2. Outlook for Latin America and the Caribbean:
The Right Policy Mix for Sustaining the Recovery

Following a contraction in 2016, growth in Latin
America and the Caribbean turned positive in 2017,
owing to both a favorable external environment and
improving domestic conditions. Growth is expected
to gain _further momentum in 2018 and 2019. The
recovery is broad-based across the region. In the near
term, Mexico, Central America, and parts of the
Caribbean are benefiting from stronger growth in
the United States, while potential implications of
the US tax reform and ongoing renegotiations of the
North American Free Trade Agreement (NAFTA)
are creating uncertainties. Growth in South America
is being led by the end of recessions in Argentina,
Brazil, and Ecuador; higher commodity prices; and
a moderation of inflation that has provided space for
monetary easing. But economic adjustment remains
unfinished business. In particular, further fiscal
consolidation is needed in many countries to restore
sustainability, notably by calibrating the quality,
speed, and composition of fiscal adjustment. Elections
this year across the region might lead to heightened
economic and policy uncertainty. Looking beyond
the near term, the region faces serious medium-term
structural challenges. Despite the faster-than-expected
recovery, Latin America’s output growth is returning
to an underwhelming mean, with downside risks

to prospects over the medium term. This calls for a
comprehensive structural reform agenda, aimed at
strengthening institutional and policy frameworks,
boosting productivity, and increasing trade and
Jfinancial liberalization to help secure strong, durable,
and inclusive growth.

This chapter was prepared by Carlos Caceres, with excellent
research assistance provided by Genevieve Lindow. The section
on Central America was coordinated by Prachi Mishra, Kimberly
Beaton, Javier Kapsoli, and Gerardo Peraza, with excellent research
assistance provided by Cristhian Vera. The section on the Caribbean
was coordinated by Bert van Selm, with excellent research assistance

provided by Lulu Shui.

Recovery Gaining Momentum

Following a contraction of —0.6 percent in 2016,
growth in Latin America and the Caribbean
(LAC) is projected to strengthen further from

an estimated 1.3 percent in 2017 to 2 percent
and 2.8 percent in 2018 and 2019, respectively
(Figure 2.1). This is attributed to both a favorable
external environment and improving domestic
conditions, particularly in countries that
experienced a recession in 2016.

Favorable External Tailwinds

Latin American economies are benefiting from
supportive external conditions that are providing
significant tailwinds to the region’s financial
markets and real economy.

o Swrong global demand and world trade:
The global economy accelerated in 2017,
driven by stronger growth in both advanced
and emerging market economies. This
momentum is expected to continue in the
current year. World trade has been growing
strongly, alongside buoyant external demand
(Figure 2.2), and is providing support to
the region’s exports, contributing to growth
and, in some cases, helping the external
adjustment. That said, despite their recent
acceleration, exports from the region are not
fully reaping the benefits of the global trade
boost, with real export growth in several
countries not keeping pace with the growth of
external demand. Moreover, Latin American
exports are less responsive to favorable
changes in relative prices compared to other
emerging market regions, most notably Asia
(see Chapter 3 of the April 2017 Regional
Economic Outlook: Western Hemisphere).

*  Accommodative financial conditions: Spillovers
to the region from the global equity market
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Figure 2.1. Growth Qutlook

1. Growth, 2018'

Growth Comparison

W Negative 2018 growth
Positive 2018 growth; below historical average
[ Positive 2018 growth; above historical average

2. Real GDP Growth?

(Percent)
Projections
2016 2017 2018 2019

LAC -0.6 1.3 2.0 2.8

LAC excluding Venezuela 0.1 1.9 2.6 3.0
South America 2.4 0.7 1.7 2.5
CAPDR 4.6 4.0 43 43
Caribbean

Tourism dependent 1.6 1.3 1.7 2.1

Commodity exporters -4.6 -1.5 0.8 0.9
Memorandum items:
LAG 0.0 1.5 25 2.9
Brazil -35 1.0 2.3 2.5
Mexico 29 20 23 30

Sources: IMF, World Economic Outlook database; and IMF staff calculations.
Note: For country group information, see page 115. CAPDR = Central America,
Panama, and the Dominican Republic; LAC = Latin America and the Caribbean.
"Historical average refers to the average growth during 2000-15.
2Purchasing-power-parity GDP-weighted average.

sell-off in early February 2018 were generally

limited and short-lived, with asset prices across

most countries returning to their preshock
levels by the end of the month. Market views
on Latin America were mixed—upbeat about
near-term economic momentum but worried
about medium-term growth prospects (Box
2.1). With a heavy election calendar in the
region, this includes concerns about political
risks and rising populism, as well as external

risks for countries with higher dollar financing

needs. Despite increased volatility, global
financial conditions remain accommodative,
with global equity prices near all-time highs
and long-term interest rates remaining
subdued. This is providing easy financing to
the region. Sovereign and corporate spreads
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Figure 2.2. External Demand
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(Year-over-year percent change)
20-

15-

VAL

Y

Mﬁp

—Real exports
—15- — External demand
_20I 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1
0909993393933 838538533353335730
O m AN MO < 1O © I 00 O O ~ AN M < 10 © M~
8 o O O O 0O 0O o0 O o @ ™ 7 - Y- Y- ™ ™
N

2. Export Performance Gap, 2017:Q32
(Percentage points)

PER MEX BRA LAC coL ARG CHL

Sources: IMF, Direction of Trade Statistics database; IMF, Global Data Source
database; and IMF staff calculations.

