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BACKGROUND PAPERS

I TRADE DEVELOPMENTS IN LATIN AMERICA AND THE
CARIBBEAN!

Trade has slowed in the LAC region over the past several years, mostly reflecting global economic
developments—including sluggish output growth, lower commodity prices, and weak investment.
Structural factors—such as a slower pace of trade liberalization and transportation cost reductions, and
an increase in trade protection and trade costs—have also contributed to lower trade growth in LAC and
other countries. Given a weak outlook for economic growth, LAC's prospects for better trade performance
will require reinvigorating its trade policy agenda and making progress on trade barriers and other trade
costs.

A. LAC Trade in the Global Context

1. In the post crisis period, global trade growth slowed in both nominal and real terms.
Global trade in values has declined sharply since 2011, posting an 11 percent drop in 2015, the
second largest fall since 1950 (after the 23 percent contraction during the Global Financial Crisis
(GFQ)). A large part of the decline reflects valuation effects, with fuel and metals prices falling by

44 percent and 23 percent, respectively (Figure 2, panel d) in 2015. In addition, trade in volumes has
also decelerated. Real global trade growth slowed to 3 percent on average between 2012-2015, half
of its average annual growth rate in the pre-crisis period (2002-2007) (Figure 2, panel a), mostly due
to sluggish global GDP growth (IMF 2016a). Among other reasons, changing consumption patterns,
due to the growing aging populations, have increased the relative demand for nontradable goods.

2. Trade patterns in Latin America and the Caribbean (LAC) have closely mirrored those
in the rest of the world. Growth in trade values and volumes in LAC have significantly declined in
the last several years. Real trade in LAC contracted in the last three years at an annual average
growth rate of 2.7 percent, driven by very weak imports, in contrast to other regions, which eked out
broadly stable import volumes. LAC's contraction in real imports is partly a consequence of the
region’s economic underperformance relative to other developing economies, as the LAC region has
been adjusting to the slump in commodity prices, the correspondingly wealth effect through
currency depreciation, and recessions or below potential growth in Brazil, Argentina and Venezuela,
which represent slightly more than 50 percent of the region’s economy. The pass-through of the
exchange rate on inflation has resulted in higher levels of inflation through increased import prices.
This, combined with subdued economic growth, negatively affected investment, and hence, import
demand has been flat or negative.

3. In recent years, the fast pace of global trade growth relative to GDP growth has ended.
The ratio of import growth to GDP growth fell from an average of 2.3 during 2002-2011 to an

! Prepared by Daniela Estrella Morgan. I would like to thank Ana Ahijado for useful inputs and Valerie Cerra for
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Cluster Report on Trade Integration in Latin America and the Caribbean. This paper describes research in progress by
the author and is published to elicit comments and to encourage debate. The views expressed in this paper is that of
the author and do not necessarily represent the views of the IMF, its Executive Board, or IMF management.
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average ratio of 1.2 during 2012-2016. Although this ratio has declined for all regions, trade volumes
grew significantly less than real GDP in Emerging Asia during 2013-2015, a dramatic shift in behavior
relative to the period 1980-2012. In LAC, both real GDP and real imports contracted during the last
two years; however, imports contracted at a higher rate. In contrast, in Advanced Economies, trade
volumes still slightly outpaced real GDP. Even so, the contribution to global trade growth from
emerging and developing countries has dropped from around 40 percent before the global financial
crisis (2002-2007) to 30 percent in the recent years (2012-2016).

4. Sluggish private investment in many advanced and emerging market economies
contributed to the decline in the growth of trade relative to GDP (IMF, 2016a). Private
investment is more trade-intensive compared with other expenditure components of demand,
especially public spending, which is directed more toward non-tradable goods (ECB, 2016).
Investment is highly pro-cyclical whereas public expenditure may be countercyclical in countries that
have fiscal space to stimulate the economy when growth falls below potential. Consistent with slow
investment growth since the GFC, trade in capital and intermediate goods have slowed more than
trade in consumption goods (IMF, 2016a). China’s process of rebalancing from investment to
consumption-led growth has also played a role in this trend, as well as the fall in commodity prices.
Investment and its related import demand in LAC have been suppressed in response to the drop in
commodity prices and economic recessions in major economies of LAC.

