RICE UNIVERSITY'S

BAKER INSTITUTE

FOR PUBLIC POLICY

ISSUE BRIEF '°:17:14

Latin America’s Mounting Economic Challenges

José Antonio Ocampo, Ph.D., Nonresident Fellow, Latin America Initiative

EXECUTIVE SUMMARY

The decade 2003-2013 was an exceptional one for Latin America in social terms, but less
clearly so in economic terms. Growth slowed down significantly after the exceptional factors
that fed the 2003-2007 boom came to an end. The possible unwinding of the super-cycle

in commodity prices and, to a lesser extent, of the expansionary monetary policy of the
United States, has added new challenges. But the major issue is the need to overcome the
poor long-term economic performance that has characterized the region in the post-market
reforms period, particularly by adopting active production sector development strategies.

The decade 2003-2013 was, in many ways,
an exceptional one for Latin America. No
wonder some have referred to it as the
“decade of Latin America,” a term that was
coined to contrast it to the “lost decade” of
the 1980s. The recent period was indeed
outstanding in many ways, particularly

in social terms. But in economic terms it

is harder to argue that it was, as a whole,
exceptional. Furthermore, economic
conditions are rapidly shifting in the
negative direction as part of a process that
is global in nature but has, in particular, hit
emerging economies in recent years. 2014
will mark the third consecutive year of slow
regional economic growth in Latin America.

SIGNIFICANT SOCIAL IMPROVEMENTS

In social terms, improvements in human
development are the result of a longer-term
trend associated with the rapid expansion
of social spending since the 1990s. To

some extent, these improvements can be
characterized as a “democratic dividend,”
as they followed the broad-based return

to democracy in most Latin American
countries. But what was unique in 2003-
2013 was the coincidence of this now long-
term improvement in human development
with one of the most significant advances
in poverty reduction in history. The latter
was, in turn, associated with the reversal of
adverse trends that had been experienced
in labor markets and income distribution
during the previous two decades.

Regional unemployment fell from 11.3
percent in 2003 to 6.2 percent in 2013,
according to data from the Economic
Commission for Latin America and the
Caribbean (ECLAC) and the International
Labor Organization (2014). An additional
4.6 percent of the population of working
age found jobs, with a growing proportion
of them in formal employment. Even more
remarkable, given the region’s history, was
the reversal of the deterioration in income
inequality that had been experienced
by most countries in the region during
the previous two decades, and that had
been the result of the macroeconomic
adjustment that took place during the lost
decade, the effects of market liberalization,
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and/or the emerging countries’ crisis that
broke out in East Asia in 1997. Indeed, in
contrast with the relatively entrenched
adverse global pattern, income distribution
improved in most Latin American countries
in 2003-2013, giving rise to a burgeoning
middle class.” The result of falling inequality
with more rapid economic growth was a
spectacular reduction in poverty levels. As
Figure 1indicates, 2002 poverty headcount
ratios were still above 1980 levels, but then
experienced a reduction of 16 percentage
points over the next decade. This is unique
in Latin American history, and in fact is

FIGURE 1 — POVERTY AND EXTREME POVERTY IN LATIN AMERICA
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FIGURE 2 — EXTERNAL DEBT AS % OF GDP AT 2000 PARITY
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only matched by the reduction that took
place in the 1970s.

These improvements must be taken,
in any case, with a grain of salt. The
significant increase in the coverage of
education and health has not been matched
by improvements in quality, as the recent
discussion of how the region has scored
in the OECD’s Programme for International
Student Assessment (PISA) tests indicates.
Informality still predominates in most
countries’ labor markets and income
inequality continues to be the highest in
the world, together with that of some sub-
Saharan African countries. Furthermore,
improvements in income inequality and
poverty seem to have stagnated in recent
years as a result of the slowdown in
economic growth.

A MORE MIXED ECONOMIC
PANORAMA

In economic terms, there have also

been improvements in many areas. Most
countries have now experienced over two
decades of low fiscal deficits and over one
decade of one-digit inflation rates. The
2003-2007 boom led to a sharp reduction
in debt ratios and a massive accumulation
of foreign exchange reserves. The result
was a reduction in the external debt, net of
foreign exchange reserves, from an average
of 28.6 percent of GDP in 1998-2002 to

5.7 percent in 2008, a level that has only
moderately increased since then (Figure 2).
The result has been an extraordinary access
to external financing at moderate interest
rates since the mid-2000s, only briefly
interrupted by the collapse of Lehman
Brothers in September 2008 (see below).
This allowed the region to manage the
2008-2009 North Atlantic financial crisis2
with an unprecedented room of maneuver
to adopt counter-cyclical monetary and
credit policies, which were complemented
in a few countries by counter-cyclical fiscal
policies (Ocampo 2012).