Note: For International Organization for Standardization (ISO) country codes used
in data labels, see page 115. LAC = Latin America and the Caribbean.

"External demand is the country-specific component of import growth of trading
partners, weighted by the share of exports to each trading partner. US dollar
nominal GDP-weighted average of Argentina, Brazil, Chile, Colombia, Mexico, and
Peru.

2“Export performance gap” is the difference between real export growth and its
corresponding external demand component.

remain low, and equity prices are elevated.
Capital inflows to the region stabilized and
started to increase moderately in 2017, after
falling sharply in the previous two years.
Similarly, the region’s freely floating currencies
have broadly stabilized, and over the past 24
months some have partially regained some of
the previously lost ground (Figure 2.3).

Partial rebound in commodity prices:
Commodity prices worldwide fell sharply
following the end of the commodity
super-cycle. Energy and metal prices
essentially halved between their peak in
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Figure 2.3. Financial Indicators

1. Sovereign Spread and Equity Prices’
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Sources: Bloomberg Finance L.P.; Haver Analytics; national authorities; and IMF
staff calculations.

'Sovereign spread refers to the median of LA6 J.P. Morgan Emerging Market Bond
Index Global spread; US-dollar-denominated sovereign bonds. Shaded area refers
to the min-max range. LAG is Brazil, Chile, Colombia, Mexico, Peru, and Uruguay.

2011-12 and early 2016. This represented

a significant terms-of-trade shock for Latin
America’s commodity exporters (Figure 2.4).
Commodity prices have, however, partly
rebounded since early 2016. In some cases,
net commodity terms of trade have essentially
reverted to their boom levels—reflecting
relative price developments of commodity
imports and exports—notably in metal
commodity exporters that, at the same time,
are net oil importers (Chile, Peru). Moreover,
the likelihood that commodity terms of trade
will return to—or stay above—their boom
levels both in 2018 and over the medium term
has increased for most countries in the region.

Figure 2.4. Commodity Terms of Trade

1. Commodity Terms of Trade
(Percent change; index weighted by GDP)
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Sources: Caceres and Medina 2015; Gruss 2014; UN Comtrade; and IMF staff
calculations.

Note: For International Organization for Standardization (ISO) country codes used
in data labels, see page 115. CTOT = commodity terms of trade.

"The bars denote the probability of each country’s CTOT reaching or exceeding by
the end of a given year the average level observed during 2011:Q1-14:Q1, based
on stochastic simulations (1 million iterations) using the Geometric Brownian
Motion model of Caceres and Medina 2015.

Domestic Investment Boosting Growth

The favorable external tailwinds are
complementing an improvement in domestic
conditions. A significant contributing factor to
the region’s growth rebound in 2017 is the end
of recessions and subsequent recovery in some of
the major economies, most notably Argentina and
Brazil. A notable exception is Venezuela, where
the economic crisis continues to weigh heavily

on growth, and the economy is estimated to

have contracted by a further 14 percent in 2017.
Excluding Venezuela, the average growth estimate
for the region in 2017 is 1.9 percent.
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Figure 2.5. Growth and Investment

1. Latin America and the Caribbean: Contributions to Real GDP
Growth'
(Year-over-year percent change)
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Sources: IMF, World Economic Outlook database; and IMF staff calculations.

Note: Purchasing-power-parity GDP-weighted average. EMDE = emerging market
and developing economies; LAC = Latin America and the Caribbean.

'Excludes Dominica, Grenada, Guyana, Jamaica, St. Kitts and Nevis, St. Lucia, and
St. Vincent and the Grenadines due to data limitations. Inventories include
statistical discrepancies.

Going forward, growth heterogeneity in the
region is expected to decline, and a broad-based
acceleration in economic activity is expected.
Relative to 2016, when seven Latin American and
the Caribbean economies, representing roughly
half of the region’s total GDP, experienced an
output contraction, real GDP growth in 2019

is projected to be positive in all but one country
(Venezuela).

Following the recovery in private consumption in
2017, the highly anticipated investment recovery is
now beginning to materialize. Having contracted
for three years in a row, private investment at

the regional level is estimated to have stopped
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Figure 2.6. Inflation
(12-month percent change)
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Sources: Haver Analytics; national authorities; and IMF staff calculations.

Note: Includes countries with an inflation-targeting framework. Peak over
December 2013 to December 2016. Peak dates are Brazil, Peru (January 2016);
Chile (October 2014); Colombia (July 2016); Costa Rica (November 2014);
Dominican Republic (December 2013); Guatemala (October 2016);

Mexico (January 2014); Paraguay (May 2014); and Uruguay (May 2016).

For International Organization for Standardization (ISO) country codes used in data
labels, see page 115.

being a major drag in 2017. Private investment

is expected to move solidly into positive territory
in 2018-19, and to be the main driver of the
projected economic acceleration this year and the
next (Figure 2.5). Despite this recovery, however,
investment levels are expected to remain below the
levels observed in other regions.

Consumer price inflation has come down

sharply at the regional level. Across most of

the inflation-targeting countries in the region,
inflation is back within the official target range
(Figure 2.6). In countries where inflation still
exceeds the target range, it is expected to moderate
in 2018-19, as the impact from transitory
supply-side factors recedes. Unemployment rates
have already peaked in most countries, and labor
markets are showing signs of improvement.

Financial sectors in the region remain stable,
with strong bank capital ratios and high rates of
return. However, bank profits are largely driven
by high interest margins, as bank concentration
and operating costs remain high, affecting the
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Figure 2.7. Financial Soundness Indicators
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Sources: Haver Analytics; IMF, International Financial Statistics database; national
authorities; and IMF staff calculations.