5. The creation of global value chains (GVCs) boosted trade during the last two decades,
but may have run its course in recent years (IMF, 2016a). Global value chains (GVC) describe the
fragmentation of production processes in which intermediate goods are shipped across borders
multiple times, with each exporting country adding value along the production chain to final
consumption (ECB, 2016). During the 2000s, intermediate goods from emerging economies joined
global production processes at a faster pace than those from advanced economies. However, GVC
creation has stalled since 2011 (ECB, 2016), especially in China, in which imports of parts and
components in total exports decreased from 60 percent in the mid-1990s to 35 percent in 2015 as
Chinese firms substituted from foreign inputs to domestic inputs (Constantinescu et. al, 2015). This
trend reflected a sharp reduction of transport and communication costs in the interior of China
relative to the rest of the world, leading China’s coastal regions to source relatively more inputs from
the Chinese interior (Kee and Tang, 2014). The pace of production fragmentation also matured due
to increasing labor costs in key emerging markets. LAC's participation in GVCs has lagged behind
other emerging regions and has stalled in countries like Argentina, Bolivia, Uruguay and Venezuela
(Figure 5). Thus, LAC may still have room to enhance participation in GVCs.

6. Foreign direct investment flows have also been strongly linked to trade in LAC. FDI
rose sharply in most regions of the world, including LAC, from the late 1990s until the GFC. FDI has
been linked in part to GVC creation and international vertical specialization, spurred by the
information and communication technology shock. FDI in LAC has also reflected investment in
natural resource sectors, especially during the commodity boom. FDI is still growing in Emerging
Asia, but has tapered off in LAC as the commodity cycle has reversed and economic growth
weakened (Figure 4).
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7. In the Caribbean and Central America, service sector exports have significantly
increased in importance, with the share approaching nearly half of total exports. In
comparison, the share only increased from 18 percent in 1975 to 26 percent in 2015 in advanced
economies, and has not surpassed 16 percent in South America, emerging and developing Asia,
MENA, and SSA. Services trade in Caribbean and Central America mainly reflects tourism (Figure 6).
While these exports depend somewhat on economic cycles in the U.S., Canada, and some other
advanced economies, they are less volatile than commodity exports or manufacturing sector goods
(IMF, 2016a). Thus, the global trade slowdown has been less severe for services than goods exports.

B. Trade Links and Spillovers

8. Globalization has increased the importance of analyzing economic spillovers, including
the transmission of shocks through trade linkages across countries. Advanced economies have
represented a large share of import demand. However, since 2000, developing and emerging
economies, mainly those from developing Asia, increased their share in global trade. In fact, China’s
share of world imports in real terms increased from 2 percent in 1998 to more than a quarter

(27 percent) of total imports in 2015.

9. The United States and China are key trading partners for many countries in LAC. The
United States is an important trading partner for South America as it imports oil from Ecuador,
Venezuela and Colombia, and manufactured goods from Peru, Chile and Brazil. China is also an
important export destination for several countries in the region, especially since China has
represented more than half of global demand for major base metals in recent years. For example,
Chile and Peru are the world’s largest and third largest copper producers, respectively, while Brazil is
third largest in iron ore production. In 2015, exports to China from Chile, Peru, and Brazil
represented 8 percent, 5 percent, and 2% percent of each country’s GDP, respectively. Therefore,
China’s economic transition to a more sustainable growth path, based on consumption rather than
investment, is likely to have a significant effect on mineral-exporting countries like Chile, Peru and
Brazil, through its impact on commodity prices and lower demand.

10. The largest economies in LAC, Brazil, Argentina and Mexico, have not played the same
role as regional trade hubs as China has done for developing Asia. Brazil and Mexico are top-
five trading partners for no more than 12 regional partners (IMF, 2015a). For Mexico, this mostly
reflects its very strong trade relationship with the United States. The countries from the Southern
Cone (Paraguay, Uruguay, Argentina and Bolivia) have significant trade linkages with Brazil, but the
exchange of goods and services from the rest of the region with Brazil is weak.

11. Intra-regional trade could also imply additional indirect exposures to China and the
U.S. Indirect exposures reflect trade links of other countries in the region with China and the U.S.
Adler and Sosa (2012) measure country i's indirect exposure to China as the weighted average of
country i's trading partners’ direct exposures to China, multiplied by the share of each trading
partner in country i's total exports. According to this measure, overall exposure to China and US
almost double for the Southern Cone countries while the effect is minimum for the Andean
Countries (Chile, Peru, Colombia, Ecuador and Venezuela).
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C. Trade Barriers Developments

12. Structural factors have also contributed to global trade developments, including the
recent trade slowdown. According to Constantinescu et. al (2015), nearly half of the trade
slowdown relative to GDP growth can be accounted for by structural factors that raise barriers or
costs of trade. These trade barriers include policy barriers, transportation costs, and trade and
transaction costs.

