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EXECUTIVE SUMMARY

The world economy is expected to remain supportive for the Latin American and
Caribbean (LAC) region. While global activity has moderated in 2005, the short-term
outlook looks solid and global GDP growth is projected to remain above trend at 4’4 percent in
2005 and 2006. This reflects, in part, the resilience of the U.S. economy in the face of recent
hurricanes and high oil prices. Although risks are now tilted to the downside, still
accommodative monetary and fiscal stances, the ongoing improvement of corporate balance
sheets, and favorable financial market conditions are expected to underpin global growth. The
Latin American region—which continues to benefit from strong commodity prices—is
projected to grow above trend at 4 percent and 3% percent in 2005 and 2006, respectively.

The current expansion in the LAC region appears more resilient than previous upturns.
Many countries have seized the opportunity to reduce public debt/GDP ratios by implementing
significant structural adjustments in their fiscal positions. Current accounts are in surplus,
reducing dependence on external capital inflows, and external reserves have increased.
Governments have taken advantage of the benign international financial conditions to
prefinance external debt service obligations and strengthen maturity profiles. Strengthened
macroeconomic policy stances and economic fundamentals have increased governments’
access to domestic currency bond markets. Finally, monetary policy frameworks have been
bolstered by the adoption of inflation targets and the generally increased commitment to
exchange rate flexibility.

Although the short-term outlook is generally positive, there is considerable differentiation
between countries depending on individual economic and political circumstances, and
there are important downside risks. Key among the external risks is the possibility of a
sharper-than-expected slowdown of growth in key trading partners or international trade,
possibly triggered by a continued surge in oil prices and/or rising protectionist sentiment. The
region also remains vulnerable to an abrupt tightening of global financial market conditions, as
debt ratios still remain high in many countries and there remains a high dependence on
exchange-rate linked and short-term instruments.

At the same time, the current juncture still provides a continuing window of opportunity
to further strengthen underlying policy positions and boost the region’s growth potential.
This would involve a sustained policy commitment to entrench macroeconomic stability, most
notably by further reducing public debt burdens and maintaining low inflation. The policy
agenda also should involve deepening structural reforms to eliminate impediments to private
investment and entrepreneurship. Key priorities on the structural front include: (i) financial
sector reform; (ii) greater trade openness and foreign direct investment; (iii) efficiently
managing and using natural resources; and (iv) strengthening the business climate. The coming
heavy electoral calendar provides countries in the region with an important opportunity to
deepen mandates in these areas.




I. THE GLOBAL CONTEXT
A. Trends and Prospects

I. The global economy has been robust over the past year and a half. (Figure 1) 2004
saw the strongest performance in three decades, with world output increasing by 5.1 percent. In
2005, global activity has moderated to a more sustainable pace and remains broadly on track,
despite a number of recent shocks. In particular, we have seen a modest slowdown in the
second quarter of 2005, in part reflecting the impact of higher oil prices, but the services sector
in most countries has remained strong, and recent indicators suggest that manufacturing and
trade growth are picking up again. Although there are elevated risks ahead, which are
discussed below, our central scenario is one of continuing robust global growth, which is
projected to remain above trend at over 4% percent in 2005 and 2006.

Industrial
countries

2. Within this broad picture, divergences across regions remain wide, with the
United States and China continuing to lead the expansion. (Figure 2) In the United States,
real GDP is projected to rise by about 3’2 percent in 2005, and ease only modestly to around
3% percent in 2006, despite recent shocks, including Hurricane Katrina and much higher oil
prices. In China, growth is projected at 8'2-9 percent in 2005 and 2006, reflecting continued
rapid growth of manufactured exports, including textiles. Growth in the euro area, on the other
hand, is expected to be disappointing, averaging under 2 percent in 2005-06. In most other
regions, growth prospects have also tended to weaken—although those for Japan and India
have brightened.
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3. Global headline inflation has picked up slightly, but remains contained, despite
higher oil prices. (Figure 3) Among the major industrial countries, core inflation indices
appear generally contained, inflationary expectations well-anchored, and wage increases
moderate. However, asset prices—especially housing—bear close watching as low interest
rates may be pushing valuations beyond medium-term fundamentals. In emerging market
countries (EMCs), inflationary pressures have risen somewhat more than in the industrial
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countries, reflecting generally less well-anchored inflationary expectations, even though in
many of these countries higher international oil prices have still not been fully passed through
to domestic consumers. It is noteworthy that EMCs with inflation-targeting regimes seem to
have been more successful in keeping inflation low, without visible adverse effects on growth.

(Figure 4)

B Non-inflation targeting countries

4. Financial markets conditions remain favorable. (Figure 5) More than one year into
the U.S. monetary tightening cycle, long-term interest rates and credit spreads have
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stayed low, reflecting the strength of savings (especially from emerging markets), historically
high corporate profits in industrial countries, and levels of private nonresidential investment
that appear to have lagged cyclical norms. As a result, liquidity has been ample, equity markets
are generally up, and the “search for yield” continues to support valuations of riskier assets and
to encourage leverage. Thus, emerging market financing conditions have been very favorable,
with most EMCs having started to pre-finance 2006 needs. Coupled with improved
fundamentals and a widening long-term-oriented investor base, these factors have strengthened
many countries’ resilience.

B. Industrial Countries
United States

5. Growth has been remarkably resilient in the United States, with private
consumption continuing to provide strong support. (Figure 6) Solid gains in employment
(outside manufacturing) and disposable incomes and higher housing wealth have helped boost
household demand, albeit coupled with a further drop in the saving rate. The growth of
personal consumption is projected to moderate in the second half of 2005 and into 2006,

B Fixed investment

especially given the recent surge in oil prices, recent monetary tightening, the advanced state of
the housing cycle, and disruption from Hurricane Katrina. However, the U.S. corporate sector,
with continuing record profits and cash flow, underpinned by solid productivity growth, has the
ability to increase investment and, thereby, its support to growth, provided business confidence
remains high. (Figures 7 and 8) As such, U.S. GDP growth is projected to remain the highest
in the G-7.
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6. Despite the catastrophic effects of hurricane Katrina on life and property and its
near-term fiscal impact, the overall direct effect on U.S.—and global—GDP growth is
likely to be limited. Growth in the United States will be reduced somewhat in the coming
months, but will then receive a boost as reconstruction spending accelerates. However, Katrina
has added to the downside risks facing the U.S. economy, where the low household savings



rate leaves consumer confidence and consumption vulnerable to price shocks. In addition, the
significant additional spending commitments that have been made for relief and reconstruction
have illustrated the risks to the Administration’s fiscal consolidation strategy—of halving the
budget deficit to under 2 percent of GDP by FY 2009—and the heavy burden that has been
placed on expenditure discipline. (Figure 9)

Expenditures

_ Surpluses

Deficits

Euro Area and the United Kingdom

7. Economic performance across the euro area remains very diverse and there has
been some deterioration in the growth outlook since April. In particular, domestic demand
faltered in the first half of 2005, after showing signs of revival in late 2004, and second quarter
consumption and investment indicators weakened, especially in France and Germany.