Note: For International Organization for Standardization (ISO) country codes used
in data labels, see page 115.

"Latest data are Argentina, Bolivia, Brazil, Chile, Mexico, Peru (2017:04); and
Colombia, Uruguay (2017:Q3).

%L atest data are Argentina, Brazil, Chile, Dominican Republic, Ecuador, Peru
(2017:Q3); Bolivia, Colombia, Guatemala, Mexico, Paraguay, Trinidad and Tobago,
Uruguay (2017:Q4); and Panama (2017:Q2).

sector’s efficiency and competitiveness (Enoch

and others 2017). Private credit increased sharply
during the commodity boom, with a doubling of
the region’s credit-to-GDP ratio between 2005
and 2015, but has since broadly stabilized in
several countries (Figure 2.7). Despite the recent
recovery, the economic slowdown over the past
few years has led to an increase in nonperforming
loans in the region, but these are well provisioned,
and their levels remain manageable in most
countries. Strengthening of nonfinancial corporate
balance sheets continues, as corporate profitability
increases in line with the economic recovery,

and indebtedness levels have fallen relative to
recent peaks.

Figure 2.8. Balance of Payments
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Sources: IMF, World Economic Outlook database; and IMF staff calculations.

Note: For International Organization for Standardization (ISO) country codes used
in data labels, see page 115. LAC = Latin America and the Caribbean.

TLAC aggregate is US dollar nominal GDP-weighted average.

2Current account balance trough over the period 2013—15 (Brazil: 2014; Chile and
Uruguay: 2013; Colombia, Mexico, and Peru: 2015).

Twin Deficits and Subdued
Long-Run Projections

Current account deficits in most countries in
the region have narrowed over the past couple
of years from their recent peaks (Figure 2.8). In
many cases, external adjustment in response to
lower commodity prices following the end of the
commodity super-cycle is now almost complete.
Most of the current account adjustment to date
has been led by improvements in the private
sector savings-investment balance, reflected

in the compression of imports attributable to
income effects (see Chapter 3 of the April 2017
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Figure 2.9. Fiscal Indicators
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Note: For definitions of government coverage, see Annex Table 2.2. LAC aggregate is fiscal year US dollar nominal GDP-weighted average. For International
Organization for Standardization (ISO) country codes used in data labels, see page 115. EMDE = emerging market and developing economies; LAC = Latin America

and the Caribbean.
"Mexico excludes one-off revenues for 2017.

2Definition of government debt varies across countries. For Uruguay, public debt includes the debt of the central bank. Net debt data are not available for Argentina,

Ecuador, and Latin America and the Caribbean (aggregate).

Regional Economic Outlook: Western Hemisphere).
Mexico was a notable exception, where the
reduction in the current account deficit was led
by improvements in public sector savings. Going
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forward, current account deficits are expected to
widen again as growth accelerates in both domestic
consumption and, importantly, investment. This
time, however, the expansion in private sector
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investment is expected to offset the impact of fiscal
consolidation on the current account.

Following the end of the commodity

super-cycle, fiscal revenues in most of the
commodity-exporting countries in the region fell
noticeably relative to the boom years (Figure 2.9).
The loss in commodity revenue was particularly
strong among the hydrocarbon-exporting
countries (Bolivia, Ecuador, Mexico, Trinidad
and Tobago, Venezuela). At the same time, the
upward trend in current spending, which began
during the commodity price boom, continued in
several countries, even following the bust. This
led to a significant deterioration in fiscal balances
and debt ratios in most countries in the region. In
response to worsening fiscal fundamentals, some
countries have embarked on adjustment, either by
raising noncommodity revenues (Argentina, Chile,
Mexico, Trinidad and Tobago) or through cuts in

public investment.

Over the longer term, growth prospects for the
region remain weak. Current potential growth
estimates in the region are similar to their modest
long-term averages. Moreover, the region’s GDP
per capita growth is substantially below that of
most other emerging market regions and just
slightly above advanced economies (Figure 2.10).
This is hampering income convergence toward
advanced economy levels. There is also a
considerable amount of heterogeneity within the
region, with a few countries losing significant
ground in terms of development prospects
(notably, Venezuela). Combined with relatively
low levels of investment, low productivity
continues to be a drag on overall growth in the
region (see the October 2017 Regional Economic
Outlook Update: Western Hemisphere), while
misallocation of capital and labor resources
appears to be an important element in the region’s
long-term growth conundrum (Box 2.2).

Risks to the Outlook

Despite the improved near-term outlook, a wide
range of risks remain. On the external side, a
sudden tightening of the currently benign global

Figure 2.10. Real GDP per Capita

1. Real GDP per Capita Growth, 2023
(Percent)

Asia EME LAC Sub-Saharan
Africa

2. Real GDP per Capita Convergence’

5_

DOM

4- °

; NIC PR e URl JPAN

o HD o ® » ' MEX &, .

¢ ® 0 o U CHL
2 BOL/..O .COL\' BRA . s

Advanced economies = 1.1%

United States

1=

¢ ]
ecue Lca BRB®  ATG @B o\ ®us®

Real GDP per capita growth, 2023

VEN
[ J

| | |
o [ !

9.0 95 10.0 10.5
Log of real GDP per capita, 2017

Sources: IMF, World Economic Outlook database; and IMF staff calculations.

