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INTRODUCTION: ShIFTING GEARS

The mirage of the Great Moderation is over and, after years of being on 
autopilot, Latin America’s economic policymaking is slowly but steadily 
adjusting to the brave new world. On the fiscal front, the region’s deserv-
edly praised ability to conduct countercyclical policy during the crisis 
is now facing the well–known fact that tightening during an upturn is 
harder than loosening during a crisis. 

The consensus appears to have moved toward fiscal activism and a larger 
role for the state, a pendulum swing from the minimalist view of the state 
somewhat discredited by the 2008-10 global financial and economic crisis. 
This bias, together with lingering economic fears–exacerbated by the Japa-
nese earthquake catastrophe, Middle Eastern unrest, and the unresolved 
debt crisis in some European countries–is offering grounds for postponing 
fiscal adjustment, and will likely have a broader influence on policies in the 
next few quarters–and, possibly, the years ahead. 

This is a common thread that emerges time and again in the country analy-
ses included in this report. For a variety of reasons, governments are pro-
ceeding with hesitation on the fiscal front, a strategy that can backfire in the 
form of greater inflationary pressures and stronger currencies, ultimately 
undermining the prospects for the so-called Latin American decade. 

On the monetary side, one of the lessons from the Global Recession is 
that low inflation is a necessary condition for macroeconomic stability, 
but clearly not a sufficient one. Thus, the simplistic beauty of inflation 
targeting is being replaced by a combination of targets and ad hoc instru-
ments. Financial stability, or bubble prevention, is the most recent addi-
tion to new set of targets (a still ambiguously defined “inflation targeting 
2.0”). In terms of the toolkit, prudential macroeconomic rules have gained 
status as an instrument to deliver financial stability. 

In all fairness, this is not news to Latin America, where distrust of mar-
kets’ disciplining role is not a recent fad. Policymakers in the region have 
been aware of the devastating effects of financial crises, if only because 
some countries had only returned to normalcy a few years before the 
global crisis began in 2008. Indeed, as we note below, the “macropruden-

Governments are proceeding with 
hesitation on the fiscal front
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tial” approach was built precisely from the lessons of the emerging mar-
ket crises on the late 1990s. 

But even if macroprudential regulation has long been part of the Latin 
American toolkit, the global crisis highlighted the relatively overlooked 
angle of the prudential implications of standard macroeconomic policy 
(or, paraphrasing, the prudential macroeconomic view). It put the focus 
on the link between interest rates, both at home and abroad, and asset in-
flation, and between the latter and the real business cycle–and, ultimately, 
headline inflation. In this sense, it reaffirmed the view that monetary and 
prudential policies cannot be conducted in isolation.

Policymaking is made even more complex in the presence of a never-
oblivious exchange rate-smoothing objective. While inflation targeters 
initially addressed the issue with their characteristic benign neglect–and 
some, like Mexico, have adamantly resisted it–sterilized interventions 
have gradually become the rule. The twin shocks to the terms of trade and 
capital inflows have produced an avalanche of foreign exchange, pushing 
domestic currencies up. Sterilized foreign exchange interventions have 
become a permanent guest of the macroeconomic policy framework, al-
though never quite a full member. In addition, recent years have seen a 
comeback of reserve requirements, not only selectively as a tax on inflows 
but also uniformly as a monetary policy tool to raise lending interest rates 
without enhancing the appeal of carry trades. 

In chapter 2 of this report, we discuss the empirical motivation and offer 
an economic taxonomy of exchange rate–smoothing policy and its links 
with the traditional central bank handbook. Our central message is that 
while intervention and controls have often been framed in a negative 
light, they are increasingly seen as a useful complement to countercycli-
cal macroeconomic policy toolkit in a financially globalized environment. 
Practitioners are likely to succeed in adding these chapters to the stan-
dard macroeconomic policy textbook. 

Economic policies are at a crossroads in Latin America. The consistency 
of the policy package mix was not an issue when the output gap was 
large and there were no inflationary pressures. Lowering interest rates, 
stimulating the expansion of credit and accumulating foreign reserves 
were all desirable complementary objectives. But that is a thing of the 
past. Today, overheating and inflationary pressures are rising, and many 
financial regulators wonder whether domestic credit is already growing 
excessively. An area of special concern in countries such as Brazil is the 
role of large government-owned banks, in particular the unwinding of 
their earlier boost to credit. Interestingly, one of the main differences be-

Macroprudential regulation is not 
new to Latin America

There is a greater risk of policy
inconsistency today
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tween developed and emerging economies is that in the latter, the credit 
channel never ceased to work–perhaps too well.

These tensions cannot be resolved by monetary policy alone. Part of the 
overheating and the threats to financial stability is the result of excessive 
fiscal expansion. Bringing macroeconomic stability back by relying ex-
clusively on monetary policy will be too costly. The necessary increase in 
interest rates will only create more upward pressures on exchange rates, 
fostering a never-ending destabilizing spiral. If only for this reason, fiscal 
unwinding is indispensable for economies to return to normalcy. 

Macroeconomic stability cannot rely
exclusively on monetary policy
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ChAPTER 1

LOOkING BACk: SIx MONThS IN FIvE SNAPShOTS

The global outlook promises modest and volatile growth, with China de-
celerating below 9 percent, and a sustained but unimpressive recovery in 
advanced economies, threatened by recent hikes and uncertain prospects 
around oil prices. In the U.S. alone, it is estimated that the economy decel-
erates by 25 basis points for each $10 increase in oil prices. With current 
and projected increases, U.S. growth can be pushed back the 3 percent 
range in 2011. With the exception of a few oil exporters, higher oil prices 
should have a largely negative but, at this level, a limited impact on Latin 
America and the Caribbean (LAC); with global tailwinds or headwinds 
offsetting each other, near–term economic performance in the region will 
be determined by local factors, most notably, the monetary and exchange 
rate policy response to inflation and appreciation pressures. 

The so–called Darien Gap continues to divide the region broadly into two 
sides. While our revised LAC-7 group (i.e., the conventional LAC-7–Ar-
gentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela–plus Uru-
guay and minus Venezuela) is forecast to grow at about 5 percent in real 
terms in 2011, average growth in other LAC countries (mainly in Central 
America and the Caribbean) is expected to be at below 2 percent, wid-
ening the intraregional growth differential (see figure 1.1). LAC-7 (plus 
Uruguay) countries’ terms of trade look quite supportive in the near term, 
despite the fact of China’s deceleration and relatively stable commodity 
prices (see figure 1.2). 

The greatest difference between LAC-7 countries and other LAC countries 
is the balance of payments. For the past decade, LAC-7 had current–ac-
count surpluses. However, for 2011 and beyond, it is projected to shift to 
a small deficit. For 2011, the deficit is estimated to be 0.3 percent of GDP, 
but it will continue with an increasing trend and reach almost 2 percent of 
GDP by 2015. In contrast, the other LAC countries had large current ac-
count deficits throughout the last decade. This will continue to be the case 
for the foreseeable future, although they are likely to experience a slight 
reduction in their level after 2012. The greatest difference between the two 
groups is their trade balance, which has always been positive for the LAC-
7 group but largely negative for other LAC countries (see figure 1.3).

On terms of capital accounts, strong foreign direct investment has been 
the most salient characteristic of LAC-7 since the early 2000s. The mag-
nitude of these flows has resulted in large accumulations in international 

Growth in the U.S. loses 25 b.p.
for each $10 increase in oil prices 

The Darien Gap is dividing the 
region as never before
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reserves even during periods of negative portfolio flows. As portfolio 
flows return to the region, reserve accumulation is likely to increase even 
further. 

Stock prices at the end of 2010 reflected a gradual rotation from emerg-
ing to core markets, on positive economic surprises from the developed 
world (most notably, the U.S. and Central Europe), and inflation and 
monetary tightening fears in the emerging world. The social upheaval in 

Note: Average forecast from the IMF and Consensus forecast (except for “other LAC,” 
for which forecasts are from the IMF’s World Economic Outlook); Other LAC countries: 
Antigua and Barbuda, Bolivia, Costa Rica, Dominican Republic, Ecuador, El Salvador, 
Guatemala, Guyana, Haiti, Honduras, Jamaica, Nicaragua, Panama, Paraguay, St. Kitts 
& Nevis, St. Lucia, St. Vincent & Grenadines, Trinidad and Tobago.

Figure 1.1. Growth and Growth Prospects: The Global Economy and 
LAC, 2000-2012
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the Middle East and a devastating earthquake in Japan have generated a 
broader risk, so flight to quality remains dominant at the time of this writ-
ing (see the top graph in figure 1.4). 

Sovereign bond spreads failed to emulate the compression in U.S. High 
Yield (and widened in Venezuela and Argentina), reflecting the percep-
tion that the 2010 rally was overstretched and the U.S. Treasury rates 

Note: Commodity prices indexed to July, 2008 = 100, and deflated by the U.S. PPI; PPI 
were assumed to maintain constant at January 2011 levels in forecast construction. Oth-
er LAC: Costa Rica, Dominican Republic, Ecuador and El Salvador.
Sources: Authors’ calculations based on World Bank Global Economic Monitor; IMF In-
ternational Financial Statistics, Bloomberg, and Economist Intelligence Unit.

Figure 1.2. Commodities’ Prices and Terms of Trade, 2000-2010 and 
2011-13 Forecasts
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Note: Other LAC: Costa Rica, Dominican Republic, Ecuador and El Salvador. 
Source: Authors’ compilation using data from Economist Intelligence Unit, IMF’s Inter-
national Financial Statistics, and Haver Analytics. 

Figure 1.3. Balance of Payments, LAC-7 and Other LAC, 2000-2010 
and 2011-15 Forecasts

Current Account, 2000-10, and Forecast, 2011-15
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started to rise but, while under stress, they did not sell off with the recent 
peak in risk aversion (see the middle graph in figure 1.4). 

LAC-7 currencies appreciated somewhat with the weakening of the U.S. 
dollar, but retrenched and are currently slightly higher than late 2010 lev-
els on intervention, controls and the recent flight to reserve currencies (as 
was expected in the last Brookings Latin America Economic Report– Sep-
tember, 2010). Overall, we foresee side moves with no clear appreciation 
trend in the near term (see the bottom graph in figure 1.4).

As shown in figure 1.5, inflation and inflation expectations are rising in 
the LAC region, on rapidly closing output gaps, and imported food infla-
tion and, more recently, energy prices. Central banks have begun their 
tightening cycle and, with the exception of Mexico, average 2011 mon-
etary policy rates in inflation targeting countries are expected to increase–
although fears of the global impact of the oil plus Japanese crises may 
slow down the tightening cycle. Peru, Uruguay and Brazil have moved to 
tighten their fiscal stance, while primary balances in fast–growing Argen-
tina, Colombia and Chile continue to weaken. Although, in Colombia and 
Chile, the fiscal stance is a response to recent natural disasters (an earth-
quake in Chile; heavy rains in Colombia), in Argentina the procyclical 
nature points to the political cycle (the upcoming presidential elections). 
Venezuela’s cyclically adjusted deficits have shown a pattern that preced-
ed the global financial and economic crisis and shows no signs of abating.

Countries are slowly moving 
in the fiscal front
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Figure 1.4. Financial Markets: Equities, Bonds and Currencies

Source: Authors’ compilation based on Haver Analytics; World Bank’s Global Economic 
Monitor.
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Figure 1.5. Policy: Inflation, Interest Rates and Cyclical Fiscal Balance
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ChAPTER 2

LOOkING FORwARD: ThE ISSUES

PRUDENTIAL MACRO POLICIES: ThE AGE OF ExPERIMENTATION

As noted in a recent survey by the Bank for International Settlements, 
“’Macroprudential’ has become a true buzzword in the wake of the recent 
financial crisis” (Clemens 2010). However, as often with topical buzz-
words, the term has been given several and often unrelated meanings.

The term “macroprudential measures” was coined circa 1979 to refer 
to initiatives that were taken to deal with such issues as credit booms, 
mounting sovereign risk and sudden capital flow reversals that escaped 
the typical approach to bank regulation through individual banks’ pru-
dential indicators. At the time, these initiatives included restrictions on 
banks’ foreign exchange positions, country exposures and maturity mis-
matches. The next big appearance of the term was also triggered by the 
Asian crises in the late 1990s, leading to the development of “macropru-
dential indicators.” As defined at the time by Andrew Crocket (2000), “the 
macroprudential objective can be defined as limiting the likelihood of the 
failure... of significant portions of the financial system... limiting ‘systemic 
risk,’ as opposed to the traditional microprudential objective to limit the 
likelihood of failure of individual institutions, or ‘idiosyncratic risk.’”1

Recently, however, the term has been used more broadly to denote policies 
designed to address macroeconomic sources of risks: procyclical capital 
flows, excessive currency volatility and asset inflation –as well as mac-
roeconomic tools aimed at deterring those flows, such as exchange rate 
intervention and capital controls– are often bunched together under the 
macroprudential umbrella. The contents of this new compound are broad, 
varied and extremely topical. They go from the domestic effect of global 
business and interest rate cycles (e.g., the incidence of Chinese growth or 
the U.S. quantitative easing) to large swings in risk appetite (e.g., debt 
crises in Europe or political upheaval in North Africa). In between, they 
delve into exchange rate misalignments, asset and consumer price infla-
tion, and the undesired macroeconomic consequences of credit booms. 

1  “To bring out the contrast, think of the financial system as a portfolio of securi-
ties, i.e., the individual institutions. The macroprudential perspective would focus 
on the overall performance of the portfolio; the microprudential vision would give 
equal and separate weight to the performance of each of its constituent securities” 
(Crocket 2000).

Macroprudential is the 
new buzzword...

... but it is also a big umbrella
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Thus, if anything, the broad macroprudential agenda revisits old debates 
from a “fresh-from-the global-crisis” perspective. Indeed, prudential mac-
roeconomic policies (a more accurate but still imperfect label for monetary, 
exchange rate and fiscal policies aimed at mitigating the effects of tempo-
rary financial shocks) could be seen as a global component of the standard 
countercyclical macroeconomic toolkit.

Why Bother? Smoothing Out Imported Exchange Rate Vola-
tility

The overvaluation of exchange rates –for example, due to current account 
inflows from a boom in commodity prices, or capital inflows fueled by ex-
cessive global liquidity, as in the periods before and after the global crisis– 
has been for long one of the most immediate macroeconomic concerns of 
financially integrated developing economies. The perils of overvaluation 
can be argued in at least two alternative ways: (1) as increasing the risks 
of a sudden exchange rate correction, with the concomitant deleterious 
effect on inflation and financial stability; and (2) as taxing unnecessarily 
–and, to some extent, irreversibly– economic activity and employment in 
the tradable sector, due to the associated loss of competitiveness. In both 
cases, the underlying concern comes from the risk of a reversal of these in-
flows and a related exchange rate correction down the line. Thus, it is not 
a particular exchange rate level (as in the case of the mercantilist view), 
but rather the excess volatility due to these transient underlying factors 
that is at the aim of exchange rate-smoothing policies.2 

Naturally, the final verdict cannot ignore a reference to an equilibrium real 
exchange rate (ERER). Has the currency exceeded the equilibrium level (or 
is it in the process of doing so)? A static approach to defining and measur-
ing an ERER based on the country’s fundamental variables is an exercise so 
elusive that it often favors an agnostic position: An equilibrium exchange 
rate is whatever the exchange rate is in the absence of intervention.3 

More interesting, from a policy standpoint, is a dynamic approach that fo-
cuses on the probability of unexpected swings in the currency, regardless 

2  This crucial distinction separates the discussion below from the debate on exchange 
rate undervaluation as a development tool (see Levy-Yeyati and Sturzenegger 2007, 
and the references therein). 

