In a more recent study,
a modest upturn in TFP growth in the early 1990s, but Solimano and Soto (2004) also showed that TFP was the
this trend has been reversed since 1997 in tandem with anain determinant of GDP growth for a sample of 12 Latin
declining GDP growth trend. The situation in the Bolivarian American countries in the period 1960-2600.

6 Solimano and Soto (2006) concluded that most of GDP growth is the result of changes in the efficiency and rate of utilization in the use |
capital and labour (TFP).
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Table 11.4
HIGH AND LOW REAL GDP GROWTH RATES: DIFFERENTIAL IMPACTS OF TOTAL FACTOR PRODUCTIVITY AND CAPITAL (TMGA METHOD)

GDP growth TFP contribution Ratio of differences

1961- 1971- 1981- 1991- 1961- 1971- 1981- 1991- 1961- 1971- 1981- 1991-
1970 1980 1990 2002 1970 1980 1990 2002 1970 1980 1990 2002

10 highest
GDP growth rates

Mean 10.43 10.34 7.87 9.51 5.11 4.81 4.96 6.26

Median 10.20 9.74 7.91 8.93 4.99 4.09 4.94 5.42
10 lowest
GDP growth rates

Mean 0.45 -2.44 -6.13 -5.04 -2.95 -4.87 -8.38 -6.18

Median 0.79 -1.42 -5.32 -4.31 -2.65 -5.37 -8.31 -5.64
Difference in means 9.97 12.78 14.00 14.55 8.07 9.69 13.33 12.44 0.81 0.76 0.95 0.86
Difference in medians 9.41 11.16 13.23 13.23 7.64 9.45 13.24 11.06 0.81 0.85 1.00 0.84

GDP growth Capital contribution Ratio of differences
1961- 1971- 1981- 1991- 1961- 1971- 1981- 1991- 1961- 1971- 1981- 1991-
1970 1980 1990 2002 1970 1980 1990 2002 1970 1980 1990 2002

10 highest
GDP growth rates

Mean 10.43 10.34 7.87 9.51 1.98 2.85 0.99 1.57

Median 10.20 9.74 7.91 8.93 1.55 2.84 0.82 1.76
10 lowest
GDP growth rates

Mean 0.45 -2.44 -6.13 -5.04 1.84 2.04 1.61 1.57

Median 0.79 -1.42 -5.32 -4.31 1.95 1.89 1.36 1.55
Difference in means 9.97 12.78 14.00 14.55 0.14 0.81 -0.62 0.00 0.01 0.06 -0.04 0.00
Difference in medians 9.41 11.16 13.23 13.23 -0.40 0.95 -0.54 0.21 -0.04 0.08 -0.04 0.02

Source: World Bank, World Development Indicators (WDI) database, and United Nations Statistical Office.

Table 11.5
HIGH AND LOW REAL GDP GROWTH RATES: DIFFERENTIAL IMPACTS OF TOTAL FACTOR PRODUCTIVITY AND CAPITAL (EGA METHOD)

GDP growth TFP contribution Ratio of differences

1961- 1971- 1981- 1991- 1961- 1971- 1981- 1991- 1961- 1971- 1981- 1991-
1970 1980 1990 2002 1970 1980 1990 2002 1970 1980 1990 2002

10 highest
GDP growth rates
Mean 10.43 10.34 7.87 9.51 5.20 4.46 2.94 4.73
Median 10.20 9.74 7.91 8.93 5.26 441 241 4.54
10 lowest
GDP growth rates
Mean 0.45 -2.44 -6.13 -5.04 -1.74 -4.71 -4.45 -2.39
Median 0.79 -1.42 -5.32 -4.31 -1.45 -4.41 -4.26 -3.33
Difference in means 9.97 12.78 14.00 14.55 6.94 9.16 7.39 7.12 0.70 0.72 0.53 0.49
Difference in medians 9.41 11.16 13.23 13.23 6.71 8.82 6.67 7.87 0.71 0.79 0.50 0.59
GDP growth Capital contribution Ratio of differences
1961- 1971- 1981- 1991- 1961- 1971- 1981- 1991- 1961- 1971- 1981- 1991-
1970 1980 1990 2002 1970 1980 1990 2002 1970 1980 1990 2002
10 highest
GDP growth rates
Mean 10.43 10.34 7.87 9.51 3.78 4.56 3.01 3.78
Median 10.20 9.74 7.91 8.93 3.92 4.46 2.90 3.75
10 lowest
GDP growth rates
Mean 0.45 -2.44 -6.13 -5.04 0.54 0.86 -2.31 -2.22
Median 0.79 -1.42 -5.32 -4.31 1.28 1.11 -2.42 -1.99
Difference in means 9.97 12.78 14.00 14.55 3.24 3.69 5.33 6.00 0.33 0.29 0.38 0.41
Difference in medians 9.41 11.16 13.23 13.23 2.64 3.35 5.32 5.74 0.28 0.30 0.40 0.43

Source: World Bank, World Development Indicators (WDI) database, and United Nations Statistical Office.
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D. The contributions to growth made by investment in
machinery and equipment, investment in construction,
and economic policies: a regression analysis

Key quantitative studies have emphasized the importances a necessary but not sufficient condition for growth
of machinery investment in augmenting the role of physical and that human capital, technological innovation and
capital and labour in the growth process. Ever since theappropriate policies are also required in order for sustained
industrial revolution, machinery investment has played a high growth to occur. Evidence about the significance of
vital part, both directly, as a production factor, and indirectly, education as a contributing factor to growth has also been
as a means of acquiring and transmitting technological provided in other seminal studies (see, for example, Barro
improvements across and within countries. De Long andand Lee, 1994), since education facilitates the adoption
Summers (1991 and 1993) found evidence of high socialof modern technologies embodied in new machinery and
returns on investments in machinery and characterizedequipment, as well as creating other positive externalities
this factor as being of primary importance in boosting (see Lucas, 1988).
productivity growth (proxied by per capita GDP). Their Table 1.6 presents evidence regarding the kinds
conclusions indicate that fast-growing countries enjoy of impacts that total fixed investment, investment in
favourable supply conditions for machinery investment machinery and equipment, and investment in construction
and that developing countries have benefited as much asave on per capita GDP growth. The approach employed
richer economies have from the technologies embodiedin arriving at these results is similar to the one used in
in machinery. calculating endogenous growth estimates for a number of
Economic policies also have a very strong influence highly influential studies (see, for example, Barro and Lee,
on economy-wide productivity and on economic growth, 1994; De Long and Summers, 1991 and 1993; Klenow
as they shape the framework for the allocation and useand Rodriguez-Clare, 1997b; and Loayza, Fajnzylber and
of production factors and decision-making by economic Calderdn, 2004 Regression estimates for aggregate fixed
agents. The contributions of physical capital and labour investment were included to enrich the conclusions reached
to economic growth will depend on the quality of in section C.3. The impact on per capita GDP growth of
the economic framework. Price stability has become fixed investment and its composition by type of asset was
an important factor in boosting growth because the tested in combination with a number of key policy variables.
irreversibility of many investments makes investment The variables used were: (i) inflation, as measured by the
decisions highly sensitive to the inflation outlook and to annual percentage change in the consumer price index
the associated level of uncertainty about relative price (a measure of the degree of price stability which is also
trends (see Pyndick and Solimano, 1993). The size of therelated to the consistency of macroeconomic policies);
government apparatus has also been shown to influencéii) trade openness, measured as the percentage share of
growth because an increase in fiscal vulnerability can havetrade in GDP (degree of trade protection); (iii) government
an adverse impact on economic prospects and economiconsumption, measured as a percentage of GDP (size of
stability and because public spending may crowd out the government sector and policies that assign different
private saving and investment. Economic instability and roles to that sector in the economy); (iv) external debt,
uncertainty about economic prospects have been showrmeasured as a percentage of GDP (macroeconomic policies
to be major factors in discouraging investment. Based onleading to different levels of external debt exposure);
a review of the literature, Schmidt-Hebbel, Servén and (v) foreign direct investment (FDI), as a percentage of
Solimano (1996a and 1996b) concluded that investmentGDP (policies influencing the degree of capital openness,

7 Solimano and Soto (1994) use the growth rates of TFP (computed using growth accounting) for a panel of 12 Latin American countries for tl
period 1960-2002 as the dependent variable instead of per capita GDP growth. They found evidence, however, of a “striking similarity” betwe
changes in TFP and changes in per capita GDP or GDP per working-age person. The two approaches should yield similar results as long a:
regression estimates takes account of fixed investment as an additional control variable.
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as well as regulations affecting FDI); (vi) infrastructure, priorities assigned to extending the coverage of education).
represented by the number of telephone lines per capitarhese variables are referred to as policy-related variables
(policies assigning different priorities to the development of because they reflect or are the result of economic poficies.
infrastructure); and (vii) education, measured by the ratio Table 11.6 presents the best four regressions obtained
of gross secondary-school enrolment to the population ofafter experimenting with several different combinations
the corresponding age group (education policies and theof alternative dependent variabfes.

Table 11.6
PER CAPITA GDP GROWTH DETERMINANTS: TOTAL INVESTMENT, INVESTMENT IN MACHINERY AND EQUIPMENT, AND INVESTMENT
IN CONSTRUCTION. FIXED-EFFECTS ESTIMATES FOR GROWTH OF REAL PER CAPITA GDP (Iny,-Iny,,) ab
(Five-year averages: 1960-2002. Number of observations: 48)

) @ ®3) 4) ®) (6)

Investment rate (% GDP) 0.0046*** 0.0037** 0.004*** 0.0035***
(2.70) (2.43) (3.10) (2.69)
Machinery and equipment rate (% GDP) 0.0074*** 0.0071***
(3.66) (3.65)
Construction rate (% GDP)
Inflation (annual %) -0.00003* -0.00005**
(-1.83) (-2.52)
Openness (exports+imports) (% GDP) 0.0007
(1.63)
Government consumption (% GDP) -0.0034*** -0.003**
(-3.05) (-2.50)
External debt (% GDP) -0.0005*
(-1.83)
Foreign direct investment (% GDP) -0.0037
(-0.95)
Infrastructure (telephone lines per capita) 0.0217
(1.43)
Education (secondary enrolment ratio) 0.0007* 0.0008***
(1.72) (3.01)
Population growth (%) -0.0129 -0.0046
(-1.18) (-0.51)
Per capita GDP (value at start -0.06*** -0.041%** -0.1331%** -0.0671%* -48** -0.042%**
of each subperiod) (-3.02) (-3.86) (-4.19) (-3.62) (-2.89) (-4.29)
R sq 0.41 0.38 0.78 0.57 0.43 0.43
F stat 3.32 3.45 5.37 4.98 3.75 4.29

Source: World Bank, World Development Indicators (WDI) database, and United Nations Statistical Office.
2 Sample: Argentina, Bolivarian Republic of Venezuela, Brazil, Chile, Colombia and Mexico.
b t-statistics in parentheses; (*): statistical significance at the 10% level; (**): 5% level; and (***): 1% level. Fixed effects; corrected for heteroscedasticity.

8  High-inflation episodes have generally been associated with more expansionary monetary and fiscal policies. A large share of governme
consumption in GDP often reflects fiscal policies that have assigned the government a greater role in the growth process. A larger share of tr
in GDP frequently reflects commercial policies that have reduced trade barriers. Larger shares of FDI and of infrastructure in GDP genera
reflect policies that have deregulated FDI and have promoted more aggressive privatization programmes (including concessions). Change
the coverage of secondary-school enrolment often reflect the strength of education policies, although as discussed elsewhere in this chaj
existing education variables are imperfect yardsticks of human capital formation, as measurements of education levels do not account for qua

or for on-the-job training.

9 Some additional variables were also examined, such as the fiscal balance and the current account balance (both as percentages of GDP), b
series were short, truncated or of questionable reliability. More disaggregated fixed investment data from Penn World Table 5.6 were examin
but the series were also truncated, and reliable documentation explaining the data sources could not be obtained. National accounts data
the United Nations and national sources in Latin America do not include information on fixed investment in the relevant countries that i

disaggregated any further than the broad categories of “machinery and equipment” and “construction”.
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Initial per capita GDP (values as at the initial effect. These results are also consistent with other evidence
year of each subperiod) was also included to accountabout conditional convergence (see, for example, Barro,
for conditional convergence, which has been reported 1993; and Loayza, Fajnzylber and Calderon, 2694).
as being an important factor in other growth studies Observation 5: The contribution of investment in
(see, for example, Barro and Lee, 1994; and Loayza,machinery and equipment to per capita GDP growth
Fajnzylber and Calderén, 2004). Panel data for the sixis greater than the contribution made by investment in
Latin American countries making up the sample for the construction. When combined with some key policy-related
period 1960-2002 were used. Five-year averages werevariables (inflation, the share of government consumption
employed in calculating the estimates shown in table in GDP, the size of the external debt in terms of GDP and
11.6 to reduce the effect of short-term fluctuations in a education), this variable thus provides a more satisfactory
total of 48 observations. Panel data were used in runningoverall explanation for per capita GDP growth.
ordinary least squares (OLS) regressions with country Table 1.6 also shows the regression estimates for
fixed effects which were corrected for heteroscedasticity, fixed investment, broken down into the categories of
as needed National accounts data at constant prices in machinery/equipment and construction. The results
local currency were used, and variables were expressed amdicate that fixed investment in the form of machinery
shares of GDP! Observations 4 through 6 were arrived and equipment has a proportionally greater growth
at on the basis of these regression results. impact than overall investment does (see equations 1

Observation 4: Key factors affecting per capita GDP  through 4 versus equations 5 through 11). Investment in
growth in Latin America have included: (i) investment, construction was found to be a non-significant factor in
(i) inflation performance, (iii) the size of the government accounting for per capita GDP growth when considering
sector, (iv) the level of external debt and (v) education. the entire period from 1960 to 2002 (see regressions 7,

Confirming the findings of section C.3, the regression 8, and 9). The results provide evidence that the social
analysis showed that investment was a crucial sourcereturns of machinery investments are higher than those of
of growth in Latin America in 1960-2002. Key policy investments in construction. Machinery (and equipment)
variables such as the following have also had a majorinvestments embody new technologies that are updated on
influence in this respect: inflation, the level of government a more dynamic basis and spread more rapidly to different
consumption, the size of the external debt in terms of GDPactivities and sectors. In particular, imported machinery
and education (using the secondary-school enrolment ratioprovides an effective vehicle for the acquisition of modern
as a proxy). The most significant policy-related variables technologies. Buildings and other types of structures, on
in relation to per capita GDP growth were found to be the other hand, last longer, and their direct and indirect
inflation and the size of the government sector, however.impacts on production processes are less flexible than are
Other equations (not shown) were tried out that included those of machinery and equipment.
such variables as FDI and infrastructure (measured by ~ The economic policy variables that turned out to be
per capita telephone lines), but the resulting coefficients the most influential when combined with machinery and
were not significant at the 1% level. equipment investments were inflation and government

The findings have been interpreted as indicating consumption (see equations 9, 10 and 11). The significance
that, while fixed investment has been important for of education, in contrast, declined when combined with
growth in Latin America, key economic policy variables investment in machinery and equipment. As new investment
(mainly those that induce price stability, a low level of in this category is combined with upgraded labour, it is
external debt, a relatively small government sector and possible that the investment variable is capturing the
an expansion of educational coverage) helped make theampact of education.
difference between fast- and slow-growth experiences. Observation 6: Human capital as measured
Population growth appears to have had a slight negativeby secondary education appears to have been a key

10 White’s diagonal test was applied and proved to be robust to observation-specific heteroscedasticity in the residuals.

11 |n Gutierrez (2005) a structural analysis (Chowsdesas applied for three types of breaks: 1960-1980/1981-1990/1991-2002; (2) 1960-1980/1981-
2002; and (3) 1986-1990/1991-2002. The results of the annual estimates for the entire period 1960-2002 generally confirm the results obtair
using five-year averages.

Per capita GDP growth on the right side of the equations has been computed as the first difference in natural log terms between consecu
periods (Iny, - Iny, ;). Thus, a 3% rate is measured as 0.03. This is important for an appropriate interpretation of the estimated coefficients ar
the derived elasticities.

12
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contributing factor to productivity growth in the first The quality component can be expected to strengthen the
half of the period under consideration but then lost stock of education and therefore its impact on growth.
significance after the 1980s. This effect is evident in the increasing demand for new
Table 11.6 presents evidence that education has beerskills and innovation capacity for application in more
an important contributing factor to growth. In three of efficient and competitive production processes and in
the five equations in which education was included, its the use of the more recent technologies incorporated in
coefficient was significant, at least at the 10% level (see new machinery and equipméit.
equations 3, 4, 9 and 11 in table 11.6). Education’s effect Observations regarding the structural analysis
on growth declines somewhat in significance in equations developed by Gutiérrez (2005) provide evidence that
where it is combined with machinery and equipment secondary education was an important contributing factor
investment rather than total investment (see equation 10to per capita GDP growth during the 1960s and 1970s
as compared to equation 3). As newer machinery andbut that its significance gradually waned in the 1980s
equipment requires increased training and skills, part of and then weakened further in the 1990s and 2000s. As
the education effect could be being captured by investmentmore and more of the population of secondary-school age
in machinery and equipment. Testing this hypothesis enrols, the margin for additional enrolment shrinks. This
would, however, require an assessment of the educationasuggests that first-generation educational policies should
requirements associated with the various types andbe gradually replaced by a second generation of policies
vintages of machinery and equipment. The available datathat increasingly focus on strengthening the effectiveness
on education (WDI database, 2002; and Barro and Lee,of the stock of education capital. Quality seems to be at
2004 and 1993) are not adjusted for quality, however, andthe centre of successful international experiences such
provide indicators covering a timespan of just five years. as those of many Asian countries.

E. The contributions to growth made by private and
public investment: a regression analysis

The literature has provided evidence regarding the effectsit reduces aggregate investment returns and economic
of private and public investment on economic growth growth. Thus, it is not only the level of total investment
(Easterly and Rebelo, 1993; Greene and Villanueva, 1991;that matters for growth, but also the existence of a suitable
Khan and Reinhart, 1990; and Schmidt-Hebbel, Servénmix of private and public investment.

and Solimano, 1996a). Some degree of consensus prevails  The evidence presented in this chapter shows that
as to the differential growth impact of private and public sound public policies can enhance private investment’s
investment, which will depend on the macroeconomic positive impact on growth and leads to the following
framework and on the extent of complementarities or observation regarding the investment/growth process in
substitutability existing between public and private investment. Latin America in 1960-2002:

When public investment complements private investment, Observation 7: Private investment’s contribution to
itincreases the latter’s social returns in terms of economicgrowth has been strongly positive. Public investment’s
growth. Public investment in education and infrastructure contribution has not been very significant. Price
exhibits strong complementarities with private investment stability appears to be a leading policy-related factor in
and therefore has positive economic-growth effects. Whenstrengthening the contribution of private investment to
public investment substitutes for private investment, however, economic growth.

13 The data on gross enrolment in secondary education (ratios of total secondary-school enrolment to the population of secondary-school &
were obtained from thé&/orld Development Indicato(8VDI) database 2004. See also Gutiérrez, 2005 (appendix A) for a description of relevant
variables and sources. Series measuring the quality of secondary education should provide insights into the impact of education on growth. T
is a line of statistical work that would enrich future research on the subject.
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Table 11.7 shows the results for a selected number of contain longer historical series, but these series are for
estimated OLS equations for per capita GDP growth in central and general governments only and therefore
relation to private investment, public investment and a do not cover public enterprises. The periods for which
set of key policy variables. As in the previous estimates, averages were computed for the relevant variables were
per capita GDP growth has been approximated by theshortened from five years to three years in order to
first differences of the natural logs of per capita GDP. compensate for the shortness of the estimation period.
The relevant data were available only for the period As for the estimates shown in table 1.7, similar results
1970-2002 at current prices in local currencies; three- were obtained for the entire period (1970-2002) when
year averages were used. The only available investmenthree-year averages (62 observations) and annual data
series which are disaggregated into private and public(178 observations) were used. This provides further
investment are those compiled by the International substantiation for Observation 7. Estimates using annual
Finance Corporation (IFC) and the World Bank. These data that incorporated the structural break analysis are
series are available for 1970 onward and are at currenincluded in the more extensive research work done by
prices only. United Nations national accounts data Gutiérrez (2005).

Table I1.7
PER CAPITA GDP GROWTH DETERMINANTS: PRIVATE AND PUBLIC INVESTMENT.
FIXED-EFFECTS ESTIMATES FOR GROWTH OF REAL PER CAPITA GDP 2
(Three-year averages: 1970-2002. Number of observations: 62)

@ @ ®) 4 ®)

Private investment (% GDP) 0.0032 0.00417 * 0.0042 * 0.0038 * 0.0036 *
(1.62) (1.82) (1.95) (1.75) 1.77)
Public investment (% GDP) 0.0024 0.0024 0.0017 0.0022
(0.92) (0.91) (0.63) (0.88)
Inflation (annual %) -0.00002*** -0.00002*** -0.00003**
-2.70 (2.60) -2.46
Government consumption (% GDP) -0.0030 **
(-2.28)
External debt (% GDP) -0.0290
(-0.93)
Per capita GDP (value at start of -0.0004 *** -0.0004 *** -0.0004 *** -0.0044 *** -0.0005 ***
each subperiod) (-3.01) -3.32 (-3.23) (-2.94) (73.46)
R sq 0.24 0.26 0.34 0.36 0.41
F stat 2.44 2.34 2.78 2.62 3.20

Source: World Bank, World Development Indicators (WDI) database.
a t-statistics in parenthesis; (*): statistical significance at the 10% level; (**): 5% level; and (***): 1% level. Fixed effects; corrected for heteroscedasticity.

The estimates for 1970-2002 show that private growth, since such instabilities heighten an economy’s
investment was a major driving force of per capita GDP exposure to vicious cycles and make it more difficult to
growth, with public investment playing a negligible role. apply countercyclical fiscal policies.

Government consumption also appears to have had little ~ Observation 8:The mutual causality existing between
significance. Inflation was significant at the 1% level private investment and economic growth may foster the
in explaining growth and improved the explanatory formation of virtuous and vicious cycles involving these
power of the equations when combined with private two phenomena.

investment. Table 11.8 presents estimates for private investment

The results point to the importance of appropriate rates (expressed as percentages of GDP based on data at
economic policies in encouraging private investment and current prices) in 1970-2002 calculated using the same
growth. Countries that have promoted private investment econometric approach as was employed in arriving at
and have reinforced price stability, thus reducing the the previous estimates (panel OLS estimates with fixed
associated vulnerabilities and uncertainties caused bycountry effects). The equations shown in table 11.8 were
high inflation, have enjoyed faster per capita GDP growth. selected from a much larger set of estimates (in terms
Thus, Chile, Colombia and Mexico have performed better, of explanatory power and the economic and statistical
while Argentina and the Bolivarian Republic of Venezuela significance of control variables). Annual estimates and
suffered from stronger price instabilities in 1970-2002. a structural break analysis (see Gutiérrez, 2005) also, in
This discouraged both private investment and economicgeneral, provided corroboration for Observation 8.
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Table 1.8
PRIVATE INVESTMENT DETERMINANTS. FIXED-EFFECTS ESTIMATES FOR GROWTH OF REAL PER CAPITA GDP 2
(Three-year averages: 1970-2002. Number of observations: 62)

@ @ ®3) 4 ®) (6) @)

Public investment rate (% GDP) -0.2363* -0.2330** -0.2035

(-1.83) (-2.14) (-1.52)
Per capita GDP growth (%) 26.43%** 34.04%** 26.50%** 35.42%*

(3.07) (3.31) (3.044) (3.70)

Foreign direct investment (% GDP) 0.9010*** 0.9608*** 1.0758*** 1.014%**

(4.29) (5.71) (6.79) (4.94)
Infrastructure (telephone lines per capita) 2.5217%+* 2.8867*** 2.2830**

(3.49) (4.88) (3.61)

R sq 0.65 0.71 0.67 0.71 0.67 0.65 0.57
F stat 14.05 16.26 13.11 19.02 15.80 17.01 12.23

Source: World Bank, World Development Indicators (WDI) database.
a t-statistics in parenthesis; (*): statistical significance at the 10% level; (**): 5% level; and (***): 1% level. Fixed effects; corrected for heteroscedasticity.

The results indicate that per capita GDP growth has beenvenezuela in 1991-2002, high public investment does not
a highly significant contributing factor to increases in private guarantee an acceleration of economic growth. The evidence
investment rates (at the 1% level) (see equations 2 through 5)gathered for this study shows up a negative correlation
When combined with Observation 7, the estimates suggest detween private and public investment for the 1970-2002
mutual causality between private investment and growth which period as a whole, suggesting that public investment, rather
paves the way for the emergence of both virtuous and viciousthan private investment, was crowded out. The evidence also
cycles. An increase (decrease) in private investment inducesppears to indicate that FDI and infrastructure (see equations
an acceleration (decline) of per capita GDP growth, which in 4 through 7) helped to drive private investment during this
turn triggers an upswing (downturn) in private investment. period, but the results are inconclusive when combined with
This mutual causality between investment and growth hasthe structural analysis (see Gutiérrez, 2005).
also been found in a number of previous studies. The results for FDI could be interpreted as indicating that

Servén and Solimano (1992a and 1992b) have detected=DI did not contribute directly to private investment. It may
a positively correlated cyclical interaction between private have contributed indirectly, however, through the attraction of
investment and growth in the 1980s and early 1990s. Thesanew technologies. More specific research is therefore needed
authors suggest the possibility of using public investment before more precise conclusions can be drawn regarding the
to attenuate the mutually reinforcing phase of both private interactions between FDI and private investment in Latin
investment and economic growth at times of economic America. Interesting research on this subject has however,
contraction, as well as of supporting growth/stability factors been conducted by Lim (2001), Borensztein, de Gregorio
to stimulate private investment and induce a virtuous cycle and Lee (1998) and Olofsdotter (1998 he same type of
of recovery and growth. They go on to note that growth qualification applies to infrastructure and private investment,
recoveries took longer when, in the declining phase of given the sensitivity of the association between these two
the cycle, public investment was cut back too sharply andvariables. In a case study on investment and reforms in
when uncertainty about the policy framework delayed the Latin America, Moguillansky and Bielschowsky (2000)
reactivation of growth and private investment. provide a detailed structural analysis of the incidence of

The evidence also suggests that the type of public policyinfrastructure investments on economic growth in eight
package that is used has a strong influence on economit.atin American countries in 1960-2000. Calderon and
growth, in addition to the level of (private and public) Servén (2004) have studied the role of infrastructure in
investment. As in the case of the Bolivarian Republic of Latin America in 1980-2001 in more det&il.

14 Lim's (2001) survey of the literature provides substantial support for the existence of positive spillovers from FDI but also shows that there is r
consensus as to the causality of FDI in relation to economic growth. Borensztein and others have found that the level of human capital helps
determine the level of ability that exists for the adoption of foreign technologies and that FDI may crowd out domestic investment. Olofsdotte

has found evidence that the beneficial effects of FDI depend on institutional capacity, which varies across countries.
15 Moguillansky and Bielschowsky have studied eighintdes: Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Mexico and Peru. In their

study, they analysed the effects of structural reforms on investment decisions in the 1990s. Their examination of macroeconomic, sectoral ¢
microeconomic aspects indicates that weak institutions and regulations have limited the benefits derived from the privatization of investmen
in infrastructure (including concessions). Calderén and Servén (2004) show that Latin America lags behind international standards in terr
of the quantity and quality of infrastructure and that infrastructure investment has fallen in Latin America owing to the retrenchment of public

investment and the limited response of the private sector. They also note considerable disparities across countries.
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F. Saving determinants

National savings and growth rates in Latin America have regarding the presence of a partial negative offset between
remained low in the 1990s and 2000s despite the progrespublic and private saving and, consequently, of a positive
of stabilization and reform efforts following the recovery correlation between public and national saving (evidence
from the “lost decade” of the 1980s. The average nationalof partial Ricardian equivalence).
savings rate for the region as a whole has not surpassed No consensus has been reached, however, regarding
the rather modest levels (20%-23%) observed in the 1960g¢he association between (national and private) saving
and 1970s, and the gap between Latin America’s ratesand financial development (generally measured by
and those of more developed regions and East Asia hashe degree of monetization and credit-to-GDP ratios),
continued to widen. Investment rates and per capita GDPsaving and domestic real interest rates, or saving and
growth have mirrored the disappointing results exhibited the distribution of income (and wealth). The association
by national saving. between saving and membership in a private pension
This sectiof? furthers the research on saving in two system is also controversial, as it depends largely on fiscal
main directions. First of all, it extends the analysis of saving policy developments and consumers’ reactions. A move
to include the more recent period of 1990-2003 (most of to a private funded pension system opens the way for the
the previous research has been based on data covering tt@eation of institutional investors that can help to boost
years up to about the mid-1990s). Second, it examines theghe availability of financial savings in domestic capital
causality among saving, investment and growth, an area thatmarkets, but government budget trends and consumers’
has gone uncovered in most previous research on saving imttitudes are key factors in terms of national (and private)
Latin America. The research done in this area is based orsaving (Schmidt-Hebbel, 1998).
a representative sample of nine Latin American countries Saving and income. A positive association between
(three large, three medium-sized and three small economiesnational saving and current income levels is observed both
measured in terms of GDP in 2000 dollars). The countriesin time series and cross-section data (micro and aggregate),
selected for this purpose were: Argentina, Brazil, Mexico as saving (as a percentage of GDP) rises with the level of
(large); Colombia, Chile, Peru (medium-sized); and Costa per capita income. The evidence points to an inverted U
Rica, Ecuador and El Salvador (small). The selection of relationship between saving and the level of per capita
countries was guided by the availability and quality of raw income (Masson, Bayoumi and Samiei, 1998). It has become
data. Table 11.9 provides the main descriptive indicators an accepted stylized fact that savings rates rise during the
for these countries since the 1990s. As shown in the tablejnitial stages of development (although not at very low
national saving was the main source of investment financing,per capita income levels) and decline as countries reach
sharp differences existed in savings rates across countriedjigher per capita income levels and more mature stages
and foreign saving exhibited greater volatility both across of development (see Ogaki, Ostry and Reinhart, 1995). In
time and when compared to national saving. low-income countries that are closer to subsistence levels,
The research on saving has identified several key factorsit is to be expected that most income will be channelled to
associated with low and high national savings rates (seeconsumption (with little income being left over for saving).
tables 11.10 and 11.11). A relative degree of consensus is toHigher income levels make it possible to save more, but the
be noted in the literature as to the existence of a positivesize of the effect declines as income rises. Along much the
association among national (and private) saving, incomesame lines, a decline in investment and growth opportunities,
levels and growth raté$,macroeconomic stability, the an ageing population and lower fertility rates are features
level of foreign borrowing constraints and the size of the that tend to be observed in countries approaching higher
working-age population. A consensus has also emergedper capita income levels.

16 This section is based on Gutiérrez (2007a).

17 Since, in developing countries, GDP and national income are usually quite highly correlated, empirical estimates use the level and growth
GDP as a proxy for the level and growth of national income, in large part because GDP series are generally more readily available and of be
quality than national income data.
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Table 1.9
SAVING: DESCRIPTIVE INDICATORS FOR SELECTED LATIN AMERICAN COUNTRIES

Total saving National saving Foreign saving Per capita GDP growth

1990-1994 1995-1999 2000-2003 1990-1994 1995-1999 2000-2003 1990-1994 1995-1999 2000-2003 1990-1994 1995-1999 2000-2003

Argentina
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 16.87 18.67 14.36 14.89 15.11 16.88 1.97 3.56 -2.51 5.64 1.20 -2.65
Median 16.70 18.08 14.65 15.61 15.18 16.85 3.06 4.19 -2.05 4.75 2.83 -3.46
Standard deviation 2.62 0.92 1.80 1.19 0.80 4.58 2.54 1.22 5.76 6.00 5.07 8.20
Variance coefficient 0.16 0.05 0.12 0.08 0.05 0.27 0.83 0.29 -2.81 1.26 1.79 -2.37
Minimum 14.00 17.94 11.96 13.56 13.80 12.77 -2.05 2.02 -9.08 -3.43 -4.29 -11.66
Maximum 19.94 19.93 16.19 16.04 15.91 21.04 4.33 4.86 3.14 11.47 7.00 7.97
Brazil
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 20.37 21.25 20.12 19.83 17.51 17.80 0.55 3.75 2.32 -0.11 0.88 0.59
Median 20.17 21.12 20.58 20.09 17.10 17.88 0.87 3.44 2.76 -0.32 1.32 0.32
Standard deviation 1.21 0.70 1.71 1.06 1.18 0.91 0.98 0.81 2.46 4.16 1.65 1.90
Variance coefficient 0.06 0.03 0.08 0.05 0.07 0.05 1.12 0.23 0.89 -12.82 1.25 6.01
Minimum 18.93 20.43 17.77 18.66 16.35 16.76 -1.16 2.82 -0.68 -5.89 -1.18 -1.39
Maximum 22.15 22.29 21.54 21.27 19.47 18.67 1.25 4.76 4.44 4.38 2.77 3.13
Chile
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 24.41 25.73 22.32 21.80 21.79 21.05 2.62 3.95 1.28 5.55 4.16 1.92
Median 24.10 26.88 22.21 21.49 21.55 20.81 2.32 531 1.15 5.23 5.86 1.81
Standard deviation 1.48 2.54 1.45 0.96 1.26 1.74 1.93 2.88 0.57 3.15 4.33 0.90
Variance coefficient 0.06 0.09 0.07 0.04 0.06 0.08 0.83 0.54 0.49 0.60 0.74 0.50
Minimum 22.55 21.34 20.69 20.94 20.57 19.20 0.29 0.02 0.82 1.92 -2.43 0.97
Maximum 26.50 27.43 24.18 23.23 23.93 23.36 5.56 6.86 1.99 10.41 8.95 3.07
Colombia
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 19.60 20.30 14.83 20.03 14.65 14.19 -0.43 5.64 0.64 2.30 -0.51 0.76
Median 18.50 20.92 15.17 19.18 13.46 14.04 -1.68 7.03 1.13 3.01 0.10 0.61
Standard deviation 3.90 4.73 0.76 2.23 2.33 0.59 5.35 3.43 1.34 1.82 3.47 1.15
Variance coefficient 0.21 0.23 0.05 0.12 0.17 0.04 -3.18 0.49 1.19 0.60 35.50 1.89
Minimum 15.95 12.88 13.69 17.86 12.81 13.65 -7.11 -0.47 -1.34 0.30 -5.96 -0.38
Maximum 25.54 25.80 15.29 23.06 18.53 15.03 6.36 7.47 1.64 3.98 3.17 2.20
Costa Rica
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 21.28 17.99 19.96 15.13 13.47 13.85 6.16 4.52 6.11 2.83 3.21 1.25
Median 20.24 18.08 20.31 14.70 13.28 13.96 5.35 4.80 6.34 243 3.39 0.40
Standard deviation 3.55 1.69 217 2.60 1.46 1.14 1.37 0.79 1.28 2.85 3.07 2.49
Variance coefficient 0.18 0.09 0.11 0.18 0.11 0.08 0.26 0.16 0.20 117 0.91 6.23
Minimum 17.94 15.96 17.01 12.90 11.98 12.50 5.04 3.59 451 -0.38 -1.20 -0.60
Maximum 27.31 20.54 22.23 19.49 15.27 14.99 7.83 5.27 7.24 6.47 6.14 4.81
Ecuador
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 20.09 20.54 25.29 14.52 18.49 23.40 5.57 2.05 1.89 0.67 -1.00 1.92
Median 20.43 21.46 26.66 14.82 19.50 23.05 5.50 1.80 3.61 0.36 0.38 1.54
Standard deviation 1.47 3.83 3.58 2.24 1.69 1.81 2.72 5.20 5.19 2.03 3.91 1.11
Variance coefficient 0.07 0.18 0.13 0.15 0.09 0.08 0.49 2.88 1.44 5.56 10.16 0.72
Minimum 18.24 14.73 20.11 11.24 16.64 21.69 2.03 -5.27 -5.70 -1.80 -7.80 1.08
Maximum 21.87 25.27 27.72 16.83 19.99 25.81 9.67 8.61 6.03 2.88 2.20 3.52
Mexico
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 22.50 23.28 21.37 17.04 21.24 18.87 5.45 2.04 2.50 1.96 1.34 0.67
Median 23.14 23.42 20.96 16.55 20.45 18.40 5.86 1.99 2.61 2.30 3.45 -0.43
Standard deviation 1.07 2.23 1.68 2.35 1.83 1.06 1.69 141 0.81 1.14 5.22 2.99
Variance coefficient 0.05 0.10 0.08 0.14 0.09 0.06 0.29 0.71 0.31 0.50 1.51 -6.89
Minimum 21.00 19.78 19.83 14.70 19.19 18.21 2.87 0.60 1.50 0.11 -7.81 -1.54
Maximum 23.33 25.82 23.73 20.27 23.84 20.45 7.02 3.86 3.29 3.10 5.22 5.07
Peru
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 18.53 23.36 19.13 13.79 17.74 17.25 4.74 5.62 1.88 0.82 1.78 1.38
Median 17.31 23.57 18.80 13.30 17.42 17.33 5.23 5.89 1.73 0.18 0.55 1.78
Standard deviation 2.33 1.27 0.76 2.95 0.81 0.36 2.77 1.46 0.58 6.52 3.73 1.97
Variance coefficient 0.13 0.05 0.04 0.22 0.05 0.02 0.53 0.25 0.34 36.68 6.83 1.10
Min 16.48 21.48 18.64 9.88 16.95 16.77 0.09 3.51 1.36 -6.97 -2.31 -1.32
Maximum 22.25 24.83 20.26 17.02 19.03 17.58 7.41 7.41 2.69 10.57 6.40 3.28
El Salvador
Observations 5 5 4 5 5 4 5 5 4 5 5 4
Mean 17.23 16.85 16.60 15.75 16.03 14.84 1.49 0.82 1.76 3.81 1.87 0.31
Median 18.53 16.44 16.59 16.96 16.21 14.62 1.57 0.93 2.16 3.76 1.88 0.30
Standard deviation 2.49 2.23 0.27 3.50 1.32 1.68 1.11 1.54 1.84 1.56 1.58 0.30
Variance coefficient 0.13 0.14 0.02 0.21 0.08 0.11 0.70 1.65 0.85 0.42 0.84 0.99
Minimum 13.86 14.81 16.30 11.36 14.53 13.28 0.24 -1.40 -0.55 1.66 -0.44 0.02
Maximum 19.80 20.32 16.93 19.31 17.82 16.85 2.63 2.51 3.27 5.45 3.99 0.63

Source: World Bank, World Development Indicators (WDI) database.
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Table 11.10

NATIONAL SAVING DETERMINANTS

Variable category Specific variable Expected sign Empirical findings
Income Terms of trade: actual Oor+ +(1)
Growth rate: actual Ambiguous +(1,2,3,4)
Per capita GDP Ambiguous +(1,4)
Rates of return Interest rate Ambiguous
Uncertainty llnflatlgr) or other measures of macroeconomic Ambiguous )
instability
Foreign borrowing constraints Capital flows / FDI - - (1)
Fiscal policy Public saving + +(2)
Public surplus + +(3)
Demographics Old- and/or young-age population dependency - —-(4)
Income and wealth distribution Income concentration + +/- (4)
Gini coefficient + +(4)
Study Sample Estimation
1. Gavin, M.; Hausmann, R.; Talvi, E. (1997). “Saving Behavior in Latin America: 6 East Asian countries, 20 Latin Panel: GLS
Overview and Policy Issues”, Inter-American Development Bank, Research American countries
Department Working Paper, No. R-346.
2. Jappelli, T. and Pagano, M. (1996). “The Determinats of Savings: Lessons G-10 countries (1960-1994) Panel: OLS
From ltaly”. Inter-American Development Bank, Research Department
Working Paper, No. R-313.
3. Jappelli, T. and Pagano, M. (1995). “Saving, Growth, and Liquidity 22 OECD countries, Panel: OLS, IV
Constraints”, Quarterly Journal of Economics, 8 non-OECD countries
No. 109: 83-109. (1960-1987)
4. Schmidt-Hebbel, K. and L. Servén (2000). “Does Income Inequality Raise 20 industrial countries, 62 Panel: OLS, GMM

Aggregate Saving?” Journal of Development Economics, No. 61: 417-46.

developing countries (1965-
1994; 5-year averages)

Source: World B

ank, World Development Indicators (WDI) database.

Note: IV - instrumental variables; OLS - ordinary least squares; GLS - generalized least squares; GMM - generalized method of moments.

There is also a wealth of evidence regarding the working young richer than the old and that the young
positive association between saving and growth (seewill be saving more than the old are dissaving. Aggregate
Carrol and Weil, 1994; Edwards, 1996; and Loayza, income growth would then follow from increases in the

Schmidt-Hebbel, and Servén, 2000; and Loayza andlifetime profiles for succeeding generatididn turn,

others, 2000). The permanent income theory implies habit formation in consumption is a factor that helps to
that consumption is determined by permanent (long-run) rationalize the positive correlation between saving and
income, implying that saving follows current (transitory) growth. Carroll and Weil (1994) have argued that people
growth. The life-cycle model, first developed by Franco adjust consumption habits slowly, which makes saving

Modigliani, argues that productivity growth makes the positively related to current growth of income.