11.0

Note: For International Organization for Standardization (ISO) country codes used

in data labels, see page 115. Asia = emerging and developing Asia;

EME = emerging and developing Europe; LAC = Latin America and the Caribbean.

"Dotted line refers to real GDP per capita growth for 2023 for advanced
economies.

financial conditions, compounded by populist
changes in main economic partners—including
through trade and migration flows—could derail
the nascent recovery in the region. Closer to
home, elections, rising populist sentiment, and
corruption scandals could have an important
bearing on economic prospects.

»  Correction in global financial markes:

A sudden tightening of global financial
market conditions—including stemming
from higher-than-expected inflation
pressures in the United States with the
overheating of the economy and the
associated faster-than-expected tightening
of US monetary policy and a rise in
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Figure 2.11. Sensitivity to Changes in the VIX
(Response to a 1 point increase in the VIX)

12- W EMBIG spreads (basis points) -1.0
@ Exchange rate (percentage points; right scale)

10-
-0.8

-06
*
*
-04
IA02
1 1 1 0.0

1
Brazil Colombia Peru Mexico Chile

Sources: Thomson Reuters Datastream; and IMF staff calculations.

Note: Cumulative impulse response functions after three months to a 1 point
increase in the VIX. For exchange rates, positive values indicate depreciations.
EMBIG = J.P. Morgan Emerging Market Bond Index Global (US-dollar-denominated
sovereign bonds); VIX = Chicago Board Options Exchange Volatility Index.

term premium—might have significant
consequences for long-term interest rates,
capital flows, and overall financing conditions
for the region. Spillovers from US interest
rates on domestic interest rates, particularly
those due to a decompression in US term
premiums, can be significant for many
countries in the region (see Chapter 3 of the
October 2015 Regional Economic Outlook:
Western Hemisphere). This is true for both
short-term interest rates (Mexico, Peru) and
long-term interest rates (Brazil, Colombia).
More generally, the most financially integrated
economies in the region—Brazil, Chile,
Colombia, Mexico, and Peru—remain at
risk for adverse developments in global
financial markets (Figure 2.11). Financial
asset prices in these countries exhibit a

high degree of synchronicity, and capital
flows to the region are highly responsive to
global shocks (see Chapter 4 of the April
2017 Regional Economic Outlook: Western
Hemisphere). Overall, potentially tighter

financial conditions pose downside risks to
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Figure 2.12. Exports to and Remittances from the

United States
(Percent of GDP)

30- -
M Exports of goods
@ Remittances

MEX TTO HTI SLV NIC CRI HND DOM GTM JAM BHS PAN

Sources: IMF, Direction of Trade Statistics database; IMF, World Economic Outlook
database; World Bank, Migration and Remittances database; and IMF staff
calculations.

Note: For International Organization for Standardization (ISO) country codes used in
data labels, see page 115.

capital flows to the region, but the improved
outlook for commodity exporters owing to the
partial rebound in commodity prices provides
some support to these flows. In addition to
historical patterns, the recent bouts of market
volatility also highlight the vulnerability of
countries that are reliant on large external
financing, such as Argentina, to changes in
foreign investor sentiment.

Waning popular support for global economic
integration and risks of a shift toward
protectionist policies: An increase in tariff and
nontariff barriers could derail the ongoing
upswing in world trade, with serious
attendant effects on recovery in the region.
Negotiations on NAFTA are ongoing. Recent
proposals by the United States to impose
import restrictions have cast a shadow over
the negotiations and contributed to further
uncertainty. Mexico, Central America,

and the Caribbean, in particular, remain
vulnerable to macroeconomic and policy
developments in the United States through
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trade and remittance channels (Figure 2.12;
see also Chapter 5 of the April 2017 Regional
Economic Outlook: Western Hemisphere).

Trade links with China: These links remain an
important driver of external demand for South
America. As such, and combined with the
ongoing rebalancing of the domestic economy
taking place in China, the accumulation of
financial vulnerabilities there as a consequence
of rising nonfinancial sector debt could have
potential spillovers to the region through trade
linkages and commodity prices.

Noneconomic factors, including geopolitical
tensions and extreme weather events:
Geopolitical tensions in other regions could
adversely affect global financial markets,
commodity prices, global economic activity,
and external demand, with spillovers to the
region. The impact of climate change and

the recurrence of extreme weather events and
natural disasters represent an important source
of risk for parts of the region, most notably

the Caribbean (Box 2.3).

Election cycle in Latin America: The year 2018
is an important one on the region’s political
calendar. Although these elections are an
important part of the region’s democratic
process, they could also generate economic
and policy uncertainty. In this context, rising
populism poses risks to the implementation of
much-needed reforms across many countries
in the region.

Regional spillovers from Venezuela: Social
conditions in Venezuela have deteriorated
sharply owing to plummeting purchasing
power, increasing scarcity of basic goods

(for example, food, personal hygiene items,
medicine), a collapse of the health system,
and high crime rates. The humanitarian crisis
has led to a sharp increase in emigration to
Colombia, Brazil, and, to a lesser extent,
Argentina, Chile, Ecuador, and Peru, putting
pressure on social services in these countries.
Other transmission channels of Venezuela’s
crisis are less important. Spillovers through

trade and PetroCaribe agreements, while
important for some countries, have already
materialized. Investors already see Venezuelan
debrt as a distressed asset, with no contagion to
other emerging market assets.

