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Foreword

atin America and the Caribbean is a region of small open economies and global

factors have a large impact on the region’s economic progress. As discussed in the

2012 Latin American and Caribbean Macroeconomic Report, the region survived
the Great Recession relatively well and appears to have gained ground in terms of
resilience to negative shocks. However, global growth is likely to be suppressed below
potential in the coming years, real commodity prices may decline, and trade growth is
expected to slow; this will have a dampening effect on growth in the region.

Growth theory remains an area of controversy. In an influential paper entitled,
“Was Prometheus Unbound by Chance? Risk, Diversification and Growth”, Daron
Acemoglu and Fabrizio Zilibotti argued that developing countries that may not be able
to fully diversify risks are likely to have limited capital accumulation and more variable
growth patterns. Some lucky countries, however, may escape this stage and develop
faster; Prometheus may be unchained by chance.

But perhaps policymakers can also help to break Prometheus’ chains. This report
argues that there is limited space for traditional fiscal and monetary macroeconomic
policies and countries should consider more structural reforms. The report presents
evidence of great potential to enhance growth in the region by reallocating existing
resources. While all economic projections are subject to uncertainty, given lower ex-
pected growth in the world economy, governments would do well to pursue growth
enhancing reforms and attempt to free their economies with specific policy actions,
rather than simply relying on chance.

José Juan Ruiz
Chief Economist
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CHAPTER 1

Executive Summary

lobal growth projections have waned since last year and growth may be sup-
pressed below potential for several years to come. Compared to the favorable

winds before the Great Recession of 2008—09, headwinds from the four main

world economic blocs may lower growth in Latin America and the Caribbean in the
coming years. Global growth may be 0.5 percent lower in the next five years than it
was during the Great Moderation (2003—07), as advanced economies adjust to maintain
fiscal sustainability and China gradually slows and rebalances. Moreover, given the limits
in monetary and fiscal space in advanced countries, any negative shock may be persis-
tent, increasing the risk that the world may be at the doorstep of a Great Suppression.
Lower global growth will, all things being equal, imply lower growth in Latin America

and the Caribbean. Growth in 2013-17 is likely to be almost one full percentage point
lower than that of 2003—07. Projections suggest lower real commodity prices, lower
terms of trade, and lower growth in private consumption, and to keep external accounts
in balance, an even sharper adjustment in imports may be in the offing. Slower growth
may also be accompanied by a sharp fall in the growth rate of investment. And without
sufficient investment, the region will be unable to close its deep infrastructure gaps.
Indeed, if the relatively poor stock of infrastructure is a barrier to growth, as argued in
Chapter 7 of this report, then growth in the region may be even lower than projected.
At the same time, clear limits to the potential use of monetary and fiscal policy
measures in the region pose another constraint. Fiscal balances have deteriorated over
the past year and remain considerably weaker than before the Great Recession. As
reviewed in Chapter 4, a danger exists that what was conceived as successful coun-
tercyclical policy will now be considered simply expansionary, as most countries have
chosen not to reduce primary expenditures, even as output gaps have closed. Compared
to before the Great Recession, the space for monetary policy action has shrunk and
sustained lower growth expectations place a limit on what monetary policy can achieve.
Moreover, strong expansionary fiscal measures would erode fiscal credibility and reduce
fiscal space—a critical element in the event of another negative shock. These issues
are more acute for countries where fiscal revenues linked to commodity prices are
projected to decline significantly over the medium term, and uncertainty over future
revenues calls for a higher degree of prudence. Inappropriate expansionary fiscal policies
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would also accentuate exchange rate appreciations which, given strong capital inflows,
would underscore the current dilemma for monetary policy. An optimal policy mix likely
includes tighter fiscal and looser monetary policy to resist exchange rate appreciations,
assuming price pressures remain under control.

However, such a policy mix will not by itself boost growth, nor could it be ex-
pected to do so. Rather, countries should consider further structural reform measures
to enhance economic prospects, and to escape suppressed global growth. A review
of the current status of reforms in the region in Chapter 5 suggests that despite some
advances, including financial reforms that have rendered the region more resilient, there
is considerable space for further action. Moreover, estimates of how increasing pro-
ductivity by reducing resource misallocation can impact growth are significant indeed.
Over a |0-year period, as a result of higher productivity, if the median country could
enact reforms to reduce those misallocations to the level of those in the United States,
then it could enjoy at least an additional | percent annual growth over that decade,
and likely considerably more.

Where should the region focus its reform efforts? The IDB has done a considerable
amount of work in recent years on precisely this question. Much work must be done
to improve education, support healthy product market competition, ensure equitable
tax systems that promote development, develop labor markets that function well,
and establish regulatory frameworks and institutions that favor sufficient investment
while encouraging ample savings to finance that investment in a safe manner.' Different
countries are in different positions and hence may wish to focus on particular areas
or specific constraints to growth. Considering the region as a whole there have been
significant advances, particularly in trade and finance, but other areas have lagged.
This report focuses largely on labor market reforms and investment in infrastructure
but other areas remain important, and indeed they tend to interact with one another.

In the area of labor market reform, there appears to be considerable space for
further reforms and a clear association between economic misallocation, including labor
and firm informality, and lower productivity. Chapter 6 suggests an integral approach to
labor market reforms that should be tailor-made to individual countries’ institutions. In
countries with high rates of informality, reforms may focus on this problem. Informality
tends to go hand in hand with a higher proportion of smaller, less-efficient firms, high
worker turnover, a less-educated and less-trained workforce, the likelihood of illegal
practices, and reduced access to credit. These features tend to reduce productivity;

thus, a strategy that seeks to reduce informality could potentially have a large payoff.

I See Pagés (2010) for analysis of the determinants of productivity, Corbacho, Fretes Cibils, and
Lora (2013) for a review of tax systems in Latin America and the Caribbean and how they may be
reformed to promote development, and Bassi et al. (2012) and Cabrol and Székely (2012) for work
on the current state of education in the region and suggestions regarding priority areas for reform.
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Latin America and the Caribbean also suffers from a significant gap in the quantity
and quality of infrastructure services, with low investment in this sector. While there is
a chicken-and-egg debate on whether low savings are a determinant of low investment
or vice versa, Chapter 7 suggests that countries may wish to work on both fronts. On
the one hand, countries could enact measures to deepen long-term domestic savings in
domestic currency. On the other hand, they could improve regulatory and institutional
environments to attract greater investment. Given the region’s enhanced resilience to
macroeconomic volatility and low world interest rates, there is a clear window of op-
portunity to increase domestic savings. Pension, social security, and tax reform may have
the most significant impact on savings levels and, as in the case of labor markets, these
reforms should be tailored to individual countries. While public-private partnerships do
not necessarily increase aggregate investment, they may offer one vehicle to enhance
existing regulatory or institutional arrangements. More generally, enhancements can
be made whether the investments are public, private, or some combination of the two.
International experience suggests that increases in domestic savings combined with
improvements in regulatory institutions are feasible and may yield significant payoffs
in terms of infrastructure provision and growth.

Reducing economic misallocation can significantly impact growth. In general,
thanks to the spillovers between countries, growth accelerations in larger countries
may impact the growth rate of a region. However, if the two largest economies in
Latin America and the Caribbean, Brazil and Mexico, pursue reforms to boost growth
by one standard deviation of their respective growth rates, the regional spillovers are
limited, and the typical third country would only grow an additional 0.25 percent per
annum. However, if all countries pursue reforms to enable growth to accelerate, again
calibrated at one standard deviation of each country’s respective growth rate, then the
effect on the region as a whole may reach 2.3 percent additional growth per annum.
Given the estimates on the economic impact of reducing economic misallocations, a
one standard deviation growth shock is a relatively conservative estimate of the effect
of'a comprehensive reform effort. However, if all countries experienced such a growth
spurt, the regional spillovers would then lift projected growth of less than 4 percent to
more than 6 percent, somewhat higher than that projected for ASEAN-5.2

2 The ASEAN-5 group is comprised of Indonesia, Malaysia, Philippines, Thailand, and Vietnam.
International Monetary Fund (2013) projects their growth at 5.5 percent for 2013 and at 5.7 percent
for 2014.