(Figure 10) Overall, GDP growth averaged only about 1'% percent in the first half of the year.
Nevertheless, there are signs of a rebound in the second half of 2005. In particular, industrial
production and corporate balance sheets have strengthened, which will provide support for
investment, and export performance appears to have improved. Against this background, and
that of generally supportive global trends, the euro area should gradually regain momentum,
with GDP growth in the area projected to rise from 1.6 percent in 2005, to 2.1 percent in 2006.

8. GDP growth in the United Kingdom has proved weaker than expected. Private
consumption growth slowed sharply in the first half of 2005, in part reflecting higher interest
rates, oil price increases, and the cooling housing market. Against this backdrop, and in light of
weakening business confidence, GDP growth is now projected at 1.9 percent in 2005—

0.7 percentage point lower than expected in April—before recovering to 2.2 percent in 2006.



Germany

UnitediKingdom

0. A long-standing and core challenge for Europe is to raise potential growth.

(Figure 11) Europe’s per capita GDP has remained at levels that are only 70 percent of those
in the United States for the past 30 years, and structural reform is needed to boost incomes.

The agenda varies across countries in Europe but includes everywhere policies to increase
labor market flexibility and labor utilization, outcomes that would also improve the solvency of
national pension systems. Such an agenda, by achieving investment-driven increases in GDP
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growth, would also assist in the cooperative strategy aimed at promoting more balanced global
growth.

Japan

10. The Japanese economy expanded relatively strongly in the first half of 2005 and
this momentum should continue in the period ahead. (Figure 12) Rather than net exports, it
is private final domestic demand—both consumption and business investment—that is driving

B Consumption
B Private investment
B Public investment

B Net exports

the current expansion, supported by a strengthening labor market and high corporate
profitability. The considerable progress of recent years in addressing weaknesses in the bank
and corporate sectors—as manifested by the decline in non-performing loans—has put the
economy in a better position to sustain an expansion. (Figure 13) Thus, the positive outlook is
helped by rising business confidence and investment intentions, and recent progress in
reducing inventories and excess capacity. Consequently, real GDP is now projected to expand
by 2 percent in both 2005 and 2006. Looking ahead, maintaining the Japanese expansion will
require—as in Europe—structural reforms to raise productivity, through greater domestic
competition and labor market flexibility. Such an agenda would also help secure an orderly
resolution of global current account imbalances, minimizing, in particular, any negative impact
on global growth of the fiscal adjustment that is necessary in Japan.
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B Regional banks

C. Emerging Markets and Developing Countries

11.  Emerging market and developing countries should continue to show robust
growth, albeit at a reduced pace relative to the strong expansion recorded in 2004.
(Figure 14) Activity in emerging Asia is being led by China and India, whose growth is
expected to be 9 percent and 7 percent, respectively, in 2005, with a moderate easing in these
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two countries in 2006. Nevertheless, China’s export-led growth has contributed to a widening
of its savings-investment gap relative to the rest of Asia. (Figure 15) The Latin America and
Caribbean region is continuing to grow well above historical averages and I will elaborate on
our region shortly. Elsewhere, Africa has maintained relatively robust growth, while Middle
East projections have been raised with the rise in oil prices. In the transition countries,
especially Russia, as well as in emerging Europe, growth has slowed in 2005, reflecting a
range of factors including capacity constraints and weak demand from Western Europe.

12. The good news is that most EMCs have used the favorable global context of recent
years to reduce vulnerabilities. In particular, since 2002, fiscal balances have strengthened
and public debt ratios have declined in three quarters of EMCs. External vulnerabilities have
also eased, with improving current accounts and reserves, including in many oil-importing
countries. In the financial and corporate sectors, balance sheets have strengthened. While some
of these improvements reflect cyclical factors, it is also the case that there has been sustained
improvement in key fundamentals—although debt burdens remain a concern in many
countries.

China

13. Let me say a little more on China whose situation and outlook provide both
opportunities and challenges for Latin America. (Figure 16) In China, economic expansion
continues unabated, with GDP growth running at 97 percent (year-on-year) through the first
half of 2005. We now forecast an expansion of 9 percent for the entire year of 2005, and a
moderate easing to 8 percent for 2006. The composition of domestic demand growth has
shifted somewhat, with the relative contribution from private consumption rising, although
lately net exports have been showing greater momentum relative to total domestic demand. As
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a consequence, China’s current account surplus has continued to rise, and may exceed
6 percent of GDP this year.

Real GDP growth
(4-qtr'% change, left scale)

14. It is noteworthy that investment remains very strong in China, growing at 27 percent
through end-July (year-on-year)—even after a series of administrative and monetary tightening
measures taken in 2004. (Figure 17) Looking ahead, China faces the core

Fixed asset investment
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challenges of slowing investment and improving its quality, while increasing consumption
demand, and reducing reliance on ever larger external surpluses for sustaining growth. The
exchange rate reform in July—comprising an initial 2 percent revaluation of the renminbi, a
shift to setting the central rate with reference to a currency basket, and an allowable daily
fluctuation rate of 0.3 percentage point against the U.S. dollar—is an important step toward
greater flexibility, which, if fully utilized, should also facilitate the conduct of monetary policy
in the period ahead.

15. Coming to China’s links with Latin America, China accounted for 7 percent of the
increase in Latin American and Caribbean exports over the past two years. (Figure 18)
This modest figure masks, however, the importance of China for some key Latin American
exports, such as copper and soybeans, where China accounts for about a fifth of world
consumption. China’s robust growth has spurred higher prices for these products, benefiting
exporters such as Argentina, Brazil, Chile, and Peru. China’s thirst for natural resources has
also boosted oil prices, benefiting net oil exporters such as Colombia, Ecuador, Mexico,
Venezuela, and Trinidad and Tobago and has the potential to raise China’s investments in
Latin America. At the same time, China is providing considerable competition in some export
markets, in particular in textiles and clothing. Thus far, the region has weathered well the
impact of the elimination of MFA quotas earlier in the year, although this may partly reflect the
effect of temporary safeguard measures imposed by the United States on imports from China.
Over the longer term, China’s rapid growth is expected to put further pressure on Latin
America’s manufacturing sector, while providing a fillip to growth in agriculture, mining, and
services. This underscores the importance of flexible factor markets to facilitate the allocation
of resources to fast-growing activities.