Policy Priorities

In the context of an economic recovery gathering
momentum, moderating inflation, and a widening
set of risks, designing and implementing the
right policy mix remain crucial. In particular,
where fiscal consolidation is warranted, efforts
should be made to improve the quality of the
adjustment, while monetary policy could be
geared toward providing support to growth,
provided inflation expectations remain well
anchored. A comprehensive and well-designed
set of structural policies fostering investment and
private sector participation would contribute to
boosting potential growth in an inclusive and
sustainable manner.

Improving the Quality of
the Fiscal Adjustment

The end of the commodity super-cycle brought
about a sharp fall in commodity revenues and

a noticeable deterioration in fiscal balances. In
some countries, this situation is exacerbated by
a slowdown in domestic demand and economic
crises. The deterioration in debt dynamics,
compounded by low expected commodity prices
and an accompanying reduction in fiscal buffers,
calls for appropriate fiscal adjustment.

Most countries in the region have started to
adjust or are planning to adjust on the fiscal
front in the coming years. Given partial recovery
in commodity prices and favorable financing
conditions, the crucial question remains, how
much do countries still need to adjust going
forward? In several cases, the required fiscal
adjustment—in terms of changes in the primary
fiscal balance to reach the debt-stabilizing
level—is relatively small. For most countries,
however, primary balances are still noticeably
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below debt-stabilizing levels, most notably in
Argentina, Bolivia, Brazil, and Trinidad and
Tobago. This suggests that substantial and
sustained fiscal effort will be needed. In general,
and as expected, countries that experienced a
larger increase in debt ratios following the end of
the commodity super-cycle have more ambitious
fiscal consolidation plans over the coming years
(Figure 2.13). Some countries’ adjustment plans
are front-loaded, with the bulk of the fiscal
consolidation taking place this year and the

next (Chile, Trinidad and Tobago), while other
countries have opted for a more gradual and
back-loaded fiscal adjustment (Brazil, Peru).

Overall, the fiscal adjustment should aim at
placing debt ratios on a sustainable path. With this
objective in mind, the pace and composition of
fiscal adjustment should be tuned to supporting
and protecting growth and productivity-enhancing
spending. However, this crucially depends

on understanding the growth impact of fiscal
consolidation—that is, the “fiscal multipliers.”
Analysis of fiscal consolidation episodes in the
region suggests that their impact on growth

is somewhat larger than previously thought
(Chapter 4). In addition, since multipliers for
public investment are larger than those for public
consumption, consolidation packages should

aim to preserve the former where possible. In
cases where fiscal sustainability or credibility
might be at risk, policymakers should address
these concerns by front-loading the adjustment.
Moreover, a well-designed and transparent fiscal
adjustment plan would enhance policy credibility
and investor confidence, which is also conducive
to more favorable funding conditions, particularly
for countries that pay higher average spreads
relative to other countries with comparable credit
ratings (Figure 2.14), and could engender stronger
public support.

Fiscal adjustment could be supplemented with
broader fiscal reform. In this context, entitlement
reform aimed at containing future fiscal pressures
derived from demographic changes—particularly
those related to public pension and health
expenditure (see the October 2017 Regional
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Figure 2.13. Primary Balance
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Sources: IMF, World Economic Outlook database; and IMF staff calculations.
Note: LAC aggregate is fiscal year US dollar nominal GDP-weighted average.
Argentina’s primary balance and debt refer to the federal government. Mexico
excludes one-off revenues for 2017. For International Organization for
Standardization (ISO) country codes used in data labels, see page 115. LAC =
Latin America and the Caribbean.

"Definition of government debt varies across countries. For Uruguay, public debt

includes the debt of the central bank.

Economic Outlook Update: Western Hemisphere)—
would contribute greatly to improving prospects
for long-term fiscal sustainability, while having
relatively small effects on short-term growth.

Enhancing Monetary
Policy Effectiveness While
Supporting Growth

The recent decline in inflation in several
countries in the region has provided space for
easing monetary policy. Indeed, with inflation
within (or close to) the target bands and
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Figure 2.14. Sovereign Credit Ratings, CDS Spreads, and
Gross Debt

W CDS spread (five-year; basis points)
@ Gross debt, trough to 2017 (percentage points of GDP; right scale)

420- : -50
o
360- :
: : o N 40
300- : : : D g @
: : : : 30
20- e : S P
e : . o
e : : 2
o o o:
120- : [ ) : :
: ‘0 10
60- :

Sources: Bloomberg Finance L.P.; Thomson Reuters Datastream; and IMF staff
calculations.

Note: Sovereign credit ratings are based on Moody’s rating scale as of March 30,
2018. Five-year CDS (credit default swap) spreads refer to the 2018 average to
date. Gross debt trough is over the period 2007—16. Philippines’ gross debt level
for 2017 is less than the trough. Definition of government debt varies across
countries. For Uruguay, public debt includes the debt of the central bank. For
International Organization for Standardization (ISO) country codes used in data
labels, see page 115.

inflation expectations currently anchored, most
inflation-targeting central banks have cut their
policy rates (Figure 2.15).

Going forward, in an environment characterized
by fiscal consolidation in large parts of the
region, monetary policy could provide support
to the ongoing economic recovery, while
keeping inflation expectations well anchored.

To achieve this, and to enhance the credibility
and effectiveness of monetary policy, central
banks should work toward strengthening their
institutional and operational frameworks.

More effective central bank communication and
greater transparency—for instance, through press
releases and by releasing the minutes of monetary
policy meetings—can play an important role

in improving policy predictability and traction

Figure 2.15. Real Policy Rates and Inflation Gap
(Percent)
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Sources: Haver Analytics; national authorities; and IMF staff calculations.