3






CHAPTER 2

A Suppressed World Economy

rowth weakened in both advanced and emerging economies through 2012 and

projections of 2013 growth have fallen.' In the 2012 Latin American and Caribbean

Macroeconomic Report, a relatively optimistic baseline was assumed and the
effects of certain negative scenarios were considered. While a financial crisis was
avoided, European growth has been weak and growth in China fell below the assumed
baseline, thereby affecting commodity prices and trade, which then impacted Latin
America and the Caribbean.

This report outlines a weaker baseline than the 2012 report, with global
growth 0.5 percent lower when the Great Moderation (2003—07) is compared with
the upcoming five years (2013-17). How long this weaker growth persists may depend
largely on the policies in advanced economies.? Given the lack of monetary space and
restrictions on fiscal accounts, any negative shock to this baseline may have persistent
effects. There is then a risk, if further negative shocks materialize, that the world may
enter a Great Suppression.

In the U.S., the recent news is mixed.?> Growth has been suppressed with
private sector deleveraging and significant policy uncertainty, particularly over
fiscal policy.* Concern remains over the resolution of medium-term fiscal issues.’
Monetary policy is likely to remain highly accommodating for some time, but can
do little more to boost growth.® The projection is for a steady recovery but with

I Comparing recent IMF World Economic Outlooks and the recent World Bank Global Economic
Prospects report, see IMF (2012¢) compared to IMF (2012d), and World Bank (2013) versus IMF
(2012c), and IMF (2013) versus IMF (2012c).

2 See the October 2012 World Economic Outlook by the IMF for a discussion (IMF 2012c).

3 See, for example, Federal Reserve System (2012) and Federal Reserve System (2013) for an as-
sessment of the mixed signals on the U.S. recovery.

4 See Baker, Bloom, and Davis (2013) for the description of an index to measure policy uncertainty
and references on potential impacts. See also the discussion in IMF (2012c), Box 1.3.

5 See, for example, “U.S. Fiscal Package Has Limited Positive Credit Implications,” Moody’s Investors
Service (2013).

6 See the discussion regarding the efficacy of nonconventional monetary policies in Federal Reserve

System (2012 and 2013).
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suppressed growth rates relative to potential.” These projections are based on a
gradual unwinding of policy uncertainty and pickup in investment. Of course, these
projections could be revised upwards if policy uncertainty is reduced more quickly.
On the other hand, setbacks regarding finding an adequate resolution to fiscal issues
could imply a weaker recovery.

The situation has improved considerably in Europe since the last Latin American
and Caribbean Macroeconomic Report. Growth remains suppressed in the periphery,
however, with considerable private sector deleveraging, as countries strive to improve
competitiveness and fiscal sustainability.® At the same time, European authorities have
agreed on a path to institutional strengthening that includes significant movement toward
a full fiscal and banking union. Core countries continue to recover but growth has been
suppressed by the problems in the periphery and structural issues.” The expectation
is for close to zero growth in 2013 and then a recovery.!® These projections are based
on periphery countries overcoming competitiveness problems, fiscal problems being
gradually resolved over time and a smooth path to institutional strengthening within
the currency union. Obstacles on the way to these objectives may lead to greater
uncertainty and lower growth."

Growth in Japan has been weighed down by structural issues as well as high levels
of debt.'? Monetary policy has been highly accommodating with short-term interest
rates at the zero bound. Recently, a new fiscal stimulus program and nonconventional
monetary operations have been announced. These policies may enhance growth but
may also increase uncertainty.'?

The Chinese economy has slowed from the high growth of 2010 and 2011 of
around 10 percent. The baseline projection in last year’s 2012 Latin American and
Caribbean Macroeconomic Report was for growth of 8.5 percent in that year, but the

7 The January World Economic Outlook update projects 2.0 percent growth for the U.S. in 2013 and
then a recovery in future years. Consensus forecasts are also at 2 percent growth for 2013.

8 The actions of the European Central Bank in providing liquidity ahead of the other European
country assistance mechanisms have been critical to ensure that the significant private sector sudden
stop experienced in some countries did not imply a full sudden stop, which would require yet sharper
adjustments in current accounts, and push interest rates higher.

9 See Allard and Everaert (2010) for an interesting discussion of structural issues in Europe.

10 The January 2012 World Economic Outlook projects —0.2 percent growth for the Euro area in 2013,
with a recovery thereafter to | percent in 2014. Consensus forecasts indicate a median of 0.3 percent
for 2013 and a somewhat faster recovery to 1.3 percent for 2014. Economic growth in the UK is pro-
jected to be | percent in 2013, well below potential. Bloomberg Online Surveys.

11" See the IMF’s World Economic Outlook (2012c) for a discussion of risks in Europe.

12 See, for example, Berkmen (2011), Callen and Ostry (2003), Tanaka (2003) and IMF (2012c) for a
discussion on Japan and structural and macroeconomic challenges.

13 The January 2013 World Economic Outlook (IMF, 2013), projects 1.2 percent growth in 2013 for
Japan and then 0.7 percent growth in 2014. Consensus forecasts are at 1.0 percent for 2013. Bloomberg
Online Surveys.
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FIGURE LOWER WORLD GROWTH: MEDIUM-TERM PROJECTIONS
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actual will be close to 7.8 percent. Current projections for the Chinese economy range
from the official target of 7.5 percent growth to somewhat above 8 percent. One view
expects the growth rate to slow gradually towards the official target of 7.5 percent.
In the baseline of this report, it is assumed that the 8.5 percent growth rate is main-
tained until 2017 but uncertainty accompanies these projections.'* At some point, the
Chinese economy will likely rebalance in favor of more domestic sources of growth,
greater consumption, and a somewhat lower investment-to-GDP ratio. This may imply
a lower pull for global growth and also changes in how the Chinese economy interacts
with the rest of the world, including Latin America. In the 2012 Latin American and
Caribbean Macroeconomic Report, simulations indicated that such a rebalancing would
imply lower metals prices.

Actual and projected growth rates to 2017, used as baseline projections for this
report, are illustrated in Figure 2.1. These projections are broadly consistent with those

14 The January 2013 World Economic Outlook update forecasts some 8.2 percent growth in 2013 and
8.5 percent in 2014.
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of the World Economic Outlook and consensus views. They imply that average world
growth in 2013—17 will be about 0.5 percent lower than in 2003-07. According to this
scenario, growth will be significantly lower in Europe and China and roughly the same
for the U.S. As detailed in the following chapter, this pattern of lower world growth will
impact growth in Latin America and the Caribbean. Moreover, risks remain, although
given the lower baseline projections they are more balanced than in last year’s report,
in terms of the upside vs. downside risks.

The interest in stimulating growth through economic reforms in advanced
economies is not new. Within the wide literature on the topic, Blanchard and Giavazzi
(2003) make the case that both product and labor market deregulation may be growth-
inducing. They also show the two may be linked. Bayoumi, Laxton, and Pesenti
(2004) estimate that the quantitative impact of such reforms may be large—specifically,
structural differences may account for over half of the income gap between Europe
and the U.S. Nicoletti and Scarpetta (2003) conclude that as OECD countries have
reformed, their economic performance has actually become more heterogeneous. These
differences are then exploited to show that liberalizing markets, when countries are
furthest from the efficient frontier of production, tends to have larger growth impacts
and that the slower speed of structural reform in Europe has significantly lowered its
growth trajectory. Ostry, Prati, and Spilimbergo (2009) consider structural reforms and
economic performance in both advanced and developing countries. They argue that
real and financial reforms have helped to boost growth and that in particular financial,
trade, and agricultural market liberalization impacted growth the most by attracting
greater foreign direct investment and improved allocation of economic resources. They
also find that sequencing matters, both for the size of the growth impact and for the
effects on stability. Liberalizing trade before finance is better for growth and liberal-
izing domestic financial sectors before the external capital account may help to avoid
financial instability.

