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Executive Summary 
The recovery of the global economy is continuing, mainly thanks to the sustained dynamism in many 

emerging economies. As expected, the recovery in key advanced economies is proceeding only 
slowly, as private demand is held back by the weakness of household and financial sector 
balance sheets. Notwithstanding large output gaps, governments in advanced economies face 
limits on their room to further stimulate demand through fiscal policy, as they must 
eventually turn to consolidate public finances in the face of large and growing public debt 
levels. Indeed some in Europe face market pressures and the need for substantial upfront 
fiscal action. In that context, policy interest rates in major reserve currency economies are 
likely to remain very low for quite some time, pushing private capital to the most attractive 
emerging economies and invigorating further their domestic demand dynamics. In fact many 
emerging and developing economies, which entered the global crisis with improved 
fundamentals, are showing strong growth largely based on domestic private consumption 
and investment. Their momentum, particularly in emerging Asian countries, is projected to 
be enough to keep world prices of commodities relatively high.  

 This mixed global environment has distinct implications for countries of the Latin American and 
Caribbean (LAC) region. The current global setting is stimulative for those LAC economies 
with greater real linkages to the more dynamic emerging economies, and for those likely to 
be most attractive to foreign investors. Most commodity-exporting countries of South 
America are facing highly favorable conditions—particularly those with stronger 
fundamentals, who have easiest access to external financing and stand to benefit the most 
from low global interest rates. On the other hand, the environment is least favorable for 
those with strong real linkages to the weaker-performing advanced economies. This is the 
situation for many countries in Central America, with close ties to the U.S. economy in terms 
of income from exports and workers’ remittances, and much more so for the tourism-
dependent economies of the Caribbean. 

 The outlook and challenges for LAC countries are shaped by these varying external influences, but also by 
the legacy of their past policies and their policy frameworks: 

For many countries of South America—where growth recently has been even stronger 
than expected—policy challenges center on avoiding overstimulation of demand and 
credit, which would turn unsustainable. Although the strong recovery of domestic 
demand has been welcome in terms of bringing economies back to potential, its 
continued rapid expansion could bring overheating, inflation, and widening current 
account deficits. For these economies, it is essential to proceed with the timely removal of 
policy stimulus while ensuring that the monetary/fiscal policy mix does not exacerbate 
capital inflows. In most cases, fiscal policy should be the first line of immediate action, 
with emphasis on slowing the growth of public expenditure (and in some cases limiting 
the quasi-fiscal activities of public banks), with monetary policy playing a following role 
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(clearly, policy interest rates must in time transition to neutral levels, but they can be 
raised more gradually if fiscal policy is normalized first). Those commodity-exporting 
countries with a history of procyclical expenditure policy responses, and those with little 
market confidence in their finances, should seize the opportunity of today’s high 
commodity prices to build policy buffers and reduce net public debt. 

In Mexico also, the recovery recently has been faster than expected, especially on the back 
of booming exports to the United States, though some moderation is expected in the 
future. With falling inflation and expectations well anchored, monetary policy has some 
room for maneuver, while fiscal policy is appropriately focused on consolidation, given 
medium term risks for budget revenues from uncertainties over future oil production.  In 
this regard, the authorities’ plans for fiscal consolidation in 2011 are appropriate. 

Growth in Central American countries is likely to be positive but moderate. As external 
conditions have acted to limit potential output, output gaps are modest, and so the 
usefulness of applying further stimulus would be limited. Countries would do well to 
rebuild buffers, to assure fiscal space for the future. Some need to continue strengthening 
their policy frameworks to be able to effectively use their independent monetary policy as 
a countercyclical tool in the future. Structural changes, rather than demand policies, will 
be key to boosting growth and competitiveness.  

For many countries of the Caribbean, recovery has begun only recently, and growth will 
be limited by the only gradual pickup of external demand, especially for the tourism-
intensive countries. Very high public debt levels allow no space for fiscal stimulus. Rather 
than new stimulus, more benefit would come from pursuing steady fiscal consolidation—
indeed, one chapter of this Regional Economic Outlook: Western Hemisphere shows that high 
debt itself is an important obstacle to growth in many of these countries. 

 The need for cautious policies is heightened by global financial conditions that are now exceptionally 
“easy”––and potentially highly stimulative––for many countries in the region. Sovereigns with stronger 
fundamentals can now borrow at near-record low cost. Such easy conditions create 
important opportunities for debt management operations, but experience shows that they 
can also stimulate booms in demand and credit and the accumulation of risks. As economic 
slack and easy monetary policy in the major advanced economies will persist for some time, 
so too will the associated risks for other economies. Better outcomes are likely to be 
achieved with a combination of policy responses, including exchange rate flexibility to avoid 
attracting more inflows, and fiscal tightening to take a direct bite out of excessive domestic 
demand, complemented by careful regulation and supervision of domestic financial 
developments, with attention also to cross-border links.  
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This edition of the Regional Economic Outlook: Western Hemisphere includes a special focus on financial 
issues:

Chapter 3 examines and draws lessons from the recent credit cycle in Latin America—the rapid 
growth of bank credit that ended abruptly with the global crisis, and which is resuming 
again in some countries. The region’s financial systems were generally resilient to the 
crisis, as reforms over the past decade aimed at improving oversight and regulation paid 
off. Unlike some economies in Europe, Latin American banks maintained low leverage 
ratios and asset quality was not impaired as they did not purchase toxic assets. Despite 
this relative success, the goal of avoiding financial crises, as well as undesirably high 
procyclicality of credit, remains as challenging as ever. 

 Chapter 4 discusses the importance of considering “macroprudential” regulatory policies to complement––
but not substitute for––traditional macroeconomic tools, particularly in the current context of easy 
external financing conditions. Following the recent global financial crisis, a broad consensus is 
emerging that financial regulation and supervision must move beyond looking at the 
stability and solvency of individual financial institutions, in order to come to grips with 
problems of systemic risks, interconnectedness, and excessive procyclicality. While 
discussions on precisely what this means in practice are ongoing, Chapter 4 offers a timely 
review of the issues and pending questions, and documents the recent experience with 
such policies in the region and beyond. 
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1. Global, U.S., and Canadian Outlook 

The global economic recovery is proceeding, although signs of 
some moderation of growth are emerging, especially in 
advanced economies. The upswing in advanced economies is 
still muted amid balance sheet weaknesses in key sectors, and 
uncertainties persist over the strength of private demand as 
fiscal policy support is withdrawn. In contrast, many emerging 
economies are experiencing vigorous growth buoyed by domestic 
demand, supported by easy external financing conditions as 
well as their own remaining policy stimulus. In that context, 
the prospects of a sustained—though not permanent—period 
of low global interest rates will create challenges for emerging 
economies. Commodity prices are expected to remain robust, 
underpinned by continued strong demand from emerging Asia.  

The Global Backdrop—A 
Recovery Still Led by Emerging 
Economies 
 The global recovery is proceeding, despite new 
bouts of market volatility and recent setbacks to 
growth in some countries (Figure 1.1). The world 
economy expanded by about 5 percent during the 
first half of 2010, underpinned by continued policy 
support and a stronger-than-anticipated recovery in 
emerging economies. Forceful policy actions 
restored market stability and lowered tail risks 
following worrying setbacks earlier in the year 
precipitated by the European sovereign debt crisis. 
Even so, there are increasing signs that economic 
activity is moderating, especially in advanced 
economies. Although part of this moderation is 
related to the natural unwinding of the inventory 
cycle, uncertainties have increased about the 
strength of the recovery in advanced economies, 
particularly as the policy stimulus begins to wane. A
self-sustaining recovery of private demand has 
yet to take hold in advanced economies, 

_______ 
Note: This chapter was prepared by Luis Cubeddu and 
Marcello Estevão with contributions from Gustavo Adler, 
Oya Celasun, and Evridki Tsounta. 

Figure 1.1.  Global recovery is being led by strong 
growth in emerging economies, with commodity 
prices remaining high.

Sources: Bloomberg; Haver Analytics; and IMF staff 
calculations.
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reflecting continued weaknesses in household and 
financial sector balance sheets. Fixed capital 
investment has started to expand again on the back 
of strong cash flows of firms. However, consumer 
confidence remains frail, largely reflecting poor 
employment prospects, which in the case of the 
United States are aggravated by weaknesses in the 
housing market. Despite forceful responses by 
European policymakers, financing conditions in 
some European countries remain vulnerable to 
funding pressures, while Japan’s export-led recovery 
continues to be affected by weak U.S. demand and 
spells of yen appreciation. 

 The world recovery continues to be driven by 
strong growth in emerging economies, which 
expanded by more than 7½ percent during the 
first half of the year (compared with 2½ percent 
in all of 2009), with Asia in the lead together with 
a number of Latin American economies. Growth 
in these economies appears increasingly self-
sustained on the back of robust domestic demand, 
just as the push from inventory rebuilding and the 
policy stimulus begins to lose steam. Capital 
inflows to emerging economies with good 
fundamentals remain strong, partly in response to 
easy monetary conditions in advanced economies 
and improving risk appetite (Figure 1.2). 

 Commodity prices have broadly stabilized after 
their strong rally in late 2009, sustained by strong 
demand from Asia and the lingering effects of tight 
markets before the global crisis. Looking forward, 
metal and oil prices are expected to remain near 
current levels—quite high in historical perspective—
as there is just enough spare capacity in the 
extractive industries to meet growing demands in 
the period ahead.1 The recent surge in wheat prices, 
however, is expected to be short-lived. 

 In this context, IMF staff projects world growth 
in 2010 to exceed 4½ percent (about ½ percent 
higher than projected in the April 2010 Regional 
Economic Outlook: Western Hemisphere), which is 

_______ 
1 For a more detailed discussion of the commodity price 
outlook see World Economic Outlook, September 2010. 

Figure 1.2. Financial market conditions have stabilized, 
following short bouts of volatility related to problems in 
southern Europe.

Sources: Bloomberg; and IMF staff calculations. 
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consistent with a modest slowing of activity during 
the second half of this year. Looking further ahead, 
global growth is forecast to reach 4¼ percent in 
2011, with output of emerging economies expanding 
at roughly 6½ percent. Growth in advanced 
economies is projected only at about 2 ¼ percent, 
which is low considering the depth of their earlier 
recession and will imply a continued substantial gap 
between actual and potential output. 

 Risks to the global outlook are tilted to the 
downside, given current dynamics in advanced 
economies. A further softening of real estate 
prices could undercut household and financial 
sector balance sheets, undermining the recovery in 
advanced economies. Another risk is that a 
further drop in confidence in the soundness of 
government finances in some European countries 
could trigger an adverse feedback loop between 
the sovereign and financial sectors, inflicting 
major damage to their recovery, and further 
constraining their fiscal space.  

 Such scenarios of softer growth in advanced 
economies would mean, all things constant, 
somewhat lower growth in emerging and 
developing economies according to the strength 
of their real and financial linkages. However, for 
many economies, the strength and momentum of 
their own domestic demand are likely to dominate 
their near-term growth prospects if advanced 
economies do not suffer major setbacks. 

 Overall, the transition to healthy global growth in 
advanced countries is likely to be a protracted 
process. The dynamics of the recovery in advanced 
economies needs to change if the initial rebound is 
to morph into a sustained upswing. Demand needs 
to shift over time from public to private sources, 
given the widespread need to roll back large fiscal 
deficits, and financial institutions and markets need 
more repair and reform before credit can 
meaningfully support the recovery. Demand also 
needs to transit from deficit to surplus countries, 
with the implied exchange rate movement.

 In this context, monetary policy should stay 
highly supportive in most of the advanced 

economies. More broadly, further progress is 
required in the healing of the capital base of 
financial intermediaries and greater clarity is 
needed on the details and timing of the full range 
of regulatory reforms. These would help financial 
markets and institutions provide more support, on 
a sounder basis, to consumption and investment.  

 Meanwhile, fiscal policy in many advanced 
economies should generally remain supportive 
through end-2010, and start to consolidate in 
2011. The most urgent challenge is to put in place 
credible fiscal consolidation plans to achieve 
sustainable fiscal positions before the end of the 
next decade. These would have to include reforms 
to rapidly growing spending programs and 
entitlements, and broadening of tax bases. If 
lower-than-expected growth were to materialize, 
monetary policy should remain the first line of 
defense. Should growth soften considerably, some 
slowing in the pace of fiscal consolidation would 
be appropriate as long as credible plans for 
medium-term fiscal adjustment are in place.  

 Policy challenges for many emerging 
economies are different, as they will need to cope 
with the effects of relative success—including 
avoiding an eventual overheating or asset bubbles. 
Maintaining stability will depend on their ability to 
deal with surges in capital inflows in a context in 
which macroeconomic policies have to transit 
from earlier stimulus toward a neutral stance and 
eventual contractionary bias. 

  The timing and sequencing of exit from 
monetary and fiscal stimulus in emerging 
economies will vary according to country 
circumstances. Countries facing overheating and 
complications from capital inflows should 
withdraw fiscal stimulus quicker and rebuild 
policy buffers. Traditional tools may need to be 
supplemented, though not substituted, by macro- 
and microprudential policies to meet the needs 
arising from particular domestic circumstances. 
On the other hand, should a large setback to 
world growth materialize, supportive policies may 
have to be redeployed. 
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United States—Recovery Is Still 
Policy Driven 
 Thanks to a massive and sustained policy 
response, the U.S. economy has continued to 
recover from the worst recession since the Great 
Depression. Near-zero monetary policy rates and 
a doubling of the Federal Reserve’s balance sheet 
provided liquidity support to the economy. Fiscal 
stimulus measures added more than 1 percent to 
growth in 2009, with a smaller effect expected in 
2010. Capital injections in major financial 
institutions, emergency lending, stress tests, and 
guarantees stabilized financial conditions and 
broke the adverse macrofinancial spiral. As a 
result, stimulus-sensitive components of demand 
bounced back, including auto and house 
purchases which were beneficiaries of targeted 
subsidies. The inventory adjustment cycle began 
to turn around in mid-2009, contributing 
massively to the recovery. 

 However, and as expected, the recovery has 
been modest by historical standards; a fact 
reinforced by revised national accounts showing 
that the recession was deeper and the recovery 
weaker than first estimated. Unlike the usual  
“V-shaped” episodes that characterized past U.S. 
business cycles, the ongoing recovery has been 
tame, with consumer spending particularly 
lackluster. Business investment levels are well 
below precrisis levels, even though investment 
recovered briskly in the first half of 2010, and 
residential construction remains in the doldrums. 
Persistently high unemployment rates and long 
unemployment duration are key factors in the 
weak recovery through their effects on private 
consumption and credit household risk (Figure 
1.3). Moreover, the depressing effects emanating 
from the labor market will likely be more 
persistent than usual, as large sectoral and 
geographical skill mismatches are estimated to 
have interacted with weak housing conditions to 
raise structural unemployment (Box 1.1). 

Figure 1.3. The U.S. recovery is losing strength, 
with the unwinding of the inventory cycle and 
weakness in private consumption. 

Sources: U.S. Bureau of Economic Analysis; U.S. Bureau 
of Labor Statistics; and IMF staff calculations. 

¹ Historical variations reflect annual revision of NIPA accounts 
by the Bureau of Economic Analysis.
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Box 1.1. Labor Market Adjustment in the United States1

Historically, the sharp contraction in employment observed during the recent recession would be followed 
by a sharp recovery in coming years. However, jobs have lagged economic growth to a greater extent than 
usual in the last two complete recession cycles in the United States, giving rise to what has come to be 
known as “jobless recoveries.” An important question is whether the current recovery will also have little job 
creation.  

Several factors are playing a role in determining the pace of employment growth:

Credit recovery: The recent recession was triggered by a financial shock unprecedented since the Great 
Depression that has hobbled credit. In general, strong and sustained U.S. recoveries usually come in the 
context of rapid rebounds in the credit cycle; however, credit conditions in the current recovery are 
likely to remain impaired as banks and households repair their balance sheets. 

Unemployment duration: As was the case in the recessions of the early 1990s and early 2000s the 
current recession generated a surge in permanent layoffs and a large drag in labor force participation. 
Going beyond the experience of the past two recessions, the length of unemployment spells has reached 
highs not seen previously. Extensions of unemployment insurance benefits (although needed to support 
the unemployed) may affect the intensity of job search, limiting employment growth. 

Labor hoarding: Involuntary part-time employment surged during the crisis, implying that firms can 
get more labor during the recovery partly by raising hours for existing employees, while not hiring new 
workers.

The speed of employment adjustment may also be hampered by reduced labor mobility and 
mismatches between the supply and the demand for labor skills. Estevão and Tsounta (2010) show 
that skill mismatches resulting from regional and industry-specific shocks have interacted with weak housing 
conditions, boosting the equilibrium unemployment rate by about 1½ percentage points by the end of 2009. 
The negative interaction between skill mismatches and housing conditions are probably related to the 
reduced labor mobility since the start of the crisis, which could be explained by the resulting capital losses an 
unemployed individual would suffer from trading a house in a depressed state for another in a more 
prosperous region.1

_______ 
Note: This box was prepared by Marcello Estevão.
1 Nevada, Florida, and California were hit particularly hard by the housing bubble (accounting for more than half of all 
foreclosures); Ohio and Michigan suffered from the manufacturing collapse; and New York hosted the restructuring of 
financial institutions. Lower interstate labor mobility is also documented in Ferreira, Gyourko, and Tracy (2010). 

(in percent)

Increase in Skill Mismatch Index Since Onset of Recession
(Percent)

Sources: Haver Analytics, U.S. Bureau of Labor Statistics, U.S. Census Bureau, and IMF 
staff estimates.
Notes: 1st quartile [-11.1,5.7], 2nd quartile [6.3,11.6], 3rd quartile [12.3,16.9], 4th quartile 
[17.2,29.4].  

1st quartile (best)

2nd quartile

3rd quartile

4th quartile (worst)

Sources: Mortgage Bankers Association, and authors’ calculations.

Notes: 1st quartile [0.6,0.96], 2nd quartile [0.97,1.56], 3rd quartile [1.6,2.69], 4th quartile 
[2.7,11.7].  
Calculated as the percentage point change from 2005–09.  Annual levels are the simple 
average of 12 months.

Change in Foreclosure Rates, 2005–09
(Percentage points)

1st quartile (best)

2nd quartile

3rd quartile

4th quartile (worst)

1st quartile (best)

2nd quartile

3rd quartile

4th quartile (worst)
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Box 1.1 (concluded)

Other factors may help employment recovery. Batini, Estevão, and Keim (2010) find that a surge in 
uncertainty could help explain the larger-than-usual reaction of employment to output declines during the 
recent recession, and that the labor intensity of output is sensitive to the relative path of labor and capital 
costs. Hence, looking ahead, reduced uncertainties about the outlook could boost hiring, while credit 
constraints could affect investment more severely than hiring as the former tends to be lumpier. Moreover, 
the slow wage growth expected in the near term, given high unemployment and government programs to 
subsidize hiring, could also help boost the labor intensity of output.  

Despite the existence of substantial cyclical unemployment in the economy, a possible increase in 
equilibrium unemployment rates underscores the role of targeted labor and housing policies to 
reduce joblessness. Effective measures to alleviate housing market strains, including further supporting 
loan modifications, could facilitate labor mobility, thus helping to clear state-level labor markets. Targeted 
policies aiming at retraining the unemployed and hiring the long-term unemployed (maybe through 
expanding the subsidies to net hiring adopted in March 2010) could reduce mismatches between supply and 
demand for labor skills and structural unemployment rates. Both interventions would add to the ongoing 
macroeconomic stimulus by allowing the cyclical recovery to make deeper inroads on unemployment rates. 

 Looking ahead, balance-sheet strains in the 
household, financial, and public sectors pose 
headwinds to growth. The household saving rate 
has already risen to about 6 percent in the second 
quarter of 2010, and household deleveraging and 
weak labor markets point to continued lackluster 
consumption. Larger financial institutions have 
managed to rebuild capital ratios, in part by 
shedding risk, but protracted effects of the crisis 
on the quality of existing loans will maintain 
pressures on institutions’ balance sheets. The 
federal debt held by the public nearly doubled 
between 2007 and 2010 to about 65 percent of 
GDP—the highest since 1950—raising the need 
for decisive fiscal consolidation.2   

 Thus, the U.S. outlook is for a continued 
gradual recovery, with contained inflation. The 
economy is projected to expand by 2.6 percent in 
2010—somewhat lower than the 3.1 percent 
projected in the last Regional Economic Outlook: 
Western Hemisphere. Revisions reflect stronger-
than-anticipated imports during the second 
quarter and weaker housing outlook (following 
_______ 
2 Balanced-budget requirements have limited state-level 
borrowing but have forced sharp expenditure cuts that are 
projected to continue in the next couple of years. 

declines in house sales after the expiry of a 
homebuyer tax credit). Growth is projected to 
reach 2.3 percent in 2011, as the output gap 
narrows, the inventory cycle matures, and the 
fiscal stimulus fades. The unemployment rate is 
likely to decline gradually; this along with 
substantial excess capacity in product markets will 
keep a lid on inflation. 

 Risks around this baseline scenario are tilted to 
the downside. The backlog in mortgage 
foreclosures could push down housing prices. 
Possible further stress in commercial real estate 
would hurt small and medium-sized banks,  
thus crimping credit provision to firms. Both 
factors could trigger negative macrofinancial 
feedback loops. Very large economic slack feeds 
the risk of persistent deflation, although this is 
still only a tail risk given stable medium-term 
inflation expectations. On the upside, a brisk 
recovery in confidence could release pent-up 
consumption and investment from current very 
low levels. Looking into the medium term, risks 
associated with higher interest rates are growing, 
owing to concerns over how fiscal balances will 
affect borrowing costs once private demand 
recovers (Box 1.2). 



1. GLOBAL, U.S., AND CANADIAN OUTLOOK 

7

Box 1.2. The Financing of U.S. Federal Budget Deficits—and Its Global Implications 

Despite rapidly rising public debt, long-term bond yields in the United States recently have 
been restrained owing to cyclical and safe-haven factors. Higher private saving, weak corporate 
investment, subdued inflation, and a flight to the relative safety of U.S. government bonds amid 
financial market strains in Europe have all contributed to keep interest rates low. Recent Federal 
Reserve purchases of Treasury debt (and closely substitutable debt of Government Sponsored 
Enterprises) also have helped. In the future, however, given the large expected debt issuances, 
financing conditions are likely to tighten as private investment recovers and safe-haven flows abate.  

An analysis of investment flows suggests 
that, in the future, the bulk of Treasury 
bond purchases will have to be made by 
domestic investors. Foreign purchases will 
be dampened by unwinding safe-haven flows. 
In addition, World Economic Outlook (WEO)
projections of reserve accumulation in 
emerging markets suggest limits on the size of 
new purchases by official holders. In those 
circumstances, domestic holders would have 
to pick up the slack, implying a significant 
shift in their portfolio allocations. Indeed, 
absent such a reallocation, the projected 
supply of Treasury debt for 2015 would 
exceed estimated demand (calculated on the 
basis of WEO forecasts of key variables) by a significant margin—about 30 percent of GDP, similar in 
size to the projected increase in the debt stock between 2010 and 2015. 

Over the medium term, higher real interest rates will likely be necessary to facilitate the 
portfolio shifts. Assuming—in line with the empirical literature—that one percentage point of GDP in 
excess U.S. federal debt supply increases long-term bond yields by 2–5 basis points, the debt effect 
could raise long-term interest rates by 60–150 basis points in the medium term (see also Laubach, 
2009). Adding this effect to the yield increases due to gradual normalization of monetary policy and 
macroeconomic conditions leads to a projection for the 10-year bond yield of slightly above 6 percent 
by 2015. That said, the near-term movements in yields are highly uncertain as U.S. Treasury debt 
continues to benefit from its safe-haven status. 

What would this mean for borrowing costs for emerging markets? IMF staff research on the 
relationship between emerging market sovereign bond spreads and U.S. federal government bond 
yields suggests that a 100-basis points increase in the long-term U.S. federal government bond yield 
would add about 35 basis points to emerging market bond spreads (see Celasun, 2009). The increase in 
the U.S. federal debt-to-GDP ratio (by about 30 percent of GDP from current levels) would also have 
a further direct impact of about 50 basis points on emerging market sovereign spreads. As a result of 
these effects on emerging market spreads and the underlying Treasury long-term bond yields, the 
average yield on emerging market sovereign debt would increase by about 185 basis points, assuming 
IMF staff’s medium-term projections for the U.S. federal debt. Lower public debt or enhanced growth 
prospects in emerging market countries relative to those in the United States would have a tendency to 
offset these effects. 

_______
Note: This box was prepared by Oya Celasun and Martin Sommer based on Celasun and Sommer (2010).
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 Given the relatively weak outlook, it would be 
advisable for policies to maintain a supportive tilt 
for some time (Figure 1.4). The Federal Reserve has 
continued to elaborate its exit strategy while 
signaling exceptionally low policy rates for an 
extended period. It has also recently stated that it 
would provide further monetary accommodation if 
needed to support the recovery and bring inflation, 
over time, to levels consistent with its mandate. 
Thus, market participants expect no significant 
monetary policy rate tightening until end-2011. The 
2011 budget proposal includes additional short-term 
support to the economy, although it projects some 
fiscal withdrawal next year. If downside risks to 
growth were to materialize, immediate actions to 
reduce the deficit could reasonably be backloaded, 
as long as credible plans for medium-term fiscal 
adjustment are in place. Under such a scenario, 
policies to alleviate structural problems in the 
housing and labor markets (Box 1.1) could be 
considered within the budget framework. 

 Beyond the near term, the main policy challenges 
for the United States are getting its fiscal imbalances 
under control and implementing the recent reform 
of financial supervision and regulation. The draft 
FY2011 budget proposes measures aimed at 
reducing the Federal fiscal deficit to 4 percent of 
GDP by the middle of the decade, which is not 
enough to stabilize the debt-to-GDP ratio even 
under more optimistic growth assumptions.3 A new 
Fiscal Commission has been charged with 
recommending measures to reduce the Federal 
deficit by an additional 1 percent of GDP, although 
under the staff assumptions a larger effort would be 
needed to stabilize the debt ratio over the medium 
term. In the long term, moderation of health care 
cost inflation is needed to limit government 
transfers to Medicare and Medicaid; this raises the 
profile of the newly created Independent Payments 

_______ 
3 Measures to reduce the federal deficit include (among others): 
(i) the expiration of the 2001 and 2003 tax cuts for upper-
income taxpayers; (ii) broadening of the corporate tax base; and 
(iii) savings from a freeze on non-security discretionary 
spending. Significant savings are also expected from scaled-
down overseas military operations. 