Note: Real (ex ante) policy rates calculated as the difference between the policy
rate and the one-year-ahead inflation expectations. Target is taken as the
midpoint of the inflation target range. Peak real policy rate is since December
2013. Peak dates are Brazil (August 2016); Chile (December 2013); Colombia
(January 2017); Costa Rica (November 2017); Dominican Republic (December
2014); Guatemala (February 2014); Mexico (February 2018); Paraguay (January
2015); and Peru (April 2017). For International Organization for Standardization
(ISO) country codes used in data labels, see page 115.

(Chapter 3). This, in turn, would increase the
room to maneuver for central banks when dealing
with transitory supply-side shocks, and help them
maintain or strengthen their credibility. In this
context, laudable progress has been made in the
implementation of inflation-targeting regimes,
which is in part reflected in lower exchange rate
pass-through into domestic inflation across several
countries in the region (see Chapter 4 of the April
2016 Regional Economic Outlook Update: Western
Hemisphere). Nevertheless, central banks in the
region are still challenged when facing bouts of
exchange rate volatility and large depreciations.

In this context, episodes of large currency
depreciations have led to procyclical monetary
policy stances, even when inflation expectations
remained well anchored (Figure 2.16).

Exchange rate flexibility has served the region well,
facilitating the external adjustment (see Chapter 3
of the April 2017 Regional Economic Outlook:
Western Hemisphere). The degree of exchange rate
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Figure 2.16. Elasticity of Central Bank Rates to Changes in

Output Gap
(Percentage points; average 2000-17)
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Sources: Bloomberg Finance L.P.; Consensus Economics; Haver Analytics; and IMF
staff calculations.

Note: Elasticities of real (ex ante) policy rates to changes in output gaps,
controlling for deviations of inflation expectations from target. Inflation expectations
are two-year-ahead inflation expectations from Consensus Economics. Large
depreciations are periods characterized by an average depreciation of the
exchange rate against the US dollar exceeding 5 percent over the past 12 months.

flexibility, however, has varied across countries in
the region, even among economies facing similar
shocks (Figure 2.17). Maintaining a flexible
exchange rate would enhance resilience to external
shocks, including to sudden changes in global
financial conditions, minimizing the potential for
disruptive capital flow reversals.

Subdued Growth Prospects Call
for Deep Structural Reforms

The strengthening of the ongoing cyclical recovery
in the region is certainly a welcome development.
However, long-term prospects for the region
remain dim. The need to boost potential

growth and productivity calls for a deep and
comprehensive structural reform agenda.

Raising the region’s growth potential requires a
sustained policy effort on many fronts, including
education, health, business and the regulatory
environment, and gender equity and female
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Figure 2.17. Exchange Rate Variability
(Six-month rolling standard deviations of daily changes)
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Sources: Thomson Reuters Datastream; and IMF staff calculations.

Note: Latest data up to March 30, 2018. Bilateral exchange rates are against the
US dollar. EUR denotes the euro-dollar exchange rate. For International Organiza-
tion for Standardization (ISO) country codes used in data labels, see page 115.

participation, among others. In particular,
securing strong, durable, and inclusive growth
will also require addressing inequality in Latin
America and the Caribbean. Despite recent gains
in poverty and inequality reduction, particularly
in commodity-exporting countries, LAC remains
the most unequal region in the world. With

a tighter fiscal envelope going forward, and
poverty rates already edging up, policies need to
be geared toward protecting gains made in social
areas (Chapter 5). Improving security and crime
prevention is also crucial in parts of the region
where chronically high crime rates are weighing
heavily on growth (Box 2.4).

In this context, policy priorities include

*  Human capital development through more
efficient education spending to boost
productivity as well as generate more inclusive
and equitable growth. In LAC, educational
attainment and learning outcomes remain
low relative to other emerging market regions,
even though the region spends more on
education than other regions (Figure 2.18).
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Figure 2.18. Education Outcomes and Spending
(Percentile rank)
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Programme for International Student Assessment (PISA); World Bank, World
Development Indicators database; and IMF staff calculations.

Note: Latest data available. Simple average. For International Organization for
Standardization (ISO) country codes used in data labels, see page 115. ADV =
advanced economies; Asia = emerging and developing Asia; CIS = Common-
wealth of Independent States; EME = emerging and developing Europe; LAC =
Latin America and the Caribbean.

o Tackling infrastructure bottlenecks (see
Chapter 5 of the April 2016 Regional
Economic Outlook: Western Hemisphere),
which would also boost investment levels in
the region. Those levels remain lower than

in other emerging market regions, including
sub-Saharan Africa (Figure 2.19).

*  Improving the governance and the business
climate, focusing in particular on reducing
corruption. Corruption is an important issue
in the region, adversely affecting confidence,
private investment, and development (IMF
2017a). Corruption perceptions at the
regional level are broadly in line with other
emerging markets and the region’s level of
development. However, there are significant
differences across countries in the region, even
after accounting for differences in per capita
income (Figure 2.20).

*  Pursuing trade and financial liberalization:
Trade openness levels in LAC are low
compared to other regions, and this is
particularly acute in some of the region’s large
economies, notably Argentina and Brazil
(Figure 2.21). Regional integration could be
an effective medium for promoting openness
and a step forward toward further global
integration (IMF 2017b; Enoch and others
2017). In this context, the Comprehensive
and Progressive Agreement for a Trans-Pacific
Partnership, signed in early March by 11
countries in the region, including Chile,
Mexico, and Peru, would boost trade
with Asia.