B Other industrial countries
)

RNGhina

& Other'developing countries
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1I. GLOBAL RISKS

16. Although the short-term outlook remains generally solid, and the global economy
has proved remarkably resistant to the shocks of the last several years, risks to the global
outlook are tilted to the downside. (Figure 19) Beyond geopolitical risks, there are four
broad—and partly intertwined—concerns: (i) increasing global current account imbalances; (ii)
high and volatile oil prices; (iii) shocks to financial market conditions; and (iv) rising
protectionist sentiment. Emerging market economies are particularly vulnerable to these risks,
since many still harbor vulnerabilities, notwithstanding the progress made in strengthening
fiscal and external positions, and making exchange rates more flexible.

m Rising global current account imbalances

= Higher oil prices

= Abrupt tightening of financial markets

m Protectionist sentiment

17. Global current account imbalances. (Figure 20) The U.S. current account deficit is
projected to rise to 6 percent of GDP in 2005, driven by higher oil prices and the continued
relative strength of U.S. demand. The key counterparts to this deficit are Japan, China, and oil
exporters, including Russia. Resolving these imbalances in an orderly way requires cooperative
policies to reduce fiscal deficits in the United States, implement structural reforms to boost
domestic demand and growth in the euro area and Japan, and greater exchange rate flexibility
and structural reform in Asia. (Figure 21) Progress is being made in these directions, including
the improving U.S. fiscal position, steps toward greater exchange rate flexibility in China and
Malaysia, and signs of stronger domestic demand in Japan, but more decisive actions are
needed to containing the risks of a disorderly adjustment.
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18. Oil prices. (Figure 22) High and volatile oil prices remain a significant global risk,
especially given the further surge that followed hurricanes Katrina and Rita, and supply
constraints given the lack of new investment and limited new capacity coming on stream.
Thus, further jumps in oil prices cannot be ruled out, especially in the case of new geopolitical
or other shocks. The impact of oil price increases on global growth has so far been surprisingly
moderate, reflecting the fact that these increases have been largely driven by strong demand
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Spot prices’

rather than curbs on supply. However, further increases could have a less benign impact,
especially if they adversely affect consumer confidence and demand in export markets,
increase inflationary expectations, or if they stem from supply-side disruptions. (Figure 23)
The risks are particularly acute for EMCs that are net oil importers, especially in those cases
where the pass-through has been delayed by fiscal subsidies, since these create the additional
risk of a vicious cycle of rising deficits and interest rates—in many cases in an environment of
still high debt burdens. Thus, managing the impact of rising oil prices on fiscal balances will be
critical.

Average petroleum spot price
(U-S: dollars; perbarrel;
Jeft'scale)
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19.  Financial markets. (Figure 24) With global long-term interest rates and risk spreads at
unusual lows, there is the potential for financial market conditions to tighten significantly,
which would particularly affect countries with large public debt burdens, and also risk eroding
credit quality. Especially in view of the rise in world energy prices, a sharp rise in interest rates
as a result of a jump in inflationary expectations cannot be ruled out. This illustrates the need
for policy makers to safeguard the credibility of their commitments to price stability.
Moreover, the unwinding of global current account imbalances could also involve a sharp drop
in demand for U.S. financial assets and disorderly movements in interest and exchange rates,
which could weigh heavily on activity.'

EMBIIGlobal Catin

20.  Protectionist sentiment. (Figure 25) We have seen signs that protectionist sentiment
and policies are rising, driven by global imbalances and growing fears of emerging market
competition. This was especially apparent following the expiration of textile quotas this year
and the surge in exports of these products by countries such as China. However, these
protectionist policies could exacerbate global risks and further dampen trade and growth,
underscoring the need to revitalize the Doha Round.

' See Appendix 1.2 of the September 2005 World Economic Outlook.
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III. LATIN AMERICA AND CARIBBEAN REGION (LAC)
A. Recent Developments and Prospects for 2006

21. In the LAC region, growth is moderating after reaching a 24-year high in 2004.
(Figure 26) Nonetheless, projected growth rates of about 4 percent in 2005 and 3% percent

1980-2005)

LAC average
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in 2006 are still well above historical averages. Recent growth performance has been supported
by the continued strength of global commodity and raw material prices that have boosted terms
of trade and exports receipts. Mexico and countries in South America have gained, in
particular, from the surge in fuel, food, and metals prices, and have generally been able to
exploit these opportunities by expanding volumes—in some cases very substantially. Domestic
demand has also generally remained robust (showing renewed strength recently in Brazil), and
investment ratios are nearing, on average, a relatively high 20 percent of GDP, although some
countries are beginning to face capacity constraints after their strong recoveries (Argentina,
Uruguay). (Figure 27) Countries in Central America and the Caribbean have faced a more
difficult growth challenge, in part because of pressures exerted by their higher oil import bills.
Further efforts to ease investment bottlenecks and attract new private investments will be
crucial to easing supply constraints, maintaining domestic demand, and sustaining the
momentum for economic growth.

E Net exports

22. Despite the strong increase in world oil prices, inflation in the region has generally
stabilized, partly reflecting the prudent stance of monetary policies. (Figure 28) Colombia is a
case in point: inflation declined from 6% percent during 2003 to 5 percent in September
2005—the lowest level in decades; and, in Brazil, the monetary policy tightening of the
September 2004—May 2005 period has resulted in a decline in inflation to 6 percent in August
on a year-on-year basis, with expectations for end-2005 close to the target of 5.1 percent. Chile
and Peru have kept inflation roughly in the 2-3 percent range. Inflation for the region as a
whole is projected to ease from 6’2 percent in 2005 to 5 percent in 2006, although
Argentina’s inflation has reached double-digits, and Venezuela’s inflation—although
declining—remains in the 17-18 percent range. Moreover, in some countries, real interest rates
are still negative, and domestic petroleum prices have generally not increased in line with
world market conditions (Box 1).
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23. External current account positions are projected to remain strong and external
trade should remain supportive. (Figure 29) Strong export volume growth, as well as
favorable movements in the terms of trade, have more than offset the surge in import volumes
associated with rising domestic demand in 2004. Looking ahead, current accounts are projected
to remain in surplus in 2006, despite some projected slowdown in export growth and decline in
non-oil commodity prices.

Brazil
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24. A strengthening of policies and improved confidence have been reflected in
exchange rate appreciations since mid-2004. For six large countries in the region (Argentina,
Brazil, Chile, Colombia, Mexico, and Peru), the nominal effective rate rose by an average of
about 9 percent since the beginning of 2005 (based on data through end-July), with a larger
increase in Brazil (24 percent), without significantly affecting exports. (Figures 30 and 31) At
the same time, reserves have continued to rise; for example, in Argentina, they are approaching
US$26 billion, some nine months of imports of goods and services, and in Peru, reserves are

Golomba
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more than 270 percent of maturing short-term external debt. (Figure 32) Reserve accumulation
in the region reflects current account surpluses and the renewed strength of investor sentiment
toward the region, but in some cases the efforts by some countries to resist a rapid appreciation
of their exchange rates that they fear could reduce competitiveness. (Figure 33) However,
looking ahead, preserving flexibility in exchange rate management—as part of the improved
macroeconomic policy mix—will be very important, especially with regard to inflation targets.

Brazil
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B. Resilience of the Current Expansion

25. Prospects seem favorable that the current expansion will be more resilient than in
the past, in part because of generally improved macroeconomic policies. (Figure 34) The

strengthening of structural fiscal positions in many countries—in contrast to the expansionary
policies that led to larger deficits in earlier periods—has been an important step forward.