Figure 1.4. Monetary conditions are projected to 
remain easy for a longer period, amid weak 
housing and employment conditions.

Sources: Haver Analytics; National Association of Relators; U.S. 
Bureau of Economic Analysis; U.S. Bureau of Labor Statistics; 
U.S. Census Bureau; and IMF staff calculations.
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Advisory Board, whose cost-control 
recommendations would be directly implemented 
unless voted down in Congress. 

 The recent reform of financial supervision and 
regulation in the United States, if well implemented, 
could be a major step toward addressing weaknesses 
exposed by the 2008 crisis, while bolstering market 
discipline and stability through better transparency and 
less complexity (Box 1.3). 

Canada—Strong Recovery with 
Elevated Risks 
 The Canadian economy has emerged strongly from 
the recession since the second half of 2009, driven by 
robust domestic demand (Figure 1.5). This turnaround, 
with GDP already back to its precrisis level, reflected a 
decisive policy response to the crisis and strong 
fundamentals, including a healthy financial sector.  

 Among the main policy measures, the recovery was 
boosted by a fiscal stimulus, which added about 0.6 
percentage point to growth in 2009, and emergency 
liquidity measures by the federal government and the 
central bank, including through the purchase of 
insured mortgages and an all-time-low policy rate for 
an extended period. 

 Compared with the United States, a sounder 
banking system and a more resilient household net 
worth (down about 1 percent peak-to-trough during 
the crisis) underpinned a stronger labor market 
rebound—with employment already back to precrisis 
levels—and an impressive recovery in consumption 
spending. Similarly, an upturn in residential 
investment supported growth, with housing sales 
reaching historic highs at end-2009, while 
investment in machinery and equipment benefited 
from a less leveraged corporate sector and sharp 
increases in commodity prices. As was also the case 
in the United States, a strong inventory cycle 
emerged in early 2010, following sharp drawdowns 
in early 2009. Meanwhile, financial conditions have 
remained favorable, reflecting low funding costs and 
the absence of financial system strains evident in 
other countries.  At the same time, the strong 
Canadian dollar continues to be a drag on growth. 

 As in the United States, output growth in Canada 
seems to be moderating. Following very strong 
growth in late 2009 and early 2010, recent data 
suggest a slowdown in the pace of expansion—
although above potential—as external demand 
eases, policy stimulus is withdrawn, inventory 
accumulation dissipates, the housing market cools 
down, and consumers deleverage. IMF staff expects 
a continued gradual recovery, with inflation 
contained and steadily improving labor market 
conditions. Canadian real GDP is projected to 
expand by about 3 percent in 2010—in line with

Figure 1.5. Canada’s growth is rebounding on the back 
of strong domestic demand and stimulative policies.
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Box 1.3. Highlights of the 2010 U.S. Financial Regulatory Reform

In July 2010, President Obama signed into law a comprehensive package of reforms that lays the foundation 
for a stronger, more resilient financial system. Even if it missed the opportunity for bolder streamlining of the 
regulatory architecture, the Financial Reform Act is far reaching and could have significant cross-border 
implications, given strong interlinkages with the global financial system. The new legislation addresses 
weaknesses in supervision and regulation exposed by the crisis, and is expected to bolster market discipline 
and stability through better transparency and less complexity, if well implemented. 

Key features of the new legislation:

Stronger systemic oversight. The Act creates a fourteen-member Financial Stability Oversight Council 
(FSOC), which is chaired by the Treasury Secretary and empowered to: (i) recommend changes in 
prudential requirements; (ii) designate financial firms, activities, or market utilities as systemic; and 
(iii) approve the breakup of large and complex companies if they threaten financial stability. Its work is 
to be supported by a new Office of Financial Research (OFR) in the Treasury. 

Redesign of the regulatory architecture. The Act abolishes the Office of Thrift Supervision but 
creates four new entities (in addition to the FSOC and OFR, it creates an independent Consumer 
Financial Protection Bureau and a Federal Insurance Office). The Federal Reserve retains supervision 
over Bank Holding Companies (BHCs) and member state-chartered banks, and is responsible for 
designating systemically important nonbank financial companies. 

Stronger microprudential regulation and supervision. New capital and leverage standards will be 
issued for all BHCs, bank subsidiaries, and systemically important nonbank financial companies. 
Systemic firms will be held to especially stringent standards, ranging from “living wills” to tighter 
prudential requirements. Riskier activities, such as proprietary trading and sponsoring or investing in 
private equity and hedge funds, will be curtailed.  

Regulated derivative markets. Structured products will be subject to stricter disclosure and 
transparency requirements and originators of uninsured mortgage-backed securities will be subject to an 
additional 5 percent “skin in the game” requirement. Higher capital requirements will be imposed on 
companies with large swap positions, whereas over-the-counter swaps will go through third-party central 
clearing and exchange trading, with data collected for surveillance purposes. 

Stronger crisis management, resolution, and systemic liquidity arrangements. The Act gives 
authority for the liquidation of failing systemically important financial firms, the cost of which is not 
borne by taxpayers. The Federal Deposit Insurance Corporation (FDIC) deposit insurance coverage is 
raised to $250,000 per depositor, funded by a broader assessment base and a higher FDIC statutory 
minimum reserve ratio. The Federal Reserve is limited to provide system-wide liquidity support for 
solvent firms. 

Implementation challenges: 

Rule making and regulatory complexity. The implementation of the Act calls for extensive rules 
writing and reports, which will require close cooperation both domestically and with G-20 and other 
international initiatives to avoid mutually inconsistent rules that could widen the scope for regulatory 
arbitrage. The legislation’s failure to streamline the complex U.S. regulatory system, as recommended in 
the U.S. Financial System Stability Assessment (FSAP), will complicate coordination via the FSOC.  

______
Note: This box was prepared by Andrea Maechler.
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Cross-border coordination. Many of the reforms are also being considered by the international 
standard setters, the G-20, the Financial Stability Board, and others. Every effort should be taken to 
coordinate these efforts internationally to ensure a “race to the top” rather than pushing transactions to 
less stringent jurisdictions. Continued international efforts will also be needed for dealing with the 
resolution of global financial conglomerates. The “living wills” required by the Act could help identify 
tensions with legal frameworks in foreign jurisdictions and catalyze the preparation of coordinated ex 
ante crisis management frameworks.  

Housing. The Act leaves untouched the housing government-sponsored enterprises, and action on this 
front is critically important given their weakened financial situations.

that projected in the last Regional Economic Outlook: 
Western Hemisphere—and by about 2¾ percent in 
2011. Domestic demand is expected to remain the 
main driver of growth, even amid gradual dissipation 
of fiscal stimulus. Inflation pressures are expected to 
remain muted against a backdrop of a still sizable 
output gap, despite some near-term price effects 
from the harmonization of federal and provincial 
sales taxes. In view of this stronger outlook, the 
Bank of Canada was the first G-7 central bank to 
raise interest rates this summer. 

 Risks in Canada are also tilted to the downside, 
mostly stemming from possible external shocks, 
although domestic factors also pose some risk. 
Globally, and particularly in the United States—
Canada’s main trading and financial partner—
private demand might be insufficient to sustain the 
recovery amid stubbornly high unemployment rates. 
Domestic downside risks include a larger-than-
expected downturn in the housing market (in the 
context of a highly indebted household sector), as 
real estate prices in regions remain somewhat above 
levels implied by fundamentals.  

Implications for the Latin 
American and Caribbean Region 
 The global recovery is spurring exports from Latin 
America, with further buoyancy added for 
commodities exporters. Following a steep collapse of 
global trade, trade flows started to pick up in mid-2009, 
and a continued recovery in 2010–11 will remain a pull 
factor, particularly for more trade-oriented economies 
and those with stronger trade linkages with Asia. 

Although the weak recovery in advanced economies 
will weigh on global demand, growth in emerging 
economies is likely to be strong enough to continue 
supporting trade and commodity prices and favoring 
Latin American and Caribbean commodity exporters 
(see also Box 2.2). 

 Weak employment growth prospects in the United 
States and Europe will further restrain the recovery in 
tourism, constraining the pace of recovery in tourism-
dependent economies. At the same time, weakness in 
the U.S. housing market and tepid construction activity 
suggest that construction employment will remain 
subdued. Given the sector’s strong links with workers’ 
remittances—most clearly for the case of Mexico and 
Central America—remittances may recover only slowly 
from current depressed levels. 

 On the positive side, the United States will 
contribute for some time to the ongoing financial push 
under way as a number of countries in the region faces 
fluid access to international financial markets. The 
expected low federal funds rate (likely to persist for 
some time), weak domestic credit demand in the 
United States, and improving risk appetite—combined 
with the attractive risk profile of some Latin American 
markets—will continue to drive private capital to the 
region. This poses important policy challenges, as 
discussed in the following chapter. 

 Not soon, but perhaps over the medium term, 
increased public indebtedness in the United States may 
also put sizable pressure on borrowing costs in Latin 
America, though this is likely to occur only after 
private demand in the United States and other 
advanced economies regains its momentum. 





13 

2. Latin America and the Caribbean: Recent 
Developments and Outlook 

The economic recovery in the region has been stronger 
than previously anticipated for 2010, but also more 
divergent across countries. Growth in economies more 
advanced in the recovery—mainly in South America—
is expected to moderate somewhat as the inventory cycle 
matures and policy stimulus is unwound. Although a 
more dampened outlook for advanced economies may 
create headwinds, strong commodity prices and a 
prolonged period of easy external financing conditions 
will continue to support domestic demand and growth—
while also posing challenges in ensuring a moderation in 
domestic demand to avoid overheating. For countries with 
stronger linkages to the United States and other 
advanced economies, challenges are shaped by continued 
sluggish growth and often limited policy space. 

Growth to Normalize from Recent 
Highs 
 After posting impressive gains in the first half 
of 2010, economic growth in the Latin America 
and Caribbean (LAC) region is projected to 
moderate somewhat during the remainder of this 
year, but remain above trend. For the region as a 
whole, growth in the first six months of 2010 
reached 7¼ percent (saar), driven by a strong 
rebound in private consumption and investment, 
reflecting still stimulative policies, a buildup in 
inventory, favorable terms of trade, and easy 
external financial conditions (Figure 2.1). High 
frequency data suggest some signs of 
normalization in recent months, particularly in 
the two largest economies (Brazil and Mexico). 
In Central America, the recovery is progressing 
more gradually after a sluggish start, while in the 
Caribbean, growth remains muted, following a 
severe contraction last year. 

_______ 
Note: This chapter was prepared by Gustavo Adler, 
Luis Cubeddu, and Rafael Romeu. 

 For 2010 as a whole, aggregate GDP is now 
projected to grow more than 5½ percent in 2010 
(from a fall of 1¾ percent in 2009). This 
represents an upward revision of about 1½ 
percentage points from our earlier projection 
(May 2010 Regional Economic Outlook: Western 
Hemisphere). Within the region, the largest upward 
revisions are concentrated in the largest 
economies, underpinned by surprisingly robust  

Figure 2.1. Strong domestic demand continues to 
support the recovery, with increased contribution 
from investment.

Source: Haver Analytics; and IMF staff calculations.

Selected Latin American Countries: Contribution 
to GDP Growth¹
(Percent, SAAR; GDP PPP-weighted averages)

¹ Includes Argentina, Brazil, Chile, Colombia, Dominican Republic, 
Ecuador, Mexico, Peru, and Venezuela; except 2010 Q2 for which 
data for Ecuador and the Dominican Republic were not available.
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domestic demand growth. The outlook for the key 
external conditions (commodity prices, world trade, 
and external financing costs), however, remains 
broadly unchanged since our last edition. Bouts of 
market volatility related to sovereign debt problems 
in southern Europe in the past months had only 
small and short-lived effects on the region (Box 2.1 
and Figure 2.2), while the more recent deterioration 
of market conditions in some countries of the 
European periphery has not spilled over to Spain, 
the country with strongest ties to Latin America.  

 Looking ahead, growth in the LAC region is 
projected to slow to about 4 percent in 2011, 
converging to more sustainable growth rates as 
output gaps close in most countries in the region. 
Importantly, the growth projection for 2011 
assumes a necessary tightening in fiscal policy, 
although it remains unclear whether this will  
end up materializing.  

 Despite the drag from softer activity in 
advanced economies, continued growth in 
emerging Asia, which has become more 
domestically driven, should help support prices of 
the region’s key commodity exports (see Box 2.2). 
In addition, the prospects of an even longer period 
of easy monetary conditions in the United States 
will make conditions conducive to strong capital 
inflows to the more financially integrated 
economies of the region. 

 Barring an extreme downside scenario for global 
growth, the main risks for the largest countries in 
the region relate to the possibility of continued fast 
growth of domestic demand fueled by favorable 
external conditions (leading to a surge in capital 
inflows) and the continuation of stimulative 
policies. This could be problematic especially 
where output has already reached its potential level 
and demand pressures threaten to increase inflation 
or widen current account deficits.  

 Tail risks from a full-blown crisis in Europe 
have diminished, although difficulties in 
refinancing large sovereign obligations could renew 
market volatility. Countries with stronger linkages 
to the United States and other advanced economies 
are more vulnerable to the possibility of weaker-
than-projected growth in advanced economies, 
which will be undergoing fiscal retrenchment and 
may encounter new financial sector challenges.  

Wide Divergence in the Regional 
Outlook
 Growth prospects within the region continue 
to be quite diverse reflecting the varying strength 

Figure 2.2. Markets have normalized following 
distress in Europe, and highly favorable financing 
conditions have returned.
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Box 2.1. Latin America’s Resilience to the European Financial Turmoil of 2010 

Latin America has shown significant resilience to the turbulence in European financial markets. 
Distress of Greek sovereign debt instruments, both in January and more seriously in April/May, spilled over 
quickly to other European periphery countries (Ireland, Portugal, Spain, and even Italy)—reflecting market 
concerns about cross-border exposures and fiscal and competitiveness woes—as well as beyond the 
European region. The direct impact on Latin America, however, was limited. Sovereign spreads across the 
region were little affected by the shocks to southern Europe assets in January, and the effect was even 
smaller during the April/May episode. This stronger decoupling may reflect limited direct links between 
Latin America and southern Europe as well as the agreement on international financial assistance for 
Greece. It is noteworthy, however, that the region’s sensitivity to global risk aversion (proxied by the VIX) 
increased between the two episodes. This may suggest that distress in Europe could still affect the region 
through its impact on global financial markets.  

Potential spillovers through the financial sector have not materialized, and contagion through other 
channels is likely to be small. A significant presence of Spanish banks in LAC had the potential to 
become an important transmission channel for shocks. However, funding pressures faced by parent Spanish 
banks did not spill over to the region. As noted in the last Regional Economic Outlook: Western Hemisphere, this 
was partly due to the stable funding base of Latin American subsidiaries, which rely primarily on local 
deposits as opposed to wholesale or cross-border 
borrowing, and their healthy balance sheets. The 
information contained in the European bank stress tests 
released in July further dispelled concerns about parent 
banks. The full impact through trade also has yet to be 
seen, but likely will be modest for most countries as the 
trade exposure to southern Europe, and Europe in general, 
is relatively small. FDI and remittances from Europe are 
also relatively low in the larger economies of the LAC 
region. Weaker growth prospects for Europe are, however, 
likely to affect some of the smaller countries that depend 
heavily on European tourism.  

_______
Note: This box was prepared by Gustavo Adler.
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Box 2.2. The Outlook for Commodity Prices and the Role of China 

Demand from China plays a key role in the outlook for the prices of some of Latin America’s most prominent commodity 
exports—this is especially true for copper and soybeans, though less so for oil.   

Commodity exports are important for many 
countries in the region, especially in South 
America. For some countries commodity exports 
represent the bulk of their export proceeds. While
the region exports a wide range of commodities, 
and commodity-based processed products, the 
most prominent are copper, soybeans, and oil. 1

Latest IMF forecasts, based on futures market 
data, suggest that prices of these three key 
commodities will remain broadly unchanged 
at relatively high levels. A key element 
underlying this outlook is the positive growth 
momentum in emerging economies, particularly 
in China.

Beyond China’s faster GDP growth, 
differences in the intensity of use of 
commodities play a critical role. China’s 
demand for metals—especially copper—has been increasing at a faster rate than its GDP. As a result, 
in 2009, China represented about 40 percent of the world’s total demand for copper––up from only 
7 percent in 1995. A important increase has been observed also in the case of soybeans, with China 
accounting now for more than 20 percent of the world’s total demand. In contrast, China’s oil demand 
has risen more moderately, and in the last five years by less than China’s GDP. China’s share of world 
demand for oil is only about 10 percent.  

        

_______ 
Note: This box was prepared by Leandro Medina. For a more detailed discussion, see World Economic Outlook (April 
2010 and October 2010). 
1 Iron ore is meaningful particularly for Brazil and Peru; however, it is not included in this analysis. 

China: GDP and Commodity Demand
(Indices, 1995 = 100 )

Source: IMF staff calculations.
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of macroeconomic policy frameworks, as well as 
the importance of different external linkages, 
including commodity prices, financial integration 
and trade openness and diversification. 

 Country differences correlate with the broad 
geographic divisions of the LAC region. In this 
edition of the Regional Economic Outlook, we 
organize the discussion of developments and 
outlook in the region using three geographical 
groupings—South America, Mexico and Central 
America, and the Caribbean—while also 
emphasizing certain differences within each 
group (Figure 2.3).1

The South America subregion as a whole is 
relatively less dependent on trade 
relationships with the United States (or other 
advanced economies). Commodities 
represent a very high share of their total 
exports, with a strong positive relationship 
between individual countries’ terms of trade 
and a broad commodity price index. 
Moreover, a number of these countries have 
important trade linkages with each other, 
particularly with Brazil—a regional giant. 
That said, important differences exist among 
these countries, notably in their ability to 
access global financial markets at favorable 
terms, reflecting the varying strength of their 
macroeconomic policies. Policies at a 
microeconomic level differ as well, with 
implications for the supply side of the 
macroeconomy.  

Mexico and Central America are characterized 
by their strong real linkages to the U.S. 
economy (trade and remittances) and 
relatively high degree of openness. 
Moreover, unlike many of the countries of 
South America, Mexico and Central America 
do not reap large terms-of-trade gains when  

_______ 
1 This entails a few changes since the last edition, which 
emphasized the combination of commodity exposures and 
financial integration. In this occasion, the strength of trading 
partners’ growth presents a distinct and highly relevant cross-
sectional variation. 

Figure 2.3. Subregions differ in key dimensions. 

Sources: IMF, Direction of Trade Statistics; IFS; Moody’s; 
S&P; Fitch; and IMF staff calculations. 
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commodity prices rise (this reflects Central 
American countries’ reliance on imported oil, 
and Mexico’s net fuel exports being relatively 
small as a share of GDP). Another similarity 
is that most of these economies face 
important fiscal policy challenges, albeit for 
different reasons. That said, in some key 
dimensions, Mexico’s economy and policy 
frameworks are more similar to those of the 
more financially integrated countries in 
South America.  
Countries in the Caribbean region are 
generally highly dependent on tourism from 
the United States and other advanced 
economies. Much like Central America, in 
most of the Caribbean, changes in 
commodity prices are inversely related to 
their terms of trade. 

The differences in countries’ exposure to the 
global recovery currently under way help explain 
part of the intraregional differences in growth 
(see Figures 2.4). South America’s earlier and 
stronger recovery is to some extent due to 
favorable commodity prices, and weaker trade 
links with slow-growing advanced economies. 
The recovery in Mexico and Central America is 
dependent on U.S. import demand and 
remittances from migrant workers, and therefore 
somewhat slower. The Caribbean continues to 
lag reflecting tourism’s link to employment 
growth in advanced economies, which remains 
sluggish.

Diverse Policy Challenges
 In the faster-growing economies of South 
America, the key challenge at this juncture 
consists of ensuring a timely withdrawal of the 
policy stimulus. This would help avoid
overheating pressures in the context of easy 
financial conditions and output gaps that are 
narrowing fast. Given favorable conditions for 
foreign borrowing and capital inflows, careful 
attention will need to be given to the policy mix. 
Consideration could be given to the adoption of 
complementary policies (for example, micro- and 

Figure 2.4. Recent data suggest heightened growth 
heterogeneity by subregions.

Source: IMF staff calculations. 
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macroprudential) to avoid pockets of exuberance 
such as excessive credit growth or asset price 
bubbles, although these should not substitute 
conventional macroeconomic policies.  

 For some countries, this juncture presents an 
opportunity to bring down net public debt and 
rebuild policy space against future shocks. 
Indeed, current global market conditions provide 
a good opportunity to reduce debt vulnerabilities 
through active debt management (for example, 
extending maturities and reducing financing). 

 The priority for the countries in South America 
with less fluid access to international financial 
markets, but which nonetheless benefit from 
favorable commodity prices and intraregional 
linkages, should be to quickly withdraw their policy 
stimulus to avoid overheating. In other countries 
where the outlook is weaker mainly due to supply 
bottlenecks (Ecuador and especially Venezuela), 
boosting private investment, while adopting sound 
macroeconomic policies remains a key challenge.
In particular, fiscal frameworks in these countries 
require strengthening to break from past patterns 
of procyclicality, while efforts to improve access to 
financial markets should continue. 

 In Mexico and in Central America, where the 
recovery is linked to growth and employment 
prospects in the United States, potential GDP is 
also likely to have fallen in tandem with declines 
in potential output in the United States. This risk 
underscores the need to adopt policies geared at 
boosting long-term growth. Moreover, 
notwithstanding a still significant output gap, 
Mexico will need to continue efforts aimed at 
consolidating public finances given the prospects 
of declining oil revenues. In Central America, 
where the impact of the crisis was less severe 
than in Mexico, the key challenges lie in 
rebuilding the policy space used since 2008 and 
in strengthening the business climate to raise 
private investment. 

 In the Caribbean, pressing ahead with fiscal 
consolidation, strengthening competitiveness, 
and safeguarding financial stability remain the 

overarching priorities. See Chapter 5 for a 
discussion of the Caribbean’s medium-term 
challenges. 

South America—Ensuring a Soft 
Landing
Although the resurgence of domestic demand 
following the crisis was certainly a good 
development, a moderation of demand growth is 
necessary to avoid fanning inflationary pressures 
or widening current account deficits. The 
expansionary policies adopted earlier to confront 
the global recession now risk becoming 
procyclical and need timely normalization. While 
most countries will continue to benefit from 
favorable terms of trade, the more financially 
integrated economies will face additional 
challenges from easy external financing 
conditions. In some countries of South America, 
fast-growing intraregional demand will boost 
growth, while in other cases supply-side 
constraints will continue to hold back growth 
and maintain inflation pressures.  

Expansionary macroeconomic policies and 
favorable terms of trade resulted in a rapid 
increase in domestic demand and GDP growth 
during the first half of 2010 in most of South 
America. More financially integrated economies 
(those with lower spreads and higher credit 
ratings) continue to benefit from capital inflows, 
which have picked up in recent months following 
a short-lived reprise earlier in the year. Some of 
the less financially integrated economies of 
South America are also benefiting from the 
strong expansion in Brazil, while supply 
constraints continue hindering growth in a few 
countries.

Withdrawing Policy Stimulus Amid 
Ample Global Liquidity 
  The more financially integrated economies of 
South America (Brazil, Chile, Colombia, Peru, 
and Uruguay) grew strongly in the first half of  
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the year, with only minor signs of moderation. 2
Brazil, Peru, and Uruguay, where real GDP 
growth is projected to exceed 7 percent in 2010, 
are already operating at or near full capacity, with 
unemployment rates at historic lows in some 
cases.  In Chile, activity has rebounded strongly 
in the last four months (following a short-lived 
decline earlier in the year on account of the 
strong earthquake), whereas in Colombia the 
recovery is gaining momentum despite 
headwinds from lower trade activity with 
neighboring Venezuela.  

 So far, inflation in all countries remains near 
targets (or within target ranges), although core 
inflation and inflation expectations have been 
rising in some cases. The recent increase in 
world food prices has had only minor effects 
thus far. Policy rates have been appropriately 
raised in most countries in recent months within 
a gradual move to a more neutral position. 

 With ample global liquidity, capital continues 
to flow into the more financially integrated 
countries in the region. Portfolio flows continue 
to dominate, while private external borrowing 
appears to be reviving (mainly in Brazil).  
Overall, gross flows are reaching levels similar  
to those of the precrisis years, although 
accompanied by renewed accumulation of 
foreign assets (outflows) mainly by the private 
sector (Figure 2.5). 

 The rebound of domestic demand has pushed 
up imports. As a result, and despite favorable 
terms of trade and some recovery of export 
volumes, external current account balances have 
weakened somewhat. However, the increase in 
net capital flows has more than offset the 
deterioration in the external current account, and 
international reserves have continued to rise, 
albeit at a slower pace than in late 2009 (see Box 
2.3). Reflecting these trends, exchange rates have 
_______ 
2 In Brazil, the slowdown in the second quarter of 2010 largely 
reflects temporary factors (including an early Easter and slower 
industrial and construction activity in June during the soccer 
World Cup). 

Figure 2.5. Capital inflows are contributing to a pick-up 
in credit and some exchange rate appreciation.

Sources: Haver Analytics; EMED; IMF, International Financial 
Statistics; and IMF staff calculations 
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Box 2.3. Reserve Accumulation: Building Insurance or Leaning Against Appreciation Winds? 