3  Note that equally misleading would be the claim that any deviation from long-run 
averages constitutes a misalignment, because many changes in fundamental are 
highly persistent if not permanent. Perhaps the key challenge in exchange rate pol-
icy is telling structural from cyclical elements behind real exchange rate pressures.

Overvaluation is a shared 
concern in LAC-7
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of whether it is in equilibrium at current levels. For example, if the ERER 
is assumed to be partially determined by external factors such as global 
demand, terms of trade, or global liquidity and risk aversion governing 
capital flows, the concern may lie not in the probability that the ER be 
away from its equilibrium today, but rather that any of those drivers, most 
of them cyclical, move in a way that changes the ERER tomorrow, leaving 
the current exchange rate misaligned. 

An IMF survey on exchange rate modeling highlights six fundamentals 
as the key influences over the ERER: (1) productivity differentials (posi-
tive –more appreciated– effect, in line with the Balassa-Samuelson effect); 
(2) trade restrictions that may lead to higher domestic prices (positive); (3) 
price controls (negative, to the extent that they artificially depress nontrad-
ables such as services and transportation); (4) government consumption 
(positive, to the extent that it favors the demand for nontradables); (5) com-
modity terms of trade (positive); and (6) net foreign assets (NFA; positive).4

The first four factors are largely local and can be expected to remain stable 
or move slowly over time. By contrast, the last two are globally deter-
mined and highly volatile. They are also at the center of the prudential 
macroeconomic debate. How can we be sure that the current exchange 
rate reflects current and expected values of these fundamentals, when the 
NFA and commodities have displayed such an unpredictable behavior in 
the past? And just how unpredictable are these global influences after all? 

The first thing to note in this regard is that capital flows in emerging econ-
omies move in sync across countries and, to the extent that they play a 
role in the determination of exchange rates, generate common exchange 
rate trends (figure 2.1).5 In turn, these common trends can be related to a 
few well-known, globally determined speculative drivers such as risk ap-
petite, or the value of U.S. dollar (figure 2.2).

Moreover, in addition to these globally determined portfolio flows, the 
NFA position, typically defined as a ratio to GDP, may reflect valuation 
changes due to moves in relative prices that are, unsurprisingly, also in-
fluenced by the same global variables. For example, it is easy to show that 
big swings in risk appetite, to the extent that they result in asset market 

4  See IMF (2006). Note that the NFA is an appropriate measure of the “transfer prob-
lem” only to the extent that rates of return on external assets and liabilities are 
comparable (Lane and Milesi-Ferretti 2002).

5  The sample of emerging economies is the one used in the Brookings Graduation 
Scorecard included in this report; see chapter 4.

The ERER depends on external
and volatile forces
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rallies and selloff, can inflate the NFA positions of emerging economies 
(Levy-Yeyati and Williams 2011).6 

6 Changes in NFA can be decomposed into net flows and capital gains, namely, the 
change in the value of net holdings due to valuation changes. In this context, for 
example, an equity rally that increases the value of both equity assets and liabilities 
relative to GDP, would inflate the absolute value of NFA, whatever its sign.

Figure 2.1. The Growing Synchronicity of Portfolio Inflows and Ex-
change Rates

Note: The top graph shows the first principal components (PC1) of quarterly portfo-
lio inflows and exchange rate changes, over the emerging market sample. The bottom 
graph shows the period average R2 from country-by-country regressions of portfolio 
inflows (on the left) and foreign exchange rate changes (on the right) against the cor-
responding principal component (PC1). 
Source: IMF data.
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Figure 2.2. Global Drivers: Inflows to Emerging Markets Respond 
to Risk Appetite; Exchange Rates React to Risk and the U.S. Dollar

ER & USD index
ER & S&P 500

y = 0.025x + 0.004
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Note: The top graph shows the link between the first principal components (PC1) of 
quarterly portfolio inflows with S&P 500 returns. The bottom graph shows the link 
between the PC1 for exchange rates changes, on the one hand, and S&P 500 returns and 
the US broad dollar index, on the other. 
Sources: U.S. Treasury, IMF, and World Bank data.
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on dollarized debt liabilities. Inverting the causality to interpret this as 
evidence that better fundamentals are validating the stronger currency 
would be a circular (and misleading) argument for complacency.

The same short–run global influences can be identified in the behavior of 
the other global driver of ERER: commodity terms of trade. Once we take 
into account that commodities respond to global drivers differently –and 
therefore cannot be summarized by a broad commodity index– it is easy 
to illustrate the presence of common patterns in items relevant for the 

Figure 2.3. Valuation Changes: Appreciation and Net Foreign Assets 
in Peru and Chile

Note: To isolate the valuation component of the NFA change, the latter is taken net of the 
current account (CA) balance. A positive change in REER denotes appreciation. NFA 
data are from Lane and Milesi-Ferretti (2007).
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region such as grains, copper and oil. Changes in the price of grains (e.g., 
soybeans, corn and wheat) tend to correlate very closely, and common 
factors can be identified even in less obviously related commodities such 
as oil and copper (figure 2.4).

In turn, as before, these common threads can be related to a few global 
drivers: liquidity and risk appetite (possibly a reflection of the growing 
role of speculative investors and positioning in commodities markets); 

Figure 2.4. Commodities: Common Trends in Grains, as well as in 
Oil and Copper

Note: PC1 computed based on price index changes. The graph on the bottom shows the 
group average R2 of a regression of each commodity against its group PC1. 
Source: World Bank data.
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the U.S. dollar (a numeraire effect due to the fact that commodity prices 
are quoted in dollars); and the world economic cycle (including a grow-
ing demand from emerging economies and, in the case of grains, from 
the biodiesel industry). Table 2.1 reports quantitative estimates of these 
influences during the 2000s.7 

Naturally, this does not deny the validity of the traditional bottoms–up 
approach based on microeconomic data on supply and inventories, which 
in some cases remains essential (Frenkel and Rose 2010). But in times of 
global financial distress like the ones we have been living since 2008, mi-
croeconomic considerations are often dwarfed by the common impact of 
global shocks that can reverse trends –and render the current ERER obso-
lete– almost overnight.

Varieties of Dutch Disease

A key concern associated with a temporarily overvalued currency is 
the loss of international competitiveness. In particular, the commodity 
surge that benefited most emerging economies in the 2000s (and appears 
to continue, albeit at a slower pace, in the near future) have started to 
sound the alarm about the possibility of catching a mild case of Dutch 
Disease (DD).8 

1st Principal IP EM IP AM  U.S. Real Rate S&P 500  U.S. Dollar  index  ln(U.S. HY) Observations R2

Component (% change) (% change) (change) (% change) (% change) (% change)

Grains 11.82 * 8.916 *** -0.811 *** -2.406 ** -9.766 ***  - 129 0.5
Copper and oil 18.34 *** -0.655  0.535 ***   -4.110 ** 1.190 ** 129 0.68

Note: Industrial production (IP) indexes are weighted by GDP. Robust standard errors in parentheses. EM = emerging market; AM = advanced 
markets; HY =  BofAM Merrill Lynch High Yield Corporate Effective Yield. ***p < 0.01, **p <0.05, *p < 0.1. 
Sources: IMF, World Bank and Haver Analytics data.

Table 2.1. Demand, Supply and Speculative Factors Behind the Common Commodity Trends, 2000-2010

7  Just to mention a few recent samples of a long and vast literature, let us note that commodities have been shown to be affected by 
lower U.S. real interest rates (Frenkel 2008), global demand both from advanced and, increasingly, the emerging world (Frenkel 
and Rose 2010); (Cevik and Sedik 2010), and global equity returns (Carrera et al. 2010). Specific results are far from systematic, as 
they vary with the commodity and the sample period of choice.

8  With the exception of Mexico, where oil exports have steadily declined in importance, the other LAC-7 members are all important 
commodity producers. By contrast, Central America and the Caribbean, as net commodity importers, stand on the opposite side 
of the prudential macroeconomic dilemma. Needless to say, competitiveness is one angle of the overall concern with excessive 
appreciation. The other one is inflation, either of assets (with the risk of creating a credit boom or a real estate bubble) or, if the 
appreciation is resisted, of goods and services.

The ERER can change 
overnight
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The term “Dutch Disease” (DD), originally coined by The Economist in 1973 
to refer to the decline of the manufacturing sector in the Netherlands after 
the discovery of a large natural gas field in 1959, is used to denote the ef-
fects of large inflows of foreign currency on the international competitive-
ness of the manufacturing sector. The story is well known: An increase 
in revenues from the booming primary sector appreciates the currency, 
resulting in a loss of competitiveness (and, ultimately, a decline in produc-
tion) in the lagging manufacturing sector. Although DD has also been used 
to refer to capital inflows such as foreign aid, foreign direct investment 

Figure 2.5. Dutch Disease and the Gradual “Primarization” Process: 
Net Goods Exports in Commodity Exporters
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(FDI), and even portfolio flows, it is useful to distinguish between a “fi-
nancial” DD driven by capital inflows (at the expense of a generalized loss 
of competitiveness and a current account deficit) from the traditional DD, 
in which a growing trade surplus in the primary sector offsets a growing 
trade deficit in the manufacturing sector, as the real exchange rate adjusts. 

Although available labor market and manufacturing production data may 
not yet capture the DD symptoms, a casual look at net primary and manu-
facturing exports in four likely candidates –the commodity exporters Argen-

Figure 2.5. Dutch Disease and the Gradual “Primarization” Process: 
Net Goods Exports in Commodity Exporters

Chile

Colombia

Note: Exports (imports) are deflated by export (import) price indices. 
Sources: Official national data.
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tina, Brazil, Chile and Colombia– offers some incipient reasons for concern. 
The fact that their total net exports to GDP have declined in constant terms 
may be attributed to the real appreciation, which in turn owes as much to 
improving terms of trade as it does to financial inflows. But whereas the 
volumes of net primary exports have remained stagnant (with the notable 
exception of Colombia, blessed by growing mining and oil export), the vol-
umes of nonprimary net exports have been falling rapidly into deep nega-
tive territory (with a transitory pause during the 2009 GDP contraction). 

To be sure, this pattern is the result of both a dramatic improvement of 
commodity terms of trade and sustained inflows of capital, still domi-
nated by FDI but increasingly biased toward portfolio investments. The 
former, according to the canonical model discussed above, would have 
strengthened the ERER, and accounts for the gradual real appreciation 
despite the official efforts to postpone it. The latter, closer to our “finan-
cial” variety of DD, explains the narrowing of the trade balance and, more 
recently, the incipient current account deficits. 

Brazil deserves a special note in this regard. It has a diversified manufac-
turing export menu that makes up for its negative primary net exports, 
and accounts for the country trade surplus. Therefore, it is hard to argue 
that the country’s competitiveness is at stake due to a traditional case of 
DD triggered by booming soybean prices. On the contrary, the country 
appears to epitomize financial DD, losing competitiveness through FDI 
and, more recently, portfolio flows.

The traditional recipes against DD (slowing the real appreciation rate and 
increasing the productivity of the manufacturing sector) can be evaluated 
in light of the previous distinction. For example, commodity booms call 
for sector–specific interventions, such as the Social and Economic Stabili-
zation (Copper) Fund in Chile, or a mix of taxes and subsidies designed to 
mitigate its impact on the relative competitiveness of the industrial sector. 
By contrast, a case of financial DD that detracts from the competitiveness 
of the country as a whole requires a macroeconomic dam to keep away 
the dollar flood. Given that even in countries with strong commodity– 
intensive trade surpluses like Chile, there seems to be a financial compo-
nent to dollar inflows, the debate has concentrated in the second groups 
of tools, namely, prudential macroeconomic responses, such as sterilized 
exchange rate intervention and capital controls. 

A Taxonomy of Prudential Macro Policies

Ultimately, regardless of whether the exchange rate is thought to be mis-
aligned vis-à-vis current fundamentals (e.g., due to the amplifying effects 

Brazil is an example of
financial DD

Each type of DD requires different
policy tools
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of speculative capital flows) or aligned with volatile fundamentals that 
are likely to change in the near future, the key prudential macroeconomic 
question remains: How can macroeconomic policy smooth out excessive ex-
change rate volatility?

The past six months have witnessed a few experiments on this front. In Tur-
key, a cut in the policy interest rate that reduced the carry on the lira, was 
combined with successive hikes of reserve requirements that kept lending 
rates high, thereby neutralizing the monetary effect of the rate cut. In Israel, 
a policy rate hike was coupled with the imposition of a Tobin tax on for-
ward positions, thus detracting from the appeal of the increase in the carry.

However, despite what seems to be a increasingly populated menu of al-
ternative measures, for the purposes of the prudential macroeconomic de-
bate, exchange rate-smoothing policies can be usefully grouped into two 
categories: intervention in the foreign exchange market (“buying inflows”), 
and sand in the wheels of portfolio inflows (“taxing inflows”). In the first 
case, the public sector (the Central Bank or the Treasury) takes the buy 
side of the dollar market to stabilize the clearing price. In the second one, 
it discourages the sell side, fending off inflows instead of absorbing them.

Intervention, in the hands of the Central Bank, can take the form of ster-
ilized dollar purchases in the spot market, whereby the Central Bank 
“issues” peso paper in exchange for dollars, changing the supply and 
demand in the foreign exchange market (i.e., it meets the speculative de-
mand for peso assets without altering the money supply),9 and interven-
tion in the forward market, which has no immediate monetary effect and 
therefore needs no sterilizing open market operations. But the Central 
Bank does not need to be alone in this effort, because a similar effect could 
be achieved through balance sheet operations by the Treasury, by issuing 
peso debt to cancel or buy back dollar debt, or by investing public external 
surpluses (as in the Chilean Copper Fund) or fiscal surpluses (as in sover-
eign wealth funds) in foreign assets.

On the other corner, sand-in-the-wheels measures include capital controls 
–the already- discussed Chilean-type Tobin tax or the equivalent unremu-
nerated reserve requirements on selected foreign inflows,10 as well as Asian 

9  In practice, the Central Bank seldom issues its own paper; rather, it mops up the 
pesos injected through dollar purchases by reducing its stock of Treasury securities.

10  Naturally, this is a particular case of the differential reserve requirements widely 
used in LAC in the past to discourage dollar intermediation.

Policy menu: intervention and 
“sand in the wheels”
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-type quantitative caps on cross-border flows and foreign ownership. In ad-
dition, within this category we can count microprudential measures, such as 
limits to banks´ foreign exchange positions and restrictions on dollar lending 
to non dollar earners, red tape options like reporting requirements of foreign 
exchange transactions, and the lifting of capital restrictions on outflows (as 
in the relaxation of foreign asset limits to local institutional investors).

Perhaps more controversially, we can also group under the “tax” umbrella 
the use of traditional reserve requirements to widen the wedge between 
the deposit interest rate that determines the currency carry, and the lend-
ing rate that governs the transmission of monetary policy, as recently in 
Turkey (or in Peru up until the September 2008 crisis). Though in prin-
ciple, this combination of lower rates and higher reserve requirements 
could be seen as business-as-usual monetary policy, from the perspective 
of the foreign exchange market, the lower carry is the flipside of a tax, in 
this case on financial intermediaries (banks), that detracts from the specu-
lative returns of the carry trade much in the same way as a Tobin tax.