B Investment
i

B Terms of trade
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This has also helped contribute to more balanced growth. Economic performance in the current
upturn has been driven to an important extent by strong and geographically more diversified
exports and by terms of trade gains. Moreover, the current account surpluses that have been
achieved during the upswing have significantly reduced the region’s dependence on external
capital inflows. This contrasts with earlier episodes, when capital inflows and domestic
demand (particularly expansionary fiscal policies) fueled much of the upswing, leading to
widening current account deficits and overvalued currencies. (Figure 35)

26. The improved framework for monetary policy has also added resiliency to the
recovery. (Figure 36) The success of the region’s inflation targeting regimes in bringing down
inflation, and the willingness of country authorities to address inflationary pressures at an early
stage, has bolstered the credibility of monetary policy and contributed to prospects for a more
durable recovery. The high level of reserves in many countries also provides a buffer in the
event of external shocks.

Inflation Targeters

Inflation Unique Current
Targeting Numeric Inflation Forecast | Publish
Adoption Target = Target Process | Forecast
Date? Inflation (percent)

Brazil? 1999:02 Y 4.5 (+/-2.5)

Colombia | 1999:Q3 Y 5 (+/-0.5)

Y
Chile 1999:0Q3 Y 2-4 Y
Y
Y

Mexico 2001:Q1 3(+/-1)

Peru 2002:Q1 5-6 Y

27. The availability of foreign financing is less likely to become a constraint to growth
and stability. (Figure 37) Indeed, stronger trade and fiscal positions have reduced countries’
reliance on external borrowing. Near-term vulnerabilities in this context have also been
reduced through the prefinancing of future debt service obligations. Many governments in the
region have taken advantage of the current benign international financial conditions to
prefinance forthcoming debt payments ahead of a full election calendar, and potentially less
favorable global market conditions in 2006. By end-June, EMC sovereigns had completed
three-quarters of their planned 2005 issuance, and many countries (such as Brazil and Mexico)
have begun pre-financing for 2006, and even 2007. Some EMCs have succeeded in
lengthening maturities and reducing the proportion of foreign-exchange denominated debt
through liability management operations. Brazil conducted a debt exchange to retire most of its
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outstanding C-bonds (capitalization Brady bonds) for new bonds with a maturity extension of
3.7 years (and plans to buy back the rest in October). Colombia has taken advantage of its
strong external position to retire over US$2 billion of its foreign currency debt so far this year.
Peru has issued debt in local markets to finance the reduction of its liabilities to the Paris Club,
and recent debt exchanges by Argentina and the Dominican Republic have significantly
improved the debt profiles of these countries.

B Gross equities
]
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28. The increasing role of domestic currency financing in the region also represents a
source of resilience. (Figure 38) A number of countries—most notably Brazil, Chile,
Colombia, Mexico, and Peru—have increased their reliance on domestic debt issuance,
reducing their vulnerability to exchange rate risk and increasing the liquidity of local currency
markets. Some countries, including Brazil, Colombia and Uruguay, have also issued global
bonds in local currency. The increased use of domestic debt instruments at longer maturities—
most prominently in Colombia, Chile, Mexico, and Peru—has also helped improve debt
profiles. In some cases, foreign investors have shown strong interest in domestic bond issues
(in Mexico, some of the issues at the long end of the curve, at times, have been taken up almost
entirely by foreign investors). There are signs that improvements in credit ratings have helped
make local-currency debt more attractive for international investors, suggesting that improved
fiscal and current account positions have helped keep Latin America’s external gross and net
issuance of bonds, equities, and loans below the peaks observed in the late 1990s.
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§ 2004

C. Risks for the Region

29. Many of the global risks described earlier would also affect Latin America and the
Caribbean. I would like to elaborate on four key risks. (Figure 39)

Sharper-than-expected slowdown in key
trading partners or international trade

Higher oil price and/or a weakening of
global commodity markets

Increasing interest rate spreads for
emerging market debt

Political context

. A sharper-than-expected slowdown in key trading partners or international
trade. Despite the success in recent years in diversifying exports, the U.S. market accounted
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for over 40 percent of the increase in the LAC region’s exports between 2002 and 2004. Thus,
robust growth in the United States, and continued access to U.S. markets, will be necessary to
sustain healthy export performance, especially for countries with strong trade linkages to the
United States, such as Mexico. Forthcoming changes in the EU’s banana and sugar regimes
may have an adverse effect on exports from the Caribbean, but other countries of the region—
including Brazil, Costa Rica, and Ecuador—might benefit. For the region as a whole, the risks
related to a slowdown in growth in China appear to be low, given its modest share of total
exports. Its significant share of world consumption of some key products (such as soybeans
and copper), however, could affect selected exporters, including through its impact on prices,
which I describe more fully below.

. Higher world oil prices and/or a weakening of global commodities markets.
(Figure 40) As indicated in Box 1, recent increases in oil prices are not expected to affect the
region’s growth prospects as a whole, but for some smaller net oil-importing countries,
particularly in the Caribbean and Central America, there would be a significant negative More
generally, however, a continued surge in oil prices, through various mechanisms, could weigh
on growth in partner-industrial countries, weaken robust world demand for non-fuel
commodities, and lead to a more rapid reduction in their prices than envisaged under the
baseline forecast—reversing some of the improvements to the trade balance realized since
2002. (Figure 41)

1 South America
1 Central America
1 Caribbean
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Non-fuellcommodity prices
(1995=100, left scale)

AN

. Widening risk spreads for emerging market countries would also adversely affect
fiscal and external positions in many countries in the LAC region. (Figure 42) The region
has benefited significantly from the unusually low level of global interest rates, which has
encouraged a “search for yield” and bid down spreads on emerging market debt. Although

EMBIGloballLatin
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countries in the region have used this favorable environment to strengthen fiscal positions and
debt management, debt-to-GDP ratios in many countries remain very high—generally still
above 50 percent of GDP—and there remains a high dependence on exchange-rate linked and
short-term instruments. Against this background, the region still remains vulnerable to sudden
shifts in global capital market conditions, including those that might be triggered by concerns
regarding the large U.S. current account deficit. Given that the larger economies of the region
comprise a significant share of emerging market financial instruments, any turbulence for the
asset class, as a whole, could have serious consequences for the region.

30. The IMEF’s September 2005 World Economic Outlook (WEQO) provided an
illustration of the possible consequences of many of these risks for the global economy.
(Figure 43) In particular, the WEO presented simulations of the effects of a combined set of
shocks including (i) an abrupt and disorderly adjustment of global current account adjustments;
(i) a rise in protectionist pressures, as well as (iii) a sudden shift in investor sentiment that
caused a sharp increase in U.S. interest rates. The effect would be to cause a sharp initial drop

Reall effective exchange rate
(index; right scale)

in U.S. growth—from around 3’2 percent to just over 'z percent in the first year of the shock—
and the pace of U.S. activity would remain depressed for several years thereafter. With U.S.
demand falling nearly 4 percent below its baseline level, the U.S. dollar depreciating sharply,
and global interest rates moving higher, there would be substantial adverse spillovers—
including similar output declines for both other industrial countries and developing economies.

. The impact of this type of disorderly adjustment on Latin America and the
Caribbean would likely be at least as significant. (Figure 44) High debt levels in the region
leave it still very exposed to global interest rate shocks and the historical experience has been
that higher U.S. interest rates—especially those stemming from weaker investor sentiment—
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are magnified by a widening of emerging market spreads. The region would also suffer as a
result of a weakening of U.S. import demand given that roughly 60 percent of the region’s
exports are destined for the United States. Moreover, disorderly adjustments in trade and
weaker global growth would also likely cause a reversal of the gains the region has made in its
terms of trade, since a diminution of global activity would dampen the prices of metals, grains,
and other commodities that have boomed in recent years. Alternative staff simulations suggest
that the potential impact could be a sharp drop in real GDP—of over 5 percent of baseline
GDP—and a marked deterioration in current account positions.