Emerging Market Economies (EMEs) have returned to rapid reserve 
accumulation and Latin America is following the trend. Starting in 2005 
up until the collapse of Lehman, EMEs accumulated an average of 20 
percentage points (pps) of their GDP in reserves (15 pps if China is excluded). 
The trend resumed at a rapid pace following the normalization of market 
conditions in early-2009, with only a temporary slowdown in the first-half of 
2010 as a result of the European crisis. Reserves in EMEs are now 5 pps of 
GDP higher than pre-Lehman levels. Latin America broadly conforms with 
this trend, though accumulation has been at a much slower pace than in other 
regions (reaching 8 pps of GDP since 2005).  

There are, however, important differences within Latin America.
Among the more financially integrated economies, Brazil, Peru, and Uruguay 
have increased reserves at rates similar to those of other EMEs (except China). 
Chile, Colombia, and Mexico on the other hand increased reserves at a slower 
pace; though the initial (pre-2005) level of reserve coverage does not account 
for the differences.1

Although they exceed standard thresholds, reserve buffers in the region 
are smaller than in other regions. As of mid-2010, the median EME stock 
of reserves was equivalent to about 20 percent of GDP, 170 percent of external 
short-term debt and 40 percent of broad money (M2), significantly above 
standard thresholds (100 percent of short-term debt and 20 percent of M2). In 
terms of those metrics, reserve holdings in emerging Latin America also exceed 
standard thresholds, but the median is somewhat below those of other EMEs. 
These median figures, however, mask important intraregional differences. 
Among the more financially integrated economies, Uruguay and Peru show 
high coverage ratios relative to the region as well as other EMEs, possibly 
reflecting a perceived need for additional insurance due to a high degree of 
financial dollarization (and large nonresident deposits in the case of Uruguay). 
Chile, Colombia, and Mexico on the other hand show relatively low ratios, 
standing out among the lowest ratios across all EMEs in some metrics. Brazil’s 
reserve coverage ratios are broadly in line or above the median for EMEs.  

_______ 
Note: This box was prepared by Gustavo Adler. 
1In the case of Chile, accumulation of foreign assets outside the central bank—reflecting fiscal savings of the commodity export
windfall—would add about 10 percentage points of GDP to the precrisis figures.

Reserves-to-GDP¹
(Percent of 2006–08 GDP, average)

Reserves-to-Short Term Debt¹ ³
(Percent of short-term external debt)

Reserves-to-M2¹
(Percent of M2)

0

10

20

30

40

50

60

0

10

20

30

40

50

60

MEX COL CHL BRA URY PER LAC²

90th

75th

50th

25th
10th

Sources: IMF, International Financial Statistics; and IMF staff calculations.
¹ Reserves as of June 2010 or latest available, including gold holdings (national valuation). The red lines present the distribution (in percentiles) of ratios across all emerging market countries.
² Gray bar shows the distribution of ratios within Latin America.  It presents the range of values from the 10th to 90th percentiles; the black box marks the median of the region.
³ Based on interpolation of annual values of external short term debt (residual maturity basis).

0

50

100

150

200

250

300

350

400

450

500

0

50

100

150

200

250

300

350

400

450

500

CHL URY MEX COL BRA PER LAC²

75th

50th

10th
25th

0

20

40

60

80

100

120

140

160

0

20

40

60

80

100

120

140

160

MEX CHL COL BRA PER URY LAC²

90th

75th

50th
25th
10th

-5

0

5

10

15

20

25

30

-5

0

5

10

15

20

25

30

Other EMEs

Latin America

Other EMEs, 
excluding China

2005 2006 20082007 2009 2010

EMEs and LA: Reserve Accumulation¹
(Percent of GDP, cummulative since 2005)

-5

0

5

10

15

20

25

-5

0

5

10

15

20

25

Uruguay
Peru
Brazil
Chile
Colombia
Mexico

2010 2005 2006 2007 2008 2009

Sources: IMF, International Financial Statistics; and IMF staff 
calculations.
¹ Shading highlights the period from the collapse of Lehman
Brothers to the trough in global markets.

Reserves Accumulation in Financially Integrated, 
Latin American Countries¹
(Percent of GDP, cummulative since 2005)

Sources: IMF, International Financial Statistics; and IMF staff 
calculations.
¹ Weighted average for each group, using 2006–08 average 
GDP as weights. Shading highlights the period from the 
collapse of Lehman Brothers to the trough in global markets.



REGIONAL ECONOMIC OUTLOOK: WESTERN HEMISPHERE 

22

Box 2.3 Reserve Accumulation (concluded)

The reserves buildup of recent years seems to be a byproduct of policies aimed at “leaning against the 
appreciation wind,” rather than at strengthening precautionary buffers. Its timing has coincided with 
periods of easy external financing conditions and high commodity prices, which have meant for many EMEs, 
including in Latin America, significant exchange rate appreciation pressures. Furthermore, reserve 
accumulation has been faster in countries with already higher reserve coverage ratios. The absence of EMEs 
issuing long-term debt to boost reserve buffers more rapidly also suggests limited insurance motive.  

Compared with other regions, however, Latin America has exhibited more tolerance of exchange rate 
volatility and appreciation in recent years. In Latin America, an increase in reserves equivalent to 7 pp of 
GDP between January 2005 and August 2008 coincided with a 20 percent real appreciation, while in other 
EMEs, much larger reserve accumulation (19 pp of GDP) was accompanied by a smaller appreciation (14 
percent). The contrast of observed appreciation is starker in (effective) nominal terms. Within Latin America, 
Brazil, Chile, Colombia, and Mexico have tended to react with a combination of sizable nominal appreciation 
and intervention while Peru and, to a lesser extent Uruguay, have relied heavily on intervention (and prudential 
or administrative measures). 

              

Sources: Bloomberg; IMF, International Financial Statistics; 
and IMF staff calculations.
1 Weighted average of 3-month change in stock of reserves in 
percent of 2000–08 average GDP.
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continued to strengthen to above precrisis levels 
(in both nominal and real effective terms), with 
Brazil, Colombia, and Uruguay experiencing the 
largest appreciation since end-2009. 

 The easy external financing conditions also 
have affected bank credit, with signs of 
acceleration in all countries in the group, but 
more pronounced in Brazil and Peru. In Brazil, 
the resumption of credit by private banks has 
offset some deceleration in lending by public 
banks, albeit from high rates of growth (see 
Chapter 3).  

 Although asset bubbles are notoriously 
difficult to detect, available indicators do not 
show clear evidence of their presence yet. Price 
earnings ratios remain within historical averages 
for most countries, and stock market valuations 
are only somewhat stronger than historical 
trends for Chile and Colombia. The information 
needed to assess real estate market conditions, 
however, is still scant. 

 Against this backdrop, the unwinding of 
policy stimulus that started in most countries will 
have to be firmed up in the coming months. 
Withdrawing policy support in a timely manner 
will help avoid boom-bust cycles of the past and 
create space for countercyclical policies in the 
future (Figure 2.6).  

 When withdrawing the stimulus, careful 
consideration will need to be given to the policy 
mix, particularly amid pressures generated by 
cheap foreign money. Generally, fiscal stimulus 
should be withdrawn ahead of the (full) 
withdrawal of monetary stimulus, and the 
exchange rate should be allowed to move to 
avoid creating one-sided bets that would induce 
further inflows. In some cases, bolder action may 
be required to normalize policy rates, particularly 
if inflation expectations are becoming 
entrenched or inflation remains hovering near 
the upper end of a target range. 

 On the fiscal side, returning to a neutral 
stance will require a sharp slowdown in the rate  

Figure 2.6. Policies in many countries remain 
accommodative, despite closing output gaps. 

Sources: Haver Analytics; and IMF staff calculations. 
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of growth of real primary spending that, through 
mid-2010, has been much higher than trend 
output growth in most countries. In the case of 
Brazil, spending restraint will have to be 
accompanied by a decline in quasi-fiscal 
operations of public banks (which in turn would 
help address distortions in the credit channel 
that constrain the effectiveness of monetary 
policy).3

 In countries with somewhat larger output gaps 
and stronger fiscal positions (Chile and to a 
lesser extent Colombia), consolidation can 
proceed more gradually. In Chile, significant 
earthquake reconstruction spending needs will 
tend to shift the task of restraining demand to 
monetary policy over the near term, with 
exchange rate flexibility providing the space for 
avoiding excessive pressure on domestic 
resources. In Colombia, a modest fiscal stimulus 
in 2010 is being accompanied by increased 
capital spending by a mostly state-owned 
petroleum company to boost petroleum 
production over the medium term. 

 If the domestic demand momentum does not 
react sufficiently fast to tighter macroeconomic 
policies or there are signs of exuberance, 
including on the exchange rate, macroprudential 
policies may prove helpful to avoid undesirable 
credit dynamics and influencing risks 
perceptions. This could include increasing 
reserve requirements on deposits (as done in 
Brazil and Peru), raising provisioning charges on 
higher loan-to-value ratios, and limiting the net 
foreign exchange position of banks. In addition, 
prudential measures could help to normalize 
monetary conditions in countries with a high 
degree of dollarization and weak monetary 
transmission mechanisms (see Chapter 4 and 
Box 2.4 for a fuller discussion of these issues). 
Administrative measures to discourage inflows 
could also be considered, but they should be 
_______ 
3 Quasi-fiscal stimulus through the National Development Bank 
BNDES reached 2.3 percentage points of GDP in 2009, yet a 
0.5 percentage point withdrawal is projected in 2010.

broad-based and accompanied by an appropriate 
infrastructure to ensure some degree of 
effectiveness.4 These tools may complement, and 
not substitute for a further tightening of 
macroeconomic policies. 

 From a longer-term perspective, the relatively 
favorable external conditions provide an 
opportunity to further strengthen policy 
frameworks and balance sheets, and increase the 
effectiveness of complementary policy 
instruments.

 On the fiscal front, efforts should focus on 
acquiring fiscal space that may be used in the 
future. For this, increased resolve to moderate 
the growth in primary government spending 
(particularly current spending), which over the 
past decade has grown well above trend growth, 
will be necessary. Most countries would benefit 
from moving policy toward targeting cyclically 
adjusted balances rather than nominal fiscal 
balance targets that allow procyclical expenditure 
responses to revenue developments.5 In Chile, 
the government intends to reduce the structural 
deficit, to 1 percent of GDP in 2014, mainly by 
restraining the growth rate of expenditure below 
that of GDP. 

 Strengthening balance sheets further by 
reducing dollarization and improving debt 
structures would enhance the usefulness of the 
exchange rate as a shock absorber, without 
creating destabilizing effects. For this reason, 
countries should redouble efforts to extend the 
maturity of public debt as well as to increase the 
share denominated in local currency, while 
continuing to let the exchange rate adjust freely 
(see Box 2.5). 
_______ 
4 Brazil reintroduced a tax on capital short-term inflows in late 
2009. More recently, Peru introduced a 4 percent fee on non-
bank holdings of central bank paper and imposed daily and 
weekly limits to pension funds’ foreign exchange operations. It 
also increased reserve requirements on domestic-currency 
deposits of foreign financial institutions. 
5 In Colombia, a draft Fiscal Responsibility Law (focused on the 
primary structural balance of the central government) was 
recently submitted to Congress. 
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Box 2.4. What Is Driving Financial Dedollarization in Latin America? 

Dollarization has been a distinguishing feature of banking systems of many Latin American 
countries. Although it was largely a consequence of past episodes of severe economic crises and high 
inflation, financial dollarization has remained stubbornly high even after a prolonged period of 
economic stability and low inflation. 

Since the early 2000s, some Latin American countries (Bolivia, Paraguay, Peru, and to a lesser 
extent Uruguay) have recorded a gradual yet sustained decline in financial dollarization. On 
average, the share of foreign currency deposits in total deposits in these four countries fell by about 30 
percentage points since 2002, with somewhat smaller declines (25 percentage points) in the case of 
bank credit. Declines in dollarization are similar across all types of deposits and loans. In Central 
America, where real linkages to the United States are strong, dollarization ratios have remained broadly 
unchanged over the past decade (although for most countries with a national currency dollarization, 
ratios remain lower than in South America). Mexico, which also had high dollarization ratios in the 
1980s and 1990s, lowered them significantly in the 2000s. 

Drivers of dedollarization. A great deal of work exists on the causes of financial dollarization, yet the 
empirical literature on dedollarization is scant, amid the relatively few episodes of successful market-
based dedollarization. Kokenyne and others (2010) and Erasmus and others (2009) find that successful 
dedollarization has required a strong track record of macroeconomic stability with other policies to 
enhance the attractiveness of the local currency, including some degree of exchange rate volatility. 
Garcia-Escribano (2010) finds that in Peru, dedollarization has been driven not only by 
macroeconomic stability, but also by the introduction of prudential measures to better reflect currency 
risk and by the development of the capital market in local currency (which facilitated bank funding and 
pricing of long-term loans in domestic currency).  

Currency appreciation and exchange rate volatility. In Bolivia, Paraguay, Peru, and Uruguay 
the recent decline in dollarization ratios has taken place in a context of macroeconomic stability 
and increased tolerance of currency appreciation. In addition, allowing some degree of exchange 
rate volatility (within an appreciation trend) seems to have been important for the dedollarization 
of credit (for example, in Peru). 

_______ 
Note: This box was prepared by Mercedes García-Escribano and Sebastián Sosa.
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Box 2.4 (concluded)

Prudential measures. Active management of 
reserve requirements (in particular, increases in 
the differential between reserve requirement 
ratios on foreign and local currency deposits) 
appears to have been important in lowering 
dollarization ratios, by increasing the costs for 
banks of shifting liquidity balances among 
currencies. Increasing required provisions on 
foreign currency loans (Bolivia and Peru), 
introducing differentiated capital risk weights 
on foreign currency loans (Uruguay), and 
tightening of capital requirements against open 
foreign exchange positions (all four countries) 
may have also played a role in discouraging 
lending in foreign currency to unhedged 
borrowers. 

Development of local capital market. Bolivia, 
Peru, and Uruguay have recently issued public 
bonds in domestic currency with maturities 
exceeding 10 years for the first time in decades. 
These issuances were part of an attempt to 
develop domestic capital markets, improve the 
structure of debt, and extend the domestic 
yield curve (up to 30 years in Bolivia and Peru). 
The creation of a benchmark for long-term 
domestic currency debt has facilitated pricing 
of private instruments in local currency at 
longer maturities and contributed to lower 
dollarization.  

Challenges. Experience shows that market-based 
dollarization is a long-term process. While the 
steady decline in financial dollarization in recent 
years observed in Bolivia, Paraguay, Peru, and 
Uruguay has been remarkable, dollarization levels 
remain high, and efforts to lower them  
should continue. Policies that combine some degree of exchange rate volatility (in the context of 
macroeconomic stability) with low and predictable inflation will be critical, including by allowing agents
to internalize exchange rate risks. Additional prudential measures may help to curb the risks of lending 
in foreign currency, while the development of capital markets in domestic currency should facilitate 
long-term lending in local currency.  

Credit Dollarization and Debt  Issuance¹
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Box 2.5. Domestic Demand Growth under Easy and Tight External Financial Conditions: 
The Role of Exchange Rate Flexibility 

Exchange rate flexibility helps insulate countries from external financial developments in good and 
bad times. Episodes of easy global money have contributed to 
faster domestic demand growth in many emerging and small 
developed markets. But exchange rate regimes have made a 
difference. The pickup of domestic demand generally has been 
smaller in countries with more flexible exchange rate regimes 
during periods of easy global money. Conversely, the fall in 
domestic demand growth has been milder in more flexible 
regimes during periods of tight external liquidity.   

Domestic demand growth tends to be less volatile in 
more flexible exchange rate regimes. Analysis based on 
multivariate pooled regressions for 42 emerging and advanced 
economies shows that domestic demand rises when (i) global 
risk aversion (VIX) falls; (ii) terms of trade improve; and (iii) 
world growth increases. The effects of external variables, 
however, are often milder in more flexible exchange rate 
regimes. Pooled regressions for other domestic demand 
components suggest that external variables affect investment 
more heavily than consumption. They also suggest that 
consumption and investment are less affected in more flexible 
exchange rate regimes. External financial conditions and world 
growth also affect GDP, while the terms of trade seem to 
affect mostly the current account. Countries that rely less on 
flexible exchange rates need to rely more on other demand 
management policies (for example, fiscal or prudential) to 
offset the effect of external conditions. 

_______
Note: This box was prepared by Jorge Iván Canales-Kriljenko.

Pool Regressions: Effect of External Variables on Domestic Demand, GDP, and Current Account Balances ¹

Domestic Consumption Investment GDP Current
Demand Total Private Government Account

VIX * flexible dummy ² -0.11 *** -0.06 * -0.07 * -0.02 -0.25 ** -0.06 *** 0.00
Terms of trade * flexible dummy 0.00 0.02 0.03 0.01 0.21 ** -0.02 0.08 ***
World growth * flexible dummy 0.79 *** 0.40 ** 0.54 *** -0.24 2.09 *** 0.74 *** 0.07
VIX * (1 - flexible dummy) -0.16 *** -0.10 ** -0.15 *** 0.01 -0.49 *** -0.08 *** -0.04
Terms of trade (1 - flexible dummy) 0.16 *** 0.12 *** 0.12 *** 0.12 *** 0.30 ** 0.05 *** 0.10 ***
World growth * (1 - flexible dummy) 1.42 *** 0.87 *** 1.12 *** 0.14 3.82 *** 1.14 *** -0.25

Adjusted R squared 0.11 0.08 0.07 0.01 0.23 0.24 0.56
Observations 915 905 915 919 471 1,083 1,086

Wald test of equal coefficients across 
regimes
VIX * **
Terms of trade *** *** ** ** ***
World growth *** ** ** *** ***

Sources: Chicago Board of Options Exchange; Haver Analytics; and IMF staff calculations.
¹ The sample includes Argentina, Australia, Bolivia, Brazil, Bulgaria, Canada, Chile, Colombia, Costa Rica, Czech Republic, Dominican Republic, 
Ecuador, Egypt, El Salvador, Estonia, Guatemala, Honduras, India, Indonesia, Israel, Korea, Latvia, Lithuania, Malaysia, Mexico, New Zealand, 
Nicaragua, Norway, Pakistan, Panama, Paraguay, Peru, Philippines, Poland, Russia, South Africa, Thailand, Tunisia, Turkey, Ukraine, Uruguay, and 
Venezuela.  Data are monthly observations for the period 1990–2009.
² The flexible dummy takes a value of 1 for the more flexible exchange regimes under the IMF classification, defined as crawling pegs and above. 
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Favorable Terms of Trade Continue to 
Offset Limited Market Access 
 Unlike the more financially integrated 
countries of South America, where demand is 
boosted by easy external financing conditions, 
growth in the rest of the subregion is being 
underpinned primarily by favorable terms of 
trade. However, differences within this group are 
large, reflecting varying degrees of supply 
constraints, reliance on commodity-related 
revenues, trade linkages with Brazil, and policy 
responses.

 In Argentina and Paraguay, for example, 
strong growth is being supported by close 
intraregional trade ties with Brazil (see Box 2.6), 
a rebound in agriculture following the drought of 
2009, and highly stimulative policies. In 
countries such as Ecuador and Venezuela, 
however, the recovery is much weaker, largely 
reflecting supply constraints and weak policy 
fundamentals. Despite large trade surpluses, 
uncertain business environments have resulted in 
sizeable capital flight and depressed private 
investment. This is seen most clearly in 
Venezuela, where output is contracting again this 
year, amid tighter exchange rate restrictions.6

 In most countries of this group, fiscal and 
monetary policy stimulus are pushing demand up 
and contributing to a rise in inflation. Monetary 
aggregates are growing by an annual average of 
more than 20 percent thus far this year, while 
primary spending is accelerating to levels above 
trend output growth in many countries 
(Argentina, Ecuador, Paraguay, and Venezuela). 
The group is still projected to record an overall 
external current account surplus although 
favorable terms of trade mask a significant 
underlying deterioration (Figures 2.7 and 2.8).  

_______ 
6 In Venezuela, real GDP fell by 3½ percent during the first half 
of 2010 relative to the same period in 2009, owing in part to 
severe energy shortfalls. New foreign exchange regulations were 
adopted in June, establishing stricter limits for participating in 
the official market. 

Figure 2.7. In the less financially integrated countries of 
South America, favorable commodity prices remain key, 
although capital outflows continue. 

Sources: EMED; Haver Analytics; IMF, International 
Financial Statistics; and IMF staff calculations. 
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Box 2.6. Real Spillovers from Brazil to Neighboring Countries 

Although Brazil’s imports from other Mercosur countries (Argentina, Paraguay, and Uruguay) 
represent only 10–12 percent of its total imports, Brazil is a key export destination for Mercosur 
countries, representing 25 percent of their total exports.  In addition to being an important source of 
tourism and investment flows to Mercosur countries, Brazil imports from Mercosur mainly capital and 
intermediate goods, which have important backward linkages to the real economy. Following a decline of 
nearly 25 percent in the first half of 2009, (seasonally adjusted) imports from Mercosur grew by more than 10 
percent year-over-year in the second half of 2009, and were up close to 20 percent in the first half of 2010. 
Imports of Argentine automobiles and auto parts were up close to 65 percent (y/y) in the first half of 2010, 
representing about 45 percent of total Argentine exports to Brazil (compared with 20 percent precrisis). 
Cereal imports from Paraguay and Uruguay increased by similar magnitudes. 

In addition to the direct effect of trade, GDP growth in Mercosur countries is strongly influenced by 
domestic demand in Brazil. Econometric estimates suggest that a 10 percent increase in Brazil’s GDP growth 
would increase Argentina’s growth by about 3 percent, whereas a 10 percent increase in capital goods imports by 
Brazil is estimated to pull up growth in Argentina by nearly 1 percentage point on an annualized basis, after 
controlling for other factors (that is, exports to China, U.S. growth, commodity prices, global interest rates).  
Similar effects are also found for Paraguay and Uruguay.  These results are consistent with the large upward 
revisions in consensus forecasts for GDP growth in Brazil and its Mercosur partners since late 2009. 

_______ 
Note: This box was prepared by Rafael Romeu.

Sources: National authorities; Brazilian General Trade Statistics; and IMF staff calculations.
¹ Change in export share to Brazil by product is calculated as the difference in export shares for the period March 2009 through
February 2010  against the period January 2001 through February 2008.
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 These countries would benefit from more 
prudent macroeconomic policies and from the 
establishment of institutions that help them put an 
end to procyclical fiscal policies and insulate their 
economies from swings in commodity prices. In that 
regard, the example of Bolivia is instructive as it has 
shown that careful management of energy receipts is 
consistent with well-targeted social spending, and 
has large payoffs to stability. 

  Strengthening the business climate remains 
critical. Interventionist policies are constraining the 
growth potential of these economies, and exposing 
them to increased fiscal and financial fragilities. In 
the case of Argentina, for example, improving access 
to international markets will require further efforts 
to regularize relations with creditors.7 Blanket 
foreign exchange restrictions (such as those 
implemented in Venezuela) should be avoided, as 
they prove largely ineffective at stemming outflows 
and often prove to be counterproductive. 

Mexico and Central America—
Recovery Gathers Strength 
Despite Headwinds from the 
United States 
In Mexico and Central America the recovery is strengthening, 
and policies should aim at consolidating the fiscal position. 
Mexico needs to compensate for declining oil revenues, while 
Central American countries need to recover the fiscal policy 
space used during the crisis and to deepen reforms that 
improve the business climate. In this group, strong linkages to 
the United States magnify downside risks from weaker growth 
in advanced economies. 

Mexico: Fiscal Consolidation Amid 
Weak Trading Partner Outlook 
 Mexico is staging a stronger-than-anticipated 
recovery in 2010 led by a pickup in domestic 
demand in the second quarter. Strong 
_______ 
7 Argentina launched a debt restructuring process with holdout 
creditors in May/June 2010; 70 percent of holders of defaulted 
bonds participated in the exchange (increasing the total 
participation of holders of defaulted bonds in the 2005 
exchange to 91 percent). 

Figure 2.8. In this group, policies remain largely 
procyclical.  

Sources: Haver Analytics, IMF, International Financial Statistics,
and IMF staff calculations. 
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automobile exports to the United States, on 
account of a turnaround in the inventory cycle of 
U.S. automakers, and favorable oil prices have 
further supported domestic demand and helped 
contain the current account deficit. Reserves 
have increased on the back of the policy of 
retaining oil export earnings coupled with rules-
based intervention. The latter has been facilitated 
also by portfolio-dominated capital inflows. 
Domestic credit is slowly starting to recover, 
after remaining stagnant since early 2008. 

 Growth for 2010 is projected to exceed 5 
percent, even with a slowdown during the 
second half of the year in line with the projected 
cooling of the U.S. economy and unwinding of 
temporary factors that led to a surge in U.S. 
imports during the first semester. The output  
gap remains large and is projected to close 
gradually, in the face of limits to demand-led 
policies (Figure 2.9). 

 Fiscal policy is constrained by the clear need 
to consolidate public finances given medium 
term risks for budget revenues from 
uncertainties over future oil production. In this 
context, monetary policy can take up the slack 
and remain supportive for a longer period. 

 Risks to the outlook remain tilted to the 
downside. Deterioration in U.S. consumer 
confidence resulting from weaker housing and 
employment could affect Mexico’s recovery; in 
the other direction, easy external financing 
conditions could help to stimulate private 
demand. Moreover, with more than 80 percent 
of domestic banking system assets owned by 
systemic global banks, higher capital charges 
arising from the global financial sector regulatory 
reform could have knock-on effects on credit in 
Mexico. Potential spillovers, however, are limited 
given global banks’ use of subsidiaries (with own 
capital and healthy balance sheets) and their 
reliance on local deposits as their main source 
for their funding. 

Figure 2.9. Ties with the United States dominate the 
outlook for Mexico and Central America. 
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Central America: Rebuilding Policy 
Buffers
 The countries in Central America are 
recovering gradually, led by a rebound in 
domestic demand (following its sharp 
contraction in 2009), which has partly spilled 
over into imports. Pickups in exports and more 
recently remittances have been further positive 
developments. Foreign direct investment (FDI) 
has been fairly resilient throughout the downturn 
and continues to finance the bulk of the region’s 
current account deficit.  

 The recovery has been faster in Panama and 
Costa Rica, where stronger policy frameworks 
were able to accommodate a larger policy 
stimulus.8 The recent slowdown in activity in the 
United States has thus far not affected the 
region’s recovery, although this may reflect 
transmission lags. 