18 In more extensive models of consumer behaviour, the relationship is theoretically ambiguous (Carroll and Weil, 1994).
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Variable category

Specific variable

Expected sign Empirical findings

Persistence Lagged private savings rate Ambiguous +(6, 2)
Income Income level
Actual Oor+ +(3,9,51,2)0(1,7)
Temporary/permanent +/0or+ 0/0(2)
Terms of trade
Actual Oor+ +(9,1,7,2)
Temporary/permanent +/0or+ +/+(2)
Growth rate: actual Ambiguous +(9,5,2)0(1,1,7)
Rates of return Real interest rate Ambiguous —(2)0(3,5,1,7)+ (9, 10)
Uncertainty Variance of innovations to savings determinants +
Inflation or other measures of macroeconomic instability Ambiguous —(1)0(3,9,5,7),+(2,2)
Measures of political instability +
Domestic borrowing constraints Private credit flows - +(5) —(2)
Broad money flows -
Income -
Foreign borrowing constraints Foreign lending -
Capital flows / FDI - -(2, 6, 10)
Current account deficit - -3,9,5,2)
Financial depth Private or domestic credit stocks Ambiguous —(1)
Money stocks Ambiguous +(3,5,1)0(2)
Fiscal policy Public saving - —(2,3,5,6, 2,10)
Public surplus - -9,1,7)0()
Public consumption Ambiguous -9,7)
Pension system Pay-as-you-go pension transfers Oor— -(5,1,1)
Mandatory fully funded pension contributions Oor+ + (1)
Fully funded pension assets Ambiguous 0/+(1)
Demographics Old- and/or young-age dependency - -9,5,1,2)0(,7)
Urbanization Ambiguous -5,2)
Distribution of income and wealth  Income concentration Ambiguous 0(5)
Wealth concentration Ambiguous
Capital income share
Study Sample Estimation
1. Bailliu, J. and H. Reisen (1998): “Do Funded Pensions Contribute to Higher Savings? 11 OECD and non-OECD Panel: OLS, IV
A Cross-Country Analysis”, OECD Development Centre Working Paper, No. 130, Paris. countries (1982-1993)
2. Cardenas, M., and Escobar, A. (1997): “Determinats of Savings in Colombia: Colombia (1965-1994) VAR
1924-1994". Inter-American Development Bank, Research Department, Working
Paper R-310.
3. Corbo, V. and Schmidt-Hebbel, K. (1991). “Public Policies and Saving in Developing 13 developing countries Panel: OLS
Countries”. Journal of Development Economics, vol. 36 (1): 89-115. (1980-1987)
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vol. 51 (1) 5-44.
6. Gonzales, E.; Levano,C; and LLontop, P.: “Determinantes del Ahorro Interno Peru (1950-1994) VAR

y Ajuste Estructural en el Peri, 1990-1995. Inter-American Development Bank,
Research Department, Working Paper R-327.
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and Dynamics in Cross-Country Savings Regressions”, IMF Working Paper,
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pages 165-181.
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Determinants of Private Saving”, World Bank Economic Review, vol. 12 (3):
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20 OECD countries
(1972-1993)

Panel: OLS, GLS

150 countries (1950-1994) Panel: GMM-IV

21 industrial countries
(1971-1993), 40 developing
countries (1982-1993)

Chile (1988 - 2000)

Panel: OLS, GLS, IV

OLS

Source: Econommic Commission for Latin America and the Caribbean (ECLAC), on the basis of World Bank, World Development Indicators (WDI) database.

Note:

IV - instrumental variables; OLS - ordinary least squares; GLS - generalized least squares; GMM - generalized method of moments; VAR - vector autoregression.
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Foreign credit constraints. The relevant theory says  provide evidence that saving is more responsive to rates
that one of the purposes of borrowing is to allow people of return at higher income levels. At lower income levels,
to smooth consumption in the event of shocks. However, people cannot smooth consumption over time. At higher
consumption will follow current income more closely at income levels, it is possible to both save and dissave.
low income levels because credit constraints are moreThus, according to this study, the intertemporal elasticity
binding at those levels. In contrast, at higher income of substitution between present and future consumption
levels, consumption is expected to follow permanent (or varies with the level of wealth. The conclusion reached
expected) income more closely. Foreign credit restrictions by these authors is that the savings rate and its sensitivity
are more influential in the case of low-income and to the interest rate are a rising function of income.
financially distressed middle-income countries; in those M acroeconomic uncertainty. Macroeconomic
cases, consumption can be expected to adjust more taincertainty is expected to have an ambiguous effect on
shocks, as smoothing is more difficult. In the presence of saving. According to the literature, an important reason
foreign borrowing constraints, additional foreign saving is to save is the precautionary motive, since people will
likely to lead to higher consumption and, ceteris paribus, save more at times of uncertainty in order to prepare for
lower national saving. There is evidence of a negative the possibility of difficult times ahead. One such source
relationship between national and foreign saving, with of uncertainty is macroeconomic in nature. This factor
the offsetting effect ranging between 50% and 70% (seecan be reflected in high and erratic inflation, exchange-
Schmidt-Hebbel and Servén, 1999). rate volatility, boom-bust cycles and instability in the

Financial development, domestic credit constraints financial system, which introduce uncertainty into the
and interest rates. The research on financial development anticipation and appropriability of future cash flows
suggests that financial variables’ effect on national saving and the opportunity cost of funds. One response to these
is ambiguous. Deeper financial markets and strengthenedincertainties is capital flight. Uncertainty also discourages
prudential regulation of financial institutions help to enhance savers, as the returns on their savings and the prospects
saving (and investment) opportunities by offering a wider for recovering them both decline (Edwards, 1996; and
variety of financial instruments to channel savings and by Taylor, 1996 and 1999.
providing more security (in the case of effective regulation) High inflation has been closely associated with
to investors. However, financial development is also often macroeconomic instability, financial crises and other events
associated with an increased availability of credit for that have depressed growth and saving. The relationship
consumption, which relaxes domestic liquidity constraints, appears to be non-linear, however. The effects of low-to-
and saving may therefore be discouraged as more creditnoderate inflation on saving are bound to be very different
(particularly for consumption) becomes availale. from the impact of high or even explosive inflation of

Theoretically, the association between interest ratesthe type that destroys countries’ payments and banking
and saving is also ambiguous (income and substitutionsystems and, along with them, financial savings. The
effects may work in opposite directions). The income classic example is the hyperinflation seen in Germany in
effect produced by higher interest rates may be positive 1923, although there are also more recent cases, such as
or negative depending on whether the saver is a net wealthArgentina’s bout of hyperinflation in the late 1980s and
holder or a net debtor. The (positive) income effect of Brazil's in the early 1990s. The banking crisis that broke
an increase in interest rates for a net wealth holder mayout in 2001-2002 in Argentina following the abandonment
move in the opposite direction from a substitution effect of the currency board that it had adopted in 1991 is yet
that induces a cut in current consumption (substituting another example. During that crisis, people (mainly from
for future consumption). the middle class) who believed in the system —and thus

The empirical evidence on the effects of interest rates had bank deposits— witnessed the loss of a good part of
on saving has proven to be inconclusive (see Schmidt-their financial savings.

Hebbel and Servén, 1999). Some authors have explored  Fiscal policy. Fiscal policy has been found to be of
the sensitivity of saving to the rate of interest as a function key importance in building up national saving, especially
of income levels. Ogaki, Ostry and Reinhart (1995) in developing countries. Within this policy area, one

19 |t is highly probable that the interaction of these two effects modifies the way in which financial development influences saving (Piles an
Reinhart, 1999).

20 Precautionary motives may help to explain the positive association between saving and consumption by young consumers (who expect posi
but uncertain future income growth) and the positive savings rates of retired people (Loayza, Schmidt-Hebbel and Servén, 2000; and Loay
and others, 2000).
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specific factor that has been shown to affect the level of and national savings levels, thus corroborating the theory
national saving rates is the size of a country’s fiscal deficit and empirical evidence.
or surplus. Small fiscal deficits or surpluses contribute Additional factors. Richer people are expected
to national saving, as complete Ricardian equivalenceto save a larger proportion of their incomes than poor
has been refuted empirically (i.e., an increase in public people (saving is, in a way, a superior good). Some
saving is not fully offset by a decline in private saving). formulations make saving dependent ugonctional
This effect is stronger in developing countries subject to income distribution (Nicholas Kaldor, for example,
subsistence consumption and liquidity constraints (seeassumed that capitalists have a higher propensity to save
Corbo and Schmidt-Hebbel, 1991). The evidence confirms than workers do), whereas others establish a link between
the partial offset between government and private saving,personal income distribution and saving. While, for the
with an offset coefficient in the 40%-70% range. This most part, the empirical literature based on cross-section
means that 1% of additional government saving (in terms microdata suggests that a positive relationship exists between
of GDP) adds the equivalent of about 0.5% of GDP to personal income inequality and overall personal saving,
national saving. Another factor is the impact that the level the evidence on this issue is more mixed at the aggregate
of taxation has on other variables that affect saving, suchcountry level. Empirical studies such as those conducted
as interest rates and corporate dividends. by Schmidt-Hebbel and Servén (1998 and 2000) indicate
Demogr aphics. The age structure of the population that cross-country data do not reveal a strong association
is another determinant of national saving. According to between personal income distribution and aggregate
the life-cycle hypothesis, a larger working-age population saving. These authors show that this relationship holds
relative to the older population (or young dependent for samples of developing and developed countries and
family members) helps to raise national savings rates.that it is robust to alternative savings measures, income
The working young are net savers, while retired older distribution indicators and functional forms.
persons often have negative savings. In economies with  The more recent political economy literature
higher proportions of working-age populations, national emphasizes that regressive income distributions are a
savings rates will therefore be higher than in ageing contributing factor to political instability and that, through
economies with a larger proportion of older people in this channel, they may depress both growth and saving.
their populations. Studies using cross-country data haveLower growth plays a role in reducing savings rates via
been more successful in confirming the negative effect the growth-saving link, but political instability may also
of high dependency ratios (measured on the basis of thediscourage saving because of the uncertainty it creates
share of the population below 15 or above 65 years ofabout the outlook for savers.
age) on saving, probably because demographic variables  The terms-of-trade effect, which is viewed as a
change so slowly (Masson, Bayoumi and Samiei, 1998). transitory deviation of national income from its trend,
The conclusions of some microeconomic studies conflict is another factor that has been frequently examined in
with these findings at country levels, which may be the literature. The permanent income school of thought
at least partially accounted for by the aggregation of built from Milton Friedman’s consumption hypothesis
cohorts of different ages in the macro studies. Bequestswould therefore argue that most of the additional
may also be a factor in reducing aggregate saving everincome resulting from a terms-of-trade improvement
if the old do not dissave (Carroll and Weil, 1994; and would be saved. The implied relaxation of foreign credit
Deaton and Paxson, 2000). The bulk of the literature onconstraints would work against that effect, however.
the subject tends to support the argument that a negatival hus, the evidence on the terms of trade’s impact on
correlation exists between high age-dependency ratiosnational saving is inconclusive.

1. Estimation

Regression analyses were employed to obtain empiricalthe sample used for the period 1990-2003. As previously
evidence about key factors associated with national savingnoted, most of the evidence has been based on data covering
using panel data for the nine Latin American countries in the years up to around the mid-1990s.
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In order to examine a wide variety of saving GDP in dollars), the Gini index of income distribution,
determinants, estimates were calculated for reduced-the dependency ratio (proportion of the total population
form linear specifications rather than a specific m@tel. represented by persons below 15 or above 64 years of
The stylized facts and selected research findingsage) and FDI inflows. Most of the data were obtained
summarized in tables 10 and 11 were used to selectrom theWorld Development Indicatongublished by
the control variables. Panel regressions were thenthe World Bank and were then updated on the basis
run using three methods: pool OLS, fixed effects and of national sources. Panels ranging from 99 to 128
random effects. Table 11.12 presents the results for theobservations were generated.
selected equations; the regressions that yielded the most ~ Three types of specifications based on pooled OLS,
suitable econometric results are highlighted. Hausmanfixed-effects and random-effects models were dd&tie
and Breusch-Pagan tests were employed to support théLS pooled basic model ignores the panel structure of the
selected equatiorfg. data, treating observations as being serially uncorrelated

The dependent variable used in the regressions is thdor a given country. In the fixed-effects model, the
national savings rate. The independent variables includeindividual intercepts are free to take any value, whereas,
per capita GDP growth, GDP, foreign saving (current in the random model, the individual effects become part
account balance with opposite sign), government balanceof the error term. The fixed- and random-effects models
(central or general government balance, whichever take advantage of the panel structure and correct for the
appears in the International Monetary Fund’s publication potential systematic tendencies of the error terms across
International Financial Statistigsthe annual inflation ~ countries. The fixed-effects model considered in this
rate, the real deposit interest rate, the aggregate monewgtudy has constant slopes and intercepts that differ across
supply (both M2 (current deposits plus saving deposits) countries. In the random model, the intercepts take the
and M3 (M2 plus other financial instruments considered form of a random variable with a mean value and a random
proxies for money)), the terms of trade (the price of error that is country-specific and constant over #fne.
goods exports relative to the price of goods imports), The fixed- and random-effects models were also tested
openness (proportion of exports plus imports in total for heteroscedasticity and residual autocorrelation.

2. Results

The main results obtained from these estimates are reporteds the difference between the actual and expected transitory
in table 11.12. The evidence verified a positive association components. The conclusions did not change as regards
between saving and growth (growth of per capita GDP) the positive association between growth and saving, but
(see equations 3, 5, 6, 7, 8 and 9). As countries growthis positive association became significant only for the
faster, their savings rates rise. Various equations wereexpected component (see equations 10 and 12). Carroll
tried out in order to decompose GDP growth into its and Weil (2004) rationalize a similar finding by arguing
transitory and its expected or permanent components. Athat people adjust consumption habits slowly, which makes
three-year moving average was used as a proxy for thesaving positively related to the current growth of income
expected component, and transitory growth was obtained(even if it is expected) (see also Carroll, 1994).

21 Mutual causality is likely to be present in the interaction between saving and growth, however.

22 Consideration was given to the possibility of working with dynamic panel and co-integration techniques, but this option was ultimately rulec
out because of the small relative size of the panel.

23 While the fixed-effects model cannot estimate a coefficient on any time-variant regressor, in the random model, the individual effects becon
part of the error terms, which may be exposed to bias due to correlations between the errors and the regressors.

24 The error term ihas a mean value of zero and a varianmil.d?or | to be properly specified, it must be orthogonal to the individual effects.



Table 11.12
NATIONAL SAVING ESTIMATES 2

Regression 1

Regression 2

Regression 3

Regression 4

Regression 5

Regression 6

Pooled Pooled Fixed Pooled Fixed Pooled Fixed Pooled Random Pooled Random
Per capita GDP growth 0.1617**  0.1544* 0.0357 0.1349 0.1587* 0.1587** 0.2035* 0.2035*
(2.09) (2.30) (0.49) (1.90) (2.56) (2.56) (3.48) (3.48)
In_per capita GDP (constant US dollars) -0.7488 -9.7579* 0.0374 -10.8773* 0.2442 0.2442 0.0282 0.0282
(0.97) (2.50) (0.05) (2.66) (0.42) (0.42) (0.05) (0.05)
Foreign saving -0.4193* -0.4566* -0.5210* -0.5210* -0.5267* -0.5267*
(4.92) (6.74) (7.07) (7.07) (7.32) (7.32)
Inflation_ma
Inflation_tr
Per capita GDP growth_tr
Per capita GDP growth_ma
In_per capita GDP (constant US dollars) (t-1)
Population aged 1-14 -0.3203 -1.7217 -1.0022*  -0.8553** -0.7319* -0.7319* -0.3626 -0.3626
(1.81) (1.12) (4.40) (2.46) (3.84) (3.84) (1.68) (1.68)
Population aged 65 or over -0.3796 0 -1.6284* 0.3335 -1.5805* -1.5805*  -0.8874** -0.8874**
(1.08) (3.89) (0.18) (4.60) (4.60) (2.34) (2.34)
M2 0.064 -0.1016 -0.0615 -0.0342 0.0275 0.0275 0.0808** 0.0808**
(1.57) (1.29) (1.34) (0.38) (0.69) (0.69) (2.10) (2.10)
M3 0.0429 0.1455* 0.0835* 0.1213* 0.0384 0.0384 0.03 0.03
(1.37) (3.06) (2.75) (2.19) (1.49) (1.49) (1.22) (1.22)
Inflation 0.0005 0.0002 0.0011* 0.0008 0.0009* 0.0009* 0.0008* 0.0008*
(1.37) (0.53) (3.28) (1.94) (3.16) (3.16) (3.35) (3.35)
Government balance 0.8130* 0.5076* 0.7194* 0.7194* 0.6551* 0.6551*
(6.37) (2.96) (6.82) (6.82) (6.69) (6.69)
Gini coefficient_ma 0.1477* 0.1477*
(2.49) (2.49)
Terms of trade
Openness
Population aged 15-64 -1.2804
(0.73)
FDI
Number of observations 126 126 126 126 126 126 126 126 126 110 110 110 110 110 99 929 929
Rsq 0.0218 0.0216 0.0198 0.1633 0.2815 0.2815 0.1881 0.1874 0.1779 0.4205 0.2675 0.6137 0.474 0.4460 0.6933 0.5055 0.4746
F stat 1.25 1.74 - 24.21 45.46 - 3.91 3.62 - 9.16 4.25 17.65 9.21 - 19.9 8.18 -
Wald (Chi?) - - 243 - - 45.82 - - 226 - - - - 158.89 - - 198.95
Hausman (Chi?) - 0.33 - 0.08 - - - - - 34.2(%) - 6.15 (*)
BP (Chi?) - - 1215 - - 183.31 - - 84.4 - - - - 3.46 - - 0.03
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Table 11.12 (concluded)

Regression 7 Regression 8 Regression 9 Regression 10 Regression 11 Regression 12
Pooled Random Pooled Random Pooled Random Pooled Fixed Pooled Fixed Pooled Fixed
Per capita GDP growth 0.2054* 0.2160* 0.2067* 0.2067* 0.2107* 0.2107*
(3.50) (3.50) (3.51) (3.51) (3.63) (3.63)
In_per capita GDP (constant US dollars) 0.0893 -1.0928 0.0149 0.0149 0.0855 0.0855
(0.15) (0.26) (0.03) (0.03) (0.15) (0.15)
Foreign saving -0.5344* -0.4989* -0.5226* -0.5226* -0.5394* -0.5394*
(7.30) (6.19) (7.20) (7.20) (7.50) (7.50)
Inflation_ma -0.0006 -0.0006 -0.0003 -0.0005
0.91) (1.19) (0.47) (0.88)
Inflation_tr 0.001 0.0011 0.0011 0.0012**
(1.40) (1.93) (1.44) (2.07)
Per capita GDP growth_tr -0.0027 0.0209 0.0547 0.0741
(0.02) (0.22) (0.45) (0.78)
Per capita GDP growth_ma 0.2535* 0.2671* 0.2342 0.1773
(2.12) (2.36) (1.96) (1.75)
In_per capita GDP (constant US dollars) (t-1) 0.0357 1.7727
(0.06) (0.62)
Population aged 1-14 -0.3269 1.1273 -0.4177 -0.4177 -0.4202 -0.4202
(1.47) (0.74) (1.78) (1.78) (1.82) (1.82)
Population aged 65 or over -0.8554** -0.9680** -0.9680**  -1.1070* -1.1070*
(2.23) (2.40) (2.40) (2.75) (2.75)
M2 0.0786** 0.0975 0.0758 0.0758 0.0877* 0.0877*
(2.03) (1.23) (1.92) (1.92) (2.23) (2.23)
M3 0.0299 0.0454 0.0322 0.0322 0.0426 0.0426
(1.21) (0.96) (1.29) (1.29) (1.70) (1.70)
Inflation 0.0009* 0.0007** 0.0009* 0.0009* 0.0008* 0.0008*
(3.38) (2.10) (3.39) (3.39) (2.98) (2.98)
Government balance 0.6408* 0.4937* 0.6690* 0.6690* 0.6887* 0.6887*
(6.37) (3.19) (6.64) (6.64) (6.90) (6.90)
Gini coefficient_ma 0.1501* -0.0019 0.1347* 0.1347* 0.1036 0.1036
(2.52) (0.02) (2.13) (2.13) (1.62) (1.62)
Terms of trade -0.0107 -0.0107 -0.0106 -0.0106
(0.61) (0.61) (0.61) (0.61)
Openness -0.0227 -0.0227
(1.96) (1.96)
Population aged 15-64 1.61
(0.93)
FDI 0.07 0.12
(0.65) (0.96)
Number of observations 99 99 99 99 99 99 99 99 99 117 117 117 126 126 126 126 126 126
Rsq 0.6948 0.5112 0.5112 0.6946 0.5156 0.4819 0.7076 0.5253 0.4795 0.0387 0.0547 0.0529 0.0172 0.0335 0.0335 0.0502 0.0661 0.0661
F stat 18.01 7.51 - 17.99 7.54 - 17.35 7.19 - 1.52 2.02 - 1.08 1.99 1.6 2
Wald (Chi?) - - 198.06 - - 197.91 - - 208.17 - - 6.06 - - 4 - - 8.14
Hausman (Chi?) - 45.01 (*) - 2051 (¥) - 13.13 (*) - 0.28 - 0.01 - 0.9068
BP (Chi?) - - 0.05 - - 0.2 - - 0.54 - 137.86 - - 129.75 - - 128.55

2 Absolute value of t-statistics in parentheses. (*): significant at 1%; (**) significant at 5%.
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The evidence gathered for this chapter does not supportinear and that, at very high inflation rates, the association
a correlation between saving and the level of income (perbecomes negative.
capita GDP), since the richer countries have not saved  Fiscal policy as measured by the government balance
more than the poorer countries in our sample. Argentina’s (as reported by IMF iinternational Financial Statistigs
per capita GDP, measured in 2000 dollars, has been abovexhibits a positive association with national saving.
the per capita GDP levels recorded for Brazil, Chile and The estimates confirm the rejection of a full Ricardian
Ecuador, but its national savings rates have been, orequivalence found in the literature. Lower offsetting
average, below those of these three countries. It is likely coefficients were obtained here than in other research
that the “development” effect on saving takes longer to studies, however (between 20% and 50%, compared to
make itself felt and that it could therefore not be captured the coefficient of about 50% found in other studies) (see
in these estimates. Across regions, Latin Americktlaa equations 3 through 9). This finding implies that fiscal
Caribbean have posted higher per capita GDP levels tharpolicy can become an effective instrument for raising
Asia but lower national savings rates (Gutiérrez, 2007a, national saving.
table 2). Although the evidence provided by larger samples This study did not confirm the negative association
and longer time periods points to a positive association between age dependency ratios and national saving found
between income levels and national savings rates (seen other research, however (see tables 11.10 and 11.11).
tables 11.10 and 11.11), the estimates calculated for this It is likely that the fact that the panel used here was
study do not confirm this observation for the period 1990- smaller than those used in other studies that tested this
2003 in Latin America. Richer countries (and regions) in factor influenced the results. In point of fact, Masson,
per capita GDP terms have not saved more (or investedBayoumi and Samiei (1998) have shown that the results
more) than poorer countries (or regions). will depend on the sample size, frequency and estimation
This body of evidence also confirms a partial negative technique.
association between national and foreign saving, with Among the other factors associated with national saving,
the latter depressing the former (see equations 2, 5, 6, 7pnly the inequality of income distribution (measured by
8 and 9). This patrtial offset implies that approximately the Gini index) was found to have a statistically significant
one half of foreign saving is channelled into investment positive influence on national saving (see equations 6
and one half into consumption. and 7). In the case of the dependency ratio, testing over a
A positive association was also found to exist between longer time period with a broader sample would probably
financial-sector development as measured by M3 (asbe required to reach more solid conclusions. As previously
a percentage of GDP) and national savings rates (seeéndicated, inequality could become a source of social
equations 3 through 9). The potential negative effect of conflicts and economic instability that would curb growth
relaxing domestic credit constraints through financial and saving. Using panel data for 1965-1994 for a larger
development seems to be outweighed by the positive effectssample of countries across various regions, Schmidt-Hebbel
resulting from financial depth (enhancement of saving and Servén (2000) found no evidence of any systematic
opportunities and strengthened financial sophistication effect of income inequality on national saving (see also
and supervision). Edwards, 1996). No evidence of an association between
In addition, a positive association between inflation either the terms of trade or openness and saving was
and national saving was identified. When inflation is used identified for 1990-2004. The sample of Latin American
as a measurement of macroeconomic uncertainty, the resulcountries includes both “winners” and “losers” in relation
suggests that a precautionary motive overshadows theo the terms-of-trade changes generated by oil and other
negative influence that inflation has on macroeconomic commaodity price trends (Ecuador and Colombia are
stability and saving. Estimates were used that decomposecdhet oil exporters, while Chile and Costa Rica are net
the annual rate of inflation into its transitory and expected importers). In a study including both industrialized and
components, but the conclusions did not change regardingdeveloping countries for the period 1971-1993, Masson,
the positive sign of the inflation coefficient (see equations Bayoumi and Samiei (1998) found that in the 1990s the
11 and 12%°As previously indicated, it is likely that the  terms of trade had a significantly positive impact only on
relationship between national saving and inflation is non- industrialized countries.

25 A three-year moving average was generated to serve as a proxy for expected inflation, and the transitory component was then obtained as

difference between the actual and expected inflation components.
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G. National saving and growth

Empirical evidence has pointed to a positive correlation medians of the 10 highest and 10 lowest annual growth
between national saving and growth, especially for rates for the countries studied here were calculated
developing countrie€ The evidence on the association for the following three subperiods: 1990-1994, 1995-
between GDP growth and foreign saving is mixed, however, 1999 and 2000-200%.Then, for each subperiod, the
since there have been episodes in which high growth hasneans and medians for the total savings rates, national
been combined with relatively low foreign savings rates savings rates and foreign savings rates associated with
(e.g., some East Asian economies) and others in which lowthe highest and lowest growth rates, respectively, were
growth has been coupled with high foreign savings ratescalculated. The results are reported in table 11.13 for
(e.g., low-income countries in Africa and Latin America the nine Latin American countries in the sample and
that receive sizeable amounts of foreign &id). for the other world regions. A similar procedure was

To further examine the association between national used in section C to measure the impact of investment
saving and growth of per capita GDP, the averages andon growth.

Table 11.13
HIGH AND LOW PER CAPITA GDP GROWTH RATES: TOTAL SAVING, NATIONAL SAVING AND FOREIGN SAVING

GDP growth Total saving National saving Foreign saving

1990- 1995- 2000- 1990- 1995- 2000- 1990- 1995- 2000- 1990- 1995- 2000-
1994 1999 2003 1994 1999 2003 1994 1999 2003 1994 1999 2003

Latin America 2

10 highest

GDP growth rates
Mean 7.66 6.07 3.74 20.47 22.97 20.57 17.28 18.53 18.78 3.19 4.44 1.79
Median 6.32 5.93 3.20 20.56 24.44 20.88 16.99 18.22 18.95 2.69 5.08 1.79

10 lowest GDP
growth rates

Mean -2.38 -3.82 -2.48 18.43 18.51 17.32 16.15 16.22 15.87 2.27 2.28 1.45
Median -1.92 -3.19 -1.36 18.59 18.87 17.39 16.13 16.13 15.45 1.64 2.90 2.04
Difference in means 10.03 9.90 6.22 2.04 4.47 3.25 1.12 2.31 291 0.92 2.16 0.34

Difference in medians 8.24 9.12 4.56 1.97 5.57 3.49 0.86 2.09 3.50 1.05 2.19 -0.25

East Asia and Pacific °

10 highest

GDP growth rates
Mean 8.98 7.77 6.40 37.85 35.74 33.01 34.64 32.55 36.22 3.21 3.19 -3.21
Median 7.91 7.54 6.21 39.60 38.90 32.20 34.82 35.53 35.46 3.53 4.11 -2.26

10 lowest GDP
growth rates

Mean -3.19 -6.28 1.23 25.21 20.20 22.21 21.82 23.74 26.72 3.40 -3.54 -4.51
Median -2.35 -2.43 1.70 24.07 19.38 22.21 19.51 23.51 27.49 3.88 -3.60 -4.78
Difference in means 12.17 14.06 5.16 12.63 15.54 10.81 12.82 8.81 9.51 -0.19 6.73 1.30

Difference in medians 10.26 9.97 4.51 15.53 19.52 9.99 15.30 12.02 7.97 -0.34 7.71 2.52

26 The evidence also shows that investment and nadtemang are positively related; this reflects the existence of foreign borrowing
constraints.

27 See Gutiérrez (2005) for Latin America in 1990-2003.

28 The last subperiod extends up to 2003, as some country data for 2004 were not yet available at the time this information was compiled.
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Table 11.13 (concluded)
GDP growth Total saving National saving Foreign saving
1990- 1995-  2000-  1990- 1995- 2000- 1990- 1995- 2000- 1990-  1995-  2000-
1994 1999 2003 1994 1999 2003 1994 1999 2003 1994 1999 2003
Europe and Central Asia ¢
10 highest
GDP growth rates
Mean 3.94 6.29 6.48 21.04 24.77 21.64 19.60 19.28 18.18 1.44 5.50 3.46
Median 3.76 5.96 6.26 23.02 24.69 21.49 20.89 19.71 19.72 0.65 3.46 2.67
10 lowest GDP growth
rates
Mean -9.34 -5.34 0.67 22.86 19.59 22.89 18.02 13.24 18.81 4.84 6.36 4.09
Median -7.38 -5.72 1.89 22.04 21.76 22.34 17.82 13.26 18.46 481 7.30 4.72
Difference in means 13.28 11.63 5.81 -1.82 5.18 -1.26 1.58 6.04 -0.63 -3.40 -0.86 -0.63
Difference in medians 11.14 11.68 4.36 0.99 2.94 -0.85 3.07 6.44 1.26 -4.16 -3.84 -2.04
Middle East and North Africa ¢
10 highest
GDP growth rates
Mean 12.50 5.27 4.24 25.78 24.69 24.13 12.99 18.85 31.74 12.79 5.84 -7.61
Median 8.86 4.38 3.86 25.90 22.01 21.15 14.01 19.31 30.17 10.71 1.31 -4.86
10 lowest GDP growth
rates
Mean -3.74 -2.74 -0.90 22.96 21.34 18.99 17.78 18.69 19.85 5.18 2.64 -0.86
Median -2.61 -2.30 -1.25 22.83 20.91 18.94 18.23 19.20 23.43 6.74 1.85 -5.40
Difference in means 16.25 8.01 5.14 2.82 3.35 5.14 -4.79 0.16 11.89 7.61 3.19 -6.74
Difference in medians 11.46 6.69 5.10 3.07 1.10 221 -4.22 0.11 6.74 3.97 -0.54 0.54
South Asia ©
10 highest
GDP growth rates
Mean 4.97 5.77 4.33 26.50 28.36 31.61 21.31 30.20 28.83 5.19 -1.84 2.79
Median 5.18 5.42 3.86 23.72 28.29 24.92 21.63 28.03 27.84 5.32 -0.37 -1.14
10 lowest GDP growth
rates
Mean 0.98 1.30 0.46 23.82 22.82 21.81 17.41 22.17 26.35 6.41 0.65 -4.55
Median 1.24 1.60 0.89 20.76 19.74 22.75 18.07 20.46 24.28 3.16 0.14 -5.67
Difference in means 4.00 4.47 3.87 2.67 5.54 9.81 3.89 8.03 2.47 -1.22 -2.49 7.33
Difference in medians 3.94 3.82 2.97 2.96 8.55 2.17 3.56 7.56 3.56 2.16 -0.51 453
Sub-Saharan Africa f
10 highest
GDP growth rates
Mean 6.62 6.51 4.23 24.26 25.72 20.41 20.42 20.17 17.20 3.84 5.55 3.21
Median 541 4.80 3.91 26.48 26.59 18.87 20.57 22.96 15.09 2.88 3.17 4.43
10 lowest GDP growth
rates
Mean -6.99 -3.49 -3.26 16.75 15.22 17.62 11.04 12.56 11.52 5.71 2.67 6.11
Median -7.00 -2.16 -2.59 15.54 16.02 15.34 10.46 14.12 13.45 2.52 1.56 5.08
Difference in means 13.61 10.00 7.49 7.51 10.49 2.78 9.39 7.61 5.68 -1.87 2.88 -2.90
Difference in medians 12.40 6.96 6.50 10.95 10.57 3.53 10.11 8.84 1.63 0.36 1.61 -0.65

Source: Original calculations.

2 Based on a sample of nine countries: Argentina, Brazil, Chile, Colombia Costa Rica, Ecuador, El Salvador, Mexico and Peru.

b Based on a sample of nine countries: Cambodia, China, Fiji, Indonesia, Malaysia, Mongolia, Philippines, Thailand and Viet Nam.

¢ Based on a sample of nine countries: Bulgaria, Czech Republic, Hungary, Kyrgyz Republic, Moldova, Poland, Romania, Tajikistan and Turkey.
d Based on a sample of nine countries: Egypt, Iran, Jordan, Lebanon, Morocco, Oman, Saudi Arabia, Syria and Yemen.

¢ Based on a sample of seven countries: Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan and Sri Lanka.

f Based on a sample of nine countries: Burundi, Ethiopia, Gabon, Guinea, Kenya, Malawi, Mauritius, the Seychelles and Tanzania.
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The results shown in table 11.13 indicate that the total saving rates are higher in the highest- than in the
national savings rates associated with the highest-growthlowest-growth episodes in all regions, except in Europe
episodes are higher than those prevailing in the lowest-and Central Asia, where the results vary. As for foreign
growth episodes. This observation holds for the Latin saving, there is no clear pattern of association for either
American sample and for other world regions. The results Latin America or for other world regions, since some or
for total saving (which is equal to total investment) and the highest-growth episodes were found to co-exist with
foreign saving are mixed, however. In Latin America, the lower foreign savings rates than those present in some
highest-growth episodes are associated with higher totalof lowest-growth episodes. In summary, high national
savings (investment) rates than those associated with thesaving seems to be required for high growth, but high
lowest-growth episodes. In other regions, the associationinvestment or high foreign saving does not guarantee
is not clear. Nonetheless, the means and medians of théigh growth?®

H. Conclusions and policy implications

The study provides evidence regarding the contribution Inflation, a proxy for price stability, displayed the most
of investment to economic growth in Latin America in consistent significance in 1960-2002, however.
the period 1960-2002 and concerning the determinants  The evidence gathered in this chapter also shows
of saving and the association with growth. that secondary education was an important force in
Growth accounting estimates provided evidence as contributing to per capita GDP growth during the 1960s
to the primary role played by total factor productivity and 1970s but that its role declined in the 1980s and was
(TFP) in explaining the difference between fast and further reduced in the 1990s and 2000s as the coverage
slow growth experiences, with physical capital playing of secondary education increased. The evidence suggests
a secondary role in the growth of the six largest Latin that education policies should incorporate new ways of
American countries in 1960-2002. The conclusions expanding the human capital stock, including improvements
drawn from this evidence are, first, that aggregate fixed in the quality of all types of education and the provision
investment is a main source of growth but does not, in andof other forms of training that will facilitate the dynamic
of itself, explain the difference between fast-growth and adoption of new technologies.
slow-growth countries and, second, that TFP is actually The chapter provides evidence that private investment
the factor that accounts for that differential. It was also had a strong positive impact on growth, while public
found that machinery and equipment are the componentinvestment played a negligible role in 1960-1980. The
of fixed investment that contributes the most to per capita study also detected mutual causality between growth and
GDP growth, with investment in construction playing private investment, which contributes to an understanding
a secondary role. The stability analysis confirmed the of how vicious and virtuous cycles are formed in Latin
significance of total fixed investment and of machinery America. The evidence suggests that a pre-condition for
and equipment investment as contributing factors to perthe use of active countercyclical public investment policies
capita GDP growth that provide a valuable channel for the is the presence of a stable macroeconomic framework
transmission of technological improvements. Although (chiefly price stability). No conclusive evidence was
investment in construction showed little significance found regarding the impact of FDI and infrastructure on
(t-values) as a contributing factor to per capita GDP private investment or growth in Latin America. Specific
growth in 1960-2002, a slight positive impact developed case-by-case observations seem to be required to gauge
after the 1980s. The main policy-related variables that the specific influence of these two variables.
contributed to growth were: low inflation, a limited size of The study found that the main results for the 1970s,
government, a low level of external debt, and education. 1980s and early 1990s regarding the factors associated

29 Further evidence on these links are presented by Gutiérrez (2005) and by Solimano and Gutiérrez (2006).
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with national saving hold true for the period 1990-2003 as it has been determined that this correlation is likely to
well. These results include the observations that nationalbe non-linear. Inflation has declined substantially in the
saving was positively associated with growth, government region in the 1990s and 2000s. However, in periods of
saving and financial depth but was negatively associatedvery high inflation, as in the 1980s, growth, investment
with foreign saving. and saving have all fallen.

No evidence was discovered of an association between ~ Compelling evidence was uncovered of a strong
national saving and the level of income (per capita GDP), positive relationship between national saving and growth,
dependency ratios, domestic interest rates, terms of traddut no evidence indicating that growth “causes” national
or income distribution. The relatively smaller size of saving was found. The evidence suggests that mutual
the panel used for this study (which was restricted to causality is most likely to develop between national saving
nine Latin American countries) may explain the lack and growth on a case-by-case basis. In the presence of
of correlation found in the cases of income levels and productivity constraints, growth will drive saving (by
dependency ratios. boosting investment returns), as distortions affecting

The absence of a correlation between national saving andproductivity gains will make additional saving relatively
interest rates, terms of trade or income distribution is in line ineffective in accelerating growth. In the presence of
with the ambiguous evidence discussed in the literature. investment financing constraints, saving will drive growth,

A positive relationship was found to exist between as the alleviation of borrowing constraints will increase the
national saving and inflation. This relationship has also beenlevel of financing required to raise investment. Sustained
identified in other studies, where it has been rationalized growth therefore appears to call for rising productivity
as a precautionary savings motive. In this study, however,and national saving.
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Chapter Il

Economic growth in Latin America and the
Caribbean: growth transitions rather than
steady states

A. Introduction

Recent evidence on economic growth indicates that growth fluctuations at frequencies of a decad
or so are at the centre of the Latin American countries’ growth story. Growth in Latin America

in particular and in developing countries in general is an irregular and highly volatile process
in which a given country may experience several different growth transitions or growth spells
(accelerations and decelerations). Steady growth around a well-defined, stable trend is clearly nc
a good description of the actual growth experience of Latin American countries. In this context,
investment has played an important role as a source of growth, while national saving has bee
the main source of investment financing. Foreign saving has played a secondary role and ha
generally been substituted for national saving, rather than augmenting the total amount of saving
available in Latin America. The high volatility and vulnerability to external swings exhibited by

foreign capital have made foreign saving an unstable source of investment financing.

This study on Latin America helps to provide a statistical are common and country-specific transitions, based on
framework for analysing the growth story of Latin comparisons of a sample group of eight Latin American
America, which is a story of frequent growth transitions countries with the Latin American and Caribbean region as
rather than steady growth around a long-run trend. Thea whole for the period 1960-2005. The Hodrick-Prescott
focus here is on growth transitions and on the role played(HP) filter was used to identify acceleration, deceleration
by investment and by national and foreign saving during and stable episodes for four data series and for each of
growth transitions. Transitions affecting investment the selected countries and the entire Latin American and
and national and foreign savings rates are identified, asCaribbean region.
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Growth transitions in the region were compared probabilities for common and country-specific transitions
with transitions in the United States, in 15 high-income (before and after the 1990s) were also derived. Granger
countries of the Organisation for Economic Co-operation causality tests were applied to all the various pairwise
and Development (OECD) and in the East Asia and combinations for the series of per capita GDP growth,
Pacific region. The United States, as the largest singleinvestment rates, national savings rates and foreign savings
developed economy, has historically had the closestrates for the Latin American and Caribbean region in the
economic links with Latin America and the Caribbean, aggregate and for the eight individual countries making
while the richer OECD countries have also maintained up the sample used for this study.
important trade and financial ties with the Latin America This research also helps to demonstrate that some
and the Caribbean region. The East Asia and Pacificgrowth episodes are not well captured by standard growth
region, in turn, has become a standard of reference fortheories and econometric work developed and based
Latin America and the Caribbean in terms of economic on different economic contexts and time peribtfgy
growth and development. observations are provided about growth transitions and

Measured probabilities were derived for leads and the differential behaviour of investment, national saving
lags in investment, national saving and foreign saving in and foreign saving during growth transitions in Latin
terms of growth transitions, leads and lags in national andAmerica. The study confirms some general conclusions
foreign saving in terms of investment, and leads and lagsreached in the literature but provides evidence that raises
in foreign saving in terms of national saving. Measured doubts about others.

B. Growth transitions: background

Empirical work on economic growth has been strongly tends to shift between different growth regimes over time
influenced by the Solow supply-driven model (1950s), rather than growing steadily around a stable trend, which
which was developed to explain growth in the United Statesis more typical of developed economies. Growth in Latin
in the first half of the twentieth century. Under this model, America is characterized by high volatility and a low
the long-run (steady-state) growth of per capita income iscorrelation between current and past growth rates (low
determined by the rate of technological change. Subsequentime persistence) (see Hakura, 2007; Sahay and Goyal,
econometric analysis based on large panels of data acros2006; and Solimano and Gutiérrez, 2006).
time and countries (Barro, 1991) and the endogenous growth ~ The literature on growth transitions has sought to
models developed since the mid-1980s (Lucas, 1988; ancexplain how some key economic policies and structures
Romer, 1986) assign a crucial role to investment in explaining may influence the duration of growth spells (Berg, Ostry
long-run growth as a vehicle for technological progress. and Zettelmeyer, 2006). Hausmann, Pritchett and Rodrik
The recent literature on economic growth has gone (2004), who examine the relationship between growth
beyond standard theories and econometric approaches tacceleration episodes and key binding constraints affecting
focus on understanding growth transitions and case-by-economic growth, argue that growth accelerations are fairly
case differences in growth experiences. This work hasfrequent events. Hausmann, Rodrik and Velasco (2004)
gained momentum amid the disappointing experienceshave proposed a framework for identifying key binding
of some Latin American countries that have followed constraints related to investment and saving that affect
macroeconomic policy advice that draws heavily on economic growth. They contend that an understanding
generalizations and simplifications of standard theories of these differences can contribute to a more effective
and econometric results (see Easterly, 2001 and 2006formulation of pro-growth policy priorities (see also
Rodrik, 2005b; and Stiglitz, 2003 and 2006). Rodrik, 2004 and 2005a). In this context, investment,
The empirical relevance afrowth transitionsis saving and growth will be stimulated as new opportunities
highlighted by the fact that a typical developing country open up.