Table 2.2 summarizes this taxonomy, the logistics and costs involved, and 
the recent policy track record in the emerging world.

The Effectiveness of Exchange Rate Interventions

A normative assessment of the optimal degree of intervention exceeds 
the scope of this report. But a positive question about its effectiveness 
is a good starting point: Can intervention artificially depress the value 
of the currency? There is surprisingly little consensus about the capacity 
of intervention to fend off appreciation pressures; policymakers seem to 
prefer intervention to benign neglect, despite the skepticism often voiced 
in academic and policy circles.

Quantifying this effect is not simple, because it entails not only a good ac-
count of other factors that may be pressing on both the exchange rate and 
the level of reserves but also accurate measures of intervention and currency 
strength. A “conservative” intervention measure that filters out changes in 
money demand, the annual change of the ratio of reserves to broad money 
(M2) can be defined, for country s and year t, as:11

11  Though unlikely, an appreciation can cause reserves to grow if the latter are held for 
precautionary motives (Obstfeld, Shambaugh and Taylor, 2010), and a stronger cur-
rency “deteriorates” the reserve-to-money coverage ratio thanks to valuation chang-
es, inducing dollar purchases. The measure used here controls for that potential bias.
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Interventions,t = R2s, t - R2s,t - 1      

where

R2j =

As for currency strength, given that there seems to be no single measure 
that can at the same time summarize the competitiveness effect and the 
fact that in most cases the policy target is a bilateral nominal exchange 
rate rather than a real effective one, we prefer to use a number of alterna-
tive options.

Does intervention lead to a weaker currency, relative to the non interven-
tion case? Yes, it does–marginally. From the results reported in table 2.3, 
intervention in Peru in 2007 (9 percent, according to the measure defined 
above) had an estimated effect of 2.7 percent on the GDP-adjusted RER 
and 1.1 percent on the REER.

 3-Year Averages

 Bilateral RER REER  Bilateral RER REER
  
 PPP GDP IMF PPP GDP IMF

Intervention 0.122 *** 0.304 *** -0.141 ** 0.277 *** 0.504 * -0.412 **
  (0.035)  (0.108)  (0.071)  (0.076)  (0.275)  (0.168)
Observations  2,271  2,039  1,155  791  746  428
R2 0.803  0.975  0.639  0.827  0.978  0.673

Note: Sample period: 1974–2007. PPP = purchasing power parity-adjusted RER are from the 
Penn Tables. GDP: RER adjusted by the GDP deflators. REER: real effective exchange rate 
from IMF. Panel regressions, including the following additional controls: terms of trade, 
trade-weighted GDP of trading partners, the financial account over GDP ratio, and year 
dummies. All variables in logs. Robust standard errors in parentheses. * significant at 10%; ** 
significant at 5%; *** significant at 1%. 
Source: These regressions update work first reported by Levy-Yeyati and Sturzenegger (2007). 

Table 2.3. Does Intervention Matter for Exchange Rates?

Intervention does work,
marginally

Foregin Assestj - Foreign Liabilitiesj - Gov.Depositsj

M2j

What about the cost? As we documented in our previous Brookings Lat-
in American Economic Perspectives (BLEP) Report, the conventional view 
that intervention is too costly due to wide sovereign spreads or heavy 
quasi-fiscal losses appears to be overstated–even more so if one consid-
ers the benign effect of reserves on credit ratings and sovereign spreads. 
Moreover, the carrying cost can be further reduced by investing in higher-
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yielding long-run saving instruments as in the case of sovereign wealth 
funds, because prudential macro policies do not require reserves to be 
held in short, low-yielding liquid assets. At any rate, as a careful analysis 
of the realized cost of intervention reveals, they appear to be quite smaller 
than originally thought.12

The Effectiveness of Tax-Based Capital Controls

Of all the sand-in-the-wheels options, the one that best fits the macropru-
dential mandate-and the only one endorsed by mainstream economists 
and the IMF –is the tax-based control on capital inflows of the type intro-
duced in several Latin America countries in the mid- 1990s. This modality 
usually takes the form of an unremunerated reserves requirement (URR) 
on capital inflows, and is virtually identical to a Tobin tax– so much so 
that back in the 1990s, the Chilean and Colombian authorities offered the 
option of an upfront payment tax in lieu of the URR to those investors 
with a stronger preference for liquidity.

The Latin American experience with tax-based controls generated more 
than a few empirical attempts to quantify its effects.13 Perhaps the sim-
pler approach is the one proposed by De Gregorio, Edwards and Valdés 
(2000): the difference between the (90-day) UF-U.S. dollar forward dis-
count and interest rate differential (i.e., the deviation from covered inter-
est rate parity), which during the period of controls oscillated between 2 
and 3 percent, in line with the value of the equivalent Tobin tax during 
the period, calculated by the authors in the paper (figure 2.6).14 In other 
words, the rate differential widened proportionally to the strength of the 
URR, as intended.15 

Another way to gauge the same effect is by comparing prices of identical 
assets trading domestically and abroad, for example, stocks and Ameri-

12  See Cárdenas and Levy-Yeyati (2010) and references therein.

13  See, among others, Cardenas and Barrera (1997), De Gregorio, Ed-
wards and Valdes, (2000), Edwards (1999), and Gallego and Hernán-
dez (2003).

14  The Unidad de Fomento (UF) is indexed to the Chilean CPI.

15  Indeed, the higher domestic interest rates sometimes highlighted by 
control skeptics (Forbes 2003) could be seen as a prima facie proof of 
their effectiveness.
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can Depository Receipts (ADRs).16 Assuming expected return arbitrage 
across markets, the percentage price discount between the (underlying) 
shares in Santiago and the corresponding ADR in New York (the cross-

Figure 2.6. Chile: Forward Discount versus Interest Rate Differen-
tials in Times of Controls

10

8

4

0

-2

-10

(%
)

-6

6

2

-4

-8

O
ct

-9
4

M
ar

-9
5

Ju
l-9

5
D

ec
-9

5
A

pr
-9

6
Se

p-
96

Fe
b-

97
Ju

n-
97

N
ov

-9
7

M
ar

-9
8

A
ug

-9
8

Ja
n-

98
M

ay
-9

9
O

ct
-9

9
Fe

b-
00

Ju
l-0

0
D

ec
-0

0
A

pr
-0

1
Se

p-
01

Ja
n-

02
Ju

n-
02

N
ov

-0
2

M
ar

-0
3

A
ug

-0
3

D
ec

-0
3

M
ay

-0
4

Note: The graph on the top shows the difference between the 90-day UF-U.S. dollar 
forward discount and the interest rate differential (De Gregorio, Edwards and Valdés 
2000). The graph on the bottom shows the percentage difference of the price of the stock 
in the domestic market and the corresponding American Depository Receipts (ADR) on 
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16 ADRs are shares of non-U.S. corporations traded in the U.S. (and denominated in 
dollars), while the underlying shares trade in the domestic market of the issuer. 
ADRs are issued by a so-called depositary bank in the U.S. and represent a specific 
number of underlying shares remaining on deposit in a custodian bank in the is-
suer’s home market. 
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market premium), can be attributed to transaction costs including, most 
notably, the 3 percent Tobin tax, as the international investor demands a 
compensating 3 percent yield premium (a 3 percent price discount) from 
the stock in Santiago. This is precisely what is found in the data during 
the period of controls (the shaded area in the graph on the right in figure 
2.6), where it can be seen how the ADR premium rises and declines re-
flecting the intensity of capital inflows.17

Are controls effective? Yes, because they impose a toll on traffic in and out 
of domestic markets. How effective are they? As with exchange rate in-
tervention, the impact of controls will be small if they are administered in 
small doses. For example, a 2 percent tax will not obtain much more than 
a 3 percent cut in the value of local assets (including the local currency); 
a 10 percent tax will obtain a proportionally (but probably not linearly) 
stronger effect. A 2 percent tax opened to adjustments (as the IOU recently 
introduced in Brazil) should have an effect in between, as it affects the 
expectations and should keep the position of short-term speculative in-
vestors relatively light.18 

What Is a Small Open Economy to Do?

From the discussion above, it follows that, from the perspective of an 
emerging economy, the question at the origin of countercyclical (pruden-
tial) macro policy is not so much whether the exchange rate is currently 
misaligned as whether it is likely to be misaligned in the future, and by 
how much. If ERERs change over time, in line with country fundamen-
tals such as the NFA or terms of trade that reflect short-term influences 
that are both financial (risk appetite, the world interest rate cycle, the U.S. 
dollar), and real (the world business cycle, China), what is a small open 
economy to do to reduce the exposure to those factors?

In theory, one could address this question by decomposing fundamentals 
into a permanent and transitory component and use the permanent compo-
nent to calculate the ERER and detect potential deviations. However, this is 

17  The same measure can be readily applied to assess the effect of quantitative limits 
on capital flows, like those that characterized emerging Asia in the 1990s, or, more 
recently, the ones imposed in the midst of the Argentine crisis in 2002 (Levy-Yeyati, 
Schmukler and Van Horen 2004).

18 An additional finding of the empirical literature on tax-based controls points to 
their benign composition effect (the lengthening of cross-border transactions), 
which, to the extent that it lowers flow volatility, should have positive prudential 
implications. 

Capital controls are effective,
again marginally 
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easier said than done. While it is intuitive to see that the interest rate cycle 
in the U.S. or the euro zone is bound to come to an end in the near future, 
it is much harder to forecast a Chinese deceleration or the evolution of the 
demand from biodiesels, two critical inputs to time the end of the grains 
up cycle. Moreover, the ERER is a multilateral concept; by definition, any 
short-term deviation will depend on other countries’ performance, includ-
ing their own prudential macro response to exchange rate pressures –an 
aspect that insinuates the benefits of the always-elusive macroeconomic 
coordination. Perhaps for this reason, prudential macro policies have 
been–and will likely continue to be–an erratic and exploratory affair. 

Ultimately, an unbiased look at the available evidence on exchange rate-
smoothing policies appears to indicate that they are not as powerful as 
fervent proponents would argue, nor as damaging as opponents would 
claim. But are they efficient? They probably are, if the objective is to miti-
gate the impact of transient global factors on domestic cycles, and to pre-
vent asset inflation and overvaluation that are costly to revert in the down 
cycle. Rather than as a temporary last-resort option, as they are often char-
acterized by mainstream analysts (Ostry et al. 2010), we see these policies, 
together with microprudential and macroprudential regulation on finan-
cial intermediaries, as an essential part of the macroeconomic toolkit to en-
sure that globalized emerging economies are the beneficiaries of financial 
integration and not its victims.

REFERENCES

Cárdenas, Mauricio, and Felipe Barrera., 1997. “On the Effectiveness of Capi-
tal Controls: The Experience of Colombia during the 1990s.” Journal of 
Development Economics 54: 27-57.

Cárdenas, Mauricio., and Eduardo Levy-Yeyati., 2010. Brookings Latin America 
Economic Perspectives Report. Washington: Brookings.

 
Carrera, Jorge., Bastourre, Diego. and Javier Ibarlucia, 2010. “Financialization 

of Commodity Markets:Non-linear Consequences from Heterogeneous 
Agent Behavior”, mimeo, Central Bank of Argentina.

Clemens, Piet. 2010. “The Term ‘Macroprudential’: Origins and Evolution.” 
BIS Quarterly Review, March.

Crockett, Andrew. 2000. “Marrying the Micro- and Macroprudential Dimen-
sions of Financial Stability.” Speech, Bank for International Settlements, 
Basel, September 21. 

De Gregorio, José, and Sebastian Edwards, and Rodrigo O. Valdés. 2000. 
“Controls on Capital Inflows: Do they Work?” Journal of Development 
Economics 63: 59-83.



Latin america initiative at Brookings

apriL 2011 34

Edwards, Sebastian, 1999. “How Effective Are Capital Controls?” Journal of 
Economic Perspectives 13: 65-84.

Forbes, Kristin J, 2007. “One Cost of the Chilean Capital Controls: Increased 
Financial Constraints for Smaller Traded Firms”, Journal of International 
Economics, 71(2):294-323, April. 

Frankel, Jeffrey A., 2008. “The Effect of Monetary Policy on Real Commodity 
Prices,” in: Asset Prices and Monetary Policy, pages 291-333, National 
Bureau of Economic Research, Inc.

____, and Rose, Andrew K., 2010. “Determinants of Agricultural and Mineral 
Commodity Prices.” Working Paper Series 10-038, Harvard University, 
John F. Kennedy School of Government. 

Gallego, Francisco, and Leonardo Hernández, 2003. “Microeconomic Effects 
of Capital Controls: The Chilean Experience during the 1990s.” Interna-
tional Journal of Finance and Economics 8: 225-53.

IMF (International Monetary Fund), 2006. Methodology for CGER Exchange Rate 
Assessments. Washington: International Monetary Fund. www.imf.org/ex-
ternal/np/pp/eng/2006/110806.pdf (March 2011).

Levy-Yeyati, Eduardo, Sergio L. Schmukler and Neeltje Van Horen, 2004. 
“The Price of Inconvertible Deposits: The Stock Market Boom during the 
Argentine Crisis.” Economic Letters 83: 7-14.

____, 2009. “International Financial Integration through the Lens of the Law 
of One Price.” Journal of Financial Intermediation. 

Levy-Yeyati, Eduardo, and Federico Sturzenegger, 2007. Fear of Appreciation. 
World Bank Policy Research Working Paper 4387.

Levy-Yeyati, Eduardo, and Tomas Williams. 2011. Financial Globalization in 
Emerging Economies: Much Ado about Nothing? Business School Working 
Paper 2011-01. Buenos Aires: Universidad Torcuato Di Tella. 

Lane, Philip, and Gian Maria Milesi-Ferretti, 2002. “External Wealth, the Trade 
Balance, and the Real Exchange Rate.” European Economic Review, June.

____, 2007. “The External Wealth of Nations Mark II.” Journal of International 
Economics 73: 223-50.

Obstfeld, Maurice, Jay C. Shambaugh and Alan M. Taylor, 2010. “Financial 
Stability, the Trilemma, and International Reserves,” American Economic 
Journal: Macroeconomics, American Economic Association, vol. 2(2), pag-
es 57-94, April.

Jonathan D. Ostry, Atish R. Ghosh, Karl Habermeier, Marcos Chamon, Mah-
vash S. Qureshi, and Dennis B.S. Reinhard, 2010. “Capital Inflows: The 
Role of Controls” Staff Position Note No. 2010/04.

Tahsin Saadi-Sedik, and Serhan Cevik, 2011. “A Barrel of Oil or a Bottle of 
Wine: How Do Global Growth Dynamics Affect Commodity Prices?,” 
IMF Working Papers 11/1, International Monetary Fund.