 For 2010, output in the Central American 
region as a whole is projected to expand by 
about 3 percent, somewhat below potential. 
Output gaps are relatively small (the downturn in 
2009 was not too severe, and potential output 
growth slowed), so room and desirability for 
active demand policies is very limited. Growth 
will remain dependent on the path of U.S. 
imports, which given the permanent output loss 
in the United States, would imply lower income 
levels for the region than those projected prior 
to the crisis. 

 The fiscal stimulus is being gradually 
withdrawn in most countries, though growth in 
real primary spending in 2010 in some countries 
remains well above trend growth. Monetary 
policy remains constrained in many cases by 
fixed exchange rate regimes and high levels of 

_______ 
8 Panama has also benefited from works related to the canal 
expansion, while Costa Rica has stronger trade links with Asia. 

Figure 2.10. Fiscal buffers require rebuilding in some 
countries and spending composition has ample 
room to improve. 
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dollarization, as well as a low degree of financial 
intermediation.9

 Looking forward, Central American countries 
should focus on restoring the fiscal policy space 
used during the crisis to give them more scope to 
conduct countercyclical policies in the future. 
Public debt in the Central American region is 
projected to average slightly more than 40 
percent of GDP by end-2010 (4½ percentage 
points higher than in 2008), and debt ratios 
continue to be highly sensitive to growth and 
interest rate shocks. 

 Over the near term, fiscal consolidation 
should focus on slowing the growth in current 
spending, particularly on wages (Honduras, 
Nicaragua), and generalized energy subsidies (El 
Salvador). Efforts should also be made over the 
medium term in mobilizing revenues 
(Guatemala) and making public pension systems 
more viable (Honduras and Nicaragua), including 
to make space for much needed social and 
infrastructure spending (Figure 2.10).10 If 
downside risks to growth were to materialize, 
those countries with low public debt levels could 
make the pace of consolidation more gradual. 

 Countries with scope to conduct monetary 
policy (Costa Rica and Guatemala) should 
continue strengthening their monetary 
frameworks, including by allowing greater 
exchange rate flexibility (Figure 2.11). In 
dollarized economies (El Salvador) or those with 
pegs (Honduras and Nicaragua), priority needs to 
be placed on keeping central bank credit in check 
and continuing to develop interbank markets, 
while embarking on reforms that reduce nominal 
price and wage rigidities.  

 Emphasis will also need to be placed in 
improving the business climate in Central  
_______ 
9 Despite opening output gaps and a sharp drop in inflation 
following the crisis, policy rates were reduced only very 
modestly in 2009, likely reflecting concerns over currency 
depreciation. 
10 Nicaragua enacted a revenue-raising tax reform in 2010, and 
Panama adopted two far-reaching tax reforms during 2009–10. 

Sources: Bloomberg; Central American Monetary Council Secretariat; 
IMF, International Financial Statistics; and IMF staff calculations. 

Figure 2.11. In Central America, limited exchange rate 
flexibility and high levels of dollarization constrain 
monetary policy. 
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America (which ranks low by international 
standards) and increasing the diversification  
of exports.11

_______ 
11 Earlier this year, an association agreement was signed with the 
European Union. 

The Caribbean—Turning the 
Corner Amid Vast Challenges 
The Caribbean region is gradually recovering from last year’s 
severe recession. Tourism appears to have turned the corner, 
yet headwinds from weak labor markets in advanced 
economies constrain tourism growth prospects. The key 
challenge lies in consolidating public finances while 
strengthening competitiveness. Prospects are somewhat more 
favorable in countries with lower debt burdens and lower 
dependence on tourism. 

Securing Growth 
 After declining by more than 3 percent in 
2009, real GDP for the Caribbean as a whole is 
projected to post only marginal gains in 2010 
(growing by an average of about 1 percent, after 
relatively low debt ratios and is benefiting from 
ongoing reconstruction efforts in Haiti. 

 In Haiti, the reconstruction that followed the 
devastating earthquake in January 2010 is 
supporting a fragile recovery. Large external 
assistance in the years ahead is expected to boost 
growth, while the impact on inflation is expected 
to be contained given very large output gaps and 
the high import component of aid (see Box 5.1 
for a more detailed discussion). The prospects 
would be much different, however, if the 
pledged assistance failed to materialize on time. 

 The tourism sector in the Caribbean is 
expanding very slowly, in line with the tepid 
recovery in employment conditions in advanced 
economies. During the first half of 2010, tourist 
arrivals in the Caribbean increased by an average 
of 3½ percent compared with the same period 
last year. This was led by increased arrivals from 
the United States and Canada, against continued 
declines from Europe.12

 The recovery of tourism, however, has been 
uneven. Smaller islands in the region have 
experienced a sharper and more prolonged 

_______ 
12 IMF staff estimates suggest that a 1 percent point increase in 
advanced-economy unemployment leads to roughly a 5 percent 
decline in arrivals. See Romeu and Wolfe (2010). 

Sources: Caribbean Tourism Organization; WTO; Hotels.com; 
and IMF staff calculations. 

Figure 2.12. Tourist arrivals are starting to recover, 
with help from hotel price cuts. 
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decline in tourist arrivals than some of the larger 
islands. A closer look at the data suggests that 
destinations that significantly reduced hotel prices 
following the crisis experienced milder declines in 
arrivals. Though many factors are likely at play, 
downward price rigidities could help explain these 
intraregional differences. For example, hotels in 
the Dominican Republic and Jamaica lowered 
prices more than other countries and did not 
experience a decline in the number of tourist 
arrivals. In contrast, hotels in the Bahamas and 
Barbados were more reluctant to reduce prices 
and their tourist arrivals fell (Figure 2.12). 

 Boosting competitiveness and growth over the 
medium term remains a key policy challenge. For 
the whole region, improving productivity will 
require sustained structural reforms, including 
enhancing the role of the tourism sector. Labor 
markets will need to be more flexible (especially 
important given fixed exchange rate systems) to 
allow the region to better react to external shocks 
and to increased competition for tourists from 
inside and outside the region (including Cuba, 
Box 5.2). 

 Risks to the region are on the downside. In 
addition to the risks of policy slippages, the region 
is highly exposed to advanced country labor 
conditions, which could falter. With no space to 
adopt countercyclical policies, the region would 
have to adjust to a more negative scenario by 
focusing any expenditure on protecting the 
poorest households. 

Reducing High Debt Burdens 
 In most countries in the region, efforts are 
under way to consolidate public finances and 
reduce heavy public debt burdens, but weak 
growth and low revenues make progress difficult. 
Despite a contraction in real primary spending, 
public debt is projected to increase by an average 
of 15 percentage points of GDP between 2008 
and 2010, for the region as a whole. 

 To finance their large fiscal imbalances, 

governments in the region have turned to local 
pension funds and banks, as well as International 
Financial Institutions to finance the large fiscal 
imbalances. Concessional financing from 
Venezuela’s PetroCaribe has also played an 
important role, though doubts persist over the 
sustainability of this assistance, given. economic 
conditions in Venezuela. 

 As noted in previous editions of the Regional 
Economic Outlook: Western Hemisphere and  

Figure 2.13. High debt hindered growth and room to 
implement countercyclical policies.

Sources: Country authorities; and IMF staff calculations.
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analyzed further in Chapter 5, placing and 
maintaining public debt on a firmly declining path is 
critical to breaking from the current low-growth, 
high-debt trap (Figure 2.13). Achieving the required 
large improvement in the primary balance will 
require strong resolve in containing primary 
spending, particularly public sector wages. This 
would also help improve competitiveness, given 
their spillovers on private compensation. In 

addition, measures aimed at broadening the tax base 
(including through the elimination of generous tax 
incentives) will be necessary to boost revenues over 
the medium term. 

Strengthening the Financial Sector 
 Credit in the Caribbean region has been slow to 
recover (much like Central America), due to weak 
credit demand, though in some cases damaged bank 
balance sheets have been a factor.13 In addition, in 
some countries large government financing needs 
may be crowding out credit to the private sector 
(The Bahamas, Barbados, and Jamaica). Moreover, 
some increase in non-performing loans resulting 
from the downturn, coupled with weak oversight 
and low provisioning ratios could pose additional 
risks to the system (Figure 2.14). Supervisory 
authorities need to keep close oversight and stand 
ready to intervene if needed.

 Financial systems remain vulnerable to contagion 
shocks by cross-border financial conglomerates. 
Contingent liabilities associated with the collapse of 
the Trinidad and Tobago-based CL Financial 
Group14 remain a key fiscal risk, particularly for the 
ECCU, where insurance claims amount to 17 
percent of regional GDP. Legislative proposals to 
strengthen and harmonize supervision and 
regulation across regional partners must be adopted 
immediately to improve oversight and mitigate fiscal 
risks. Consideration should be given to the 
establishment of a single regulatory umbrella that 
brings all nonbank financial institutions under one 
domain as well as to greater cross-border regional 
supervisory cooperation. 

_______ 
13 Private credit has rebounded in the Dominican Republic, 
likely reflecting low leverage ratios and improved growth 
prospects. 

14 Trinidad and Tobago spent in 2009 about 4 percent of GDP 
in bailing out the group’s insurance subsidiaries: the Colonial 
Life Insurance Company (CLICO) and the British American 
Insurance Company (BAICO). The bailout is limited to CLICO 
operations in Trinidad, and the issue has yet to be resolved in 
other islands. 

Figure 2.14. Credit recovery is uneven, and 
vulnerabilities are building from knock-on effects of 
the downturn.

Sources: Bankscope; and IMF staff calculations. 

Real Private Sector Domestic Credit ¹
(Index, January 2008 = 100)

¹ Credit to the private sector deflated by CPI, two-month average.

95

100

105

110

115

120

95

100

105

110

115

120
ECCU

Dominican Rep.

Jamaica, Barbados, and 
Bahamas

Q1
2008

Q2 Q3 Q4 Q1
2009

Q2 Q3 Q4 Q1
2010

Q2

-3

-2

-1

0

1

2

3

-6

-4

-2

0

2

4

6

2002 2003 2004 2005 2006 2007 2008 2009 2010

NPLs (12 month percent change, right scale)
GDP growth (lagged one year)

Caribbean: Nonperforming Loans (NPLs)
and GDP Growth¹

¹ NPL measured as impaired loans to gross loans for each 
country.  Country-specific NPLs based on average of available
data for all reporting banks in each country.  Caribbean average 
includes Bahamas, Barbados, Grenada, Jamaica, and St. Kitts 
and Nevis.



37 

3. Looking at the Last Credit Cycle to Better 
Manage the Next One 

The main financial challenge in Latin America is to 
increase financial depth safely, without exacerbating 
economic cycles. In recent years, firms and households 
increased their access to bank credit, in part as 
governments found in domestic bond markets an 
alternative source of funding. The bank credit cycle since 
2005 shows that credit growth continues to be procyclical, 
but this cycle avoided the collapses in credit seen in the 
past. This was possible because banks funded credit 
mostly from a stable domestic base. Also bank liabilities 
to nonresidents—the most volatile source of funding—
were relatively small. In terms of the role of bank 
ownership, foreign banks tended to amplify this time the 
cycle, while public banks played a countercyclical role. 
Although banks have successfully passed the recent “real 
live stress test,” this should not give room for complacency, 
especially as a new credit cycle begins. 

This chapter examines selected aspects of 
domestic financing in Latin American 
economies over the most recent credit cycle, 
with an emphasis on the events surrounding the 
global crisis. The focus is on bank credit and, to 
a lesser extent, on bond financing. The main 
goal is to derive lessons from the region’s 
experience during the last financial cycle to 
better manage the next one.  

The chapter starts with a brief overview of 
the main structural features of the banking 
system, while highlighting some relevant 
financing trends in Latin America. It then 
examines the behavior of banks and bond 
markets during the 2005–09 cycle and the 
incipient current recovery. Finally, policy 
implications for managing the new financial 
cycle are drawn from the analysis. 

_______
Note: This chapter was prepared by Jorge Ivan 
Canales-Kriljenko and Camilo E. Tovar.

An Overview of the Financial 
System 

The global financial crisis has highlighted the 
need to improve the understanding of credit 
dynamics to build safer and more stable banking 
systems. To do so, it is useful to understand the 
market structure and balance sheet composition 
of the banking system. 

Bank credit continues to be the main source 
of funding in Latin America, in particular for 
the private sector (Figure 3.1). However, the 
depth of domestic bank financing continues to 
be relatively shallow in the region, as is evident 
when compared with other emerging markets. 
The average size of total bank credit has barely 
exceeded 40 percent of GDP over the past 
decade, half as large as in Asia and smaller than 
in emerging Europe (Figure 3.1). Exceptions 
include Brazil and Chile, where total bank credit 
to GDP exceeds 75 percent.  

The credit market in Latin America is 
dominated by private, domestically owned 
banks (Figure 3.2). However, foreign-owned 
banks and crossborder flows do play an 
important role in many countries (Box 3.1). The 
provision of credit by public banks had been 
declining across the region before the Lehman 
events, but has since played a significant role in 
some economies such as Brazil, Chile, and 
Costa Rica.  

A closer look at bank credit in Latin America 
reveals that most domestic bank credit is funded 
from resident sources. These mainly took the 
form of relatively stable deposits, as opposed to 
wholesale funding (Figure 3.3). In recent years, 
however, funding has increasingly relied on the 
issuance of securities (for example, bonds, 
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Box 3.1. Structure of Private Sector Credit Market: Role of Foreign Banks 

Latin American firms and households get bank credit from domestic and foreign institutions. For 
the average country, domestic and foreign banks that report to the Bank of International Settlements (BIS) 
provided about 30 percent of GDP in credit to the nonfinancial private sector by end-2009. About 
90 percent came from banks with a physical presence in the country, whether domestic banks or foreign 
branches and subsidiaries. The local presence of foreign banks in domestic credit is very large in some 
countries, but for the median country in the region, it accounts for about 20 percent of domestic bank 
credit. Crossborder bank credit amounts to about 3 percent of GDP. 

The extent of direct involvement of foreign banks varies considerably across countries. Crossborder bank 
financing is particularly large in Chile (about 10 percent of GDP) and about 4 percent of GDP in Brazil and 
Mexico. Foreign bank branches and subsidiaries of BIS reporting banks provide credit up to 25 percent of GDP 
in Chile, 19 percent of GDP in El Salvador, and about 15 percent of GDP in Mexico. In Brazil, this share has 
increased significantly over the last few years, but is still relatively small at about 6 percent of GDP. 

Spanish banks play a dominant role. They account for about 50 percent of the total claims of global 
banks on Latin America. In turn, U.S. banks account for close to 30 percent, and British banks for close to 
20 percent. Canadian, Dutch, and German banks account for less than 5 percent each. Nevertheless, the 
importance of global banks from individual advanced countries varies across countries in Latin America. 
The Spanish Banco Santander and Banco BBVA have an important presence in the two largest countries in 
the region, with Santander playing a large role in Brazil and Banco BBVA focusing its operations in Mexico.

The share of Brazil, however, has been increasing since late 2005, at the expense of that of 
Mexico’s. Because of their size, Brazil and Mexico receive the bulk of global bank claims on Latin America. 
The portfolio shift favoring Brazil may have reflected the view that economic conditions in Mexico might 
deteriorate more than in Brazil from the stress in the U.S. economy since 2007, given its close connection to 
U.S. manufacturing. The shares of Brazil and Mexico, however, appear to have stabilized since late 2009, 
probably reflecting the favorable impact of the U.S. recovery on Mexico.1 Chile has received a relatively large 
and stable share of global bank financing over the last five years.  

_______
Note: This box was prepared by Jorge Iván Canales-Kriljenko. 
1 Global bank presence in Brazil is much smaller than in Mexico, but Brazil’s financial sector is much larger than that of Mexico.
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including subordinated debt, and short-term 
instruments).  

Credit to the private sector is the main asset on 
banks’ balance sheets. Banks also hold a large 
share of government and central bank assets 
(Figure 3.4). Foreign assets average about 
10 percent of assets, although a few of the more 
dollarized banking systems also hold a nontrivial 
share (10–20 percent) of their assets abroad.1

Against this background, the financing 
landscape has witnessed an important 
transformation in the main economies of the 
region: the expansion of domestic bond markets, 
from a very limited base in 2004. This is especially 
significant for the government and financial 
sectors (Box 3.2), while corporate bond markets 
have remained largely underdeveloped 
(Figure 3.1). As a result of this transformation, the 
public sector has been able to diminish its funding 
from banks, crowding in funds now available for 
the private sector.  

Learning from the Last 
Financial Cycle 

How Big Was the Recent Cycle? 
 Looking over the last 15 years, credit growth 
has been procyclical in Latin America, a common 
pattern in other emerging markets (Figure 3.5).2
The amplitude of the cycle typically exceeds—by 
far—that of domestic demand or GDP. Thus, 
credit-to-GDP ratios tend to increase notably in 
upswings and decline during recessions. 

_______ 
1 There is no evidence that banks in the region held the 
“toxic assets” associated with the global financial crisis, at 
least not in significant amounts.  
2 The causal relationship between economic activity and 
credit probably goes both ways, although this is ultimately an 
empirical issue that is difficult to disentangle precisely. In this 
chapter, we assume that expansions and contractions of 
credit have a causal effect on economic activity, at least to 
some extent. This does not preclude the existence of a 
reverse effect, from activity to credit. 

Figure 3.1. The financing structure in Latin 
America is dominated by banks, but bond 
markets have expanded. 
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Box 3.2. Government Bond Markets in Latin America

A key financing transformation before the global crisis in the largest economies of the region (Brazil, 
Chile, Colombia, Mexico, and Peru) was the expansion of markets for domestic government bonds in 
local currency (Figure 3.1). Fostered by improvements in debt management practices, macroeconomic 
policies, and favorable external conditions, the process was similar to that seen in Asia.1 The size of liquid 
domestic government debt in the region increased from 29 percent to 36 percent of GDP (US$450 billion to 
US$1.1 trillion). This expansion led to a fall of vulnerabilities associated with exchange rate and rollover risks. 
Exchange rate-linked debt was phased out, and fixed-rate instruments in local currency expanded rapidly. The 
average maturity of marketable debt also lengthened from 3 to more than 5 years. By early 2008, most 
governments in the region had built up relatively liquid bond markets with yield curves in local currency that 
spanned in some cases up to 15 years and in others up to 30 years or more (for example, Mexico and Peru), 
providing with it important pricing information for the economy. This transformation was supported by 
domestic agents (for example, banks and pension funds) and to a much lesser degree by foreign investors, who 
had a limited participation—the main exception was Mexico (CGFS, 2008).

How dependable have these markets been? 
Bond markets in Latin America were not immune 
to the jump in risk aversion and the global process 
of flight to dollar liquidity and quality. The Lehman 
Brothers’ episode led to a rapid and sharp increase 
in government yields, especially pronounced in the 
long end of the curve (see figure to the right, in 
particular the shaded area).3 However, the widening 
of domestic government bond yields proved to be 
short lived. By early 2009, yields were back down to 
precrisis levels. Econometric analysis indicates 
some decline in the sensitivity of domestic 
government bond yields to global risk aversion, as 
captured by the VIX index. Thus markets are 
slowly graduating into adulthood, reflecting 
improvements in the overall management of the 
economies and public finances (as also suggested by 
upgrades of sovereign credit ratings over the years, 
and by declining spreads). Still, the results confirm 
that these markets are not fully immune to 
contagion, and that they do not yet behave as 
mature markets (for example, Australia, Canada, 
New Zealand or Norway) where bouts of global 
risk aversion tend to lower bond yields.  
_______
Note: This box was prepared by Camilo E. Tovar. 
1 For an account of the policy challenges in developing local currency bond markets, see IMF (2002), Hausmann and 
Eichengreen (2005), BIS (2008), CGFS (2007), and Mathieson and others (2004). See Ocampo and Tovar (2008) for a 
discussion of how this transformation is linked to changes in the external financing patterns of the region. 
2 See Borensztein and others (2008) for an overview of corporate bond markets in Latin America before the crisis. 
3 Chile displayed a behavior that diverged from the rest of the region, possibly suggesting that the local market is starting 
to mature. 
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However, the evidence does suggest that there 
is a declining trend in the sensitivity of bond 
yields to risk aversion in tranquil periods.
Indeed, Chile has displayed negative sensitivity to 
risk aversion over the past year (light blue bar in 
figure to the right). This contrasts with the positive 
sensitivity that characterized these markets in the 
tranquil period that preceded the Lehman event 
(dark blue bar in the figure). Even in countries 
where markets reacted strongly during the crisis, 
such as Brazil, there are signs of a declining 
sensitivity during the past year. These results are 
encouraging in that they include the recent new 
round of turbulence in global markets that 
originated in Europe earlier this year (see Box 2.1).   

Domestic bond markets saw an important 
decline in issuance in the fourth quarter of 
2008. However, this partly reflects that 
government financing needs had already been met. 
Long-term improvements in government debt 
management and reduced fiscal deficits meant that 
the decline did not generate an immediate funding 
gap.4 When needed, governments in the region 
were able to issue, roll over, and swap debt in 
domestic bond markets.  

Overall, while the evidence is not complete, 
bond markets did remain available as a source 
of funding, especially for governments. This 
was also true to some extent for high tier firms, 
but not for small and medium-size enterprises. 

 _______ 
4 As an example, in September 2008, Colombia had completed its Annual External Financing Plan and 96 percent of its 
domestic financing needs.

 During the last credit cycle in Latin America, 
real credit growth accelerated from 2005 
onward and remained high, only to fall, with 
economic activity, following the Lehman 
Brothers event. That said, there has not been a 
collapse of real credit levels, as banking  
systems this time proved relatively resilient to 
external shocks. 

 During the upswing (June 2005 and 
September 2008), the average ratio of private 
credit to GDP increased by 10 percentage  

points.3 However, there were significant 
differences across countries in the region. For 
instance, in Brazil, Chile, Costa Rica, and 
Honduras the total increase in bank credit 
exceeded 15 percentage points of GDP. 
Crossborder lending to firms and households 

_______ 
3 Changes in credit-to-GDP ratios are computed from the 
evolution of real credit and GDP. Moreover, the real credit 
figure controls for real exchange rate fluctuations. Base ratios 
are those for December 2007. 

Sensitivity of Domestic Currency Sovereign Bond 
Yields to the VIX1

(Coefficients of log changes in bond yields in percent)
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Sources: Bloomberg, L.P. and IMF staff calculations.
1 Specification: log change in bond yield regressed on log 
change in the VIX, square of log change in the VIX and the log 
change in 10 year U.S. treasury yield.  Coefficients presented 
are the sum of the coefficient on the VIX and two times the log 
change of the VIX squared coefficient (first derivative). 
Specification was run on weekly changes in yields to maturity 
over the four periods: a) entire period, January 2008 to August 
2010; b) pre-crisis period, January 2005 to July 2008; crisis 
period, August 2008 to July 2009; and the recovery period, 
August 2009 to August 2010.  Estimates in chart evaluated at 
the average change in the VIX for each period. 
2 Brazilian instrument: 10% bond due Jan. 2014; pricing data 
begins Aug. 2006.
3 Chilean instrument: 8% note due  06/01/14; pricing data begins 
July 2004.
4 Colombian instruments: 15% note due 01/25/12 for period 
8/14/2003 to 4/8/2008;  thereafter, pricing is for the 11.25% note 
due 10/24/18.
5 Generic 10 year yield quoted by Bloomberg LLC.
6 Peruvian instrument: 7.84% bond due 08/12/20; pricing data 
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was a key part of the picture only in few countries, 
mainly in Central America (Figure 3.6).4

During the slowdown, credit declined on 
average about 1 percentage point of GDP 
between the peak of the cycle reached in 
September 2008 and the trough, the timing 
varying by country. The most significant declines 
occurred in El Salvador, Guatemala, Honduras, 
and Uruguay. As of March 2010, credit in several 
Central American countries was still contracting. 
Despite their low weight in total credit, 
crossborder flows explain a significant part of the 
credit decline in these countries (Figure 3.7). 

Shifts in Funding and Asset Structure 
 In the upswing, banks funded their credit 
expansion with an increase in the domestic 
deposit base, but also by intermediating funds 
from the government and nonresidents into 
firms and households. By saving part of the 
fiscal revenue boom and having access to bond 
financing, central governments reduced their 
net credit from banks, making more funds 
available for bank lending to firms and 
households. In some countries, banks also 
experienced a moderate increase in liabilities to 
nonresidents, part of which they lent to firms 
and households. 

 In some countries, banks also lent to firms  
and households funds received from other 
nonbank financial institutions, including 
pension funds (Figure 3.8). 

During the slowdown, a sharp deceleration in 
the growth rate of bank liabilities—including to 
a lesser extent domestic deposits—took place. 
Credit to firms and households decelerated even 
more as balance sheet trends seen during the 
upswing reversed direction. In this phase, banks 
ended up transferring (net) funds to 
nonresidents (deleveraging their exposure 

_______ 
4 The expansion did not qualify as a full “credit boom” under 
the methods used in the literature (Mendoza and Terrones, 
2008). 

Figure 3.2. Domestic local banks dominate the 
private credit market. 

Figure 3.3. Credit is mainly funded from resident 
sources in the form of stable deposits. 
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abroad or building up foreign assets) and to the 
government (Figure 3.9). Ultimately, the crisis 
showed that domestic deposits were the most 
stable source of bank funding, while 
nonresidents were the most volatile liabilities. 
In general, financial institutions were not a 
source of instability, as bank soundness was 
preserved and the supply of credit did not 
collapse as it did in the late 1980s and early 
1990s. The slowdown in credit growth, 
however, did affect the most leveraged  
firms (Box 3.3). 

Part of the reduction of credit reflects a  
flight-to-quality asset management response by 
banks. This is captured by the increase in the  
share of the government and central bank 
securities in the asset side of the bank’s 
balance sheet. The economic slowdown 
increased uncertainty on loan performance, 
which led to tighter credit standards. Thus 
banks shifted from riskier loan portfolios 
toward safer and more profitable securities (for 
example, government bonds).5 The dry-up of 
liquidity in global markets led to a partial 
selloff of foreign investors’ fixed income 
portfolio holdings in emerging markets, 
including Latin America (Figure 3.10).  