Current/account
(billions of U.S: dollars,
right scale)

. The fourth and final risk relates to the political context. (Figure 45) In the next

18 months, 19 countries in the region, including the largest Latin American countries, are
slated to have elections, the results of which will affect more than 520 million people. These
elections provide an important opportunity to secure mandates for renewed structural reforms
and fiscal sustainability efforts. The return of the region to broad macroeconomic stability
should facilitate the transitions, and underpin the efforts being made to secure policy
continuity and structural change.
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D. Policy Challenges

31. While important policy steps have been taken, much more remains to be done.
(Figure 46) Going forward, it will be important to build on the foundations for higher
sustained growth, not only for reasons of insurance—the strong global commodity prices and
demand that have partly underpinned strong export growth may not last—but also to close the
gap in growth performance with other dynamic emerging market regions. In particular, real

¥ 2003 ¥ 2004 ® 2005
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GDP growth in the region has only averaged around 3/ percent since the beginning of the
1980s, and per capita growth has averaged less than 1'% percent. This is considerably weaker
than the performance achieved in other dynamic developing and emerging market countries,
especially in Asia, and the challenge will be to ensure that the more recent acceleration of
growth in Latin America is more than simply another recovery from crisis and instead
represents a permanent shift to a higher growth path. Sustained efforts to reduce
macroeconomic vulnerabilities will help to achieve this goal, but it will also be necessary to
address the fundamental causes of low saving and investment ratios, which while rising in
recent years, continue to lag those in other regions.

32. To these end, let me emphasize six key policy priorities in the period ahead:(Figure 47)

Reduce public debt through institutional and
policy reform

Maintain low inflation

Reform financiall sector

Increase trade openness and foreign direct
investment

Efficient management of LAC’s rich natural
resources

Improve the business climate

. First, continued institutional and policy reforms to reduce public debt. (Figure 48)
Buoyant economic activity and the fiscal consolidation efforts of recent years have helped
bring debt ratios down significantly throughout the Latin American region (see Box 2).
Nevertheless, debt ratios continue to exceed the average of the mid-1990s, and generally
remain above levels generally viewed as conducive to growth and broader macroeconomic
stability. Debt problems are especially daunting in the Caribbean (Box 3). Sustaining and
strengthening fiscal consolidation is therefore a continuing priority, particularly in light of
favorable cyclical conditions and the international environment. There is some reason for
optimism because of the institutional strengthening that has taken place in many countries in
recent years; in this context, fiscal rules and responsibility laws have proven helpful in
containing discretionary procyclical spending in a number of Latin American countries,
including Brazil, Chile, Colombia, and Peru. For oil exporters such as Ecuador, Mexico, and
Venezuela, today’s high prices provide an exceptional opportunity to further reduce public
debt. Further efforts to curb non-essential expenditures, broaden and boost revenues, and
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improve budget flexibility could also spur growth by helping to reduce debt burdens and make
room for increased spending on productivity-enhancing and poverty-reducing physical and
social infrastructure.

® 2004 = 2005 ® 2006

. A second policy challenge is to maintain low inflation. (Figure 49) Notwithstanding
the remarkable progress in reducing inflation in the region, there remains scope to further
entrench these gains. For example, sustaining the credibility of inflation-targeting frameworks,

This will involve:

= Credible commitmentsito price stability
to anchor inflation expectations;

= Moyves to enhance central bank
independence;

= Efforts to bolster policy transparency;

= Maintain exchange rate flexibility.
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which have helped to anchor inflation expectations in a number of large Latin American
countries, will be important in containing inflationary pressures. Further steps to enhance
central bank independence and policy transparency would be helpful in this regard.

33. In addition to macroeconomic policies that promote stability, a well-coordinated
strategy to reduce structural impediments to private savings, investment, and innovation
is also needed. In particular, further progress is needed in the following areas:

. Financial sector reforms need to be accelerated. (Figure 50) LAC still lags behind
other regions in financial intermediation and credit availability. Real interest rates remain high
in many countries, reflecting, inter alia, inefficiencies in the banking system (Box 4). Countries

in the region will need to continue to give priority to strengthening financial system regulation,
building consolidated supervision, bringing financial institutions up to international prudential
standards, and upgrading bankruptcy laws. The continued development of local currency
capital markets (including the deepening of local government and corporate bond markets,
equity markets, and the introduction of derivative products, where appropriate) to manage
interest rate and exchange rate risk would also help improve the efficiency of financial
intermediation. A strengthening of financial sectors would also help reduce the high level of
dollarization that still characterizes some of the countries of the region. (Figure 51) As
indicated by the recent experience of Peru, for example, the combination of good
macroeconomic policies and improved financial sector regulation can successfully reduce
dollarization.
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. Greater trade openness and foreign direct investment need to be fostered.

(Figure 52) Notwithstanding recent gains, Latin America is still relatively closed to
international trade compared with other dynamic regions. Indeed, it is worrisome that LAC
exports are projected to fall as a share of GDP, even as other regions are expected to further
deepen their integration into international markets. Recent trade initiatives—including the
CAFTA-DR—may help on this front (see Box 5), and a successful and ambitious conclusion to
the Doha Round also could provide a significant boost to the region. Key areas of particular

Africa
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importance to the LAC region include the phasing out export subsidies and market access for
agricultural imports; tariff reductions on other goods by middle-income countries; and the
treatment of services.

. Efficiently managing and using natural resources: (Figure 53) Despite having the
largest proven oil reserves in the world after the Middle East, the region has been unable to
increase production to take full advantage of the boom in oil prices. The sluggish trend in
output reflects short-term factors—sporadic work stoppages—as well as deeper, underlying
constraints that have inhibited necessary investments. Among the latter have been weak public
finances, the dominant position of national oil companies with generally weak governance, and
an unpredictable policy environment that has discouraged private-sector investment. A stronger
national consensus is needed in many countries on improving the climate for new investment
in these sectors, as well as on ensuring that the benefits are more equitably shared in
strengthening employment and output in domestic non-oil sectors while also reducing debt
vulnerabilities.

. More generally, business climates need to be improved to encourage private
investment, (Figure 54) particularly by strengthening the rule of law and the enforcement of
contracts, improving regulatory frameworks, and by strengthening competition policy.
(Figure 55) Governance also needs to be improved. Despite some progress in the late 1990s,
governance indicators for the LAC region have deteriorated in recent years and improvements
on this front will be necessary to support sustained and strong growth. Similarly, policies
aimed at removing costly distortions, including through labor market reforms, would help
improve the investment climate and create a firmer foundation for economic activity.
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34. A strengthening of policies could help jumpstart a virtuous circle of higher growth
and poverty reduction. (Figure 56) Higher growth would benefit the poor, including through
its positive effects on health and educational attainment. This, together with a reallocation of
public expenditure to well-targeted and efficient social sector programs, could help bolster
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labor productivity and further raise the earnings of the poor, which would further solidify the
social consensus in favor of growth-enhancing policies.