Latin america initiative at Brookings

apriL 2011 35

ChAPTER 3

COUNTRy ANALySES

ARGENTINA AFTER NESTOR kIRChNER: ThE ExPORT-LED MODEL 
IN REvERSE

In Latin America, Argentina’s growth is somewhat of a puzzle for main-
stream analysts, because it is a country that contradicts (at least rhetori-
cally) most tenets of the macroeconomic toolkit and yet does not cease to 
surprise on the upside. These surprises are due in part to the very unorth-
odoxy of the country’s decisions, which underlie the negative bias it is as-
signed by both markets and the media. Thus, whereas Brazil is the poster 
child of what The Economist has called–prematurely, in our view–the Latin 
American decade, Argentina (which did not make it to The Economist’s 
Latin American dream team) is depicted as little more than a basket case 
of misguided policies comparable to Venezuela and Ecuador.

Figure 3.1 provides a simple numerical illustration of this bias, by tracking 
the market growth forecasts over time (as collected for the expectations 
survey of the Central Bank of Argentina).1 With the predictable exception 
of 2009, when the country was hit by the global crisis, analysts have been 
revising up expectations as time goes by–pushing the “inevitable” but 
elusive growth deceleration further down the line.

Given this track record, any observer will be best advised to think twice 
before writing off Argentine growth. However, economic history seldom 
repeats itself; as we highlighted in our last Brookings Latin America Eco-
nomic Perspectives (BLEP) report, the gradual erosion of the twin fiscal and 
external surpluses generated in the aftermath of the 2001 crisis, coupled 
with increasingly inertial inflation, makes the current automatic pilot 
nonviable for the medium term. And though nothing is likely to happen 
before October’s presidential election, we believe that this time some-
thing will have to give on the macroeconomic front. In this section, we 
describe the key pressure points that the next administration will likely 
face, and discuss possible alternative paths.

1  The figure shows, at each point in time (horizontal axis), the growth forecasts for 
the current and the following years included in the survey. Forecasters include both 
local analysts and top international investment banks.

Argentina still surprises
on the upside...

...but current automatic pilot
is not sustainable
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The Comeback of the External Front

When discussing Latin America in the 2000s, one needs to be aware of 
the many structural changes that have changed the regional landscape 
for good–among them, dramatic improvement in the countries´ financial 
balance sheets. In this, Argentina is no exception; by most accounts, once 
debt cross holdings within the public sector are netted out, sovereign 
debt-to-GDP ratio by the end of 2011 is in the range of 15 to 20 percent. 

But that does not mean that the external front should play no role for 
the upcoming administration. On the contrary, the current account has 
remained an important cushion for two reasons. First, it has provided 
a flow of foreign exchange that dispels expectations of a dollar run in 
times of financial distress (e.g., during the 2007 farmers’ conflict, the 2008 
nationalization of pension funds and the 2009 global recession). More re-
cently, in 2010 and 2011, it contributed to the financing of the fiscal deficit 
by the Central Bank through the annual transfer of $7.5 billion in reserves. 

A key distinctive aspect of the Argentine model (in contrast to, say, that of 
Brazil) is that dollar inflows came from the current account, and not from 
a capital account that, due to a historical pro-dollar bias that fueled portfo-
lio outflows and a less-than-friendly official rhetoric that fended off port-
folio inflows, systematically printed deficits in the past decade (compare 
the top graph in figure 3.2 with figure 1.3). This is more than just account-
ing; if the current account ceased supplying the needed foreign exchange, 

Figure 3.1. Keeping Up with the Kirchners: Argentina’s GDP Growth, 
2004-9

Source: Author’s calculations using Central Bank of Argentina data.
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it is not obvious that the country could rely on foreign capital to balance 
the external sector without reserve losses or an exchange rate correction.

What is driving the deterioration of the current account? On the one 
hand, the overheated economy is running at full capacity in many sec-
tors, which results in an increase in imports that outweighs the growth in 

Figure 3.2. The Comeback of the External Front in Argentina

Reserves and the Importance of the Current Account

The Real Exchange Rate Side of Inflation
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Source: Author’s calculations based on INDEC data. 
Source: Author’s calculations using data from the Central Bank of Argentina.

export receipts–despite improving commodity prices. On the other hand, 
the growing real exchange rate appreciation (see the bottom graph in fi-
gure 3.2) reflects not only demand factors (pressures associated with the 
overheating) and supply factors (the pass-through of international food 
and energy prices) but also, and perhaps more importantly, the surge in 
inertial, backward looking inflation that, in the absence of income poli-
cies, may add as much as 15 percent to the headline number.

Indeed, despite help from an undervalued currency, Argentina’s growth 
has been driven by domestic consumption since the beginning of the 
postcrisis recovery (see the top graph in figure 3.3). The underlying dy-

Figure 3.3. The Export-Led Model in Reverse in Argentina

Contribution to Growth (percentage of GDP)

The External Balance of the Manufacturing Sector

Other goods exports
(current)

Other goods imports
 (constant)

Other goods exports
(constant)

Other goods imports
(current)

8

7

6

5

4

3

2

1

0

(%
)

20052000 2003 2004 2006 2007 2008 2009

Private consumption Public consumptionInvestment Net exports

2003-2008 2009 2010*

6

5

4

3

2

1

0

-1

-2

-3

(%
)



Latin america initiative at Brookings

apriL 2011 39

namics are easy to understand: A considerable external surplus in the 
agricultural sector (captured by the government through export taxes) 
and a reasonably successful tax performance, redistributed through wage 
increases and social protection plans (e.g., the universal child allowance 
and increases in pensions and pension coverage) leading to a consump-
tion boom that created new jobs, reinforcing the stimulus. 

In this context, productivity gains in the primary sector coupled with a 
commodity boom were enough to fund growing import shares–albeit at 
the expense of growing external deficit in manufacturing (figure 3.3). In-
deed, a closer look at the external balance for the manufacturing sector 
shows the upward trend of the import-to-GDP ratio–which temporarily 
abated due to the 2009 GDP contraction–coupled with a stagnant and ulti-
mately declining export ratio (see the bottom graph in figure 3.3). In sum, 
one sees a pattern that looks like the negative of an export-led model: one 
in which positive terms-of-trade shocks compounded by an undervalued 
currency, rather than building up competitiveness elsewhere in the econo-
my, subsidized domestic demand for noncompetitive sectors. 

Inflation, Consumer Credit and the Demand for Durable Con-
sumer Goods

An often-downplayed aspect of the domestic market-driven model to 
which Argentina (and, to a lesser extent, the region) has been heading is 
the role of private credit–in particular, its growing bias toward personal 
loans for the purchases of durable consumer goods (such as cars and large 
domestic appliances) at the expense of corporate (commercial) and mort-
gage loans (figure 3.4).

The evolution away from financing supply (i.e., investment in produc-
tive capacity) into financing demand (i.e., intermediating households’ 
deposits into short-term consumer and credit card lending to the same 
households) is a well-known pattern in commercial banking across the 
world (and, certainly, in the rest of the LAC-7).2 However, though most 
developed and advanced emerging economies make up for this deficit 

2  Technological innovation facilitated the pooling of standard personal and mortgage 
loans through securitization (at the expense of customized corporate loans) and 
relaxed geographical barriers inducing banking competition and consolidation-an 
influence reinforced by an increasingly tight prudential regulation that was rela-
tively more costly for smaller institutions. At any rate, these factors have led to a 
gradual shift from “relationship” to “arm’s-length” banking based on credit records 
and scoring, and from the funding of supply (investment) to the funding of demand 
(consumer and credit card loans, and household mortgages).

Consumer lending is prolonging 
the expansion



Latin america initiative at Brookings

apriL 2011 40

Source: Author’s calculations using data from national statistical bureaus and Central 
Banks of Argentina.

Figure 3.4. Argentina’s Bank Credit Compared with Selected Other 
Countries (percentage of total credit to the private sector)

Brazil, Chile, Colombia Mexico and Peru

Argentina

in investment finance with growing capital markets or, in many cases, 
development banks and agencies, in Argentina, by failure or design, none 
of these options is available. 

Inflation has deepened this bias in two ways: (1) by inhibiting the recov-
ery of the mortgage market, and (2) by inducing those consumers who 
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3  Due to inflation misreporting that rendered CPI indexation useless, and to a loose 
monetary policy that kept interest rates artificially depressed, there is an ostensible 
lack of savings instruments to protect against rising inflation.

lack the saving capacity to invest in real estate to “save” in consumer 
durables as a very imperfect store-of-value substitute.3

As a result, sales of cars and other consumer durables have been booming, 
accounting for a big part of last year’s (and possibly, this year’s) growth. 
More generally, the financial sector has been instrumental in fueling con-
sumption at a pace that exceeded GDP, narrowing the trade surplus de-
spite the country’s solid agricultural performance and the steady increase 
in commodity prices. 

Where Will the Dollars Come From? 

At any rate, unless the country finally accesses international capital mar-
kets, it is difficult to see where the $7.5 billion in Central Bank reserves 
transfers will come from in the next few years. The scenarios will be starkly 
different, depending on the October elections results. If a new administra-
tion is elected, one would expect, in most cases, two main policy changes: 
an explicit inflation policy (a mix of inflation targeting “lite” and income 
policies to reduce backward indexation), and a more proactive engagement 
with international markets that, by funding the incipient current account 
deficit, would provide space for a moderate use of an exchange rate anchor. 

The options appear less clear if the current government is reelected. Be-
cause of the apparent inconsistency between inflationary growth (more 
precisely, real appreciation) and the need for an undervalued currency 
(more precisely, the need for export dollars) in the absence of market ac-
cess, many observers have started to speculate that there might be an ex-
change rate correction right after the elections. But the inflationary conse-
quences of a depreciation (alternatively, the need to preserve the exchange 
rate anchor) are likely to limit any recourse to this option. Moreover, the 
premium on Argentine assets, demanded by the financial markets despite 
a solid and continuously improving financial balance, could only be at-
tributed to concerns about the official rhetoric and style. To that extent, 
should the government try to access international capital early next year, 
it may find that markets are less willing to lend then than they were at 
the end of 2010, when the chances of a political renewal–either within the 
government or in the coming elections–fueled a brief rally. 

Against this backdrop, the most likely scenario would be a moderate 
fiscal adjustment, in the form of government spending rising by less 

Presidential elections are 
momentous
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than the current 40 percent, possibly aided by a tariff adjustment (and 
the concomitant reduction in utilities and transportation subsidies) and 
by partnering with the private sector to finance public investments that 
are now funded from current revenues. These marginal tweaks to the 
old model may help push backward the solution to fundamental issues 
such as inflation policy and government finance, shifting the pressure 
point to the midterm election year 2013. At any rate, it remains to be 
seen whether and to what extent the Argentine government has the abil-
ity to adapt to an increasingly tight macroeconomic context in a more 
permanent way.

BRAzIL: NEw GOvERNMENT, NEw POLICIES?

The largest economy in Latin America appears to be overheating. Record 
high food prices, loose fiscal policy and limited monetary policy space due 
to already-high interest rates have combined to create a situation where 
Brazil’s inflation/growth trade-off –its modest noninflationary growth 
potential, which we flagged in our latest BLEP–is back on the front seat. 
The Dilma Rousseff government will be thoroughly tested in the coming 
year as the need for fiscal consolidation becomes apparent to policymak-
ers, as noted by the government’s announced R$50 billion cut in the 2011 
budget. After an extended period of countercyclical fiscal policies that 
were initially designed and supported in response to the crisis, two years 
of high government spending and loose credit have been helping to push 
inflation and inflation expectations upward. Global food and commodity 
prices along with record low unemployment and wage pressures are also 
helping push up prices. 

Tight monetary policy, as evidenced by already high interest rates and 
reserve requirements, leaves little room for rates to go much higher, es-
pecially when capital inflows and exchange rate pressures are already 
strong. In the need to control inflation, we see in Brazil that the combina-
tion of tight monetary policy and loose fiscal policy can no longer work, 
putting fiscal policy up to the challenge. 

Losing Steam: Slower Growth

Given that much of the recent sources of growth, such as public spend-
ing and cheap credit, are not sustainable drivers over the long term, 
Brazil will likely experience a slowdown in growth this year as infla-
tionary pressures pick up. In fact, our updated sector index analysis 
Index for Brazil shows that the slowdown is already under way (see 
figure 3.5).4 

There is not much  space for further
monetary tightening
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Although the principal component analysis for Brazil shows an overall eco-
nomic slowdown, confidence however, appears to remain very strong. Of 
particular importance, though is the strength of Brazilian confidence (espe-
cially consumer more than business confidence), which has been at its high-
est levels during the past decade, is one of the country’s main assets, it is 
also a key indication that policymakers need to tame inflated expectations.

By contrast, the Real Index has been slowing down with declining indus-
trial production, imports and GDP growth during the most recent quarter. 
Although the unemployment rate has recently hit record lows, employ-
ment growth is tapering off. In the Financial Index, although the sovereign 
bond interest rate spreads are low, equity market indices are back to where 
they were a year ago, and much of the decline in recent months has been 
partly due to inflation concerns and, more recently, global risk aversion.

4  The sector index analysis, as introduced in the September 2010 BLEP, looks at a set 
of economic indicators to help keep a pulse on the speed of an economy’s real eco-
nomic activity, its financial sector and overall confidence as measured by consumer 
and business confidence. The Real Index, measuring the speed of growth in the real 
economy, looks at annualized growth rates of trade, industrial production, employ-
ment, and GDP, and the Financial Index looks at growth in equity market indices 
and at sovereign bond interest rate spreads over U.S. treasuries.

Figure 3.5. Sector Index Analysis for Brazil, 2000-2011
(Principal Component Analysis Index)

Sources: Author’s calculations based on data from the World Bank, International Mon-
etary Fund, International Labor Organization, Economist Intelligence Unit and Organi-
zation for Economic Cooperation and Development.
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Fiscal Consolidation and Monetary Policy

The need for fiscal consolidation stems primarily from rising pressure on 
inflation and the already-tight monetary policy’s limited ability to tighten 
even further. As indicated by lower government bond spreads and his-
torically low country risk, the calls for fiscal adjustment are not centered 
on the government’s solvency but on the need for fiscal policy to support 
monetary policy in the battle against inflation. It is also important to rec-
ognize that cheap credit and public spending constitute an unsustainable 
source of growth in the long term.

As can be seen in figure 1.5, the benchmark SELIC policy interest rate, 
currently standing at 11.75 percent, is the highest among all inflation tar-
geting regimes in Latin America. Reserve ratio requirements, which were 
last increased in December 2010 from 15 to 20 percent, are also already 
high by international standards. For the Central Bank of Brazil to take new 
action in an attempt to tackle inflation, it would need to raise rates even 
higher. And this, despite the 6 percent IOU tax on cross-border transac-
tions, would likely promote more capital inflows and added pressure on 
a real that has remained stable of late but has appreciated relative to the 
dollar almost to precrisis highs, as shown in figure 3.6. The Central Bank’s 
limited policy space is therefore clear, calling upon the fiscal side to step 
up and tighten its position in order to curb the looming threat of inflation. 

As figure 3.7 shows, there was a rapid buildup in credit before the crisis 
that is now continuing, and is surely a contributor to the rising pressure 

Figure 3.6. Brazil’s Exchange Rate and Capital Account, 2003-10

Sources: IMF, Balance of Payments Statistics; IMF, International Financial Statistics.
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on prices. The correlation with food price inflation is also interesting to 
note. Imported price shocks have not been accommodated with an ap-
preciated exchange rate (as was the case in the years that led to the 2008 
crisis) as this time around a more stable currency has been the result of 
more foreign exchange intervention and controls on capital inflows.