1 For further discussion of the foundations for the case approach to economic growth and to economic policy in general, see Easterly (2001 :

2006) and Stiglitz (2003 and 2006).
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This chapter is in line with the recent literature focusing growth rates) are examined in terms of their relationships with
on growth transitions. Such transitions (including growth investment, national saving and foreign saving, as well as co-
accelerations, growth decelerations and episodes of stablenovements in common and country-specific transitions.

C. Methodological approach

The study is based on data on per capita GDP growth for purposes of comparison with the selected countries.
investment and national and foreign savings rates for eightData on per capita GDP growth for the United States,
selected countries: Argentina, Bolivarian Republic of Venezuela, 15 high-income OECD economies, and the East
Brazil, Chile, Colombia, Costa Rica, Mexico and Peru. The Asia and Pacific region were used to compare these
sample contains large, medium-sized and small economiegountries’ and groupings’ trends and co-movements
that are representative of the diversity found in Latin America. with those of Latin America and the Caribbean. The
The selection of countries took into account the availability World Development Indicators (WDI) database of the
and reliability of data on growth, investment and saving. World Bank and the International Financial Statistics

Data were compiled for four series corresponding (IFS) database of the International Monetary Fund
to the entire Latin American and the Caribbean region (IMF) were used for these purposes.

1. Growth transitions: accelerations, decelerations and
stable periods

To identify growth accelerations and decelerations, the data (cycles of about 20 years for smoothing) as it provides
series on per capita GDP growth, investment rates, anda better fit with the growth story of the United States

national and foreign savings rates were run through economy. Given the higher degree of volatility observed

the Hodrick and Prescott (HP) filtéThe HP filter is in the growth series for Latin America, in this case a

a method for obtaining a smooth estimate of the long- of 7 (cycles of about 10 years for smoothing) was felt to

term trend component of a series. This two-sided linear be the most appropriate choice for reflecting the growth
filter computes the smoothed sermgsof a given series  pattern of Latin American countries (see Maravall and

Yy, by minimizing the variance of, aroundm, subject del Rio, 2001).

to a penalty that constrains the second differenca.of The HP filter was applied to the original series. For
The HP filter chooses a complete sequenge.. m. to the per capita GDP series, however, the HP filter was
minimize: first used on the original series in level terms, i.e., the
per capita GDP (in constant 2000 dollars) series, and the
T (1) HP-filtered per capita GDP growth rate was then derived
S ;- m)2+AS [(m,, —-m) — (m-m,)] from the results. Moving averages calculated over 3- and
t=1 t=2

5-year periods were also tried, with differenced moving

averages being obtained from the differentials between the
where the penalty paramefecontrols the smoothness original and lagged moving average series (using various
of the seriesn;: the larger the\, the smoother then. lags). These alternatives were discarded, however, as the
WhenAXe, m approaches a linear trend. Hodrick and derived series were highly volatile, were contaminated
Prescott (1997) suggested the usk ©f100 for annual by lagged data and, as a result, provided questionable

2 This method was first used in a working paper (circulated in the early 1980s and published in 1997) in which Hodrick and Prescott analys!
postwar business cycles in the United States (Hodrick and Prescott, 1997).



72 Economic Commission for Latin America and the Caribbean (ECLAC)

information about the starting and ending years of the Common acceleration, deceleration and stable periods
various growth spells. for per capita GDP growth, investment, national saving

The study distinguishes three types of transitions: and foreign saving were identified for each of the eight
acceleration, deceleration and stable episodes. Accelerationsountries in the sample and for the Latin American and
(decelerations) are defined as episodes in which the HP-Caribbean region as a whole. For purposes of comparison
filtered series displays a persistently increasing (decreasing)with Latin America and the Caribbean, growth transitions
trend for at least three years. When the HP-filtered seriesand common growth transitions were calculated for the
exhibits consecutive years of mixed trends, the periods areUnited States, 15 high-income OECD countries and the
identified as stable episodes. In other words, a stable episod&ast Asia and Pacific region. All the results are reported
is a period in which the series exhibits no clear trend.  in appendix A.

2. Granger causality

The Granger causality test examines the degree ofThe pairwise Granger causality test examines causality
significance in the statistical order of precedence betweenfor both equations and therefore tests causality in both
two time series. Thus, the test does not reveal a “causal’directions. Whenever the test is significant at the 1%, 5%
relation in a strict sense, but rather signals “causality” by or 10% level, then the null hypothesis is rejected and the
determining that order of precedence. Saying that seriesexistence of “Granger causality” is accepted.
X “Granger-causes” serigssignifies thaty’s behaviour A suite of Granger tests consisting of all pairwise
can be explained in part by x’s lags. combinations of per capita GDP growth, investment
Application of a pairwise Granger causality test (proxied by total gross capital formation rates), national
consists of running bivariate regressions of the form:  saving and foreign saving series for the Latin American
and Caribbean region and for the eight countries in the
Ye=ay-aYeg o maYek - DXy DXy - € sample were performed. Granger tests were applied to the
X =3yt aX g+t aX F DYy et DY+ U, HP-_fiItgred series _using three'lags to extract more rigprqus
statistical conclusions regarding the relationships existing
among the four variables examined for the entire story
The reportedr-statistics are the Wald statistics for of growth transitions in 1960-2004All the results are
each equation for the joint hypothesis= b, = b, = 0. reported in appendix A.

3. Measured probabilities

Two sets of measured probabilities were generated usingof the probability of common growth transitions. These
the database on growth transitions compiled for this study.measures help to gauge, for example, the probability of a
The first set measures the probabilities that investment,growth transition being led or lagged by an acceleration
national savings and foreign savings rates lead or lagof investment and the probability of a growth deceleration
per capita GDP growth; that national or foreign saving being the result of a common deceleration (i.e., one
lead or lag investment; and that foreign saving leads oraffecting all Latin American and Caribbean countries).
lags national saving. The second set provides an estimaté\ll the results are reported in appendix A.

3 Granger-causality between two series is foundiit eshen the test provides statistical evidence to reject the null hypothesis. The null hypothesis
in the Granger test is that loes not Granger-cauge When statistical evidence for rejecting the null hypothesis is present, it means that “
Granger-causes y”.

4 Pairwise Granger causality tests were applied to original series and HP-filtered series using 3, 5, 8, and 10 lags. These results are not repc
because they do not add any further insights to the reported conclusions.
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D. Growth transitions, investment and saving in
Latin America (1960-2005)

The literature on economic growth assigns key roles rates, but this conclusion is contradicted by most of the
to investment and saving as the main factors driving empirical evidence. The evidence has also confirmed
economic growth, especially during growth transitions. the important role of investment as a key contributing
In the Solow model, the savings rate is exogenous andfactor to growth in the long run and during growth
equal to actual investment. Savings and investment ratedransitions (Barro, 1991; Lucas, 1988; Romer, 1986;
play a role only in the transitions between steady states,and Hausmann, Rodrik and Velasco, 2004). Saving is the
but not in the determination of long-run growth. The financing counterpart of investment, and the evidence
model predicts that high- and low-saving/investment points to a high correlation between national saving and
economies experiencing the same extent of technologicalgrowth (Feldstein and Horioka, 1980; and Bordo and
progress will not differ in their long-run per capita growth Flandreau, 2003.

1. Growth trends and general patterns

The 1960-2005 period exhibits a slight downward The results for all the growth transitions (both positive
trend in growth for Latin America and the Caribbean and negative growth spells) indicate that growth leads
starting in the early 1960s, a pronounced decelerationinvestment in about 56% of all growth accelerations and
during the 1970s and early 1980s, a less pronounced3% of all growth decelerations. National saving and
acceleration from the mid-1980s until the mid-1990s, growth are about equally distributed in terms of leads and
and no clear trend after the mid-1990s (see figure A.1).lags. Foreign saving lags growth in about 33% of growth
A different long-term pattern is observed in East Asia accelerations and 57% of growth decelerations. The results
and the Pacific (see figure A.2), which experienced a also show that national saving leads investment in about
continuous upward long-term growth trend during the 44% of investment accelerations and 26% of investment
entire period. The United States exhibits a slight decline decelerations. Foreign saving also leads national saving
in long-term per capita growth, but it is less pronounced in about 42% of national saving accelerations and 43%
than the downtrend seen in Latin America and the of decelerations (see table A.5).
Caribbean. The 15 high-income OECD countries used More than 60% of the total years encompassed by
in this study displayed a declining long-run trend which accelerations and decelerations of per capita GDP growth
became somewnhat flatter after the 1980s. and investment rates experienced by Argentina, Brazil,
Of the eight selected Latin American countries, Chile Colombia, Costa Rica and Peru also occurred at the regional
is the only one that exhibits an upward long-run trend in level. This implies that the majority of these growth
per capita GDP growth. The other seven countries showtransitions resulted either from forces generated outside
either a nearly flat or a slightly declining long-run trend. the Latin American and Caribbean region or from the
Although the frequency of growth transitions (growth influence of large countries within the region (intraregional
spells) is not higher for the Latin American and Caribbean contagion effects). Countries that have been more isolated
region or for most of the selected countries than it is for or “protected” from contagion include Chile (50% of
the United States or for East Asia and the Pacific, their growth acceleration years in common with the region as
transitions’ amplitude and duration are much greater.  a whole), Mexico (25% of growth acceleration years and

5
breakdown of saving between the public and private sectors also matters (Solimano and Gutiérrez, 2006).

The breakdown of investment between the public and private sectors and between machinery and construction has a bearing on growth, bu
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35% of growth deceleration years in common) and Perua lesser extent, foreign saving, in contrast, have mainly
(50% of growth deceleration years in common). been country-specific. The national savings rate has

The results thus suggest that the majority of growth moved more independently across countries, especially
and investment transitions in Latin America have been during periods of deceleration in national savings rates.
“common” in the sense that they match up with transitions The results also trace out a general pattern of substitution
at the aggregate regional level. National saving and, toof foreign saving for national saving.

2. Characteristics of growth transitions

(a) Frequency (b) Amplitude

(i) Latin America’s growth story is one of frequent (i) The amplitudes of growth accelerations and
and large fluctuations in growth regimes, and decelerations (distance between peaks and
the region’s growth transition episodes have troughs, comparing growth rates in the first
increased in frequency since the 1980s. This and last years of a growth transition or spell)
observation holds for the region as a whole as in Latin America and the Caribbean are much
well as for most of the individual countries in the longer than they are in the United States or East
sample. Growth accelerations or decelerations Asia and the Pacific, while the latter region
have dominated the region’s growth story in exhibits shorter amplitudes than does the United
1960-2005, with very few stable periods being States. The amplitudes of growth transitions
observed (see table A.1). have increased in the United States since the

(i) Stable growth episodes are rather infrequent 1980s and in East Asia and the Pacific since
events not only in Latin America and the the 1990s, however.

Caribbean but also in the United States, OECD (i)  Amplitudes in Latin America and the Caribbean

and the East Asia and Pacific region. Colombia
is an exception to the rule, as it has witnessed
three stable episodes (the longest being from
1989 to 1994), compared to just one or none
for other Latin American countries.

(iii) The frequency of growth accelerations and

decelerations is illustrated by the fact that the
Latin American and Caribbean region, taken
as a whole, experienced a total of eight growth
transitions in 1960-2005: four accelerations,
two decelerations and two stable periods. Of
the eight observed growth transitions, five took
place in 1980-2005 (three accelerations, one
deceleration and one stable episode).

(iv) The story is similar at the level of individual

countries. Growth transitions (mostly either
accelerations or decelerations) have been
concentrated in the years after the 1970s,
with the most frequent number of growth
transitions during this subperiod being
observed in Brazil (6), Mexico (6) and Peru
(6). The lowest frequencies are observed in
Chile (4) and Venezuela (3), although the
transitions in the latter were of a much longer
amplitude than those of Chile.

have remained long since the 1980s. Although
they have declined slightly for the Latin American
and Caribbean region in the aggregate, longer
amplitudes have been found for Argentina, the
Bolivarian Republic of Venezuela, Chile, Mexico
and Peru.

(iii) The longest growth transition amplitudes for the

(iv)

v)

region as a whole are observed in the 1972-1983
deceleration spell (from +3.8% to -1.8%) and
the 1984-1994 acceleration spell (from -1.8%
to +1.8), which was briefly interrupted by a
stable period in 1987-1989.

An extended period of growth acceleration during
the 1960s was led by Brazil (Brazil’s golden
age of industrialization). Growth accelerations
were also observed in the 1960s, though less
pronounced, in Argentina, Colombia and Costa
Rica. That decade marked the most dynamic
period in the import-substitution industrialization
model adopted after the Second World War, in
which national output was heavily protected
from import competition.

An extended period of growth deceleration was
observed starting in the 1970s that lasted until
about the mid-1980s for the region as a whole.
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(Vi)

The Bolivarian Republic of Venezuela and which underwent an acceleration in 1965-1972
Mexico managed to escape this general trend, (from +0.6 to +8.6%) and a deceleration in 1973-
however. Mexico’s growth accelerated during 1982 (from +8.6% to -0.8%); (3) Chile, which
the first and second oil shocks of the early and witnessed an acceleration in 1974-1978 (from
late 1970s, however, whereas Venezuela’s growth -2.5 to +3.7%), an acceleration in 1983-1992
accelerated only during the first oil shock. (from -06% to +6.7%), and a deceleration in
The 1970s marked the death throes of the 1993-2000 (from +6.7% to +1.7%); Colombia,
industrialization model, which came to an end which recorded a deceleration in 1972-1982
with the 1980s debt crisis. The 1970s was also (from +3.9% to +0.4%) that was briefly
a decade that saw two oil shocks (1973-1974 interrupted by a stable period in 1976-1978,
and 1979-1980) and two major hikes in external and a deceleration in 1988-1999 (from +2.4%
interest rates (1973-1974 and 1978-1981). In to -1%), which was broken by a stable episode
addition, the United States experienced growth involving a slight declining trend in 1989-1994;
decelerations in the early 1970 and late 1980s Costa Rica, which registered a deceleration
that had negative contagion effects on Latin in 1972-1982 (from +4.5% to -2.8%) and an
America and the Caribbean. The early 1980s acceleration in 1983-1992 (from -2.8% to +3%);
was a time of external debt defaults across the Mexico, which experienced a deceleration in
region, debt restructurings, and balance-of- 1980-1985 (from +4.5% to -1.6%); Peru, which
payments and fiscal adjustments. witnessed a deceleration in 1990-1995 (from
From the mid-1980s until roughly the mid- -5.4% to 4.2%); and the Bolivarian Republic
1990s, an extended period of growth acceleration of Venezuela, whose economic deceleration in
was seen in the region (interrupted, as noted 1976-1982 (from +0.8% to -4.5%) was followed
earlier, by a brief stable period in 1987-1989) by an acceleration in 1983-1991 (from -4.5% to
amid economic reforms and benign external +1.6%) and then a fresh deceleration in 1992-
conditions (falling external interest rates, a 2001 (from +1.6% to -2.5).

recovery of primary commodity prices and
massive inflows of foreign capital and foreign (c) Duration
direct investment). Growth accelerations

were led by Chile, followed by the Bolivarian (i)  Growth spells have been longer in Latin America
Republic of Venezuela, Colombia and Costa and the Caribbean than in the United States,
Rica. Argentina’s, Brazil's and Peru’s growth OECD or East Asia and the Pacific. The longest
accelerated in the late 1980s, while Mexico’s growth spells for the region as a whole were
did not until the second half of the 1990s. observed in 1964-1971 (a 7-year acceleration),
(vii) From 1994 to 2001 the region exhibited a period 1972-1983 (an 11-year deceleration) and 1995-
of growth deceleration followed by a growth 2001 (a 6-year deceleration).
acceleration after 2002. The growth rates posted (i)  The longest growth spells have occurred in Costa
by the region as a whole after the 1980s have Rica (a 10-year deceleration in 1972-1982),
never reached or surpassed the peak rate recorded Brazil (a 9-year deceleration in 1973-1982),
in the early 1970s (3.8% at its height in 1971). Chile (a 9-year acceleration in 1983-1992) and
Since the 1990s, the region has proven to be the Bolivarian Republic of Venezuela (a 6-year
vulnerable to a series of external contagion deceleration in 1976-1982). However, if brief
shocks of a type not seen in the 1960s or 1970s periods of growth rate stability are discounted,
as a consequence of financial-sector reforms and then the longest decelerations have occurred in
capital-account liberalizations that heighten the Peru from 1962 to 1989 (27 years), the Bolivarian
contagion effect of foreign events. Republic of Venezuela from 1962-1982 (20 years)
(vii) At the level of individual countries, the longest and Argentina from 1968 to 1982 (14 years).

growth acceleration/deceleration cycles have been

observed in: (1) Argentina, which experienced (d) Common and country-specific growth

a deceleration from 1969 to 1982 (from +3.6 to transitions

-2%) that was briefly interrupted by a stable period

in 1977-1979 and an acceleration in 1989-1993 (i) A comparison of growth spells for each of the
(from -1.7% to +4.6%), as well as a deceleration eight countries in the sample and for the Latin
in 1994-2001 (from +4.6% to -2.6%); (2) Brazil, American and Caribbean region as a whole points
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up several common accelerations, decelerations and in the first of these periods and of the results
stable periods in 1960-2005. These data constitute achieved by most Latin American countries

evidence of common events in the entire region, but (except Peru) during the second as they
they also illustrate contagion effects in some of the pursued stabilization efforts and succeeded
larger countries. Country-specific growth transitions in making a partial recovery from the early

not found in the region as a whole have been 1980s debit crisis (see also Aiolfi, Catao and
longer in the case of Mexico (growth accelerations, Timmermann, 2006; and Hakura, 2007).

decelerations or stable periods). In all of the other
seven countries in the sample, growth transitions (€) Investment and growth
in 1960-2005 have mainly been associated with

common episodes (more than 50% of individual- The role played by investment in growth transitions
country growth transitions have coincided with is bound to be influential, since it is of critical importance
such episodes at the regionwide level). as a vehicle for the creation of productive capacities,

(i) Common acceleration and deceleration episodes knowledge spillovers and new technologies. A reform
in terms of national and foreign savings rates have process can also trigger short-term productivity gains
been quite frequent in the cases of Argentina, that lead to faster initial growth in economies that are
Brazil, Chile and Colombia, with correlations of starting from high, distorted levels (Solimano and
more than 60% with the region as a whole in most Gutiérrez, 2006). The composition of investment (in
cases. Common episodes have been less frequenterms of machinery and equipment/construction and
for the Bolivarian Republic of Venezuela, Costa private/public investment) has an impact on growth
Rica, Mexico and Peru (correlations below 50% in  (Solimano and Gutierrez, 2006). In part, this is because
most cases). The correlations for national saving the “irreversible” character of physical-investment
are also lower during decelerations than during decisions implies that there is a high “value of waiting”
accelerations of the national saving rate. in investment decisions (Servén and Solimano,

(i) The increase in the probability of common 1993). Hausmann, Pritchett and Rodrik (2004) also
growth transitions observed after the 1990s provide evidence that growth accelerations have been
(except in the case of Colombia) is an indication accompanied by an increase in investment.
of heightened interdependence during this new The crucial importance of investment during
wave of globalizatio§.The frequency of common  growth transitions is confirmed by the evidence
foreign savings accelerations rose after the 1990sgathered for this chapter, as most growth transitions
for Argentina, Chile, Colombia, Mexico and Peru. have been, at some point, supported by accelerated
Common foreign saving decelerations increased investment (higher investment rates). In most cases,
after the 1990s for the Bolivarian Republic growth accelerates or decelerates before investment,
of Venezuela, Brazil, Colombia and Peru (for as growth leads investment in about 56% of all growth
different views on this issue, see Aiolfi, Catao accelerations and 43% of all decelerations. Growth can
and Timmermann, 2006; Hakura, 2007; Prasad, accelerate before investment when unutilized capacity
Rajan and Subramanian, 2006; and Sahay andis available, which seems to be the general case in
Goyal, 2006). Latin America and the Caribbean. This situation also

(iv) About half of all the relevant growth transitions are reflects the fact that growth accelerations often follow
common to Latin America and the United States, upon a deceleration.
which is an indication of the strong influence that Although growth needs to be sustained by higher
the United States economy has had on the region,investment rates, an initial impulse from investment is
although important exceptions are to be observed not required in order for growth to accelerate. Growth
in the second halves of the 1960s and 1980s. Inaccelerations can be preceded by falling or stable
both of these periods, the United States exhibited investment rates, and not all investment accelerations
growth decelerations while Latin America and are accompanied or followed by growth accelerations.
the Caribbean were experiencing accelerations Growth may also decelerate while the investment rate is
(mainly as a consequence of Brazil's performance rising. Investment in construction and public investment

6 During the second half of the 1880s and until the First World War, the world economy experienced a first wave of globalization. In today:
global capital markets, however, capital flows and foreign investment aim for risk sharing and diversification instead of long-term financing t
build infrastructure and housing, as was the case in the pre-1914 world (Solimano and Gutiérrez, 2006).
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have proven to be less effective in promoting growth in Caribbean, 1964-1971; Chile 1968-1972); (vi) protracted
Latin America than elsewhere (see Gutiérrez 2005; andgrowth decelerations accompanied by accelerations of
Solimano and Gutiérrez, 2006). investment rates (Argentina, 1970-1977 and 1994-1996);
There have also been several growth accelerations thatind (vii) long stable periods accompanied by an acceleration
have been accompanied by accelerations of investmenbf investment rates (Chile, 1961-1967).
rates which extend beyond the end of the relevant The HP-filtered Granger test results show causality
growth acceleration episode, as well as several growthin both directions between investment and growth for the
decelerations that have been accompanied by decelerationsatin American and Caribbean region in the aggregate (at
of investment rates which also have extended beyond thel% significance, see table A.4). This suggests a mutual
end of the corresponding growth deceleration. This is reinforcement between growth and investment; in some
valid for the Latin American and Caribbean region as a cases, lifting constraints on investment may trigger a more
whole and for several episodes in the selected countriesrapid pace of growth while, in other cases, an acceleration
The “irreversibility” of investment helps to underpin of growth may improve investment sentiment (and expected
this observation. In such cases, investment reacts aftereturns) and encourage additional investments (for more
accelerated growth episodes have led to full (or nearly on this subject, see Hausmann, Rodrik and Velasco, 2004;
full) utilization of installed capacity, which in many and Gutiérrez, 2005). The possibility of mutual causality
cases takes between three and four years. When growtlis confirmed by the diversity observed in the individual
decelerates, investment also decelerates but with a lagcountries’ results. In the cases of the Bolivarian Republic
and the physical capital capacity that was built during of Venezuela, Brazil, Chile and Peru, the results are
the investment acceleration, if not destroyed, becomessimilar to those obtained for the region in the aggregate,
available for the next round of growth acceleration. as causality in both directions was highly significant in
A number of other cases of co-movements betweenmaost cases (at the 1% level). For Argentina, growth caused
investment and growth were also observed, however. Thesénvestment; for Costa Rica, investment caused growth;
episodes suggest that investment is required but does ndior Colombia and Mexico, the results showed no direct
guarantee higher growth and that growth can acceleratecausality in either direction. The results also suggest that
even without an initial impulse from higher investment. growth can accelerate without an initial investment impulse
These observations include the following: (i) growth and that the composition and quality of investment has
accelerations preceded by an acceleration of investmentan impact in terms of growth (see Gutierrez, 2005; and
rates (Latin America and the Caribbean, 1990-1994; the Solimano and Gutierrez, 2006).
Bolivarian Republic of Venezuela, 1972-1975 and 1988-
1991; Chile, 1975-1979; Colombia, 1966-1971; and Mexico, (f) National saving and growth
1961-1964, 1976-1979); (ii) growth accelerations preceded
by stable or decelerating investment rates (Latin America Theories and evidence about the links between
1964-1971, 1984-1986 and 2002-1005; Argentina 1961- saving and current growth have been founded upon the
1965, 1989-1993 and 2002-2005; Bolivarian Republic permanent income hypothesis of Milton Friedman and
of Venezuela, 1983-1991 and 2002-2005; Brazil, 1965- the life-cycle model of Franco Modigliani. The former
1972, 1983-1986, 1991-1995 and 2003-2005; Chile, states that consumption is determined by permanent
1983-1992 and 2001-2005; Colombia, 1984-1988 and (long-run) income, implying that saving follows current
2000-2005; Costa Rica, 1961-1971; Mexico, 1986-1991 (transitory) growth. The latter argues that productivity
and 1995-1998; and Peru, 1969-1973, 1990-1995 andgrowth makes the working young population richer
2001-2005); (iii) accelerations of investment rates followed than the old, with the young saving more than the old
by decelerations of growth (Colombia, 1977-1982 and are dissaving. It also implies that aggregate income
1991-1999); (iv) prolonged accelerations of investment growth would follow from an increase in the lifetime
rates accompanied by growth decelerations (the Bolivarianprofiles of succeeding generatiohén the Keynesian
Republic of Venezuela, 1960-1971 and 1992-2001; Costaschool of thought, saving is endogenously determined by
Rica, 1972-1981; Mexico 1960-1970; and Peru, 1973- interactions between income and consumption. Higher
1981); (v) growth and investment rates that acceleratecurrent growth generates higher incomes, which lead,
or decelerate simultaneously (Latin America and the in turn, to higher saving (as the propensity to consume

7 The terms-of-trade effect is viewed as a transitory deviation of national income from its trend. According to Milton Friedman’s consumptior
hypothesis, the additional income resulting from transitory improvements in countries’ terms of trade would mostly be saved. In more extensi

models of consumer behaviour, the relationship is theoretically ambiguous (Carroll and Weil, 1994).
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out of income is less than one). Carroll and Weil (1994) was also the case for investment and growth. This indicates
argue that habit formation in consumption is a factor that, generally speaking, growth and national saving “go
that helps to rationalize the positive correlation between together” (as do growth and investment), although this is not
saving and current growth. They also provide evidence always the case These mutually reinforcing elements have
that growth Granger-causes saving, although this finding also been documented in the literature (see, for example,
has been questioned by some authors (Attanasio, PicciAttanasio, Picci and Scorcu, 2000; Hausmann, Rodrik
and Scorcu, 2000; Gutierrez, 2007). and Velasco, 2005; and Gutiérrez, 2007). This finding
The evidence on growth transitions gathered in this suggests that the removal of restrictions on national saving
chapter includes information on several cases in whichwill stimulate investment and growth, but it also indicates
growth accelerations and decelerations have, at somehat an acceleration of growth will stimulate saving (see
point, been accompanied or followed by accelerations in also Carroll and Weil, 2004; Schmidt-Hebbel and Servén
national savings rates. This evidence thus corroborates thet999; and Solimano and Gutiérrez, 2006). The results for
findings presented in the literature about the relationship the selected countries also suggest that causality may run
between these two variables, with growth driving up in both directions, although the pattern is not uniform.
national saving or higher national saving helping to For Argentina, for example, there is no causality in either
finance higher investment and higher growth. direction. For Chile, Colombia, Costa Rica and Peru,
Growth does not necessarily generate higher nationalhowever, causality does run in both directions, although
saving, however. Growth accelerations may be consumption-it is stronger in the case of growth causing national
oriented. If this is the case, they will be reflected in a saving (significant at 1%). For the Bolivarian Republic
rising current-account deficit financed by foreign capital of Venezuela, Brazil and Mexico, growth Granger-causes
flows (foreign savings). In such a case, foreign saving national saving.
would then substitute for national saving, and growth
would be coupled with falling national savings rates. The (g) Foreign saving and growth
results obtained in this study for all growth transitions
(positive and negative growth spells) show that national Although investment has primarily been financed
saving and growth are about equally distributed in terms with national saving in Latin America and, for that matter,
of leads and lags (see table A.5). most developing countries, foreign saving (the financing
Several cases have also been observed, however, thatounterpart of the current-account deficit, most of which
suggest that growth may accelerate (decelerate) withoutis in the form of capital inflows) has, at several points
an increase (decrease) in national savings rates and thah the region’s history, served as an important source of
higher (lower) national savings rates do not necessarilyinvestment financing. Foreign saving has been highly
translate into an acceleration (deceleration) of growth. volatile, however, and has tended to be a substitute for
For policy purposes, these cases suggest that some growthational saving, thereby fuelling consumption booms and
transitions may be primarily oriented towards consumption current-account crises. The evidence on the association
(reducing national saving) and that, in such cases, nationabetween growth and foreign saving is mixed. There are
savings policies may not necessarily translate into highercases of high growth with relatively low foreign savings
growth. Examples of this combination of circumstances rates (East Asian economies) as well as cases of low-
include: (i) stable national savings rates over a lengthy growth episodes combined with high foreign savings rates
period of time, coupled with growth accelerations and (low-income countries in Africa and Latin America that
decelerations (Latin America in 1989-2000 and Mexico receive sizeable levels of foreign aid) (see Prasad, Rajan
in 1980-1984); (ii) a long-standing deceleration of and Subramanian, 2006; Schmidt-Hebbel and Servén,
national savings rates combined with a mixture of growth 1999; Solimano and Gutiérrez, 2006; and Gutierrez,
stability, acceleration and deceleration (Argentina in 1976- 2007). The results for all the growth transitions (positive
1999); (iii) a growth deceleration in conjunction with an and negative growth spells) show that foreign saving lags
acceleration of national saving (Latin America in 1972- behind growth in about 33% of growth accelerations and
1976, Colombia in 1972-1975, Costa Rica in 2000-2003 57% of growth decelerations (see table A.5).
and Peru in 1996-1999); and (iv) growth accelerations The results also show that foreign saving and growth
accompanied by decelerations in national savings ratesdisplay more diverse relationships during growth transitions
(Brazil in 1991-1995, Chile in 1977-1979, Costa Rica than national saving and growth do. Episodes in which
in 1988-1992 and Mexico in 1986-1991). growth accelerations (decelerations) are coupled with
The HP-filtered Granger results show mutual causality foreign savings rate accelerations and decelerations have
between national saving and growth for the Latin American been observed for the Latin American and Caribbean
and Caribbean region as a whole (significant at 10%), asregion and for individual countries, but the presence
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of several cases in which the results vary considerablysubstitution of foreign saving for national saving can give
points to a more unstable relationship between growth rise to a mix involving a larger component of foreign saving
and foreign saving. These cases include the following: and a smaller one of national saving that makes a higher
(i) stable foreign savings rates over lengthy periods of time rate of investment growth possible. The overall results
coexisting with growth accelerations and decelerations show that national saving leads investment in about 44%
(Latin America in 1967-1977); (i) rising foreign savings of all investment accelerations and in approximately 26%
rates combined with growth decelerations (Latin America of investment decelerations.
in 1995-1998, Argentina in 1980-1982 and 1995-1997, the Several cases involving varying types of relationships
Bolivarian Republic of Venezuela in 1976-1978, Brazil were also identified, however, such as: (i) stable national
in 1978-1980 and 1996-1999, Chile in 1980-1982, Costa savings rates combined with accelerations in investment
Rica in 2000-2003, and Peru in 1981-1983 and 1986- rates (Latin America in 1989-1997, Chile in 1993-1995);
1988); and (iii) decelerations in foreign savings rates in (ii) stable national savings rates coupled with falling
conjunction with growth accelerations (Latin America investment rates (Mexico in 1981-1984, Peru in 2000-
in 2002-2005, Argentina in 2002-2004, the Bolivarian 2002); (iii) higher national savings rates in conjunction
Republic of Venezuela in 1972-1974 and 2002-2004, with falling investment (Latin America in 2001-2003,
Brazil in 2003-2005, Chile in 1983-1990 and 2001-2005, Argentina in 2000-2002, Brazil in 2000-2005, Colombia
Colombia in 1984-1998 and 2000-2005, Costa Rica in in 1972-1976 and 1984-1990); (iv) falling national savings
1983-1986 and 1990-1992, Mexico in 1995-1997 and rates and rising investment rates (Argentina in 1991-1996,
Peru in 2001-2005). the Bolivarian Republic of Venezuela in 1985-1987, Brazil
The HP-filtered Granger results for Latin America in 1993-1996, Chile in 1977-1979, Colombia in 1978-
and the individual countries show the presence of mutual1982 and 1992-1995, Costa Rica in 1977-1979, Mexico in
causality between foreign savings and growth, suggesting al987-1991); and (v) accelerations in national savings rates
reinforcing relation between the highly observed volatility in combination with stable investment rates (Bolivarian
of capital flows and the high volatility of growth in the Republic of Venezuela in 2000-2004, Costa Rica in 1982-
region (see also Prasad, Rajan and Subramanian, 2006987, Mexico in 2003-2005, Peru in 2003-2005).
and Sahay and Goyal, 2006). For Argentina, Peru and  The HP-filtered Granger results show no causality
Mexico, causality runs in both sense. For Brazil, growth between investment and national saving for the Latin
Granger-causes foreign saving. For Costa Rica, foreignAmerican and Caribbean region as a whole or for Argentina.
saving Granger-causes growth. For Colombia and theCausality in both directions was found for Brazil, Chile,
Bolivarian Republic of Venezuela, the results show no Costa Rica, Mexico and Peru. In the case of Colombia,

causality in either direction. causality runs from investment to national saving. This
behaviour is, in part, explained by the empirical evidence
(h) Investment and national saving of partial substitution between national and foreign saving,

since investment accelerations may at some point be
The literature offers evidence of a relationship not financed by foreign saving as a substitute for national
only between investment and growth but also betweensaving, even though a closer correlation between national
investment and national saving (Bordo and Flandreau, saving and investment will eventually emerge.
2003; Feldstein and Horioka, 1980; and Taylor, 1996
and 1999). The corresponding empirical studies have(i) Investment and foreign saving
uncovered a high and significant correlation between
investment and national saving both in time series and Although foreign saving, in combination with national
in cross-country data, which contradicts the predictions saving, does help to finance investment, the literature
of perfect capital mobility theory and provides grounds points to the existence of a partial offset between the
for the claim that “home biases” are to be found in the two types of saving owing to the co-movements of these
saving-investment process. two variables (partial Ricardian equivalence). In other
The evidence on growth transitions compiled for words, foreign saving tends to substitute (partially) for
this chapter shows that, in several instances, investmennational saving (see Schmidt-Hebbel and Servén, 1999;
accelerations (decelerations) have been accompanied &olimano and Gutiérrez, 2006; and Gutiérrez, 2007a).
some point by accelerations (decelerations) in nationallt is therefore to be expected that increases in foreign
savings rates, thus corroborating the general evidence of @aving will make a partial contribution to the financing
high correlation between these two variables. Accelerationsof investment. The literature does not, however, suggest
in investment have also been financed with rising foreign what basis there might be for causality between foreign
saving (and shrinking national saving), however, as the saving and investment. Accelerations in investment have
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been financed with rising foreign saving and shrinking Capital inflows could also be driven by a reduction of
national saving during periods of booming capital inflows. national saving and/or a rise in investment. The overall
The overall results also show that foreign saving leadsresults show that foreign saving leads national saving in
national saving in about 28% of investment accelerationsabout 42% of national saving accelerations and 41% of
and around 33% of investment decelerations. its decelerations (see table A.5).

A wide variety of different types of cases were There have been several cases in which national savings
observed: (i) stable foreign savings rates coupled with rates have risen or while foreign savings rates for the region
accelerating investment rates (Latin America in 1987- as a whole have been stable or falling too. The individual
1997); (i) falling foreign savings rates combined with countries in the sample, however, display a more general
rising investment rates (Latin America in 1985-1988, pattern of substitution between these two types of saving.
Bolivarian Republic of Venezuela in 1970-1974 and Moreover, there are only a few cases in which both national
1994-1996, Brazil in 1985-1989, Chile in 1984-1990, and foreign savings rates have risen simultaneously (Bolivarian
Colombia in 2002-2005, Mexico in 1995-1997 and Republic of Venezuela in 1997-1998, Chile in 1975-1976,
Peru in 1977-1979); (iii) rising foreign savings rates Costa Rica in 2000-2004 and Peru in 1980-1981 and 1992-
accompanied by falling investment rates (Argentina in 1995). This evidence suggests that substitutabitityween
1978-1982, Brazil in 1978-1980, Chile in 1980-1982 national and foreign saving is greater in the presence of net
and Peru in 1982-1988); and (iv) falling foreign saving capital inflows than net capital outflows. It seems easier to
in conjunction with stable investment rates (Costa Rica maintain or reduce national saving in periods when external
in 1982-1987 and Mexico in 2003-2005). foreign credit constraints are more relaxed than to increase

The HP-filtered Granger results show a diverse array national saving in periods of tighter external financing
of results which do not support a finding of any clear conditions (a reduction of foreign saving associated with
causality between these two variables. In fact, the resultslower growth would, at the same time, depress national
show no causality for the Latin America and Caribbean saving). This also implies that foreign capital has a more
region as a whole or for Chile. For Argentina, Colombia damaging effect on investment and growth when it flows
and Costa Rica, foreign saving has Granger-causedout than the positive effects it has on investment and growth
investment. For Brazil and Peru, investment has Granger-when it flows in. Thus, the crowding out of national saving
caused foreign saving. For Mexico and the Bolivarian by foreign saving seems to be biased on the positive side
Republic of Venezuela, causality ran in both directions. (when foreign saving is rising).

The HP-filtered Granger results for the entire region
(1) National and foreign saving and for the Bolivarian Republic of Venezuela show no
causality between national and foreign saving. For Argentina,

The body of empirical evidence corroborates the Brazil, Colombia and Costa Rica, causality ran in both
existence of a partial Ricardian offset between national directions. For Chile, Mexico and Peru, national saving
and foreign saving (between 50% and 70) (Gutiérrez, Granger-caused foreign saving. These results indicate that,
2007; and Schmidt-Hebbel and Servén, 1999). Thus, aalthough there is a general pattern of substitution between
growing current-account deficit would be financed by national and foreign saving, there is no a general pattern of
capital inflows (an increase in foreign saving), which causality or precedence between the two series, suggesting
help to finance investment but, at the same time, drive that these two variables tend to move simultaneously in
down national saving, thereby stimulating consumption. opposite directions.

E. Final remarks and policy issues

The growth story of Latin America has been one of co-movements among per capita GDP growth, investment,
frequent growth transitions rather than steady growth and national and foreign savings rates were derived. Granger
around a long-run trend. For the purposes of this analysis,causality tests were also applied with a view to arriving
a statistical framework for identifying growth transitions at general observations about co-movements among the
was developed, and probabilities of leads and lags related tgairwise combinations of the series of GDP per capita
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growth, investment rates, national savings rates and foreign
savings rates. The period 1960-2005 was surveyed for a
sample of eight Latin American countries and the Latin
American and Caribbean region in the aggregate.

The research conducted for this study helps to shape
a statistical framework for the examination of growth
transitions and to demonstrate that several growth episodes
in Latin America have not been well captured by standard
theories or econometric work based on various types
of situations. Common growth spells (accelerations,
deceleration, and stable periods) have also been identified,
and growth transitions in Latin American countries and
in the Latin American and Caribbean region as a whole
have been compared with transitions in the United States
and in East Asia and the Pacific.

Key observations are made about growth transitions and
about the relationships among investment, national saving,
foreign saving and growth. More specifically, evidence is
provided that demonstrates the following points:

(i) Although growth needs to be sustained by
higher investment rates, an initial impulse
from investment is not required in order for
growth to accelerate. It is not always the case
that investment leads growth, since growth may
also accelerate as a result of improved consumer
confidence, productivity-driven economic reforms
or idle capital stock. Growth leads investment
in about 55% of the acceleration transitions
and in roughly 43% of decelerations. Growth
accelerations may also be preceded by falling or
stable investment rates, as occurred in Argentina
in 2002-2005 and Chile in 1983-1992.

(i) Notallinvestment accelerations are accompanied
or followed by growth accelerations. Growth may
decelerate while the investment rate is rising (e.g.,
Colombia in 1991-1999 and Peru in 1973-1981).
Investment in construction or public investment has
proved to be less effective in the Latin American and
Caribbean region (see Gutiérrez, 2005; Solimano
and Gutiérrez, 2006).

(iif) Although the evidence has shown that high
growth needs to be sustained by high national
savings rates, it is not always the case that growth
accelerations are accompanied by rising national
savings rates; the latter may also decline. Growth
does not necessarily generate higher national
saving either (e.g., Brazil in 1991-1995 and
Mexico in 1986-1991). Growth accelerations
may be oriented towards consumption, and
when this occurs it is reflected in a mounting
current-account deficit financed by foreign
capital inflows (foreign saving). When foreign
saving is a substitute for national saving, then

(v)

v)

(Vi)

81

growth may occur in the presence of falling
national savings rates.

The high correlation between national saving and
investment does not mean that national saving must
necessarily rise in order to finance investment.
Accelerations in investment have also been financed
by rising foreign saving (while national saving has
shrunk, as occurred in Argentina in 1991-1996
and in Chile in 1977-1979). As noted earlier, the
substitution of foreign saving for national saving
can make it possible to achieve higher investment
growth based on a combination of higher foreign
saving and lower national saving.