13. LAC and emerging Asia engaged in strong trade liberalization in the 1990s, focused on
the reduction of tariffs, through either unilateral actions or trade agreements. Consequently,
the weighted average tariff in the world fell from around 12 percent in 1994 to 5 percent twenty
years later. Although tariff reduction has been a trend within LAC, there has also been heterogeneity.
For example, Peru reduced its weighted average tariff to less than 2 percent in 2015, but Brazil has
maintained its tariffs at a weighted average around 8 percent during the last 10 years. Tariffs
reductions have stalled since the global financial crisis.

14. Recent trade agreements have been deeper and include more trading partners. The
number of regional trade agreements (RTAs) increased until the global financial crisis. The average
number of physical RTAs that entered into force during the last two decades was approximately 12
per year. LAC broadly maintained its pace of new trade agreements before and after the crisis.
Between 2000 and 2007, LAC signed almost 3 RTAs on average per year while between 2010-2016, it
signed an average of 4 RTAs per year.

15. However, non-tariffs barriers (NTBs) have been increasing. Sanitary and phytosanitary
(SPS) and technical barriers to trade (TBTs) have become the most common non-tariff measures. SPS
measures are those applied to protect humans, animals, and plants from diseases, pests and
contaminants or measures to protect biodiversity. TBTs include technical regulations such as
labelling requirements, standards on technical specification, certification, and quality standards, as
well as environmental protection. SPS and TBT measures often have objectives other than creating
explicit trade barriers. They contrast with past trade barriers such as import quotas, which had been
used to protect domestic industries, and domestic subsidies and antidumping laws imposed to
enhance domestic production. SPS and TBTs are the most common NTBs in South America. Brazil
has the highest number of NTBs in place, around 1800 non-tariff measures, which together with the
highest weighted average tariff of the region may contribute to Brazil's low openness.

16. The decline in transportation costs, which also spurred trade during the previous two
decades, appears to have faded since the global financial crisis. Costs to export and import have
both marginally increased from 2011 to 2014 in most of the regions, including in LAC, where costs
to trade (in US$ per container) have increased 8 percent on average. The number of documents and
days needed to trade in LAC is much higher than in North America, although LAC's costs are in line
with other emerging regions.

17. Trade may be constrained by domestic factors such as the quality of trade and
transport infrastructure, efficiency of customs management and quality of logistic services.

INTERNATIONAL MONETARY FUND 5
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The World Bank has developed the Logistic Performance Index (LPI) in order to identify the
challenges and opportunities countries face in their performance on trade logistics. The index ranks
160 countries on six different components: customs, infrastructure, ease of arranging shipments,
quality of logistics services, tracking and tracing, and timeliness.

18. LAC ranks poorly on some LPI indicators, but there is heterogeneity in the region. LAC
is particularly weak in its customs efficiency compared to other regions with Venezuela, Argentina
and Brazil having the lowest scores. The quality of port infrastructure is below the world average,
although Chile, Ecuador and Uruguay score reasonably well on this indicator. South America and
Panama are perceived as better than the Caribbean and Central America in facilitating trade through
domestic factors.

19. Chile and Panama perform well in some components of the World Economic Forum'’s
Enabling Trade Index. Chile has the second highest score in market access, implying that the level
of tariff protection Chile imposes and the tariff barriers it faces are amongst the lowest in the world.
Peru follows closely in the fourth position. Chile also stands out in the region in terms of efficiency
and transparency of customs, although it ranks lower than some developed economies like
Singapore, Japan, Hong Kong, United States and Germany. Panama is the highest ranked country in
availability and quality of transport infrastructure, mainly reflecting the importance of the Panama
Canal, although it would need to improve the movement of goods within the country and across the
border and offer better trade-related services.
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Figure 1. Real Growth of Trade by Region and Selected Countries
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Figure 2. GDP Growth Rate, Contribution and Commodity Prices
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Figure 3. Real Trade and Output Growth
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Figure 4. Trade Relationship with Investment and FDI
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Figure 5. Global Value Chain’s Indicators
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Figure 6. Goods and Services Share of Exports
(In percent)

1975

B Goods B Services

0% 20% 40% 60% 80% 100%

Middle East and North Africa 92%

Sub-Saharan Africa

Emerging and Developing
Asia

ra N

S
82% t\\\,“

5 S

Advanced Economies

Emerging and Developing

Europe
B Goods Services
0% 20% 40% 60% 80%  100%
South America ‘ 89% &@
- I
Central America ‘ 77% &‘%\&

The Caribbean

63%

Source: WEO database and Fund Staff calculations.