B Poverty

E. The Role of the Fund in Latin America and the Caribbean

35. Favorable global conditions and economic performance have reduced the need for
the Fund’s direct financial support to the region over the past two years. (Figure 57) After
the IMF-led support packages of 2002—03 that were assembled quickly to address the crisis
situations faced in many countries, the region quickly stabilized and returned to growth, with
output in the most affected countries now well above the pre-crisis levels. Thus, purchases
from the Fund by countries in the region fell to low levels in 200405, allowing a decline in
outstanding Fund credit. Moreover, reflecting the changed environment, 3 out of a total of 11
current arrangements are on a precautionary basis, where no drawings are made unless
circumstances require access to Fund resources.

36. In response—including in the context of the Fund’s new medium-term strategy—the
Fund’s involvement in the region has broadened and taken on new dimensions. In different
ways tailored to individual circumstances, Fund arrangements have helped maintain
macroeconomic stability and continuity during periods of political change. Disbursements have
been made to provide assistance after national disasters (Grenada) and to support post-conflict
recovery (Haiti). In many other cases, countries without formal arrangements have sought a
close dialogue with the Fund on economic policies that goes well beyond annual Article IV
consultations. This includes countries such as Ecuador and Jamaica, which have requested
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regular assessments of economic and policy developments to provide input to other lenders’
and donors’ decisions on financial assistance. The nature of the Fund’s surveillance has also
changed, with greater emphasis on crisis prevention. This is manifested, for example, in the
increased attention being paid to the financial sector, including through the Financial Sector
Assessment Programs undertaken in partnership with the World Bank. Thus far, 20 countries in
the region have participated in this program. We have also been strengthening our technical
assistance in the Caribbean through the operations of the Caribbean Technical Assistance
Center (CARTAC), which serves 20 countries. In sum, Fund involvement in the region will
continue to evolve, in light of the needs of our member countries.

Strong recoveries from 2001 /02 crises have been
achieved under IMF-supported programs...

Therefore, direct financial support to the region
declining.

Focus of Fund involvement shifting in response to
country needs, with;emphasis on:

- Regionall and bilateral surveillance
. Crisis prevention and debt sustainability
. Capacity building and technical assistance

- Responding to natural disasters and post-conflict
support
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Main Economic Indicators
September 2005 WEO Projections

Latin America and the Caribbean

Output Growth Inflation
(annual rate in percent) (period average)

Ext. Current Account

(in percent of GDP)

Avg91-03 2004 2005 2006 Avg91-03 2004 2005

2006 Avg91-03 2004 2005 2006

Latin America and the 28 5.6 4.1 3.8 66.9 6.5 6.3
Caribbean 1/

South America 1/ 277 63 46 39 110.8 6.3 6.9
Argentina 28 9.0 75 42 194 44 95
Bolivia 34 36 39 25 7.5 44 55
Brazil 23 49 33 35 4336 6.6 6.8
Chile 57 6.1 59 58 8.0 1.1 29
Colombia 27 41 40 4.0 172 59 52
Ecuador 26 69 27 28 38,1 2.7 2.0
Paraguay 1.8 4.0 3.0 35 129 43 438
Peru 3.8 48 55 45 46.6 3.7 1.8
Uruguay 1.4 123 6.0 4.0 322 92 52
Venezuela 0.7 179 7.8 4.5 39.7 21.7 16.6
Central America 1/ 4.0 3.6 32 32 10.8 7.8 7.7
Costa Rica 49 42 32 27 146 123 12.6
El Salvador 40 15 20 2.0 7.0 54 4.0
Guatemala 3.7 27 32 32 107 7.6 7.6
Honduras 32 46 42 45 162 8.1 8.1
Nicaragua 3.1 51 35 4.0 182 93 9.0
Panama 48 6.0 35 4.0 1.1 23 2.6
The Caribbean 1/ 2/ 33 21 3.6 4.8 12.2 272 59
The Bahamas 20 3.0 35 4.0 25 09 1.8
Barbados 1.1 44 31 33 26 1.4 32
Belize 51 46 22 27 1.8 3.1 35
Dominican Republic 51 2.0 45 45 11.7 515 3.7
ECCU economies 1/ 2.7 27 32 4.6 23 15 20
Guyana 40 16 -26 34 16.1 4.7 6.0
Haiti 00 -38 1.5 25 19.6 27.1 16.6
Jamaica 0.7 25 0.7 3.7 22.0 12.8 12.5
Trinidad & Tobago 44 6.2 63 10.1 52 37 53

Other Latin America

Mexico 29 44 30 35 156 4.7 43
Memorandum items:

United States 29 42 35 33 2.7 2.7 3.1
Canada 28 29 29 32 2.1 1.8 22
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Source: Fund staff estimates.
1/ Weighted average using PPP weights.
2/ Average includes the Netherlands Antilles.
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Box 1. Higher Oil Prices—Macroeconomic and Policy Challenges for the LAC Region”

The sharp increase in world oil prices have, thus far, been associated with relatively modest revisions to growth
projections. The Fund’s September 2005 World Economic Outlook (WEO) now envisages world oil prices averaging
US$54.1/bbl in 2005 and US$61.8/bbl in 2006, some 17 percent and 40 percent higher, respectively, than projected in the April
2005 WEO. Staff analysis suggests that the impact of this increase has been to reduce aggregate output in the LAC region only
slightly in 2005 and 2006, reflecting the fact that many of the larger countries in the regions are net exporters (Argentina,
Mexico, Colombia) or close to a position of balance in their oil exports and imports (Brazil).

However, this masks the considerable hardship being faced by Figure 1. Estimates of the Impact of the Change in WEO O Price

net oil importers. Substantial output losses are expected to result for Assumptions in the LAC Region

some Caribbean countries (in particular, Belize, the Dominican 30

Republic, Haiti, and the Bahamas) and Central America; and, in the . Growth and Inflation I

latter case, the surge in oil prices over the past six months is expected (inpercent B South America

to cause GDP growth to be over 1 percentage point lower in 2006 > o s

than otherwise. Moreover, trade balances and inflation are being 51 © Latin America and The Carbbean

adversely impacted in the LAC region, and fiscal positions are
coming under pressure because the pass-through into domestic prices
of fuels and energy have generally lagged.