South America

Developments and Outlook

Following a sharp contraction in 2015-16, growth
in South America resumed in 2017, averaging

0.7 percent (in purchasing-power-parity terms).
Supported by a positive external environment and
relatively higher commodity prices, and boosted
by a cyclical recovery in domestic demand, South
America’s growth is expected to accelerate further
in both 2018 and 2019. Regional aggregates are
dominated by recovery in the larger economies,
notably Argentina and Brazil.

In Argentina, the economy continued to expand
in the fourth quarter. High-frequency indicators
suggest that economic activity remained robust

in early 2018, but the severe drought that hit the
country will have a negative impact on agricultural
production and exports. Hence, the current
forecast is for real GDP growth of 2.0 percent in
2018, below the January World Economic Outlook
Update forecast. Growth is still expected to pick
up to 3.2 percent in 2019, as the negative impact
of the drought will be reversed, higher real wages
and pensions will sustain private consumption,
and private investment will continue its gradual
rebound. The primary fiscal deficit is expected to
decline in line with targets set by the authorities at
the federal level, mainly reflecting the announced
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Figure 2.19. Gross Fixed Capital Formation
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Sources: IMF, World Economic Outlook database; and IMF staff calculations.

Note: Purchasing-power-parity GDP-weighted average. For International
Organization for Standardization (ISO) country codes used in data labels, see
page 115. Asia = emerging and developing Asia; EME = emerging and developing
Europe; LAC = Latin America and the Caribbean; MENA = Middle East and North
Africa; SSA = sub-Saharan Africa.

reduction of subsidies, and consistent with the
new Fiscal Responsibility Law at the provincial
level. The overall fiscal deficit will fall at a slower
pace, however, reflecting the larger interest bill.
Inflation is expected to continue to fall, but at

a slower pace than targeted by the central bank,
reflecting the headwinds from further increases
in utility tariffs but also the pickup of inflation
expectations after the increase of inflation

targets and the easing of the monetary policy
stance in late 2017 and early 2018. Continued
reduction of the primary fiscal deficit (through a
more front-loaded reduction in primary current
spending) would help better anchor inflation
expectations in the context of lower interest rates,
reduce the vulnerability from high gross fiscal
financing needs, and put the public debt ratio

on a more sustainable path. Achieving stronger,
sustainable, and more inclusive growth will require
further progress in the structural reform agenda to
remove remaining distortions and bottlenecks.
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Figure 2.20. Income-Adjusted Corruption Perception Levels,
2016
(Higher values = lower perceived levels of corruption)
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Governance Indicators by Daniel Kaufmann (Natural Resource Governance Institute
and Brookings Institution) and Aart Kraay (World Bank); and IMF staff calculations.
Note: Simple average. Income-adjusted perceived corruption denotes the residual
coming from regressions of control of corruption point scores on real GDP per
capita. Using other indicators of corruption perceptions produces similar results.
The charts show results based on control of corruption given its wide country
coverage. As with any perception indicators, point estimates are subject to
uncertainty. More details of the results will be a part of a forthcoming book
chapter. ADV = advanced economies; Asia = emerging and developing

Asia; CIS = Commonwealth of Independent States; EME = emerging and
developing Europe; LAC = Latin America and the Caribbean; MENA = Middle East
and North Africa; SSA = sub-Saharan Africa.

Growth in Bolivia remains among the highest

in the region, but the country faces important
medium-term challenges. Since the 2014
terms-of-trade shock, the government has

pursued expansionary fiscal and monetary policies
financed by a drawdown of savings and increased
borrowing. Real GDP grew by 4.2 percent in 2017
and is projected to grow by 4 percent in 2018.

The sizable fiscal and current account deficits that
emerged in 2014 are expected to persist absent any
material change in policy direction, albeit at lower
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Figure 2.21. Trade Openness, 2017
(Percent of GDP)
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levels, reflecting in part the rebound in commodity
prices. To contain risks and boost potential growth
in the context of the stabilized exchange rate, the
authorities should gradually tighten fiscal policy,
improve the effectiveness of social spending, phase
out credit targets and interest rate ceilings, and
implement key structural reforms, including in
product and labor markets. Efforts to improve the
regulatory and supervisory framework for financial
institutions should continue.

In Brazil, following a sharp contraction in activity
in 2015 and 2016, recovery gained momentum
in 2017, driven by domestic demand. Real
GDP is expected to grow at 2.3 percent in
2018, thanks to favorable external conditions
and a rebound in private consumption and
investment. The uptick in activity will lead to a
moderate deterioration of the current account.
Inflation is expected to accelerate gradually from
3 percent toward the midpoint of the inflation
target in 2019, owing to an accommodative
monetary policy stance and an increase in food

THE RIGHT POLICY MIX FOR SUSTAINING THE RECOVERY

price inflation. Fiscal consolidation continued

in 2017, with improved revenue collection and
postponement of discretionary expenditures.

The current budget implies an expansionary
fiscal stance in 2018 and fiscal consolidation
starting in 2019, with yearly reductions in federal
government expenditure of 0.5 percent of GDP
over the next 10 years. Social security reform,
which has been postponed because of political
developments, is key to ensuring both the viability
of the pension system and sustainability of public
finances. Reforming other mandatory outlays,
including the wage bill, is also important to meet
the constitutional expenditure rule and ensure
fiscal sustainability. The positive economic cycle
provides scope to front-load fiscal adjustment
and to implement structural reforms to improve
credit allocation, opening up the economy, boost
the quality of infrastructure, simplify the tax
system, and reduce red tape. A key risk, however,
is that the policy agenda could change following
the October presidential election, giving rise to
market volatility and greater uncertainty about the
medium-term outlook.