B Goods

0% 20%

Middle East and North Africa

Sub-Saharan Africa

Emerging and Developing
Asia

uc |

Advanced Economies

Emerging and Developing
Europe

B Goods

0% 20%  40%

South America ‘ 88%
LA6 ‘
56%

Central America ‘

The Caribbean ‘ 56%

90%

2015

B Services

40%

60%

80% 100%

84% m

87% L\\\ﬁ\

QO0000000

9 e
79% 2%

E3 Services

60%  80% 100%

iy

14 INTERNATIONAL MONETARY FUND




BACKGROUND PAPERS

Figure 7. Contribution to Trade by Region and China’s Importance in Global Trade

Contribution to nominal imports growth
(percentage points)
25
20
15
10

N F M. and Dev. Countries w/o

EZ=3 China

-15 LAC

20 N Advanced Economies
e \\/ Or| d

-25
RR82883 888322043323
HNOOODODSDS DD OO0 o0o0o0oo
AN AANANRRRANNNNNNNQQSQ

Contribution to nominal exports growth
(percentagepoints)

25
20
15
10
5
0
-5 I £ . and Dev. Countries w/d
-10 EZ=Z=3 China
-15 B [ AC
20 B Advanced Economies
25 e \\/ Or| d
R3320 Ias
2ARKRKRKSSSSIRIRIIRIRIKRKKRR

Share of nominal world imports/exports
(percentage of total imports/exports)

14

13

12 4 —China imports =—China exports

11 “,\ A -=-LACimports — LAC exports

10 ™,

9

8

7

6

5

4

3

2

1

0
O ™= < ™HNO MOVIANWWMOOVeE TSN OMmMWO N W O ™~ <
T LWL WOWWWOWOININNOGDOWOWOO NN OO OO =
OO OO OO0 OO0 OO OO OO OO O O
A A A A A A A A A A A A A A A A AN AN AN NN

Contribution to real imports growth

(percentage points)
13

I Other emerging economies

LAC

-7 Emerging and Developing Asia |
N Advanced Economies
e \\ or| d

-12
0 — AN ™M n O 0 N —I N ™M n O
DO N O OO0 O0OO0OO0OO0O0O0O0O0O00 00O
A A AN AN AN AN ANANANANNNNNNNNN N

Contribution to real export growth
(percentage points)
13

EE Other emerging economies
LAC

-7 EE=ER1 Emerging and Developing Asia |
N Advanced Economies
e \/\/ Or|d

-12
— o [¥a) — on n
ERISS88 B3I 88833 2098323
R SRR R-R-RoR-RR-R=R=R=R=R=R=R=]
N EH AN AN AN AN ANANANANANANANONONNAN NN

Export to China as a share of total exports
(percentage)

30
—Advanced Asia

25 -=-Developing and Emerging Asia

—South America
20

15

10

N O IMNN O N O = N M I LW WOWINOWVONO = N M < 0
D DDDDNDDO OO0 9O OO0 QOO A A
A0 OO0 0 OO0 OO0 00 000 OO
o H A A A N AR NCCNARNA

Source: WEO database, UNCTAD and Fund Staff calculations.

INTERNATIONAL MONETARY FUND

15




BACKGROUND PAPERS

Figure 8. South America’s Exports: Direct Exposure

Direct trade exposure to China Value-added embedded in China's exports
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Figure 9. South America’s Exports: Exposure to China

As a percent of total exports As a percent of GDP
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(Percent of total imports)
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Figure 12. Trade Openness and Structural Factors Behind Trade Slowdown

Trade Openness
(as a percent of GDP)

100
90
80
70
60

===Emerging and Developing Asia
——Emerging and Developing Europe
~—— Sub Saharan Africa

Middle East and North Africa

1975
1977
1979
1981
1983
1985
1987
1989
1991
1993
1995
1997
1999
2001
2003
2005
2007
2009
2011
2013
2015

LAC: Trade Openness
(as a percent of GDP)

120

100

80

60

40

20

—LA6 =-=--Central America ——South America — The Caribbean

~

R 7N N
- NS

\,~ AN \/ -

1975
1977
1979
1981
1983
1985
1987
1989
1991
1993
1995
1997
1999
2001
2003
2005
2007
2009
2011
2013
2015

LAC: Trade Openness
(percent of GDP)

2000

m2015

Source: WEO database, World Bank's WITS database, ITU World Telecommunication/ICT indicators database,

50

75 100 125 150

WTO and Fund Staff calculations.