There was an intense reform effort in Latin America and the Caribbean during
the 1990s. While growth improved in some cases, a mixture of inappropriate reform
measures, poor reform sequencing, and the lack of political viability or institutional
capacity linked to the incomplete reforms, led to weaker-than-expected results in
terms of growth in some countries and to increased vulnerability to economic instabil-
ity in others."® The experience led to what was labeled “reform fatigue” and in general
terms reform activity fell in the following decade. On the other hand, the 2012 Latin

15 See Lora (2000), (2001), (2012), Lora and Panizza (2002), and Lora, Panizza, and Quispe-Agnoli
(2004) on the measurement of reforms, on their determinants, and for a discussion of the links be-
tween the capacity to implement reforms, whether reforms were incomplete and what may have
led to reform fatigue. See Correa (2002) for a skeptical empirical analysis of the effects of the 1990s
reform agenda in the region.
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American and Caribbean Macroeconomic Report highlighted the subsequent enhanced
resilience of the region to crises, in part explained by continued reforms in financial
sectors including improvements in financial regulation and surveillance.'®

This report argues that the moment has come to reignite the reform agenda.
Rethinking reforms requires learning from the lessons of the past, and from other
countries’ experiences, designing reforms that are feasible in terms of implementation
capacity and politics, and that yield widespread benefits that do not increase vulner-
ability (or that protect negatively affected groups). As the world moves to a lower
growth path, finding ways to unleash growth through domestic policy actions is likely
to become critical. However, a theme of this report is that reforms should be carefully
designed to match countries’ institutions and implementation capacity. The following
chapter explores the implications of lower world growth for Latin America and the
Caribbean and the potential for unleashing growth through a domestic and regional
growth reform agenda. Chapter 4 considers the limitations of monetary and fiscal policy
given that lower growth is likely to be persistent. The remaining chapters consider in

greater detail the potential to unleash growth through domestic reform measures.

16 See Chapter 5 for a discussion of where the region has pursued reforms subsequent to the 1990s.







CHAPTER 3

Unleashing Growth
in the Face of Global Headwinds

iven headwinds blowing from the major economic blocs of the world economy,

the Latin American and Caribbean region is expected to grow more slowly in

the medium term. Building on the projections for the region from the IMF and
other sources, growth is likely to be some 3.9 percent for the period 2013—17, almost
a full percentage point lower than the 4.8 percent recorded in 2003—-07, the five-year
period before the Great Recession (see Figure 3.1).

One driver for slower growth in Latin America and the Caribbean is the pro-
jected decline in real commodity prices.' Lower commodity prices imply a drop in the
terms of trade for most countries in the region and, therefore, a negative shock to
income. In turn, this is likely to provoke a lower growth rate in private consumption
and, if external balance is to be maintained, then import growth must be curtailed.
Furthermore, the rate of investment is expected to decelerate from a growth rate
of 10 percent to just 5 percent per annum
(see Figure 3.2, which illustrates the

. FIGURE LOWER GROWTH IN THE REGION
components of demand). As reviewed 3]

Latin America and the Caribbean

in more detail in Chapter 7, this low .
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difficult issues for the region regarding Source: World Economic Outlook, IMF (2012c).

' The baseline fall in a real commodity price index for the region is discussed in Chapter 4. More
generally, the growth in world trade is also expected to slow, from about 8 percent in the pre-crisis
period to about 5.5 percent in the upcoming years.
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FIGURE ﬂ COMPONENTS OF AGGREGATE DEMAND FOR LATIN AMERICA AND THE CARIBBEAN
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how best to respond. As detailed in the following chapter, the region has less fiscal space,
and there may be little that monetary policy can do to respond to a more sustained
drop in growth. On the other hand, as argued in Chapter 5, there is space to effect

structural reforms, which may have a significant growth payoff. Several countries are

already considering a pro-growth reform agenda. An interesting question is whether
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individual country reform efforts set off substantial multiplier effects and regional
spillovers and, if so, how large may they be? As reviewed in the previous chapter, the
baseline projections are also not without risks. Given normal fluctuations in growth
in the major world economic blocs, how large are these risks for the region? Would a
concerted reform agenda allow the region to escape suppressed world growth? Would

it compensate negative shocks if they arose? This chapter tackles these questions.

Reforms to Unleash Growth: Is a Regional Effort Required?

Since spillover effects from reform efforts tend to be greater from the larger econo-
mies, a natural place to start is with the two largest economies in the region: Brazil
and Mexico. Would reforms in Brazil and Mexico, leading to positive growth shocks
in those countries, spark multiplier effects and spillovers across the region, and would
that be sufficient to counter the projected lower growth in the global economy?%3

To address these questions, a methodology was adopted, capable of modeling the
various interactions among the economies in the region.* Fourteen countries in the region
were included in the analysis and each country’s growth was modeled as dependent on
a set of variables: the growth histories of each country, growth in other countries in
the region, growth in other major global economies, commodity prices, world interest
rates, and financial asset prices. Assuming the model includes all the global variables
important for explaining individual country growth, domestic factors are then likely to
explain the greater part of the actual growth that is not explained by this approach.
One standard deviation of these errors is then a measure of the normal (unexplained)
fluctuations in growth. However, the effect of structural reform measures would be
expected to be relatively persistent in nature. In what follows a one period (temporary)
shock to growth of one standard deviation is applied in the first quarter of each of five
years to produce a relatively sustained cumulative growth shock.’

Considering positive growth shocks applied in this manner to both Brazil and
Mexico, Mexico’s growth rate increases by about 0.8 percent per annum on average

2 The recently announced changes in the labor market may be the first steps toward considering a
wider reform agenda.

3 In the case of Brazil, two mega-events are upcoming (the 2014 World Cup and the 2016 Olympics),
the authorities are considering an ambitious investment program, and they have started to imple-
ment a new framework for infrastructure investments. Empirical studies suggest mega-events, or
the anticipation of those events, may have a significant impact on growth and on exports (Rose and
Spiegel, 2009; Briickner and Pappa, 2011).

4 The model is described in Cesa-Bianchi et al. (2012) and the 2012 Latin American and Caribbean
Macroeconomic Report. The innovation in this year’s report is the extension to include 14 countries
in the region; these countries are listed in Table 2.1.

5 The growth equations are estimated using quarterly data and the magnitude of the shock is one
standard deviation of unexplained quarterly growth.

13
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TABLE m COUNTRY-SPECIFIC AND REGIONAL GDP SHOCKS

One-standard-deviation shocks; average effects over 2013-17 period, in percent

Brazil, Mexico,

Country- Brazil and and Colombia Regional

specific shock!  Mexico shock? shock? shock*
Argentina 2.08 0.65 0.93 3.07
Bolivia 1.02 -0.03 0.07 1.06
Brazil 2.07 1.83 1.83 3.32
Chile 0.87 -0.26 -0.18 2.06
Colombia 0.97 0.25 1.07 1.63
Costa Rica 1.50 0.41 0.73 0.29
Ecuador 1.42 0.23 0.49 2.14
El Salvador 0.76 0.02 0.12 1.14
Jamaica 2.23 -0.20 -0.21 1.98
Mexico 0.53 0.76 0.85 0.82
Nicaragua 1.05 0.25 0.15 1.74
Paraguay 2.16 0.38 0.63 3.96
Peru 3.92 0.18 0.21 4.39
Trinidad and Tobago 2.99 0.29 0.37 3.70
Median 1.46 0.25 0.43 2.02
Simple average 1.68 0.34 0.50 2.24
Weighted average (PPP GDP weights) 1.54 0.98 1.12 2.33

Source: Authors’ calculations.

! Effect on each country of its own growth shock.

2 Effect on all countries of growth shock in Brazil and Mexico.

3 Effect on all countries of growth shock in Brazil, Mexico, and Colombia.
“ Effect on each country of growth shock in all countries.

for the next five years, while Brazil’s growth accelerates by some 1.8 percent on
average(see Table 3.1, column 2).° In the case of Mexico, this is a little higher than
the assumed growth shock itself, implying that there is a positive but relatively small
multiplier effect.” In the case of Brazil, there is no discernible multiplier effect.® The

impact on the median country in the region is just a quarter of one percent of growth.

6 The different magnitudes reflect the standard deviation of unexplained growth in the two economies.
7 The International Monetary Fund’s Regional Economic Outlook regarding Latin America and the
Caribbean (2012b) addressed a similar question with a different methodology, and finds small spillovers
driven by common shocks rather than regional interdependencies.