Foreign saving does not, in most cases, add to total
saving (equal to investment), and the crowding
out of national saving by foreign saving seems
to be positively biased (being stronger when
foreign saving is rising). The instances in which
investment and foreign saving precede each other
is approximately the same: between 20% and
30% of accelerations and decelerations.
Episodes in which rising foreign savings rates
have been combined with falling investment have
been identified (e.g., Argentina in 1978-1982
and Chile in 1980-1982), as well as episodes of
rising foreign saving with declining growth (e.g.,
Bolivarian Republic of Venezuela in 1976-1978,
Brazil in 1996-1999 and Peru in 1981-1983).
Consumption-oriented accelerations of foreign
saving reflect a strong substitution of foreign
saving for national saving and a net reduction
in national saving (and a rise in consumption).
These situations constitute cases in which national
saving has been more than fully crowded-out by
foreign saving. Episodes of rising foreign saving
(and falling national saving) and declining growth
are worse in the sense that they signal profound
imbalances which, in many cases, are caused by
growing fiscal deficits.

(vii) Common transitions for the Latin American and

Caribbean region as a whole are more likely to
be observed for GDP growth and investment
(more than 50% of the accelerations and more
than 40% of the decelerations). Country-specific
transitions are found more frequently in the case
of national saving. Foreign saving co-movements
are to be observed in about 50% of the cases
in the Latin American and Caribbean region.
The probability of common growth and foreign
saving transitions was found to increase after
the 1990s, which is interpreted as an indication
of increased growth volatility during this new
wave of globalization.
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The results of this analysis show no common pattern The diversity of the causality results across countries
of co-occurrence or precedence in relation to growth, for growth, investment, and national and foreign saving
investment, national saving and foreign saving, which suggests that growth is the result of forces whose dynamic and
suggests that co-movements among these variablesnotion are continuously changing through time and that are
depend on the particular circumstances existing in strongly influenced by the economic and social framework
each country. The interaction between common andin which they interact. Key forces in the growth process
country-specific factors gives rise to variations in co- include investment, national saving and foreign saving, but
movements and causality relationships across timedifferent growth sources (such as improvements in human
and countries. The application of general theoretical capital, discoveries, better economic policies, pro-growth
considerations or econometric results may therefore givereforms or positive political and social events) are required
rise to misleading interpretations of growth processes to improve investor and consumer sentiment and set those
and oversimplification in the design of growth policies forces into motion in a way that will give rise to a virtuous
in the region. circle with growth (Solimano and Gutiérrez, 2006).
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Appendix

GROWTH TRANSITIONS (SUMMARY), 1960-2005

Table A.1

United States:

OECD countries:

East Asia and the Pacific:

Latin America and the

World regions per capita GDP per capita GDP per capita GDP Caribbean: per capita
growth rate growth rate growth rate GDP growth rate

Accelerations 1961-1965 (2.96) 1961-1966 (4.22) 1961-1965 (-0.25) 1964-1971 (2.97)
1971-1972 (2.08) 1976-1977 (2.39) 1968-1970 (4.73) 1984-1986 (-0.37)
1975-1977 (2.23) 1982-1987 (2.54) 1975-1978 (4.63) 1990-1994 (1.31)
1982-1985 (2.42) 1994-1998 (1.97) 1982-1983 (5.89) 2002-2005 (1.09)
1992-1997 (1.95) 2003-2005 (1.72) 1990-1994 (7.77)
2003-2005 (2.07) 2000-2005 (6.95)

Decelerations 1966-1970 (2.54) 1967-1975 (3.41) 1966-1967 (4.28) 1972-1983 1.77)
1973-1974 (2.00) 1978-1981 (1.91) 1971-1974 (4.44) 1995-2001 (1.00)
1978-1981 (1.62) 1988-1993 (2.09) 1995-1999 (6.27)
1986-1991 (2.04) 1999-2002 1.77)
1998-2002 (2.03)

Stability 1979-1981 (5.52) 1961-1963 (1.83)

1984-1989 (6.33) 1987-1989 (0.05)

Latin America and

Per capita GDP growth

Gross capital formation

National saving

Foreign saving

the Caribbean (annual %) (% of GDP) (% of GDP) (% of GDP)

Accelerations 1964-1971 (2.97) 1964-1977 (21.83) 1967-1976 (19.78) 1978-1980 (3.24)
1984-1986 (-0.37) 1986-1997 (20.61) 1985-1988 (19.08) 1989-1998 (2.34)
1990-1994 (1.31) 2004-2005 (20.03) 2001-2005 (20.01)
2002-2005 (1.09)

Decelerations 1972-1983 1.77) 1960-1963 (20.10) 1977-1984 (19.82) 1981-1988 (1.64)
1995-2001 (1.00) 1978-1985 (22.00) 1999-2005 (0.79)

1998-2003 (20.57)

Stability 1961-1963 (1.83) 1989-2000 (18.50) 1967-1977 (2.34)
1987-1989 (0.05)

Argentina

Accelerations 1961-1969 (2.22) 1967-1977 (24.36) 2000-2004 (18.07) 1976-1982 (1.11)
1989-1993 (2.45) 1991-1996 17.77) 1991-1997 (2.72)
2002-2005 (1.13) 2003-2004 (16.05)

Decelerations 1970-1976 (1.50) 1960-1962 (23.65) 1976-1999 (18.37) 1983-1990 (1.97)
1980-1983 (-1.51) 1978-1990 (20.74) 1998-2004 (-0.69)
1994-2001 (0.66) 1997-2002 (16.83)

Stability 1977-1979 (0.30) 1963-1965 (21.31)
1984-1988 (-1.68)

Brazil

Accelerations 1965-1972 (5.59) 1967-1975 (21.98) 1984-1989 (19.66) 1978-1980 (4.43)
1983-1986 (1.08) 1985-1989 (20.59) 2000-2005 (19.44) 1992-1999 (2.28)
1991-1995 (0.82) 1993-1996 (21.21)
2003-2005 (0.97)

Decelerations 1961-1964 (0.97) 1960-1966 (19.58) 1975-1983 (18.13) 1975-1977 (4.49)
1973-1982 (3.27) 1976-1984 (21.39) 1990-1999 (19.37) 1981-1989 (1.66)
1987-1990 (0.06) 1990-1992 (21.05) 2000-2005 (0.95)
1996-1999 (0.99) 1997-2005 (20.64)

Stability 2000-2002 (0.57) 1990-1991 (-0.28)

Chile

Accelerations 1975-1979 (1.65) 1963-1967 (18.09) 1975-1976 (13.79) 1975-1982 (6.43)
1983-1992 (4.26) 1973-1979 (18.23) 1984-1992 (16.99) 1991-1996 (3.00)
2001-2005 (2.72) 1984-1995 (22.42) 2002-2005 (22.01)

2004-2005 (21.99)

Decelerations 1968-1974 (-0.15) 1968-1972 (17.49) 1977-1983 (10.08) 1983-1990 (5.35)
1980-1982 (0.91) 1980-1983 (16.72) 1997-2001 (21.52) 1997-2005 (1.28)
1993-2000 (4.15) 1996-2003 (23.69)

Stability 1961-1967 (2.10) 1960-1962 (17.22) 1993-1996 (22.73)
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Table A.1 (concluded)

Per capita GDP growth Gross capital formation National saving Foreign saving
(annual %) (% of GDP) (% of GDP) (% of GDP)
Colombia
Accelerations 1966-1971 (3.04) 1965-1969 (19.40) 1972-1977 (17.64) 1968-1970 (3.47)
1984-1988 (1.83) 1977-1982 (19.05) 1984-1991 (18.10) 1978-1983 (2.74)
2000-2005 (0.92) 1991-1995 (20.95) 2001-2005 (16.80) 1991-1996 (1.96)
2002-2005 (16.92)
Decelerations 1972-1975 (3.30) 1960-1964 (19.14) 1968-1971 (16.76) 1971-1977 (1.25)
1979-1983 (1.08) 1970-1976 (18.94) 1978-1983 (16.53) 1984-1990 (1.03)
1995-1999 (0.11) 1983-1990 (18.96) 1992-2000 (17.12) 1997-2005 (1.53)
1996-2001 (17.89)
Stability 1961-1965 (1.56)
1976-1978 (2.68)
1989-1994 (2.22)
Costa Rica
Accelerations 1961-1971 (3.31) 1965-1981 (22.59) 1980-1987 (17.56) 1977-1980 (11.34)
1983-1992 (1.34) 1998-2005 (18.87) 2000-2004 (15.67) 1987-1989 (4.70)
1997-2004 (4.36)
Decelerations 1972-1982 (1.45) 1988-1997 (21.07) 1977-1979 (13.83) 1981-1986 (7.79)
1993-1996 (2.50) 1988-1999 (16.53) 1990-1996 (3.98)
2000-2003 1.77)
Stability 1997-1999 (2.49) 1960-1964 (18.31)
2004-2005 (2.12) 1982-1987 (25.40)
Mexico
Accelerations 1961-1964 (4.11) 1960-1980 (21.02) 1994-1998 (19.82) 1986-1992 (2.12)
1971-1972 (2.78) 1987-1991 (21.80) 2003-2005 (20.18)
1976-1979 (3.99) 1995-1998 (23.23)
1986-1991 (0.20)
1995-1998 (1.65)
Decelerations 1965-1970 (3.26) 1981-1986 (22.05) 1985-1993 (19.51) 1979-1985 (1.91)
1980-1985 (0.47) 1999-2002 (22.50) 1999-2002 (20.02) 1993-1997 (3.67)
1992-1994 (0.83) 2001-2005 (1.63)
1999-2003 (1.75)
Stability 1973-1975 (2.99) 1992-1994 (22.36) 1979-1984 (21.66) 1998-2000 (2.69)
2004-2005 (1.37) 2003-2005 (21.38)
Peru
Accelerations 1969-1973 (1.53) 1973-1981 (23.29) 1977-1981 (21.97) 1980-1988 (4.56)
1984-1985 (-0.93) 1992-1997 (21.55) 1992-1999 (15.83) 1992-1995 (6.41)
1990-1995 (0.31) 2003-2005 (18.45)
2001-2005 (2.12)
Decelerations 1961-1968 (2.53) 1960-1972 (31.25) 1982-1991 (17.52) 1977-1979 (2.22)
1974-1977 (0.83) 1982-1991 (22.98) 1989-1991 (6.41)
1981-1983 (-1.46) 1998-2005 (19.92) 1996-2005 (2.85)
1986-1989 (-3.06)
1996-2000 (1.66)
Stability 1978-1980 (-0.14) 2000-2002 (17.48)
Venezuela
(Bolivarian Rep. of)
Accelerations 1972-1975 (0.54) 1960-1977 (28.33) 1970-1975 (35.81) 1975-1978 (-0.83)
1983-1991 (-0.60) 1985-1987 (20.08) 1989-1990 (20.35) 1984-1987 (-1.36)
2002-2005 (0.04) 1991-1999 (20.95) 1993-2004 (27.50) 1991-1993 (-1.98)
1997-1998 (-3.30)
Decelerations 1964-1971 (0.83) 1978-1984 (27.08) 1976-1988 (27.24) 1970-1974 (-3.14)
1976-1982 (-2.20) 1988-1990 (18.55) 1991-1992 (19.78) 1979-1983 (-1.29)
1992-2001 (-0.90) 2000-2004 (22.38) 1988-1990 (-1.75)
1994-1996 (-3.20)
1999-2004 (-7.82)

Stability 1961-1963 (2.34)
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Annual percentages

Annual percentages

Figure A.1
LATIN AMERICA AND THE CARIBBEAN: PER CAPITA GDP GROWTH, GROSS CAPITAL FORMATION
AND NATIONAL AND FOREIGN SAVING
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Table A.2
LATIN AMERICA AND THE CARIBBEAN: ACCELERATIONS AND DECELERATIONS SUMMARY

Per capita GDP growth Gross capital formation National saving Foreign saving

Year (annual %) (% of GDP) (% of GDP) (% of GDP)

1960
1961
1962
1963
1964
1965

1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
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Note: The HP filter was applied to all series; A = Acceleration; D = Deceleration; S = Stability.
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Figure A.2
UNITED STATES, OECD, EAST ASIA AND PACIFIC: GDP PER CAPITA GROWTH RATE, AVERAGE GROWTH RATE PER SPELL,
AND COMOVEMENTS WITH LATIN AMERICA AND CARIBBEAN GDP PER CAPITA GROWTH RATE
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Table A.3
REGIONAL BEHAVIOUR: ACCELERATIONS AND DECELERATIONS SUMMARY
United States: per capita OECD: per capita East Asia and the Pacific: Latin America and the Caribbean:
Year GDP growth GDP growth per capita GDP growth per capita GDP growth
(annual %) (annual %) (annual %) (annual %)

1960

1961 A A A S
1962 A A A S
1963 A A A S
1964 A A A A
1965 A A A A
1966 D A D A
1967 D D D A
1968 D D A A
1969 D D A A
1970 D D A A
1971 A D D A
1972 A D D D
1973 D D D D
1974 D D D D
1975 A D A D
1976 A A A D
1977 A A A D
1978 D D A D
1979 D D S D
1980 D D S D
1981 D D S D
1982 A A A D
1983 A A A D
1984 A A S A
1985 A A S A
1986 D A S A
1987 D A S S
1988 D D S S
1989 D D S S
1990 D D A A
1991 D D A A
1992 A D A A
1993 A D A A
1994 A A A A
1995 A A D D
1996 A A D D
1997 A A D D
1998 D A D D
1999 D D D D
2000 D D A D
2001 D D A D
2002 D D A A
2003 A A A A
2004 A A A A
2005 A A A A

Note: The HP filter was applied to all series; A = Acceleration; D = Deceleration; S = Stability.
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Table A.4
LATIN AMERICA AND THE CARIBBEAN: GRANGER CAUSALITY TESTS

Year Series definitions

GDP: Per capita GDP growth (annual %, HP-filtered)

Pairwise Granger causality tests INV: Gross capital formation (% of GDP, HP-filtered)

Sample: 1960 2005 FS : Foreign saving (% of GDP, HP-filtered)

Lags: 3 NS : National saving (% of GDP, HP-filtered)

Null hypothesis Obs F-statistic Probability Conclusion
INV does not Granger-cause GDP 42 11.0421 3.00E-05 * At 1% significance level, INV Granger-causes GDP
GDP does not Granger-cause INV 12.784 8.50E-06 * At 1% significance level, GDP Granger-causes INV
NS does not Granger-cause GDP 36 2.77042 0.0594 ok At 10% significance level, NS Granger-causes GDP
GDP does not Granger-cause NS 2.7165 0.06288 ok At 10% significance level, GDP Granger-causes NS
FS does not Granger-cause GDP 36 6.32135 0.00197 * At 1% significance level, FS Granger-causes GDP
GDP does not Granger-cause FS 4.48089 0.01056 ki At 5% significance level, GDP Granger-causes FS
NS does not Granger-cause INV 36 0.49009 0.69188 NS does not Granger-cause INV
INV does not Granger-cause NS 0.68415 0.56897 INV does not Granger-cause NS
FS does not Granger-cause INV 36 0.7571 0.5273 FS does not Granger-cause INV
INV does not Granger-cause FS 0.60115 0.61947 INV does not Granger-cause FS
FS does not Granger-cause NS 36 0.92564 0.4408 FS does not Granger-cause NS
NS does not Granger-cause FS 0.59704 0.62206 NS does not Granger-cause FS

Note: Significance level: (*) 1%, (**) 5%, (***) 10%.

Table A5
LATIN AMERICA: PROBABILITY OF LEADS AND LAGS AMONG GROWTH, INVESTMENT AND SAVING

Probability of leads and lags on growth

Total Investment rate National savings rate Foreign savings rate
trggﬁﬁhns Lead Contemporaneous Lag Lead Contemporaneous Lead Lead Contemporaneous Lag
All countries
Accelerations 27 14.8% 3.7% 55.6% 29.6% 7.4% 25.9% 14.8% 7.4% 33.3%
Decelerations 28 21.4% 10.7% 42.9% 17.9% 14.3% 17.9% 10.7% 7.1% 57.1%
Stationary 13 0.0% 7.7% 7.7% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Probability of leads and lags on investment Probabil::);t?gr:(;?gzv?:g lags on
Total National saving rate Foreign savings rate Total Foreign saving rate
investment national
transition Lead Contemporaneous Lag Lead Contemporaneous Lag saving Lead Contemporaneous Lag
All countries
Accelerations 25 44.0% 12.0% 8.0% 20.0% 16.0% 28.0% 19  421% 10.5% 21.1%
Decelerations 27 25.9% 14.8% 11.1% 33.3% 3.7% 18.5% 17 41.2% 5.9% 29.4%

Stationary 8 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 2 0.0% 0.0% 0.0%
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Chapter IV

Reflections of economic growth in
Latin America and the Caribbean

A. Introduction

In recent years, ECLAC has published several studies and organized two seminars on econom
growth in Latin America and the Caribbean. In the first seminar, held in 2003, Solimano and
Soto (2006) presented stylized facts revealing that the economic growth of Latin American
countries has been very uneven and volatile. Since 1980, growth has slowed and there have be
significant differences in the relative performance of the region’s couhtss. presented at

the seminar was a series of regional studies analysing the economic growth of each country
In other studies commissioned by ECLAC, Gutiérrez (2005) provided data on the impact of
investment and other variables on growth, and went on to analyse the determining factors o

the level of savings and how this ties in with economic growth (Gutiérrez, 2007h).

The second seminar was held in 2007is chapteraimsto  the concept of poverty traps to explain low growth in the
outline some of the main features of the studies presented ategion, while Gutiérrez (2007a) analyses the characteristics
that seminar that are in the process of being published. Theof countries’ highly volatile economic growth. The seminar
main theme of the seminar was the poor performance ofwas also presented with five case studies examining various
Latin American and Caribbean countries in terms of growth. aspects of growth in the region’s three main economies:
Restuccia (2007) analyses the different distortions presentArgentina, Brazil and Mexico; a study on Central America;
within Latin American economies. Rodriguez (2007) uses and another on Caribbean countries.

1 Solimano (2006) includes a selection of the studies analysed at the seminar “Latin American Growth: Why so Slow?” held on 4 and 5 Deceml
2003 at the ECLAC headquarters in Santiago, Chile.

2 See chapters Il and Ill.

3 The regional seminar “Economic Growth in Latin America” was held on 14 and 15 June 2007 at the ECLAC headquarters [online] http://www
eclac.cl/de/.
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B. Economic growth in Latin America

Latin America’s economic growth over the last 50 years such as Japan, Republic of Korea and Singapore, such
compared to that of other regions is an issue of majorprocesses have involved major relative increases in sectoral
interest for those who study the economics of development.productivity (especially in agriculture and industry).
According to the figures available, in 1960 the per worker As already stated, Restuccia (2007) uses a model
GDP in an average Latin American country was one third from Restuccia and Rogerson (2007) that attempts to
that of the United States, half that of the average westernexplain why total factor productivity may vary from
European country and 2.4 times that of the average Asiancountry to country. The author presents a framework for
country. In 2000, these figures had dropped to 0.25, 0.3 andanalysing the distortions from institutions and policies
0.7, respectively. The countries with the slowest relative that then result in a faulty allocation of factors among
growth were Argentina, the Bolivarian Republic of Venezuela, producers with different levels of productivithccording
Bolivia and Peru (Duarte and Restuccia, 2006). to Restuccia, Latin America’s low relative productivity
Studies by Restuccia (2007) and Rodriguez (2007) is based on distortions such as barriers to entry into the
have attempted to empirically determine the causes offormal market, competition and trade. This explanation
the relative stagnation of Latin America. According to echoes that put forward by Machinea and Kacef (2006),
Restuccia (2007), the reason for the gap in economicwho partly attribute the region’s low relative growth (even
growth between Latin America and the United States lies now that some problems are beginning to be overcome)
in differences in terms of total factor productivitin a to the need for a set of reforms. The specific reforms
paper presented at the 2004 seminar, Solimano and Soteequired depend on each country, but reforms are urgently
(2006) use a sample of 12 Latin American countries to needed throughout the region. These could include reforms
conclude that differences in the accumulation of capital and of the regulations that hamper the functioning of some
labour factors do not seems substantial enough to explaimmarkets, such as difficulties in setting up businesses and
the growth differences among Latin American counfries. enforcing contracts and the lack of clear incentives (or
The authors attribute these differences to patterns of totalpresence of obstacles) for private-sector participation in
factor productivity, although they do not develop a specific key sectors, as well as the limited development of capital
theory on the subject. Restuccia (2007) formally presentsand financial markets and the absence of a human resource
the stylized fact and uses the Restuccia and Rogersorraining strategy.
(2007) model to explain why this variable can perform Rodriguez (2007) explains the poor economic growth
differently across countries and what quantitative effects of Latin American countries using the idea of poverty
this has on economic growth. traps. The idea of self-reinforcing equilibriums that cause
Restuccia (2007) uses a unisectoral model to claima vicious circle of underdevelopment is common among
that Latin American countries have low and stagnated structuralist thinkers, especially Prebisch (1949) (see also
productivity compared with the United States in the Nurkse, 1953, and Myrdal, 1957). More recently, Sachs
agriculture, manufacturing and service sectors, and that(2005) reused this idea to state that poverty traps are
Latin America’s low labour productivity is due not to essential to understanding why African countries remain
specific sectoral distortions or policies, but to a widespread poor. Rodriguez (2007) argues that this concept may help to
phenomenon throughout the economy. In countries thatunderstand the lack of economic growth in Latin America,
have closed the productivity gap with the United States, and not only in the context of the poorest countries.

4 The Latin American countries considered by Resa@007) were Argentina, Bolivarian Republic of Venezuela, Bolivia, Brazil, Chile, Colombia,
Ecuador, Mexico, Peru and Uruguay. Data correspond to 1960-2005.

5 The 12 countries are Argentina, Bolivarian Republic of Venezuela, Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador
Mexico, Peru and Uruguay.

6 See appendix.

7 This model has also been used by Hsieh and Klenow (2006), Bartelsman, Haltiwanger and Scarpetta (2006) and Alfaro, Charlon and Kanc:
(2007) in empirical applications for the study of productivity differences among economies.
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An understanding of poverty traps in Latin export flexibility and reflects the density of non-produced
American countries can be enhanced by reference toproducts close to those products currently produced.
the following: In other words, it refers to the potential for generating

(a) The duration of growth collapses, when per capita backward and forward linkages on the basis of the goods

GDP displays negative growth in relation to its a country produce&The closeness between two products

peak level. is determined by the empirical frequency of similarity
(b) The time it takes for an economy to react to between them.
shocks (Rodriguez and Shelton, 2007). Rodriguez considers this variable important as many

In terms of the first point, Hausmann, Rodriguez and growth collapses are related to a loss of export capacity
Wagner (2006) studied international data to demonstrateand the appearance of specialization traps. These traps
that no developed economy had reached its peak level oimay explain why an economy goes from one equilibrium
per capita GDP before the year 2000, although this hadto another less desirable one where it stays at the onset
happened in 61 of the 116 developing countries (53%) of a crisis. In an economy producing two types of goods,
in the sample. Of these 61 developing countries, 26 hadsuch as manufactures involving specialized human capital
reached their record level of per capita GDP prior to 1980. and primary goods using natural resources and specialized
In Latin America and the Caribbean, 15 economies postedhuman capital, the specialization trap may arise when an
their highest-ever levels of per capita GDP before 2000. initial shock to natural resources encourages the economy to
Also, the duration of the growth collapses, measured by specialize in primary goods. When the shock subsides, the
the number of years taken to recover pre-crisis levels ofeconomy loses the human capital specialized in producing
per capita GDP, is 2.5 years in industrialized countries, primary goods, and the potential for recovering that human
compared with 6.9 years in Latin American countries. capital will depend on that economy’s “open forest”, i.e. the
Furthermore, in Latin American countries the average ratio closeness between primary goods and manufactures. This
between per capita GDP prior to crises and the minimumis particularly important for industrial policy.
level was five times higher than in industrialized countries, Economic performance in the region has been extremely
which reveals that the distribution, duration and depth of volatile and uneven. Gutiérrez (2007a) analyses the
recession vary considerably among regions. differences between eight countries in terms of economic

According to Hausmann, Rodriguez and Wagner growth, investment, national savings and external savings,
(2006), the main variables that explain growth collapses as well as any comovements. The author shows that the
are what they call “open forest”, in addition to a dummy characteristics of several growth episodes in the region
variable to capture the effect of being an oil producer on cannot be appropriately interpreted using conventional
the estimation. The “open forest” variable is a measure of econometric studies and theorfes.

C. Regional studies

1. Argentina

Coremberg (2007) et al. observed that the macroeconomiccurrent prices averaged around 20% and peaked in the
experience of Argentina displays sharp cyclical fluctuations, early 1970s, at times during the 1960s and in the more
as well as large variations in trend growth rates. Betweenrecent past, while low points were reached in periods
1950 and 2006, the Argentine economy grew at an annuabf hyperinflation and during the crisis at the beginning
rate of 2.5% (1% per capita). Total investment rates atof the current decade. Up until the 1990s, variations in

See Hausmann and Klinger, 2006.
9  See chapter 3.
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aggregate saving and investment were similar, with the were linked to import substitution in the following sectors:
exception of some brief episodes. External savings swelledtransport materials (automobile industry), chemical
considerably during the 1990s, while savings rates andand petrochemical production, as well as extraction
the current-account balance were also impressive in theof petroleum and derivatives, all with a high level of
last few years. Investment rates at constant prices haveparticipation by foreign enterprises. Subsequently, during
oscillated wildly from levels well below 20% in the 1950, the 1970s and into the early 1980s, major public projects
1980s and during the crisis earlier this decade, to peaksvere carried out in areas such as water supply and the
of around 25%. These patterns resulted in dramatic shiftsgeneration of hydroelectricity and nuclear electricity.
in the capital-to-output ratio, which was particularly high This period was also characterized by a series of capital-
during the 1970s and 1980s. intensive industrial projects implemented by financial
Although econometric analyses of savings and groups of national capital, and influenced by sedtor
investment trends show up some simple systematicand geographical development programmes. Investment
patterns, there were also many cases of effects linkedwas channelled into sectors producing commonly used
to specific episodes measured using dummy variablesintermediate goods such as the paper, chemical, iron and
that considerably altered the statistical significance of steel and cement industries. These developments were
the explanatory variables depending on whether theyin response to the considerable increase in the aggregate
were included or excluded. The rate of investment at capital-to-output ratio. During the 1990s, investment
current prices displayed an elastic variation relative to concentrated on recently concessioned and privatized
GDP growth, as well as large negative ratios to periods public services, with lower aggregate capital intensity. In
of hyperinflation and macroeconomic crisis. In addition a new wave of foreign direct investment that was used to
to the dependence on variations in output, the estimatedourchase existing companies, the main sectors involved
function for the total savings rate showed indications of were telecommunications, thermal electricity generation,
distributive effects (with a negative ratio to real wages and gas and petroleum extraction and mining.
a positive ratio to the real exchange rate). Here also,the  The Argentine economy has experienced several
result was affected by the inclusion of dummy variables. surges in investment, interspersed with periods of lower
In terms of investment volumes, there were lagged outputaccumulation. The lack of a clear investment trend has
effects and a negative response to the capital-to-outputbeen due to changes in the incentives used as a basis for
ratio (a variable that was included for its significance various investment decisions. Depending on the case in
of analysis, above and beyond questions of endogeny) hand, the emphasis has been on import substitution in a
There were also statistically significant dummy variables: protected market, the use of fiscal aid in capital-intensive
positive ones for the 1960s and 1970s and negative forprojects, public investment or expected profitability in
the 2001-2002 crisis. favourable regulatory frameworks governing service
Aside from the regular features that characterized sectors with various unsatisfied needs. Changes in these
the period as a whole, investment scale, composition andncentives had much to do with economic policy, and
incentives did perform differently in specific periods. also reflected shifts in opinion about the roadmap for
The above-mentioned study considered some of thegrowth and investment opportunities. The study paves
main projects carried out over time and identified some the way for subsequent research on the dynamics of
striking patterns. these incentive systems and the effects of the resulting
For instance, in the period of high investment at the investment pattern on aggregate growth and its sectoral
beginning of the 1960s, the most emblematic projects and factoral characteristics.

2. Brazil

Although average GDP growth in Brazil was 7.5% In the last four years, however, Brazil has enjoyed
between the end of World War Il and 1980, since the positive external conditions that have produced surpluses
late 1980s the average GDP growth rate has beerin the current account and the overall balance, whereas
around 2.5%. This difference has often been attributedaverage growth between 2003 and 2006 was still only 3.4%.
to unfavourable external conditions. This small increase in GDP went hand in hand with limited
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productivity growth and a low investment ratio. Various the State has a low level of investment. A breakdown of
explanations have been put forward for these results, fivepublic investment reveals that the bulk is channelled into
of which are discussed by Castelar and Bonelli (2807). the oil sector. However, several infrastructure indicators
The first explanation relates to the high cost of (including access to electricity, drinking water and basic
investment. On average, the investment deflator hassanitation) show that Brazil is above average for Latin
been above the GDP deflator since the 1980s. HoweverAmerica and the Caribbean and middle-income countries.
the increase in the ratio between price of investment andinfrastructure does therefore not seem to be a direct
price of output was more due to a lowering of the latter constraint at present, although the lack of an ongoing
than an increase in the former. Nevertheless, the empiricainfrastructure maintenance and improvement strategy
evidence points to a negative relationship between thecould be a cause for concern in the future.
deflators’ ratio and the level of income per capita. Lastly, Castelar and Bonelli (2007) associate low
Given that the cost of investment alone does not explaingrowth in recent years with an unfavourable business
low growth, the second explanation is related to the country’s environment. According to the World Bank, high borrowing
low savings ratio compared with the rest of Latin America costs, labour laws, corruption and crime are among the
and other middle-income countries. Having said that, Brazil main obstacles to growth as perceived by business leaders.
has had easy access to external saving for the last four year3here is also a perception of low legal certainty that calls
unlike in previous periods. Indeed, the country has beeninto question the protection afforded to property rights,
exporting savings since 2003, the year in which the currentwhich is often the determining factor in private-sector
account first posted a surplus. Domestic saving also climbedinvestment decisions.
over the same period, although average public saving has  Overall, recent positive macroeconomic indicators,
posted negative figures since the mid-1990s. such as a reduced and improved external debt profile,
The third explanation put forward by Castelar and lower inflation and a fall in interest rates, suggest that
Bonelli (2007) is based on the nature of the fiscal adjustment.the growth rate may pick up speed in the near future.
Public consumption as a percentage of GDP went from Nevertheless, many of the improved indicators are due
10% up to the mid-1980s to 20% from the mid-1990s. to the favourable external context, which has contributed
To cover such spending without being able to increaseto a hefty current-account surplus but which has not been
public debt, the tax burden climbed by 11 points to stand used to improve the fiscal adjustment. This is indeed the
at 35% of GDP. In addition to creating various economic main bottleneck in speeding up the growth rate of the
distortions, a heavy tax burden harms high-productivity economy, which continues to display a high public-debt-
firms that are competing with companies that pay lessto-GDP ratio, a considerable tax burden, rising public
tax as they have lower levels of productivity. spending and a low rate of investment. It is also vital to
The fourth explanation is insufficient public investment make progress in promoting the protection of property
in infrastructure. Despite the country’s high tax burden, rights and improving the business climate.

3. Mexico

Garcia-Verda (2007) defines Mexico as a middle-ranking accumulation, including increases in educational attainment
country in terms of demographic transittbrand the and in life expectancy at birth.

accumulation of human capital. The author analysesthe  The analysis by Garcia-Verdu (2007) covers five
country’s economic growth between 1950 and 2005, with sub-periods and the patterns of five key macroeconomic
emphasis on the contribution made to real productivity variables: (i) growth rate of real GDP per worker,
per worker of: (i) demographics, meaning changes in the (i) volatility of real GDP, (iii) inflation, (iv) the fiscal
population and its age structure; and (ii) human capital balance, and (v) the current-account balance.

10 Machinea and Kacef (2006), for example, associedegiBs recent growth performance with problems of macroeconomic policy and an excessive
tax burden.

11 This consists of successive changes from high birth and mortality rates, to high birth rates and low mortality rates, and eventually to low bir
and mortality rates.
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. . Real GDP growth Volatility of . . Current-account
Period/variable per worker real GDP Inflation Fiscal balance balance
1950-1970 High Low Low and stable, with a Moderate deficit Moderate deficit
Stabilizing development fixed exchange rate
1971-1982 High Low High and rising with a High and rising Moderate but
Shared development model and fixed exchange rate deficit rising deficit
Alliance for Production
1983-1987 Negative High Volatile and rapidly rising, | High but Moderate and
First structural adjustment with managed exchange narrowing deficit | volatile surplus
programmes (Programme of rate
Economic Reorganization (PIRE)
and Programme for Reactivation and
Growth (PAC))

1988-1994 Low Moderate High but rapidly falling, Moderate deficit High and rising
Adjustment programme with fixed exchange rate deficit
Economic Solidarity Pact

1995-2005 Moderate Moderate and Moderate and falling, with Moderate deficit Moderate deficit
Governments of Zedillo and Fox falling flexible exchange rate

Source: R. Garcia-Verdu, “Demographics, human capital, and economic growth in Mexico: 1950-2005", World Bank, 2007, unpublished.

According to this classification, the most similar remains small. This has been called the “demographic
periods are those of 1950-1970 and 1995-2005. Thisdividend”, which represents an opportunity for growth
might suggest that the economy functions in cycles of 50that disappears as the population aged 65 and above
years, except for the fact that: (i) the real GDP growth rate begins to increase. In the case of Mexico, the dependency
per worker was significantly higher in the period 1950- ratio dropped in the period 1970-2000, with projections
1970; (ii) the exchange-rate regimes were different; and suggesting that it will continue to fall until 2020 in line
(i) the economy became more open during the processwith the reduction in the younger population.
of trade liberalization. Two growth accounting exercises According to the results of the growth accounting
were conducted: one using per capita GDP (as in mostexercise carried out by Garcia-Verda (2007) (see
studies) and another using GDP per wotker. appendix), physical capital, human capital and total

As Mexico has undergone major demographic changesfactor productivity each contribute around a third of
in terms of a rise in population and a shift in age structure,the observed growth in real GDP. This showed that
and is halfway through demographic transition (with high the contribution of physical capital is far smaller than
birth rates and low mortality rates), the country has recordedsuggested by previous studies (see Elias, 1992). As for
a gradual process of population ageing. This involves ahuman capital, uneducated workers and those who have
period of falling dependency ratios, that is the proportion completed primary education make a negative contribution
of the population aged from O to 14 or 65 and above, into real GDP growth, which is more than offset by the
relation to the population aged 15 to 64. This situation contribution of workers who have completed secondary
promotes economic growth, as during a time there will and higher education. The results emphasize the potential
be a large generation of people entering the labour force,impact on growth of education and social policies that
while the younger generation not contributing to production affect demographic composition.

4, Central American countries

Macias, Meredith and Vladkova (2007) state that, althoughand global integration, the subregion’s countries have not
Central America has made major progress in terms oftaken advantage of trade liberalization to improve economic
macroeconomic stability and in continuing with regional growth and the well-being of the populatith.

12 Most theories of economic growth are formulated to explain patterns in output per worker or average productivity per worker. However, autho
who have written about growth have tended to analyse per capita GDP more than GDP per worker, due to the scarcity of data available on
latter. This inconsistency is especially relevant when the employed population has characteristics that differ from the total population.

13 Costa Rica, the Dominican Republic, El Salvador, Guatemala, Honduras and Nicaragua.
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The growth of real GDP during the period 1960-1979 The first measure of the quality of institutions is the
was the highest recorded in the subregion for 50 years,governance indicator of Kaufman, Kraay and Mastruzzi
averaging 5.7% in the 1960s and 5.3% in the 1970s.(2003), which itself is made up of two indicators. The
Between 1980 and 1989, growth plummeted to an averagdirst considers government effectiveness, control of
of just 1.2%, due to the impact of external shocks. There corruption, political instability and violence, accountability
was a subsequent recovery in output, with growth rates ofand rule of law. The second refers to aspects of business
4.4% for the period 1990-1999 and 3.4% in 2000-2005, transactions such as regulatory quality and rule of law.
although levels did not rival those reached in the 1960s andThe third indicator uses the International Country Risk
1970s. Despite the upturn observed since 1990, only twoGuide (ICRG) to measure political risk.
countries (Costa Rica and the Dominican Republic) have The results of the regressions carried out by Macias,
higher per capita GDP than at the end of the 1970s.  Meredith and Vladkova (2007) demonstrate that all institution-

For the period 1960-2005, the growth accounting related ratios are significant. The signs of the ratios of other
exercise carried out by Macias, Meredith and Vladkova variables are as projected, despite the fact that the growth
(2007) indicated that total factor productivity did not have of trading partners, degree of trade openness and inflation
a significant effect on GDP. Decade on decade, however,are not statistically significant. The results are interpreted
total factor productivity was the main determining factor as follows: institutions directly affect the trade environment
of changes in GDP growth, with positive contributions and, even ignoring the effect that institutions may have on
recorded in the periods 1961-1970 and 1991-2000, negativehe level of investment, the ratios for institution-related
contributions in the periods 1981-1990 and 2001-2005, variables remain highly significant. Furthermore, there is
and zero contribution between 1971 and 1980. some evidence that the benefits of trade openness are linked

The same authors point out that the export-to-output with the quality of the institutional framework.
ratio remains relatively constant in Central America, unlike Macias, Meredith and Vladkova (2007) conclude by
emerging economies in Asia and Central and Eastern Europepointing out that the last 15 years have seen increased
where the ratio has climbed significantly. In an attempt growth rates in Central American countries. However, this
to explain why Central America has not benefited more has not been sufficient for reducing poverty and income
from the high level of trade openness and the favourableinequality. The fall in productivity in the period 2000-2005
external context, the authors compared countries’ GDP casts doubt on the sustainability of the growth achieved.
growth by carrying out multiple regressions involving Lastly, according to the authors, the regulatory framework
variables such as inflation, education, government of institutions may explain why Central America has been
consumption, growth of trading partners, trade opennessunable to make the most of the opportunities provided
and investment, as well as three indices capturing theby increasing trade liberalization and the favourable
effect of institutions. external context.

5. Caribbean countries

Pérez Caldentey (2007) uses a consistent stock-flowimpact on domestic demand, the current-account deficit
model to explain the growth pattern of countries of the offset this effect and limited growth.
Caribbean Community (CARICOM). The author shows The author defines the following two indicators:
that low GDP growth and the fiscal and current-account (a) a fiscal indicator provided by the growth rate of
deficits during the 1990s may be attributable to the link fiscal expenditure relative to the income elasticity of
between fiscal policy and external sector performance.tax receipts, and (b) an external indicator consisting of
In particular, according to the model, the external sector the export growth rate relative to the income elasticity
is the main constraint on these economies, and theof imports. On average during the period 1990-2005,
functioning of fiscal policy is determined by that sector's most CARICOM countries posted a higher increase in
performance. the first than the second indicator, which suggests the
In the 1990s, CARICOM countries tended to post simultaneous appearance of deficits in the fiscal and
very low growth rates, stagnated investment, widening current accounts. This in turn leads to growth that is
deficits on the current and fiscal accounts and hikes inunsustainable as it goes hand in hand with a process of
debt stocks. While rising fiscal expenditure had a positive debt accumulation.
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The performance of the fiscal indicator is mainly disequilibria, but also from the interaction between different
dependent on the increase in public spending, as receiptparts of the economy (including the private sector).
remained constant in most countries. Expansionary fiscal ~ This analysis has major implications for economic
policies were accompanied by a worsening of current- policy. The main point is that fiscal policy management
account balances due to poor export performance. Thecannot be separated from external-sector performance.
external sector therefore constitutes a major constraintWhat is more, fiscal policy can be a determining factor
on effective fiscal policy, and a binding constraint on the in increasing growth through aggregate demand, only
long-term growth of these countries. as and when permitted by the external sector. Counter-

The stock-flow model is used for a situation in which cyclical fiscal policies may therefore fail to give positive
the rate of change in stocks is zero (steady state) or inresults if they aggravate external constraint in the face of
which stock variation is allowed (out of steady state). an external shock.