Conversely, oil exporters in the region have reaped windfall
gains from recent fuel price increases. Economic growth, however,
is not be expected to receive a substantial boost, since capacity and
other constraints will limit increases in production, and the boost to ’ 2005 2006 2005
income appears to be accruing either to the public sector or private Inflation ‘

oil companies, which do not appear to be boosting expenditures as a
result. Thus, for these countries, the principal effect will be to

2006

Growth

Oil Exports and Public Sector Balance @ Net oil exporters

strengthen trade and public sector balances. For countries with 1 (in percent of GDP) 8 South America
relatively small export sectors in relation to the size of the economy 3 5 Lot Amerea and The Carbbean
(e.g., Mexico), the net effects of higher oil prices could even be 21

negative, given the potentially adverse effects on trading partners 14

such as the United States. 0]

The policy response to the sharp increase in petroleum prices has
varied across the region. Net oil exporters have tended to avoid
letting prices adjust freely, with fuel prices being frozen for years in 3
several cases (Ecuador, Trinidad and Tobago, and Venezuela). The 41
oil windfall has helped finance the budget in Ecuador and led to an E
expansionary fiscal stance in Trinidad and Tobago and Venezuela. 0 |
Net oil importers have tended to allow domestic fuel prices to adjust,
although there have been exceptions. In most ECCB countries, for example, fuel prices are tightly regulated and pass-through
has been limited; in some other countries, taxes on petroleum products have been reduced to cushion price increases (Guyana,
Panama, and Peru); and in many cases, higher fuel prices have not shown through to electricity rates (Guatemala, Guyana, and
Haiti). On the monetary policy front, increases in domestic energy costs have raised headline inflation, and in a number of cases,
monetary authorities have tightened monetary policy to contain inflation expectations and possible second-round effects.

2006 ‘ 2005 ‘ 2006

Net Oil exports Public sector balance

Recent increases in world oil prices have increased downside risks to the global outlook and have placed a premium on
appropriate policy responses. As a general principle, efficiency and fiscal prudence argue for passing higher world prices on
to domestic consumers, especially in those countries where fiscal and debt sustainability are already impaired. In countries
where poverty is particularly severe, there may be some scope for well-targeted programs to protect the most vulnerable
segments of society, especially among oil-exporting economies that will have additional resources at hand. However, in these
oil exporting countries, care will be needed to avoiding an overly procyclical policy stance, and oil windfalls should be used in a
manner that promotes longer-term macroeconomic stability, including by repaying debt and accumulating reserves. The
monetary authorities will also face cyclical considerations, and especially in those cases where inflation expectations have
become better anchored, interest rate policies may be directed toward containing second-round effects while allowing first-
round increase in fuel prices to show through to headline inflation.

Y Prepared by A. Lopez-Mejia, based on input from country desks.
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Box 2. Public Debt Dynamics in Latin American Emerging Markets"

Since 2002, Latin American public debt-to-GDP ratios have fallen sharply, partly reversing the earlier large
increase (Figure 1). From 2002 to end-2005, the average debt-to-GDP ratio for the region is projected to fall by about
19 percent of GDP to 53 percent of GDP, with declines in eight of the nine countries sampled.”

Several factors explain this improvement in the
regional debt ratio:

e Buoyant economic activity is contributing to an
average projected reduction of about

6% percentage points of GDP, especially
Argentina and Uruguay, with smaller gains in

Brazil and Mexico.

Exchange rate appreciations contributed

3 percentage points to the improvement in the
regional debt ratio, reflecting the large share of
foreign-currency denominated debt in the region
and the nominal exchange rate appreciations in all
but two countries (the average nominal
appreciation over the last three years is

15% percent).”

Improvements in fiscal positions involving higher
primary surpluses have reduced the average debt-
to-GDP ratio by about 9% percentage points, and
by even larger amounts in Argentina, Ecuador,
Brazil, Chile, and Uruguay.

Finally, Argentina’s debt restructuring helped
reduce its debt-to-GDP ratio by 27% percentage
points.

Further consolidation will be needed to reduce
vulnerability. While the average debt-to-GDP ratio
has been reduced since 2002, it remains above its 2001
level. Staff analyses have illustrated the importance of
emerging market economies taking their public debt
ratios further down to reduce the risk of crisis (e.g., the
September 2003 WEO) and that external debt ratios in
excess of 40 percent of GDP can retard growth.

Moreover, while there has been some progress in

improving the structure of the public debt, public
debt managers have had to face delicate trade-offs
among different debt characteristics. It is therefore
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encouraging that many of these countries are now close to or above their debt-stabilizing primary balances (Figure 3),"
and that several countries—but especially those with high debt ratios—have not only taken advantage of positive
cyclical conditions and external factors but have also pursued significant adjustment in underlying structural positions.
The key challenge for many countries in the LAC region remains to sustain and strengthen fiscal positions, especially
since global economic and financial conditions, in the future, may prove less supportive than in recent years.

" Prepared by Maria Gonzalez and Davide Lombardo (FAD).

Y The sample includes Argentina, Brazil, Chile, Costa Rica, Ecuador, Mexico, Peru, Uruguay and Venezuela. The methodology used
to decompose the changes in debt differs slightly from that used in Box 1.1 in the September 2005 WEO.

3 At end-2004, Latin America’s weighted average share of foreign-currency denominated debt stood at about 39 percent, down from
56 percent at end-2000, owing to efforts by countries such as Mexico and Brazil to reduce foreign currency exposures.

¥ Observations to the southeast of the 45 degree line indicate countries where primary balances are above debt-sustaining levels.
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Box 3. High Public Debt in Caribbean Countries”

The Caribbean region is confronting a large and rising public debt burden. Debt levels vary substantially across the
region—in 2004, from less than 45 percent of GDP in Trinidad and Tobago and Haiti to almost 180 percent of GDP in St. Kitts
and Nevis—but Caribbean countries are among the most indebted emerging market economies.

The rise in public debt is a relatively recent
phenomenon. Sharp increases occurred in the late 200

Public Sector Debt in Highly-Indebted Emerging Market Countries 1/

1990s, resulting from fiscal expansions in the face 180 7]

of slowing growth and exogenous shocks (Sahay, 160 Public debt in percent of GDP. end 2004

2005). Although growth in the region has since 140

recovered, fiscal deficits have widened further, in 120

part due to expenditures related to the 2007 World 100

Cricket Cup and impending elections. Public debt 80

in the region has risen from an average of 65 60

percent of GDP in 1997 to 93 percent of GDP at 40 ]
end-2004. 20

Fiscal performances have been worst in 0 25 ESERESLLELT s 2 YN
countries with pegged exchange rate regimes. In £2 SELE ; 223 f E 2 2 £ £ : : i :
particular, the countries in the Eastern Caribbean g ) i % 8 iz &
Currency Union (ECCU) had the largest average % 2 £ E E

primary deficits during 1990-2004 (a sufficiently Sources: World Economic Outlook; country authorities: and IMF staff estimates

long period to net out short-run aspects of fiscal |t Commsnd ity ki, s crering s iy s ey b s e s
policy). This seems to partly reflect a “free-rider

problem,” in which members of the regional currency board have the opportunity to shift the cost of fiscal laxity to the future
and on other member countries (Duttagupta and Tolosa, 2005).

High public debt and weak fiscal stances have imposed significant costs and risks:

e Large financing needs have led to policies—such as imposition of minimum savings deposit rates, restrictions on portfolio
investments of social security surpluses, and in some cases, capital controls—that inhibit financial intermediation and raise
solvency concerns for social security systems.

e High debt service obligations have forced a shift of public expenditure away from growth-enhancing economic
infrastructure (World Bank, 2005b).

e  Governments’ ability to respond to adverse shocks—including erosion of preferential access for traditional exports, decline
in official development assistance flows, and recurring natural disasters—has been compromised.

e Financial and similar vulnerabilities have increased. For example, banking systems are highly exposed to public debt and
their significant cross-border relationships—e.g., through the holding of Caribbean sovereign paper by commercial banks
in Trinidad and Tobago—has raised risks of contagion. As a result, credit ratings of some countries have been downgraded,
raising borrowing costs.