8 The impact on Brazil of a combined shock with Mexico is even lower than one in which Brazil alone
suffers a shock because Mexico has no significant trade linkages with Brazil, and growth accelerations
were historically associated with higher oil prices.
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Regional spillovers are then quite limited. Indeed, Latin America and the Caribbean is
considerably less integrated than developing countries in Asia and significantly less integrated
than Europe. For the median country, some 25 percent of trade is with the region in the
case of Latin America and the Caribbean, compared to 66 percent in Europe and 40 percent
in developing Asia. The largest impact of a growth acceleration in Brazil and Mexico is on
Argentina whose growth is boosted by 0.6 percent per annum; the impacts on countries in
Central America are negligible. Interestingly, there are actually negative impacts on some
countries, including Jamaica and Chile. The conclusion is that the spillovers from growth
accelerations in the two largest countries in the region are unlikely to counter the effect
of lower world growth.

As an example, consider the situation of a third country, Colombia. Colombia only
benefits to the tune of 0.25 percent from a growth acceleration in Brazil and Mexico.
However, if Colombia pursues reforms that increase growth by one standard deviation
then this will have an impact of some 0.9 percent per annum (Table 3.1, column 1). If
Brazil, Mexico, and Colombia all pursue growth, inducing reforms of one standard devia-
tion of their respective growth rates, then this rises to 1.1 percent (Table 3.1, column 3).
However, suppose that all 14 countries experience a growth spurt at the same time;
this would have a much more powerful impact. In the case of Colombia, the effect on
growth is now 1.6 percent per annum—far exceeding the effects of slower world growth.

Generalizing this result, if only Brazil and Mexico pursued reforms to increase growth
by one standard deviation of their respective growth rates, the increase in the growth rate
of the region as a whole is almost | percent, but this is highly concentrated in Brazil and
Mexico themselves with very little spillover effect; the impact on the other countries in
the region is a meager 0.2 percent growth per annum. On the other hand, a concerted
effort across the 14 countries would boost regional growth about 2.3 percent, and benefit
all countries. The median country is Chile, which would enjoy an annual increase in its
growth rate of about 2.1 percent. Peru is the greatest beneficiary, with a boost to growth
of over 4.4 percent. Assuming a baseline growth rate of 3.8 percent for the region as a
whole, a boost of some 2.3 percent then propels growth in the region beyond 6 percent.
This would more than offset lower world growth and would lift the growth performance
of Latin America and the Caribbean above that projected for the ASEAN-5.°

Assessing the Balance of Risks

Risks to the baseline appear more balanced in this year’s report than those considered
in the 2012 Latin American and Caribbean Macroeconomic Report, which posited a

9 The ASEAN-5 group is comprised of Indonesia, Malaysia, Philippines, Thailand, and Vietnam.
International Monetary Fund (2013) projects their growth at 5.5 percent for 2013 and 5.7 percent for 2014.
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more optimistic baseline. Moreover, risks appear less concentrated, with potential risks
in the four main world economic blocs: China, Europe, Japan, and the U.S. Given this
context and considering normal fluctuations in growth, this section considers the effect
of'a negative shock (or positive, as the model is symmetric) to the four major economic
blocs (China, Europe, Japan, and the U.S.), calibrated to one standard deviation of the
unexplained growth fluctuations.

Most likely, news of any changes in economic prospects will first be picked up by
financial markets and changes in financial asset prices generally preempt any actual change
in growth, either positive or negative. The methodology adopted is then to presume a
shock to asset prices in the major world economic blocs but this shock is calibrated to
be consistent with a one standard deviation change in growth for each. This turns out
to be a median 6 percent fall in asset prices, considering the U.S., Europe, and Japan.
In China, asset prices tend to be relatively less important for macroeconomic outcomes
and the shock is modeled directly as a shock to growth.

The results are depicted in Figure 3.3. For the case of a negative shock to growth in
the four economic blocs, global growth drops by some 0.75 percent per year on average
over the next two years. This implies a world growth rate of just 3 percent'%!". The effect
on Latin America and the Caribbean would be to reduce growth by 0.8 percent —again
expressed as an average over the next two years. If there is no growth acceleration from

reforms and this negative scenario ma-

FIGURE ﬁ CHANGE IN GROWTH, NEGATIVE terializes, growth in the region would be

B SCENARIO just 2.5 percent per annum for the next

I \\orld

two years. If this negative scenario is

Latin America and the Caribbean coupled with a regional reform scenario,

I nited States growth would be 4.8 percent. While the
I Euro Area model assumes a temporary shock in this
I Cin: case, given the limitations to fiscal and

E— o monetary policy actions in advanced

14 12 10 —08 06 —04 02 0.0 countries, such a shock may be more

GDP, percent change persistent than the average shock in the

m Average efect over o years sample, raising the risk of more persistent

: lower growth and a Great Suppression.
Source: Authors’ calculations.

Note: The negative scenario is a combination of equity shocks in the United A push for regiona] reforms would help
States, Euro Area, and Japan and a GDP shock in China. Equity price shocks

are such that each individual shock is associated with a change of one counter the l’iSk O'FSUC]’I a negative ShOCk
standard deviation in the GDP of the respective country. For China, the size of . .

the shock is one standard deviation of GDP. to the four main global economic blocs.

10 In the case of a positive growth shock, growth in Latin America and the Caribbean would be some
4.7 percent.

11 Global growth of less than 3 percent has frequently been considered a global recession, as given a
population growth rate of 3 percent, per capita growth would then be negative.
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CHAPTER 4

The Limits of Fiscal and
Monetary Policy

n the Great Recession of 2008—09, the region showed that active monetary and
fiscal policy may be used to respond to negative shocks, but if the expectation is
now a sustained period of lower growth, what can such policies be expected to
achieve? A complete answer depends on current fiscal and monetary positions and
an assessment of the policy space. This chapter assesses current fiscal and mon-
etary policy dilemmas and concludes with observations regarding the likely optimal

policy mix.

The Limits of Fiscal Policy

The 2012 Latin American and Caribbean Macroeconomic Report raised the concern as
to whether the fiscal policy response to the Great Recession was truly countercyclical or
simply expansionary in nature. It was argued that many countries had less fiscal space
in 2011 compared to before the crisis, indicating that retrenchment was not symmetric
to the stimulus applied and resulting in weaker fiscal sustainability. One year later,
retrenchment generally continues to be overdue. The danger of expansionary rather
than countercyclical fiscal policy is an erosion of credibility and fiscal space to counter
any further downturns. Concerns with high levels of capital inflows and exchange rate
appreciation strengthen the case for tighter fiscal policy. Still, the pace and composition
of fiscal retrenchment deserves careful consideration given uncertainties including the
future course of commodity prices.

Fiscal normalization is overdue on macroeconomic grounds...

Fiscal balances recovered somewhat from their 2009 floor but remain substantially
below pre-crisis levels, and they deteriorated in the last year (Figure 4.1).! Only three
of the 21 countries analyzed here have stronger balances (Figure 4.2). At the same

I LAC-7 includes Argentina, Brazil, Chile, Colombia, Mexico, Peru, and Venezuela.
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FIGURE OVERALL FISCAL BALANCE AND FISCAL

REVENUES
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and authors’ calculations based on national sources.

time, fiscal revenues regained and
even surpassed their pre-crisis level
(Figure 4.1).

Weaker fiscal balances are a
cause for concern under current cir-
cumstances. Output gaps relative to
potential have closed, and with them
the macroeconomic space for ex-
pansionary fiscal policy (Figure 4.3).
Fiscal multipliers may be larger during
recessions? and fall in normal times, in
part due to the countervailing effect
of tighter monetary policy, suggest-
ing fiscal stances in the region should
roughly be neutral, comparable to those
observed before the Great Recession;
Figure 4.3 indicates that in general this
is not the case.

Countercyclical fiscal policy was
engineered, to a large extent, through
an expansion of primary fiscal spend-
ing of more than 2 points of GDP in
the period 2008-09, and even more
for commodity-dependent countries
that benefited from higher export
prices. This response ameliorated the
effects of recession, but subsequent
fiscal retrenchment was limited. This
is best illustrated comparing primary
expenditure as a percentage of po-
tential output, thus abstracting from
cyclical fluctuations (Figure 4.4). The
plateau observed in 2010 in the typi-
cal country was followed by an ex-
pansion rather than a contraction

2 This point is argued by the IMF’s October World Economic Outlook (IMF, 2012c¢) in relation to the
plight of some advanced economies.




in 2011 and 2012. Using the change in
this indicator as a metric, most coun-
tries now have a weaker fiscal stance,
especially commodity-dependent
countries (Figure 4.5)3.