In the large economies of the region, bond 
and other securities issuance provided banks 
with an alternative source of funding. This was 
possible because, unlike in past episodes, 
capital flight did not take place. On the 
contrary, some domestic agents such as 
pension funds repatriated capital. During 2009 
and 2010, several banks in the region issued 
bonds to support their working capital and 
sustain credit growth (for example, BBVA 
Colombia, BBVA Bancomer, Banco Santander 
Peru, Scotia Bank Peru). Long-term bonds 
provided banks with a stable source of 
funding, unscathed by the crisis.

_______ 
5 In some large economies, banks acquired government 
bonds that foreign investors left behind. 

Figure 3.4. Government and central bank debt 
constitute an important share of banks’ assets. 

Figure 3.5. Credit growth is procyclical. 
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Box 3.3. Financial Structure and Corporate Performance during the Global Crisis: 
Microevidence for Latin America 

In Latin America, more leveraged firms suffered more during the global financial crisis. This is 
what results from an econometric exercise based on balance sheet data for all nonfinancial publicly 
traded firms of Argentina, Brazil, Chile, Colombia, Mexico, and Peru.  

Using difference-in-difference cross-sectional regression techniques, Kamil and Sengupta 
(forthcoming) estimate the effect on real sales between 2008:Q3 and 2009:Q2 of financial 
indicators of firms as they stood before the crisis. In particular, they explore for a systematic 
relationship between differences in sales growth across firms and their (a) capital structure (share of 
short-term debt, share of dollar-denominated debt, and leverage); (b) dependence on bank credit; (c) 
cash holdings; and (d) export orientation. The study controls for other factors that may affect firms’ 
real economic activity, such as firm size, access to international capital markets, and country and 
sector-specific effects.  

The study finds that higher leverage and more rapid bank credit growth were the main 
financial factors explaining the drop in sales following the Lehman events (see table).1 The 
degree of dollarization—a source of vulnerability during previous crises—did not seem to play a key 
role. This is consistent with the findings of previous Regional Economic Outlooks (REOs) that Latin 
American firms are now less exposed to exchange rate risk arising from currency mismatches in their 
balance sheets. In addition, the study finds that large cash buffers helped mute the impact of financial 
frictions at the peak of the crisis. Exporting firms seem to have been disproportionately hit, as might 
be expected given that global trade was strongly disrupted during this crisis.  

_______
Note: This box was prepared by Herman Kamil and Rajeswari Sengupta.   
1 The median leverage (precrisis liability to asset ratio) across all firms in the sample is about 47 percent, with Brazil 
leading the group (55 percent) and Chile, Colombia, and Peru below the median.

Explanatory Variables
Average 

Effects

Low-
Liquidity 

Firms
High-Liquidity 

Firms

Growth in share of bank debt -0.11 ** 0.08 * -0.14 *

Share of short-term bank debt in total bank debt -0.04 -0.06 ** -0.04
Share of dollar debt in total debt -0.03 -0.02 -0.01
Observations 481 321 160

¹Based on cross-sectional estimations using firm-level data for Argentina, Brazil, Chile, Colombia, Mexico, and Peru.
Predetermined refers to values as of 2007:Q4 and postcrisis refers to the time period betw een 2008:Q3 and 2009:Q2.
²Leverage is defined as the ratio of total liabilities to total assets. Share of bank debt is defined as ratio of total bank

³Country and Industry dummies as w ell as dummies controlling for f irm size are included in the estimations, but 
not reported. ***, ** signif icant at the 1 percent and 5 percent levels respectively.

debt to total liabilities.

Differential Effects

Effect of Predetermined Financial Conditions on Firms' Postcrisis
Sales Performance¹,²,³

Sources: Kamil and Sengupta, forthcoming.

The liquidity cut-off  is a cash to asset ratio of 9.6 percent-the average across firms of all countries in the sample.
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Differences in Bank Behavior: 
Foreign and Public Banks 
 Local domestic banks proved to be a more 
stable source of funding, as foreign banks 
displayed more pronounced swings around the 
cycle. In particular, credit from foreign-owned 
banks that report to the Bank of International 
Settlements (BIS) declined much faster than 
that extended by domestic-owned banks 
(Figure 3.11).6 Looking closer, crossborder 
flows contracted markedly; credit from 
branches and subsidiaries of foreign banks 
funded locally proved to be less volatile, but 
also slowed. Available data for Brazil, Chile, 
Colombia, Costa Rica, Peru, and Uruguay show 
that foreign branches and subsidiaries usually 
slowed their credit earlier, and often by more, 
than did domestically owned banks. This 
pattern is consistent with other findings that 
global banks are usually more sensitive to 
changes in worldwide financial conditions than 
domestic banks.7 By contrast, on average, some 
public banks played a modest discretionary 
countercyclical role during the slowdown. They 
either expanded credit in real terms or reduced 
its growth rate at a much slower pace than 
domestic private and foreign banks. This was 
especially significant in Brazil, Chile, and Costa 
Rica (Box 3.4), but also noticeable in 
Argentina, El Salvador, and Mexico.8 This 
countercyclical role was possible, in part, 
because these countries had fiscal space. 

_______ 
6 Foreign banks that do not report to the BIS International 
Banking Statistics are important in Central America, where 
local banks operate in several countries in the region.  
7 Looking back over a 12-year period, Galindo, Izquierdo, 
and Rojas-Suarez (2010) find that foreign-owned banks 
operating in Latin America—with the notable exception  
of Spanish-owned banks—have tended to magnify the impact 
of changes in risk conditions in the international capital 
markets on real credit growth.  
8 While public banks are found in many countries of the 
region, only in some countries––including Argentina, Brazil, 
Chile, Costa Rica, Dominican Republic, Uruguay, and 
Venezuela––do they account for more than 10 percent 
of system assets.  

Figure 3.7. During the slowdown, crossborder and 
foreign currency credit contracted across the board. 

-6 -4 -2 0 2 4

ARG (Sep-09)
BOL (Mar-09)
BRA (Dec-08)
CHL (Jun-09)
COL (Mar-09)
ECU (Jun-09)
PRY (Dec-08)
PER (Mar-09)
URY (Sep-09)
CEN (Mar-10)

CRI (Mar-10)
DOM (Mar-09)
SLV (Mar-10)

GTM (Mar-10)
HND (Mar-10)
NIC (Mar-09)

MEX (Dec-08)

Domestic, local currency
Domestic, foreign currency
Crossborder

South America

Central America

The Slowdown After Lehman Events:
Credit-to-GDP Ratio, 2008M9–trough¹
(Percentage point increase)

Sources: BIS banking statistics; IMF, International Financial 
Statistics; and IMF staff calculations. 
¹ The trough for each country, on quarterly data, is in parethesis. 
In Ecuador and El Salvador, the U.S. dollar is the legal tender.

-10 0 10 20 30

ARG
BRA
COL
PRY
URY

DOM
GTM
NIC

MEX

Domestic, local currency
Domestic, foreign currency
Crossborder

South America

Central America

Regional Avg.

The Credit Upswing:
Real Credit to GDP Ratio, 2005M6–2008M9 ¹
(Percentage point increase)

Sources: BIS banking statistics; IMF, International Financial 
Statistics; and IMF staff calculations. 
¹ The real credit-to-GDP ratio is computed by dividing real credit by 
real GDP at end-2007 prices. Credit in local currency is deflated by 
the country's consumer price index and credit in U.S. dollars by the 
U.S. CPI. Crossborder credit is estimated by multiplying the share 
of private credit in total international claims times the crossborder 
external loans to private and public sectors from Tables 7B and 9A 
from the BIS banking statistics (available online). They are 
adjusted as necessary with data from foreign currency credit from 
the domestic banking system to add to the total foreign currency 
(international) claims from foreign banks. The change in domestic 
bank figures adds up to the credit to the nonfinancial private sector 
from IFS. The chart shows the credit growth through the Lehman 
events, but in some countries credit growth peaked before then. In 
Ecuador and El Salvador, the U.S. dollar is the legal tender. 

Figure 3.6. Domestic banks provided most of the 
increase in private bank credit during the upswing.
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Box 3.4. Public Banks as a Countercyclical Tool: Experience in Brazil, Chile, and 
Costa Rica 

In a number of countries, including Brazil, Chile, and Costa Rica, public banks played an 
important role in offsetting the drop in lending 
from private banks (both domestic and foreign).
The impact of the measures depended in part on the 
initial share of public banks in overall credit.  

In Brazil, the deceleration in real credit growth to 
the private sector following the Lehman event was 
much smaller in public financial institutions than 
in private and foreign ones. In particular, real credit 
growth by public institutions remained above a 
20 percent rate, while foreign institutions actually 
contracted their real credit in 2009. This behavior was 
an explicit component of the countercyclical policy 
response in the country, heavily implemented through 
the state bank BNDES (Barbosa, 2010). The 
significant impact of the measures partly reflects that 
public banks are still very large in Brazil, managing 
about 15 percent of GDP in credit to the private 
sector in 2009. The share of public financial 
institutions in the private sector credit market had 
declined to 35 percent by late 2008 from 60 percent in 
the early 1990s. After the recent expansion, its share 
has increased to about 40 percent.  

In turn, Banco Estado de Chile also increased 
heavily its credit to the private sector following 
the Lehman events. Its effect on total domestic bank 
credit to the private sector, however, was lower than 
in Brazil because its market share is lower (about 
10 percent). Yet, its macroeconomic impact was not 
trivial because financial depth is larger in Chile than in 
Brazil. In 2009, Banco Estado managed about 
11 percent of GDP in credit to the private sector. 

In Costa Rica, public banks played a similar role.
Given high dollarization in private banks, real credit 
increased on impact in the last quarter of 2008 with 
the currency depreciation, an effect that tended to 
erode over time. The public bank kept its real credit 
growth stable for almost a year, while that in private banks declined rapidly. Public banks manage about 
25 percent of GDP in credit to the private sector, about half the total credit to firms and households.  
_______

Note: This box was prepared by Jorge Iván Canales-Kriljenko.
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Asset Quality  
 The shock that hit the banking system during 
the global crisis was not as damaging for the 
financial system as in the past. The swings in 
exchange rates, commodity prices (affecting 
commodity exporters, benefiting commodity 
importers), and economic activity, in some cases 
significant, were short lived. Moreover, adverse 
effects were partly offset by the decline in 
international interest rates.  

Standard financial indicators weakened but 
banks in the region remained sound. The global 
crisis and resulting recession moderately 
lowered their profitability, although not 
considerably (Figure 3.12). This was associated 
with the reduction in the loan portfolio (which 
typically earns higher returns than liquid assets) 
and the increase in nonperforming loans (which 
doubled from low levels), thus triggering the 
need for higher provisions. The slight decline in 
profitability is consistent with the general view 
that banking systems in the region did not have 
a meaningful exposure to the toxic assets that 
disrupted financial systems in advanced 
economies, at least in systemic amounts. Capital 
adequacy ratios remained high. 

Market estimates of probabilities of bank 
default (as measured by Moody’s expected 
default frequency––EDF––and defined as 
failure to make a scheduled payment) remain 
low but are higher than before the crisis. After 
the Lehman event, EDFs increased significantly, 
especially in Brazil. More recently, bank 
strength in Venezuela has continued to weaken 
(Figure 3.13). The EDFs often move with the 
VIX, which suggests that they reflect not only 
bank-specific developments but also changes in 
risk aversion over time. Another piece of 
evidence of the relative resilience of profitability 
of regional banks was the behavior of bank-
market valuations. Unlike in advanced 
economies at the center of the crisis, bank 
equity prices remained stable relative to other 
stock prices in each country (Figure 3.14). 

Figure 3.9. During the slowdown, banks paid back 
some of the nonresident funds and parked liquidity in 
public sector assets. 

Figure 3.8. During the upswing, banks intermediated 
funds from nonresidents, the public sector, and other 
financial institutions to firms and households. 
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A Complementary Financing Role of 
Bond Markets 

Despite the tightening of credit conditions, 
major players (for example, governments and 
large firms), in the absence of capital flight, 
were able to find support in the expanding 
local bond markets. When needed, 
governments in the region were able to issue, 
rollover, and swap debt in domestic bond 
markets (for example, Brazil, Colombia, 
Mexico, and Peru) (Box 3.2). Certainly, it also 
helped that government finances were not 
overstretched because their financing needs 
had already been met, thanks to their progress 
over the years in debt management and 
reducing fiscal deficits.  

Domestic corporate bond markets played 
some limited role. Their expansion between 
2003 and 2008 had been limited and were often 
only accessible to top tier companies 
(financials or conglomerates). During the 
contraction in economic activity,  
the outstanding stock of bonds issued  
abroad declined, which was offset by bonds 
issued domestically.  

Policy Implications for the 
Ongoing Cycle 
 As reviewed above, banking systems in the 
region fared the global crisis relatively well. 
However, having successfully passed the recent 
“real live stress test” should not give rise to 
complacency. This is particularly relevant as 
the new financial cycle begins. 

 In some countries, credit growth is already 
under way. The pace of recovery has varied, 
with strong growth in South America. 
Domestic bank lending in local currency has so 
far led the way (Figure 3.15). Taken together, 
the last credit cycle increased real credit to  

Figure 3.10. Foreign investors sold off government 
debt, but rapidly came back. 

Figure 3.11. Foreign bank credit was more volatile. 
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firms and firms and households, despite a 
temporary and relatively small reversal 
(Figure 3.16). 

 Looking forward, with external financial 
conditions now again conducive to a credit 
expansion (low interest rates and increasing
risk tolerance), the risk of excess has to be  
taken seriously. 

 What lessons does the experience with the 
last financial cycle leave for managing the new 
financial cycle? 

Using Macroprudential Regulation to 
Smooth out Financial Cycles 
 Authorities should seek to smooth out the 
financial cycle by avoiding excessive cyclical 
swings in private credit and excessive risk taking 
behavior of banks. Furthermore, authorities 
need to take into account the complex 
interaction between the financial system and the 
economy at large to preserve financial stability. 
All this calls for a broader view of 
macroeconomic stability, complementing 
countercyclical macroeconomic policies with 
macroprudential measures. (This theme is 
explored in Chapter 4.)  

Keys to Financial Deepening in a 
Safe Manner 
 The desirability of increasing financial depth 
cannot justify unsound credit growth. Many 
countries around the world have been able to 
increase their credit-to-GDP ratio. But doing 
this too quickly can put the financial sector in 
a vulnerable position, which increases the 
probability of a financial collapse. The key to 
success appears to hinge on a stable source of 
funding and a well-grounded capacity to 
manage bank risks on the asset side.  

 The most secure form of funding is likely to 
be the resident deposit base. Increasing 
financial intermediation through domestic 
deposit growth, however, is a longer-term 

Figure 3.12. Banks remained sound. 

Figure 3.13. Expected probabilities of default are low 
but remain above precrisis levels. 
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process. The level of domestic deposits 
critically depends on macroeconomic stability, 
but also on the legal, regulatory, and judicial 
systems. Indeed, countries perceived to have 
stronger respect for the rule of law usually 
have higher domestic deposit bases 
(Figure 3.17). Therefore, improvements in this 
area may help attract funds that Latin 
American residents now hold abroad, while 
keeping financial savings at home and fostering 
intermediation. For the sake of stability, 
policies should encourage banks to limit 
reliance on volatile forms of funding, including 
nonresident deposits, especially short-term, 
and wholesale deposits. Nonresident liabilities 
are typically small in Latin America 
(Figure 3.18). Authorities should also be 
careful that regulations or other policies do not 
encourage direct crossborder borrowing by 
firms, and have systems in place—as many 
countries already do—that allow authorities to 
monitor crossborder corporate debt. Although 
crossborder borrowing provides access to 
needed external savings, it can be a source of 
vulnerability because it tends to be significantly 
more volatile than domestic savings and feed 
currency mismatches. 

 The degree of safety of using market (that is, 
nondeposit) financing for bank credit to the private 
sector depends on its compatibility with the maturity 
(and currency) structure of banks’ balance sheets. 
Reliance on short-term instruments creates clear risks; 
longer-term bonds can give access to institutional 
investors (including those from other countries) and 
help banks more safely finance long-term investment 
and housing. This can complement the long-term 
lending that banks may provide through their 
traditional “maturity transformation” role (preferably 
from a base of deposits that is relatively stable).  

 With some exceptions, domestic banks in 
most Latin American countries fund their  

Figure 3.14. Bank equity prices were less affected than 
in advanced economies. 

Figure 3.15. The pace of recovery has varied, but 
domestic lending has taken the lead. 
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credit to the nonfinancial private sector out of 
deposits from resident firms and households. 
In particular, in most countries, the amount of 
these deposits exceeds the amount of credit 
granted to the private sector. The main 
exceptions are banks in Chile, Colombia, Costa 
Rica, and Paraguay, which also rely on 
securities (included in the IMF’s definition of 
broad money).9 These securities appear to be 
forms of domestic resident savings, which 
should be fairly stable over time. In Chile, two-
thirds of those securities are held by domestic 
pension funds, and the other third by 
households. In Colombia, Costa Rica, and 
Paraguay, more than 80 percent are held by 
firms and households. (See also Spring  
2009 Regional Economic Outlook, and Kamil and 
Rai, 2010.) 

 Promoting safe funding has become an 
important prudential issue in international fora. 
The Basel Committee on Banking Supervision 
has proposed a liquidity rule for Basel III 
requiring that banks fund less liquid assets with 
a more stable financing source. In practice, the 
net stable funding ratio sets the minimum in 
stable funds that a bank should hold given the 
liquidity structure of its assets. Banks would 
need to fund fully their lending to firms and 
households from stable sources. The rule 
defines stable funding as capital, preferred 
stock, and liabilities with remaining maturity 
exceeding one year, plus a share of demand 
and term deposits expected to remain with the 
institution even under conditions of stress. The 
Committee, however, does not propose 
implementation of this rule until 2018. Latin 
America would be well served by incorporating 
as soon as possible the main elements of
Basel III, especially as the new credit cycle 
builds momentum. 

_______ 
9 These negotiable instruments include certificates of 
deposit issued by depository corporations (see 
www.imf.org/external/pubs/ft/mfs/manual/index.htm). 

Figure 3.16. Most real credit gains have been preserved. 

Figure 3.17. Countries with stronger law enforcement 
tend to have higher deposit bases. 
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Along similar lines, New Zealand’s central 
bank introduced in 2009 a quantitative limit on 
banks’ short-term and offshore funding. The 
authorities plan to tighten this limit over the 
next few years. They currently envisage that 
the “core-funding” requirement of 65 percent 
of total loans and advances will increase to 
75 percent by 2012. Core funds are defined to 
include funding that is stable because it has at 
least one year maturity or because it is from 
sources that are not likely to pull out their 
money quickly (in contrast to short-term 
offshore funding, for example). (See Hoskin 
and others, 2009.) 

Increasing Crowding in, where 
Possible

One route to increasing credit availability, 
even with the existing deposit base, is to 
reduce the share of bank credit that goes to the 
government and central bank. In Argentina, 
Brazil, and Mexico, for example, the central 
government accounts for about one-fourth of 
total bank assets. Claims on central banks, 
including required reserves and central bank 
securities, also appear prominently in banks’ 
balance sheets in many countries in the 
region.10 Of course, holdings of central bank 
and government paper do provide interest-
bearing liquidity, the need for which is 
country-specific. (In some cases, the size of 
bank holdings of such paper may also be a 
reflection of the scarcity of safe and profitable 
investment opportunities.11)

_______ 
10 This partly reflects a large stock of central bank debt that 
needs to be held by some party, arising from a history of 
losses in central bank operations (including on sterilized 
foreign exchange operations) and from bank rescue 
operations associated with past banking crises. 
11 Such scarcity may reflect deficiencies in laws and 
frameworks for resolving disputes that make it hard to 
enforce credit contracts or seize collateral. It may also reflect 
infrastructure shortcomings that make it difficult to assess 
borrower creditworthiness, for example, where credit 
reporting and bureaus are in their infancy. 

The largest countries in the region have 
successfully reduced public debt and improved 
its composition. Significant room for 
improvement, however, still remains. Besides 
the obvious fiscal consolidation policies to 
further reduce public debt levels, it is also 
possible to reduce their share in bank balance 
sheets by active public debt management that 
secures alternative sources of credit and 
instruments for government financing. These 
alternative sources can include foreign funding, 
which will be macroeconomically safer if 
denominated in domestic currency. This may 
lead to the further development of instruments 
and markets for hedging the exchange rate risk 
taken by foreign investors. 

Foreign and Public Banks 
 Besides the usual roles that foreign and 
public banks play in the banking system, the 
recent credit cycle highlighted another 
dimension associated with their cyclical 
behavior.12 During the recent experience, 
foreign banks tended to amplify the effect of 

_______ 
12 For an earlier discussion, see IADB (2005).  

Figure 3.18. Nonresidents account for a small share 
of total bank liabilities. 

Source: Data submitted by country authorities for the preparation 
of IMF, International Financial Statistics.
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external financial conditions. On the other 
hand, some public banks played a seemingly 
useful countercyclical role. This aspect needs to 
be taken into account in making monetary and 
banking policy decisions.  

 Decisions about foreign bank market entry 
and the existence or scope of public banks 
should carefully consider their pros and cons, 
and be consistent with the country’s obligations 
under the General Agreement on Trade in 
Services (GATS) or other trade arrangements. 
Foreign banks usually bring technology, 
innovation, and efficiency. The literature has 
also documented that foreign banks have played 
a stabilizing role during episodes of homegrown 
financial stress.  

 Although public banks may not be best 
suited for bank asset allocation, they may have a 
role to play in providing some social and 
financial services, including creating markets 
that would otherwise not develop.  

 The seemingly helpful countercyclical role of 
some public banks during the recent global 
crisis needs to be viewed in perspective. First, to 
operate in a truly countercyclical manner, they 
would have to significantly slow down (or 
contract) credit growth during boom episodes, 
something that needs to be seen. Fiscal risks of 
public bank lending are always present, and 
strong corporate governance is needed to keep 
them under control. Political pressure for 
subsidies and direct credit allocation often build 
up. While lending by public banks can play a 
useful countercyclical role in rare, extreme 
events originated abroad such as the global 
financial crisis, in general, they are not the best 
countercyclical tool.13 During normal cyclical 
fluctuations, monetary policy is more flexible 
and cost effective. 

_______ 
13 When the adverse shock has a fiscal origin, public banks 
may not have space to play countercyclical role. 

Strengthening Other Financial 
Markets

The global crisis has highlighted that 
financial markets are strongly interconnected 
and that failures in any one of them can have 
adverse effects in other markets, magnifying 
their macroeconomic impact. A lesson has been 
that the perimeter of regulation should cover 
any financial institution or market that could 
have systemic implications. Financial oversight 
should be comprehensive and consolidated as 
much as possible.  

 Nonbank financial markets have important 
benefits although their development can bring 
tradeoffs and new risks. For example, securities 
and derivative markets can increase welfare and 
financial stability by helping individuals in an 
economy better manage and share risk. They 
can also help channel long-term savings directly 
into productive ventures, while providing 
liquidity to investors by allowing their 
negotiation in the market. Financial instruments 
for managing and transforming risk also help 
attract foreign investors to domestic currency 
assets by allowing them to hedge the currency 
risk. These features can result in deeper and 
more stable markets that help reduce currency 
and maturity mismatches, improving the 
capacity of the economies to absorb large and 
sustained capital inflows. This is possible by 
helping channel capital inflows into long-term 
domestic currency assets, rather than into short-
term domestic foreign-currency ones. 

Yet such markets can also be a source of new 
risk. More sophisticated and complex securities 
and derivative markets often make it harder to 
identify who is bearing the ultimate risk, which 
under certain circumstances can amplify stress 
and increase the challenges involved in policy 
decision making. As the global crisis has shown, 
this can be a serious problem if the bearers of 
risk are systemic financial institutions or 
nonresidents who leave the market in a hurry. 
Thus, the quality of securities and derivatives 
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that make it into banks’ balance sheets or  
create off-balance sheet exposures need to be 
closely monitored and understood by  
supervisory authorities.  

During the recent global crisis, Latin America 
did not experience major macroeconomic  
stress arising from disruptions in these markets. 
The region entered the global financial crisis 
with securities and derivative markets present in 
only a handful of countries. Most of the  
existing domestic bond markets financed  
mainly the public sector, while the corporate 
bond market was small and mainly limited to 
large rated companies. Derivative markets and 
asset securitization were at their infancy.14

Although Latin America did not experience 
major banking problems originated in these 
markets, the misuse of foreign exchange 
derivatives transactions in the corporate sector 
created some stress in Mexico and Brazil after 
Lehman’s events.15

 Based on the experience in advanced 
countries, authorities in Latin America should 
carefully oversee developments in nonbank 
financial markets to get a comprehensive view 
of financial stability. The challenge is to 
encourage their development while containing 
their risks. For this, authorities need to assess 
the degree of interconnectedness between 
financial institutions and other financial 
markets, with a view that more complex 
structures are usually riskier, or at least that they 
are more difficult to monitor, and so require 
more attention. 

_______ 
14 For an overview of securitization in Latin America before 
the crisis, see Scatigna and Tovar (2007). 
15 Nonlinear bets on the volatility of the exchange rate by a 
number of companies led to large losses when the exchange 
rate depreciated in October 2008. The existence of these 
positions had been generally unknown to creditors and 
shareholders, and perhaps even to some senior company 
management. (See May 2009 Regional Economic Outlook,
Box 2.2, and Jara and others, 2009.)