The period 2003-2007 was also, in
terms of economic growth, the best
experienced by the region since 1967-

1974 (Figure 3). Furthermore, in contrast
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to the 1990-1997 expansion, investment
ratios also increased substantially. These
have remained high since 2007, at levels
that are only slightly below the peak
reached in the second half of the 1970s.
Indeed, investment ratios are similar to the
late 1970s peak if we exclude Brazil and
Venezuela, two countries that continue to
invest less than was typical at that time.
However, the North Atlantic crisis generated
a broad-based slowdown and a recession
in several countries, notably in Mexico.
This was reflected in an overall regional
recession in 2009, the worst experienced
by the region since 1983. Recovery was very
strong in 2010 but followed by a slowdown
that has been reflected now in three years
consecutive years of slow economic growth.
Overall, growth slowed down from an
average of 5.6 percent a year in 2003-2007
to 2.9 percent in 2007-2014, slightly below
the mediocre 3.3 percent annual growth
rate achieved since 1990. So, in a significant
sense, we can talk of a “quinquennium of
Latin America” (i.e., 2003-2007) rather than
of a “Latin American decade.” It should be
said, nonetheless, that a few economies did
experience an exceptional decade, notably
Panama, Peru, and Uruguay, which grew
at average annual rates of over 6 percent a
year in 2003-2013.

To take an even more nuanced approach,
even in 2003-2007, Latin America grew
at a slower rate than the average for the
developing world, with the latter reaching
7.4 percent a year according to United
Nations data.3 Indeed, the region grew
at slower rates than all of the Asian sub-
regions, sub-Saharan Africa and the
transition economies of Eastern Europe and
Central Asia. Latin America only surpassed
North Africa by a narrow margin.

AN INTERPRETATION OF RECENT
ECONOMIC TRENDS

How can we interpret economic trends over
the past decade? Beyond the advances in
macroeconomic policies and outcomes,
what characterized the period 2003-2007
was the extraordinary coincidence of four
positive external factors: (i) migration

opportunities (regular and irregular),
particularly to the United States and
Spain; (i) booming international trade; (iii)
the upward phase of a “super-cycle” of
commodity prices; and (iv) broad access
to external financing at terms that were
the best since the second half of the 1970s.
Of these positive conditions, the first two
disappeared with the North Atlantic financial
crisis, the third is weakening and may soon
be over, and the fourth has also weakened
but has remained, so far, favorable.
Migration opportunities are, indeed,
largely gone. There is now net migration out
of Spain and, according to the Pew Hispanic
Institute, the number of unauthorized
migrants in the United States fell during
2008-2009 and has leveled off since then
(Passel et al. 2014). A major effect was the
reduction in remittances during the worst
years of the crisis, which has been followed
by a recovery without yet reaching pre-
crisis levels (IDB-MIF 2014).

Most countries have
now experienced over
two decades of low
fiscal deficits and over
one decade of one-digit
inflation rates.

FIGURE 3 — LATIN AMERICAN GDP GROWTH, 1950-2014
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In turn, international trade experienced
a dramatic initial contraction (in fact, the
worst peacetime contraction in world
history) after the collapse of Lehman

Brothers in 2008. Although it recovered fast,

international trade has settled since 2011
at a relatively slow rate of growth. The net
effect, as Figure 4 shows, is that the world
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economy has experienced in recent years
the slowest rate of growth in world trade
since the Second World War. This is not
only due to the slower growth of the world
economy but also of the lowest elasticity of
world trade volumes to GDP (the ratio of the
growth rate of trade to that of GDP) of the
post-war period.