..and critical to preserve fiscal
space

The lower expected growth reflected
in this report’s baseline scenario is re-
ducing fiscal space. A serious concern
is that the current fiscal stance may be
unwarranted given the current phase
of the economic cycle, and it is likely
to erode the fiscal credibility the region
worked hard to gain. If the perception
is that if expansionary fiscal policy
packages in the wake of downturns will
not be retired, this lowers future fiscal

space. Expansionary policy will be met

FIGURE ) OUTPUT GAPS
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FIGURE CHANGE IN PRIMARY EXPENDITURE
DEC 2012 VIS-A-VIS DEC 2007
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with increasing borrowing costs, offset-
ting the benefits of such policies and, in
the extreme, condemning the region to
the acyclical or even procyclical policies
of the past. Currently, strong interna-
tional liquidity and low yields on public

debt may be obscuring such issues.* But

Mexico
Chile in the medium term, the end of such
El Salvador exceptional circumstances may reveal
Trinidad and Tobago d l ) k 5
Bolivia any underlying weaknesses.
Uruguay Finally, fiscal revenues were
Dominican Republic boosted in a group of commodity-
Nicaragua . .
pert dependent countries (Figure 4.6),
Brazil but commodity-linked revenues are
Honduras substantially more volatile than those
Colombia . . ,
Belize linked to GDP (Ossowski and Gonzales,
5 o 5 10 15 20 25 2012).¢ This group increased pri-

Percent of GDP mary spending more than the average

Source: Latin Macro Watch, IDB (2012); World Economic Outlook Database, (Flgure 44) and is therefore vulner-

IMF (2012c¢); and authors’ calculations based on national sources. . .
able to a persistent decrease in com-

modity prices. Figure 4.7 illustrates

the substantial revenue impact (as a

percentage of potential GDP) of a reduction of 25 percent in commaodity prices across
the board, which would restore the index to its past decade average.’

The 2012 Latin American and Caribbean Macroeconomic Report focused on the

uncertainties linked to future commodity prices. A sharper slowdown in China would

be a direct hit to the high commaodity prices observed in the decade, and a rebalancing

of China’s economy away from investment may hit metal prices. Commodities have

4 Low world interest rates mean not only low risk-free benchmark rates but, importantly, also lower
sovereign risk spreads (because capacity to pay is akin to a stock valuation; see Ferndndez-Arias 1996).
5 As the 1970s ended, the fall in commodity prices and rise in world interest rates were important
factors weakening Latin America and the Caribbean’s fiscal positions and revealing underlying weak-
nesses (Powell, 1989). As world interest rates rose in 1994, a similar argument could be made in the
lead-up to the Tequila crisis.

6 The decade average real commodity price index is about 25 percent below the current one. The
share of commodity-related revenues in total revenues in Argentina, Bolivia, Chile, Colombia, Ecuador,
Mexico, Peru, Trinidad and Tobago, and Venezuela is close to 30 percent for the typical country in this
group, ranging from about 10 percent to over 40 percent

7 To illustrate the order of magnitude of that impact, a unitary commodity revenue elasticity was
assumed. This appears reasonable for public exporting companies and ad valorem taxes, but it may
be an overestimate in other cases.
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also increasingly been viewed as an FIGURE REAL COMMODITY PRICES AND FISCAL
REVENUES

investment class, and current low world
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risks, how should countries prepare

Mexico
in the face of the current situation Chile
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ferent scenarios. This means saving a
large proportion of temporary revenues

in boom times and ensuring that revenue windfall-related spending is growth inducing.

8 Powell (1991) identifies three negative structural breaks in about 100 years of real commodity prices.
The two major breaks followed somewhat similar periods of asset price booms and speculative inter-
est in commodity markets. Using new techniques, Mariscal and Powell (forthcoming) endogenously
identify such structural breaks.

9 Moreover, most commodity-dependent countries in the region are dependent on nonrenewables.
Mining normally commences with the most profitable mines (with the highest quality relative to cost)
and while new discoveries are always possible, over time profitability and hence fiscal revenues are
likely to trend down as reserves diminish. Similar considerations are also generally present for oil and
gas and call for further prudence when revenues are dependent on such commodities.
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A credible framework provides more space for stimulus, and a structural balance ap-
proach may be useful to guide fiscal policy. In that context, automatic fiscal stabilizers
(e.g., unemployment benefits or transfers tightly linked to the economic cycle) that
are deployed and withdrawn quickly as contingencies arise appear to be a very useful
implementation of countercyclical fiscal policy once a credible framework is in place.
Automatic stabilizers have the advantages of speed and credibility, but they tend to
be small and ineffective throughout the region. This is a good time for establishing the
institutions needed for this framework."

It is also important to prepare fiscal measures and projects ready to be launched
when conditions call for them. They should be measures that can take effect relatively
quickly and that can be phased out when the downturn ceases (e.g., front-ending in-
frastructure maintenance). Such measures are preferable to those that may become
permanent, destroying fiscal space. A further important criterion is fiscal measures’
expected multiplier effects. The preparation of those measures needs to be accompa-
nied by speedy budgeting procedures, and ideally the budget would include contingent
provisions to expedite implementation.

Infrastructure investment should be a high priority. Public works may be planned
ahead of time and can be made shovel-ready. Being intensive in domestic production
and labor, public works” multiplier effects are high and, as they tend to be pro-growth,
they create fiscal space. Chapter 7 suggests there is also a serious infrastructure gap

in the region and provides a deeper discussion on how to address it.

The Limits of Monetary Policy

Monetary policy was also used successfully in the region in the Great Recession. Is
the region in a position to repeat this policy response if necessary? And how does the
prospect of suppressed growth affect the appropriate monetary stance going forward?

Monetary policy space is now lower . . .

Countries with different monetary policy frameworks employ different policy tools.
The panels of Figure 4.8 plot the dynamics of these various policy tools, distinguishing
between three types of monetary policy regimes: (i) inflation targeters with relatively
more flexibility in the nominal exchange rate; (ii) exchange rate fixers; and (iii) interme-
diate regimes (see Appendix B for further details regarding this classification).

10 Corbacho, Fretes Cibils, and Lora (2013) analyze the limited role of fiscal stabilizers in the region
and draw policy recommendations on how to expand their application.
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FIGURE ) INDICATORS OF MONETARY POLICY SPACE

a. Nominal Interest Rate b. Real Interest Rate
= 160 0.05
=]
¥ 140
S Ve 0.04
o
& 1o ©
5 100 £ 003
= ~ w
£ @
s 80 3 0.02
e E
g oo g oot
[
E 40
E 2 0.00
£
2 o0 -0.01
555883332277 9¢g 5558883398 FFg
555538335822 585 5522383882255
—Inflation targeters (mon. policy rate) Fixed exchange rates —Real interest rate
— Intermediate (discount rate) (discount rate)
c. Reserve Requirements d. Foreign Reserves/M2
S 15 1.6
u 15
S 110 ’
5 g
< 105 S 13
2 5 1.2
E 100 s L /
2 T 11 N !
5 95 S g
g 5
*g-_ 90 'E 09
@ e 0.8
g & 07
3
2 80 0.6
82838388337 Fdd 5555888888222 7FF%F¢Q
- = 4 > 8B = O = B O L B O = B0 U = B Y 5 5
5522382882585 §2285323%5323=228=z282
— Inflation targeters — Intermediate regimes —Inflation targeters = Intermediate regimes Fixed exchange rates
e. Real Exchange Rate f. Capital Controls Index
105
=3 Intermediate regimes
w100

5 _
(=3
5 ff\
~ 95
2 _
£ 90 Fixed exchange
; rate regimes _
oo
s 85
=
5 _
— 80
[+ Targeters
= -
75
5558%3883%8%F T3¢
E § Zg E’ 5’-). E = g g g z Z E E 0 01 02 03 04 05 06 07

Index, 0-1

—Inflation targeters ——Intermediate regimes Fixed exchange rates MOutflows 2007 M Inflows 2007 Inflows 2011 Outflows 2011

Source: Latin Macro Watch, IDB (2012); IMF (2012a); Central Banks; Schindler (2009) and updates based on authors’ calculations.