The steady-state model only analyses flows, whereas  What is also made clear is that an increase in external
the “out of steady state” model analyses the interactionpublic debt cannot be considered solely from a fiscal

between flows and stocks. The latter model shows perspective. Such increases in external public debt are
the basic reason why the external-sector deficit limits not due to government expenditure rising more than its
the effect of expanding aggregate demand on growth.revenues, but rather to an increase in public spending in
The current-account deficits strip the economy of the excess of that permitted by the external sector.

assets that may be created by expanding demand. When Lastly, it should be pointed out that, according to the

more assets are stripped than created, this leads to lovanalysis, asset creation is key to economic growth. In this
economic growth. sense, increasing saving may promote growth only if it

The analysis shows that the factors that disrupt results in a higher level of domestic assets. The level and
economic growth also push up debt levels. The accumulationcomposition of savings are therefore equally important in
of debt therefore results not only from public-sector determining their contribution to economic growth.
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Appendix

To explain trends in per capita GDP in Latin America GDP per worker is broken down into three factors: physical-
compared with other regions, Restuccia (2007) beginscapital-to-GDP ratio (K/Y), human capital per worker
by defining the stylized facts of the phenomenon and (h) and total factor productivity (A). The breakdown is
examining per capita GDP, per worker GDP and sectoralcarried out using a Cobb-Douglas production function
labour productivity. The point of comparison used is the intensively formulated following Klenow and Rodriguez-
United States economy, which posts high GDP per worker Clare (1997)* GDP per worker of country i relative to
and stable growth rates. country j can therefore be written as:

A country’s per capita GDP (Y/L) can be broken down
into hours worked (n), the employment-to-population
ratio (E/L) and per worker GDP:

-
1—

(Y/B), (A", [(K/Y), |, h @)
(Y/E), [A, (K/Y), h,

L n*E

Y_ Y ,E, (1)
L In terms of the capital-to-output ratio, Restuccia

(2007) finds no systematic differences among countries,
It should be pointed out that, for any two countries and therefore discounts this factor when explaining

(i and ), the GDP of i relative to that of j can be expressed differences in GDP per worker relative to the United States.

as follows: In this sense, empirical evidence shows that the major
differences in schooling between the United States and
(YL), (YmE), (EL). n Latin American countries should probably be expressed
L= Lk kL ) in differences in economic growth.
(YL); (YmE), (E/L), n In the literature on human capital, a commonly

used functional form establishes a linear log relationship
Comparing the GDP of each Latin American with between this variable and incorife.
that of the United States and analysing each of those
factors shows that: log(h)=g+ylog(Y/E) 4)
(a) Hours worked do not appear to be a determining
factor in the relative differences in per capita GDP, Using this functional form in the above-mentioned
as Latin American countries work on average 8% production function, and excluding the capital-to-output
more than in the United States. factor, the difference in per capita GDP between two
(b) The employment-to-population ratio relative countries can be written as follows:
to the United States is around 0.75, which may

1
explain almost a fifth of the difference in GDP (Y/E), A | aaay
per worker. o o~ |
(c) The variable that seems to explain the differences (Y/E)J' A.i ()

in per capita GDP is GDP per worker (in 80%
of cases). Differences in the accumulation of physical capital and
Given the importance of GDP per hour worked and human capital amplify differences in total factor productivity
the fact that hours worked are shown not to be determiningamong countries. This amplification mechanism is significant
factors in differences in per capita GDP among countries, because the differences in total factor productivity to explain

14 The specific form of this production function is:

1 .
X:AE* E Hx*h
E Y

15 For a formal development of the link between human capital and income among countries, see Erosa, Koreshkova and Restuccia (2007).
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differences between per capita GDP in the United States(ii) completed primary; (iii) completed secondary; or
and any Latin American country are smaller. (iv) completed tertiary, such that:
Garcia-Verdu (2007) uses a similar framework to
Restuccia (2007) to conduct a growth accounting exercise. ~ E = HC + HC, + HC; + HC, | 9)
Taking logarithms in (1) and differentiating gives the
following growth rate equation: To analyse the significance of changes in population
structure, Garcia-Verdd (2007) uses equation (1) excluding
O =0et%—9 (6) hours worked. In that case, real GDP per capita can be
expressed as the product of real GDP per worker and
Indeed, favourable demographic conditions owing to a ratio of the employed population to the total population.
low dependency ratio (expressed pygd higher g) have The behaviour of the ratio of the employed population to
helped real per capita GDP to grow once more, despite ahe total population is far from constant over the period
lack of significant growth in GDP per worker. 1950-2005. In fact, it is very similar to the inverse of the
Garcia-Verdu (2007) also carries out growth accounting dependency ratio. This implies that per capita GDP and
exercises with the following modifications: (i) concentrating GDP per worker differ throughout the period as follows:
on real GDP per worker rather than real GDP per capita;(i) GDP per worker grew faster than per capita GDP
(ii) considering the contribution of human capital to real between 1950 and 1973; (ii) the former fell more sharply
GDP growth by incorporating workers’ level of schooling between 1981 and 1995; and (iii) the former grew more
(uneducated, primary education, secondary education angslowly than the latter between 1995 and 2006.
higher education); and (iii) combining new time series To measure the stock of physical capital, Garcia-
with data on the contribution of previously identified Verdu (2007) uses the perpetual inventory method,
factors (Garcia-Verdu, 2006). assuming a 5% annual depreciation rate and a steady
With a view to introducing heterogeneity in terms state level of capital in 1950. According to an earlier
of education and the labour factor, Garcia-Verdu (2007) study by Garcia-Verdiy = 0.4 and3, = 0.6. To obtain
modifies the Cobb-Douglas production function used by the proportion of GDP paid to human capital according

Restuccia (2007) as follows: to level of education, it is assumed that: (i) workers with
completed secondary education earn the average wage in
Y = AK®* HC,PL * HC,f2* HC B3* HC #* (7) the economy; (i) workers with no schooling earn 20%
of the average wage in the economy; (iii) workers with
Using logarithms and differentiating completed primary education earn 50% of the average
wage in the economy; and (iv) workers with completed
Oy =+t % * %t T %ot Guest Qe (B) tertiary education earn 200% of the average wage in the

economy. These assumptions were then combined with
Wherea is the share of GDP paid to capital, HC the observed number of workers by each education level
is the human capital stock corresponding to educationalas a share of total employment in order to obtain their
attainment level i, an@, is the share of GDP paid to share in the total wage bill. The average shares over the
human capitaf of educational attainment level i, where period 1950-2006 wer@;=7.8%,3,=27.8%,3,=13.7%
the educational attainment level i can be: (i) no schooling; y 8,=10.6%.

16 B, is equalto 1-a.
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South America
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Argentina

1. General trends

The Argentine economy continued to grow briskly in 2006. In fact, GDP increased by 8.5%,
while aggregate economic activity expanded by 8.1% in the first quarter of 2007. This represents
a marked recovery by the economy in the five-year interval since 2002, in which the absence

of external constraints or public borrowing restrictions is a rare occurrence in Argentina.

The surge in consumption contributed heavily to the rise price adjustments and to redirect some of the exportable
in domestic demand, while the domestic savings rate andsupply into the domestic market. In the first few months
the investment-to-GDP ratio at constant prices were theof 2007 a debate arose regarding the methodological
highest in the series that began in 1993. In 2006, investmentriteria used in computing the consumer price index,
in durable production equipment reached an all-time high, whose rate of increase was slowing.
although it fell slightly as a share of GDP. There was In 2006, there was a surge in the value of exports as
also a major increase in production capacity, especially a result of rises in both prices and volumes. The increase
in the manufacturing sector. The capital-output ratio fell in imports was less elastic relative to the increase in
to levels similar to those in the previous decade’s growth domestic activity. There continued to be a large trade
period. The continuing rapid-growth phase pointed to the surplus (US$ 14 billion) of similar proportions to the
consistency of spending and supply-capacity trends.  previous year. The current-account balance was more
In a context of rising labour demand, the unemployment than US$ 8 billion in the black (3.7% of GDP), which,
rate was below 10% in the final months of 2006, and the added to capital movements in the non-financial private
urban employment rate showed a year-on-year rise ofsector, generated a hefty supply of foreign exchange. The
nearly one percentage point that brought it to a recordcentral bank took action to absorb this surplus in order
level. Within this growth scenario, real wages increased to build up reserves and avert currency appreciation,
by an average of 8.4%. Thanks to the combined impact ofwhile steadily stepping up bond issues to sterilize the
trends in employment and wages, poverty and indigencecorresponding monetary effects.
rates —although still high— were reduced somewhat. In 2006, public accounts showed a cash-based
The inflation rate, which stood at 9.8%, was lower primary surplus of 3.5% of GDP. Although this surplus
in 2006 than it had been the previous year. With the was a little lower than in 2005, it was, once again, quite
structure of relative prices still in a transitional phase, large in historical terms and, if measured on an accrual
while domestic expenditure increased sharply and thebasis and in terms of GDP, was actually higher than it
prices of tradable goods climbed, a pattern of moderatehad been the year before. There was a significant increase
rises in the various price indices gradually set in as thein tax receipts, in excess of the rise in nominal GDP.
recovery progressed. Monthly inflation rate variations Primary spending, to which investments made a growing
became a topic of public and government debate. Thiscontribution, followed revenue trends until the end of 2006,
prompted the authorities to negotiate agreements towhen there was an upswing that continued into the first
directly influence price formation and the application of few months of 2007. In 2006, the primary surplus of the
taxes and subsidies, in particular to curb public-service provinces declined to around 0.4% of GDP.
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2. Economic policy

Macroeconomic policy management was characterizedand the first few months of 2007. This trend, where primary
by a continuing primary surplus in the national public spending swelled to 20.6% of GDP in 2006 (compared
sector, a build-up of international reserves linked with the with 20.1% in the previous year), was fuelled by higher
nominal rise in the exchange rate and measures designed tpayroll costs (26.3%) and social security benefits (29.3%)
influence inflation levels. In the first few months of 2007, arising from a greater number of benefit payouts and more
public accounts continued to show a substantial surplusnumerous beneficiaries as a result of pension entitlements
because of the steep rise in tax receipts. By contrastgiven to people who had not completed the contribution
primary spending again expanded more than revenuesperiod. Once again, capital expenditure climbed steeply
largely owing to social security expenditure and transfers (64.5%) to around 2.5% of GDP. Fund transfers to the
to the provinces. The central bank continued to build up provinces (under revenue-sharing arrangements) and to
reserves in order to conduct major sterilization operationsthe private sector (in the form of energy and transport
within a context of gradually rising benchmark interest subsidies and family allowances) continued to rise at the
rates. In January 2007 the government agreed to pay therevious rate of around 20%.

arrears of close to US$ 1 billion on its outstanding debt In 2006, the public sector primary surplus stood at

with the Spanish government. slightly above 23 billion pesos, representing a 17.8%
increase over the previous year. The central government’s

(a) Fiscal policy financial balance showed a surplus of 11.6 billion pesos

(23.4%), whereas the primary surplus of the provinces
In 2006, growth in the national public sector’s current trended downwards owing to a strong upswing in
resources outpaced the rise in GDP. Tax receipts roseexpenditure.
by 25.8% and the tax burden reached a record level of ~ The government issued securities to cover its capital
23.2% of GDP. This continued in the first few months of payments. Much of the demand for this government
2007, in addition to significant rises in all tax categories paper came from pension funds, trust funds and the
in 2006. Value-added, profit and wealth taxes continued Government of the Bolivarian Republic of Venezuela,
to account for a little over half of tax receipts (55.2%), which received around half of the issues denominated
while the share of revenues brought in by social security in foreign currency. In the fourth quarter the government
contributions increased from 13.4% to 15.7%. Once issued debt securities to cover its borrowing needs for
again, taxes on foreign trade and financial transactions2007. In September 2006, the public debt stood at US$ 130
contributed around 13% and 8%, respectively. billion, representing around 65% of GDP (nearly nine
The large increase in social security contributions points less than in 2005).
(44.6%) stemmed from rises in the taxable wage, not
only as a result of wage adjustment and the inclusion of(b) Monetary policy
sums not formerly considered as gainful, but also of a
rise in the number of contributors. The growth in nominal In 2006, the monetary base expanded by 37.6% in
consumption led to an increase in VAT receipts for the nominal terms, partly owing to a change in regulations on
government (27.8%), while higher profit-tax receipts the minimum cash reserve, which significantly increased
(19.9%) were partly attributable to a rise in the threshold other banks’ deposits held at the central bank (110.5%),
of income subject to tax and in allowable personal income while the money supply grew slightly more than nominal
tax deductions. In addition, increased bank transactionsGDP (22.1%). Bank liquidity remained high throughout
led to rises in the tax on credit and debit (23.9%). The the year.
rise in the nominal exchange rate and in trade in goods  Even though the country paid off its debt with the
pushed up taxes on foreign trade (22.5%), especially oninternational Monetary Fund (IMF), its international
imports (32.7%). reserves increased by around US$ 4 billion, rising to over
Spending by the non-financial public sector increased US$ 32 billion by the end of 2006. The central bank continued
more than the growth in revenues. Primary spending rose byto purchase foreign exchange in the first few months of
26.8% in 2006, with an upswing in the last quarter of 2006 2007, and intervention in the foreign-exchange market
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was once again the main factor of growth in the monetaryrose by 46.3%. Public-sector deposits increased by 30.9%,
base. Sterilization mechanisms included the debt securityexceeding the growth rate in total deposits.
issues of the central bank (whose capital stock stood at  Private-sector credit increased by 38.3%, equivalent
57 billion pesos in April 2007), the recovery of discount to more than 10% of GDP. Although an increase was
loans granted during the financial crisis, the reserve policy seen in various types of transactions, consumer loans
and public-sector transactions (albeit to a lesser degree thannce again rose the most. By contrast, credit to the public
in 2005). The monetary authority provided for gradual sector fell (-11.1%). In the final few months of 2006,
increases in the interest rates charged in swap operationgjominal yields on 30-day deposits stood at around 7%
leading to a cumulative rise in deposit rates of 1.25 points(more than two points higher than in the previous year),
and in lending rates of 2.25 points over the year. In early while average rates on advances and discounts fluctuated
2007, further increases pushed up the band for seven-dapetween 13% and 17%.
swap rates to 6.5% and 8.5%, respectively. Public bond-market prices continued to trend upward.
M3 (M1 plus interest-bearing deposits of the private The country risk premium relative to similar bonds in the
sector) rose by 21.2% during 2006, thus matching the United States, calculated according to the J.P. Morgan
pace of nominal GDP. Private-sector deposits increasedEmerging Markets Bond Index (EMBI), fell by 288
by 20.2% but, while there was a strong contraction (by a basis points in 2006, whereas the price of GDP-indexed
little over one third) in inflation-adjusted deposits, total bonds rose sharply. Share prices rose again, this time by
fixed-term deposits with pre-set nominal interest rates 32.2%, over the year.

3. The main variables

(a) Economic activity producing sector, construction and manufacturing turned
in the highest growth (8.9%), while the agricultural and
Economic activity continued to expand at a rapid pace. the mining and minerals sectors edged up by 1.5% and
In the last quarter of 2006, GDP exceeded the presentl.9%. In the service sector, the strongest performers were
cycle’s 1998 peak by 18%. Domestic absorption played financial intermediation (up by 22%) and transport and
an important part: consumption contributed 5.7 percentagecommunications (13.5%).
points to GDP growth, while investment contributed Even though the area under crops shrank very slightly
3.7 points. The considerable increase in consumption(-1.6%), grain production fell by a little over 7 million
(7.3%) trailed behind GDP growth, however, and the tons (-8.6%) in the 2005/2006 growing season compared
domestic-savings-to-GDP ratio at constant prices thereforewith the previous season. Poor weather conditions led to a
increased to 22.8%. decrease in the cereal harvest that was only partially offset
Investment soared by 18.7%. Construction and durable by higher oilseed production. Thanks to stable international
production equipment were up by similar amounts, and the prices, both the area under cultivation and output expanded
highest rise was in imported goods (23.9%). Expenditure in the 2006/2007 growing season. Record harvests were
on durable equipment almost attained the record highs ofreported, especially in the case of maize.
the previous decade as a proportion of GDP at constant  Even though beef production was encouraged by
prices (8.3% over the year and 9% in the last quarter ofcomparatively high international prices, there was a
2006). Given the variation in relative prices after the decline in the number of animals slaughtered (-6%), in
convertibility regime ended, the ratio between GDP and meat production (-3.1%) and in export volumes and values
domestic saving (28.6%), total investment (23.5%) and (-26.7% and -7.4% respectively). Domestic consumption
durable equipment (8.7%) was the highest in the seriesclimbed steadily to 63.4 kilos per capita, although this
that began in 1993. was still less than in the 1990s. In a context of export
In a context of widespread expansion, the goods- restrictions and heavier government intervention in the
producing sectors once again grew faster than servicesnarket, livestock prices remained stable, whereas consumer
(by 8.8% and 8%, respectively), although the gap betweenprices rose (3.3%), although by much less than overall
the two sectors’ growth rates narrowed. In the goods- price levels. The government extended export quotas until
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Table 1
ARGENTINA: MAIN ECONOMIC INDICATORS

1998 1999 2000 2001 2002 2003 2004 2005 20062

Annual growth rates  °

Gross domestic product 3.9 -34 -0.8 -4.4 -10.9 8.8 9.0 9.2 8.5
Per capita gross domestic product 2.7 -4.4 -1.8 -5.4 -11.7 7.8 8.0 8.1 7.4
Gross domestic product, by sector
Agriculture, livestock, hunting, forestry and fishing 8.7 2.5 -1.7 1.1 -2.3 6.9 -15 11.1 2.6
Mining -3.8 -3.3 6.7 4.7 -3.7 3.7 -04 -0.2 1.9
Manufacturing 1.8 -7.9 -3.8 -7.4 -11.0 16.0 12.0 7.5 8.9
Electricity, gas and water 7.6 3.6 6.6 1.1 -3.0 6.9 6.5 5.0 5.0
Construction 8.7 -7.9 -9.3 -11.6 -33.4 34.4 29.4 20.4 18.6
Wholesale and retail commerce, restaurants
and hotels 3.4 -6.9 -2.4 -7.8 -16.8 11.7 12.4 9.5 7.8
Transport, storage and communications 8.9 -1.3 1.7 -4.6 -7.9 8.2 13.4 14.8 13.5
Financial institutions, insurance, real estate and
business services 7.0 -0.5 13 -4.4 -9.6 -1.1 2.2 7.1 8.1
Community, social and personal services 15 1.9 1.7 -0.1 -3.3 2.8 4.4 5.6 5.4
Gross domestic product, by type of expenditure
Consumption 35 -1.3 -0.5 -5.2 -12.8 7.0 8.3 8.5 7.3
General government 3.4 2.6 0.6 -2.1 -5.1 1.5 2.7 6.1 5.2
Private 3.5 -2.0 -0.7 -5.7 -14.4 8.2 9.5 8.9 7.7
Gross domestic investment 6.5 -12.6 -6.8 -15.7 -36.4 38.2 34.4 22.7 18.7
Exports (goods and services) 10.6 -1.3 2.7 2.7 3.1 6.0 8.1 135 7.4
Imports (goods and services) 8.4 -11.3 -0.2 -13.9 -50.1 37.6 40.1 20.1 15.2

Percentages of GDP
Investment and saving ¢

Gross domestic investment 21.0 17.9 175 15.6 11.0 14.6 19.0 20.9 23.0
National saving 16.2 13.7 14.4 14.2 19.5 20.8 21.0 23.9 26.8
External saving 4.8 4.2 3.2 1.4 -8.5 -6.2 -2.1 -3.1 -3.8

Millions of dollars
Balance of payments

Current account balance -14 482  -11943 -8 981 -3780 8 767 8 140 3219 5690 7998
Goods balance -3097 -795 2 452 7385 17178 16 805 13 265 13 087 13872
Exports, f.0.b. 26434 23309 26341 26543 25651 29939 34576 40387 46 456
Imports, f.0.b. 29531 24103 23889 19 158 8473 13134 21311 27300 32585
Services trade balance -4 444 -4 111 -4 284 -3 863 -1 460 -1193 -1328 -1 205 -934
Income balance -7 405 -7 490 -7 548 -7727 -7 491 -7 975 -9 282 -6 730 -5 456
Net current transfers 464 453 399 424 540 504 564 539 516
Capital and financial balance ¢ 18 572 13 955 7804 -17679 -22158 -17177 -10171 2 404 6 482
Net foreign direct investment 4965 22257 9517 2 005 2776 878 3449 3954 3418
Financial capital © 13 607 -8 302 -1713 -19684 -24934 -18056 -13620 -1 550 3063
Overall balance 4090 2013 -1176 -21459 -13391 -9 037 -6 952 8 094 14 480
Variation in reserve assets f -3436 -1 186 403 12 083 4516 -3581 -5319 -8 857 -3530
Other financing 9 -654 -826 773 9376 8 876 12 618 12271 763 -10950

Other external-sector indicators
Real effective exchange rate

(index: 2000=100) " 108.8 99.6 100.0 95.6 225.3 204.9 214.9 215.3 219.8
Terms of trade for goods

(index: 2000=100) 96.6 90.9 100.0 99.3 98.7 107.2 109.2 106.9 113.0
Net resource transfer

(billions of dollars) 10.5 5.6 1.0 -16.0 -20.8 -12.5 -7.2 -3.6 -9.9
Total gross external debt (billions of dollars) 148 153 155 166 157 165 171 114 109
Net profits and interest

(percentage of exports) -23.7 -26.7 -24.1 -24.8 -25.7 -23.2 -23.3 -14.4 -10.1

Average annual rates
Employment
Labour force participation rate ! 42.2 42.6 42.6 425 42.4 45.7 45.9 45.7
Open unemployment rate ¥ 12.9 14.3 15.1 17.4 19.7 17.3 13.6 11.6 10.2
Visible underemployment rate ¥ 155 16.7 17.1 18.9 24.0 20.7 17.5 14.2 125
Annual percentages
Prices

Variation in consumer prices

(December-December) 0.7 -1.8 -0.7 -1.5 41.0 3.7 6.1 12.3 9.8
Variation in wholesale prices

(December-December) -6.3 1.2 2.4 -3.4 113.7 2.0 7.9 10.6 7.2
Variation in nominal exchange rate

(December-December) 0.0 0.0 -0.2 0.2 236.0 -12.8 14 2.0 1.0
Variation in average real wage 0.0 2.9 2.3 -0.8 -13.9 -1.9 10.0 6.1 8.6
Nominal deposit rate ! 7.6 8.3 8.5 16.3 39.3 10.5 2.7 3.9 6.5

Nominal lending rate ™ 10.6 11.0 111 26,5 53.0 191 6.8 6.2 8.6
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Table 1 (concluded)

1998 1999 2000 2001 2002 2003 2004 2005 20062

Percentages of GDP
Central national administration "

Total income 13.8 14.1 15.2 14.3 14.2 16.1 16.3 16.7 17.4
Current income 13.7 14.0 15.0 14.2 14.1 16.1 16.2 16.5 17.3
Tax income 3.0 4.4 6.7 7.8 6.7 5.9 5.8 5.1 3.9
Capital income 0.1 0.1 0.1 0.1 0.0 0.1 0.1 0.2 0.2
Total expenditure 15.5 17.1 17.3 18.3 14.8 15.9 14.4 16.3 16.5
Current expenditure 14.2 15.8 16.3 17.4 14.1 15.1 12.9 14.3 13.8
Interest 2.2 2.9 3.4 4.0 2.1 1.9 1.3 1.9 1.7
Capital expenditure 1.3 1.3 11 0.9 0.7 0.8 15 2.0 2.6
Primary balance 0.5 -0.2 13 0.0 15 2.1 3.2 2.3 2.7
Overall balance -1.8 -3.1 -2.1 -4.0 -0.6 0.2 2.0 0.4 1.0
National government public debt © 37.6 43.0 45.0 53.7 145.9 138.2 126.4 72.8 63.6
Domestic 10.4 13.9 16.4 22.3 52.8 59.4 52.7 38.3 37.5
External 27.1 29.1 28.6 315 93.0 78.8 73.8 345 26.0
Money and credit P
Domestic credit 9 26.3 29.9 31.0 33.2 41.1 36.8 321 26.3 20.0
To the public sector 10.2 11.4 12.2 16.3 425 39.8 36.3 30.6 22.7
To the private sector 22.7 25.0 24.2 23.0 16.7 11.5 9.6 10.0 11.1
Others -6.6 -6.6 -5.4 -6.2 -18.2 -14.5 -13.8 -14.3 -13.9
Liquidity (M3) 25.0 28.4 29.2 29.0 20.6 21.4 21.9 22.7 22.8
Currency outside banks and local-currency
deposits (M2) 12.7 13.3 12.9 115 18.7 20.5 20.4 211 20.7
Foreign-currency deposits 12.3 15.0 16.3 17.5 1.9 0.9 1.4 1.7 2.0

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

a Preliminary figures. b Based on figures in local currency at constant 1993 prices. ¢ Based on figures in local currency expressed in dollars
at current prices. Gross domestic investment does not include changes in stocks. d Includes errors and omissions. ¢ Refers to the capital
and financial balance (including errors and omissions), minus net foreign direct investment. f A minus sign (-) denotes an increase in reserves.
9 Includes the use of IMF credit and loans and exceptional financing. " Annual average, weighted by the value of goods exports and imports.
I Refers to net income balance as a percentage of exports of goods and services as shown on the balance of payments. I Economically active
population as a percentage of the total population in urban areas. k Percentage of the economically active population, urban areas. I Fixed-term
deposits, all maturities. M 30-day loans to leading firms. " Accrual basis. ° As from 2005, this does not include unswapped debt. The 2006
figure corresponds to the third-quarter balance. P The monetary figures are annual averages. 9 Refers to net credit extended to the public and
private sectors by commercial banks and other financial and banking institutions.

2007 and announced its intention to expand supply byin the use of installed capacity, indicating that potential
changing regulations and concluding agreements with supply has expanded considerably, in tandem with rising
producers. sales volumes.

While natural gas output remained unchanged, crude Levels of construction activity in both private
oil extraction fell for the fifth year in a row. In the face construction and public works reached record levels in
of a steady increase in demand, the supply of natural ga006. A downturn began to be seen in the last quarter
(which represents a considerable proportion of the energyof the year, however, which carried over into the early
matrix) was maintained by purchasing extra supplies months of 2007.
from Bolivia, limiting exports to Chile and occasionally
cutting gas supplies to corporate customers. Supply andb) Prices, wages and employment
investment trends in hydrocarbons and energy continued to
be a subject of public debate, and as of mid-2007 natural  The consumer price index (CPI) rose by 9.8% in
gas and electricity supply constraints were beginning to 2006, which was 2.5 points less than the previous year's
be felt. increase, and this slowdown in inflation continued in the

Strong domestic consumption and greater externalfirst few months of 2007. The 2006 trend was influenced
demand continued to drive industrial activity. In 2006, by a reduction of nearly two points in the aggregate price
major contributions to the growth of the sector as a whole index, which does not include seasonal items or regulated
(8.3%) were made by the automotive industry (which goods (10.2%), while seasonal items continued to climb
added 2.7 points to aggregate growth), the food industrysharply (18.3%). Increases in some tradable goods
(1.5 points) and the chemical industry (1.1 points). This influenced the general index, but a particularly steep rise
upswing in output was achieved with only a slight rise was seen in private services (15.7%), probably as a result
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Table 2
ARGENTINA: MAIN QUARTERLY INDICATORS
2005 20062 20072
| 1l 1 \Y | 1l 1 \Y | 1l

Gross domestic product (variation from same

quarter of preceding year) P 8.0 10.4 9.2 9.0 8.8 7.7 8.8 8.6 8.0
Goods exports, f.0.b. (millions of dollars) 8446 10705 10916 10285 9907 11943 12089 12520 11011
Goods imports, c.i.f. (millions of dollars) 5966 7 580 7 443 7700 7371 8229 9 304 9 247 9159

International reserve assets (millions of dollars) ¢ 20339 23052 25614 28077 21549 25490 28048 32037 36849 43 157
Real effective exchange rate (index: 2000=100) ¢ 217.2 213.9 213.0 216.9 220.3 220.4 219.6 216.4 215.7 219.0

Unemployment rate 13.0 12.1 11.1 10.1 11.4 10.4 10.2 8.7 9.8
Consumer prices

(12-month percentage variation) 9.1 9.0 10.3 12.3 11.1 11.0 10.4 9.8 9.1 8.9
Average nominal exchange rate

(pesos per dollar) 2.93 2.89 2.89 2.98 3.06 3.07 3.09 3.08 3.10 3.08
Average real wage (variation from same

quarter of preceding year) 1.8 2.8 9.2 10.2 7.9 8.6 11.2 7.4 8.6
Nominal interest rates (annualized percentages)

Deposit rate © 2.9 3.7 4.3 4.8 5.7 6.6 6.9 6.9 7.2 7.0

Lending rate f 5.5 6.0 6.4 6.7 7.5 8.3 9.3 9.5 9.2 8.7

Interbank rate 9 2.3 3.4 4.7 55 6.7 6.7 7.3 7.5 7.0 7.4
Sovereign bond spread (basis points) 5393.1 462.3 349.1 503.7 344.4 385.0 342.0 216.0 204.0 325.0
Stock price index

(in dollars, December 2000=100) 336.0 328.1 406.7 370.3 432.0 410.6 392.8 501.6 504.5 525.7
Domestic credit (variation from same _

quarter of preceding year) 0.2 -3.8 -5.6 -9.4 -9.5 -5.7 -4.0 2.3 1.2 -1.7 1
Non-performing loans as a percentage of

total credit! 7.6 6.3 5.3 3.9 3.9 3.0 2.7 2.6 2.3

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

a Preliminary figures. b Based on figures in local currency at constant 1993 prices. ¢ Including gold. d Quarterly average, weighted by the
value of goods exports and imports. ¢ Fixed-term deposits, all maturities. f30-day loans to leading firms. 9 Buenos Aires interbank offered
rate (BAIBOR). " Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking institutions.
i Data to April. I Refers to total credit extended by the banking system.

of strong domestic demand. Consumer prices for public and informal private sector staged a recovery (rising by
services were virtually unchanged (0.5%). 6% and 10%, respectively), although they were still below
The rate oaf increase in wholesale prices also slowedpre-2002 levels. In general, the collective bargaining
(from 10.7% in 2005 to 7.1% in 2006). Price rises for agreements concluded in the first few months of 2007 led
imported goods (8.2%) and domestically produced to increases for the formal private sector that outstripped
manufactures (7%) were higher than the price increasesprice rises.
recorded for primary products (5.8%), which were At the end of 2006, the urban employment-to-
influenced by oil prices. population ratio reached a record high of 42.1%. Even
The authorities’ concern over the country’s external though the unemployment rate (8.7% in the fourth quarter)
competitiveness was reflected in the 6% nominal increase indeclined less sharply than in previous years, it was the
the price of the United States dollar in 2006 brought aboutlowest to be recorded since the early 1990s. If persons
by a policy of intervening in the market to buy this currency. who are actively seeking employment and for whom State
International currency trends led to a real depreciation employment programmes are their main source of gainful
(2%) of the Argentine peso against the basket of currenciesemployment were to be defined as unemployed, then the
representing the country’s main trading partners. unemployment rate would rise to 9.3%. State employment
Real wages of formal private-sector workers continued programmes had the least impact they have had since
to rise in 2006 (9% between extremes) and now standthey were first implemented in 2002, but, despite high
nearly 20% above the levels of late 2001. Following two unemployment rates, worker shortages were reported in
years of slight variations, real wages in the public sector some labour market segments.
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() Theexternal sector fairly minor decrease in inflows of foreign direct investment
brought the total down to US$ 4.8 billion.
In 2006, the current account surplus exceeded In 2006, merchandise exports expanded by 15.4% to

USS$ 8 bhillion. This amounts to a 43% increase, although US$ 46.4 billion, with prices and volumes contributing to
the figure would drop to 25% in year-on-year terms if this result in equal measure. Manufactures grew faster in
the impact of the debt swap were discourtedaving volume terms than did primary goods, but price rises for the
aside this effect, most of the surplus was attributable totwo categories were similar. Sales of industrial manufactures
an increase of over US$ 1.2 billion in the trade surplus increased by 24% in value terms and sales of manufactures of
(goods and services) and to a US$ 1.4 hillion reduction agricultural origin rose by 16%, thereby outpacing commodity
in interest obligations, although the latter was partially sales (11%). In spite of the steep rise in fuel and energy
offset by higher net remittances of profits and dividends. prices, the sharp drop in volumes helped to keep increases
The large reduction seen in the deficit in real services waslow (6%). The strong upswing in exports to Brazil (29%) led
attributable to steadily growing revenues in the tourism to a 2.2% increase in the percentage of total exports going to
and business services sectors. MERCOSUR countries (21.3% in 2006). The contribution
The capital and financial account posted a deficit of total exports to North American Free Trade Agreement
of US$ 5.6 billion, which was mainly a reflection of (NAFTA) signatory countries declined.
the decision to pay off US$ 9.5 billion in government Goods imports continued to grow vigorously (19%),
borrowings from IMF. The public sector also made net rising to more than US$ 32 billion. The increase, which
payments to other international organizations and largewas spread among the various categories, stemmed mainly
payments on GDP-linked obligations issued as part of itsfrom an expansion in volumes purchased (16%) and, to
debt swaps. The non-financial private sector received neta far smaller extent, to prices (3%). From a geographical
revenues of US$ 1.4 billion, which was substantially less standpoint, MERCOSUR lost approximately one point
than in 2005, even though the balance of the errors andf its share of Argentina’s total imports (37.1% in 2006),
omissions account increased by almost US$ 1 billion. A while the share of China and East Asia expanded.

1 Up until the debt-swap operation, the balance-of-payments figures included the total interest owed on government debts in default since 20
As from the second quarter of 2005, the figures take into account interest on the regularized debt, excluding interest on securities not incluc
in the swap.
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Bolivarian Republic of Venezuela

1. General trends

In 2005, the Bolivarian Republic of Venezuela recorded GDP growth of 10.3%, driven by buoyancy
in non-oil activities (11.7%). With the exception of the petroleum sector (-1.9%), all branches

of economic activity registered rises, with the highest rates being observed in construction
(32.1%), financial services (39.2%), communications (23.2%) and commerce (19.9%). On the
demand side, the components that showed the strongest growth rates were investment (30%
chiefly public investment in infrastructure, and private consumption (18.8%). In the first quarter

of 2007 the economy expanded by 8.8% over the same quarter of the preceding year. Althoug

still high, this rate of growth represents a slowdown in economic activity.

The economy’s expansion was fuelled by a sharp the authorities to put in place a programme to combat
upswing in national income resulting from highly inflation in February 2007. This programme includes
favourable terms of trade, which, in turn, reflected the implementation of fiscal and monetary measures
rising international prices for petroleum. Higher national and the enforcement of tighter price controls, together
revenues, combined with an augmented tax-take, helpedvith penalties for non-compliance.

to considerably swell fiscal receipts, enabling the In 2006 there were major changes in regional
authorities to increase spending and maintain or keyintegration processes involving the Bolivarian Republic
up their social action programmes. These programmes,of Venezuela. In April, the country announced its intention
which are known as “missions”, target mainly poor or to leave the Andean Community. In May, it announced
extremely poor sectors and focus primarily on the areasits withdrawal from the Group of Three (G-3), which it
of health, education, employment and food distribution. had formed with Mexico and Colombia, and in July the
Increased fiscal expenditures, together with climbing country formally joined MERCOSUR. On 30 April 2007,
private demand and a tighter supply of goods, led to athe government announced its intention to withdraw from
break in the downward trend of inflation that had been IMF and the World Bank.

in place since 2002; in December 2006 the CPI marked GDP growth of 6%-7% is expected for 2007, with the
up a 17% increase over the figure registered 12 monthsexchange rate remaining at 2,150 bolivares to the dollar
earlier. Expectations of a surge in inflation prompted and the average inflation target for the year at 12%.



112 Economic Commission for Latin America and the Caribbean (ECLAC)

2. Economic policy

The president was re-elected for a new term of office (2007-in 2006. The government made changes to the tax
2013) in elections held in December 2006. In February regime throughout the year. The tax on bank debits was
2007 the executive branch promulgated an enablingeliminated in February, a tax on crude oil extraction
bill, which conferred special powers on the president, (33.3% of the well-head value) was announced in May
allowing him to legislate by decree in a number of areas and, as of January 2007, the rate of income tax levied
for the following 18 months. In the first few months of on strategic partnerships operating in the Orinoco oil
2007 the government thus announced and implementedelt was raised to 50%. The NFPS fiscal balances for
several policy measures which have affected the way the2004, 2005 and 2006, which were published in 2007,
economy functions. show a sharp swing from a surplus of 4.1% in 2005 to
In January, the government announced the a deficit of 1.5% in 2006; these figures are chiefly the
nationalization of two public utility companies, Electricidad result of larger increases in spending (from 33.4% of
de Caracas S.A. (EDC) and Compafiia Anénima Nacional GDP in 2005 to 39% in 2006). Revenues hovered around
de Teléfonos de Venezuela (CANTV). It also acted on 37.9% of GDP in both years.
its declared intention not to renew, in May, the operating In 2006, as in 2005, the government used dollars to
licence of a long-established television channel. As of invest in foreign bonds (most of which were sold to local
1 May, the four strategic partnerships operating in the financial institutions) and set up foreign-exchange funds
Orinoco oil belt became State-controlled enterprises abroad, as well as pursuing an ambitious programme
and Petréleos de Venezuela, S.A. (PDVSA) assumed ao reschedule foreign debts with a view to obtaining
controlling stake. longer terms and lower rates. In the first half of 2006, the
The Venezuelan government has continued to supplygovernment repurchased all its outstanding Brady bonds
oil to a number of countries at below-market prices in the for almost US$ 4.4 billion. In November, the Ministry
framework of the Bolivarian Alternative for Latin America of Finance publicly advertised US$ 1 billion worth of
and the Caribbean (ALBA), the PETROCARIBE Energy “Southern Bonds? It also continued to restructure
Cooperation Agreement and individual agreements signeddomestic debt during the year.
with several countries. It has also piloted the creation of As part of the programme to counter inflation, in
the Bank of the SouthB@nco del Sur), a multilateral February 2007 the government decreed a cut in the VAT
lending institution for the region which is to be financed rate, from 14% to 9%, to take place in two stages: a first

with resources from Latin American countries. reduction from 14% to 11% effective as of 1 March 2007
and a second from 11% to 9% to take effect on 1 July.
(a) Fiscal policy In addition, on 15 March the VAT was eliminated for a

number of foods, and its rate was reduced for food transport

Fiscal policy remained expansionary in 2006. The services. One result of these measures is that fiscal revenues
central government’s total expenditure expanded by from the oil industry will account for a larger proportion
49.3% over its 2005 level, with both current and capital of the central government’s total revenues.
components rising (49.8% and 49.7%, respectively). In order to soften the impact of swelling liquidity on
This increase was driven by transfers to public agencies.the domestic market and ease pressure on the exchange rate
Revenues were up by 40.1%, reflecting expansion of in the parallel market, the authorities issued two bonds in
oil revenues (52.4%). As a result, the fiscal surplus the early months of 2007: US$ 1.5 billion in the “Southern
of 1.7% of GDP registered in 2005 dropped to zero Bond II”® and US$ 7.5 billion in PDVSA bonds.

1 Argentine government bonds (BODEN12) and Ecuadorian government bonds.

2 Combined offer of 15-year bonds worth US$ 500 million from the Government of the Bolivarian Republic of Venezuela and bonds from the
Government of Argentina for the same amount (US$ 300 million in BODEN12 and US$ 200 million in BODEN15).

3 Half of the Southern Bond Il are Argentine bonds (BODEN 15) and the rest are fixed-interest bonds (TIFs) and principal and interest-covere
bonds (TICCs) issued by the Venezuelan government.
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(b) Monetary policy bank loan portfolio to be allocated to specific sectors
were maintained, and the six main commercial banks
One of the main challenges facing the economic authoritiesoffered annual average lending and borrowing rates of
in recent years has been how to handle its significant foreign-14.64% and 6.81%, respectively. Between January and
exchange earnings from exports of petroleum. TogetherApril 2007, lending rates rose to an average of 15.6%
with the considerable increase in fiscal expenditure, this and deposit rates remained around 6.6%.
has brought about continual rises in domestic liquidity. In The combined impact of sharply rising domestic
2006, the cumulative expansion of liquidity amounted to liquidity throughout 2006, strong growth in domestic
83% measured by M1 and 69.3% measured by M2. demand, constraints on the domestic supply of goods
In view of this strong growth in monetary aggregates —with shortages in a number of mass consumption
and of the inflation figures, the main objective of the Central items— and the increase in the parallel exchange rate
Bank of Venezuela (BCV) has been to offset these increasepushed up the prices of goods and services, and the
in liquidity by intervening in the market. Its use of various reduction of inflation therefore became a core objective
measures to soak up liquidity intensified in the second for the authorities.
quarter of 2006. During the year, BCV issued certificates As part of the effort to combat inflation, the
of deposit in amounts that exceeded the monetary base (byuthorities announced a monetary conversion plan to
40% in July). A number of other steps have also been takerbe implemented on 1 January 2008, whereby three
which have had varying effects on trends in base money. zeros will be removed from the monetary unit. The
In mid-2006, the central bank announced a reservenew currency unit will be called the “bolivar fuerte”,
requirement of 30% for new deposits taken by banks afteror strong bolivar, and will take the symbol “Bs.F.".
14 July and the maintenance of a 15% reserve requiremenAll prices and values will be expressed in the renamed
for monies held up to that date. This translated into a currency, which the authorities hope will keep relative
considerable expansion in central bank deposits and in theprices stable. There will be a transition period of six
monetary base, with the result that certificates of depositmonths during which both currencies will be treated
decreased as a proportion of that base to around 80%as legal tender.
The sharp rise in liquidity was linked to a lower rate of
growth in international reserves, owing to the measures the(c) Exchange-rate policy
authorities took to limit the build-up of those reserves in the
central bank and the decision to transfer some of themto  In 2006 the authorities maintained the currency regime
the National Development Fund (FONDEN). According to that has been in place since 2003 and the same restrictions
the central bank’s statements of assets and monetary basen capital outflows. The exchange rate remained fixed at
statistics, between September 2005 and April 2007 BCV 2,150 bolivares to the dollar. The larger amounts of foreign
transferred some US$ 15 billion to FONDEN. exchange made available through the Foreign Exchange
The central bank’s assets and liabilities position and Administration Commission (CADIVI) and the establishment
balance statements have been affected by the increasef limits on the amount of foreign-currency credit that
in the number of kinds of transactions the institution credit-card holders may use kept the rate of exchange
carries out and the higher sums involved, as well as byon the parallel market at around 2bébove the official
changes in rules and policies regarding the treatmentrate in the first semester of the year. In the latter months
of such items as foreign exchange, amounts earmarkedf 2006, however, this spread widened considerably, and
for FONDEN and the derivation of foreign-exchange the parallel-market exchange rate rose to 58% above the
earnings. This complex set of measures resulted in aofficial rate; by January 2007 the gap was 100%. In order to
negative operating balance between January and Augusinake more foreign exchange available, in the first quarter
2006 and in difficulties in interpreting or placing a value of 2007 CADIVI increased the total amount of dollars for
on certain balance-sheet items. imports by around 20% and the government raised the
In December 2006, deposits in the banking system hadlimit on dollar-denominated expenses incurred abroad on
marked up a 68% increase and bank lending to the privateprivate credit cards from US$ 4,000 to US$ 5,000 per year.
sector was up by 67.5%, both in relation to December As a result of these measures, the difference between the
2005. During the year, the minimum percentages of the two exchange rates narrowed to 77%.