In Chile, economic activity is gaining momentum
after a prolonged slowdown, benefiting from
improved external conditions and domestic
sentiment. Both mining and nonmining exports,
as well as business investment, are leading the
recovery, supported by solid household spending
and slightly looser financial conditions. The
economic rebound will likely improve the
composition of job growth, relying less on
self-employment. Growth for 2018 has been
revised up to 3.4 percent—noticeably higher
than in 2017 (1.5 percent). Monetary policy is
appropriately accommodative, and the central
bank should wait until inflation shows a clear
sign of convergence toward its target and growth
momentum becomes self-sustaining before
beginning to normalize monetary policy. The new
administration has not detailed its fiscal plans
yet, but fiscal policy should stay on a gradual
consolidation course and balance out social and
development objectives.
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In Colombia, policy easing and a favorable global
environment will lift growth to 2.7 percent in
2018. A mildly expansionary fiscal policy, driven
by stronger subnational government expenditure,
along with the lagged effects of monetary policy
easing in 2017, will support domestic demand.
Investment is projected to increase strongly on the
back of infrastructure projects under the Fourth
Generation Program, oil sector projects, and the
2016 tax reform. Inflation will return to and
remain within the target band as the effects of
past shocks—such as the value-added tax hike—
dissipate. This may allow for further cuts in the
policy rate. The current account deficit will narrow
on the back of relatively higher oil prices and
increasing nontraditional exports.

Ecuador’s ongoing economic recovery is supported
by the partial rebound in oil prices, favorable
external financial conditions, and continued
public sector spending. However, the weak

fiscal position, real effective exchange rate
overvaluation, and low foreign reserves make the
economy vulnerable to sudden shifts in investor
sentiment, tighter financing conditions, a fall in
oil prices, or an appreciation of the US dollar.
Domestic political and policy uncertainty may
also suppress growth. A clear, front-loaded,
balanced, and well-communicated fiscal reform
path could help bolster market confidence, lower
financing costs, and propel growth. Structural
reforms are also needed to address lingering
competitiveness problems.

Paraguay’s economy is expected to expand by

4Y5 percent in 2018, led by strong domestic
demand. Bank credit is recovering after a sharp
deceleration following a credit boom. The Central
Bank of Paraguay further eased its accommodative
monetary policy stance in August 2017, citing
regional economic uncertainty. With domestic
demand strengthening and credit growth now
resuming, inflationary pressures have begun

to rise, pointing to a need to gradually remove
monetary accommodation. While the fiscal
anchor is operating well, additional restraint on
the growth of current primary spending relative
to budget plans will be needed in 2018 to avoid a
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modest, but unwarranted, fiscal stimulus during
the ongoing economic swing.

Peru’s economy grew at a slower pace in 2017
(2.5 percent), reflecting the adverse impact of
El Nino and spillovers from the Odebrecht
corruption investigation, which offset a strong
export expansion. Weather conditions also
affected food prices, causing inflation to spike
in early 2017. However, softer growth and an
appreciation of the sol led inflation to close the
year at 1.4 percent—the lowest since 2009. In
this context, the central bank has reduced the
policy rate six times since May and also lowered
reserve requirements. Meanwhile, the government
has responded with countercyclical fiscal policy,
increasing the 2017-19 deficit targets to finance
reconstruction and rehabilitation projects, with
consolidation planned thereafter to bring the
deficit in line with the fiscal rule. These policies
are expected to help economic growth rebound
to around 3% percent in 2018, but downside
risks associated with the Odebrecht investigation
persist. Over the medium term, the authorities
remain focused on implementing structural
reforms to improve tax system efficiency, expand
economic and financial inclusion, and close the
infrastructure gap.

In Uruguay, a combination of prudent policies
and favorable external conditions led to good
macroeconomic outcomes, with growth expected
to exceed 3 percent in 2018. A relatively tight
monetary policy stance and an appreciating
exchange rate contributed to a notable decline

in inflation, bringing it within the central bank’s
target range (3 to 7 percent) in 2017 for the

first time in seven years. Looking forward, some
monetary tightening would be appropriate, as
inflation edged up early this year and as demand
pressures related to upcoming large investment
projects materialize. The fiscal deficit in 2017
was slightly larger than projected, reinforcing the
case for saving possible growth-related revenue
windfalls in 2018 in order to safeguard the 2019
fiscal deficit target of 2.5 percent of GDP. In
view of existing infrastructure gaps, it would be
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important to reorient budget spending from the
public wage bill toward investment.

Venezuela’s economic crisis is worsening, with the
economy contracting sharply for the fifth year

in a row. The economy is expected to contract

by 15 percent in 2018, following a cumulative
35 percent contraction over 2014-17. Since
November, the country has been suffering from
hyperinflation due to large fiscal deficits financed
by monetary creation, coupled with the loss

of confidence in the currency. Consumer price
inflation was estimated at about 2,800 percent

in 2017 and is projected to rise to about

13,000 percent in 2018. International reserves
dropped to about $9.3 billion by the end of
January 2018, and liquid net international reserves
appear to be exhausted. Bonds for the Republic
and for the public oil company (PDVSA) are in
selected default since the last quarter of 2017. The
government unified and depreciated the official
excha