Although the government has declared the need for an adjustment in 
public spending, it has also declared that spending on social programs 
and investments in the Growth Acceleration Program would not be cut, 
and its ability to reduce wages, a major source of expenditures, is lim-
ited at best. To help deal with inflation expectations, which have been yet 
another source of price pressures, clear steps need to be taken to tighten 
fiscal policy (see figure 1.5). 

As we pointed out in the September 2010 BLEP, one area outside Brazil’s 
self–imposed restrictions on limiting expenditures involves its lending to 
and support for public development banks, most notably the Brazilian 
Development Bank (BNDES). Scaling back funding to the BNDES will, on 
the one hand, contribute to the government’s goal of reigning in expen-
ditures and, on the other hand, slow down the rapidly growing rate of 
cheap credit made available to the private sector. Moreover, a more lim-
ited participation of BNDES fixed-rate lending in credit markets would 
enhance the effectiveness of monetary policy-one of the key reasons why 

Figure 3.7. Inflation and Growth in Credit to Brazil’s Private Sector, 
2004-11
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Brazilian real interest rates have traditionally been among the highest in 
the emerging world.5 

As we emphasize throughout this BLEP, recoveries are the litmus test 
for countercyclical policymakers. BNDES credit and liquidity boomed 
countercyclically during the crisis to compensate for the retreat of private 
lenders. With the economy returning to normalcy and inflation concerns 
growing, it would be logical to expect the BNDES to unwind part of this 
extraordinary lending and let private banks step back in. An increase in 
the marginal cost of borrowing and a fall in the supply of credit should 
help fight inflationary pressures, strengthen the effectiveness of monetary 
policy and free up the fiscal resources that can lower the deficit. 

In sum, in a context of incipient overheating, the relationship between 
tight monetary policy and loose fiscal policy is no longer working in Bra-
zil, where food prices, credit growth and wage pressures are helping to 
drive up prices and inflation expectations. Fiscal consolidation–which in-
cludes a countercyclical BNDES retrenchment–appears to be the natural 
recipe for Brazil in 2011. Although this will help improve the effective-
ness of the country’s monetary policy without severely undermining its 
economic growth, the government will need to make a concerted com-
munication effort after years of inflated expectations. If selling Brazil was 
one of Luiz Inácio Lula da Silva’s main tasks as president, containing the 
country’s sometimes unwarranted excitement has now become one of 
President Dilma Rousseff’s assignments. 

ChILE: whAT ChANGED, AND whAT DID NOT?
Igal Magendzo and Alejandro Micco

Crisis and Recovery

The global financial crisis had strong consequences for Chile’s economy. 
Exports contracted by the equivalent of 14 percent of GDP in the last 
quarter of 2008 and the first quarter of 2009, while the cost of and access 
to external credit abruptly deteriorated. In the fourth quarter of 2008, the 
economy contracted by 2.3 percent compared with the previous quarter 
(corrected for seasonality and working days).

5  As the BNDES supply is scaled back, private borrowers would need to resort to 
nonsubsidized credits, therefore raising both lending rates and their sensitivity to 
the SELIC policy rate.

It is time for BNDES to unwind
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Nevertheless, strong initial conditions made possible a rapid and strong 
policy response. In January 2009, Chile was one of the first countries to re-
act to the global crisis by announcing an extraordinary fiscal expenditure 
plan of $4 billion (2.8 percent of GDP). The Central Bank aggressively re-
duced its monetary policy rate by 775 basis points over the course of 2009, 
bringing the Central Bank’s interest rate to a historic low of 0.5 percent.

While the recovery was under way, one of the strongest earthquakes in 
recorded history hit Chile in February 2010. Nevertheless, the earthquake 
affected a region with a relatively low share of total capital stock and out-
put. A month later, positive growth had resumed (see figure 3.8). 

Figure 3.8. Chile’s Monthly Economic Activity Index 
(year-on-year percent change)

Source: Central Bank of Chile.

Where Does the Country Stand?

Between April 2010 and January 2011, Chile’s economy expanded by an 
average of 6.4 percent, capacity gaps were closing and the unemployment 
rate fell from 11.6 percent in mid-2009 to almost 7 percent at the end of 
2010. This expansion has been led by internal demand (17 percent), fa-
vored by strong terms of trade, low international interest rates and falling 
unemployment, as well as expansionary monetary and fiscal policies. The 
rapid expansion of internal demand and GDP, in conjunction with higher 
commodity prices (especially for food and oil) has led to mounting infla-
tionary pressure (figure 3.9). CPI inflation has gone from negative during 
2009 to close to 3 percent. Inflation expectations have been going up as 
well, especially for the short run.
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Notwithstanding this scenario of closing gaps and increased inflation, 
both monetary and fiscal policies continue to be expansionary. The Cen-
tral Bank in mid-2010 started a gradual normalization of its monetary 
policy, reaching 3.5 percent in February 2011 (figure 3.10), still well below 
the neutral rate (estimated at about 6 percent). The Central Bank has an-
nounced that it will continue to reduce the monetary stimulus through-
out 2011.

Figure 3.9. Inflation, Core Inflation and Expectations in Chile
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Figure 3.10. Chile’s Monetary Policy Rate, 2008-11

Source: Central Bank of Chile.

9

8

7

6

5

4

3

2

1

0

11
-Ja

n-
08

11
-Ju

n-
08

11
-Ju

l-0
8

18
-A

ug
-0

8

5-
Se

p-
08

9-
Ja

n-
09

12
-F

eb
-0

9

13
-M

ar
-0

9

13
-A

pr
-0

9

8-
M

ay
-0

9

17
-Ju

n-
09

10
-Ju

l-0
9

16
-Ju

n-
10

19
-Ju

l-1
0

13
-A

ug
-1

0

21
-S

ep
-1

0

15
-O

ct
-1

0

17
-N

ov
-1

0

17
-D

ec
-1

0

18
-F

eb
-1

1

(%
)



Latin america initiative at Brookings

apriL 2011 49

Fiscal policy has continued to be strongly expansionary. In 2009, the struc-
tural fiscal rule–which had framed Chile’s fiscal policy since 2001–was 
abandoned in order to inject a stronger fiscal stimulus during the global cri-
sis. This departure from the rule was supposed to be temporary, but during 
2010 government spending grew 7 percent in real terms and the structur-
ally adjusted deficit reached 2.1 percent of GDP. For 2011, the government 
budget contemplates a real expansion of spending of 5.5 percent, consistent 
with a structural deficit of about 2 percent of GDP. The government has 
announced structural deficits to continue at least until 2014 (figure 3.11).

Figure 3.11. Chile’s Structural Fiscal Deficit

Note: The blue bars show structural surplus (1), according to the 2009 methodology; the 
red bars show structural surplus (2), according to the Structural Balance Committee, 2010.
Source: Chilean Ministry of Finance.
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Policy Mix

As the Central Bank has increased its Monetary Policy Rate from 0.5 
to 3.5 percent, there has been a rapid increase in capital flows to Chile 
(figure 3.12). At the same time, commodity prices have surged, reaching 
all-time highs for some metals, including copper, whose price went from 
just above $1.00 a pound at the beginning of 2009 to more than $4.10 a 
pound in February 2011. This has implied an important wealth effect for 
the economy, and an important increase in tax revenue for the central 
government (in 2010, Chile increased the mining tax from an average of 
4.5 percent to almost 9 percent of profits). 

By the end of 2010, the Central Bank viewed the real exchange rate as 
“fairly close to the minimum levels considered consistent with its long-

Chile has recently departed
from its fiscal rule
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term fundamentals.” Therefore, it decided to intervene, increasing its in-
ternational reserves by $12 billion, reaching a level of reserves equivalent 
to 17 percent of GDP. This intervention is being carried out through daily 
auctions of $50 million. The nominal exchange rate depreciated about 7 
percent immediately following this announcement (see figure 3.13). This, 
in turn, fed additional inflationary expectations.

Figure 3.12. Chile’s  Capital Flows and the Multilateral Real Exchange 
Rate (RER), 2004-11

Source: Central Bank of Chile.
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Figure 3.13. Chile’s Nominal Exchange Rate, 2010-11
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At the same time, as mentioned above, signs of a tight labor market and 
overheating economy are starting to emerge, pushing the Central Bank 
to consider tightening policy faster than previously expected. The result-
ing interest differentials may lead to additional capital inflows and will 
intensify current policy dilemmas, between inflation control and further 
upward pressure on the peso. 

In this scenario, fiscal policy has sent timid signal aiming to reduce expec-
tations of continued appreciation resulting from the terms-of-trade gains, 
global liquidity and interest rate differentials. To contain a further ap-
preciation of the Chilean peso, the fiscal policy should reach the precrisis 
annual structural surplus target of 0.5 percent GDP before 2014.6

Final Remarks

Before and during the global crisis Chile ran an aggressive countercyclical 
fiscal policy. This was reflected in enormous fiscal savings in the years of 
commodity price boom preceding the crisis and a strong increase of fis-
cal spending during the crisis. The Chilean case shows that unwinding 
expansionary fiscal policy is not an easy task. The newly elected govern-
ment made campaign promises of achieving high growth and low unem-
ployment relatively fast. Probably this, together with the February, 2010 
earthquake and a falling popularity of President Piñera, has been behind 
the move toward a procyclical fiscal policy since 2010, putting extra pres-
sure on the exchange rate toward appreciation and complicating the task 
of inflation control for the Central Bank.

COLOMBIA: GAINING MOMENTUM 

When compared with its peer LAC-7 group (which, again, as revised in-
cludes Uruguay but subtracts Venezuela), Colombia’s 4.2 percent GDP 
growth in 2010 was moderate (figure 3.14), despite high consumer and 
business confidence. In fact, Fedesarrollos’s consumer confidence index 
as of February, 2011 is 6.7 percentage points above the index’ average of 

6  The initial annual structural surplus target was 1 percent of GDP. This target was 
chosen for three reasons: first, the existence of contingent liabilities in the pension 
system; second, the structural operating deficit and negative net worth of the Cen-
tral Bank of Chile, resulting from the debt crises and the exchange rate policy of the 
1990s; and third, the currency mismatches. By 2008, currency mismatches and nega-
tive worth were less of an issue, and then the government reduced the structural 
surplus target to 0.5 percent of GDP. 

Chile should return to a structural
fiscal surplus of 0.5% of GDP
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Figure 3.14. Colombia Is Growing, but It Is No Superstar, 2010-12 
(annual real GDP growth and growth forecasts)

Note: The figures for 2011 and 2012 are forecasts.
Source: Author’s calculations based on data from the Economist Intelligence Unit.

the last 10 years, while consumer credit is vigorously growing (at about 
14 percent year-on-year). An even better financial sector performance is 
expected following the March 2011 Standard & Poor’s rating upgrade of 
Colombia’s debt to investment grade (and expectations of further upgrad-
ings down the line), which should renew optimism about the country’s 
economic outlook (figure 3.15).

Why, then, is Colombia’s growth so unimpressive? The underlying reason 
seems to be poor export dynamics, which resulted in a subpar growth rela-
tive to the solid performers elsewhere in the region (figure 3.16). In this re-
gard, two main factors negatively affect Colombia’s exports. First, they are 
much less diversified and are more dependent on the U.S. market relative 
to the other LAC-7 countries (figure 3.17). Whereas Argentina’s, Peru’s, 
Chile’s and Brazil’s export shares to the U.S. are well below 20 percent, 
Colombia’s is about 40 percent, only surpassed by Mexico’s 80 percent. In 
this regard, Colombia lies halfway between Mexico and Brazil, suggesting 
once again that geography plays an important role for trade. 

The second factor behind the weak performance of Colombia’s exports 
is the share that went to Venezuela, which in 2010 decreased by 11.4 per-
centage points relative to the 2007-9 average. As a result, noncommodity 
exports fell 2.9 percent in 2010, even though they grew 19.1 percent when 
Venezuela is excluded. 

Colombia’s high consumption growth has been supplied with imports 
(20 percent year-on-year growth in the third quarter of 2010) leading to a 
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Figure 3.16. Annual Export Growth for Colombia and Selected Coun-
tries, 2010 (year-on-year percentage growth rate)

Source: Author’s calculations using data from each country’s statistical departments 
and central banks. 

Figure 3.15. Sector Index Analysis for Colombia, 2000-2011 
(Principal Component Analysis Index)

Note: Real Index is the 12-month growth rate of seasonally adjusted employment, im-
ports, industrial production and GDP; the Financial Index is the 12-month growth rate 
of equity prices and EMBI in levels; and the Consumer Confidence Index combines 
Fedesarrollo’s Consumer Confidence Index and Industrial Confidence Index. 
Sources: Author’s calculations using data from the World Bank, Global Economic Moni-
tor and Fedesarrollo.

retail sector boom. Interestingly, the manufacturing sector has been faring 
very poorly (figure 3.18), with its share of GDP decreasing dramatically. 
Dualism is becoming a major policy concern in Colombia, mainly because 
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Figure 3.17. Market Share of Colombia’s Exports, by Destination, 
2009 (percentage of total exports)

Source: Author’s calculations using data from Fedesarrollo and U.N. Comtrade. 

Figure 3.18. Colombia’s Annual Sector Growth, 2001-10 
(annual growth of four-quarter moving averages, fourth quarter of 
2001 to third quarter of 2010)

Source: Author’s calculations using Haver Analytics. 

higher-productivity industries are employing a smaller share of the econ-
omy’s labor force, and thus contribute a smaller share of final output. In 
other words, Dutch Disease preoccupations have resurfaced in Colombia.
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Rain on the Policy Front

Fiscal policy has been under pressure in Colombia due to the heavy 
rains and floods that occurred at the end of 2010. However, the govern-
ment quickly responded by effectively raising additional fiscal revenues 
through a December 2010 tax reform that is expected to yield 0.3 percent-
age points of GDP in 2011, which will be used for relief and reconstruc-
tion. The overall effect on growth will crucially depend on the public sec-
tor’s capacity to set in motion infrastructure and housing projects, about 
which there are still many concerns. 

The recent hikes in the policy rate (25 basis points on February 28, 2011, and 
another 25 basis points on March 18) are evidence that Colombia’s mone-
tary policy has begun its transition toward a less accommodative stance. At 
least three factors explain the timing of these hikes. First, there seems to be 
a general recognition that the starting policy rate (3 percent) was too low to 
achieve long-term price stability, and specially to achieve the 2 to 4 percent 
inflation target. Second, inflation and inflation expectations are on the up-
side, and global commodity prices (especially energy prices) are high. And 
third, the decision to decree a 4 percent increase in the minimum wage has 
put even more pressure on inflation and inflationary expectations. 

As in other parts of the continent, the dilemmas faced by the authorities 
include the fear of raising the policy rate in an economy that has not fully 
recovered and the uncertainty regarding the long run potential growth. In 
addition, the Central Bank is aware that the policy rate hiking cycle which 
will most certainly affect the foreign exchange rate, presenting another 
quandary.