Final Remarks 
 Latin America made significant progress in 
strengthening its financial sector over the last 
decade. The broad challenge for the region is 
to continue increasing its financial depth in a 
safe manner, avoiding excessively rapid credit 
expansions that may end up in a financial 
crash. For this, macroeconomic stability needs 
to be preserved, prudential regulations 
enforced, and financial supervision further 
strengthened. Legal, regulatory, and judicial 
changes that improve creditor rights can 
increase the security of domestic deposits and 
bonds. Ultimately, these will expand credit 
opportunities in the economy. If properly 
managed and supervised, domestic securities 
and derivative markets can help deepen 
domestic financial intermediation and 
strengthen financial stability by allowing 
financial institutions and firms to better 
manage risk. In doing so they improve the 
capacity to absorb large and sustained capital 
flows. However, financial authorities need to 
closely oversee and supervise these markets 
because they may also be a source of risks. 
Supervisors need to understand how they 
affect the risk exposures taken by systemic 
financial institutions and to detect early when 
firms or financial institutions are using these 
markets to increase, rather than decrease, their 
risk profiles. In the immediate future, the 
regulatory challenge is to improve the set of 
prudential tools that would help better manage 
the incipient credit cycle.  
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4. Macroprudential Tools in Latin America:  
A Primer 

The global crisis has highlighted the need to attach greater 
importance to systemic risk in policy analysis and 
incorporate a macroprudential perspective in policymaking. 
This need is especially relevant under external financing 
conditions conducive to financial and economic excess (asset 
price bubbles, credit exuberance, and demand booms). 
Latin American countries already have been using 
prudential tools for macroprudential purposes and 
authorities are actively engaged in analyzing systemic risks 
and deciding on policies incorporating a macroprudential 
perspective. Despite the emerging agreement on the need to 
adopt a macroprudential approach, thinking on policy 
design is still evolving and its implementation will be 
challenging. This chapter reviews the Latin American 
experience with macroprudential policies and discusses 
some general considerations to help guide their use and 
integration into existing policy frameworks. 

 The global crisis has highlighted the potential 
force of financial and real sector interactions. This 
calls for attaching greater importance to systemic 
risk in policy analysis and incorporating a 
macroprudential perspective in policymaking. 
Current macroeconomic and microprudential 
frameworks have limitations in identifying and 
managing systemic risk.1 They may fail to identify 
or appropriately handle financial excesses or 
adverse shocks that pose a risk to the financial 
system and the economy as a whole (for example, 
excessive risk taking, overly abundant capital 
inflows). In this regard, tackling systemic risk 
represents a new priority for policymakers, with 
the Lehman collapse as a clear reminder of its 
potentially non-self-evident nature. 

_______ 
Note: This chapter was prepared by Camilo E. Tovar and 
Mercedes Vera Martin. 
1 Microprudential frameworks can be thought of as those policies 
limiting the failure of an individual institution by limiting 
idiosyncratic risks (see discussion below and Crocket, 2000).  

 Furthermore, the traditional policy toolkit may be 
too blunt or lead to difficult policy trade-offs.2 For 
instance, very high policy interest rates may prick a 
bubble, but in the process create a sharp recession 
or, in some cases, even exacerbate the source of the 
imbalance (e.g., capital inflows). In this regard, 
macroprudential instruments may allow a targeted 
policy intervention, offering finer alternatives to the 
use of traditional macroeconomic policies, which are 
more akin to “broad spectrum antibiotics.” Because 
of this, authorities in Latin America have resorted to 
complementing the usual policy toolkit with other 
instruments.3 Looking ahead, the challenge will be 
how to set in place a broader framework that 
assesses and manages systemic risk and its potential 
amplifying effects in the financial sector, to help 
smooth the financial and economic cycle.4

 Embedding a macroprudential perspective in the 
policy framework has particular importance under 
external financing conditions conducive to financial 
and economic excess (asset price bubbles, credit 
exuberance, and demand booms). The financial 
systems in the region weathered the recent global 
financial crisis better than in the past. This was 
partly the result of improved prudential policies, 
which were well adapted to country circumstances, 
including the stage of financial development, and 
enhanced in light of lessons learned from past 

_______ 
2 For a discussion of the role of macroeconomic policies after 
the global financial crisis, see Blanchard, Dell’Ariccia, and 
Mauro (2010).
3 Some of these measures affect financial transactions between 
residents and nonresidents. The distinction between capital 
controls and prudential measures could be sometimes blurred, 
because, in some instances, prudential measures are imposed 
only on nonresidents, and therefore considered capital controls. 
This chapter does not enter into such distinction and considers 
measures aiming at financial stability as prudential or 
macroprudential.  
4 For a broader discussion on redesigning the contours of the 
future financial system, see Kodres and Narain (2010). 
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financial crises. But improved macroeconomic 
policies in the region and resilient terms of trade 
were also important factors; mitigating the severity 
of the shock to financial systems.5 Hence, future 
financial resilience cannot be taken for granted on 
the basis of the recent experience.  

 The current economic cycle in the LA region, 
South America in particular, may prove challenging 
given the strong economic rebound that may be 
increasingly accompanied by large capital inflows 
(see Chapter 2). More specifically, excesses could 
arise not only through the banking sector (the core 
of the financial system in the region), but also 
through other developing markets (e.g., bond or 
derivatives markets) that may not be under full 
oversight (see Chapter 3). Therefore, it will be 
important to incorporate to the extent possible 
analysis of systemic risk in policymaking to ensure 
financial and macro stability. International 
discussions are still evolving about the design  
of an eventual macroprudential framework, 
including its perimeter. 

 This chapter briefly reviews the ongoing 
international debate on macroprudential policies, 
including the concept of systemic risk and objectives 
of these policies. It gives some examples about the 
international experience with these measures, 
particularly in Latin America, and concludes with a 
discussion of the challenges ahead from a Latin 
American perspective.  

Systemic Risk and 
Macroprudential Policy—An 
Ongoing International Debate 

What is systemic risk? Systemic risk can be defined 
as “the risk of disruption to financial services that is 
caused by an impairment of all or parts of the 
financial system and has the potential to have 
_______ 
5 Greater exchange rate flexibility helped temper the incentives 
for capital inflows; less procyclical fiscal policies helped 
moderate the cyclical exuberance; the financial system was not 
exposed to toxic assets, thanks in part to improved profit 
opportunities across sectors; and, despite the depth of the global 
crisis, commodity export prices did not collapse as in the past. 

serious negative consequences for the real 
economy.”6 It comprises two dimensions: a cross-
sectional and a time dimension.7 The first takes into 
account the distribution of risk across the financial 
and economic system and therefore accounts for 
externalities across the system (for example, 
common exposures, interconnectedness). In this 
regard, information asymmetries about counterparty 
exposures are at the core of contagion during 
periods of financial stress, as the recent financial 
crisis clearly demonstrated.8 The second dimension 
considers how system-wide risk evolves and is 
accumulated over time, along with the two-way links 
between the financial system and the real business 
cycle. It accounts for the usual procyclicality of the 
financial system.9,10

 From a Latin American perspective, addressing 
procyclicality is a major policy priority given the 
prospect of large capital inflows,11 but attention 
should also be paid to the lessons of the crisis in 
advanced economies, particularly on how to  
assess and tackle common exposures and 
interconnectedness in the financial system. 
Moreover, supervision of currency and liquidity 
mismatches, including those in the corporate sector, 
remain crucial for the management of systemic risk.  
_______ 
6 See Financial Stability Forum, International Monetary Fund, 
and Bank for International Settlements (2009) report for the  
G-20.
7 This characterization is from the Bank for International 
Settlements (BIS). For details, see BIS (2009), Borio (2010, 
2009), and Persaud (2009). Earlier references include Borio and 
others (2001) and Crocket (2000). Similarly, the Bank of 
England (2009) uses the terms network and aggregate risks, 
respectively, for the cross-sectional and time dimensions of 
systemic risks.  
8 Although the collapse of Lehman would not have been 
identified ex ante as a potential macroeconomic shock, it had 
systemic financial implications because of the uncertainty 
regarding exposures (“who holds the losses?”) in a highly 
interconnected financial system. 
9 For a detailed discussion on policies to deal with procyclicality, 
see Andritzky and others (2010). 
10 For example, excessive leverage was at the core of financial 
imbalances in the wake of the global financial crisis, as risk 
illusion and excessive liquidity led to underpricing of risks. 
11 See IMF (2010e) for a general discussion about global 
liquidity expansion and the policy response options for 
“receiving” economies. 
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What is macroprudential policy? Macroprudential 
policy helps promote financial and macroeconomic 
stability by reducing systemic risks. For the cyclical 
dimension, one could think of it as a combination of 
a set of rule-based tools and limited discretion that 
helps manage the role of the financial system as a 
source of shocks and amplifier of economic cycles. 
It aims to reduce the cyclicality of financial services 
by leaning against the buildup of risk in the 
economic upswing and against deleveraging during 
the downswing to support economic activity. 
Buffers would act as economic and financial 
stabilizers. For the cross-sectional dimension, it aims 
to reduce spillovers generated within a closely 
interconnected financial network. This requires 
addressing not only the “too-big-to-fail” problem, 
but also identifying systemic institutions (from a 
financial substitutability perspective). In this case, 
the calibration of prudential tools is institution-
specific and requires assessing the systemic 
significance of individual institutions (i.e., their 
contribution to overall risk). 

How to measure systemic risk? A macroprudential 
approach requires measuring and identifying the 
source and extent of systemic risk. The task is far 
more complex than in other policy areas, where a 
specific indicator can serve as a target. In particular, 
it is unlikely that a summary indicator will be able to 
say whether systemic risk is too high or too low, or 
whether imbalances will arise or not down the 
road.12 Therefore, authorities have to rely on a broad 
set of indicators that examine the different 
dimensions of the problem and combine them with 
doses of judgment to assess the vulnerability of the 
system.13 Identifying systemic risk will also require 

_______ 
12 For example, during the global financial crisis, capital 
indicators gave a sense of security, but could not capture the 
liquidity risk, which was not well captured due to accounting 
practices (mark-to-market) which fueled the self-reinforcing 
cycle during the crisis (Financial Services Authority, 2009).  
13 New methodologies are being developed. For instance, to 
identify systemic institutions, new approaches are being put in 
place, such as network analysis, Co-risk analysis, multivariate 
distress dependence matrix, or “bottom-up” univariate 
contingent claims to deal with systemic risk (Financial Stability 
Forum, IMF, and BIS, 2009; and IMFb, 2009).  

enhanced transparency and greater information 
disclosure, to limit contagion in times of stress.14

However, one must keep in mind that this 
indicators-based approach is imperfect and can fail 
to take into account key vulnerabilities. A concern is 
that such a set of indicators may give a positive 
assessment of the health of the financial system 
precisely when the system is most vulnerable.

 What is the relationship between macroprudential and 
microprudential policies? The distinction between the 
micro- and macroprudential dimension of financial 
stability is best drawn in terms of the objectives 
(Borio, 2009; Persaud, 2009; and Crocket, 2000). 
Microprudential policy aims to reduce the 
probability of default of individual institutions, 
taking systemic risk as given, whereas 
macroprudential policy aims at containing risks for 
the financial system as a whole, to prevent the 
economic and social costs of systemic financial 
distress, considering the feedback effects that the 
behavior of individual institutions have on each 
other, and on the whole economy. What could be 
enough to safeguard a particular institution from a 
narrow perspective (say, by limiting its credit to 
improve its capital adequacy ratio) might not be 
enough (or excessive, depending on circumstances) 
once spillovers to the economy and other players are 
considered. The distinction between macro- and 
microprudential policies has less to do with the type 
of instruments involved. However, the granularity of 
the former need not be as much as that of the latter 
(see below). 

Proposed instruments. Ongoing international 
discussions have identified a set of potential tools 
that could be used to deal with systemic risk. In July 
2010, the Group of Governors and Heads of 

_______ 
14 The Data Gaps Initiative (under an interagency group 
involving the Bank for International Settlements, European 
Central Bank, Eurostat, International Monetary Fund, 
Organization for Economic Development and Cooperation 
(OECD), World Bank, and United Nations) aims at improving 
official statistics for financial surveillance in light of the crisis, 
mainly in the areas of interlinkages within the financial sector, 
exposures of the nonbank financial sector to vulnerabilities; and 
cross-border exposures of nonfinancial firms. 
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Supervision have reached broad agreement on the 
Basel Committee capital and liquidity reform 
package.15,16 Although Basel III, to a large extent has
focused on microprudential concerns, some 
proposals address macroprudential issues. For 
instance, in dealing with procyclicality, the proposed 
tool is a countercyclical capital buffer to be imposed 
when excess aggregate credit growth is judged to be 
associated with a buildup of system-wide risk. On 
forward-looking provisioning, the International 
Standards Accounting Board (2009) published its 
proposals for replacing the current incurred loss 
impairment methodology with an expected loss (or 
cash-flow) approach. To address cross-sectional risk, 
discussions have focused on strengthening capital 
requirements for counterparty credit risk exposures 
(for example, from derivatives, repos, securities 
financing). The BCBS also continues to review 
specific proposals to address the risks of systemic 
banking institutions, which include a “guided 
discretion” approach for a systemic capital surcharge 
in combination with other mitigating regulatory and 
supervisory measures.17 On liquidity, the main 
proposals are (i) a net stable long-term funding ratio 
to address liquidity mismatches and provide 
incentives for banks to seek stable sources of 
funding over a one-year horizon; and (ii) a short-
term liquidity coverage ratio that promotes resilience 
to potential liquidity disruptions.

What are the benefits and costs of macroprudential 
policies? Benefits are associated with reduction in the 
probability of financial crises and broader economic 
dislocations, and reduction in the amplitude of the 
financial and economic cycle during noncrisis 
episodes (BCBS, 2010). Costs arise due to 

_______ 
15 The agreement was endorsed in September 2010. For details, 
see Basel Committee on Banking and Supervision (BCBS) 
(2009, 2010a), and BCBS press release and Annex (2010c).  
16 Extracting the benefits of better regulation will also require 
better supervision. This may involve not only the ability to 
supervise, but also the will to act in a more intrusive, skeptical, 
proactive, comprehensive, adaptative, and conclusive manner 
(Viñals and Fletcher, 2010). 
17 The IMF, the FSB, and the BIS produced a set of principles 
to identify systemically important institutions, markets, and 
instruments. See FSB, IMF, and BIS (2009).  

distortions that can affect aggregate credit (for 
example, lower lending volumes and higher spreads) 
and economic activity during the transition when 
banks adjust their capital and liquidity to the new 
standards, as well as in the long term. An illustration 
is offered by evidence gathered for the 
microprudential proposals currently being discussed. 
The general assessment recently reported by the 
Financial Stability Board (FSB) and BCBS (2010) is 
that net benefits of adopting tighter capital and 
liquidity ratios remain positive for a wide range of 
capital and liquidity ratios.18 In the end, for 
macroprudential purposes, the precise outcome is 
uncertain, in part because of lack of an adequate 
analytical framework to assess the benefits of 
reducing macroeconomic volatility. 

Recent Country Experiences with 
Macroprudential Tools 
 Country experience with macroprudential 
measures suggests that policymakers have used a 
broad range of instruments and applied those to 
deposit-taking institutions on a discretionary basis. 
They have used macroprudential instruments mainly 
to limit financial exuberance and the fallout from the 
global financial crisis. Countries have taken a 
pragmatic approach, targeting measures to specific 
markets or financial channels that were a cause of 
concern for financial stability. In a survey of 
macroprudential instruments and frameworks 
prepared by the Committee on the Global Financial 

_______ 
18 Estimates suggest that banks’ lending volumes would decline 
between 1 percent and 1.4 percent for each percentage point 
increase in target capital ratios over a four-year horizon, while 
lending spreads would rise by about 16 basis points over the 
same horizon. Costs of higher liquidity standards are about 50 
percent higher for lending volumes, but similar for spreads. The 
FSB-BCBS’s Macroeconomic Assessment Group (MAG) and 
Long-term Economic Impact (LEI) reports estimate substantial 
declines in the probability of crisis and that each percentage 
point increase in required capital would subtract about 
0.05 percentage points from annual growth during the assumed 
implementation period of four years. However, these 
assessments contrast with studies published by the banks, with 
estimates sometimes as much as ten times higher. See BCBS 
(2010b), FSB and BCBS (2010), and Bank of Canada (2010). 
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Tool Definition Country Credit Risk 
(Assets)

Funding Cost 
(Liabilities) Liquidity Inter-

connectedness

Bank-specific caps on 
credit growth

Limits on the quantity of credit taking into 
account the balance sheet profile of the 
financial institution.

Brazil, Kuwait, 
United Kingdom ?

Credit ceilings Limits on the quantity of credit. Bulgaria, Croatia

Loan-to-deposit limits
Bank funding target to secure that loans are 
funded with stable sources. In this case 
deposits rather than, say, wholesale funding.

Hong Kong, 
SAR, Indonesia, 
Kuwait

Loan-to-value ratio 
caps

Limits imposed on the percentage of the total 
appraised value of an asset to the loan 
provided by a financial institution, or time-
varying LTV that is adjusted over the cycle.

China, Hong 
Kong, SAR, 
Hungary, Korea

Debt to income ratio 
caps

Limits imposed on lending through the 
percentage of consumer's monthly gross 
income that goes toward paying debts.

Korea

Capital requirements Capital requirement changes depending on the 
credit or/and economic cycle.

Brazil, Bulgaria, 
Saudi Arabia

Foreign exchange 
lending limits

Limits imposed on lending in foreign exchange 
taking into account FX mismatches of the 
financial institution.

Hungary

Leverage ratio caps Limits on the leverage of a financial institution. Canada

Chile, Colombia, 
Mexico, Peru ?

Limits on the foreign 
exchange position

Limits on the amount of securities (eg. 
Derivatives) owned or owed by the financial 
agent.

Brazil, Colombia, 
Mexico, Peru

Dynamic provisioning
Bank loan-loss provisioning based on future 
expected losses rather than past incurred 
losses. In some cases, bank-specific.

Bolivia, 
Colombia, Peru, 
Spain, Uruguay

?

Limits on net non-core 
funding dependence 
ratio 

Restrictions on the degree to which the bank is 
funding longer-term assets (loans, securities 
that mature in more than one year, etc.) with 
non-core funding.

Minimum core funding 
ratios

Measures imposing restriction on the structure 
of funding for financial institutions to ensure 
they hold sufficient retail and long-dated 
wholesale funding.

New Zealand

Minimum liquidity 
mismatch ratio

Rules ensuring adequate liquidity for financial 
institutions over a short-term period, in case of 
funding risks materialize.

New Zealand

Reserve requirements

The reserve requirements (or cash reserve 
ratio) is a bank regulation that sets the 
minimum reserves each bank must hold to 
customer deposits and notes. It would normally 
be in the form of fiat currency stored in a bank 
vault (vault cash), or with a central bank.

Bulgaria, 
Colombia, 
Indonesia, Peru, 
Romania

Limits on interbank 
exposures

Limits based on linkages among financial 
insitutions. European Union

Sources: IMF Staff Review Note (June 2010) and authors' compilation, based on national sources.

Procyclicality

Table 4.1: Selected Examples of Macroprudential Tools 

Tightening/loosening along the cycle of: 

Limits to foreign investment by domestic pension funds
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System (CGFS, 2010), central bankers viewed these 
measures as those aimed at reducing system-wide 
financial risks, including traditional microprudential 
instruments applied to the system as a whole; fiscal 
measures such as financial transaction taxes; and 
central bank tools used for system liquidity 
management (for example, reserve requirements).19

These measures are usually seen as complements to 
monetary policy.20 Table 4.1 lists instruments that 
have been used recently for macroprudential 
purposes as well as their main channels of operation 
(e.g., whether they operate on the asset side or 
liability side of financial intermediaries).  

 In the run-up to the global crisis, countries in the 
region used prudential tools for macroprudential 
purposes, and recently have started to redeploy 
them. Latin America authorities have relied not only 
on traditional prudential tools (for example, leverage 
ratios, limits on currency and maturity mismatches, 
limits on credit growth to specific sectors), but also 
have put in place dynamic loan-loss provisioning 
systems (see Box 4.1), actively managed marginal 
reserve requirements (see Box 4.2), and have 
imposed capital controls or limits on the net foreign 
exchange position of banks.21

 Many countries in the region are proactively 
thinking about ways to analyze interconnectedness, 
evaluate systemic importance of financial 
institutions, adjust capital requirements, and 
implement countercyclical capital buffers in line with 
the international discussions.22 Furthermore, 
authorities in the region already recognize the 
complexity of macroprudential objectives, including 
the matter of shared responsibility among different 

_______ 
19 It is important to keep in mind that reserve requirements are 
also a monetary policy tool. However, its use had been phased 
out in advanced economies as direct instruments of monetary 
policy were replaced by indirect (i.e., market-based) instruments, 
such as interest rates.  
20 See BIS (2010) for a Latin American perspective on how 
monetary policy and financial stability interact. 
21 In the past, countries also relied on reserve requirements on 
short-term borrowing of banks (e.g., Argentina in the 1990s, and 
Peru in more recent times). 
22 For a discussion on the implications of the global financial 
regulatory reform for the LAC region, see Rennhack (2009). 

authorities. Several countries already have taken steps on 
the institutional front to bring together different 
authorities through the creation of bodies responsible 
for macroprudential policy (e.g., Mexico’s Consejo de 
Estabilidad del Sistema Financiero), or establishing 
agreements to improve the exchange of information 
across regulatory institutions.23

 To address similar concerns, countries in Asia and 
emerging Europe also have implemented measures 
with macroprudential objectives.24 To manage 
procyclicality, central banks in the region have used 
countercyclical provisioning, loan-to-value ratios, loan-
to-deposit requirements, and direct controls on lending 
to specific sectors. The authorities have been 
addressing cross-sectional risks through capital 
surcharges for systemically important financial 
institutions, liquidity requirements/funding ratios, and 
limits on currency mismatches. More recently, 
measures relating to property lending markets (for 
example, mortgage lending limits, tightened loan-to-
value ratios, or down payment requirements), have 
been used to temper the surge in asset prices and/or 
sales in several countries and ease risks of asset bubbles 
or sharp market corrections in the event of capital 
outflows. These instruments were calibrated from 
existing microprudential settings taking into account 
macroeconomic conditions.25 Moreover, in line with 
the Latin American experience, the authorities have 
also used macroprudential measures to reduce the 
inflows and associated volatility from speculation in 
very specific asset markets (for example, limits on 
banks’ currency derivatives positions and on short- 
term external loans denominated in foreign currencies). 
_______ 
23 These agreements aim at strengthening the safety net of the 
financial system and improving confidence of the public in the 
system (e.g., Colombia’s formal agreements for the exchange of 
information between the Central Bank and the Supervisory 
Authority). 
24 See IMF(2010b, 2010c) for details. 
25 See CGFS paper No. 38 for details on experience with 
measures relating to property lending markets. For instance, an 
80 percent loan-to-value maximum is widely interpreted as a 
norm for residential real estate loans from a microprudential 
point of view, and tightening of this instrument has taken the 
form of 10-20 percentage point reductions, some of which were 
later reversed when conditions in the targeted markets were 
seen to have normalized.  
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Box 4.1. Dynamic Provisioning in Latin America

Dynamic loan-loss provisions are a countercyclical tool that requires the buildup of cushions 
against expected losses in good times and releases them in bad times.1 The calibration uses a 
statistical method to allow for losses that are inherent within the portfolio but which have not yet 
materialized (Financial Services Authority, 2009). In the economic downswing, some losses are met from 
the accumulated buffer.  

In the region, Bolivia (2008), Colombia (2007), Peru (2008), and Uruguay (2001) have in place 
systems of dynamic provisioning (Table).2 In Uruguay, the formula offsets loan delinquencies with 
provisions––as in Spain––whereas in Peru the system is a GDP-based dynamic loan-loss provisioning rule 
that is applied equally to all banks. In Bolivia, the system prescribes a general provision on prime quality 
loans, which can be drawn upon fully during a downswing.  

_______
 1 By contrast, capital adequacy ratios (CARs) protect a financial institution against unexpected losses. Although CARs also can 
be employed to deal with both expected and unexpected losses, provisions lessen fluctuations in recorded bank profitability at 
business cycle frequencies independently of the solvency of the bank (Borio and others, 2001). 
2 The Bank of Spain first introduced a dynamic and forward-looking provisioning system in 2000 to cope with credit risk 
(Fernández de Lis and others, 2001). The system was intended to account for “latent” risks of homogeneous categories of 
assets that could lead to expected levels of losses over the business cycle. Provisions were tied to the growth of assets and 
accumulated in a fund, which could be used to cover loan losses.  

Country
Year of 

introduction Forms of provisioning Trigger of rule Applicability Form of provisioning
Uruguay 2001 (i) Individual provisioning; and (ii) 

dynamic provisioning, which reflects the 
difference between monthly statistical 
losses on loans and the realized loan loss 
in that month.

Depends on individual NPLs. Depends on individual bank's portfolio. Cumulative funds gradually 
build over time.

Spain ¹ 2005 (i) The specific provision covers incurred 
losses individually identified in specific 
loans; and (ii) the general provision, to 
cover incurred losses, not yet individually 
identified, in homogeneous loan 
portfolios classified as normal and 
calculated using statistical procedures.

Depends on individual NPLs. Depends on individual bank's portfolio. Cumulative funds gradually 
build over time.

Colombia 2007 2 (i) Individual provisioning depends on the 
characteristic of the borrower; (ii) 
countercylical provisioning reflects 
changes in borrower's credit risk due to 
economic cycle; and (iii) generic 
provisioning of at least 1 percent of total 
loan portfolio.

Regulator decides, based on 
default probabilities, but has 
also some discretion. Recent 
revisions will make decision 
more rule based.

Systemic, but is moving to individual banks. Cumulative funds gradually 
build over time.

Bolivia 2008 (i) Specific provisioning; (ii) generic 
provisioning; and (iii) coutercyclical 
provisioning, with rates ranging from 1.5 
percent to 5.5 percent depending on the 
type of loan. During a contraction, banks 
can use these provisions to offset up to 
half of the additional specific provisions 
required.

Six consecutive months of 
deterioration in loan quality 
(provided that the dynamic 
provisioning has been phased 
in fully, and there is no 
objection by the regulator).

Loan quality is computed for individual 
banks. However, the regulator takes into 
account the macroeconomic and sectorial 
conditions to issue the "no objection" 
statement required to trigger the rule.

Cumulative funds gradually 
build over time.

Peru 2008 (i) Generic provision depends on credit; 
and (ii) procyclical rate, dependent on 
GDP growth.