Debt reduction needs to be a top priority in the Caribbean. Some countries have made significant efforts to strengthen fiscal
balances (e.g., Dominica, the Dominican Republic, and Jamaica) and adopt fiscal reforms (e.g., introduction of the personal
income tax in Antigua and Barbuda and closure of the loss-making public sector sugar industry in St. Kitts and Nevis). Since
2003, a few countries have also approached their creditors for debt relief as it became evident that fiscal consolidation and
growth would not be sufficient to restore public debt sustainability (e.g., Dominica and Grenada). The Dominican Republic,
whose debt almost doubled in 2003-04 as a result of a banking crisis and a sharp depreciation of the currency, approached
creditors in 2004 and 2005 to address a liquidity shortage. Following a market-friendly strategy, the restructuring resulted in
extension of maturities without significant losses for creditors.

To consolidate the progress realized thus far, Caribbean countries need to implement urgently further fiscal reforms in

the following areas:

e Broadening tax bases, including by eliminating costly tax concessions and exemptions, possibly by adopting a regional
cooperative approach (Chai and Goyal, 2005);

e Improving the efficiency of public investment, consolidating government services, and avoiding overexpansion of public
facilities;

e Allowing full pass through of changes in world oil prices to domestic prices; and

e  Active debt management to smooth debt repayment profiles (as the Dominican Republic has done).

' Prepared by Rupa Duttagupta.
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Box 4. Banking Sector Competition and Interest Spreads in Latin America"

Several studies (for example, Levin, 2004) underscore that the efficiency of the banking sector is crucial for proper
resource allocation. This is especially the case in economies where the banking sector accounts for a significant share of
credit to the economy. Lack of competition in the banking sector can distort the allocation of scarce capital from its most
effective uses and impair economic growth.

Bank systems in Latin America have a number Figure 1. HH Index of Concentration
of features that distinguish themselves from 3000 3000
those in other regions (Figures 1-2). First, 2500 | 1 2500
foreign ownership of Latin American banks is at 2000 | 4 2000
or above levels found in other regions. Second 1500 L 1 1500
banking systems in Latin America appear less 1000 - 1 1000
concentrated than in other regions. Increasing
concentration is a common trend shared across all 00T 1°%
regions since the mid-1990s, but market 0 ' ' 0
concentration among the Latin American countries Europe Asia Latin America
sampled has been at or below that in other areas.” Figure 2. Foreign Ownership
Typically, empirical studies do not typically 35 35
suggest a strong link between concentration and 07 13°
competition. This may reflect the fact that the Br 1%
liberalization of financial services has provided 20 120
greater scope and incentive for achieving 5 15
economies of scale through mergers and 101 110
international integration. ST 173

0 . . 0
However, overall, the data suggest that Latin Europe Asia Latin America
American banks have had higher net interest Figure 3. Net Interest Margins
margins than some other regions over the past 7 7
decade (Figure 3). There has been some sign that 6T 16
this indicator of efficiency has been on an ST 13
improving trend in some countries in the region in ar 14
recent years, reflecting efforts to strengthen the 3r 13
macroeconomic and regulatory framework after 2r 12
several financial crises. In particular, policies have Lr 11

0 . . 0

begun to aim at addressing those factors that have
been identified by the staff as contributing to the Europe Asia Latin America

high interest margins, especially: (i) relatively

weak competition and labor market rigidities; (ii) the upward bias to domestic interest rates caused by the legacy of
macroeconomic instability in the region, including higher sovereign risk spreads and inflation rates, and lower growth;
(iii) regulatory and other distortions such as high reserve requirements and taxation of financial transactions; and

(iv) less-developed property rights and bankruptcy laws.

VPrepared by Meral Karasulu. All data in charts are drawn from Bankscope, and refer to averages from 1995-2003 for countries
within each region, except for net interest margins, which refer to data from 1997-2004. Latin America includes Bolivia, Brazil, Chile,
Mexico, Peru, and Uruguay.

% The Herfindahl-Hirshman (HHI) index is a measure of market concentration given by HHI =Xs;” where s, is the market share of the
ith firm. A value above 1,800 points indicates a highly concentrated market.
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Box 5. The Implications of CAFTA-DR for Central America
and the Dominican Republicl/

The Central American-Dominican Republic free trade agreement with the United States (CAFTA-DR) was signed
in 2004 and will go into effect at the beginning of 2006. The agreement will go into effect in January, 2006 in the
United States, El Salvador, Guatemala, Honduras, and the Dominican Republic, but has not yet been ratified in Costa
Rica and Nicaragua.

Despite the region’s already strong trade linkages with the United States, Mexico’s experience under NAFTA
illustrates the potential for CAFTA-DR to provide a boost to trade, foreign direct investment, and growth in
Central America. Staff estimates suggest that output in the Central American economies could increase by 1.5 percent
on account of the agreement.” Furthermore, it is expected that CAFTA-DR will lead to a further synchronization of
business cycles between the region and the United States, owing to the likely effects on trade and financial sector
linkages. This synchronization may help reduce output volatility, and facilitate the coordination and integration of
macroeconomic policies in the region. However, for these benefits to materialize, complementary policies need to be
implemented to foster labor mobility, improve the investment climate, and help ameliorate the transition costs for lower-
income groups through measures such as “decoupled” income support payments to farmers of sensitive crops and
conditional cash transfers to rural families.’

The staff have also considered the fiscal implications of CAFTA-DR. Some fiscal revenue losses would be expected
as tariff rates drop, but the size of these losses will vary by country, depending on both the original tariff level and the
speed of tariff elimination. For example, estimates of the first year (static) revenue losses range from only 0.1 percent of
GDP in Nicaragua, to 0.3 percent of GDP in Costa Rica, where tariff reductions are front loaded, to as high as 3.0 percent
of GDP in the Dominican Republic, where an exchange commission tax would also be eliminated. However, offsetting
revenue measures have either been implemented or proposed and, in all countries, improvements in growth are expected
to help offset these static losses. Nonetheless, these estimates underscore the importance for the region to promote
growth, including by resisting harmful tax competition, attracting FDI, and strengthening mechanisms for cooperation in
the area of tax policies. With the assistance of the Fund, the authorities of the region are taking the first steps in this
direction, with a view toward adopting a “code of conduct” on corporate tax policy.

The agreement also is expected to serve as an incentive and anchor for institutional reforms and capacity building
in the Central American countries and the Dominican Republic. Moreover, CAFTA-DR may also help promote trade
arrangements elsewhere in the region—the United States is currently discussing the terms of a free trade area with three
Andean countries (Colombia, Ecuador, and Peru), as well as a bilateral agreement with Panama.

Y Prepared by Alfred Schipke.
¥ See also Rodlauer and Schipke (2005).
% On policies to manage the economic transition, see also World Bank (2005a).
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