Labor Markets: Good News amid Persistent Problems 

In 2010, labor markets performance was slightly better than in 2009, ur-
ban wage employment growth rate accelerated; urban formal employ-
ment grew at 5.5 percent year-on-year, while informal employment is 
shrinking at 2.4 percent year-on-year. However, many problems still per-
sist. Rural wage employment has decreased by 33 percent in the last three 
years, reflecting the very weak performance of agriculture. Furthermore, 
the unemployment rate is highly persistent and has decreased marginally 
after the crisis (for the November 2010–January 2011 period, it is still 11.6 
percent); the expansion of the formal urban employment is biased toward 
skilled workers (which has important implications in terms of redistri-
bution). Dualism is also evident when examining employment growth; 
industrial employment fell 2.4 percent in 2010, while “other industry” 
employment (which includes mining) grew at 17.3 percent.7 

Fiscal expansion and monetary
tightening, as elsewhere



Latin america initiative at Brookings

apriL 2011 56

Concluding Remarks

For exports not to hinder Colombia’s growth dynamics, the country 
needs to diversify its trading partners and to minimize its dependence on 
Venezuela and the U.S. Thus, it is in its best interest to seriously consider 
strategies to engage more decisively with Asia–especially China. Colom-
bia’s Central Bank is immersed in a policy rate hike, and we expect it 
to continue to raise the monetary policy rate on a monthly basis until 
inflation and inflationary expectations yield. While fiscal outcomes are-
expected to improve in the medium term, the key obstacles today remain
in the labor market.

MExICO: wAkING UP, OR ANOThER FALSE START?
Alejandro Werner

During 2010, the economic recovery that started in the third quarter of 
2009 gained strength in Mexico, as the manufacturing sector continued 
posting solid growth rates on the back of a U.S. consumer market that has 
been recovering faster than expected. As the year progressed, domestic 
demand picked up as an important source of growth. For the year as a 
whole, the country’s economy grew by 5.5 percent, significantly above 
what was expected at the beginning of the year, and there was a signifi-
cant generation of jobs. Although the unemployment rate remained sta-
ble, the underemployment rate declined as firms engaged workers for 
longer hours. Core inflation came down rapidly as the negative output 
gap narrowed, and the stable-to-appreciating exchange rate restrained 
both domestic and foreign inflationary pressures. 

As the economic recovery was slower compared to other countries in Lat-
in America and the real exchange rate continued to be more depreciated 
than its precrisis levels, the Central Bank had a less pressing job in han-
dling capital inflows than its peers in the region. In 2011, growth in the 
U.S. will continue in the 3 percent range and the recovery of domestic de-
mand will strengthen, delivering another year of solid growth for Mexico. 

Further into the future, the growth process is surrounded by uncertainty 
as Mexico sits in the middle of the bipolar world growth process not feel-
ing the full benefits of the commodity boom, but experiencing the upside 
of being a large emerging market with a solid macroeconomic and finan-

7  DANE Household Survey, January 2010.

Diversification is the
keyword for Colombia 
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cial environment and a growing and young middle class that provides 
a solid foundation for the growth of domestic demand. As this recovery 
continues, the question will become if Mexico’s growth potential has in-
creased or if we are witnessing another false start associated with the large 
economic swings that have characterized the Mexican business cycle. 

2010: The Economic Recovery Gains Strength

Since the third quarter of 2009, Mexico has experienced an export-led 
recovery, and nowhere has this been more evident than in the automo-
bile sector, where production has recovered from a drop of more than 
40 percent during the global financial and economic crisis to an average 
quarterly growth of 11 percent, as measured from the second quarter of 
2009 to the last quarter of 2010. These strong dynamics have been a con-
stant throughout manufacturing, as production and exports in this sector 
have experienced average quarterly rates of growth of 2.5 and 6.5 per-
cent, respectively, from the second quarter of 2009 to the last quarter of 
2010. By the end of 2010, manufacturing production and exports already 
surpassed the precrisis levels and maintained their strength as both vari-
ables closed the fourth quarter, growing at rates of 4 and 12.4 percent, 
respectively. During this period, Mexican nonoil exports as a share of total 
nonoil imports in the U.S. showed an important increase. At the same 
time, Mexican nonoil exports going to the U.S as a share of total Mexican 
nonoil exports declined. These trends are a clear signs of the gains in com-
petitiveness and diversification achieved by Mexican exports.

Domestic demand had a more muted recovery and was held down by 
several factors. These include a job market that was slow to respond and 
a consumption credit market that was going through an important re-
design. Major losses were incurred by banks as their business models 
lead to increases in delinquencies, unrelated to the crisis, that were com-
pounded by the increase in unemployment during 2009. Other factors 
that held down domestic demand include the still-prevailing uncertainty, 
the depressed levels of remittances and the low readings of consumer 
confidence. All these factors strengthened throughout 2010, and private 
consumption grew by an annualized rate of 8 percent in the second half 
of the year. As always after a severe downturn, spare capacity is holding 
down the recovery of private investment, which is still 20 percent below 
precrisis levels (see table 3.1).

As far as policy is concerned, 2010 was a comfortable year for the Mexi-
can authorities as the stronger economic recovery, the high price of oil 
and the stabilization of oil production led to a level of public sector in-
come higher than projected; therefore, the fiscal targets were met and the 

2010 was a year of 
better-than-expected results
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debt-to-GDP ratio showed a marginal decline. If there was a black spot in 
public finance, it was the lost opportunity to start refilling the depleted oil 
stabilization funds. Regarding monetary policy, the year turned out much 
brighter than what the Central Bank had expected in its first Inflation Re-
port of 2010, when its official inflation projection put year-end inflation at 
5 percent, while year-end inflation turned out to be 4.40 percent and core 
inflation came in at 3.60 percent. The better-than-expected behavior of 
inflation, together with the stable-to-appreciating currency, led the mar-
kets to postpone the expected date of the start of the tightening cycle and 
therefore put in motion a positive cycle in money markets. 

The Mexican authorities also took advantage of the opportunities in capi-
tal markets to strengthen their financial position in three main ways. The 
first was by accelerating the accumulation of international reserves by 
reintroducing the option program, whereby the Central Bank buys for-
eign currency. The second was by undertaking important debt operations 
to strengthen its liability position, including the placement of a 100-year 
dollar bond, and finally by increasing the size of the Flexible Credit Line 
with the IMF to more than $70 billion.

2011: Domestic Demand Recovery Gains Force

For 2011, expected GDP growth has been revised upward to more than 4 
percent by the main analysts following the Mexican economy. Three fac-

 2008 2009 2010  
 
 Variables I II III IV I II III IV I II III IV
            

Supply 1.3 0.1 0.4 -5.4 -7.8 -1.4 5.7 2.3 1.8 2.1 2.8 1.0
 GDP 0.7 -0.3 0.1 -1.4 -7.0 0.1 2.8 2.1 -0.1 2.4 0.8 1.3
   Imports of gods and services 5.5 0.8 -2.5 -15.2 -9.9 -3.0 8.6 4.3 9.6 6.6 0.2 0.1
            
Demand 1.3 0.1 0.4 -5.4 -7.8 -1.4 5.7 2.3 1.8 2.1 2.8 1.0
 Consumption 1.4 0.3 -1.0 -1.3 -5.1 -2.3 4.5 1.0 0.5 1.2 1.6 1.8
  Private 1.7 0.3 -1.3 -1.6 -6.4 -2.2 4.9 1.1 0.4 1.3 1.9 2.0
  Government -1.4 0.9 0.4 1.0 3.2 -2.5 2.1 0.0 1.6 1.6 -0.6 0.4
 Gross fixed capital formation 1.4 2.6 0.5 -2.7 -9.1 -1.7 0.1 0.1 0.4 -0.2 3.3 -0.8
     Private -1.1 1.8 -2.3 -7.4 -6.3 -4.6 -1.8 -3.5 7.3 -2.5 0.6 -0.7
     Government 11.5 0.4 11.0 7.3 -1.6 -2.1 2.5 0.5 -2.2 10.0 0.9 -0.9
 Exports of gods and services 5.1 0.0 -3.0 -14.9 -5.8 -1.2 7.9 7.4 7.8 7.0 -4.1 4.2

Notes: The data for 2010 were estimated. Gross fixed capital formation excludes changes in inventories.
Source: Instituto Nacional de Estadística y Geografía.

Table 3.1. Mexico’s Aggregate Supply and Demand, 2008-10 
(quarterly percentage change, seasonally adjusted series)
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tors are behind these recent revisions: (1) the implementation of the U.S. 
Federal Reserve’s second wave of quantitative easing and of the second 
fiscal stimulus in the U.S., which has led to an improvement in economic 
perspectives in that country; (2) the competitiveness gains made by Mexi-
can exports in 2010 as they increased their shares in key markets; and 
(3) the strengthening of domestic demand that is still taking place. These 
factors could be counteracted by external crosscurrents, driven mainly by 
the increases in oil prices associated with the turmoil in Northern Africa, 
the continued bouts of financial instability coming from Europe and the 
highly unlikely event of a fiscal scare in the U.S. Although it is highly 
likely that fiscal policy will still be going through a comfortable period, 
monetary policy challenges will heighten given that inflationary pres-
sures are building through the increase in commodity prices, and capital 
inflow issues could resume in the near future. Therefore, the challenge of 
containing inflationary pressures without choking the recovery and/or 
significantly appreciating the currency will prevail in Mexico, as in the 
whole region. Inflation is expected to close 2011 at about 3.5 percent.

Figure 3.19. Mexico’s Nonoil Exports, 2000-2011 
(seasonally adjusted)

Source: Bando de Mexico and SHCP. 

Together with the cyclical recovery, important structural changes during 
2010 should affect potential GDP growth. First, the opening of the pension 
funds investment regime has led to a wave of initial public offerings and 
capital injections into private equity and infrastructure funds that will 
complement the capital base for Mexican firms and projects. Second, after 
four years of experiencing an important decline, oil production stabilized, 

Solid performance is expected 
during the next 12 months
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providing support for public finances and stopping its negative contribu-
tion to growth. Third, there has been a significant convergence process 
between wages in China and Mexico, and thus by 2009 Chinese wages 
had closed almost 90 percent of the gap they had vis-à-vis Mexican wages 
in 2002; this, together with current increases in transportation costs, will 
benefit Mexico’s position in the North American market. Fourth, the real 
exchange rate in Mexico is still 9 percent weaker than its precrisis level. 
Fifth and finally, several of the structural changes made in the last few 
years (e.g., fiscal, pension and energy reforms as well as the deregulation 
of economic activities) have materialized into important improvements 
in Mexico’s position in competitiveness indexes. For example, Mexico’s 
ranking in the World Bank’s Doing Business report moved up six posi-
tions, making it the best-ranked economy in the region. On the negative 
side, the increasing number of deaths associated with the war on drugs 
has led to concern about its possible impact on the economy.

Mexico’s economic recovery will provide solid growth for the next 12 
months. Further into the future, the extent of the cyclical recovery will 
be determined by three important factors: the developments in the U.S., 
the extent to which the output gap has already been closed, and the ef-
fects of recent middle-of-the-road structural reforms on potential GDP 
growth. Regarding the possible overheating of the economy, Mexico is in 
a comfortable short-term situation vis-à-vis its peers in Latin America, for 
it is not yet in that situation, given that it is more a manufacturing- than 
commodity-based economy. But the other side of the coin is that the me-
dium-term challenges regarding growth, income distribution and social 
development are more daunting. 

Turning the Cyclical Recovery into a Long-Run Growth Trend 

During the past decade, Mexico’s economic performance has been below 
that of the Latin American region as a whole, as a result of five main factors. 
First, starting in 2000, Chinese exports displayed a remarkable expansion. 
Given that Mexico’s exports are concentrated in manufacturing products, 
this represented a significant negative shock. Second, the implementation 
of the Central American Free Trade Agreement in 2006 may have generat-
ed additional external competition for some productive sectors in Mexico, 
like the textile industry. Third, the two recessions of the U.S. economy dur-
ing the decade led to a dismal performance of industrial production in that 
country. Due to the high correlation between production on both sides of 
the border, the effect on Mexico was important. Fourth, there was a decline 
in oil production of almost 25 percent between 2004 and mid-2009 due to 
the exhaustion of the Cantarell oil field. Fifth and finally, most countries in 
Latin America have benefited from the increase in the international price of 

No overheating in sight

But the pending agenda
is sizable
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commodities during the decade as they have exported natural resources, 
in contrast to Mexico. Although it is unlikely that Mexico will face a series 
of negative shocks during the current decade of a similar magnitude that it 
suffered in the previous one, as has been argued in the paragraphs above, 
the external environment will not be totally favorable for Mexico. That is 
why it is of the utmost importance that the current recovery is taken as a 
platform to launch an aggressive progrowth agenda that will transform 
the current cyclical recovery into a self-sustaining growth process. This 
agenda should at least address five key issues.

The first issue is public finances. Tax revenues in Mexico are low, with a 
level of only 10.4 percent of GDP compared with, for example, 22 percent 
in Chile and 20 percent in Argentina. Higher tax revenues are essential to 
substitute for oil revenues and to potentially increase the resources de-
voted to infrastructure, security and/or social programs. 

The second issue is the need to take advantage of the current level of oil 
prices to increase public sector savings. A substantial part of oil income in 
the following years should be saved in the oil stabilization funds or used 
to pay down debt.

The third issue is to transform the pricing structure of energy products to 
eliminate generalized subsidies and to provide incentives to renewable 
energy sources, public transportation and the implantation of energy sav-
ing measures.

The fourth issue is to improve the rule of law and establish a more equal 
playing field. A deficient and cumbersome legal system, excessive regula-
tion and a lack of competition in some sectors increase the costs of econom-
ic activities across the board, but especially for startup and small and medi-
um-sized firms as they increase the fixed costs of operation in the Mexican 
economy. In this respect, there is an important need to reform the judicial 
system, to undertake a full revision of the regulatory framework and to 
promote stronger competition in both input and final goods markets.

The fifth issue is that to increase growth in the short run, Mexico needs 
to remove barriers in the three strategic sectors where there can be an 
immediate effect on investment and growth. These sectors are also rep-
resentative of the type of bottlenecks that lead to low growth rates in the 
Mexican economy.

The first strategic sector is the agriculture. Fragmented landholdings and 
low levels of capital and productivity have meant that Mexico has not 
taken advantage of the increase in the demand for commodities in Asian 
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countries and the increase in productivity in the sector that has been ob-
served in other countries. Therefore, the agricultural sector in Mexico 
grew 1.6 percent on average during the 2000-2009 period, compared with 
5.4 percent in Chile, 3.4 percent in Brazil and 3.1 percent in Australia. In 
all the Central American countries, the sector had growth rates between 
3 and 5 percent. If the sector in Mexico had experienced a growth rate 
similar to that in Chile, the growth rate of total GDP would had been 0.2 
percent higher each year.8

The second strategic sector is mining and energy (including metals, oil 
and electricity). Oil production has declined by close to 25 percent relative 
to the maximum levels in 2004. Even though the mining sector has ben-
efited from higher commodities prices, a number of industrial conflicts 
have limited its growth potential. Overall, the mining and energy sectors 
registered average growth in 2000-2009 of only 1.2 percent. In compari-
son, growth in Saudi Arabia, Australia and Brazil was 23.4, 12.5 and 4.1 
percent, respectively. Growth in this sector in Mexico comparable to that 
in Australia would have led to higher GDP growth by 0.8 percent. 

The third strategic sector is telecommunications, where worldwide tech-
nological changes have led to rapid growth, high levels of investment 
and a significant decrease in costs. However, investment in this sector in 
Mexico is less than half that observed in Chile, India and Peru–0.3 versus 
0.65 percent of GDP.