4 Using as a reference the exchange rate implicit in the price ratio deriving from transactions involving CANTV equity traded in the Bolivarian
Republic of Venezuela and the corresponding American Depository Receipts (ADRs) traded on the New York Stock Exchange.
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Table 1
BOLIVARIAN REPUBLIC OF VENEZUELA: MAIN ECONOMIC INDICATORS

1998 1999 2000 2001 2002 2003 2004 2005 20062

Annual growth rates  °

Gross domestic product 0.3 -6.0 3.7 3.4 -8.9 -7.8 18.3 10.3 10.3
Per capita gross domestic product -1.6 1.7 18 15 -10.5 -9.4 16.2 8.5 8.5
Gross domestic product, by sector
Agriculture, livestock, hunting, forestry and fishing 35 1.9 6.5 2.0 -0.8 -1.3 4.4
Mining 0.6 -6.4 2.4 2.6 -12.9 -0.3 9.6
Manufacturing -1.7 -7.3 4.8 0.3 -13.7 -7.4 23.9 9.5 104
Electricity, gas and water 0.5 -2.2 4.7 4.8 -8.7 11.2 8.5 8.6 6.2
Construction 1.4 -17.4 4.0 13.5 -8.4 -39.5 25.1 23.1 32.1
Wholesale and retail commerce, restaurants
and hotels -1.3 -5.3 4.8 4.2 -12.4 -9.8 28.1 21.6 19.9¢
Transport, storage and communications -0.1 -7.5 7.6 2.8 -4.4 -6.5 18.7 16.6 17.7
Financial institutions, insurance, real estate and
business services 0.6 -6.7 0.5 34 -3.1 -3.3 15.9 13.4 15.9
Community, social and personal services -0.4 -3.9 2.2 2.4 -0.2 3.4 10.6 8.0 7.4
Gross domestic product, by type of expenditure
Consumption 0.8 -2.9 4.6 6.2 -6.2 -2.3 15.2 16.0 16.5
General government -3.1 -7.5 4.2 6.9 -2.5 5.7 14.2 9.4 7.4
Private 1.8 -1.7 4.7 6.0 -7.1 -4.3 15.4 17.7 18.8
Gross domestic investment 4.4 -10.6 6.7 13.6 -34.0 -35.5 91.3 27.4 29.9
Exports (goods and services) 35 -11.0 5.8 -35 -4.0 -9.9 13.1 4.1 -4.2
Imports (goods and services) 11.3 -9.3 12.4 14.1 -25.2 -20.9 57.7 36.3 314

Percentages of GDP
Investment and saving ¢

Gross domestic investment 30.7 26.5 24.2 27.5 21.2 15.2 21.8 22.6 24.7
National saving 25.8 28.7 34.3 29.1 29.3 29.3 35.6 40.2 39.6
External saving 4.9 -2.2 -10.1 -1.6 -8.2 -14.1 -13.8 -17.6 -14.9

Millions of dollars
Balance of payments

Current account balance -4 432 2112 11853 1983 7599 11796 15519 25534 27167
Goods balance 952 6471 16 664 7456 13421 16747 22647 31780 32984
Exports, f.0.b. 17707 20963 33529 26667 26781 27230 39668 55473 65210
Imports, f.0.b. 16 755 14492 16865 19211 13360 10483 17021 23693 32226
Services trade balance -2 649 -2 839 -3 253 -3305 -2 909 -2 634 -3383 -3 866 -4 259
Income balance -2534 -1 453 -1 388 -2 020 -2 756 -2 337 -3673 -2 281 -1512
Net current transfers -201 -67 -170 -148 -157 20 =72 -99 -46
Capital and financial balance ®© 1027 -1 054 -5 895 -3814 -12029 -6342 -13364 -20110 -22431
Net foreign direct investment 3942 2018 4180 3479 -244 722 864 1400 -2 632
Financial capital f -2915 -3072 -10075 -7293 -11785 -7064 -14228 -21510 -19799
Overall balance -3 405 1058 5958 -1831 -4 430 5454 2155 5424 4736
Variation in reserve assets 9 3853 -608 -5 449 2028 4430 -5 454 -2 155 -5 424 -4 736
Other financing " -448 -450 -509 -197 0 0 0 0 0

Other external-sector indicators
Real effective exchange rate

(index: 2000=100) ! 116.6 102.6 100.0 95.2 125.0 137.2 143.3 143.4 136.5
Terms of trade for goods

(index: 2000=100) 51.2 66.1 100.0 82.2 87.6 98.7 118.1 154.4 184.4
Net resource transfer (percentage of GDP) 2.1 -3.0 -6.7 -4.9 -15.9 -10.4 -15.2 -15.5 -13.2
Total gross external debt (millions of dollars) 35087 37016 36 437 35398 35460 40456 43679 45486 44184
Net profits and interest

(percentage of exports) I -13.2 -6.5 -4.0 7.2 -9.9 -8.3 -9.0 -4.0 -2.3

Average annual rates
Employment
Labour force participation rate ¥ 65.1 66.3 64.6 66.5 68.7 69.2 68.5 66.3 65.4
Open unemployment rate ! 11.3 15.0 13.9 13.3 15.8 18.0 15.3 12.4 10.0
Informal sector ™ 49.8 52.4 53.0 50.3 51.0 52.6 49.8 47.3
Annual percentages
Prices

Variation in consumer prices

(December-December) 29.9 20.0 134 12.3 31.2 27.1 19.2 14.4 17.0
Variation in wholesale prices

(December-December) 23.3 13.6 15.8 10.2 49.4 48.4 231 14.2 15.9
Variation in nominal exchange rate

(December-December) 12.0 14.9 7.8 8.3 83.3 15.1 20.0 12.0 0.0
Variation in average real wage 5.4 -4.6 4.0 6.9 -11.0 -17.6 0.2 2.6 5.1
Nominal deposit rate " 36.2 20.6 14.9 14.7 28.8 17.2 12.6 11.7 10.1

Nominal lending rate ° 45.3 31.3 24.5 24.8 38.4 25.7 17.3 15.6 14.6



Economic Survey of Latin America and the Caribbean « 2006-2007 115

Table 1 (concluded)

1998 1999 2000 2001 2002 2003 2004 2005 20062

Percentages of GDP
Central government

Total income 17.4 18.0 20.2 20.8 22.2 23.4 24.0 27.7 30.0
Current income 17.4 18.0 20.2 20.8 22.2 234 24.0 27.7 30.0
Tax income 12.2 13.0 12.9 11.4 10.6 11.3 12.7 15.3 15.8
Capital income 0.0 0.0 - - - 0.0 - 0.0 0.0
Total expenditure P 21.4 19.8 21.8 25.1 26.1 27.8 25.9 26.0 30.0
Current expenditure 16.7 16.4 175 19.3 19.1 20.8 19.6 19.1 22.2
Interest 2.6 2.8 25 29 4.6 4.7 3.7 3.0 2.1
Capital expenditure 4.0 3.0 3.3 4.4 5.1 55 5.0 5.8 6.7
Primary balance -1.4 1.0 0.9 -15 0.6 0.3 1.8 4.6 21
Overall balance -4.0 -1.7 -1.7 -4.4 -4.0 -4.4 -1.9 1.6 0.0
Public debt 29.4 29.3 26.8 30.4 42.4 46.3 38.1 32.9 24.3
Domestic 5.0 6.4 9.0 12.4 15.1 17.8 14.0 111 9.3
External 244 22.9 17.8 18.0 27.3 28.4 24.2 21.8 15.0
Money and credit ¢
Domestic credit 15.2 14.5 13.1 14.3 13.4 14.6 15.0 16.8 20.8
To the public sector 15 1.9 2.7 3.1 3.3 35 4.0 35 3.7
To the private sector 11.2 10.2 9.1 10.1 9.0 7.3 7.4 9.2 11.2
Others 25 24 1.3 1.1 1.1 3.8 3.6 4.0 5.9
Liquidity (M3) 18.3 18.2 16.8 17.4 15.1 17.1 16.7 17.9 22.4

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

2 Preliminary figures. b Based on figures in local currency at constant 1997 prices. ¢ As of 2004 does not include restaurant and hotel activities,
which are included in total GDP. d Based on figures in local currency expressed in dollars at current prices. ¢ Includes errors and omissions.
f Refers to the capital and financial balance (including errors and omissions), minus net foreign direct investment. 9 A minus sign (-) denotes an
increase in reserves. " Includes the use of IMF credit and loans and exceptional financing. I Annual average, weighted by the value of goods
exports and imports. i Refers to net income balance as a percentage of exports of goods and services as shown on the balance of payments.
K Economically active population as a percentage of the working-age population, nationwide total. I Percentage of the economically active population,
nationwide total. M Population employed in the informal sector as a percentage of the employed population. " 90-day deposits. ° Average
lending rate of the country’s six major commercial and universal banks. P Includes extraordinary expenditure and net lending. 9 The monetary
figures are annual averages. " Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking
institutions.

3. The main variables

() Economic activity 15.9% increase between December 2005 and December
2006 (producer prices rose by 18% for domestically
In the first quarter of 2006, GDP showed a year- produced goods and by 9.2% for imported goods). Despite
on-year increase of 8.8%, driven by strong domestic negative inflation in March, which was essentially due
demand: private consumption was up by 19% and grossto a cut in the VAT rate, between January and May 2007
fixed capital formation by 27%. Activity in the petroleum the CPIl marked up a cumulative increase of 5.9% over
sector was down by 5.6%. The most buoyant sectors werehe figure for December 2006 (the index of core inflation
construction (26.5%), commerce and financial services rose by 8.9% in this period). The wholesale price index

(both 20.8%). climbed by 7.2% in the same period (8.1% for domestically
produced goods and 4.3% for imported ones).
(b) Prices, wages and employment In terms of annual averages, the rate of unemployment

was 10% in 2006 and 10.1% in the first four months of

Despite the maintenance of price controls, in 2006 2007, while informality was around 45%. As an annual
the CPI jumped by 17% (14.4% in 2005), fuelled by average, the general wage index rose by 19.3% in 2006
rising prices for agricultural goods (33.9%) and fishery (private-sector wages by 15.1% and public-sector wages
products (32.5%). The wholesale price index showed aby 29.6%). On 1 February 2006 the minimum wage was
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Table 2
BOLIVARIAN REPUBLIC OF VENEZUELA: MAIN QUARTERLY INDICATORS
2005 2006 @ 2007 2
| 1l 1 \Y | 1l 1l \Y | 1l

Gross domestic product (variation from same

quarter of preceding year) P 8.4 11.7 10.2 10.9 9.8 9.4 10.1 11.8 8.8
Goods exports, f.0.b. (millions of dollars) 11540 13452 15588 14893 15534 18332 16945 14399 13679
Goods imports, f.0.b. (millions of dollars) 5182 5828 6 240 6 443 6 205 7 854 8510 9 657 9108

International reserve assets (millions of dollars) ¢ 24932 28071 29942 29636 31358 31169 34330 36672 31520 24 424
Real effective exchange rate (index: 2000=100) ¢ 137.5 149.1 145.4 141.7 140.6 139.4 132.1 126.9 123.3 123.0

Unemployment rate 14.3 12.2 12.1 10.4 11.1 10.0 10.1 8.9 10.5 8.4
Consumer prices

(12-month percentage variation) 15.8 15.9 16.0 14.4 10.3 11.8 15.3 17.0 20.5 19.4
Average nominal exchange rate

(bolivares per dollar) 1918 2147 2147 2147 2147 2147 2147 2147 2147 2147
Average real wage (variation from same

quarter of preceding year) 35 35 1.6 1.7 7.1 5.5 5.4 2.4 -5.9
Nominal interest rates (annualized percentages)

Deposit rate © 12.8 11.9 10.9 11.0 10.3 10.1 10.1 10.0 10.1 10.1

Lending rate f 16.3 15.7 15.5 14.9 14.8 14.1 14.6 15.1 15.4 16.0 9

Interbank rate " 11 35 2.3 3.6 4.0 4.8 5.9 5.8 3.7 7.4
Sovereign bond spread (basis points) | 459.4 465.8 308.7 318.4 190.2 228.0 233.0 182.0 206.0 341.0
Stock price index (national index
to end of period, 31 December 2000 = 100) 424.6 316.4 304.3 298.8 452.5 450.5 518.6 765.3 717.1 581.6
Domestic credit (variation from same

quarter of preceding year) ! 63.4 60.9 61.6 55.4 48.7 51.4 106.3
Non-performing loans as a percentage of 1.6 15 1.3 1.1 1.3 1.2 1.3 11 1.1

total credit ¥

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

a Preliminary figures. b Based on figures in local currency at constant 1997 prices. ¢Including gold. d Quarterly average, weighted by the value
of goods exports and imports. € 90-day deposits. f Average lending rate of the country’s six major commercial and universal banks. 9 Data
to May. " Monetary policy reference rate. i Measured by J.P.Morgan's EMBI+ index. i Refers to net credit extended to the public and private
sectors by commercial banks and other financial and banking institutions. k Refers to total credit extended by the banking system.

raised by 15% and in April the government decreed an current account was larger than in 2005 but declined as
additional increase of 10% applicable as of 1 September;a percentage of GDP, from 18.2% in 2005 to 14.9% in
then, on 1 May 2007, a further rise of 20% took effect. 2006. In the first quarter of 2007, the balance of payments
Despite the succession of hikes in the minimum wage recorded a significantly smaller current account surplus than
since 2003, private-sector wages continue to show negativen the year-earlier period (US$ 3.662 billion compared to

growth in real terms. US$ 7.004 billion) as a result of the decline in merchandise
exports (-11.9%) and the continued buoyancy of goods
(c) Theexternal sector imports, which were up by 46.8% in that quarter.

Net foreign direct investment showed an outflow of
In 2006, merchandise exports climbed by 18%, US$ 2.632 billion in 2006. Rather than a real outflow of
reflecting a combination of rising international prices for resources from the country, however, this reflected the
petroleum (2296)and a decline of 9% in non-petroleum repatriation of the profits of foreign oil companies operating
exports. Goods imports were up by 36% (consumer goodsin the Orinoco oil belt. These revenues had been withheld
by 35%, intermediate goods by 30% and capital goods,because PDVSA had not published its financial statements,
mainly for State oil enterprises and private firms in the which had prevented the distribution of profits among the
non-petroleum segment, by 46%). The surplus on thepartners of the consortiums operating in the area.

5 In 2006, the annual average price for the Venezuelan basket of crude rose by 22.6% over the average for 2005. The average price register
January-May 2007 was 5% lower (US$ 53.60 per barrel) than the average price for 2006.
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International reserves in the central bank increasedCANTV and EDC, and the purchase of foreign exchange
during 2006 to reach US$ 37.44 billion in December, by PDVSA. In the first quarter of 2007, the country’s
before gradually declining in the first five months of external debt amounted to US$ 45.974 billion (25% of
2007 to stand at US$ 24.407 billion in Maphis decline GDP), compared with US$ 44.184 billion in the fourth
reflected the transfer of US$ 6.7 billion from international quarter of 2006. Public debt accounts for 68% of this
reserves to FONDEN, withdrawals for the acquisition of total and private debt, 32%.

6 Includes US$ 784 million corresponding to the Macroeconomic Stabilization Fund (FEM).
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Bolivia

1. General trends

In 2006, in keeping with the two preceding years, the Bolivian economy recorded favourable
performances in several sectors. GDP grew by 4.6 %, the non-financial public sector (NFPS)
showed a surplus of 4.5 GDP percentage points, and the balance of payments closed with
surplus of US$ 1.516 billion, US$ 1.012 billion above its 2005 value. The current account posted
a surplus of US$ 1.319 billion. The balance of payments surplus generated an increase in ne
international reserves of US$ 1. 464 billion, to an unprecedented high of US$ 3.178 billion.
The external debt dropped US$ 1.707 billion and the inflation rate stood at 4.95%.

GDP growth in 2006 was 0.5 percentage points higherupswing in raw material prices, especially minerals and
than in the preceding year; 1.7 percentage points abovehydrocarbons, which began in 2003. The trade balance
average GDP growth for the current decade and 0.7%in 2006 reflected a surplus for the third year running,
above that of the 1990s. Per capita GDP also rose for thequadrupling the 2004 figure.
fifth consecutive year. Official estimates project economic growth at around 5%
The US$ 1.054 billion merchandise trade surplus for 2007, with a similar rate of inflation. However, widespread
had a strong influence on the balance of payments,devastation caused by floods at the beginning of the year
thanks to an external context characterized by a stronghas prompted ECLAC to estimate the growth rate at 4.5%.

2. Economic policy

Bolivia's economic policy framework was marked by the drafting of a new Constitution. The most significant
institutional change, a tendency towards nationalization measure in terms of nationalization was adopted on 1 May
of the economy, and a modification of the country’s 2006, with the nationalization of the hydrocarbons sector
integration strategy. In July 2006, elections were held through the Heroes of Chaco decree. The new integration
to appoint representatives to the Constituent Assembly,strategy has led to the signing of cooperation agreements
which began meeting on 6 August. Neither the opposition in several areas with Cuba and the Bolivarian Republic
nor the ruling party obtained the qualified majority of two of Venezuela, in the context of the Bolivarian Alternative
thirds. As of July 2007, the Assembly had not completed for the Latin America and the Caribbean (ALBA).
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(a) Fiscal policy diesel, a fuel that is not produced in Bolivia, to encourage
switching to vehicles using natural gas or petrol.
The NFPS balance swung from a deficit of 2.3% In 2006, NFPS expenditure excluding pensions rose

of GDP in 2005 to a 4.5% surplus in 2006. This is 1.6 GDP percentage points; current expenditure went up
unprecedented in Bolivia’s fiscal accounts, which have 1.3 percentage points and capital expenditure climbed
a historical tendency towards deficits. 0.3 percentage points. ltems listed under current expenditure

Broken down by different levels of government, these as goods and services registered the greatest increase, 3.9%
results show the national treasury with a surplus of 2.4% of GDP, mainly owing to the increase in disbursements of
whilst the prefectures and municipal governments had the company Yacimientos Petroliferos Fiscales Bolivianos
positive balances of 0.7% and 1.2% of GDP, respectively. (YPFB) to finance their greater involvement in the domestic
State enterprises enjoyed a surplus of 1.3% of GDP as againsharketing of hydrocarbons.
the 1.3% deficit reported by other government bodies. Among other institutional changes occurring in Bolivia,

The 47% increase in 2006 fiscal revenues —from YPFB was directly responsible for financing one aspect of
10.95% to 15.4% of GDP— was largely due to receipts social policy in 2006 out of the proceeds arising from the
from the petroleum and gas sector, essentially derivednationalization decree, through the Juancito Pinto bond,
from the direct hydrocarbons tax (IDH), the special tax aimed at providing an incentive both for primary school
on hydrocarbons and derivatives (IEHD), and royalties. registration and for completion of the school year. By
This was the first full year of fiscal revenues collected means of this bond, the family of each school-age child
from both the direct tax and the new royalties decreed inenrolled in any of the first five years of primary school is
the first half of 200%.Higher prices for gas were reflected granted 100 bolivianos on registration and the same amount
not only in an increase in revenues from those taxes, butat the end of the school year. The bond was approved in
also in the US$ 36 million boost in receipts from the tax October 2006 and paid out in full in December, benefiting
on windfall profits, a 43.9% increase over 2005. the families of over a million schoolchildren.

Some 42.3% of the proceeds from the direct As for wage policy in the non-financial public
hydrocarbons tax is earmarked for the Treasury andsector, a decree in May announced a reduction in the
assigned to predetermined expenditures, and the balanceepresentation allowances for the heads of all three
is distributed among the departmehie fiscal surplus ~ branches of government and in the salaries of the highest-
of prefectures and municipal governments is related to paid public employees. In addition, workers in the health
delays in public spending, brought about by the obligation and education sectors, considered by the Government
for these bodies to submit projects in order to make to be essential for Bolivia’s development, were granted
use of the greater part of the revenues transférbed.  a 7% rise in pay. In January 2006, in accordance with
a result, the distribution mechanism could be causing transparency policies, it was decided that reserve fund
certain departments to show a surplus for the fiscal year.expenditure would be frozen. That expenditure was then
In fact, 21.7% of the department revenues assigned istransferred to a budgetary reserve item, allowing better
divided equally between the three petroleum-producing control over transfers to other budget items. Under the
departments —Beni, Santa Cruz and Tarija—, 54.2% is Government'’s austerity policy, the number of top public
distributed among the other departments, and the remaindesector executive posts was reduced from 162 to 158. As
is used to balance out differences between the departmentsa result of these measures, spending on personal services
The allocations are not made on the basis of populationdropped by 0.7 GDP percentage points.
density, which makes for large variations in terms of the The domestic public sector deficit climbed 12.1%
resources per capita received by each department. in 2006 to US$ 2.223 billion. A rise was announced in

In September 2006, the government decreed thatlending of both AFP bonds and C bonds used by the
all vehicles imported illegally into the country must be Treasury to improve liquidity. The stock of C bonds
registered. The tax is substantially higher for cars that run ondropped by US$ 70.9 million to US$ 15.1 million, as a

1 These taxes, combined with equities, represent 87% of fiscal revenues from hydrocarbons.

2 The structure of taxes and royalties was modifieditiue of Act No. 3058 of 17 May 2005. All oil and gas fields must pay a direct hydrocarbons
tax equivalent to 32% of the value of their production, a 6% national royalty and a 12% government royalty.

3 See Economic Commission for Latin America and the Caribbean (ECPA€lminary overview of the economies of Latin America and the
Caribbean 2006 (LC/G.2327-P/l), Santiago, Chile, December 2006. United Nations Publication, Sale N°: E.06.11.G.141.

4 According to the official estimates of the Sociadl&conomic Policy Analysis Unit of the Ministry for Development Planning (UDAPE), deposits
represented 73% and 36% of the assignments from the direct hydrocarbons tax to municipal governments and departments, respectively.
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result of the solid fiscal situation of the public sector in linked to state and municipal government surpluses. The
2006. The external public debt shrank from 52.8% of central bank’s efforts to absorb liquidity were not very far-
GDP to 30.6% of GDP as a result of debt cancellations reaching, owing to the level of net credit to the public sector.
by the International Monetary Fund (IMF) amounting to Monetary pressures would increase if this trend were to be
US$ 233 million, by the World Bank for US$ 1.511 billion reversed, as would the cost of monetary policy. Moreover,
and by the Japanese Government for US$ 63 million. Of with the abundance of liquidity, central bank credit to the
the outstanding debt, 50% is held by the Inter-American banking system slowed by Bs 56 million or 2.7% in 2006.
Development Bank (IDB), and will be partially condoned In the first quarter of 2007 this trend has become more
during 2007 in the framework of the Heavily Indebted Poor marked in comparison with the same period in 2006, with
Countries (HIPC) Debt Initiative. In 2006, Bolivia took a drop in central bank credit to banks of 5.4%.

on the country’s first short-term external public debt since In 2006 the monetary base grew by 43.3% and the
the 1980s, for the sum of US$ 31 million, with Petroleos substitution of the dollar for the boliviano continued.
de Venezuela, S.A. (PDVSA). Bolivia has two bond issues Monetary liquidity expanded in real terms, M1 by 36.2%
in the works: the first with the Bolivarian Republic of and M2 by 45.6%. Savings deposits expanded by 84.8%
Venezuela along the same lines as the Venezuelan-Argentinand time deposits by 112.3%. In contrast M3, which
arrangement, for a sum not exceeding US$ 500 million, includes deposits in foreign currencies, went up 11.7% in
and the second an issue of ALBA bonds in which all the real terms, and foreign-currency deposits by 3.1%.
signatory countries to ALBA will be involved, for an as

yet unspecified amount. (c) Exchange-rate policy

(b) Monetary policy The central bank maintained the same crawling-peg
exchange-rate regime that it has operated since the second

One of the basic objectives of the Central Bank of half of the 1980s, based on small non-preannounced
Bolivia is to keep the inflation rate low and stable. Until depreciations or appreciations of the boliviano against the
March 2006, the country’s economic programme operateddollar. The policy objective is to maintain a competitive
under an IMF agreement on special drawing rights. In April real exchange rate without overstepping target levels of
2006 a domestic financial package was arranged betweernflation. In 2006 the nominal exchange rate against the dollar
the Central Bank and the Ministry of Finance under the was relatively stable, reporting a 0.5% appreciation. The
same conditions as the IMF agreement. This includesvariations in 2007 have been similar, with nominal exchange
establishing a ceiling on net domestic credit expansion, arate appreciation to May 2007 at 0.8%. The real exchange
minimum increase in the level of net international reservesrate held relatively steady in 2006, experiencing a one-off
and a lower limit on the net reduction of credit to the depreciation of 2.3%. This result reflects the workings of
NFPS by the Central Bank. In 2006, thanks to a favourablethe real intraregional exchange rate, since the extraregional
international context, all the quantitative objectives of the exchange rate registered a 2.5% appreciation. In the period
package were met comfortably. For example, US$ 1.464from April 2006 to April 2007 the real exchange rate did
billion in international reserves were accumulated during not vary, whilst the real exchange rate excluding the Latin
the year, compared to the anticipated minimum of US$ 100 American countries appreciated by 2.3%.
million. The programme had anticipated a maximum
deficit of 3.4% of GDP for the NFPS and —as already (d) Other policies
mentioned— a surplus of 4.5% of GDP was achieved.

With the accumulation of international reserves fuelling In March 2006, the Government announced the
an expansion of monetary aggregates, the Central BankDignity Tariff decree in the electricity sector, consisting of
had to step up liquidity absorption through its open market a 25% subsidy on normal prices for household clients of
operations. In 2006, the amount of such operations soaredcompanies in the national electricity distribution network,
by 171%, from Bs 710.1 million at the close of 2005 to to be financed by the companies themselves. In the area
Bs 1.923 billion in 2006. This trend continued into 2007, of land tenure, a law was enacted in November 2006
with the rate of growth of open market operations over the aimed at changing the focus of agrarian reform. This law
12 months to March reaching 182%. The favourable fiscal provides for the expropriation of unproductive units for
position has given rise to a strong expansion in public sectorpublic purposes benefiting indigenous communities. In
deposits with the Central Bank, which ballooned from the telecommunications sector, in April 2007 a decree was
Bs 688.1 million at the end of 2005 to Bs 6,146,700,000 passed whereby shares in the private operator Empresa
at the end of 2006. In the first quarter of 2007 they rose byNacional de Telecomunicaciones (ENTEL) held by pension
a further Bs 2.227 billion. The upsurge in these deposits isfund managers were transferred to the State.
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Table 1
BOLIVIA: MAIN ECONOMIC INDICATORS

1998 1999 2000 2001 2002 2003 2004 2005 20062

Annual growth rates  °

Gross domestic product 5.0 0.4 25 1.7 25 2.7 4.2 4.0 4.6
Per capita gross domestic product 25 -1.9 0.1 -0.6 0.2 0.4 1.9 1.8 25
Gross domestic product, by sector
Agriculture, livestock, hunting, forestry and fishing -4.4 2.6 3.4 3.5 0.4 8.7 0.2 4.8 4.5
Mining 55 -4.6 6.4 -1.5 25 5.0 9.4 13.0 4.4
Manufacturing 25 2.9 1.8 2.7 0.3 3.8 5.6 2.7 8.1
Electricity, gas and water 2.4 4.6 1.9 0.7 2.2 2.9 3.1 2.6 35
Construction 35.7 -16.9 -4.1 -7.0 16.2 -23.7 2.2 2.6 4.5
Wholesale and retail commerce, restaurants
and hotels 2.0 0.8 3.6 1.1 2.0 1.8 35 2.1 3.1
Transport, storage and communications 7.1 -0.8 2.4 3.0 4.3 3.9 4.0 2.8 4.2
Financial institutions, insurance, real estate and
business services 12.5 13.3 -0.6 0.2 -3.1 -3.3 -15 0.4 6.0
Community, social and personal services 3.6 2.9 2.4 2.6 3.0 2.9 3.3 3.0 3.3
Gross domestic product, by type of expenditure
Consumption 5.1 2.8 2.3 15 2.2 2.1 2.9 2.8 3.8
General government 3.8 3.2 2.1 2.9 35 3.6 3.1 3.4 3.3
Private 5.2 2.8 2.3 1.3 2.0 1.9 2.9 2.7 3.9
Gross domestic investment 28.5 -18.8 -7.4 -17.5 17.9 -12.8 -11.8 24.8 -3.8
Exports (goods and services) 6.5 -12.8 15.0 8.4 5.7 12.2 16.6 9.9 9.6
Imports (goods and services) 22.3 -17.1 4.7 -5.0 13.1 0.9 5.5 15.4 4.2

Percentages of GDP
Investment and saving ¢

Gross domestic investment 23.6 18.8 18.1 14.3 16.3 13.2 11.0 13.8 12.1
National saving 15.8 12.9 12.8 10.9 11.8 14.2 14.9 20.5 23.9
External saving 7.8 5.9 5.3 3.4 4.5 -0.9 -3.8 -6.7 -11.9

Millions of dollars
Balance of payments

Current account balance -666 -488 -446 -274 -352 76 337 634 1326
Goods balance -656 -488 -364 -295 -340 100 421 457 1054
Exports, f.0.b. 1104 1051 1246 1285 1299 1598 2146 2791 3863
Imports, f.0.b. 1760 1539 1610 1580 1639 1497 1725 2334 2809
Services trade balance -189 -190 -244 -164 -177 -187 -190 -42 -194
Income balance -162 -196 -225 -211 -205 -303 -385 -364 -357
Net current transfers 341 386 387 396 369 465 491 584 822
Capital and financial balance ¢ 791 515 407 238 9 -137 -265 -141 192
Net foreign direct investment 947 1008 734 703 674 195 63 -280 237
Financial capital © -156 -493 -327 -465 -665 -332 -328 138 -45
Overall balance 125 27 -39 -36 -343 -62 73 493 1518
Variation in reserve assets -133 -32 39 33 303 -152 -157 -504 -1518
Other financing 9 8 5 1 3 40 214 85 11 0

Other external-sector indicators
Real effective exchange rate

(index: 2000=100) " 98.5 98.6 100.0 101.0 95.4 104.1 111.6 119.9 122.0
Terms of trade for goods
(index: 2000=100) 102.0 97.1 100.0 95.8 96.2 98.5 104.1 111.8 134.6
Net resource transfer (percentage of GDP) 7.5 3.9 2.2 0.4 -2.0 -2.8 -6.4 -5.2 -1.5
Gross external public debt (millions of dollars) 4 659 4574 4 460 4497 4 400 5142 5045 4947 3279
Net profits and interest
(percentage of exports) | -11.9 -15.0 -15.3 -13.9 -13.2 -15.4 -15.0 -11.1 -8.3
Average annual rates
Employment
Labour force participation rate ! 49.5 55.9 56.1 60.6 58.0 60.4 58.6
Open unemployment rate 6.1 7.2 7.5 8.5 8.7 9.2 6.2 8.2
Annual percentages
Prices
Variation in consumer prices
(December-December) 4.4 3.1 34 0.9 2.4 3.9 4.6 4.9 4.9
Variation in nominal exchange rate
(December-December) 5.6 4.8 7.4 7.2 9.8 4.2 3.1 -0.5 -0.1
Variation in real minimum wage 16.1 7.6 2.9 10.8 4.7 0.8 -4.2 -5.1 45
Nominal deposit rate ' 2.7 1.8 2.0 1.7 2.4

Nominal lending rate ' 13.7 10.9 9:1 8.2 8.2 7.8
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Table 1 (concluded)

1998 1999 2000 2001 2002 2003 2004 2005 20062

Percentages of GDP
Non-financial public sector

Total income 31.3 32.6 33.7 30.5 27.7 28.9 27.5 32.1 40.1
Current income 29.9 30.8 315 28.1 255 26.0 25.0 29.9 38.2
Tax income 18.8 17.9 18.6 17.9 17.7 17.8 20.5 25.4 29.9
Capital income 14 1.8 2.2 2.4 2.3 2.9 2.5 2.2 1.9
Total expenditure 35.9 36.1 37.4 37.3 36.5 36.8 33.0 34.4 35.6
Current expenditure 28.9 28.9 30.3 28.9 28.1 28.7 23.9 24.2 25.1
Interest 1.4 1.6 1.8 2.1 2.1 2.6 2.6 2.7 1.8
Capital expenditure 7.0 7.1 7.1 8.4 8.4 8.1 9.1 10.2 10.5
Primary balance -3.2 -1.9 -1.9 -4.7 -6.7 -5.3 -2.9 0.4 6.4
Overall balance -4.7 -35 -3.7 -6.8 -8.8 -7.9 -55 -2.3 4.6
Public debt ™ 60.1 64.2 65.8 76.7 80.2 89.5 83.9 79.2 55.8
Domestic " 13.8 16.7 19.4 26.0 28.7 30.7 31.6 31.4 29.0
External 46.4 47.5 46.4 50.7 51.5 58.8 52.3 47.8 26.9
Money and credit °
Domestic credit P 68.4 73.7 70.1 67.2 64.8 62.6 56.8 53.2 44.0
To the public sector 11.1 10.7 10.8 12.5 14.1 15.5 15.0 14.1 9.4
To the private sector 57.3 63.0 59.3 54.7 50.7 47.1 41.9 39.1 34.6
Liquidity (M3) 48.9 51.0 49.1 50.7 47.1 454 40.1 40.4 37.8
Currency outside banks and local-currency
deposits (M2) 7.3 6.7 6.2 6.4 6.3 6.7 7.1 9.0 11.7
Foreign-currency deposits 9 417 44.3 42.9 44.3 40.8 38.7 33.0 314 26.1

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

a Preliminary figures. b Based on figures in local currency at constant 1990 prices. ¢ Based on figures in local currency expressed in dollars at
current prices. 9 Includes errors and omissions. € Refers to the capital and financial balance (including errors and omissions), minus net foreign
direct investment. f A minus sign (-) denotes an increase in reserves. 9 Includes the use of IMF credit and loans and exceptional financing.
" Annual average, weighted by the value of goods exports and imports. i Refers to net income balance as a percentage of exports of goods and
services as shown on the balance of payments. I Economically active population as a percentage of the working-age population, urban total; 1998,
departmental capital cities. k Percentage of the economically active population, urban total; 1998, departmental capital cities. I'Bank operations
(61-90 days), in dollars. ™M Public and publicly guaranteed private debt is not included. " Domestic debt refers to central government debt.
°The monetary figures are annual averages. P Refers to net credit extended to the public and private sectors by commercial banks and other financial
and banking institutions. 4 Refers to demand and time deposits, savings banks and other obligations of the banking sector to the private sector.

3. The main variables

(a) Economic activity for households by 3.9%. The growth in government
consumption was very similar to that of 2005, whilst

The sectors registering growth rates higher than thathousehold consumption grew 1.1 percentage points
of GDP were manufacturing (8.1%), financial institutions, over the preceding year. Investment climbed 7.1%,
insurance, real estate and business services (6.0%), and crudm increase of three percentage points over 2005. The
oil and natural gas (4.8%). These activities had a 1.33%,upsurge in investment had its origins in the increase
0.67% and 0.33% impact on GDP growth, respectively. Inthein government investment. The national budget
manufacturing sector, textile performance was noteworthy, forecasts growth for the Bolivian economy at 5% for
whilst the growth of associated credit played the most 2007. However, flooding at the beginning of this year
significant role in the performance of financial institutions. associated with the El Nifio phenomenon, mainly in the
Textile activity benefited from preferential tariff treatment departments of Beni and Santa Cruz, make it unlikely
under the Andean Trade Promotion and Drug Eradicationthat this target will be achieved. An ECLAC mission
Act (ATPDEA). Likewise, the agricultural, livestock, assessed the damage and loss caused by the natural
hunting, forestry and fishing sector expanded by 4.53%, disaster at US$ 443 million, mainly in the agricultural
contributing 0.7 percentage points to GDP growth. and livestock sectors and in road infrastructure. The

On the demand side, total general government gross impact on GDP growth rates is estimated at 0.8
consumption grew by 3.3% and total private consumption percentage points.



124 Economic Commission for Latin America and the Caribbean (ECLAC)

Table 2
BOLIVIA: MAIN QUARTERLY INDICATORS
2005 2006 @ 2007 2
| 1l 1 \Y | 1l 1 v | 1l

Gross domestic product (variation from same

quarter of preceding year) P 4.8 4.1 35 3.9 4.7 4.2 4.0 5.0
Goods exports, f.0.b. (millions of dollars) 544 669 745 777 864 1002 1139 1064 961
Goods imports, c.i.f. (millions of dollars) 495 562 620 666 661 744 663 756 747

International reserve assets (millions of dollars) ¢ 1171 1287 1498 1798 2029 2489 2898 3193 3547 3 888
Real effective exchange rate (index: 2000=100) ¢ 117.7 119.9 121.0 120.9 121.6 122.5 122.0 122.3 121.3 124.8

Consumer prices

(12-month percentage variation) 5.7 6.4 5.5 4.9 3.7 35 4.3 4.9 7.2 6.6
Average nominal exchange rate

(bolivianos per dollar) 8.06 8.09 8.07 8.02 8.00 8.00 7.99 8.00 8.00 7.96
Nominal interest rates (annualized percentages)

Deposit rate © 1.7 1.6 1.6 2.1 2.2 2.2 2.8 25 25 24

Lending rate © 8.5 7.6 8.6 8.1 7.5 7.7 7.7 8.5 8.3 80 f

Interbank rate 9 1.9 3.6 4.1 4.2 4.1 4.7 4.9 4.9 3.8 38 f
Domestic credit (variation from same

quarter of preceding year) 11 3.1 2.6 18 (4.0) 4.2) (2.4) 2.7) 5.3
Non-performing loans as a percentage of

total credit ' 16.8 14.7 14.9 12.4 13.3 13.0 11.2 9.6 9.9

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

2 Preliminary figures. b Based on figures in local currency at constant 1990 prices. ¢ Including gold. d Quarterly average, weighted by the
value of goods exports and imports. ¢ Bank operations (61-90 days); three-month average, in dollars. f Data to May. 9 Repurchase rate,
in dollars. h Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking institutions.
i Refers to total credit extended by the banking system.

(b) Prices, wages and employment on job creation, were among the sectors reporting the
highest growth. However, there are no official statistics
Prices rose by 4.95% in 2006, a level which was available to confirm this assumption.
very similar to the 2005 figure and fell within the Central
Bank’s target band of 3%-5%. Food and beverages(c) Theexternal sector
reflected the greatest hikes on the consumer price index
at 6.8%, and household furnishings and equipment The performance of the external sector is largely linked
at 5.9%. Core inflation dipped one percentage point, to the 20.4% improvement in the terms of trade derived
from 4.2% to 3.2%. In 2007, inflation has exceeded the from the boom in the international prices of minerals and
projected range. Cumulative inflation to May stood at hydrocarbons. In 2006, the balance of payments posted a
2.8%, 1.4 percentage points higher than the figure for surplus of US$ 1.516 billion, US$ 1.012 hillion higher than
the same period in 2006. Annualized inflation to May in 2005. Disaggregated into individual external accounts,
2007 was 6.4%, 1.9 percentage points higher than in Maythe results show that the current account closed with a
2006. This was largely due to the contraction in supply surplus of US$ 1.319 hillion, US$ 623 million higher than
and to the instability caused in the food markets by the in 2005. The capital account reported a balance similar
aforementioned weather phenomena, the elimination ofto that of 2005.
flour subsidies and the resulting impact on the price of The merchandise trade balance yielded a surplus
bread and other food products, and the growing pressureof US$ 1.054 billion, representing a 130.6% increase
of demand in the Bolivian economy. Inflation in 2007 is on the balance for 2005. Dynamic merchandise exports
expected to close at around 5%. generated a rise of US$ 1.071 billion in absolute terms,
Unlike 2005 and 2006, the rate of unemployment is of which 50.7% and 36.7% are related to hydrocarbon
expected to decline in 2007 since both manufacturing andand mineral extraction, respectively. The deficit on the
agriculture, both of which are significant for their impact services trade balance widened by almost US$ 151 million.