23




RETHINKING REFORMS

Interest rate policy space has narrowed relative to the last crisis (Figure 4.8, panel
A)."" Prior to the Great Recession, policy rates were higher in response to inflation
concerns, but they are now lower, as are real rates (Figure 4.8, panel B).'?

Reserve requirements, a second tool of monetary policy, are also lower (Figure 4.8,
panel C).® As documented in the 2012 Latin American and Caribbean Macroeconomic
Report, reserve requirements were increased in the pre-crisis period as a complement
to higher interest rates in an attempt to contain inflationary pressures. When the real
effects of the crisis were felt, however, both reserve requirements and policy interest
rates were reduced." The room for such actions today is clearly narrower, particularly
for the group of countries that are inflation targeters.'

One of the key propagation channels of the 2008 financial crisis was the sudden
outflow of capital. While dollar international reserves have risen, as a percentage
of M2 reserve levels for inflation targeters and intermediate regimes are no higher
today than compared to the pre-crisis period (Figure 4.8, panel D). At the same time,
there has been a sharp, real exchange rate appreciation (Figure 4.8, panel E), and
among inflation targeters levels of deposit dollarization (identified as a key vulner-
ability in the face of a sudden stop) remain at roughly the same level as before the
Lehman period. On the other hand, reserves expressed as months of import cover
have indeed increased for this group. The choice of denominator for assessing reserve
adequacy, particularly as insurance against a sudden stop in capital flows, remains
somewhat controversial.'® However, given the relation to M2 and the movement

of deposit dollarization, it would appear imprudent to conclude that the region has

I Interest rates are the policy rate for inflation targeters and central bank discount rates otherwise.
Real interest rates are only computed for inflation targeters and are ex ante rates computed employ-
ing inflation expectations. Nominal policy rates are expressed as an index given the different levels
across countries. T he figure plots simple averages across the three groups and normalizes each series
to facilitate the comparison between today and the pre-Lehman period.

12 [nflation expectations in inflation targeting countries fell from 5.3 to 4.6 percent between August
2008 and October 2012, while nominal interest rates fell during the same period from 8.7 to 5.8 percent.
13 Figure B.3 plots an index of reserve requirements on short-term local currency deposits, but the
argument generalizes to other requirements see Appendix B for more detail. Data on reserve require-
ments for inflation targeters were used for Brazil, Chile, Colombia, the Dominican Republic, Guatemala,
and Peru, and data for the intermediate regimes for Bolivia, Costa Rica, Honduras, and Nicaragua.
14 When the crisis first materialized, some countries first relaxed reserve requirements, given liquidity
concerns, while maintaining higher policy interest rates, given continued concerns regarding inflation.
As argued in Powell (2012), reserve requirements and the policy interest rate were used in different
ways to react to different shocks.

15 While reserve requirements for fixed exchange rate regimes were not analyzed, considering Ecuador
as an example, a similar pattern emerges: reserve requirements were halved on financial institutions
in the midst of the financial crisis in 2008 and have been kept at that level ever since.

16 For example, in a recent study of optimal reserves, Calvo, lzquierdo, and Loo-Kung (2012) find
that the reserves-to-M2 ratio does not help to predict the occurrence of sudden stops, nor the costs
associated with those episodes.
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strengthened its defenses very significantly in terms of reserve holdings in comparison
to the pre-crisis period.

Another tool for managing a sudden outflow of capital is the use of restrictions
on the flow of capital between residents and nonresidents. Exchange rate fixers have a
higher level of restrictions on capital flows, followed by the intermediate regimes. The
inflation-targeting group had the lowest level of restrictions before the 2008—09 crisis
(Figure 4.8, panel F).!” There has been a substantial increase in the use of inflow restric-
tions by inflation targeters, but not by the other groups. Fixers and inflation targeters
have also increased the use of outflow restrictions. Intermediate regimes have roughly
maintained the level of restrictions. It might be argued that the generally higher level of
restrictions in the region may provide greater protection against any new financial crisis.'®

Overall, while a higher level of restrictions may provide some protection against a
sudden change in capital flows, there is less monetary policy space in the region today
than before the Great Recession.

The Monetary Policy Dilemma

As the region faces suppressed world growth, what role can monetary policy play? Latin
America and the Caribbean is close to its long-run trend growth rate (see Figure 4.9).
While monetary shocks have real effects to the extent that nominal rigidities affect
economic outcomes, but for economic circumstances that are persistent such as a
prolonged period of lower growth, the effects of these rigidities will be relatively short-
lived.”” An inappropriate loosening of monetary policy may then simply lead to pressure
on prices with little real impact on growth.

Given strong global liquidity and low world interest rates, however, the region
is also likely to continue to face strong, yield-searching capital inflows. Central banks
may wish to resist appreciations of the exchange rate. Here, other tools may also be
considered, such as the sterilization of capital inflows, anti-cyclical reserve requirements,
capital requirements, or provisioning requirements on banks to dampen credit cycles
and selected capital controls?®. However, the literature suggests the effect of such

17 The data represents an update of Schindler’s (2009) index on de jure restrictions on cross-border
financial transactions for countries in Latin America and the Caribbean up to 2011. The indicators of
inflow/outflows are bounded between zero (no restrictions) and one (full restrictions).

18 A counter-argument is that, as restrictions are already higher, there may be less space to increase
them even further. However, it should be noted that the deployment of such tools and their impact
remain an area of continued debate.

19 This may be true even with substantial nominal rigidities given some positive inflation as such
rigidities are normally stronger for reductions in nominal prices.

20 See Galindo, Rojas-Sudrez, and del Valle (2013) for a review of the use of macro-prudential tools
applied in the financial system in the case of the Andean countries.
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FIGURE INDICATORS OF MACROECONOMIC CYCLE ACROSS REGIMES

a. Business Cycle in Latin America and the Caribbean b. Trend Growth and Policy Rate
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macro-prudential tools may be at best partial, and they may induce other distortions.?!
Lower policy rates may then be a useful complement to counter real appreciations.??
However, a sufficient level of monetary policy credibility is a prerequisite to employing
a looser monetary policy to resist real appreciation. For inflation targeters, credibility
has risen in the region, and a looser monetary policy can only be recommended to
the degree that this credibility is maintained. If inflation rises above targets, central
banks must manage this trade-off very carefully—see Appendix A for an analysis of
the credibility of inflation-targeting regimes and how credibility may suffer if inflation
rises above the target.

Final Remarks and Policy Suggestions

Given the baseline scenario of persistent lower growth, aggressive countercyclical fiscal
or monetary policy would appear to be inappropriate and may endanger the hard-won
credibility of macroeconomic policymaking in the region. A somewhat tighter fiscal
policy is warranted to complete the cycle of fiscal stimulus and to maintain fiscal space,
particularly for those countries that are more dependent on commodity exports, to

employ in the event of a more severe downturn—a negative shock to the baseline.

21 See Binici, Hutchison, and Schindler (2010) for evidence regarding the effectiveness of capital
controls in affecting both the volume and composition of capital flows. In addition, Garcia (2011)
provides an argument as to why sterilization may affect the real exchange rate with persistent effects.
The Latin American and Caribbean Macroeconomic Report (2012, Appendixes D and F) discusses
in further detail the use of macro-prudential tools in Latin America.

22 See Hofstetter (2008) for an analysis of the costs of disinflation in LAC economies from moderate
levels of inflation.
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Moreover, a tighter fiscal policy would also allow a somewhat looser monetary policy
to counter exchange rate appreciation pressures. To the extent that fiscal policy is too
expansionary, monetary policy will need to be tightened, adding to the problem of cur-
rency appreciation; this is an inefficient policy mix. If monetary policy is not tightened,
though, there is the danger that inflation will rise, monetary credibility will be eroded,
and the eventual tightening of monetary policy to reduce inflation in the future will
be made more costly. These considerations indicate that a somewhat tighter fiscal
policy combined with a somewhat loose monetary stance may be the appropriate mix.
However, this will not yield growth rates beyond the baseline projections and should

not be expected to do so. Rather, the region may wish to consider more fundamental

reform measures in order to boost growth.