Among the factors that could derail Mexico’s current recovery and its 
long-term prospects for a pickup in potential GDP growth, two in par-
ticular stand out. The first is the war on organized crime. Regardless of 
whether it has already affected the economy; and recognizing that it was 
a much-needed strategy to contain an important threat to the country’s 
institutional stability, if current trends continue, sooner or later, invest-
ment, consumption, tourism and other important economic variables will 
be affected. The second factor is the sustainability of the U.S. economic 
recovery and the risks of a negative market reaction to the lack of capac-
ity to handle the snowballing debt dynamics in that country. Therefore, 
for Mexico, the key to transforming these good years of high growth into 
a self-sustaining dynamic development process is the implementation of 
structural changes–and, as always, a little bit of luck.

8  Data for the agricultural, mining and energy sectors are from the CEPALSTAT da-
tabase and statistical publications, CEPAL; and from the STAN database for struc-
tural analysis of the Organization for Economic Cooperation and Development.
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PERU AT A CROSSROADS
Luis Carranza

Peru will hold general elections on April 10, 2011. For the first time in 
many years, the electoral process coincides with strong economic growth 
and the improvement of social indicators. During the period 2002-10, cu-
mulative economic growth reached 72 percent, and Peru was among the 
top 10 growing economies in the world (figure 3.20). The reasons for this 
first class performance rely on macroeconomic stability, with the lowest 
inflation rates and the most stable currency in the region, as well as impor-
tant structural reforms including free trade agreements, public investment 
with emphasis on infrastructure and reforms on social programs.

Figure 3.20. Peru’s GDP Cumulative Growth Rate, 2002–10

Source: IMF, World Economic Outlook Database, October 2010.

However, before the next president reaches the crossroads, the current 
government will need to cross a short-term “macroeconomic bridge.” 
This administration needs to find the optimal combination of monetary 
and fiscal policies to sail in the choppy waters of inflationary pressure and 
exchange rate appreciation, a likely scenario for this year.

From a Strong Recovery to Overheating?

In 2010, economic growth reached 8.7 percent (preliminary), inflation rate 
was 2.1 percent, and prudent fiscal management led to a fiscal gap equiv-
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alent to 0.6 percent (preliminary) of GDP, just as intended according to 
the fiscal stimulus plan and in fulfillment of macroeconomic fiscal rules. 
The Peruvian economy’s strong resilience and the rapid recovery, even 
faster than expected and without permanent harmful consequences, were 
mainly for three reasons: (1) The crisis did not affect the financial system’s 
health, so although credit did suffer a deceleration during the crisis, it 
actually never paralyzed and it was able to reactivate quite rapidly. (2) 
Enterprises were in good health, and exporting enterprises–where the 
main effects concentrated–had a flexible labor regime which did not gen-
erate permanent problems for nontraditional exports; also, supportive 
measures, such as facilitating access to credit and a temporary drawback 
increase, were quite effective. (3) There was a strong recovery of private 
investment, which began to register significant growth rates starting in 
the first quarter 2010 (after falling for three quarters) as previous formu-
lated projects began to be executed, and economic agents’ expectations 
have resurged quickly since mid-2009.

In 2011, the strength of domestic demand will prevail and, although the 
economic growth rate is expected to be about 7.5 percent, there is concern 
about inflation. The possibility of inflation overshooting might be due to 
supply shocks, which could be back fed by second round effects that op-
erate through expectations. 

In this context, the fiscal policy of the last several months, which implies 
contraction of fiscal income of about 1 percent of GDP for 2011, is hard to 
understand. The reduction of 1 percentage point of the value-added tax as 
well as the lowering of other minor taxes (summed to the shifting in the 
band for oil prices) will have permanent effects on fiscal accounts. These 
measures are inconsistent with the successful fiscal policy followed dur-
ing the last decade and may reveal underlying political reasons, perhaps 
not for the elections this April–given that the party now in power is not 
running for the presidency and is not publicly supporting any of the can-
didates–but for 2016.

Because the burden of stabilization is on the monetary policy, the Central 
Bank is very aggressively raising the monetary policy interest rate up to 
3.75 percent, and it is expected to reach 4.50 percent by the end of 2011 
(see table 3.2). It will be quite difficult to further increase the domestic in-
terest rate if the spread relative to the U.S. interest rate widens, given that 
the resulting capital flows would mean pressure for a stronger currency. 
To deal with this dilemma, the Central Bank is using reserve requirement 
instruments to hold back credit growth. However, increases in reserve 
requirements have only temporary effects, as private banks find mecha-
nisms to circumvent them.

The Peruvian Central Bank is expected
to raise the policy rate to 4.5%
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This situation requires a combination of macroeconomic policy, whereby 
fiscal policy bears part of the weight of holding back domestic demand, 
because this would mean lower domestic interest rates and therefore less 
pressure toward exchange rate appreciation. So the main problem in the 
short term is an expansive fiscal policy combined with a contractive mon-
etary that will most probably lead to domestic currency appreciation. 

An Unusually Calm Election 

One month before the presidential elections, Peruvians seem unusually 
calm. Unlike previous general elections, there is no financial turmoil and 
private expenditures continue strong. Credit available to the private sec-
tor has not lost its momentum from the recovery and continued to increase 
every month throughout 2010; and the exchange rate has not appreciated. 
Likewise, the general index from the Lima Stock Exchange reached the 
2007 peak (figure 3.21). 

There are three major forces behind the preelectoral calmness. First, the 
three favorite candidates are market friendly; second, all the candidates 
are committed to maintain macroeconomic stability; and third, free trade 
agreements signed with the United States, Canada, China, Japan, South 
Korea and Europe ratify basic guidelines of economic policy; rescinding 
them would have a very high cost.

Improvements in social indicators can also explain why the candidates 
from the political center have an overwhelming majority of support ac-
cording to opinion polls, and hence why even extreme left parties from 
previous elections are moving toward the center and have a less radical 
speech. Poverty, inequality and malnutrition have decreased and middle 
class is growing. Recent polls place Alejandro Toledo as the favorite, with 
about 23 percent of likely votes, followed by Keiko Fujimori, about 4 per-

Table 3.2. Economic Indicators for Peru, 2010, and Forecasts for 2011
 2007 2008 2009 2010* 2011**

GDP (annual % change) 8,9% 9,8% 0,9% 8,7% 7,5%
Inflation 3,9% 6,7% 0,2% 2,1% 3,2%
Exchange Rate S/. Per US$1 3,13 2,93 3,01 2,83 2,72
Fiscal Balance (as % GDP) 3,1% 2,1% -1,9% -0,6% -0,3%
Domestic demand (annual % change) 11,8% 12,3% -2,8% 10,9% 8,5%
Monetary policy interest rate 5,00% 6,50% 1,50% 3,00% 4,50%
Terms of Trade (annual % change) 3,4% -14,4% -2,9% 17,9% -2,0%
Trade Balance (as % GDP) 7,9% 2,0% 4,7% 4,4% 2,5%
     
* Preliminary; ** Forecast.
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centage points behind, and Ollanta Humala–the “left” candidate, though 
now more moderate than in 2006–in third place with 2 percentage points 
less. The candidates who are more to the “right,” Luis Castañeda Lossio 
and Pedro Pablo Kuczynski, tie for fourth place with 14 percent each. 

However, the voters’ opinions keep changing every week. Toledo start-
ed with a clear lead, with just over 30 percent of likely votes, followed 
closely by Castañeda, and a few points behind Fujimori. However, the 
first two lost significant percentage points of intentional votes during re-
cent weeks, while Humala has kept on growing slowly and Kuczynski 
has almost tripled his mere 5 percent of a month ago. A second round is 
certain, but what remains uncertain is which two candidates will run. If 
Toledo runs against Fujimori or Humala, rejection rates will play a key 
role against the two latter candidates; however, if Toledo runs against 
Kuczynski, the results will be much closer, and with Castañeda, perhaps 
there would be a technical tie. If Castañeda goes to the second round with 
any other candidate, he would win, but apparently he has lost his option 
of passing through the second round. These results are inconsistent seen 
from a logical point of view and reveal that tendencies will keep changing 
during the next three weeks, until the elections take place.

The candidates’ positions stated in debates and government plans show 
that there are more similarities than differences among their proposals, but 
they try to differentiate themselves from each other by their key messages. 

Figure 3.21. Peru’s Exchange Rate Behavior during Presidential Elec-
tions

Source: Central Bank of Peru.
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Thus, Toledo emphasizes education (e.g., 20 percent of public budget will 
go to education), employment and price stability; his promises are quite 
ambitious, and to finance them he proposes working hard on the taxing 
arena. Fujimori calls for more inclusive economic growth, and her public 
propaganda concentrates on working for poor people and abused women. 
Castañeda’s message conveys two clear goals: create equal opportunities 
for everybody, and improve the nation’s competitiveness. He also capital-
izes on the infrastructure works done during his period as Lima’s mayor. 
Humala’s bastion is ending corruption, and he proposes to draft a new 
Constitution mandating a more decentralized and participative state; he 
also criticizes the neoliberal economic model and proposes a new devel-
opment model based on a “national market economy open to the world.”

The Crossroads: Complacency or Structural Reforms? 

During the last 60 years, Peru has been a poor or middle-income country. 
Currently, the tailwinds of high commodity prices may give the feeling of 
prosperity, while hiding the fact that the country is stuck in the middle-
income trap. However, for it to escape from this trap, structural reforms 
will need to be implemented. And though every single candidate knows 
that these reforms are necessary for the country to sustain its high growth 
rates and attain prosperity, they are not mentioning the subject in the de-
bates or including it on their agendas–perhaps as a campaign strategy. 

If Peru does not escape from the middle-income trap, its growth rates will 
start declining, and the vicious circle of poverty will continue. The risk of 
continuing with lagged economic growth remains latent as long as struc-
tural reforms are not implemented. Will the next president be willing to 
take the path to prosperity?

In summary, Peru faces two challenges, one in the short term and one in 
the long term. In the short term, the government needs to find the optimal 
balance between monetary and fiscal policies to cope with a likely scenario 
of inflation and exchange rate appreciation. And in the long term, the fu-
ture president will need to bear the political cost of implementing the nec-
essary structural reforms to free the country from the middle-income trap.

vENEzUELA: A 21ST-CENTURy NATURAL RESOURCE CURSE
Alejandro Grisanti

During the past 12 years, President Hugo Chávez’s policies (expropria-
tion, price and exchange rate controls, etc.) have exacerbated Venezuela’s 
“natural resource curse”–low growth, high volatility, Dutch Disease, fis-

No clear sense of where the country
is heading in terms of structural reform
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cal voracity and weak institutions. A country such as Venezuela, with its 
abundant natural resources, should be seen as having high potential in-
vestment in various projects and abundant access to foreign exchange to 
purchase capital goods and raw materials. From 1999 to 2010, it received 
$529 billion in oil income, and we expect it to receive at least $155 billion 
in the period 2011-12. Additionally, it has increased its total debt from 
$31.3 billion in 1998 to an estimated $98.0 billion at the end of 2010 and a 
projected $133 billion in 2012. This very high amount of resources should 
give it the opportunity to grow, rebuild infrastructure, and finance health 
and education projects, and reduce poverty. However, the results have 
been, by a number of metrics, very poor.

The relation of Venezuela with oil is very confusing, to say the least. Ac-
cording to official figures, its proven oil reserves are 296.5 billion barrels, 
which at current levels of oil production of 2.89 million barrels per day give 
a ratio of proven reserves to oil production of more than 280 years. Com-
pare this with this ratio’s 17 years for North America and Asia Pacific or its 
20 years for Europe and Eurasia; it also is more that three times the Middle 
East’s 82 years. As Sheikh Yamani, oil minister of Saudi Arabia, said, “The 
stone age did not end because we ran out of stones”; the oil era will end 
when the world finds an alternative form of energy. Questions about nu-
clear energy given the current situation in Japan support the vision of oil as 
the main source of energy in the long run. But with 280 years of reserves, it 
is not easy to understand why Venezuela’s oil production is falling.

Part of the explanation is the easy wealth derived from oil. Broadly, the 
adverse effect of a country rich in natural resources is, again, what is 
known in the economic literature as the “natural resource curse”–low 
growth, high volatility, underdevelopment of nonoil productive sectors, 
fiscal voracity and corruption and weak institutions. Chávez’s economic 
policy over the past 12 years has amplified the natural resource curse to 
the extreme: expropriations and nationalizations that evaporated private 
investment, a capital control regime that has resulted in an overvalued 
and subsidized exchange rate that exacerbated deindustrialization, price 
controls and general subsidies (e.g., the one for the domestic price of the 
gasoline that represented 4.6 percent of the GDP in 20109), and so on.

9  The gasoline subsidy in 2010, compared with what is established in the 2011 Na-
tional Budget Law, represents 2.9 times what the national budget has earmarked for 
health care, 70 percent more than what the country plans to spend on education, and 
almost four times what has been allocated for universities. Moreover, the subsidy is 
regressive, with the 25 percent of the population that is in the highest income bracket 
receiving almost nine times more resources than the 25 percent in the poorest.

Venezuela has 280 years of
oil reserves

Natural resource curse is an 
understatement in Venezuela
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Since 1998, despite the oil windfall, Venezuela has grown just 2.3 per-
cent per year, in contrast to 3.4 percent for the six largest Latin American 
countries and 6.1 percent for the Organization of the Petroleum Export-
ing Countries (OPEC) (excluding Iraq). Venezuela has the second-lowest 
growth (after Mexico10) among the combined OPEC and Latin American 
countries. If it had grown at the average rate of the latter countries, to-
day its GDP would have been 14.9 percent larger. Doing the same ex-
ercise with the average OPEC growth, Venezuela’s GDP should be 55.3 
percent larger. 

In terms of volatility, within this period, Venezuela was simply on a roller 
coaster, with five years of negative growth with an average contraction of 
5.6 percent and seven years of positive growth with an average expansion 
of 8.4 percent. No other country in our LAC sample exhibits this insta-
bility. Venezuela is by far the country with the largest growth volatility 
measured as the standard deviation over its mean (3.3). This means that 
from 1999 to 2010, it had shocks (positive or negative) equal to 3.3 times 
its average growth, representing 8.7 percentage points of GDP. It should 
be mentioned that during this short time, OPEC grew at a faster rate and 
with lower volatility than the Latin American countries. This is mainly 
explained by the fact that in this period there was a strong an unambigu-
ous positive trend in oil prices. Over a longer period, OPEC shows lower 
growth and higher volatility. 

Venezuela represents an extreme example of Dutch Disease (DD); in 
nominal terms, oil exports have grown 410 percent since 1998, while 
imports have grown 130 percent. This is basically the result of the effects 
of the jump in oil prices from $10.6 per barrel in 1998 to $72.7 per barrel 
in 2010. The DD problem has been exacerbated by Chávez’s economic 
policy of capital controls to sustain a highly overvalued currency and a 
subsidized dollar. During this time, nonoil exports fell to $3.6 billion in 
2010 from $5.2 billion in 1998. As a result, the ratio of oil exports to total 
exports rose to 95 percent in 2010 from 70 percent in 1998. In real terms, 
the figures are more dramatic, with a fall in real exports of 40 percent 
and an increase of real imports of 103 percent. With regard to industrial 
production, the manufacturing sector has contracted in real terms, from 
16.9 percent of total GDP to 9.3 percent. There is no other country in 
the world not at war that has destroyed its capacity of production in so 
short a time.