GDP-based. Systemic. Procyclical provisioning is 
discrete, and only 
implemented once trigger set 
in place.

Source: Various regulators.

2 Starting in April 2010 dynamic provision is bank-specific.

Dynamic Provisioning: Cross-Country Comparison

¹ From 2000–04, the provisioning system was slightly different (there were three types of provisions instead of the current two and there were also some differences in the value of the parameters 
provided by the central bank’s model).
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Box 4.1. (concluded)

Dynamic provisioning helps lean against the wind.
A recent IMF study compared the Bolivian, Spanish, 
Peruvian, and Uruguayan provisioning systems using 
the actual Uruguayan cycle (Wezel, 2010). Each system 
induces a different path for provisioning (see the 
figure). For example, the Bolivian and Peruvian 
formulas yield a smoother path than the Spanish or 
Uruguayan systems. The comparison leaves open the 
question of whether the level of provisions is adequate 
or optimal. 

Macroprudential Policy 
Challenges in the Current Latin 
American Context 
 Amid lax global financing conditions (ample 
liquidity driven by low international interest rates 
and high risk tolerance) that will likely prove 
protracted, Latin American countries are 
currently facing capital inflow pressures that may 
be conducive to financial excess, including credit 
booms, asset price bubbles, and domestic 
demand exuberance, all of which increase 
systemic risk. Emerging market economies can 
be especially prone to credit booms and/or asset 
price bubbles. Lack of exchange rate flexibility 
and credit constraints can make domestic 
demand particularly sensitive to external financial 
conditions.26 Macroprudential policy would add 
an additional set of instruments to the policy 
toolkit, particularly when traditional  

_______ 
26 Beyond Dutch disease concerns, exchange rate flexibility in 
some countries may be limited for other reasons, including 
dollarization and risks of balance sheet effects. In this instance, 
macroprudential measures could play a bigger role in 
macroeconomic stability. 

macroeconomic policies may not be adequate, 
and would allow addressing financial excess  
in specific sectors.27

 Despite the emerging agreement on the need 
to adopt a macroprudential policy perspective,  
its implementation may prove challenging.  
These policies cannot be seen in isolation and 
considered a “silver bullet” to prevent the  
buildup of systemic risk and achieve financial 
and macroeconomic stability. Macroprudential 
policies need to be coordinated with 
macroeconomic policies. Moreover, many  
issues are still under discussion, which include 
how to track systemic risk, the level of 
granularity of the approach (that is, general 
versus sector-specific tools), the balance  
between rules and discretion, the perimeter of 
regulation, institutional arrangements and 
mandates, coordination and cooperation in

_______ 
27 With large and protracted capital inflows being the potential 
destabilizing source, capital controls may also play a useful role. 
See Ostry and others (2010) for details. 
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Box 4.2. Reserve Requirements as a Macroprudential Tool in Latin America 

The use of reserve requirements as a macroprudential tool has gained prominence, especially 
in emerging economies. The reason is threefold. First, increasing reserve requirements can help 
contain the pace of credit growth during an upswing, thus operating as a speed limit. Second, 
increasing reserve requirement in the upswing builds a buffer, that is, a cushion of reserves that can 
be deployed during the downswing to contain liquidity risks. Finally, they can complement monetary 
policy at times when the credit cycle is at odds with its goals. For instance, raising interest rates to 
contain demand pressures in the context of large capital inflows can be self-defeating if exchange 
rate flexibility is overly limited. Under such circumstances, increasing reserve requirements may 
substitute for an increase in interest rates. However, these benefits have to be weighed against its 
potential costs. Reserve requirements are difficult to calibrate and are costly taxes on intermediation. 
Therefore, their use seems more appropriate when standard and less costly policy instruments are 
insufficient to achieve financial or price stability (see Vargas and others, 2010).  

In Latin America, the central banks of Colombia and Peru have used marginal reserve 
requirements as a macroprudential tool in the recent past.1,2 They acted as a speed limit on 
credit growth during the upswing, as a countercyclical tool to manage capital flows and the credit 
cycle, and as a liquidity buffer that was built in good times and released in bad times. The central 
bank of Brazil also used reserve requirements as a device to pump up liquidity to the financial system 
during the crisis. 

 In Colombia, rapid demand growth was threatening to overheat the economy by 2006. Credit 
in some segments (e.g., consumption) was 
expanding at an annual rate of 50 percent in a 
context of a highly indebted private sector. 
Thus in early 2007, to contain the expansion of 
credit amid increasing capital flow pressures, the 
central bank imposed marginal reserve 
requirements on savings, checking, and CD 
deposits (see the figure). These measures were 
complemented with the use of price-based 
capital controls (unremunerated reserve 
requirements on capital inflows), and limits to 
derivatives exposures of the banking sector. In 
September 2008, the central bank removed the 
marginal reserve requirements in an effort to 
counteract adverse external conditions and 
support liquidity needs in the domestic financial 
system. Colombia did not experience major 
liquidity problems, and the countercyclical use of reserve requirements gave the central bank 
additional degrees of freedom to manage the external shock.3

______ 
1 By marginal, it is meant that reserves are required on each additional deposit made at a bank from the date on which 
the regulation is made.  
2 Reserve requirements have also been used countercyclically in other emerging market economies (EMEs), including 
China and India. For a discussion of the use of reserve requirements in EMEs and some historical data, see Mohanty 
and Turner (2008). 
3 For a detailed account of the developments and reasons surrounding the policy measures adopted in Colombia prior to 
the collapse of Lehman Brothers, see Uribe (2009). An analysis of the effects of reserve requirements in Colombia on 
the interest rate and interest rate pass-through is discussed in Vargas and others (2010). 
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Box 4.2 (concluded)

In Peru, the central bank has been active in using reserve requirements, in the upswing 
(prior to the global crisis), during the crisis, and more recently as the new cycle begins (see 
figures below on Peru). However, its goals may have differed at moments in time. In the upswing 
and prior to the crisis, the use of reserve requirements was motivated by large speculative capital 
inflows, which prompted the central bank to intervene in the market to limit exchange rate 
volatility.4 Such interventions were sterilized by issuing CDs, part of which were bought by foreign 
investors. This forced the central bank to switch instruments, specifically long-term deposits that 
could not be sold to foreign investors, and to impose reserve requirements on local and foreign 
currency deposits. The aim was to reduce liquidity in the market. At the time the central bank 
estimated that these measures were effective in reducing the amount of speculative inflows and 
equivalent to a 50 basis point increase in the reference rate. 

The case of Brazil has featured high levels of 
reserve requirements, allowing the central bank 
to lower reserve requirements for 
macroprudential purposes following the Lehman 
Brothers episode. In particular, to confront liquidity 
problems in the interbank market, the central bank 
reduced reserve requirements to support lending 
from large liquid banks to small illiquid banks (see 
figure at right). By introducing this liquidity provision 
mechanism during the crisis, the central bank was 
able to avoid financial stability problems in the 
system.

______
4 For details on this specific episode of capital inflows to Peru, see Jara and Tovar (2008).
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supervision at the national and international levels, 
and data requirements.28

 For now, a number of general considerations may 
help guide the use of prudential tools for 
macroprudential purposes and help eventually 
integrate those tools into policy decision making in 
Latin America.  

Interaction with monetary and fiscal policies.
Macroprudential policies should not be a substitute 
for fiscal and monetary policies playing a primary 
countercyclical role. However in a context of 
external financing distortions contributing to 
overexuberant conditions, over-reliance on 
monetary and fiscal policies may be suboptimal 
and/or inadequate to contain the macroeconomic 
impact. For instance, interest rate policy could 
exacerbate capital inflows under conditions limiting 
exchange rate flexibility, or the fiscal effort required 
to counter the private sector exuberance could 
introduce other significant distortions or not be 
feasible. In such contexts, the use of prudential 
instruments for macroprudential purposes could 
effectively add to the macroeconomic policy toolkit. 
Yet such policies should not substitute for an 
appropriate degree of exchange rate flexibility, the 
first and critical line of defense amid capital inflows. 

Broad-range oversight. Conditions of excess leverage 
can occur in any segment of the financial system 
(regulated or shadow) with material externalities to  

_______ 
28 See Bank of England (2009), Borio (2009), Brunnermeier and 
others (2009), Caruana (2008, 2010a), IMF (2009b), and IMF 
(2010) for discussions of these issues. 

the rest of the system and the overall economy. 
Macroprudential oversight therefore should 
encompass the entire financial spectrum and may 
also require monitoring the balance sheet of the 
corporate sector. 

Targeted intervention. To avoid distorting 
markets or segments not affected by 
overexuberant conditions, prudential measures 
should aim to “lean against the wind” in the 
specific sectors concerned at a particular 
juncture. Given the new nature of using 
prudential instruments for macroprudential 
purposes, constrained experimentation may be 
needed to explore effectiveness while taking into 
account potential negative side effects on the 
financial sector.29

Embedding macroprudential policies in an 
institutional setup. Given that there is an overlap of 
responsibilities and instruments in the conduct 
of macroprudential policies, it would be 
important to adopt an institutional mechanism 
with clear mandates, transparency, and principles 
for coordination and accountability. Because a 
macroprudential framework cannot only be rule 
based—it would be impossible to calibrate the 
appropriate tools for all circumstances—the 
approach would require some degree of 
judgment, with checks and balances among the 
different institutions in charge of stability. 

_______ 
29 To evaluate the suitability of different macroprudential tools, 
an important challenge is how to incorporate the financial sector 
in macroeconomic modeling. See Tovar (2009) for a general 
discussion and Beneš, Ötker-Robe, and Vávra (2009) and 
N’Diaye (2009) for more concrete applications to emerging 
market economies.  
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5. A Cross-Country Perspective on Growth in the 
Caribbean: The Role of Tourism and Debt 

After earlier success, growth performance in most 
Caribbean countries has been disappointing since the 
early 1990s. Growth has slowed, in many cases to less 
than that of relevant comparator countries. Income, 
rather than converging toward advanced country levels, 
has fallen further behind. This chapter analyzes the 
growth experience of the Caribbean countries from an 
international perspective. Two findings stand out. First, 
tourism has been a significant contributor to growth and 
in many countries there remains scope for further 
expansion of this sector. Second, a major increase in 
debt has hampered growth considerably. The 
implications are that policies that facilitate further 
development of tourism can pay dividends at the  
level of the macroeconomy. Perhaps the most promising 
role of policies lies in fiscal consolidation to support  
long-term growth.  

Growth Performance in the Last 
40 Years

On average, growth has been low in the 
Caribbean countries over the last four decades: 
2.2 percent based on PPP weights (3.4 percent 
based on a simple average). However, there is 
substantial heterogeneity across countries (Table 
5.1 and Figure 5.1).1 We divide the region into 
three broad analytical groups—the six Eastern 
Caribbean Currency Union countries (ECCU), 
which form a currency union and have a common 
central bank, three “commodity-exporting 
Caribbean countries” (CECC), and four “other 

_______ 
Note: This chapter was prepared by Nita Thacker and 
Sebastian Acevedo with contributions from Roberto Perrelli, 
Joong Shik Kang, and Melesse Tashu. 
1 The focus of this chapter is on the independent CARICOM 
countries, with the exception of Haiti, which is excluded 
because unlike the rest of CARICOM it has been 
characterized by significant political instability that has 
affected growth (see Box 5.1). 

Caribbean countries” (OCC).2 The countries in 
each group share common features and have 
different comparator groups.  

 Following strong growth in the 1970s and 
1980s, growth has subsequently slowed down 
considerably in the ECCU.3 At an average growth 
of about 6 percent in the 1970s and 1980s, the 
ECCU outperformed emerging and developing 

_______ 
2 The ECCU includes Antigua and Barbuda, Dominica, 
Grenada, St. Kitts and Nevis, St. Lucia, and St. Vincent and 
the Grenadines. The CECC includes Guyana, Suriname, and 
Trinidad and Tobago. OCC includes the Bahamas, Barbados, 
Belize, and Jamaica. 
3 The “convergence hypothesis” suggests that poor countries 
should grow faster than rich ones because poor countries 
have lower capital per capita and therefore there are 
increasing returns to capital. Among the three regions, the 
ECCU was the poorest in terms of per capita GDP in 1970. 

Table 5.1. On average, growth and volatility in the 
Caribbean has been lower than its comparators. 

Countries Countries Average 
Growth

Average 
Std. Dev.

Frequency 
of Growth 
Crashes 1

Caribbean (simple average) 13 3.4 4.7 4.5
Caribbean 13 2.2 4.7 4.5

ECCU 6 4.3 4.2 3.0
Non-ECCU Caribbean 7 2.1 5.0 5.9

Commodity exporters 3 2.6 5.5 9.4
Other Caribbean 4 1.7 4.7 3.2

Tourism-intensive Caribean 2 6 2.7 4.3 3.8
Non-Caribbean emerging 
and developing economies 136 5.1 6.8 6.2

Latin America 17 3.4 4.5 4.5
Non-Caribbean small islands 18 4.3 5.6 4.2

Countries with comparable 
income in 1970 3 31 3.7 5.0 5.0

GDP Growth and Volatility
(Based on real GDP growth rates (PPP) 1971 –2009)

Sources: World Economic Outlook ; and IM F staff calculations.
1 Share of years (in percent) with growth lower than -5.1 percent (which corresponds to the 
5th percentile of all country/years growth).
2 Antigua and Barbuda, Bahamas, Barbados, Grenada, St. Kitts and Nevis, St. Lucia.
3 Countries that are within ± half o f a standard deviation o f the average real GDP per 
capita o f the Caribbean countries in 1970. They include A lbania, Algeria, Angola, Bo livia, 
Brazil, Bulgaria, Chile, China,P.R., Hong Kong SAR, Colombia, Costa Rica, Cyprus, 
Ecuador, El Salvador, Guatemala, Hungary, Iran, I.R. o f, M alta, M exico, Nicaragua, 
Panama, Peru, Po land, Portugal, Romania, Seychelles, Singapore, South Africa, Taiwan 
Province of China, Turkey, Uruguay, and Vanuatu.      
Note: Figures for country groups are PPP-weighted averages.
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countries and other small islands (SIs) alike 
(Figure 5.1).4 This strong performance was driven 
by an expansion of agricultural exports (mainly 
bananas and sugar) under preferential trade 
arrangements with Europe, large aid inflows that 
followed independence from Britain, and an initial 
spurt from tourism. But growth halved in the next 
two decades as agricultural exports collapsed 
owing to the erosion of trade preferences, aid 
flows declined, and prices of commodity imports 
increased. Reflecting this overall growth, per 
capita GDP in the ECCU was rising faster than 
that of the rest of the world until the 1980s, but 
the trend has reversed since, and the ECCU has 
lost ground vis-à-vis other comparator countries, 
including the SIs.  

 The OCC group, which includes some of the 
larger and more tourism-intensive economies in 
the region, has underperformed vis-à-vis 
competitors in practically all the four decades. 
This reflects a combination of factors—declining 
agricultural exports (mainly sugar), higher 
commodity import prices, and an increase in debt. 
As a result, the region has fallen behind relative to 
other countries in Latin America and the emerging 
and developing countries, and per capita GDP has 
diverged significantly from the United States 
(Figure 5.2).  

 On the other hand, CECC countries have made 
a dramatic recovery since the late 1980s, reflecting 
increased production of minerals and fossil fuels 
as well as higher commodity export prices. This is 
particularly true for Trinidad and Tobago which is 
highly dependent on oil and gas production (this 
sector contributes about 40 percent to GDP). 
That said, despite the uptrend in the CECC per 

_______ 
4 For the purpose of this paper, SI economies comprise 23 
small islands other than those included in our study of the 
Caribbean. These are Bermuda, Cape Verde, Comoros, Cuba, 
Cyprus, Dominican Republic, Fiji, Haiti, Kiribati, Maldives, 
Malta, Marshall Islands, Mauritius, Federated States of 
Micronesia, Palau, Papua New Guinea, Samoa, São Tomé and 
Príncipe, Seychelles, Solomon Islands, Sri Lanka, Tonga, and 
Vanuatu. 

Figure 5.1 Caribbean countries are losing ground to 
their peers and the fast-growing emerging and 
developing countries. 
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capita GDP in the last twenty years, it is still 
well below U.S. per capita GDP (Figure 5.2).  

 Perhaps surprisingly, despite the openness 
of their economies and exposure to natural 
disasters, the volatility of output growth in 
both the ECCU and OCC has been 
considerably smaller than for the comparator 
group of other small island nations and for 
emerging and developing countries (Table 5.1). 
The same picture holds whether volatility is 
measured as the standard deviation of GDP 
growth, or is based on the frequency of growth 
crashes (events of large drops in activity). On 
the contrary, output volatility is much higher 
for the CECC although this reflects the 
volatility of commodity prices in general rather 
than any country- or region-specific factors.  

 With these stylized facts in mind, we analyze 
in the rest of the chapter the role of 
productivity and factor accumulation in the 
growth performance of the region, whether 
tourism is an activity that has traction for 
growth, and the implications of high 
indebtedness for growth. 

Figure 5.3. Growth is driven by changes in TFP for 
much of the Caribbean region. 
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Figure 5.2. Caribbean countries still have a lot of 
catching up to do. 
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Box 5.1. Haiti’s Growth Performance and Challenges 

Haiti’s growth performance has been 
persistently weak, with per capita GDP growth 
highly volatile and declining since the 1980s. Per
capita GDP has diverged increasingly from the 
Caribbean countries, the Dominican Republic, and 
other small islands in the rest of the world. As a 
result, the poverty rate is now the highest in the 
Western Hemisphere, with 72 percent of Haitians 
living on less than US$2 a day compared, for 
example, with 16 percent for the Dominican 
Republic.

Aside from exogenous shocks, much of Haiti’s 
growth divergence is explained by political 
instability and long-standing structural 
obstacles to growth. Haiti’s growth was at its 
strongest in the 1970s, owing to dynamic 
investment and structural reforms aimed at 
enhancing trade openness, education, and credit to the private sector. Growth started to decline in the 1980s 
as a result of political turmoil and decelerated further during the 1990s. In addition, private sector 
development and investment have been limited by dilapidated infrastructures, difficulty in enforcing 
property rights, and a challenging business environment. Results from standard growth accounting analysis 
show that negative total factor productivity and low capital accumulation explain most of Haiti’s weak 
growth performance.  

Nonetheless, economic performance had started to improve before the earthquake in 2009.
Following successful macroeconomic stabilization and the steady implementation of institutional and 
structural reforms in the context of successive IMF programs since 2004, real GDP growth picked up, 
averaging 2.3 percent a year between 2006 and 2009, compared with a decline of 0.5 percent per year during 
2000–05. Recognizing the government’s efforts and the needs of the country, donors agreed to cancel 
US$1.2 billion of eligible debt in June 2009 in the context of the Heavily Indebted Poor 
Countries/Multilateral Debt Relief Initiative. 

Medium-term growth challenges are daunting, and hinge importantly on successful post-
earthquake reconstruction efforts. The earthquake caused damages and losses amounting to 120 percent 
of GDP, and affected a third of the population, making it one of the most devastating natural disasters in 
recent history (aside from tropical storm Ivan, which destroyed 250 percent of Grenada’s GDP and affected 
about 60 percent of its population). Total donor pledges amount to US$10.2 billion over 10 years, which 
could triple annual aid inflows to Haiti from about 5 percent of GDP in 2004–09 to about 15 percent in 
2010–14. The authorities’ plan aims at raising medium-term growth to about 6 percent, mainly through (i) 
the creation of regional growth poles focusing on tourism, agriculture and agribusiness, and textile 
manufacturing; and (ii) enhancements in the transport and communication infrastructure (roads, ports, 
airports, and energy supply). The success of this strategy will depend crucially on the timely delivery of the 
promised international assistance and on the capacity of the government to work in partnership with the 
private sector and attract foreign direct investment.  

_______ 
Note: This box was prepared by Aminata Touré. 
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A First Pass: Growth Accounting 
 The standard growth accounting framework 
decomposes observed output growth into 
contributions of capital and labor and a 
residual that is associated with total factor 
productivity (TFP).5

 TFP explains the bulk of the variation in 
economic growth in the ECCU and CECC 
(Figure 5.3). A pickup in investment in the 1980s 
in the ECCU countries, much of it driven by 
tourism development, was accompanied by strong 
productivity growth and a pickup in GDP growth. 

 However, in subsequent decades, productivity 
growth declined noticeably, perhaps reflecting 
inadequate infrastructure and absence of 
complementary skill factors to capital (a problem 
common in developing countries). This lower 
productivity growth has led to a marked decline in 
output growth despite investment remaining 
relatively robust, as suggested by the large 
contribution of capital accumulation. This also 
suggests that instead of the amount invested, the 
type (and productivity) of investment should be at 
the forefront. In the CECC, modest increases in 
investment have been accompanied by a jump in 
productivity, helping the region to generate higher 
growth. In the OCC, the contribution of TFP has 
been much more marginal, both on average and in 
explaining growth swings, although TFP growth 
has slowed.  In this group of countries, the 
contribution of capital formation also seems 
modest, particularly when compared with world 
averages (Figure 5.4).  

_______ 
5 Growth accounting has some important limitations. First, it 
is based on two strong assumptions, complete markets and 
constant returns to scale. Second, the TFP component is 
measured as an unexplained residual and therefore picks up 
measurement errors in the data (for our sample of countries 
this could be quite significant). Also a failure to account for 
improvements in the quality and composition of the physical 
capital and the differences in human capital of the labor force 
will lead to an overestimation of TFP growth. Fourth, it does 
not provide any insight into why TFP changes from one 
period to another. 

 To further illustrate the importance of 
productivity, we calculate what output per worker 
would be assuming the Caribbean region achieves 
U.S. productivity level (Figure 5.5) or its capital  

Figure 5.5. There is significant scope for boosting 
growth by raising productivity. 
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Figure 5.4. Productivity growth in the region has been 
historically low compared with peers. 
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per worker level.6 Output could be doubled if
the region manages to raise productivity to U.S. 
levels, with the ECCU and the CECC benefiting 
somewhat more than the OCC.  Output  
would also increase if capital per worker were to 
reach U.S. levels, although the gain would be  
far less spectacular. This suggests that although  
a further boost in investment could enhance 
output, the main effort should be focused  
toward raising productivity. 

Does Tourism Help Growth? 
 Most Caribbean countries went through a 
transformation of their economies in the 1960s 
and 1970s, moving from dependence on 
agriculture to dependence on tourism. Today, 
tourism is by far the largest sector in several 
Caribbean countries and the largest private sector 
employer. However, the consequences of such 
strong specialization in tourism for long-term 
growth are not obvious. In theory, an expansion 
of the tourism sector, or more generally the 
service sector, could have either a positive or 
negative impact on long-term growth. On the 
positive side, the initial move to specialization 
according to this apparent comparative advantage 
could raise income levels initially, and thereafter 
the tourism sector could be a locus of ongoing 
growth, like any other.  

 On the negative side, specialization in services 
could mean lower productivity growth in the 
future—on the critical assumption that sectors 
such as manufacturing are special in terms of 
stimulating more productivity growth (see the May 
2010 Regional Economic Outlook for a summary of 
such arguments). 

 In practice, the historical and cross-country 
evidence suggests that tourism so far has led to an  

_______ 
6 To investigate this question, we use the level accounting 
methodology of Hall and Jones (1999) which decomposes the 
difference in output per worker between two countries as the 
difference between their capital-to-labor ratios and the TFP 
ratios (see Appendix Table 5.2). 

Figure 5.6. Tourism has a positive effect on growth that 
more than compensates for being a small island. 
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Figure 5.7. There is further scope to boost growth 
through tourism. 
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Box 5.2. Outlook for Tourism in the Caribbean—Is Cuba a New Competitor? 

The Caribbean economies analyzed in this 
chapter are accustomed to competition from 
Cuba, as it already draws significant tourist 
arrivals, particularly from Canada and Europe.
However, competition for the largest source of 
tourists to the Caribbean—the United States—is 
constrained by existing travel restrictions. Studies by 
Romeu (2008) and Romeu and Wolfe (2010) analyze 
how these restrictions have shaped, and helped, 
tourism to other Caribbean economies, likening these 
to the effects of preferential trade policies. Other 
things constant, U.S. restrictions on visits to Cuba 
have likely allowed higher prices for Caribbean 
tourism providers, and thus better terms of trade and 
higher real wages in Caribbean economies as a whole, 
than would otherwise have been the case.  

Current U.S. policy does allow some travel to 
Cuba, and the extent of restrictions on such visits 
has changed over the years. A tightening of 
restrictions for travel to Cuba by (mainly) its 
expatriates under U.S. jurisdiction was imposed in 
2004 and reversed in 2009. Romeu and Wolfe (2010) 
analyze the effects of these changes and find a 
significant impact of easing restrictions on travel to 
Cuba, suggesting that existing restrictions are 
significantly constraining broader U.S.  
travel to Cuba. 

More generally, under a hypothetical 
liberalization of current restrictions, the tourism market would need to find a new equilibrium as 
the cost for U.S. households’ travel to Cuba fell precipitously. The two best predictors of tourism flows
are the bilateral distance and economic size of trading partners.  Holding other factors constant, large 
countries trade more with each other, as do countries that are geographically close. The United States is by 
far the largest consumer of tourism services in the region; under liberalization, U.S. demand for the first time 
in fifty years would meet with Cuba, the region’s largest potential provider of tourism services—located 
closer to the United States than any other Caribbean destination except the Bahamas. As the rest of the 
Caribbean adjusts to losing the implicit trade subsidy provided by current travel restrictions, new tourism 
consumption patterns would emerge across all destination and visitor source countries.  

Such a hypothetical liberalization, however, would not immediately have a negative effect on 
tourism in other Caribbean countries—and for a time the effects would likely be positive. Amid 
capacity constraints in Cuba, particularly in terms of adequate hotel supply, a surge in demand from U.S. 
residents would likely “crowd out” visitors from other countries, likely sending many, for example, 
Canadians, to other islands.  Long-term competition from Cuba would depend in part on whether Cuban 
policies fostered expansion of the tourism industry, including reducing the high travel costs now associated 
with tourism in Cuba. 