Global ICT developments
(per 100 inhabitants)

100
90
80
70
60
50
40
30
20
10

——Mobile-cellular telephone subscriptions
==-Individuals using the Internet

——Active mobile-broadband subscriptions

2001

2003

2005 2007 2009 2011 2013

Weighted average tariff
(percent)

16

w1997 2014

Sources: World Bank's WITS database and Fund Staff calculations.

2015

N

1/ Effectively Applied Weighted Average tariff (%): The average of tariffs weighted by their corresponding

trade value figures.

Global Regional Trade Agreements (RTAs) by date of entry in force
(number)

1 /
16 = Number per year

13 —Cummulative (RHS)

12

10

8

6

4

2

, (T

2 S NI LB ONTONYNIT YRS NT L RYRSNT QRSN
2g8gggERYIILRgYILgRIITEESSET88g2g
288888555588 888388883s838238¢888
2A2222A2A22ZAA2A2A2ALAIKIIIK’IRRR

2016

300

200

0

20

INTERNATIONAL MONETARY FUND




's,91d03d) euiy)

BACKGROUND PAPERS

Closed)

Open; 1

(TOTAL INDEX 2014, 0

FDI Restrictiveness
FDI REGULATORY RESTRICTIVENESS INDEX

Figure 13. FDI Restrictiveness

0.45 ~
0.4 +
0.35 A
0.3 4
0.25 +
0.2 4
0.15 +
0.1 4
0.05 +

s afog) ud e <o
 elgely Jpnes ] eIPU|
- Goplor sz peeoz o
m_UC_ é eisAejen
| pue|eaz maN EEEEEEEE] 00IX3IA|
" eishejen e eissny
eisiun| !
[ 0JIXaN e epeued
ey i 2
HUCm_wu_ _NNNNNNNNNNNNNNNNNﬂ EX[e)]
i Mw_u%_v_ﬁmv_ EEETIE el[edisny
- eljesisny =g |oes)|
H_wcm_m_v_: g euisny
\ Ol 17049
L e G saieis pain
\mmm_w_%mmpmon_w_p_ca g AemoN
: uelJazym
- Aeaon - =g puepazIMS
" pueIRZUIMS = 3 g pue|od
 ue)szA3UAY o m =gy 98elany - D30
| NJad =0 g 1dAS3
L Pgelod _AIH py wopS3uly payu
‘wmm%w%_. @wi0 & § = . p3uy panun
5 -1 e Ajun)
 1dA3 < B uapams
B ytov unl paxun m ° =
 Adyany 5 ayd
| USpams M < =g edlUY yinos
Lol = = ueder
ey yanos 3= = ’
w g &= Aey
C Ajeyy E
" eIy £150D G ollgnday enols
i w_u_mmmu_mm 3eno|s B 9ouely
- ﬂ puejad|
uelal
i mc:_ _m_ =gy wnigjeg
- outenu = I
" SJewusq B ouewea
929349 EZg 909319
Hwﬂ\m“m%_:x e==zrg AJeSuny
- eIqWOoj0) g Auewssp
>cmaELwo g uleds
| uleds EZZEEEEg pue|uly
uejul
" w_cmﬁ.m__ =g eluoisy
- Sliandoy 97 L B,
- eiuewoy = olgnday yosz)
i mmmwpﬂ_w =3 m_mgo_m
i = |eSnuod
W;:On_rcmxs._ | 84noquisxnm]
° ~ o wn < o o~ — o
S 8 ©o o © S o

21

INTERNATIONAL MONETARY FUND

W2014 E31997

Source: OECD FDI Restrictiveness Index and Fund Staff calculations.




BACKGROUND PAPERS

Figure 14. Competitiveness and Doing Business Ranks

By Region: Global Competitiveness Index
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Figure

15. Enabling Trade Index 2014
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Figure 16. Enabling Trade Index Pillars for Hub Countries
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