Economic Survey of Latin America and the Caribbean « 2006-2007 125

Private current transfers, including remittances, grew by US$ 55 million higher than the increase for the same period
US$ 251 million. in 2006. The current account balance once again yielded the

In keeping with the balance of payments results, net highest surplus, US$ 246 million, whilst the capital account
international reserves registered a rise of US$ 1.464 billion posted a positive balance of US$ 46 million. Merchandise
or 85.4% in relative terms, to an unprecedented total of exports posted a similar balance to that of the first quarter
US$ 3.178 bhillion. of 2006. Export sales of minerals soared by 48.3% and

In the first quarter of 2007, the balance-of-payments of agriculture, livestock, hunting, forestry and fishing by 0.45%,
the Bolivian economy posted a surplus which was reflected inwhilst manufacturing and hydrocarbons exports slipped by
the expansion of net international reserves by US$ 355 million,3.89% and 1.96%, respectively.
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Brazil

1. General trends

The Brazilian economy increased its growth rate during 2006 and the first few months of
2007. Although the country is growing more slowly than the average for the region and other
emerging economies, its economy has nonetheless expanded for 15 consecutive quarters. GL
rose by 3.7% in 2006, with an increase of around 4.5% expected in 2007. In 2006, cumulative
inflation fell to 3.1%, while external indicators also showed favourable results. The value of
merchandise exports climbed by 16% and merchandise imports by 24%, which resulted in ¢
wide trade surplus (US$ 46.0 billion). International reserves stood at US$ 143.0 billion in June
2007, which is the equivalent of 81% of total external debt (US$ 176.0 billion in March 2007).
Real wages increased for the second year in a row in 2006 (4.0%), while the fiscal balance
posted a primary surplus for the seventh year running (3.9% of GDP in 2006). Net public debt
shrank to 45% of GDP.

Factors contributing to this performance included the 2005, this figure was negative at almost -1% in 2006.
favourable external situation and the consolidation of The investment rate as a percentage of GDP remained
the domestic market. In terms of the world economy, at around 16.1% between 2003 and 2006, whereupon
2006 saw a continuation of good prices for the country’s the figure rose to 16.8% despite increased gross fixed
main export products, as well as increased access taapital formation (9.2% in 2004, 3.6% in 2005 and
international financial markets. During 2006, the unit 8.7% in 2006). Such volatile investment rates could
value index for merchandise exports rose by 12.5%, be due to high real interest rates (although the central
but the expansion of GDP was mainly offset by the bank has recently been applying a policy of gradually
low and volatile investment rate and the smaller reducing the monetary policy rate), which might be
contribution made by the external sector. In terms of combining with the appreciation of the Brazilian real
volume, exports expanded by less (3.3%), while imports to affect certain investments in tradable goods. Another
shot up (16.1%). Although the external sector made factor could be the uncertainty surrounding public
a positive contribution to growth between 2001 and investment projects and sectoral policies.

1 In March 2007, the Brazilian Geographical and Statistical Institute (IBGE) published the new series of national accounts of Brazil for the perio
2000-2005. These measurements use 2000 as a reference year and involve new methodologies for calculating the value of some service:
the government sector. For 2000, the new calculations give a GDP for 2000 that is 11% higher than the GDP calculated using the previc
methodology. Furthermore, the growth rates of GDP are also higher than those published previously. For a detailed description of the n
methodology and results of calculation, see the Brazilian Geographical and Statistical Institute (IBGE), “Sistema de Contas Nacionais - Bra
2000-2005" [online] http://www.ibge.gov.br/home/estatistica/economia/contasnacionais/referencia2000/2005/default.shtm.
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The trends observed in 2006 have continued into 2006 and 6% in the first quarter of 2007, and government
2007. Results from the first quarter confirm an upturn consumption rising by 3.6% in 2006 and 4% in the first
in gross fixed investment, which expanded by 7.2% three months of this year. Increased consumption has
to represent 17.2% of GDP. During 2007, investment mainly been financed through credit, which grew by 21%
is expected to rise on the back of the government’s between March 2006 and March 2007, on the strength of
commitment to reviving its investments and increased lower interest rates and longer maturities. In the public
confidence in the expansion of the domestic market sector, there has been a hike in the government’s current
(even the construction sector). In the first three months expenditure, which is mainly attributable to higher social
of 2007, the unit value index for merchandise exports security payments and other expenditure relating to
was up 9.2% on the year-earlier period. Net inflows of personnel and maintenance.
foreign direct investment (FDI) stood at US$ 8.5 billion On the demand side, the growth of GDP in 2007 may
in the first quarter, which was 10 times higher than for be due to the favourable combination of falling interest
the same period in 2006. rates, higher credit, an increased wage bill and greater

In the domestic context, consumption continued public investment associated with the Growth Acceleration
to rise, with family consumption expanding by 4.3% in Programme (PAC) (see below).

2. Economic policy

In recent months, the government has focused on waysneasures. Planned investment represents 503.0 billion reais,
of stepping up the rate of growth while maintaining over half of which will be channelled into energy, and more
fundamentals such as the inflation target, fiscal responsibility specifically the oil sector (which receives more than a third
and the floating exchange-rate regime that have characterizedf investment), electricity and renewable fuels. Another
economic policy since 1999. priority sector is housing, which will receive 21.1% of the
In January 2007, the federal government announcedplanned investment. The logistics sector (highways, airports
the adoption of the Growth Acceleration Programme (PAC), and ports) will absorb almost 11% of the total.
which covers the period 2007 to 2010. The idea behind
the Programme is that the low growth rate of investment (a) Fiscal policy
has much more to do with infrastructure and residential
construction than with low investment in machinery and In 2006, the primary surplus target was 3.8% of GDP,
equipmeng Implementation of the Programme involves and the actual surplus came in sufficiently close at 3.9%
the following five areas: (i) investment in logistics, energy, of GDP? This was mainly attributable to non-recurrent
social and urban infrastructure; (ii) increased credit; federal government revenues that corresponded to, inter
(iii) improved investment conditions to boost the use of alia, the payment of dividends by banks and federal
private resources; (iv) selective reduction of taxes andenterprises (around 0.5% of GDP). The government also
streamlining of the country’s tax structure; and (v) long- began to receive profits from investment carried out as
term fiscal policies aimed at providing macroeconomic part of the pilot programme on public investm&fihe
consistency and sustainability for all the above-mentioned primary surplus target for the public sector in 2007 is 3.8%

2 In 2006, gross fixed capital formation as a percentage of GDP was 16.8%, which was similar to the figure recorded in 2000. In the constructi
sector, this percentage has dropped from 8.3% in 2000 to 7.1% in 2005, while for the machinery and equipment sector the proportion rose fr
7.2% to 7.9% in the same period.

3 Under the previous series of national accounts, the primary surplus target was 4.25% of GDP, and the actual surplus came in at 4.32%
GDP.

4 The pilot programme on public investment was launched in 2005, with the aim of improving the quality and efficiency of public spending.
Expenditure related to this programme can be discounted from the primary result target of the federal government, thanks to the high fis
profitability expected from the implementation of the investment projects involved.
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of GDP. In the first quarter of 2007, which was generally supply up by 17.2% in 2006). Total aggregates (M4)
favourable to public receipts, the primary surplus was expanded for the second consecutive year by an annual
4.6% of GDP, compared with 4.9% of GDP for the year- rate of about 19%. This increased liquidity was the result
earlier period. However, the figures for 2006 and 2007 of purchases of international reserves in 2006 and the first
might be affected by the fact that the Ministry of Finance quarter of 2007 (US$ 55.7 billion in 15 months), which
has authorized subnational governments to increase theiwere partly neutralized by the fiscal balance and the effect
level of borrowing, rather than maintaining a surplus of of increased public debt pushed up by high interest rates.
almost 1% of GDP. Credit expanded by a total of 21% in 2006, which was
In addition to investment projects, the proposed similar to the rise in 2005. Growth in personal loans, in
Growth Acceleration Programme also provides for two contrast, slowed from 37% in 2005 to 25% in 2006, while
long-term fiscal measures. The first, which has already the growth rate of business loans rose from 18% to 22%
become law, refers to future increases in the minimum over the same period. Loans repayable by direct payroll
wage, which is used as the basis for pension paymentsgdeduction have also seen their growth slump from over
social benefits and social welfare programmes. According 80% in 2005 to 52% in 2006. Their growth rate slowed
to the law, between 2008 and 2011 annual increases musio 47% between March 2006 and March 2007, by which
correspond to the sum of the growth rate of GDP from time they represented 55.4% of all personal loans.
two years previously, and the variation in the national In 2006 net public sector debt shrank by almost 1.5%
consumer price index from the previous y&ahe other of GDP to 45%, mainly as a result of higher international
proposed measure, which is still being debated by Congressteserves, that now are more than 1% of GDP higher than
would cap the annual increase in the federal government’sthe external debt of the public sector. Domestic debt
expenditure on personnel (including retirement and otherrepresents 47% of GDP, and is significantly affected
pensions) by linking it to the variation in the extended by higher interest, although increased confidence in the
national consumer price index plus 1.5%. The rule would reduction of domestic debt has enabled maturities to be
be applied for 10 years from 2007, with the exception extended and the use of exchange-rate indexed bonds to
being those wage agreements signed during 2006. It isbe reduced. In March 2007, the average bond maturity
hoped that these two measures, which will directly affect was 32 months, compared with 27 months in December
more than a third of primary federal expenditure, will cap 2005. Also, fixed-rate bonds now represent more of the
the increase in investment expenditure without irtipgc ~ total debt (37.3%), which is higher than the 36.2% that
the primary surplus or requiring new increases in the level corresponds to SELIC-indexed bonds. At the end of 2002,

of tax collection. bonds indexed to the exchange rate and the SELIC rate
accounted for 75.4% of total debt. In March of that year,
(b) Monetary policy those same bonds had represented just under 38%, of

which only 1% corresponded to indexed bonds.
Monetary policy remained focused on ensuring
compliance with the 4.5% inflation target. Despite (c) Exchange-ratepolicy
the gradual reduction in the benchmark interest rate
(Special System of Clearance and Custd8iL(C)) After rising to almost four reais in 2002, the exchange
from September 2005, the real annual interest rate hagate against the United States dollar stood at less than
remained at around the 10% mark, despite the fact thattwo reais in June 2007. The local currency appreciated
the interest rate and inflation expectations came in underby 9.9% in 2006, and then by as much as 10.3% up to
target. In September 2005, the annual SELIC rate wasJune 2007. In real terms, the currency depreciated by
19.75%, and has gradually fallen since then, to stand at6.7% against the dollar and by 2.1% against a basket of
13.25% in late 2006 and 12% in May 2007. The central currencies between April 2006 and April 2007.
bank has long been concerned about the economy’s supply  The balance-of-payments situation, the abundant
capacity (including increased access to imports) to satisfysupply of international resources, and the attractiveness
the increase in domestic demand. of financial operations in reais due to the spread between
Monetary aggregates continued to swell considerably domestic and external interest rates have resulted in hefty
(with the monetary base up by 19.6% and the moneyinflows of foreign exchange. Another contributing factor

5 The increase of the minimum wage in yeuaiill correspond to the sum of the variation in the national consumer price index inlyead
the growth rate of GDP in ye&®.
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Table 1
BRAZIL: MAIN ECONOMIC INDICATORS

1998 1999 2000 2001 2002 2003 2004 2005 20062

Annual growth rates  °

Gross domestic product 0.0 0.3 43 1.3 2.7 11 5.7 2.9 3.7
Per capita gross domestic product -1.5 -1.2 2.8 -0.2 1.2 -0.3 4.2 15 2.3
Gross domestic product, by sector
Agriculture, livestock, hunting, forestry and fishing 3.4 6.5 2.7 6.1 6.6 5.8 2.3 1.0 4.1
Mining 3.6 4.4 9.1 2.2 11.6 4.7 4.3 9.8 6.0
Manufacturing -4.8 -1.9 5.7 0.7 2.4 1.9 8.5 11 1.6
Electricity, gas and water 1.2 0.5 4.2 -6.2 2.9 4.0 8.4 5.0 3.6
Construction 1.1 -2.9 2.0 -2.1 -2.2 3.3 6.6 1.2 4.6
Wholesale and retail commerce, restaurants
and hotels -1.9 -2.2 4.5 0.0 0.0 -0.5 7.5 3.5 4.8
Transport, storage and communications 3.6 2.8 10.1 3.6 6.7 3.6 5.7 4.3 2.8
Financial institutions, insurance, real estate and
business services 1.2 1.6 3.4 3.3 3.7 0.5 3.8 55 54
Community, social and personal services 2.3 2.6 2.3 0.7 4.2 1.5 5.0 1.8 2.9
Gross domestic product, by type of expenditure
Consumption 0.2 0.7 3.0 1.2 2.6 -0.3 3.9 4.1 4.2
General government 3.2 1.7 -0.2 2.7 4.7 1.2 4.1 1.9 3.6
Private -0.6 0.3 3.9 0.7 1.8 -0.7 3.8 4.7 4.3
Gross fixed capital formation -0.3 -8.2 5.0 0.4 -5.2 -4.6 9.1 3.6 8.7
Exports (goods and services) 4.9 5.7 12.9 10.0 7.4 10.4 15.3 10.1 4.6
Imports (goods and services) -0.1 -15.1 10.8 1.5 -11.9 -1.6 14.4 9.3 18.1

Percentages of GDP
Investment and saving ¢

Gross domestic investment 17.0 16.4 18.3 18.0 16.2 15.8 17.1 16.0 16.8
National saving 13.1 121 145 13.8 14.7 16.5 18.9 17.6 18.0
External saving 4.0 4.3 3.8 4.2 15 -0.8 -1.8 -1.6 -1.3

Millions of dollars
Balance of payments

Current account balance -33416 -25335 -24225 -23215 -7 637 4177 11679 13985 13528
Goods balance -6 575 -1199 -698 2650 13121 24794 33641 44703 46074
Exports, f.0.b. 51 140 48 011 55 086 58 223 60 362 73 084 96 475 118308 137470
Imports, f.0.b. 57714 49210 55783 55572 47240 48290 62835 73606 91396
Services trade balance -10 111 -6 977 -7 162 -7 759 -4 957 -4 931 -4 678 -8 309 -9 408
Income balance -18189 -18848 -17886 -19743 -18191 -18552 -20520 -25967 -27 444
Net current transfers 1458 1689 1521 1638 2390 2867 3236 3558 4 306
Capital and financial balance ¢ 16 118 8530 32286 19764 -3542 -451 -5073 13606 17041
Net foreign direct investment 26 002 26 888 30 498 24715 14 108 9894 8 339 12 550 -8 469
Financial capital © -9884 -18 358 1788 -4951 -17650 -10345 -13412 1056 25510
Overall balance -17298 -16 805 8 061 -3450 -11178 3726 6607 27590 30569
Variation in reserve assets 7970 7822 2262 -3307 -302 -8 496 -2 244 -4 319 -30569
Other financing 9 9328 8983 -10323 6 757 11 480 4769 -4 363 -23271 0

Other external-sector indicators
Real effective exchange rate

(index: 2000=100) " 72.3 108.2 100.0 120.1 132.1 131.0 124.7 101.8 90.6
Terms of trade for goods

(index: 2000=100) 111.9 97.0 100.0 99.6 98.4 97.0 97.9 99.2 103.8
Net resource transfer (percentage of GDP) 0.9 -0.2 0.6 1.2 -2.0 -2.6 -4.5 -4.0 -1.0
Total gross external debt (millions of dollars) 224 226 217 210 211 215 201 169 173
Net profits and interest

(percentage of exports) | -30.8 -34.1 -27.7 -29.2 -26.0 -22.2 -18.8 -19.3 -17.5

Average annual rates
Employment
Labour force participation rate ! 58.2 57.1 58.0 56.4 55.1 57.1 57.2 56.6 56.9
Open unemployment rate 7.6 7.6 7.1 6.2 11.7 12.3 11.5 9.8 10.0
Visible underemployment rate ¥ 4.1 5.0 4.6 3.7 4.1
Annual percentages
Prices

Variation in consumer prices

(December-December) 1.7 8.9 6.0 7.7 125 9.3 7.6 5.7 3.1
Variation in wholesale prices (IPA-DI)

(December-December) ! 15 28.9 12.1 11.9 35.4 6.3 14.7 -1.0 4.3
Variation in nominal exchange rate

(December-December) 8.3 48.9 8.4 18.5 53.2 -18.3 -8.1 -12.1 -8.6
Variation in average real wage 0.1 -4.5 -1.1 -4.9 -2.1 -8.8 0.7 -0.3 3.5
Nominal deposit rate ™ 14.5 12.3 8.4 8.6 9.2 11.1 8.1 9.2 8.3

Nominal lending rate " 68.3 64.8 41.9 411 44.4 49.8 41.1 43.7 40.0
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Table 1 (concluded)

1998 1999 2000 2001 2002 2003 2004 2005 20062

Percentages of GDP
Central government ° ’

Total income P 15.8 16.4 16.5 17.2 17.9 17.4 18.1 18.8 19.4
Tax income 9 14.4 15.6 15.8 16.4 17.4 16.9 17.4 18.3 18.6
Total expenditure 20.6 22.8 19.4 20.7 23.7 19.7 19.5 22.2 22.6
Interest 5.6 8.3 4.7 5.1 8.0 4.6 3.9 5.8 5.3
Primary balance " 0.5 2.1 1.7 1.7 2.2 2.3 2.7 2.6 2.2
Overall balance ¢ -5.0 -6.2 -2.9 -3.4 -5.9 -2.3 -1.2 -3.2 -3.1
Central government public debt 23.6 29.7 29.9 31.6 37.9 34.0 31.0 30.9 31.7
Domestic 19.7 21.9 22.7 23.7 24.6 24.6 245 28.7 33.7
External t 4.0 7.8 7.2 7.9 13.4 9.4 6.4 2.2 -2.0
Money and credit
Domestic credit 47.4 63.4 64.9 67.6 68.0 69.8 69.6 71.6 79.0
To the public sector 16.4 324 33.9 35.7 37.1 39.7 40.0 38.9 38.1
To the private sector 30.9 30.6 30.6 31.6 30.6 30.0 29.6 32.6 38.1
Others - 0.4 0.4 0.3 0.3 0.2 0.1 - -
Liquidity (M3)
Currency outside banks and local-currency
deposits (M2) 25.1 24.4 22.6 22.3 23.6 23.0 225 24.2 25.9

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

2 Preliminary figures. b Index based on the previous year’s prices in local currency. ¢ Based on figures in local currency expressed in dollars
at current prices. 4 Includes errors and omissions. ¢ Refers to the capital and financial balance (including errors and omissions), minus net
foreign direct investment. f A minus sign (-) denotes an increase in reserves. 9 Includes the use of IMF credit and loans and exceptional
financing. h Annual average, weighted by the value of goods exports and imports. i Refers to net income balance as a percentage of exports
of goods and services as shown on the balance of payments. I Economically active population as a percentage of the working-age population; six
metropoplitan areas. k Percentage of the economically active population; six metropolitan areas. I'IPA-DI: wholesale price index (acronym in
Portuguese). M Certificates of deposit. " Pre-set corporate rate. ° Includes federal government and the central bank. P Refers to cash
income, equivalent to total income less transfers to states and municipalities. 9 Gross tax revenues. " Based on the “below-the-line” criterion.
Central Bank of Brazil. S Includes methodological adjustment ans statistical discrepancy. tRefers to net public external debt. YThe monetary
figures are annual averages. v Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking
institutions.

was the elimination of the tax on the purchase and salecentral bank announced a series of accounting measures,
of federal public bonds for foreign investors in February including stricter rules on the capital adequacy ratio for
2006. The central bank purchased international reservedinancial institutions and their foreign-exchange transactions,
in an attempt to reduce the effects of this inflow of foreign with a view to curbing the increase in their speculative
exchange, but with limited success. In June 2007, theoperations on the spot and futures markets.

3. The main variables
(@) Economic activity agriculture increased by 2.1%, compared with a 2.7%
decline during the year-earlier period.
GDP is expected to grow by almost 4.5% in 2007, Compared with the first quarter of 2006, the services

which is higher than the 2.9% recorded in 2005 and thesector grew by 4.6% in the first three months of 2007,

3.7% in 2006. Growth is expected in all sectors, especially thanks to a buoyant domestic market. Within the services
those related to the domestic market (services in particular).sector, particularly good performances were turned in by
Agriculture is expected to expand by 4.5% in 2007, in a information technology services, the financial system

continuation of the recovery process that began in 2006and commerce, which all grew by more than 6%. Mining

(when agriculture expanded by 4.1%, following a mere (4.1%) and public utility services (3.9%) also expanded

1% expansion in 2005). In the first quarter of 2007, during the period in question.
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Table 2
BRAZIL: MAIN QUARTERLY INDICATORS
2005 2006 @ 2007 2
| 1l 1 \Y | 1l 1 \Y | 1l

Gross domestic product (variation from same

quarter of preceding year) P 2.8 2.8 3.1 3.1 4.1 15 4.5 4.8 4.4 5.4
Goods exports, f.0.b. (millions of dollars) 24451 29226 33042 31589 29387 31513 39811 36758 33919 39212
Goods imports, c.i.f. (millions of dollars) 16152 17880 20068 19501 20130 21394 25217 24608 25237 27339
International reserve assets

(millions of dollars) ¢ 61960 59885 57008 53800 59824 62670 73393 85839 109531 147101
Real effective exchange rate (index: 2000=100) ¢  113.6 103.9 97.6 92.1 89.6 91.2 914 90.5 88.7 85.0
Urban unemployment rate 10.5 10.1 9.5 9.2 9.9 10.3 10.4 9.2 9.8 10.0
Consumer prices

(12-month percentage variation) 7.5 7.3 6.0 5.7 5.3 4.0 3.7 3.1 3.0 3.7
Average nominal exchange rate

(reais per dollar) 2.67 2.48 2.34 2.25 2.19 2.18 2.17 2.15 211 1.98
Average real wage (variation from same

quarter of preceding year) -1.5 -1.9 0.6 1.3 1.9 5.1 2.9 4.3 3.4
Nominal interest rates (annualized percentages)

Deposit rate © 8.5 9.4 9.9 8.9 8.3 8.2 8.6 8.2 8.2 8.1

Lending rate f 43.0 44.4 44.2 43.0 42.6 41.0 39.1 37.4 36.8 3559

Interbank interest rate 18.4 195 19.6 18.7 17.2 15.7 14.6 135 12.9 124 9
Sovereign bond spread (basis points) ' 458.3 414.3 344.6 311.1 234.6 254.0 233.0 192.0 167.0 160.0
Stock price index (national index to

end of period, 31 December 2000 = 100) 174.4 164.2 207.0 219.2 248.7 240.1 238.9 291.5 300.2 356.5
Domestic credit (variation from same

quarter of preceding year) | 13.3 12.8 14.8 17.4 175 18.7 20.2 215 19.8 20.1 9
Non-performing loans as a percentage of

total credit 3.7 35 4.1 4.2 4.6 4.7 5.1 5.0 4.9

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

a Preliminary figures. b Index based on the previous year’s prices in local currency. ¢ Including gold. d Quarterly average, weighted by the value
of goods exports and imports. ¢ Interest rate on savings. fPre-set corporate rate. 9 Data to May. "' SELIC (Special System for Settlement
and Custody) rate. i Measured by J.P.Morgan’s EMBI+ index. I Refers to net credit extended to the public and private sectors by commercial
banks and other financial and banking institutions. k Refers to total credit extended by the financial system.

Manufacturing remained the weakest performer, of domestic GDP. Idle capacity in the manufacturing
despite 2.8% growth in the first quarter of 2007 compared industry suggests that the problem is not exclusively one of
with the year-earlier period. This pattern reflects the trends insufficient supply, but also one of reduced competitiveness
of the two previous years: in the 2005-2006 biennium, in some manufacturing subsectors.
the average annual growth rate of GDP was 3.3% while
manufacturing value added climbed by an annual averagg(b) Prices, wages and employment
of only 1.4%.

The main cause of this is the reduced competitiveness ~ Consumer price variation was 3.1% in 2006, and is
of the manufacturing industry following currency expected to be 3.6% in 2007 (with 4% estimated for 2008),
appreciation, and also competition from imported products. according to a survey of the main market agents carried
The clearest manifestation is the considerable slowdownout by the central bank. Inflation fell for the fourth year
in the growth of manufacturing exports, whose volumes running and came in on target for the fifth time since the
rose by 19.2% in 2004, 9.3% in 2005 and 3.3% in 2006. target range was first set in 1999. The results for 2006
Import volumes, on the other hand, climbed by 16% in were partly attributable to the appreciation of the local
2006 and by 23.3% in the first quarter of 2007 compared currency, which has limited the impact of high international
with the year-earlier period. commodity prices (for petroleum and food, among others)

The implication of the above is that the supply of on domestic prices. In addition, administered prices,
domestically manufactured goods has failed to keep upespecially for energy and telecommunications services,
with demand. In other worlds, the supply of manufactured accounted for a smaller proportion of the total (4.3% in
goods has shifted abroad, thereby slowing the expansior2006 compared with 9.0% in 2005).
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In the first five months of 2007, cumulative inflation  volume traded (up 22.1% on the year-earlier period) and
stood at 1.79%, which was similar to the 1.75% recorded a 2.2% variation in prices.
in the year-earlier period, while the 3.18% variation The surge in imports is a reflection of the recovery in
between May 2006 and May 2007 remained below the domestic activity and currency appreciation. Imports of
target of 4.5%. Expectations for 2007 and 2008 are all types of merchandise expanded, as volumes swelled
positive as there is little chance of a depreciation of the considerably. More specifically, the first four months of
Brazilian real and price increases for food and services2007 compared with the same period of 2006 saw higher
are predicted to remain small. imports of consumer durables (50.3% increase in volume

Employment rose in 2006 thanks to the creation and 0.9% rise in prices), capital goods (volumes up by
of 520,000 new jobs. The increase was observed in the32.0% and prices down by 4.4%), consumer non-durables
economy’s most buoyant sectors: services (4.0%) and(volume growth of 27.2% and price reductions of 9.0%)
commerce (2.9%) and, to a lesser extent, manufacturingand fuel (15.2% more volume and prices 2.8% lower).
(2.0%). The proportion of formal sector employment Current transactions posted a surplus of US$ 13.5
continued to expand, albeit more slowly. The highest billion in 2006, which represents almost 1.24% of GDP.
rate of formal employment in the monthly employment In the first quarter of 2007, the surplus stood at US$ 1.69
survey (54.3%) was recorded in April 2007. In 2006, billion, compared with US$ 1.57 billion during the year-
the average employment rate was 10%, which is slightly earlier period.
higher than the 9.8% observed in 2005. In May 2007, the The income balance improved slightly in the first three
unemployment rate stood at 10.1% for the third month months of 2007, with a deficit of US$ 5.8 billion, which
running, and this downward rigidity could be attributable was smaller than the US$ 6.9 billion deficit accumulated
to the increase in the number of jobseekers following an between January and March 2006. Net interest payments

upturn in economic activity. resulted in a deficit of US$ 3.4 billion, which was wider
than the US$ 2.7 billion deficit from the year-earlier
(c) Theexternal sector period. Net profit remittances fell to give a deficit of

USS$ 3.1 billion, compared with the US$ 3.6 billion deficit

Brazil's external accounts continued to perform well, registered between January and March 2006.
continuing the trend that was first observed in 2004. In the first quarter of 2007, the capital and financial
In 2006, the balance of payments posted a surplus ofaccount surplus of US$ 21.9 billion was over five times
USS$ 30.6 billion, while the trade surplus amounted to wider than the US$ 4.0 billion surplus recorded in the
arecord US$ 46.1 billion. Merchandise exports totalled year-earlier period. This was partially due to increases
US$ 137.5 billion (16.2% more than in 2005), while in: net foreign direct investment (from US$ 826 million
merchandise imports represented US$ 91.4 billion (24.3%to US$ 8.5 billion), portfolio investment (from US$ 6.6
higher than the previous year). In the first four months of billion to US$ 9.3 billion) and other investment (which
2007, the value of exports was US$ 46.5 hillion, while the went from a deficit of US$ 3.6 billion to a surplus of
value of imports stood at US$ 33.5 billion. The resulting US$ 4.0 billion). As a percentage of GDP, foreign direct
surplus of almost US$ 13.0 billion was 5.4% wider than investment swelled from 1.56% during January-March
the one posted in the year-earlier period. The growth rate2006 to 2.59% of GDP in the first quarter of 2007.
of exports (18.5% between January and April, compared Total external debt, which stood at US$ 172.4 billion at
with the same period in 2006) was lower than the rise in the end of December 2006, edged up to US$ 175.9 billion
imports (24.6% in the first four months of the year). in March 2007, primarily due to a rise in the short-term debt

Export growth continued to be spearheaded by the of the private sector and the non-financial public sector.
increase in prices (9.4% in the first four months of 2007, There has been a considerable improvement in the country’s
in relation to the same period in 2006) rather than the riseexternal indicators, with a comparison between the end of
in volumes (8.3%). Export buoyancy was mainly based on 2002 and March 2007 revealing a debt-servicing-to-export
commodities (which posted volume increases of 19.4% ratio that has fallen from 82.7% to 41.9%; a debt-interest-
and price hikes of 8.5%) and semi-manufactures (pricesto-export ratio down from 23.6% to 10.6%; a fall in the
up by 18.4% and volume by 2.8% between January andtotal-debt-to-GDP ratio from 41.8% to 16.1%; and a rise
April 2006, in comparison with the previous year). In in the ratio between international reserves and short-term
terms of imports, there was yet another upturn in the debt from 64.6% to 231.2%.
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Chile

1. General trends

In a year that saw the new government take up office in March, the country’s economy expande
by 4.0% in 2006, which was lower than the figures from the previous two years and initial
projections. This was due to declining private and public investment, falling government

consumption and the larger proportion of imports within private consumption.

Against a backdrop of reduced economic buoyancy andseem to have been put on hold. The economies of China
lower fuel prices, inflation dropped to 2.6%. The labour- and other countries important for Chile’s foreign trade
market situation improved thanks to a surge in formal remained buoyant, which boded well for continuingly
employment, moderate increases in real wages and a falhigh export prices. At the same time, oil prices fell
in the unemployment rate from 9.2% to 7.7%. during the second half of 2006, as both supply and
Generally speaking, the external environment remainedcertain geopolitical risk factors settled down somewhat.
favourable for Chile, and this was reflected in good prices Although supply problems with gas from Argentina
for its exports and smaller-than-expected increases indid materialize, this had only moderate effects. On
the prices of its import products. As a result, the currentthe domestic level, the technical and labour issues that
account posted a surplus of 3.5% of GDP. had hurt mining production in the previous year have
In early 2007, the balance of risks seemed morenow been resolved.
favourable than expected at the beginning of 2006. In this context, and with inflation under control, the
More specifically, the slowdown in the United States central bank decided to reduce the monetary policy rate
occurred in an orderly and gradual manner, and its by 25 basis points to 5% in January 2007. This, combined
effects on other economies (Chile’s export markets) with a public budget based on an 8.9% projected rise in
were minimal. There were no significant rises predicted expenditure and signs of a gradual recovery of investment,
in the Federal Reserve interest rate, as any increasepoints to GDP growth of almost 6% for 2007.

2. Economic policy

(a) Fiscal policy and molybdenum prices, fiscal revenues swelled from
23.7% to 25.9% of GDP, while expenditure fell from 19.1%
The government, which took office in March 2006, of GDP to 18.2%. As a result, the actual surplus stood
continued to apply a fiscal policy focused on achieving at 7.7% of GDP. Unlike in other cases, however, higher
a structural surplus of 1% of GDP, with the target set to copper prices are not resultipgri passyin an equivalent
become 0.5% from 2008. Mainly as a result of high copper rise in public spending. In fact, a large proportion of such
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income is saved in funds set up to stabilize expenditurerisk and improved terms of trade. This trend has recently
and prefinance pension liabilities. As a result, the policy intensified as expectations of a lower monetary policy
framework is becoming less procyclical, thereby reducing rate disappeared. For this reason, and given the need to
the negative impact of external fluctuations. increase sales of dollars in order to finance higher public
The budget for 2007 provides for an 8.9% rise in spending, downward pressure on the foreign-exchange
public spending, which is expected to be one of the mainmarket is expected to continue. Those sectors facing
determining factors in the increase in economic activity strong foreign competition and some export sectors are
during the year. also expected to ask the central bank to intervene in what
Following the scheduled redemption of pension they see as an excessive appreciation of the peso.
recognition bonds, repurchase of sovereign bonds issued  In aggregate terms, there has been relative stability
on the international market and advance debt paymentsn various nominal exchange-rate indices during the past
to the central bank and multilateral agencies, centraltwo years, following the uncertainties that affected the
government debt fell from 7.5% of GDP in 2005 to 5.3% regional and worldwide economy and in 2003 pushed
of GDP in 2006. Thanks to the accumulation of assets,the exchange rate up to its record level for the decade.
the treasury posted a creditor position equivalent to 7% The real effective exchange rate, which takes account of
of GDP. exchange-rate and price variations in Chile’s main trading
The policy of issuing nominal and indexed bonds to partners, posted an average appreciation of 4.2% in 2006
maintain the domestic market yield curve and develop thecompared with the average in 2005, while the bilateral
local capital market was suspended in 2006 but reintroducedexchange rate recorded a 5.3% appreciation. Nonetheless,
2007. The equivalent of US$ 700 million was then issued according to the central bank, the variables that affect the
on the national market. No bonds have been issued orbalance of payments suggest that the real exchange rate

the external market since January 2004. is fairly close to its equilibrium rate.
That is not to say that, in disaggregated terms, some
(b) Monetary and exchange-rate policy sectors have not been harmed by the appreciation of the

peso. The real exchange rate, which affects imports of
The central bank continued to implement a monetary intermediate and consumer goods, appreciated by more
policy aimed at maintaining annual inflation at around 3% than the aggregate rate in real terms. From another
(within a range of 1% on either side) over the next two perspective, the relative price of import substitutes fell by
years. In the first half of 2006, the central bank took action around 15% between 2005 and 2006, which is appgrentl
to rein in monetary stimulus, and established a monetaryattributable to increased international trade integration
policy rate of 5.25% at a time when the indicators of and, in particular, greater market penetration of imports
underlying inflation were showing signs of rising beyond from China.
the target range. From August 2006, increases in the
monetary policy rate were temporarily suspended amidst(c) Other policies
signs of lower-than-expected growth, a smaller narrowing
of production-demand gaps, indicators of a slower increase ~ Congress approved the second reform of the capital
in unit labour costs and fuel prices, and inflation expected market, aimed at modernizing its operations, improving
to be in the middle of the target range. In January 2007,access to credit for small and medium-sized enterprises and
in the light of the above-mentioned improvement in the stimulating the development of venture capital. A series of
balance of risks, the central bank reduced the monetarytax incentives was also adopted to boost business innovation.
policy rate to 5%. Given that more recent data point to In response to low levels of investment during 2006, the
the economic upturn being greater than expected, andgovernment submitted a bill to Congress concerning
with inflation under control, the monetary policy rate is the use of tax incentives to increase investment. That
not expected to fall. Indeed, increases should not be rulednitiative will probably be supplemented by mechanisms
out in the second half of the year. to help small and medium-sized enterprises overcome
Along with the above monetary policy, the central the difficulties of paying tax and social security arrears
bank is implementing a freely floating exchange rate, while fulfilling their other financial commitments, as
in a context of relatively high integration of local and these factors may affect their production capacity and
international markets. As a result, the exchange ratelevel of solvency.
is influenced by many variables that determine the In other matters, 2007 was also witness to parliamentary
country’s external liquidity. The peso has appreciated debates on two major undertakings: a pensions reform
as the value of the United States dollar dropped againstaimed at improving solidarity within the system, and
other reserve currencies, in a context of low sovereignthe modernization of the education system to improve
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quality (especially in schools attended by pupils from has faced many problems, and the potential effects on
low-income families). economic activity remain unclear. The authorities hope

The implementation phase for a new public transport to overcome most of the problems during the course of
system for Santiago was launched in 2007. The systemthe year.

3. The main variables

(a) Economic activity (b) Prices, wages and employment

In 2006, the Chilean economy expanded by 4.0%, At the beginning of 2006, inflation was slightly above
compared with 5.7% in 2005. Aggregate demand wasthe ceiling of the target band set as part of monetary policy.
determined by three main factors. First, there has been dn the second half of the year, however, inflation followed
slowdown in the pace of both public and private investment. a downward trend, in keeping with low fuel prices, the
Lower private investment was mostly attributable to the gradual narrowing of the production-demand gap and the
considerable inventory accumulation during the previous positive performance of unit labour costs. As a result, the
year and the smaller demand for new housing in the faceyear closed with a twelve-month variation in the consumer
of rising interest rates and harsher credit conditions. As price index (CPI) of 2.6%, while trend inflation indicators
the new government took over, there were some late start@and expectations pointed to inflation being under control
on infrastructure projects and a slower implementation and in the middle of the target range.
of the investment budget, although this situation was In the first five months of 2007, the CPI continued
turned around in the fourth quarter. Second, governmentto reflect inflation that was in keeping with the target set
consumption also lost some momentum, consistently as part of monetary policy, with a 12-month variation of
expanding by less than the growth in GDP. Third, although less than 3% and reductions in underlying inflation.
growth in private consumption remained buoyant, there Wage patterns were also in keeping with the inflation
was a striking and surprising change in its composition. target, with a moderate but steady slowdown in growth
This consisted of a rise in the proportion of imported during 2006. In 12 months, the general hourly wage index
components, as prices dropped thanks to a lower rearose by 5.4% in nominal terms, or 2% in real terms. Unit
exchange rate (which affects imported consumer goods).labour costs, which displayed an upward trend in early
As a result, the import substitution sectors that produce 2006, posted slower growth as productivity rose. Trend
consumer goods have faced stiff foreign competition indicators suggest that these costs will remain consistent
which, along with higher energy costs compared with with inflation targets during 2007. Wages have maintained
previous years, explains why GDP has only grown by an upward trend of almost 2% per year in real terms.
4% despite a 6% rise in domestic demand. On the supply  Total employment expanded by 1.6% in 2006, compared
side, those factors combined with unexpected technicalwith the average in 2005. Following a considerable increase
restrictions on the production capacity of mining and in the workforce and unemployment of 9.2% in 2005,
fishing, which were reflected in a slower growth rate for a subsequent reduction in the workforce resulted in an
exports in real terms. unemployment rate of 7.7% during 2006. The increase

In the first quarter of 2007, economic activity indicators in employment was accompanied by major changes
displayed faster growth than expected, which has led toin employment structure and quality: in 2006 waged
an upwards revision of the growth projections for the employment benefited from improved labour conditions
year (which are now in the upper portion of the 5% to and expanded by 4.5%, while declines were recorded in
6% range). In March, the monthly indicator of economic other categories (such as jobs not protected by labour
activity increased by 6.5%, which is higher than the original laws and unpaid labour).
estimate and comes on the heels of increases in excess of There has been a consolidation of the moderately
5% during the three previous months. The industrial salesdownward trend in unemployment, with a seasonally
index is showing signs of increased buoyancy. adjusted unemployment rate of 7.1% in March 2007.
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Table 1
CHILE: MAIN ECONOMIC INDICATORS

1998 1999 2000 2001 2002 2003 2004 2005 20062

Annual growth rates  °

Gross domestic product 3.2 -0.8 45 34 2.2 3.9 6.0 5.7 4.0
Per capita gross domestic product 1.9 -2.0 3.2 2.2 1.0 2.8 4.9 4.6 2.9
Gross domestic product, by sector
Agriculture, livestock, hunting, forestry and fishing 2.3 0.8 6.6 7.5 6.8 2.6 10.5 5.7 3.5
Mining 8.3 10.6 3.2 5.7 -4.2 55 5.0 -1.5 0.1
Manufacturing -2.3 -0.5 4.9 0.6 1.9 3.3 7.2 6.4 25
Electricity, gas and water 4.4 -4.7 9.5 1.5 3.3 4.3 3.7 5.2 7.4
Construction 1.9 -9.9 -0.7 4.1 2.5 4.3 3.2 10.8 3.9
Wholesale and retail commerce, restaurants
and hotels 3.5 -4.4 4.4 2.6 0.9 4.9 6.7 8.1 5.2
Transport, storage and communications 6.6 0.8 8.6 7.4 5.3 5.8 5.6 6.4 6.1
Financial institutions, insurance, real estate and
business services 5.0 0.5 4.0 3.0 2.8 2.8 6.9 6.5 4.7
Community, social and personal services 3.4 3.0 2.3 2.1 2.2 2.1 2.6 3.2 3.4
Gross domestic product, by type of expenditure
Consumption 4.3 -0.4 3.6 2.9 25 4.0 6.8 7.5 6.6
General government 2.2 2.7 3.0 2.9 3.1 2.4 6.1 5.3 3.6
Private 4.7 -1.0 3.7 29 2.4 4.2 7.0 7.9 7.1
Gross domestic investment 2.2 -20.1 14.0 0.8 2.2 7.8 9.8 23.0 4.4
Exports (goods and services) 5.2 7.3 5.1 7.2 1.6 6.5 11.7 35 4.2
Imports (goods and services) 6.7 -9.5 10.1 4.1 2.3 9.7 16.9 17.7 9.4

Percentages of GDP
Investment and saving ¢

Gross domestic investment 25.8 20.0 21.1 21.1 20.7 21.1 20.1 22.4 20.4
National saving 20.9 20.1 19.9 19.5 19.8 20.1 22.2 23.5 24.0
External saving 4.9 -0.1 1.2 1.6 0.9 11 -2.2 -1.1 -3.6

Millions of dollars
Balance of payments

Current account balance -3918 99 -898 -1100 -580 =779 2074 1315 5256
Goods balance -2 040 2427 2119 1844 2 386 3723 9585 10805 22213
Exports, f.0.b. 16 323 17 162 19 210 18 272 18180 21664 32520 41297 58116
Imports, f.0.b. 18 363 14 735 17 091 16 428 15794 17941 22935 30492 35903
Services trade balance -452 -737 -719 -844 -701 -618 -746 -636 -922
Income balance -1889 -2233 -2 856 -2 526 -2 847 -4 489 -7837 -10645 -19 392
Net current transfers 462 643 558 427 583 605 1072 1791 3 356
Capital and financial balance ¢ 1727 -846 1234 504 862 413 -2 260 442 -3245
Net foreign direct investment 3144 6 203 873 2590 2207 2701 5610 4751 5256
Financial capital © -1417 -7 049 361 -2 086 -1345 -2 288 -7 870 -4 309 -8 501
Overall balance -2191 -747 337 -596 282 -366 -186 1757 2011
Variation in reserve assets 2191 747 -337 596 -282 366 186 -1 757 -2011

Other external-sector indicators
Real effective exchange rate

(index: 2000=100) ¢ 92,5 98.3 100.0 111.3 109.1 114.6 107.0 101.6 97.0
Terms of trade for goods

(index: 2000=100) 91.0 94.2 100.0 93.3 97.2 102.8 124.9 139.8 183.7
Net resource transfer (millions of dollars) -162 -3079 -1621 -2022 -1 985 -4076 -10097 -10203 -22637
Total gross external debt (millions of dollars) 32591 34 758 37177 38527 40504 43067 43517 44934 47 695
Net profits and interest

(percentage of exports) -9.3 -10.6 -12.3 -11.3 -12.6 -16.8 -20.3 -22.0 -29.6

Average annual rates
Employment
Labour force participation rate ' 54.5 54.8 54.4 53.9 53.7 54.4 55.0 55.6 54.8
Open unemployment rate | 6.4 10.1 9.7 9.9 9.8 9.5 10.0 9.2 7.7
Visible underemployment rate ! 4.3 5.5 6.1 7.1 6.2 6.5 8.4 8.5 8.5
Annual percentages
Prices

Variation in consumer prices

(December-December) 4.7 2.3 4.5 2.6 2.8 1.1 2.4 3.7 2.6
Variation in wholesale prices

(December-December) 0.3 13.5 7.9 3.1 10.4 -1.0 7.8 3.2 7.9
Variation in nominal exchange rate

(December-December) 7.6 11.9 8.4 15.2 8.9 -17.7 -6.2 -7.9 4.2
Variation in average real wage 2.7 2.4 14 1.7 2.0 0.9 1.8 1.9 1.9
Nominal deposit rate 16.3 8.9 8.7 6.5 4.1 3.2 2.4 45 55

Nominal lending rate k 274 17.6 18.7 16.7 14.4 13.0 11.0 13.5 14.4
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Table 1 (concluded)

1998 1999 2000 2001 2002 2003 2004 2005 20062

Percentages of GDP
Total central government !