CHAPTER 5

Growth, Productivity, and the
Allocation of Resources

iven suppressed world growth and the limits of fiscal and monetary policy in
boosting growth in the region, policymakers may wish to consider pro-growth
structural reforms to improve economic conditions. As modeled in Chapter 3,
reforms that lead to a persistent growth acceleration of only a normal size (one stan-
dard deviation of growth rates) in each country in the region would, given spillovers,
lead to a substantial boost to growth for the region as a whole. But where might this
growth acceleration come from? This chapter argues that there is considerable room for
reforms and that there is a significant misallocation of resources in the region. Reforms
that have the potential to rectify these misallocations may then have significant impacts

on productivity and growth.

Allocation, Productivity, and Growth FIGURE H THE RELATIVE PRODUCTIVITY DECLINE
IN LATIN AMERICA AND THE CARIBBEAN
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A country that accumulates labor and capital resources at a steady pace may still lag
behind in terms of income relative to the rest of the world. Low growth in productivity

I See the seminal contribution by Solow (1956).
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FIGURE DECOMPOSITION OF THE INCOME GAP measured via aggregate total factor
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Note: The figure illustrates the change in an index between 1960 and 2007, the United States decrease(i but only
normalized to 1.0 in 1960, that represents the gap in income per capita

between each country and the U.S. For example, Panama reported 0.42, because the extent of factor accumu-
meaning that income per capita in Panama relative to the U.S., increased by . . .

42 percent between 1960 and 2007. lation outweighed a decrease in TFP

relative to the United States. To realize
sustainable gains in income per capita
in the region, the barriers to stronger productivity growth must be reduced.

How can policies promote stronger productivity growth? By construction, barriers
that prevent efficient factor reallocation will result in lower productivity levels. Thus,
one clear point of departure is to think about policies that would create the proper
economic environment for firms and agents to reallocate factors efficiently. To what
extent would such a reallocation increase productivity? And how much more economic
growth would this generate?

2 For the graph, the gaps in income per capita, TFR and factor accumulation between LAC countries
and the United States are all normalized to 1.0 in 1960, and the figure then reports the change in this
index between that base year and 2007. For example, in the case of Panama, the gap in income per
capita between Panama and the United States increased by 42 percent between 1960 and 2007, so
the number reported is 0.42.
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The gains in productivity are very
large indeed: 50—100 percent, as shown
in Figure 5.3, panel A, which plots the
estimated TFP gains for nine countries
in the region.® Such gains, moreover,
represent only the manufacturing
sector and only the specific years for
which micro-data for each sector are
available.

Commensurate with the large
gains in productivity, the increases in
growth would also be large. Suppose a
country in the region reforms to reduce
the misallocation of resources to the
level of the United States over a de-
cade.* How much extra growth would
this produce? For the median country,
the answer is about | percent per an-
num additional growth, which when
accumulated over, say, a 10-year period
is a very significant amount indeed (see
Figure 5.2, panel B for detailed results
for the same nine countries).’

While this counterfactual exercise
is an approximation, for three reasons
it is likely to result in a lower bound

for the potential gains obtained by a

FIGURE ECONOMIC GAINS AS A RESULT OF
REALLOCATION

GROWTH, PRODUCTIVITY, AND THE ALLOCATION OF RESOURCES
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Note: Estimated impact on annual growth of reducing economic

misallocations to the level of the United States. Impact is averaged over the

decade ending in the year TFP gains are illustrated in the figure above.

more efficient allocation of resources. First, the accounting exercise only reallocates

resources within narrowly specified (4-digit) industries and not across industries.

Second, while estimates of misallocation from the manufacturing sector are applied to

the entire economy, there are many indications that the degree of misallocation in the

service sector is considerably higher than that of manufacturing. Third, the estimates

of misallocation are based on firm census data that tend to exclude very small (and

likely very inefficient) firms.

3 The data for this figure are taken from Pagés (2010).

4 Note that the allocation in the U.S. is 40 percent away from the optimum.
5 The decade considered is that which ends in the year in which data are available, as reported in
Figure 5.3, panel A. In the case of Mexico, for example, it is the decade 1994-2004. The reported
growth figures are the difference between the actual and the counterfactual growth over that decade.
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FIGURE CHANGE IN REFORM INDEX FROM 1985 Room for Reforms
Financial Liberalization _
Trace | — The above makes the case that reduc-

ing misallocations may be important

Privatization [
o —
Labor '

00 01 02 03 04 05 06 07 08

for enhancing productivity and, hence,
growth in the region. How can such
misallocations be reduced? The so-

) , called Lora Index attempts to measure
Change in reform index

mis 2009 what types of distortion-reducing

Sourcer Lora 2012, reforms have been conducted in Latin
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assumes values between 0 and |, where | indicates that the “room for reform” has been

exhausted in the sense that the country has done the best possible job in the region in
implementing reforms, fostering favorable conditions for the proper working of markets.

A low score, however, would indicate that there was still substantial space for reforms

to reduce distortions and improve economic efficiency.

The decade of the 1990s was a period of quite intense reform activity in the
region. Even so, building on the 1990s and comparing 2009 with 1999, the region has
been more successful in pursuing reforms in some areas than in others. Figure 5.4 re-
ports the average Lora Index for the region by area of reform activity. Reforms in
this last period have been focused particularly on the areas of trade and financial
markets. In terms of privatization and tax reforms the values of the index are lower,
but recent years have seen some improvement. The lowest level of reform activity
has been in the area of labor markets, where there has been deterioration in the
index in recent years.

There are clearly many areas in which reforms may be pursued that could have
significant growth impacts, including those covered by the Lora Index, and others. This
report does not attempt to identify those reforms with the highest potential payoffs.
Moreover, countries are in different positions and may wish to focus on particular
areas or specific constraints to growth that would have the greatest payoffs in their
particular case’. Indeed, a theme of this report is that reforms should be tailored to
individual country circumstances and institutions. No doubt some countries will wish to
focus on improving education, enhancing competition in product markets, or ensuring

6 See Lora (2001) and Lora (2012).
7 The wide literature on “growth diagnostics” has precisely this objective in mind; see Hausmann,
Rodrik, and Velasco (2008) for a description of this methodology.
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equitable tax systems that promote development.? In this report, the focus is on two
other important areas; (1) labor markets where, as reported above, progress has lagged,
and (2) domestic savings and investment in infrastructure, which remain substantially

below the level of peer countries and the region’s needs.

8 Cabrol and Székely (2012) and Bassi et al. (2012) discuss current issues and ideas for improving
educational quality and quantity in the region. Corbacho, Fretes Cibils, and Lora (2013) are devoted to
a detailed analysis of tax systems in Latin America and the Caribbean. Their focus is that tax systems
should be considered as a set of tools to promote development rather than simply a source of revenues.
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CHAPTER 6

Reforming Labor Markets

he misallocation of resources reviewed in the previous chapter can be explained

by a variety of structural causes including distortionary fiscal policies, financial

frictions that restrict access to credit markets, and inefficient production struc-
tures, such as monopolies or oligopolies. While these causes should not be ignored,
the focus in this chapter is on dysfunctional labor markets,'i.e., those where resources
are not allocated efficiently. Labor markets in Latin America and the Caribbean have
high degrees of informality—both a symptom and a cause of labor market dysfunc-
tionality—with significant impacts on productivity. As a result, an integrated approach
capable of addressing informality without placing additional constraints on resource
allocation may be needed to improve productivity and long-run growth. This chapter
argues that in those countries where informality rates are high, the key to unlock higher
productivity may be to address this problem. The chapter concludes by outlining the
types of reforms that may then be required.

The Characteristics of Informal Labor Markets

The definition of informality varies in the literature both conceptually and empirically.
Some authors emphasize the lack of registration; others identify tax evasion; still others
note the difference between workers covered and not covered by contributory social
insurance. An additional issue is the difference between formal and informal workers
and formal and informal firms, two concepts that only partially overlap. For example,
a worker can be hired informally from a formal firm; or a formal worker may formally
declare only a portion of her total labor income. One definition popular in worldwide
comparisons is provided by the Key Indicators for the Labor Market (KILM) compiled by
the International Labour Organization (ILO): “The informal labor sector comprises all jobs
in unregistered and/or small-scale private unincorporated enterprises that produce goods
or services meant for sale or barter.” A better definition of labor market informality in the
region, however, and one that is gaining ground internationally is based on participation

I' Moreover, there may be links between labor and other distortions. For example, high taxes on formal
labor may only be viable given high markups in product markets; see Blanchard and Giavazzi (2003).
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in Contributory Social Insurance (CSI):? the subset of the labor force covered by CSI
is defined as formal, and the subset not covered is considered informal. The CSI-based
definition has the conceptual advantage of identifying the crucial distinctions between
workers with and without access to social insurance and providing a feasible means of
identifying the formal labor force in census data and household surveys.