10 Mexico did not benefit from the commodity boon and, given its close relation with 
the U.S., has been affected by the two U.S. crises.



Latin america initiative at Brookings

apriL 2011 70

At the same time, Venezuela’s institutional development lags well its 
Latin American and more impressive OPEC peers. Using the World Bank 
Governance Indicators for 2009, Venezuela does better than OPEC only 
in voice and accountability. In all the other institutional indicators (gov-
ernment effectiveness, political stability and absence of violence/terror-
ism, control of corruption, regulatory quality and the rule of law), it does 
much worse than its Latin American peers and OPEC partners. The worst 
case is the index of the rule of law, in which Venezuela got 2.8 percent, 
against 34.1 percent for OPEC and 45.1 percent for Latin America. 

To measure the “Chávez effect” that has amplified the natural resource 
curse, the pre-Chávez period is compared with 2009 for an average of the 
six institutional indices. In 1998, just before Chávez took office, Venezuela 
had a slightly better index than the OPEC countries, but 15 percentage 
points below the other Latin American countries. In the 11 years of the 
Chávez administration, the institutional framework has deteriorated, and 
in 2009, Venezuela was 21 percentage points below the average institu-
tional index of OPEC and 40 percentage points below its Latin America 
peers. The fact that Venezuela was always below its Latin America peers 
suggests that the abundance of natural resources has a negative effect 
over the institutions, but the trend in the last 12 years is a signal that 
the Chávez administration has caused a deterioration of the country’s in-
stitutional framework, which partly explains the decline in investment 
from 28.6 percent of GDP in 1998 to 17.6 percent in 2010, limiting the 
economy’s capacity to respond to the fiscal stimulus.

Fiscal Voracity

The recovery in oil prices since 1998 and several devaluations of the cur-
rency (passing from 0.57 Venezuelan bolivars per dollar to three different 
bolivar/dollar exchange rates of 4.3, 5.3 and 9.0) were not sufficient to 
drive an improvement in the public sector accounts. In the case of the 
state-owned oil company, Petróleos de Venezuela, the government ex-
tracted most of the additional revenues and benefits from cost reductions, 
exacerbating the significant fiscal pressure on the company. This has lim-
ited the company’s capacity to invest, causing a long-run production de-
cline that, coupled with increased consumption in a highly subsidized 
domestic market, has reduced the volumes exported.

Despite the increase in the Venezuelan oil basket, from $10.6 per barrel 
in 1998 to $72.7 per barrel in 2010, the deficit of the nonfinancial public 
sector increased from -4.0 percent in 1998 to an estimated -6.9 percent in 
2010 (-4.3 percent in the first three quarters of the year). Despite the im-
pressive increase in oil prices, oil income increased by only 2 percentage 

Oil production is falling...

...and the fiscal deficit is rising 
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points of GDP, signaling a rising diversion of resources from the “formal” 
public sector to parallel agencies (mainly Fonden and the Chinese Fund), 
which are responsible for a large portion of public sector expenditures 
that are not incorporated in the official figures. These quasi-fiscal funds 
will remain the depositaries of the oil windfall, in order to finance off-
budget expenditures ahead of the 2012 presidential elections and, at the 
same time, help the government avoid transfers to regional authorities. 
Therefore, we do not expect a significant improvement in official public 
sector statistics, which we feel are becoming less reflective of the real per-
formance of the country’s finances. 

To summarize, for the period 1998-2010, Venezuela’s consumption and in-
vestment have grown at a higher rate than GDP, with imports satisfying 
this overdemand. Conversely, exports were contracting by 3.9 percent a 
year. For the case of investment, I believe that it is important to divide the 
Chávez era in two periods–before and after the nationalization spree, which 
started in 2007. For the period 1998-2007, President Chávez received the 
benefit of the doubt by the private sector, with investment growing at 70.3 
percent, or 6.1 percent a year. After all the announcements of nationaliza-
tions, expropriations and so on, investments has declined 5.3 percent a year. 
For president Chávez, it will be extremely difficult to regain the private sec-
tor and to create wealth with just the current oil boon. 

No Cash Flow Issue–at Least until 2013

Given Chávez’s main desire to remain in office, changes should not be 
expected in terms of any adjustment of the official exchange rate, the do-
mestic price of gasoline, increases in taxes and/or a halt in expropriations. 
From the cash flow figures, the country has the capacity to pay its exter-
nal obligations, with debt service representing just 12 percent of gross 
oil exports in the next two years. Political instability in the oil-producing 
countries and the questions about nuclear energy after the situation in Ja-
pan are extremely supportive of oil prices and Venezuela. With regard to 
oil exports, although Petróleos de Venezuela figures show a fall of nearly 
700,000 barrels per day from 3.1 million barrels per day in 1998, despite 
the incorporation of approximately 500,000 barrels per day from the Ori-
noco belt projects, Venezuela is exporting 2.4 million barrels per day and 
effectively charging 1.9 million barrels per day. 

However, the market’s perceptions have been that there is little or no flex-
ibility in Venezuela’s fiscal expending, regardless of oil prices. The market 
gives little credit to Venezuela for making adjustments when oil revenues 
have decreased significantly. At any rate, fiscal policy has been, and will 
continue to be, procyclical–fluctuating at the rhythm of oil prices. 
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ChAPTER 4

A GRADUATION SCORECARD

As the structural shift in the global economy triggered by the financial 
crisis continues, many emerging market economies are seeking to place 
themselves on a more confident and economically robust path toward 
graduation. In this section we use our Brookings Graduation Scorecard 
(BGS) to shed some light on the standing of individual economies in their 
road to economic development.1 

Clearly, there is no single definition of economic development, nor is there 
a solid definition of graduation to the developed world. To approach the 
analysis in a parsimonious yet comprehensive way, the BGS ranks emerg-
ing markets based on their scores in four core areas: growth, financial 
resilience , policy track record , and broad development factors –each 
proxied by a small group of standard indicators. The aim of the BGS is 
primarily to identify the standings of those emerging markets that have 
permanently left behind some of the traditional predicaments of these 
countries. We therefore complement present-day information with his-
torical averages to observe risk-adjusted and cyclically adjusted indica-
tors to ensure that the BGS captures long-standing progress rather than a 
present-day offshoot. 

In this update to the BGS, we incorporate available data for 2010 to find 
that, as expected from a methodology aimed at long-run determinants, 
almost all Latin American countries (as well as fellow emerging markets) 
stayed within the same neighborhood of rankings, with Singapore, Taiwan 
and Chile at the top and Venezuela, Ecuador and Ukraine at the bottom.

In addition, this update focuses on cross-sectional differences in key eco-
nomic development indicators within the emerging market group, and 
it argues that present-day acronyms that attempt to identify last year’s 
star emerging market performers–from the seminal BRIC (Brazil, Rus-
sia, India, China) to the recent CIVETS (Colombia, Indonesia, Vietnam, 
Egypt, Turkey, South Africa)–do not warrant much merit in identifying 
a larger, more structural economic phenomenon and are becoming, per-
haps because of their excessive topicality, anachronistic snapshots of a 
slow-moving picture. 

1  The BGS, introduced in the September, 2010 BLEP, builds on and updates Levy-
Yeyati et al. (2010).

Acronyms that capture yesterday’s 
star performance do not say much
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Creating the Scorecard

The BGS is created by aggregating data on key indicators based on four 
criteria: growth, financial resilience (FR), policy track record (PTR), and 
broad development factors (Dev). Each category, comprising different indi-
cators, is aggregated by taking the z-score for each indicator and averaging 
them to get the country’s z-score for the category. Next, we take the score 
for each of the four criteria and compute our graduation score card as:

Scorej = 

where Sj(.) is the average z-score for each of the four criteria, rescaled to 
the [0, 1] interval for comparability. Thus, we can rank countries by their 
overall score, as well as by their scores in each of the four criteria.

The growth criteria comprise two indicators: risk-adjusted GDP growth 
and a stress test. The risk-adjusted GDP growth is the average real GDP 
growth rate during the last ten years, divided by 1 standard deviation. 
The stress test is the difference between the growth in the crisis year of 
2009 and the average growth rate for the precrisis decade, measuring a 
country’s resiliency to extreme shocks.

Financial resilience tries to capture debt sustainability, specifically, solvency 
(proxied by the public external debt-to-GDP and the net external debt-to-
GDP ratios) and liquidity (proxied alternatively by the net external financ-
ing needs over current account receipts, where the former is computed as 
short-term external debt plus currently maturing long-term external debt 
minus official foreign exchange reserves and by the country’s borrowing 
cost proxied by the sovereign bond interest rate spread over U.S. Treasur-
ies). These four indicators–public external debt-to-GDP, net external debt-
to-GDP, net external financing needs over current account receipts, and the 
sovereign bond interest rate spread–comprise the FR score.

The monetary and fiscal policy track record is proxied by risk-adjusted 
inflation (defined as the mean plus 1 standard deviation of the inflation 
rate); and by the moving five-year average of the cyclically adjusted pri-
mary fiscal balance (which in this update covers the 2006-10 period), com-
puted for simplicity as the intercept from the equation primary surplust = 
a + b cyclet + ut, where cyclet is obtained from the log-linear detrending of 
the real GDP series.

Finally, development factors include income, human development and 
institutional indicators, proxied respectively by the Gini coefficient, the 

(Sj
Growth + Sj

FR + Sj
PTR + SjDev)

4

A total of 11 variables are used to 
construct the scorecard
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UN Human Development Index (which comprises life expectancy, educa-
tion and living standards) and the World Governance Indicators.

LATIN AMERICA AND ThE SCORECARD

Like the larger set of emerging market economies included in the BGS, 
the set of represented Latin American countries have broadly kept their 
positions in the graduation rankings: Chile remains one of the overall 
leaders in the path to graduation, while Ecuador and Venezuela continue 
to struggle. The sole exception is the visible improvement in Uruguay, 
where modest gains distributed across each of the four areas helped give 
its overall standing a well-rounded push upward. An improved cyclically 
adjusted fiscal balance and slight improvements in the spread on its gov-
ernment bonds and in its governance ranking were among the underly-
ing drivers. 

Relative to the wider set of emerging markets in the BGS, Latin America 
is represented throughout the rankings, with Chile near the top, thanks 
to a strong policy track record and human development indicators (figure 
4.1). Venezuela remains near the very bottom of the rankings, held down 
by high inflation, persistently large deficits during the past several years, 
unstable growth patterns, and low development factors. 

Latin American countries have benefited most from improving policy 
track records-perhaps a lesson from the recurrent macroeconomic crises 
of the 1980s and 1990s. With the exception of idiosyncratic Venezuela and 
Ecuador, Latin America is ahead of most Asian emerging markets in that 
category, with Chile holding a convincing lead. Growth scores and finan-
cial resiliency, however, rank behind fast-growing emerging Asian coun-
tries with a history of fiscal stability and large and growing net creditor 
positions vis-à-vis the world (as reflected by the massive accumulation of 
international reserves, triggered in part by the financial crises of the late 
1990s). 

Where Latin America exhibits the largest cross-sectional variations is, not 
surprisingly, in development indicators. Chile, driven by strong gover-
nance, ranks among the highest across all emerging markets, while Ecua-
dor and Venezuela are near the lowest. In relative terms, however, Latin 
America does not impress; besides Uruguay and Chile, the other Latin 
nations come below their Asian counterparts. As we emphasized in our 
latest BLEP, after gaining policy credibility and macroeconomic stability, 
classical development aspects such as education, health, income distribu-
tion and institutional building remain the top regional priorities to ad-
vance in the graduation path.

There have been visible 
improvements in Uruguay 
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Anachronistic Acronyms

Grouping emerging markets into catchy acronyms have become some-
thing of a sport in financial markets looking for headlines-as well as a 
good marketing excuse to create new structural products. From the popu-
lar BRICs to the zoological CIVETS, MAVINS and EAGLES, without for-
getting the MITSK (a BRICs sequel), all of them have sought to singled 
out a narrow set of countries that presumably presents certain character-
istics that makes them stand out from the rest. 

Figure 4.1. Scores in Graduation Criteria
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Trivially, BRICs are the larger emerging market economies. However, 
similarities stop there; whereas China is a class by itself, India is a fast-
growing deficit country, Brazil shares Latin America’s limits for non-
inflationary growth, and Russia is mainly an oil-exporting country. 
Looking to the BGS, we can see that, while these economies are all well 
advanced in their pursuit of development beyond many other emerging 
markets, many emerging markets lie between the higher-ranked China 
and the lower-ranked India, with Russia predictably running well be-
hind the rest. 

Figure 4.1. Scores in Graduation Criteria

Policy Track Record Scores

Development Factors Scores
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The EAGLE club, launched by the economic research team at BBVA, 
added Egypt, Indonesia, Mexico, South Korea, Taiwan and Turkey to 
the BRICs, based on a simple criteria: What are the countries expected to 
contribute the most to global growth? The EAGLE’s net captures large, 
fast-growing emerging market (based on BBVA’s frequently revised own 
growth forecasts), regardless of any other development quality or real 
hard data. Predictably, Brazil and Mexico in Latin America make the team 
on size alone, while smaller economies like Chile fail to qualify despite its 
solid performance on all fronts.

The same inevitable arbitrariness applies to HSBC’s CIVETS–Colombia, 
Indonesia, Vietnam, Egypt, Turkey and South Africa. The argument is 
that they all have large young populations, diversified economies, politi-
cal stability (the recent events in Egypt simply reminding us that perhaps 
this aspect was overstated), deep financial markets, low inflation, solid 
trade balances and limited sovereign debt ratios. Judging by, say, Egypt’s 
political risk, Turkey’s currency imbalance and growing current account 
deficit, Vietnam’s incipient financial markets and fat fiscal deficit–not 
to mention South Africa’s commodity dependence or Colombia’s mod-
est growth performance–one wonders how these countries were indeed 
picked. Forming a memorable acronym can lead to wrong choices. 

Looking at CIVETS more systematically in the BGS is revealing; only 
South Africa ranks close to the top 10, with Indonesia not far behind. Two 
CIVETS–Indonesia and Turkey–are also placed within another recent ac-
ronym, MITSK (Mexico, Indonesia, Turkey and South Korea), created as a 
supplement the BRIC elite.2

Unfortunately, an acronym that could successfully encompass all key 
emerging market performers would not only too long and cacophonous 
but also almost an economic oxymoron, given that development is, by 
definition, an evolutionary process. Moreover, while large countries are 
significantly different as they represent, for good or bad, systemic driv-
ers of the world economy, there is a priori no reason why size should be 
correlated with development, growth or return potential. Finally, from an 
economic prospective, there is more to development that meets the me-
dia; last year’s growth, or the latest terms-of-trade boost or credit rating 

2  In a similar vein, another group of countries–Business Insider’s MAVINS (Mexico, 
Australia, Vietnam, Indonesia, Nigeria, South Africa)–picks a few CIVETS and a 
few MITSK and adds exotic Nigeria and even a developed economy, Australia. The 
criteria: Anybody’s guess.

The acronyms sound right, but 
often do not say much
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upgrade, are often lagging rather than leading performance indicators. 
It is with this in mind that the BGS, shown in table 4.1, tries to capture, 
imperfectly, the complexities and nuances of the graduation process. 
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