Income 21.1 20.4 21.6 21.7 21.1 20.7 22.0 23.7 26.0
Tax income 16.4 15.7 16.5 16.5 16.6 15.9 15.6 16.8 17.1
Expenditure 20.7 225 223 22.2 22.3 21.2 19.9 19.1 18.2
Interests 1.2 13 12 1.2 12 11 1.0 0.8 0.7
Primary balance 1.6 -0.9 0.6 0.7 -0.1 0.7 3.1 5.4 8.4
Overall balance 0.4 -2.1 -0.7 -0.5 -1.2 -0.5 21 4.5 7.7
Central government public debt ™ 12.5 13.8 13.6 14.9 15.7 13.0 10.7 7.2 53
Domestic 1.5 1.4 10.0 10.4 9.9 7.5 5.9 4.0 2.4
External 11.0 12.4 3.6 4.5 5.7 55 4.7 3.3 2.9
Money and credit "

Domestic credit © 58.6 60.7 60.7 61.5 60.5 58.0 56.1 55.3 52.7
To the public sector -2.6 -2.4 -1.7 2.7 -3.5 -3.6 -2.1 -3.4 -6.7
To the private sector 61.1 63.1 62.4 64.1 63.9 61.6 58.2 58.8 59.4

Liquidity (M3) 45.4 50.0 49.8 51.4 52.5 49.3 46.2 48.1 49.3
Currency outside banks and

local-currency deposits (M2) 43.1 46.0 45.4 46.2 46.6 43.8 41.2 43.6 44.8
Foreign-currency deposits 2.3 3.9 4.3 5.3 5.9 5.6 5.0 4.5 4.5

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

a Preliminary figures. b Up to 2002, based on figures in local currency at constant 1996 prices. From 2003 onward, based on figures in local currency
at constant 2003 prices. ¢ Based on figures in local currency expressed in dollars at current prices. 9 Includes errors and omissions. ¢ Refers
to the capital and financial balance (including errors and omissions), minus net foreign direct investment. f A minus sign (-) denotes an increase
in reserves. 9 Annual average, weighted by the value of merchandise exports and imports. " Refers to net income balance as a percentage

of exports of goods and services as shown on the balance of payments. i Economically active population as a percentage of the working-age
population; nationwide total. | Percentage of the economically active population; nationwide total. K Non-adjustable 90-360 day operations.
! Reflects the new accounting methodology set out in the 2001 IMF manual. M Does not include public and publicly guaranteed debt. " The

monetary figures are annual averages. ° Refers to net credit extended to the public and private sectors by commercial banks and other financial
and banking institutions.

() Theexternal sector deficit of US$ 2.075 billion. The international reserves

of the central bank, which stood at US$ 19.4 billion in

The value of exports swelled by 40.7% to stand at December 2006, fell to US$ 17.5 billion in April. This

US$ 58.116 billion, while the value of imports rose by appears to be due to seasonal factors, since December is
17.4% to reach US$ 35.903 billion. The trade balance the time when banks increase their deposits with the central
posted a surplus of US$ 22.213 billion, while the current bank to comply with technical reserve requirements.
account surplus came in at US$ 5.3 billion (or 3.5% of In summary, the macroeconomic situation looks more
GDP). In the first few months of 2007, the growth rate of promising in 2007 than the previous year, since most
export values was higher than in the previous year, whicheconomic activity indicators show growth that exceeds
was partly attributable to higher international prices for original expectations, in a context of low and controlled
copper, pulp and fishmeal. Import buoyancy has beeninflation. The risk situation also looks positive. The main
similar to levels observed in 2006. Up to April 2007, the factors of uncertainty are external fuel prices, especially
cumulative trade balance for the year was US$ 9.1 billion, for gasoline, and the recent announcements of longer cuts
while the balance of payments turned in a cumulative in the supply of natural gas from Argentina.



140 Economic Commission for Latin America and the Caribbean (ECLAC)

Table 2
CHILE: MAIN QUARTERLY INDICATORS
2005 2006 @ 2007 2
| 1l 1l v | 11 1l v | 1l

Gross domestic product (variation from same

quarter of preceding year) P 6.3 7.3 5.2 4.2 5.0 4.0 2.6 43 5.8
Goods exports, f.0.b. (millions of dollars) 9468 10174 10177 11478 13621 15139 15679 13677 16697 18070
Goods imports, c.i.f. (millions of dollars) 7272 7929 8 670 8 864 9012 9378 10003 10017 10090 11211
International reserve assets

(millions of dollars) © 15380 16643 15651 16963 15971 17570 17547 19429 15390 17897
Real effective exchange rate (index: 2000=100) ¢ 106.7 106.2 99.6 94.0 95.6 96.8 98.7 98.1 101.3 100.1
Unemployment rate 9.1 10.1 9.8 7.9 8.4 8.9 7.9 6.0 6.7 6.9
Consumer prices

(12-month percentage variation) 2.4 2.7 4.0 3.7 4.0 3.9 2.8 2.6 2.6 3.2
Average nominal exchange rate

(pesos per dollar) 579 581 552 526 527 527 539 529 541 527
Average real wage (variation from same

quarter of preceding year) 1.2 1.8 2.2 2.3 1.5 1.6 1.7 3.0 3.4
Nominal interest rates (annualized percentages)

Deposit rate © 3.6 4.4 4.5 5.6 5.3 55 55 5.6 5.4 55

Lending rate © 12.2 13.8 14.2 13.9 15.0 14.6 14.2 14.0 14.0 13.4

Interbank rate f 2.6 3.2 3.7 4.4 4.6 5.0 5.2 5.3 5.1 5.1
Stock price index (national index to

end of period, 31 December 2000 = 100) 180.9 189.7 198.5 181.2 201.2 196.1 210.3 248.4 270.1 320.0
Domestic credit (variation from same

quarter of preceding year) 9 12.7 13.1 12.8 13.0 12.8 8.5 8.7 8.4 12.5 17.4 M
Non-performing loans as a percentage of )

total credit ' 1.2 11 1.0 0.9 0.9 0.8 0.8 0.7 0.8 0.8

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

a Preliminary figures. b Based on figures in local currency at constant 2003 prices. ¢ Including gold. d Quarterly average, weighted by the
value of goods exports and imports. € Non-readjustable 90-360 day operations. fOvernight. 9 Refers to net credit extended to the public and
private sectors by commercial banks and other financial and banking institutions. " Data to May. i Refers to total credit extended by the banking
system. I Data to April.



Economic Survey of Latin America and the Caribbean « 2006-2007 141

Colombia

1. General trends

The 6.8% growth rate observed in 2006 exceeded the expectations of the economic authorities ar
leading analysts alike. Buoyant domestic demand (consumer spending and investment) continue
to drive growth and the good pace of economic activity improved the fiscal indicators. The central
bank raised its intervention rate a number of times from April onwards to curb rising demand.
The consumer price index rose 4.5%, thus keeping inflation on target. Unemployment rose in
the second semester of the year despite the high economic growth rate. In the area of foreig

trade, exports and imports continued to register high growth rates, as did flows of FDI.

Thus far in 2007 the economy has maintained its momentum,United States economy, which absorbs 40% of Colombia’s
although a number of factors point to a slight slowdown exports, could affect exports. A final factor is the delicate
for the year overall. First, the measures adopted by thepolitical situation surrounding the prosecution of several
economic authorities to curb rising inflation and the congress members and former public officials over their
Colombian peso’s significant appreciation could dampen links with illegal armed groups. ECLAC expects robust

domestic demand. Second, low first-quarter growth in the growth of around 5.8% for 2007.

2. Economic policy

The economic policy deployed in recent years hasin order to avoid missing inflation targets. As regards

restored consumer and investor confidence in the nationaltrade, the finalization of negotiations for the free trade

economy and this contributed significantly to its excellent agreement with the United States further strengthened
performance in 2006. Although the prevailing context of investor confidence.

international liquidity has certainly helped, credit for the

steady increase in investment rates in the past three year&) Fiscal policy

accrues mainly to domestic policy. The reforms made

as regards pensions, the stock market and legal and tax  In 2006, the fiscal accounts continued on a positive

stability since 2005 have helped to create an investmentfooting on the back of higher tax receipts. As a result of

friendly climate. In the monetary sphere, low interest rates greater economic growth, the consolidated public sector
have boosted credit, generating a beneficial knock-on deficit was 0.8% of GDP and the NFPS deficit was 1%,

effect on a number of sectors, principally construction. both under the targets set in the 2006 medium-term fiscal
The authorities have taken steps to curb excess liquiditypolicy framework.
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The national central government deficit came in at backing. In 2006, the legislature approved a gradual
4.1% of GDP, which was well within the target set in the reduction in the income tax rate, together with an increase
2006 financial plan and smaller than the 2005 deficit. This in exemptions on reinvested profits and the maintenance
improved fiscal performance stemmed from a 21% rise of the temporary wealth tax and the financial transactions
in tax receipts stoked, in turn, by the upturn in economic tax. Efforts to simplify the different VAT rates did not
activity and in imports in particular. Income tax and foreign prosper; on the contrary, a further rate was added. These
VAT made the largest contribution to tax receipts. Total measures represented the fifteenth partial reform since
revenues increased by 22.7%, or 1.5% of GDP. Expenditure1990 of a complex taxation structure whose efficiency
rose by 16.3%, representing a rise from 20.9% of GDP in and fairness have been called into question.

2005 to 21.6% in 2006. Investment and interest were the

fastest-growing categories of expenditure in 2006 (38% (b) Monetary policy

and 35.2%, respectively), as a result of higher domestic

interest payments and spending on road maintenance and In April 2006, the central bank embarked on an
upgrading programmes and on bridge construction andeffort to check monetary expansion by raising its
other civil engineering projects. intervention rates in order to curb rising aggregate

The latest revision of the government’s financial plan domestic demand and avoid missing short- and long-
shows a consolidated public sector deficit of around 1.3%term inflation targets. The 4.5% target figure for 2006
of GDP for 2007. The national central governnasgficit was met and a long-term target of between 2% and
is expected to be 3.9% of GDP. This should be offset 4% is envisaged. Up until May 2007, the bank had
by a surplus in the decentralized sector (social security,raised the intervention rate by 25 basis point on 11
national and local corporations and regional and local separate occasions, taking it to 8.75%. The aim was
governments), despite the slowdown in the performanceto shunt the hike in the intervention rate through to
of ECOPETROL and other national corporations and of market rates and thereby curb expansion in credit and
the local and regional public sector. The ECOPETROL aggregate demand, as well as inflationary pressures.
deficit is likely to increase as the corporation expands By late 2006, market rates were reflecting these rises
its oil exploration and oilfield development efforts. The only partially and unevenly, perhaps as a result of the
firm is expected to increase its investment to around continuing high liquidity in the markets. In 2006, the
US$ 2 billion, far outstripping its US$ 692 million average annual average nominal rate on deposits was 6.3%,
for 2000-2006. Local government deficits will reflect compared with 7.0% in 2005, while the nominal lending
the spending increases that have occurred broadly in allrate was 12.9% as an annual average, compared with
administrations this past year. The national government14.5% the previous yearn the second semester of
expects to make fewer domestic debt issues than originally2006, rates for domestic public debt securities dropped
forecast, owing to a shrinking deficit and to income from and stabilized somewhat. Underpinning the higher
the previous year’s privatizations. value of debt securities and of the general index of

Since interest and pension payments, together withColombia’s main stock exchange (Bolsa de Valores
transfers to subnational governments for the provision of de Colombia) was the sound performance of the
basic social services, absorb virtually all the tax receipts, United States economy, which increased confidence in
it will be difficult to reduce the fiscal deficit any further. international markets, world prices for raw materials
In the first semester of this year the procedure for transfersand global liquidity.
was changed, with the approval of a constitutional reform In 2006, the money supply (M1) rose by 20.4%,
amending the 1991 regulation that had linked transfers to thewhile broad money (M3) increased by 18.2%, much the
national government’s current revenue. A rule was adopted tosame as had occurred in 2005. In the financial system,
guarantee funding for local governments without deepeningcommercial credit increased by an annual rate of 22.9%
the structural imbalance of central government finances. and consumer credit, by 42.5%.

On the income side, in late 2005 the Minister for The central bank continued to raise intervention rates
Finance and Public Credit tabled a draft tax reform in early 2007 in order to achieve the inflation target of 4%
designed to thoroughly overhaul the country’s finances with half a percentage point tolerance in either direction. In
which, however, failed to attract the necessary political response to an upturn in inflation and to exchange rate trends,

1 In December 2006, the nominal deposit and lending rates were 6.8% and 13% respectively, compared with 6.3% and 13.3% in the same mc

of 2005.
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the monetary authority also took a number of quicker-acting In 2007 the peso consolidated its upward trend
measures. It introduced a marginal reserve requirement ofand the exchange rate fell to less than 2,000 pesos to
between 5% and 27% of total deposits, reintroduced thethe dollar. The factors fuelling the appreciation include
obligation to deposit the equivalent of 40% of the value of the large supply of foreign currency generated in the
public and private foreign loans and set a cap to limit the domestic market to cater for debt issues by national
leverage of derivatives transactions by intermediaries in thecorporations such as ECOPETROL, Empresa Colombiana
foreign exchange market to 500% of their regulatory capital. de Gas (ECOGAS), Almacenes Exito, ISAGEN and the
Later, the government also enforced a deposit requirementecently sold Acerias Paz del Rio. Foreign remittances
for portfolio investments from abroad. and external credit have also contributed to the influx
In the first quarter of 2007, growth in the monetary base of capital. The central bank has maintained its policy of
accelerated to 22.8% and that of broad money supply todiscretionary quantitative interventions in the foreign
19.7%, whereas the rate for M1 fell to 18.1%. The increaseexchange market in order to control the peso’s appreciation
in intervention rates has been reflected commensurately inbut, although it bought more than US$ 4.5 billion in the
the interbank rate thus far in 2007. In the 12-month interval first four months of the year, the exchange rate fell by
to April 2007, nominal deposit and lending rates rose from 5.7% in that time.
annual averages of 6.3% and 12.9% in 2006 to 6.7% and
13.0% respectively. Most of these rises occurred in March, (d) Trade policy
which may indicate that intervention policy was beginning

to be passed through to market rates more quickly. After completing negotiations for the free trade
agreement with the United States in February 2006, the
() Exchange-ratepolicy national government is keen to continue negotiating new

agreements. Colombia is close to concluding negotiations

Following a short-lived depreciation in the second for an agreement with El Salvador, Guatemala and
quarter of 2006, the peso resumed the upward trend it hagionduras, while agreements with Canada, the European
shown since 2005. Some of the factors behind this continuedFree Trade Association (EFTA) and the European Union
increase were the favourable international business cycleare in the pipeline.
which contributed to higher export earnings, sustained The United States Congress postponed approval of the
growth in FDI and excess liquidity in international agreementwith Colombia. Added to the familiar requirement
markets, which fuelled demand for debt securities from to renegotiate aspects concerning the intellectual property
emerging markets such as Colombia’s. A possible link of medicinal products and various labour issues, there is
between fiscal management and the appreciation of thenow a requirement to clarify and prevent impunity in the
peso is also under discussion, as Colombia still has a highmatter of violence by paramilitaries against human rights
level of public debt and its necessary external borrowing defenders and trade unionists in Colombia.
accentuates the currency’s tendency to appreciate. The In addition, in an effort to lock into higher rates of
annual exchange rate was 2,358 pesos per United Statesconomic growth, the Colombian government has created
dollar. As an annual average, the peso depreciated by dorums in which the public and private sectors can work
nominal 1.6%, appreciating in real terms by 2.8% againsttogether to improve areas that influence the country’s
the dollar and by 0.6% against a basket of currencies ofcompetitiveness and to consolidate trade strategies for
the country’s main trading partners. increasing the export supply.

3. The main variables

(@) Economic activity spearheaded by investment in machinery and equipment.
Consumer spending increased by 6.7% as a result of
In 2006, the economy grew by 6.8% on the back increased income, readily available credit and liquidity
of rapid growth in domestic demand (9.9%), fuelled, in and stakeholder confidence. Government spending rose
turn, by investment and consumer spending. Stimulatedby 2.1%. In the external sector, both traditional and non-
by still-low interest rates, investment rose by 26.9%, traditional exports performed well. Imports also rose by



144 Economic Commission for Latin America and the Caribbean (ECLAC)

Table 1
COLOMBIA: MAIN ECONOMIC INDICATORS

1998 1999 2000 2001 2002 2003 2004 2005 20062

Annual growth rates  °

Gross domestic product 0.6 -4.2 2.9 15 19 3.9 4.9 4.7 6.8
Per capita gross domestic product -1.1 -5.8 1.3 -0.1 0.4 2.3 3.3 3.3 5.4
Gross domestic product, by sector
Agriculture, livestock, hunting, forestry and fishing 0.0 0.0 3.8 -0.4 0.1 2.7 2.0 1.9 3.1
Mining 15.6 18.5 -10.3 -6.1 -0.5 y13.7 2.7 2.1 0.6
Manufacturing -0.3 -8.4 11.7 1.5 2.6 4.6 7.4 2.8 10.8
Electricity, gas and water 1.8 -4.2 0.9 3.0 0.8 2.2 2.8 5.0 3.0
Construction -7.2 -27.0 -3.9 3.9 12.4 13.3 12.4 11.8 14.4
Wholesale and retail commerce, restaurants
and hotels -15 -15.7 7.5 29 1.8 5.4 7.3 8.8 10.7
Transport, storage and communications 25 -1.9 15 4.0 2.4 2.9 6.2 4.7 9.4
Financial institutions, insurance, real estate and
business services -1.3 -4.9 -1.0 2.2 2.3 5.7 4.8 3.6 1.4
Community, social and personal services 1.8 3.3 0.6 0.7 -0.3 -0.2 1.4 3.9 2.2
Gross domestic product, by type of expenditure
Consumption -0.1 -3.2 14 2.3 2.2 1.7 4.8 4.9 5.6
General government 2.1 3.6 -0.3 -0.2 -2.0 -1.2 -0.9 4.3 2.1
Private -0.8 -54 2.0 3.1 35 2.6 6.5 5.0 6.6
Gross domestic investment -6.3 -38.6 12.3 1.9 9.9 14.7 9.9 24.8 26.9
Exports (goods and services) 7.4 5.9 6.1 2.4 -5.0 5.7 10.0 7.0 7.8
Imports (goods and services) -3.9 -24.7 6.0 6.8 1.7 4.7 19.8 19.9 21.3

Percentages of GDP
Investment and saving ¢

Gross domestic investment 19.7 12.9 13.7 14.3 15.3 17.2 19.2 20.8 23.4
National saving 14.8 13.7 14.6 12.9 13.6 16.0 18.3 19.2 21.3
External saving 4.9 -0.8 -0.9 1.3 1.7 1.2 0.9 1.5 2.1

Millions of dollars
Balance of payments

Current account balance -4 858 671 764 -1 089 -1 358 -974 -909 -1881 -3061
Goods balance -2 450 1775 2633 579 239 555 1346 1595 322
Exports, f.0.b. 11 480 12 037 13722 12 848 12 316 13812 17 224 21729 25181
Imports, f.0.b. 13930 10262 11090 12269 12077 13258 15878 20134 24859
Services trade balance -1461 -1204 -1 259 -1412 -1435 -1439 -1 680 -2102 -2 119
Income balance -1697 -1 355 -2 283 -2 610 -2 867 -3398 -4 299 -5 456 -6 007
Net current transfers 750 1455 1673 2354 2706 3309 3724 4082 4743
Capital and financial balance ¢ 3460 -983 106 2308 1496 790 3450 3610 3083
Net foreign direct investment 2033 1392 2 069 2509 1283 820 2941 5578 5365
Financial capital © 1427 -2 375 -1 963 -201 213 -30 508 -1 968 -2281
Overall balance -1 398 -312 870 1218 138 -184 2541 1729 23
Variation in reserve assets 1398 312 -870 -1218 -138 184 -2 541 -1729 -23

Other external-sector indicators
Real effective exchange rate

(index: 2000=100) ¢ 83.2 91.6 100.0 104.0 105.5 119.2 108.4 96.0 98.1
Terms of trade for goods

(index: 2000=100) 81.2 87.2 100.0 94.2 92.5 95.2 102.3 111.0 115.2
Net resource transfer (millions of dollars) 1763 -2 338 -2 177 -302 -1371 -2 608 -850 -1 846 -2923
Total gross external debt (millions of dollars) 36 682 36 733 36 130 39 097 37325 38 008 39442 38456 40039
Net profits and interest

(percentage of exports) -12.6 -9.7 -14.5 -17.4 -20.2 -21.6 -22.1 -22.4 -21.0

Average annual rates
Employment

Labour force participation rate ' 62.2 63.1 63.5 64.2 64.2 64.5 62.9 62.7 61.1

Open unemployment rate i k ) 15.3 19.4 17.3 18.2 17.6 16.7 15.4 13.9 13.0
Visible underemployment rate ! 14.2 16.3 16.8 15.3 15.2 13.8 11.9

Annual percentages

Prices

Variation in consumer prices

(December-December) 16.7 9.2 8.8 7.6 7.0 6.5 55 4.9 4.5
Variation in producer prices

(December-December) 13.5 12.7 11.0 6.9 9.3 5.7 4.6 2.1 5.5
Variation in nominal exchange rate

(December-December) 19.7 20.8 19.4 1.9 25.9 -3.0 -15.3 -2.9 -2.0
Variation in average real wage 0.2 4.4 3.9 -0.3 3.6 -0.2 1.3 12 3.2
Nominal deposit rate ' 32.6 21.3 121 12.4 8.9 7.8 7.8 7.0 6.2

Nominal lending rate ™ 44.5 29.4 18.8 20.7 16.3 15.2 15.1 14.6 12.9
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Table 1 (concluded)

1998 1999 2000 2001 2002 2003 2004 2005 20062

Percentages of GDP
Non-financial public sector "

Total income 30.5 33.9 33.7 35.1 34.7 35.4 37.0 35.2 35.9
Current income 28.3 32.9 33.2 35.1 34.7 35.4 37.0 35.2 35.9
Tax income 18.0 16.2 16.0 17.4 17.4 17.7 18.5 19.6 20.7
Capital income 2.2 0.9 0.4 0.0 0.0 0.0 0.0 0.0 0.0

Total expenditure 34.2 38.0 37.6 39.2 38.2 38.0 38.0 35.5 36.9
Current expenditure 24.8 29.6 294 30.6 30.0 30.0 30.4 29.8 30.3

Interest 4.6 3.7 4.3 4.8 4.5 4.7 4.4 4.0 4.6
Capital expenditure 9.4 8.3 8.2 8.5 8.1 8.0 7.6 5.7 6.6
Primary balance 0.9 -0.3 0.4 0.7 1.0 2.1 35 3.6 3.6
Overall balance -3.7 -4.1 -4.0 -4.1 -3.5 -2.6 -0.9 -0.3 -1.0
Non-financial public sector debt 29.3 38.8 44.3 48.5 56.7 53.9 49.2 45.8 43.1
Domestic 11.9 17.1 20.4 21.6 26.2 25.1 26.0 27.1 25.0
External 17.0 21.7 235 27.1 30.5 28.9 23.4 18.7 18.0
Money and credit °©

Domestic credit P 36.4 33.5 32.1 325 32.1 325 33.1
To the public sector 7.5 8.7 9.2 10.3 10.6 10.7 8.9
To the private sector 35.4 33.8 26.7 24.2 23.0 22.2 21.6 21.8 24.2

Liquidity (M3) 38.6 38.0 34.0 33.8 33.9 335 34.1 35.9

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

2 Preliminary figures. b Based on figures in local currency at constant 1994 prices. ¢ Based on figures in local currency expressed in dollars
at current prices. 94 Includes errors and omissions. ¢ Refers to the capital and financial balance (including errors and omissions), minus net
foreign direct investment. f A minus sign (-) denotes an increase in reserves. 9 Annual average, weighted by the value of goods exports and
imports. " Refers to net income balance as a percentage of exports of goods and services as shown on the balance of payments. " Economically
active population as a percentage of the working-age population, thirteen cities; up to 1999, seven cities. I Percentage of the economically active
population, thirteen cities; up to 1999, seven cities. K Includes hidden unemployment. ! 90-day fixed-term certificates of deposit for banks and
corporations. M Actual total system-wide rate. " Total expenditures and balances include net lending. ° The monetary figures are annual
averages. P Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking institutions.

a significant 21.3% in real terms; in particular, imports in either direction, for the third consecutive year. At the
of consumer and capital goods were up by 32.5% andend of the year, the cumulative rise in the consumer price
21.7% respectively. The fastest-growing sectors in 2006 index was 4.5%, below the 4.9% registered in 2005. Price
were construction (14.4%), manufacturing (10.8%) and inflation slacked significantly during the first semester,
trade (10.7%), while the most sluggish were mining and but upward pressures developed in the second, especially
financial institutions. The agricultural sector bounced for the prices of foodstuffs and regulated goods. The oll
back from a poor performance in the first semester to price rise triggered increases in other prices in Colombia
post an overall annual growth rate of 3.1%. and worldwide.

The outlook for 2007 is good, although growth is The public and private sectors both acknowledge that
expected to be down on 2006, owing to a possible economidt will be extremely difficult to meet the 2007 inflation
slowdown in the United States, the country’s principal target of 4% with half-percentage-point margin on each
trading partner, and to a moderate reduction in oil and side because of the uptrend in the prices of foodstuffs
coal prices. Inflationary pressures early in the year could and regulated goods that was already apparent in the
pose a threat if they undermine stakeholder confidencefirst semester.
and macroeconomic stability. Consumer spending and The unemployment rate began to rise slightly in August
investment are expected to retain the momentum they2006, which triggered some controversy in Colombia. In
gathered in the latter quarters of 2006. The Colombian late 2006, the nationwide average unemployment rate was
authorities expect growth of close to 5.0%, while ECLAC 12.0%, compared with 11.8% a year earlier, whereas the

forecasts a figure of around 5.8%. urban rate (13 metropolitan areas) was 13.0%, compared
with 13.9% in 2005. The employment rate dropped from
(b) Prices, wages and employment 52.9% in 2005 to 51.3% in 2006.

During the first semester of 2007 unemployment fell
In 2006 central bank met its inflation target, which slightly. The government has devised mechanisms to curb
that year was 4.5% with half a percentage point tolerancedismissals and this could add to the upward pressure on
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Table 2
COLOMBIA: MAIN QUARTERLY INDICATORS
2005 2006 @ 2007 2
| 1l 1l v | 11 1l \Y | 1l

Gross domestic product (variation from same

quarter of preceding year) P 4.8 6.9 5.9 1.6 5.4 6.4 7.6 7.8 8.2
Goods exports, f.0.b. (millions of dollars) 4632 5562 5442 5554 5454 6 083 6 349 6 504 6116
Goods imports, c.i.f. (millions of dollars) 4 560 5 406 5580 5658 5653 6 376 6 849 7284 7 390

International reserve assets (millions of dollars) ¢ 12784 13731 14941 14957 15157 14465 15017 15440 18997 19999
Real effective exchange rate (index: 2000=100) ¢ 98.4 96.5 95.2 93.9 93.0 101.0 100.5 95.4 91.1 83.2

Unemployment rate 15.8 14.1 13.8 12.1 14.1 12.8 12.8 12.3 13.3 11.6
Consumer prices

(12-month percentage variation) 5.0 4.8 5.0 4.9 4.1 3.9 4.6 4.5 5.8 6.0
Average nominal exchange rate

(pesos per dollar) 2 354 2340 2307 2284 2 264 2439 2429 2302 2220 2023
Average real wage (variation from same

quarter of preceding year) 0.5 12 0.0 13 2.8 2.8 4.0 3.2 0.6
Nominal interest rates (annualized percentages)

Deposit rate © 7.5 7.2 7.0 6.4 6.1 6.0 6.3 6.5 7.0 7.5

Lending rate f 15.1 14.8 14.8 13.6 13.5 12.5 12.8 12.9 13.4 146 9

Interbank rate " 6.6 6.5 6.4 5.6 5.9 6.2 6.6 7.2 7.8 8.5
Sovereign bond spread (basis points) | 395.9 332.0 236.2 238.3 173.9 239.0 200.0 161.0 157.0 119.0
Stock price index (national index to

end of period, 31 December 2000 = 100) 581 694 864 1187 1385 956 1155 1393 1334 1328
Domestic credit (variation from same

quarter of preceding year) 11.2 9.7 11.7 13.9 11.9 17.8 13.8 9.4 16.3

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

2 Preliminary figures. b Based on figures in local currency at constant 1994 prices. ¢ Including gold. d Quarterly average, weighted by the value
of goods exports and imports. ¢ 90-day fixed-term certificates of deposit for banks and corporations. f Actual total system-wide rate. 9 Data
to May. " Repo rate. i Measured by J.P. Morgan's EMBI+ index. I The figures up to 2000 are based on the Bogota Stock Exchange Index
(IBB). k Refers to net credit extended to the public and private sectors by commercial banks and other financial and banking institutions.

the peso. Nevertheless, unless currency appreciation easeStates slowed. Imports rose by 23.4% compared with
up, it is likely to hurt employment in export companies. the previous year, driven mainly by purchases of
intermediate goods (raw materials for industry) and

(c) Theexternal sector capital goods, which reflected rapid growth in investment
and industrial activity during the year.
In 2006 the current account deficit came in at The income account registered a deterioration

around 2.1% of GDP, up on the previous year’s figure associated with the increased flows of FDI, because
of 1.5%. Exports continued to expand apace (15.1% inthese led to outflows in the form of profits and dividends,
2006), largely owing to high export commodity prices, which were, however, offset by inflows of remittances.
albeit not as strongly as in the two previous years The capital and financial account registered a US$ 2,687-
because of a slight deterioration in the terms of trade million surplus as a result of FDI going mainly to the
and weaker demand from the United States domesticmining and telecommunications sectors.

market. Traditional exports rose by 13.9% in 2006, In early 2007, the strong currency appreciation began
led by oil and petroleum products, ferronickel and to take its toll on exports. Imports continued to increase
coal. Non-traditional exports posted a 16.2% upturn, as a result of buoyant investment. The central bank has
thanks to brisk foreign sales of industrial products. The forecast an average current account deficit of 3% of
main export destinations in 2006 were the Bolivarian GDP up to 2011, although high international reserve
Republic of Venezuela, the United States and Ecuador,levels (in excess of US$ 19 billion) lessen the country’s
although sales of non-traditional products to the United vulnerability on that front.
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Ecuador

1. General trends

Ecuador’s economy grew by 4.1% in 2006, as compared to the 4.9% growth rate recordec
in 2005. Unemployment fell and the employment rate rose on the strength of the buoyant
performances turned in by sectors employing a large workforce, such as services (including
commerce). Annual inflation remained low at 2.9%, while exchange-rate competitiveness
was buoyed by a depreciation of the United States dollar against the currencies of Ecuador

trading partners.

The fiscal situation improved, as the rise in income of the account. Reserves shrank as a result, despite the significant
non-financial public sector (NFPS) exceeded the increaseimprovement in the current account following a rise in
in expenditure, thereby boosting the primary and overall petroleum exports.
surpluses. Higher oil prices resulted in windfall fiscal Following the elections in November 2006, the new
revenues, which brought down the level of the external government took office in January 2007 and announced
and domestic public debt in nominal terms. In addition plans to increase the role of the State in the economy. In
to economic growth, this was also reflected in a notable April 2007, a referendum approved a decision to hold
reduction in the debt-to-GDP ratio. elections for a constituent assembly. Growth of 3.5% is
In 2006, the banking sector’'s acquisition of assets expected for 2007, with a slowdown in the oil industry and
abroad (bonds and deposits) and the change from incomindbuoyant performances in services and in manufacturing
to outgoing net capital flows for portfolio investment geared to domestic demand.
caused a deterioration in the balance-of-payments financial

2. Economic policy

In 2007, the government announced its intention to increasespending would rise, both in terms of budget allocation
the role of the State in the economy. Measures proposedind as a proportion of GDP.

by the authorities include reducing the proportion of tax Following the six-month extension of the preferential
revenues accounted for by VAT and increasing the sharetariffs under the Andean Trade Promotion and Drug
represented by special consumption taxes and taxes oteradication Act (ATPDEA) granted by the United States
profits. In terms of expenditure, more resources would in December 2006, the new government has concentrated
be channelled into investment, and health and educationon ways of maintaining such tariffs in the future. However,
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the government has suspended negotiations for a free  October 2006 saw the enactment of the Act Creating
trade agreement with the United States, unlike its Andeanthe Ecuadorian Investment Fund for the Energy and

Community trading partners Colombia and Peru. Hydrocarbon Sectors (FEISEH), which was then
regulated in March 2007. The Fund contains resources
(a) Fiscal policy from the exploitation of Block 15 and the unified fields

of Edén-Yuturi and Limoncocha and is used to: finance

In 2006, the primary surplus of the non-financial the operating costs of PETROECUADOR in those
public sector (NFPS) widened to 5.5% of GDP (from oilfields; compensate the Treasury (US$ 145 million
2.9% in 2005), while the overall surplus swelled to per year) and the Special Account for Production
3.3% of GDP (0.7% in 2005). Fiscal performance was and Social Recovery, Scientific and Technological
determined by the 23.1% increase in NFPS revenuesDevelopment and Fiscal Stabilization (CEREPS) (with
which exceeded the 11.8% rise in disbursements. Total27% of FEISEH income) for the income lost due to the
NFPS expenditure as a percentage of GDP remainedermination of the contract with Occidental Petroleum;
constant at 24.3%, while revenues rose from 25.1% offinance investment projects in the hydrocarbons and
GDP in 2005 to 27.5% in 2006. The central government hydroelectricity generation sectors; and finance (using
results also posted an improvement, albeit on a smallertUS$ 70 million) the national system of microfinances,
scale: the primary surplus broadened from 1.8% of GDP through the creation of a commerce trust and a guarantee
in 2005 to 2.5% in 2006, and its overall deficit narrowed fund. The remainder is accumulated in the Saving
from 0.5% of GDP in 2005 to 0.2% in 2006. and Contingency FunéiThe government hopes that

The year 2006 saw yet another rise in the State’sthe Investment Fund for the Energy and Hydrocarbon
windfall oil revenues. This was due to higher oil prices Sectors (FEISEH) may help to increase investment in
and income from the Block 15 ailfield, which has been the oil sector (including in the Esmeraldas refinery)
run by the State since May 2006 following the termination and in hydroelectricity generation.
of the contract with Occidental Petroleum. Given the fact The new economic plan includes a projected rise
that domestic sale prices for petroleum derivatives havein public spending. In March 2007 for instance, the
been frozen since 2003, and with current international government declared a state of emergency in the health
prices so high, domestic sales generated no fiscal revenuesystem, which will now make it easier to increase
in 2006. In terms of public spending, outlays for wages expenditure in that sector.
climbed by 8.8% during 2006 to represent 31.8% of total
NFPS expenditure (or 7.7% of GDP). Gross fixed capital (b) Monetary policy
formation in the NFPS increased by just US$ 82 million
(or by 4.5%), which is the equivalent of 0.2% of GDP. By Between 2005 and 2006, lending and deposit interest
way of comparison, NFPS expenditure on wages expandedates both increased, with the latter rising by less than the
by three times more, by 0.6% of GDP. former. The benchmark deposit rate climbed from 4.3%

The country’s public debt shrank in nominal terms. in December 2005 to 4.9% in December 2006, while
In 2006, external debt fell by 5.9% to US$ 10.215 billion the benchmark lending rate went up from 9% to 9.9%.
(25% of GDP), while domestic debt dropped by 11.1%, to This pattern, associated with the hike in international
USS$ 3.277 billion (8% of GDP). Although external debt interest rates, resulted in a wider banking spread. In
repayments were lower than disbursements during theJune 2007, Congress approved the bill for the regulation
first quarter, the former exceeded the latter in the otherof the maximum cost of credit. The law has resulted in,
three quarters of the year. As a result, net repaymentdnter alia, a segmentation of lending, with a different
amounted to US$ 702 million (1.7% of GDP) in 20@& maximum interest rate (including the cost of the relevant
for domestic debt, repayments surpassed disbursementbank commission) for each segment.
by US$ 409 million (the equivalent of 1% of GDP) in In 2006, the banking sector’s assets swelled by
2006. Based on an economic growth rate of 4.1%, the20.3%. An analysis of their composition reveals three
total debt-to-GDP ratio fell from 39.8% of GDP in 2005 main features. First, banks hold a high proportion of
to 33% in 2006. their assets abroad and in liquid form (23.2% in 2006).

1 As a result of variations in the exchange rates of currencies in which the country’s external debt is held, this debt swelled by US$ 67 milliol
2 This fund was created by the act reforming the Fiscal Transparency, Stabilization and Responsibility Law.
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These assets tend to be held as bonds (including Unitedc) Other policies

States Treasury Bonds), currency and deposits, probably

as a backup in case of negative events. Second, banking In 2006, the average total effective real exchange rate
institutions have continued to decrease the proportionwas slightly higher (1.1%) than in 2005 (i.e., a depreciation),
of assets held in Ecuadorian government bonds: fromsimilar to the level of 1994 and 2.2% higher than in 1998
an average of 4.7% in 2003 to 1.6% in 2006. Third, (the year preceding the most recent crisis). This was mainly a
2006 saw a consolidation of the upward trend in loans reflection of the United States dollar's depreciation in relation
to non-company resident sectors, especially consumerto the currencies of some of Ecuador’s other trading partners
loans. Such loans increased steadily from 19.6% of such as Brazil, the Russian Federation and Chile, as well as
total assets in January 2005 to 24.4% in Decemberlower inflation in the currencies of other partners such as the
2006. This constitutes a nominal increase of 76.1%, Bolivarian Republic of Venezuela. This was in spite of the
compared with a 41.8% rise in total assets. All three appreciation of the dollar against the Japanese yen. Ecuador
trends (high preference for liquidity abroad, limited recorded real bilateral depreciations in relation to the currencies
interest in government bonds and an increasing proportionof Brazil (12.7%), the Russian Federation (10.9%) and the
of non-company resident loans in the credit portfolio) Bolivarian Republic of Venezuela (7.2%), and an 8.1% real
continued into the first quarter of 2007. appreciation in relation to the currency of Japan.

3. The main variables

(a) Economic activity of 291 barrels in June 2006 to 253.2 barrels in March
2007. The cause of this steady decline is twofold. First,
The country’s GDP grew by 4.1% in 2006, which was management problems have hampered investment that
lower than the 4.7% recorded in 2005. This performancewould have averted the natural decline in production as
was mainly attributable to the decline in investment during the oilfields’ reserves get used up. By way of example, in
the second half of the year. The main contributors to June 2007 PETROECUADOR held US$ 152 million in
economic growth were the services and manufacturingnon-performing loans. Second, there have been various
sectors, while oil extraction expanded by only 0.8%. On incidents involving local people (including strikes, oilfield
the demand side, household consumption rose by 6.8%sit-ins, sabotage of facilities and stolen materials) in the
while gross fixed capital formation and exports increased extraction areas, with the problems also affecting several
by a mere 2.9%. The small rise in exports was in contrastprivate companies.
with the 7.4% growth observed in 2005.
Projected growth for 2007 is 3.5%. Services and (b) Prices, wages and employment
manufacturing for the domestic market are expected to
remain buoyant. In contrast, the production of the State- Inflation was 2.9% between December 2005 and
owned PETROECUADOR is likely to continue falling, December 2006, which i