Commaodity prices fell rapidly after the
Lehman shock but recovered relatively
fast. However, after a decade of high prices,
commodity prices are likely to fall, following
the long-term “super-cycles” (i.e., long-
term real price cycles of around 30 years)
that they have exhibited in the past (Erten
and Ocampo 2013). There are, indeed, signs
that this is starting to happen. Commodity
prices peaked in 2011 and have fallen
moderately since then. This is reflected
in the terms of trade of Latin American

FIGURE 4 — GROWTH OF WORLD GDP AND WORLD TRADE VOLUMES
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countries, which are experiencing in 2014
their third consecutive year of deterioration
(ECLAC 2014). However, the decline has so
far been modest and stronger for minerals
and tropical agriculture than for oil and
temperate zone agriculture. As we will
see below, the risks associated with the
winding down of the positive phase of the
commodity super-cycle are substantial.
This means that, out of the four
conditions that fed the 2003-2007 boom,

the only one that remains in place is

access to external financing. As in the

past, external financing continues to be
pro-cyclical but the associated cycles have
moderated substantially. As Figure 5 shows,
the Lehman shock generated a reversal of
the very favorable external financing that
prevailed prior to the crisis, as reflected in
the evolution of risk spreads and total yields
of Latin American bonds. But the shock
was much more moderate than the one the
region experienced after the sequence of the
emerging countries’ crisis of the late 1990s.
The region was shut out of private capital
markets only about a year,4 compared to
six years in the late 1990s/early 2000s

and eight years during the Latin American
debt crisis of the 1980s. Furthermore, the
shocks generated by the Euro crisis in
2011-2012 had only minor effects on Latin
American risk spreads. In addition, the
region was only weakly affected by the
Federal Reserve’s gradual tapering of bond
purchases, as the stronger initial shock
when tapering was announced in May 2013
was partly reversed in 2014.

The strong resilience of Latin American
external financing to recent shocks have
two interlinked explanations: (i) the
relatively low debt ratios that the region has
exhibited since the mid-2000s (Figure 2),
which make it look like a lower risk relative
to the past as well as to other potential
destinations of capital flows, and (i) the high
liquidity that characterizes global financial
markets due to the expansionary monetary
policies of all major developed countries.
The latter is likely to continue in the next
few years, with only a moderate reversal in
the case of the United States.

GOING FORWARD: SHORT- AND
LONG-TERM ISSUES

Overall, this means that the exceptional
conditions that facilitated the 2003-2007
Latin America boom have been followed by
more mixed external conditions since the
North Atlantic financial crisis. Two of the
favorable factors—migration opportunities
and rapid growth of international trade—
are over, and will continue to be so in the
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FIGURE 5 — RISK SPREADS AND YIELDS OF LATIN AMERICAN BONDS, APRIL 1997-AUGUST 2014
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foreseeable future. A third, the favorable
phase of a super-cycle of commodity prices,
has started to weaken. Thus, only a fourth,
good access to capital markets, continues
firmly in place, although it is also likely to
moderate as U.S. monetary policy becomes
less expansionary in the next few years.

In the face of changing external
conditions, the greatest strength is low
external indebtedness mixed with high
foreign exchange reserves (strong external
balance sheets—see Figure 2 again), as
well as the broader perception (a few
countries aside) of stronger macroeconomic
management than in the past. The greatest
risk is the potential current account deficit
of the balance of payments associated with
the fact that the region has spent and, in
fact, overspent the commodity boom.>
Indeed, despite the very favorable terms of
trade, the region has been running a current
account deficit, which in macroeconomic
terms indicates that aggregate spending
has surpassed aggregate production. This is
reflected in Figure 6, which shows a simple
estimate of the current account adjusted by
the evolution of the terms of trade (taking the
start of the commodity boom, the year 2003,
as a reference). One way to understand the

|7Y

estimates in this graph is that the “potentia
current account deficit of Latin America (i.e.,
the current account deficit estimated at 2003
terms of trade) was about 7 percent of GDP

in 2013, a situation that is much worse than
the deficit estimated at current prices and,
particularly, the deficit that prevailed prior to
the crisis of the late 1990s according to either
of the two estimates.

Beyond that, the basic problem is the Overall, this means

slow long-term economic growth that has .
ong”! g . that the exceptional
prevailed since market reforms were put in

place two to two-and-a-half decades ago.6 conditions that facilitated
There are several interpretations for this the 2003-2007 Latin
weak performance, but the most important America boom have been

oneis that the Qrthodox exportl—led njodel followed by more mixed
that Latin America adopted during this ..
external conditions

period—i.e., a model that relied essentially
on trade liberalization to generate the signal  since the North Atlantic
to specialize according to the comparative financial crisis.
advantage of countries—has not proven to

be a strong engine of economic growth. By

the adjective “orthodox,” | mean that the

export-led model followed by Latin America

is different from the equally export-led

model pursued by rapidly growing East

Asian economies, but which exhibits a clear

focus on the technological upgrading of the

export basket. The Latin American variant
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FIGURE 6 — CURRENT ACCOUNT BALANCE AS A PROPORTION OF GDP
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The problems
generated by Latin
America’s patterns
of specialization in
inducing poor growth
and productivity
performance are
now clear.

was able to deliver, at best, mediocre rates
of growth in the region even in the face of
the spectacular expansion of world trade
that characterized the two decades prior to
the North Atlantic financial crisis (Figure 4).
As we have seen, growth has only been 3.3
percent a year since 1990.