_______
Note: This box was prepared by Rafael Romeu.
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increase in GDP in the Caribbean. The results 
from a panel regression using the standard growth 
model, augmented to include tourism, show a 
significant positive association between tourism 
and growth (Appendix Table 5.3).7 A 10 percent 
increase in tourist arrivals per capita raises 
economic growth by about 0.2 percent. In 
addition, not only the volume of tourism but also 
the quality and value added of tourism (as proxied 
by receipts per tourist) matter for growth. 
Furthermore, there appear to be no negative 
implications from attracting too many tourists, 
suggesting that a further expansion of this sector 
is likely to be beneficial for growth.8

_______ 
7 The panel uses cross-country data for 154 countries and 
covers a period of 29 years. 
8 When the quadratic term of “arrivals/population” is 
included in the regression, it has a positive and significant 
relation to growth, implying that there are no diminishing 
returns to more tourist arrivals. However, this abstracts from 

(continued)

 Interestingly, the positive contribution from 
specializing in tourism has helped to more than 
offset the negative impacts of geography and 
“being small.” In Figure 5.6, the blue arrows 
represent effects of variables that contributed 
positively to long-term growth and the purple 
arrows indicate effects of variables that have 
negatively affected long-term growth in the 
Caribbean. Tourist arrivals to the Caribbean 
countries have been higher than the world 
average; it has added 4.3 percentage points to 
growth in the region. At the same time, growth 
has been lower by 2.3 and 0.3 percentage points 
less per year on average given the island 
geographical nature of the Caribbean and the  

________________________________________ 
the limitations that could arise from lack of infrastructure 
(roads, airports, sanitation) that some of the islands may 
witness if tourist arrivals were to increase. 

Box 5.3. Debt and Growth 

Most studies that have looked at the relation between debt and growth conclude that high 
levels of public debt undermine economic performance by crowding out private investment 
and acting as a tax on future investment projects that also reduce investment.

Rising debt levels also cause uncertainty and loss 
of confidence in the government’s ability to 
manage macroeconomic balance, deterring 
investment and hence growth. Results from the 
Fiscal Monitor (IMF, 2010b) suggest that on 
average a 10 percent increase in initial debt 
reduces real per capita GDP growth by 0.2 
percent per year. In a recent study on 44 advanced 
and emerging economies covering a period of 
almost 200 years, Reinhart and Rogoff (2010) find 
that above a threshold of debt-to-GDP ratio of 90 
percent, median growth rates fall 1 percent while 
average growth falls even more. They also find 
that emerging markets have a lower threshold of 
external debt (60 percent) above which growth 
rates decrease by 2 percent or more. 
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(related) small absolute size of their economies, 
respectively. This suggests that specialization in 
tourism has been advantageous and indeed has 
offset some of the limitations that come from 
being a small island economy (for example, 
remoteness, higher transportation costs, 
diseconomies of scale).  

 There is scope for further growth by enhancing 
the role of the tourism sector (Figure 5.7), through 
both the number of arrivals and how much each 
tourist spends. Assuming that tourist arrivals were 
to equal the 90th percentile of the world level, this 
would increase GDP growth in the region by 
about 1 percentage point, with some countries 
losing out given that tourist arrivals are now above 
that 90th percentile level in some countries. 
However, growth jumps by 4 percentage points if 
tourist arrivals per capita in all the Caribbean 
countries (as included in this study) were to match 
the level of tourist arrivals in the Bahamas.  

 In terms of the average receipts per tourist, 
there is also some scope for additional growth, 
although this room is modest when the Bahamas 
is considered as the benchmark. Nonetheless, 
developing a niche and providing services that will 
attract high-end tourists could prove beneficial.  

 Dependency on tourism has not increased the 
volatility of growth. Using the standard deviation 
of growth as the dependent variable in our panel 
regression suggests that tourism not only raises 
per capita GDP growth but also helps to reduce its 
volatility.9 This is in line with the finding that 
volatility in the Caribbean has not been unusually 
high relative to other regions, as noted earlier.  

 One important caveat with the policy implications 
of all this analysis is the challenge that the Caribbean 
countries face from new competition if, as is 
speculated, the United States were to eliminate all 
restrictions on travel to Cuba (see Box 5.2). 

_______ 
9 Detailed results are available in the forthcoming IMF 
Working Paper: Growth in the Caribbean in Cross Country 
Perspective: The Role of Tourism and Debt. 

The Drag from Debt
 The Caribbean countries are among the most 
highly indebted countries in the world 
(Figure 5.8). Five of the thirteen Caribbean 
countries have public debt-to-GDP ratios of more 
than 100 percent, and an additional four have debt 
levels above 70 percent.  

 Most of the public debt accumulation has 
occurred since the mid-1990s. In the ECCU, this 
reflects a worsening of the primary balance and 
increased off-budget spending and, to a lesser 
extent, the rise in interest costs relative to GDP 
growth. Although some ECCU countries have 
access to concessional resources from 
international financial institutions (IFIs), reliance 
on domestic debt is high in some countries, with 
commercial banks significant providers of debt. In 
these instances, interest costs have also been high. 
In the non-ECCU countries, many of which have 
access to international markets, the main reason 
for debt accumulation has been the rise in the 
interest bill relative to GDP growth, while  

Figure 5.8. Caribbean countries are among the most 
highly indebted countries in the world.
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primary deficits have remained modest. In these 
countries, the realization of various types of 
contingent liabilities has also added to public 
sector debt. 

 Debt has negatively and significantly affected 
growth in the Caribbean, if one considers the 
cross-country experience as a guide (Box 5.3).10

The evidence shows that for debt-to-GDP 
ratios above 30 percent, debt reduces growth. 
The negative impact of debt increases when the 
debt-to-GDP ratio crosses the 60 percent 
threshold.11 Moreover, once debt is considered, 
investment no longer appears to have a positive 
impact on growth, suggesting that government 
spending is crowding out private investment 
(Appendix Table 5.3).  

 Although tightening fiscal policy might slow 
growth in the short term, it appears that lowering 
the debt-to-GDP ratio, when it is above 
60 percent, tends to improve the economic 
performance of a country over the medium term 
(Figure 5.9).12 A reduction in public debt 
encourages private investment through its effect 
on long-term interest rates. It also reduces the fear 
of tax hikes in the future. Thus, declining debt 
levels are associated with higher growth. For 
example, in the ECCU growth halved in periods 
of rising debt levels, relative to periods in which 
debt was falling, although the impact for the other 
two groups is more modest.  

_______ 
10 To investigate this, we consider the panel regressions using 
the standard growth equation, augmented by tourism (as in 
the last section) and including debt. More detailed discussion 
of the results will be available in the forthcoming IMF 
Working Paper: Growth in the Caribbean in Cross Country 
Perspective: The Role of Tourism and Debt. 
11 Following Kumar and Woo (2010) and Patillo, Poirson, 
and Ricci (2002), the approach explores the nonlinearities of 
the growth-debt relationship by introducing interactions 
terms between debt and dummies for three ranges of debt-to-
GDP: 0 to 30 percent, 30 to 60 percent, and 60 percent and 
above, and by including a quadratic specification for the debt 
variable. 
12 See also Chapter 3 of the October 2010 World Economic 
Outlook.

Figure 5.10. Reducing debt has a positive impact on 
growth, and the inverse is also true. 
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Figure 5.9. Reducing debt from high levels helps 
growth. 
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 To illustrate further the inverse relationship 
between debt levels and GDP growth 
(Figure 5.10), we calculate by how much growth 
would increase if the region were to reduce the 
debt-to-GDP ratio to 60 percent (for the CECC 
countries this actually implies raising debt levels). 
Not surprisingly, the biggest positive impact 
would be for the ECCU countries, where three of 
the six countries have debt levels well above 
100 percent of GDP. Thus, a reduction in debt in 
the ECCU to 60 percent would add about a 
quarter percentage point to growth. If the ECCU 
were to further reduce debt to the average level 
for emerging and developing countries (about 45 
percent), growth could increase by about half a 
percentage point. On the other hand, CECC 
countries should continue to keep their debt  
levels low because an increase in debt would  
lower growth.

Conclusions  
 Although the Caribbean countries’ per capita 
GDP increased significantly in the 1970s, in the 
last twenty years they have lost ground to their 
small island peer countries and the fast-growing 
emerging and developing countries. That said, 
growth performance has been quite 
heterogeneous, with the ECCU countries 
recording the best performance overall, and the 
CECC making up the ground they lost in the 
1980s. However, all three groups need to do a 
great deal of catching up before they can reach the 
U.S. per capita GDP level.

 Improvement of TFP has been the single most 
important driver of growth for much of the  

region. The decline in TFP growth despite high 
levels of capital accumulation accounts for the 
relatively poor performance of the ECCU 
countries in recent years. On the other hand, 
improvements in TFP combined with increased 
investment as a result of higher commodity prices 
since the late 1980s has helped the region’s 
commodity-exporting countries (CECC) to gain 
lost ground. Although it is difficult to pinpoint the 
factors behind the large decline in TFP given that 
it could represent anything from lack of 
complementary factors and lack of innovation to 
simple measurement errors, efforts to improve 
TFP, through stronger institutions and adoption 
of new technology, are bound to help boost 
growth in the region.  

 Tourism has been an important contributor to 
growth, and there is significant scope in many 
countries to boost growth by enhancing the 
performance of this sector. However, to improve 
growth prospects a key issue that needs to be 
addressed is the rising debt level in the region. To 
the extent that governments are proactive in 
reducing debt, growth will improve not just by 
reducing budgetary interest costs and creating 
fiscal space but, more importantly, through  
their effect on reducing long-term interest rates 
and building confidence and increasing private 
sector investment.  

 The future of the Caribbean lies in its efforts to 
improve productivity and competitiveness in the 
tourism industry and the willingness of 
governments to reduce the high levels of debt that 
would create the necessary fiscal space to address 
future shocks to their economies.



78

Appendix

Country Year
Output 

per worker
Capital 

per worker
Productivity

Antigua and Barbuda 1990
2000 0.41 0.32 0.62
2007 0.47 0.40 0.66

The Bahamas 1990 0.85 0.70 0.96
2000 0.70 0.83 0.75
2007 0.64 0.92 0.66

Barbados 1990 0.73 1.25 0.67
2000 0.59 0.92 0.61
2007 0.59 0.77 0.65

Belize 1990 0.30 0.38 0.42
2000 0.28 0.29 0.43
2007 0.29 0.25 0.47

Dominica 1990 0.17 0.18 0.31
2000 0.14 0.15 0.28
2007 0.12 0.15 0.24

Grenada 1990 0.41 0.77 0.45
2000 0.46 1.02 0.45
2007 0.40 0.90 0.42

Guyana 1990 0.06 0.29 0.09
2000 0.07 0.22 0.12
2007 0.06 0.17 0.12

Jamaica 1990 0.31 0.47 0.40
2000 0.24 0.41 0.33
2007 0.23 0.35 0.33

St. Kitts & Nevis 1990 0.26 0.35 0.38
2000 0.30 0.28 0.47
2007 0.38 0.49 0.48

St. Lucia           1990 0.38 0.27 0.59
2000 0.32 0.38 0.44
2007 0.32 0.35 0.46

St. Vincent & the Grenadines 1990 0.14 0.15 0.28
2000 0.13 0.17 0.24
2007 0.16 0.18 0.29

Suriname 1990 0.35 0.41 0.48
2000 0.22 0.38 0.30
2007 0.26 0.52 0.33

Trinidad & Tobago 1990 0.36 0.80 0.39
2000 0.41 0.54 0.51
2007 0.60 0.48 0.78

Table 5.2. Caribbean: Output Growth and Its Components; Ratio to United States Values, 
1990–2007 
(Percent, adjusted for the effect of hurricanes on capital)

Sources: Emergency Disaster Database (EM-DAT), CRED (2010); and Heston, Summers, and Aten (2009); IMF staff calculations.
Note: More detailed data (since 1970) available in the forthcoming Working Paper: Grow th in the Caribbean in Cross Country 
Perspective: The Role of Tourism and Debt.
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Table 5.3. Tourism, Debt, and Growth

Variables (1) (2) (3) (4) (5) (6) (7) (8)

Convergence -2.055*** -3.582*** -3.692*** -4.019*** -3.888*** -2.343*** -2.424*** -2.421***
(0.324) (0.406) (0.407) (0.426) (0.421) (0.613) (0.620) (0.621)

Government / GDP -1.000** -0.926* -0.773 -0.551 -0.722 -1.014 -1.036 -1.016
(0.455) (0.476) (0.470) (0.486) (0.477) (0.657) (0.661) (0.662)

Primary education 1.985*** 1.270* 1.201 0.805 1.510** 0.404 0.245 0.220
(0.730) (0.743) (0.737) (0.766) (0.760) (1.352) (1.353) (1.367)

Openness 1.354*** 0.182 0.251 0.036 0.160 0.693 0.621 0.619
(0.377) (0.414) (0.407) (0.420) (0.415) (0.592) (0.594) (0.594)

Inflation -0.522*** -0.534*** -0.518*** -0.497*** -0.506*** -0.468** -0.498*** -0.498***
(0.134) (0.126) (0.126) (0.129) (0.126) (0.184) (0.186) (0.186)

Terms of trade 0.043** 0.081*** 0.080*** 0.086*** 0.082*** 0.111*** 0.110*** 0.110***
(0.020) (0.019) (0.019) (0.019) (0.019) (0.030) (0.030) (0.030)

Life expectancy 7.272*** 5.097** 5.083** 3.874* 5.476** -3.337 -3.542 -3.499
(2.390) (2.272) (2.267) (2.243) (2.283) (3.806) (3.784) (3.808)

Investment / GDP 2.824*** 1.221*** 1.311*** 0.897** 1.364*** 1.005 0.933 0.967
(0.473) (0.455) (0.456) (0.451) (0.457) (0.761) (0.767) (0.766)

Size 0.000* 0.000*** 0.000*** 0.000*** 0.000*** 0.000** 0.000** 0.000**
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)

Arrivals / population 1.795*** 1.915*** 2.159*** 2.516*** 1.763*** 1.833*** 1.830***
(0.265) (0.271) (0.271) (0.440) (0.405) (0.404) (0.404)

Small islands -2.991*** -3.099*** -3.339*** -2.595** -2.575** -2.608**
(0.906) (0.971) (0.949) (1.263) (1.278) (1.275)

Receipts per tourist 0.426**
(0.212)

(Arrivals / population)2 0.096*
(0.057)

Debt / GDP -0.509**
(0.230)

(Debt / GDP)*Dummy 0–30 -0.270 -0.269
(0.335) (0.330)

(Debt / GDP)*Dummy 30–60 -0.418
(0.268)

(Debt / GDP)*Dummy >60 -0.444*
(0.241)

(Debt / GDP)*Dummy 30–90 -0.422*
(0.256)

(Debt / GDP)*Dummy >90 -0.453*
(0.240)

(Debt / GDP)2 0.026
(0.047)

Constant -29.730*** 9.310 10.390 25.345** 9.665 38.936** 38.183** 41.364**
(8.740) (9.917) (9.919) (10.648) (9.943) (16.455) (16.585) (16.272)

Observations 791 760 760 749 760 467 467 467
Number of countries 154 152 152 151 152 136 136 136
Note: *** p-value <0.01; ** p-value <0.05; * p-value <0.1. Standard errors in parentheses.
The estimation used data from 154 countries covering a period of 29 years from 1979 to 2007, w hich w e divide into f ive 5-year intervals and 
one 4-year interval. The dependent variable is the average real per capita GDP grow th rate. The variable convergence is the log of per 
capita GDP at the beginning of the period, w hile the rest of independent variables are 5-year averages and are expressed as logarithms 
(except for Size). The procedure used in the estimation w as the Hausman-Taylor estimator, w hich allow s the use of a random effects model 
(to include time-invariant variables such as size and small islands) w hile correcting for the correlation of investment / GDP and the tourism 
variables w ith the individual effects ui of each country.

GDP Growth
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Western Hemisphere
Main Economic Indicators ¹

1996- 
2005 2006 2007 2008 2009 2010 2011

1996-
2005 2006 2007 2008 2009 2010 2011

1996- 
2005 2006 2007 2008 2009 2010 2011

Avg. Proj. Proj. Avg. Proj. Proj. Avg. Proj. Proj.

North America
Canada 3.3 2.8 2.2 0.5 -2.5 3.1 2.7 2.1 1.4 2.5 1.9 0.8 2.1 2.0 1.0 1.4 0.8 0.4 -2.8 -2.8 -2.7
Mexico 3.7 4.9 3.3 1.5 -6.5 5.0 3.9 10.6 4.0 3.7 6.5 3.5 4.5 3.0 -1.9 -0.5 -0.8 -1.5 -0.6 -1.2 -1.4
United States 3.4 2.7 1.9 0.0 -2.6 2.6 2.3 2.6 2.2 4.1 0.7 1.9 0.5 1.2 -3.7 -6.0 -5.1 -4.7 -2.7 -3.2 -2.6

South America
Argentina ³ 2.5 8.5 8.7 6.8 0.9 7.5 4.0 6.0 9.8 8.5 7.2 7.7 11.0 11.0 -0.1 3.2 2.3 1.5 2.0 1.7 1.2
Bolivia 3.3 4.8 4.6 6.1 3.4 4.0 4.5 4.2 4.9 11.7 11.8 0.3 3.5 3.5 -2.7 11.3 12.0 12.1 4.6 6.5 5.2
Brazil 2.4 4.0 6.1 5.1 -0.2 7.5 4.1 7.4 3.1 4.5 5.9 4.3 5.2 4.8 -2.0 1.2 0.1 -1.7 -1.5 -2.6 -3.0
Chile 4.3 4.6 4.6 3.7 -1.5 5.0 6.0 3.7 2.6 7.8 7.1 -1.4 3.7 3.0 -1.5 4.9 4.5 -1.5 2.6 -0.7 -2.0
Colombia 2.3 7.1 6.3 2.7 0.8 4.7 4.6 10.5 4.5 5.7 7.7 2.0 3.2 3.3 -1.8 -1.9 -2.8 -2.9 -2.2 -2.7 -2.8
Ecuador 3.3 4.8 2.0 6.5 0.4 2.9 2.3 29.4 2.9 3.3 8.8 4.3 3.7 3.2 -1.2 3.9 3.6 2.2 -0.7 -0.8 -1.6
Guyana 1.6 5.1 7.0 2.0 3.0 2.9 3.1 5.4 4.2 14.0 6.4 3.7 4.5 4.0 -7.6 -13.1 -11.1 -13.2 -8.6 -11.3 -10.2
Paraguay 1.2 4.3 6.8 5.8 -3.8 9.0 5.0 8.8 12.5 5.9 7.5 1.9 5.5 5.5 -1.6 1.4 1.8 -2.5 -1.0 -1.2 -1.6
Peru 3.4 7.7 8.9 9.8 0.9 8.3 6.0 4.0 1.1 3.9 6.7 0.2 2.8 2.0 -2.8 3.1 1.3 -3.7 0.2 -1.3 -2.2
Suriname 3.4 3.8 5.2 6.0 2.5 4.0 4.7 30.3 4.7 8.4 9.3 1.3 12.4 4.9 -14.6 7.5 7.5 4.0 -2.4 0.1 -2.3
Uruguay 1.3 4.3 7.5 8.5 2.9 8.5 5.0 11.0 6.4 8.5 9.2 5.9 7.0 6.0 -0.9 -2.0 -0.9 -4.8 0.7 -0.1 -0.7
Venezuela 2.0 9.9 8.2 4.8 -3.3 -1.3 0.5 30.8 17.0 22.5 30.9 25.1 33.3 31.0 8.0 14.8 8.8 12.0 2.6 7.8 8.2

Central America
Belize 5.8 4.7 1.2 3.8 0.0 2.0 2.3 1.9 2.9 4.1 4.4 -0.4 5.9 2.5 -12.7 -2.1 -4.1 -9.8 -6.8 -5.7 -6.7
Costa Rica 4.5 8.8 7.9 2.8 -1.1 3.8 4.2 11.6 9.4 10.8 13.9 4.0 5.5 4.5 -4.1 -4.5 -6.3 -9.2 -1.8 -4.2 -4.8
El Salvador 2.7 4.2 4.3 2.4 -3.5 1.0 2.5 3.3 4.9 4.9 5.5 0.0 1.5 2.8 -2.5 -4.2 -6.0 -7.6 -1.8 -2.8 -3.1
Guatemala 3.3 5.4 6.3 3.3 0.5 2.4 2.6 7.8 5.8 8.7 9.4 -0.3 5.5 5.0 -5.2 -5.0 -5.2 -4.5 -0.6 -2.9 -3.5
Honduras 3.9 6.6 6.2 4.0 -1.9 2.4 3.5 11.5 5.3 8.9 10.8 3.0 5.7 5.8 -4.7 -3.7 -9.0 -12.9 -3.2 -6.3 -6.9
Nicaragua 4.1 4.2 3.1 2.8 -1.5 3.0 3.0 8.3 9.4 16.9 13.8 0.9 7.0 6.7 -19.7 -13.6 -17.7 -24.1 -13.7 -16.4 -16.0
Panama 5.0 8.5 12.1 10.1 3.0 6.2 6.7 1.2 2.2 6.4 6.8 1.9 4.1 2.7 -5.2 -3.1 -7.2 -11.6 0.0 -7.9 -7.9

The Caribbean 
Antigua and Barbuda 4.3 12.9 6.5 1.8 -8.9 -4.1 3.1 1.9 0.0 5.2 0.7 2.4 -1.1 4.4 -11.2 -31.4 -32.9 -29.4 -25.4 -14.8 -16.7
The Bahamas 3.8 3.5 1.9 -1.7 -4.3 0.5 1.5 1.7 2.3 2.9 4.5 1.3 1.7 1.2 -9.7 -19.6 -17.8 -15.9 -12.6 -13.9 -13.7
Barbados 2.4 3.6 3.8 -0.2 -5.5 -0.5 3.0 2.8 5.7 4.8 7.2 4.3 5.0 2.2 -5.2 -6.9 -4.5 -9.6 -5.8 -4.2 -4.2
Dominica 0.8 4.8 2.5 3.2 -0.3 1.4 2.5 1.5 1.8 6.0 2.1 3.2 1.5 1.5 -19.0 -15.7 -25.0 -31.8 -28.1 -25.4 -23.3
Dominican Republic 5.2 10.7 8.5 5.3 3.5 5.5 5.5 12.8 5.0 8.9 4.5 5.8 6.3 5.0 -0.8 -3.6 -5.3 -9.9 -4.6 -6.9 -6.3
Grenada 4.7 -2.3 4.9 2.2 -7.7 0.8 2.0 2.0 1.7 7.4 5.2 -2.4 4.7 2.0 -19.7 -33.2 -43.2 -38.7 -25.7 -25.0 -26.0
Haiti 1.0 2.2 3.3 0.8 2.9 -8.5 9.8 16.5 12.4 7.9 19.8 -4.7 8.5 8.6 -0.7 -1.4 -0.3 -4.5 -3.2 -2.1 -3.7
Jamaica 0.7 3.0 1.4 -0.9 -3.0 -0.1 1.8 10.2 5.7 16.8 16.8 10.2 10.2 5.3 -5.9 -10.0 -16.5 -18.3 -10.5 -7.7 -7.3
St. Kitts and Nevis 3.7 2.6 4.2 4.6 -5.5 -1.5 0.5 3.6 7.9 2.1 7.6 1.0 2.2 2.5 -25.6 -20.4 -24.0 -34.2 -26.4 -24.7 -22.8
St. Lucia 1.7 4.8 1.5 0.7 -5.2 1.1 2.3 2.4 0.7 6.8 3.8 1.0 1.9 2.1 -13.6 -30.2 -31.3 -30.7 -20.0 -21.2 -22.1
St. Vincent and Grenadines 3.1 7.6 8.0 -0.6 -1.0 0.5 2.0 1.8 4.8 8.3 8.7 -1.6 1.9 2.9 -18.4 -23.7 -34.6 -35.2 -34.7 -48.3 -33.0
Trinidad and Tobago 7.9 13.2 4.8 2.4 -3.5 1.2 2.5 4.6 9.1 7.6 14.5 1.3 10.4 6.0 3.7 39.6 24.8 31.3 9.0 17.8 16.7

Memorandum:
Latin America and the Caribbean 3.0 5.6 5.7 4.3 -1.7 5.7 4.0 9.8 5.1 6.3 8.2 5.0 6.8 6.0 -1.5 1.6 0.4 -0.7 -0.6 -1.2 -1.6

(Simple average) 3.2 5.7 5.4 3.6 -1.4 2.7 3.6 8.4 5.5 7.9 8.9 2.8 5.9 5.0 -6.6 -5.0 -7.5 -9.6 -6.9 -7.1 -7.0
LA-7 2.9 5.5 5.7 4.2 -2.0 6.0 4.1 2.9 5.5 5.7 4.2 -2.0 6.0 4.1 87.7 105.5 111.6 116.3 114.0 120.8 125.7
East Caribbean Currency Union 3.0 6.6 5.6 1.9 -6.7 -1.0 2.1 1.5 2.8 5.8 4.2 0.7 1.5 2.7 -17.5 -30.9 -35.4 -36.9 -26.7 -25.4 -22.5

Output Growth Inflation External Current Account Balance
(Percent) (End-of-period, percent) ² (Percent of GDP)

Source: IMF staf f  calculations.
¹ Regional aggregates calculated as PPP GDP-weighted averages, unless otherwise noted.
² End-of-period (December) rates,  These will generally dif fer f rom period average inf lation rates reported in the IMF, World Economic Outlook, although both are based on identical 
underlying projections.
³ Private analysts estimate that consumer price index inf lation has been considerably higher. The authorities have created a board of  academic advisors to assess these issues. 
Private analysts are also of  the view that real GDP growth has been lower than the of f icial reports since the last quarter of 2008.

Fiscal year data.
Includes Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela. These comprise the seven largest economies in Latin American and the Caribbean.
Includes Anguilla, Antigua and Barbuda, Dominica, Grenada, Monseratt, St. Kitts and Nevis, St. Lucia, and St. Vincent and the Grenadines.
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