This is, of course, consistent with the
views long espoused by the structuralist
tradition that the technological upgrading
of the production structure is the key to
dynamic growth (see, for example, Ocampo,
Rada and Taylor 2009). In export-led models,
this means that the technological upgrading
of the export basket is the key to success.
This may not be confined to manufactures,
as it should include the technological
upgrading of natural-resource production
and the development of modern services.
This is why | prefer the term “production
sector strategies” to the older concept of
“industrial policies.”

The problems generated by Latin
America’s patterns of specialization in
inducing poor growth and productivity
performance are now clear.’

The associated problems include
a premature de-industrialization and
abandonment of production sector
policies. The region specialized according
to its static comparative advantages in
sectors that offered fewer opportunities for
diversification and improvements in product
quality (Hausmann 2011). The technological

gap widened, not only in relation with the
dynamic Asian economies, but also with the
more developed natural-resource-intensive
economies. This is reflected in a lower
share of engineering-intensive industries,
the meager resources used for research

and development, and a near absence of
patenting compared to those groups of
economies (ECLAC 2012, Ch. II).

There is, therefore, a need to return to
more active production sector strategies
if the region wants to speed up long-term
economic growth. It is true that these
policies involve risks of failure and rent
seeking—problems that, in any case, are
not unique to them. Developing such new
activities is a learning process in which

“winners” are in a sense created rather

than chosen ex ante. The new activities
that should be promoted depend on
domestic capacities, must be done in close
partnership with the private sector, and
should have technological upgrading as the
central criteria. And they must be supported
by competitive exchange rates.

Needless to say, the need for a clear
attention on technological upgrading is
critical, given the prospects of lack of
dynamism of world trade and the evidence
that Latin America is ceasing to be a region
of abundant low-skilled labor—a fact that
is, no doubt, one of the factors contributing
to a better income distribution. Given those
prospects, three additional ingredients are
essential. The first one is the need to link
to China, but in a way that overcomes the
19th century pattern that characterizes
Latin America’s trade with the Asian
giant, under which the region exports
a handful of commodities in exchange
for an increasingly diversified array of
manufactures—a specialization pattern that
amply benefits China. The lack of dynamism
of world trade and the premium it places
on domestic markets create the need for
a second ingredient: a new emphasis on
the “expanded domestic market” fostered
by the Latin America integration process.
But this means stopping the political
stalemate that currently characterizes
integration processes in Latin America and
particularly in South America. The third



ingredient is overcoming the significant lag
in physical infrastructure that the region has
accumulated since the debt crisis, as public
sector investment remained depressed and
public-private partnerships did not deliver
as much as expected.

The mix of technological upgrading,
significantly diversifying its trade with China,
betting on strong integration processes, and
heavily investing in physical infrastructure
are, therefore, the keys to dynamic long-
term growth in Latin America. The region
still has far to go.

ENDNOTES

1. See, for example, Gasparini and Lustig
(2011), ECLAC (2013, Part 1), World Bank
(2013) and Cornia (2014).

2. | prefer this term to “global financial
crisis” since, although the crisis had global
effects, the financial meltdown concentrated
in the United States and Western Europe.

3. This data is published regularly in
the UN’s World Economic Situation and
Prospects. See the latest data at United
Nations (2014).

4. Of course, a few countries have been
partly or totally shut from global private
capital markets due to external default and
debt restructuring (e.g., Argentina) and/or the
perception of political risk (e.g., Venezuela).
Ecuador belonged to these categories, but has
joined in recent years the group of countries
with access to private markets.

5. This was already true at the end of
the 2003-2007 boom (see Ocampo, 2009)
and worsened in later years (Ocampo, 2012).
For a detailed analysis, see IMF (2013).

6. The paragraphs that follow borrow
from a blog that | published in September
14, 2012, in VoxLacea (http://vox.Jacea.
org/?q=blog/latam economic_growth).

7. See in this regard an analysis of
productivity performance in Latin America
since 1990 in ECLAC (2014), Part II, Ch. III.
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