The precise characteristics of the informal labor sector vary from country to
country, but there are a series of common features: informal firms are usually small,
informal workers are frequently self~employed, or hired illegally by firms, and they ex-
perience a high turnover rate. Both informal firms and informal workers are at higher
risk of engaging in illegal activities than formal firms. However, this does not mean
that informal workers only work in small firms, that all small firms are informal,? that
employees of formal firms are not working informally,* or that the entire informal sec-
tor is illegal.> Moreover, some firms hire both formal and informal workers, and some
workers work as illegal salaried workers. There is, moreover, high mobility with workers
moving from formal to informal and vice versa.®

These features tend to lead to low productivity for three reasons. First, a smaller
firm size frequently implies little labor training, limited adoption of new technologies or
innovation, and, in general, unexploited economies of scale or scope.”® For example,
Pagano and Schivardi (2003) show that larger size fosters productivity growth by allow-
ing firms to take advantage of all the increasing returns associated with R&D. Second,
high job turnover and occupational choices concentrated in low-skilled, frequently self-

employed jobs imply that human capital accumulation is discouraged.” For example,

2 Contributory Social Insurance comprises the bundle of benefits (typically, retirement benefits and
death and disability insurance) and the method of financing them (typically, wage taxes), as discussed
in Levy and Schady (2013). For a similar approach to the definition of informality, see also Busso, Fazio,
and Levy (2012) and Kanbur (2009).

3 In Mexico, for example, Levy (2008, Table 7-2) nonetheless reports a significant discrepancy between
the total number of firms and registered firms in firms with more than 50 employees. At the same time,
about 15 percent of even the smallest firms (less than 2 employees) are officially registered. In Chile, Busso,
Madrigal, and Pagés (2012) show that larger firms are actually those that engage in the most tax evasion.
4 Comisionistas in Mexico, for example, even if they are officially unsalaried, frequently work in a
subordinate capacity for a firm.

5 lllegality is frequently limited to the lack of registration of the labor relation, with a large portion of
the economic activity generated being fully legal.

6 Since the influential works by Maloney (2004) and Heckman and Pagés (2004), the collection of
this evidence has been growing and expanding to most countries in the region. In Mexico, Antdn,
Hernédndez, and Levy (2012, Table 3) report that 8.6 percent of formally employed workers in 2007
moved to the informal sector within a year. In Brazil, Meghir, Narita, and Robin (2012, Table 3) report
that about | percent of informal workers move to the formal sector within four months.

7 See, for example, Busso, Madrigal, and Pagés (2012), Levy (2008), and Heckman and Pagés (2004).
8 Even if small firms may show unexpected dynamism in adopting innovations, the bulk of R&D is
still concentrated among the largest firm (Acs, Audretsch, and Feldman, 1994).

9 D’Erasmo, Moscoso Boedo, and Senkal (2012) is a recent contribution providing theoretical foun-
dations and calibrations results on the interaction between labor market institutions, informality, and
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D’Erasmo, Boscoso Boedo, and Senkall FIGURE INFORMALITY AROUND THE WORLD
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example, Straub (2005) shows how the Source: L0 (2012).

procedures and institutions necessary
to support an efficient credit market
exclude most informal producers. The weight of empirical evidence, reviewed below,

indicates a strong association between high informality and low productivity.

Informality and Misallocation: Empirical Evidence

Informality is a distinctive and persistent feature of labor markets in Latin America and
the Caribbean.! Figure 6.1 shows the informality rate across world regions, computed
following the KILM definition. Countries in the region not only have a higher informal-
ity rate than other middle-income countries (by almost 20 percentage points) but also
higher informality than the average of all low-income countries available in the sample.
Figure 6.2 shows the dispersion of the informality rate across the region using the CSI-
based definition. The average over all countries and quintiles is less than 50 percent,
with only Chile reporting good coverage over the entire income distribution. Within
each country, dispersion by income quintiles is significant: the bottom quintile rarely
exceeds 20 percent coverage.

The relation between informality and productivity is shown by using panel data
techniques to analyze a set of countries over time. Table 6.1 reports the results of such
an analysis for 12 countries in the region.? The results confirm a significant correlation
between the TFP gap (between the country considered and the United States) and
the informality rate. For example, a conclusion from the results presented in column
(4) is that a | percentage point increase in the informality rate is correlated with about

human capital accumulation. Atkin (2012) is an empirical paper showing how the increase in local
demand for unskilled workers in Mexico in the years 1986—-2000 contributed to school dropouts.

10 For empirical evidence, see, for example, McKenzie and Woodruff (2008).

I See Maloney (2004), Levy (2008), and Meghir, Narita, and Robin (2012).

12 The 12-country panel is unbalanced, and the regression controls for income (GDP per capita), labor
market conditions (the unemployment rate), and the state of labor market reforms (the Lora Index
of labor market reforms, as introduced in the previous chapter).
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FIGURE ﬂ INFORMALITY IN THE REGION
EMPLOYED WORKERS CONTRIBUTING TO SOCIAL SECURITY
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The horizontal line corresponds to the population-weighted average.

TABLE X} RELATION BETWEEN TOTAL FACTOR PRODUCTIVITY (TFP) AND INFORMALITY

1) (2 (3) (4)
Variables TFP Gap TFP Gap TFP Gap TFP Gap
Informality 0.47%** 0.48*** 0.40* 0.49**
(0.14) (0.15) (0.20) (0.21)
Reform index (Lora, 2012) -0.78 -0.24 -0.14
(0.81) (0.94) (0.93)
GDP per capita 1.66* 1.13
(0.91) (0.91)
Unemployment rate 1.02%**
(0.35)
Constant -7.68 43.97 -1.60 -18.08
(6.88) (50.66) (59.22) (58.68)
Observations 99 85 72 68
R-squared 0.11 0.13 0.21 0.32
Number of countries 13 12 12 12

Source: Authors’ calculations based on Daude and Ferndndez-Arias (2010), Lora (2012), and ILO (2012).
Notes: Standard errors are reported in parentheses. *Coefficient is significant at the 10 percent level; ** at the 5 percent level; *** at the 1 percent level; no
asterisk means the coefficient is not different from zero with statistical significance.
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a 0.5 percentage point increase in the gap between Total Factor Productivity (TFP)
in Latin America and the Caribbean versus the United States.'* The coefficient repre-
senting the conditional correlation between informality and TFP is always significant
across different econometric specifications, and the magnitude of that coefficient is
relatively stable.

A second approach to analyzing this relationship is to consider micro evidence.
Busso, Madrigal, and Pagés (2012) employ firm-level data on a relatively large set of
countries in Latin America and the Caribbean,'* to estimate within-industry TFP gap
dispersions. In this analysis, TFP gap dispersions are correlated with firm size. Informality
tends to be concentrated among smaller firms, which provides indirect evidence of the
relation between productivity and informality. Firm size is negatively correlated with
informality but remains a highly imperfect proxy for informality because i) large firms
may have informal as well as formal workers; and ii) even very small firms may be
formal. The results show that in all countries the productivity gap is higher in smaller
firms: for example, for Bolivia, Colombia, El Salvador, and Venezuela productivity in
firms with more than 250 workers is more than 150 percent higher than productivity
in firms with less than 20 workers.

A third method of analyzing this issue is to use detailed firm-level information that
specifically identifies whether the firm is informal or not. Such data are quite rare, but
Busso, Fazio, and Levy (2012) locate and use such information for the case of Mexico.
They then estimate similar within-industry TFP gap dispersions and are able to corre-
late them, not only with firm size, but also with informality directly. Formal firms were
found to be 84 percent more productive than informal firms, even when controlling for
a wide set of firm-level controls.

The results discussed in this section—both the review of the characteristics of
an informal labor market and the empirical evidence on informality and productiv-
ity—suggest that where informality rates are high, a strategy to increase productivity
in the region may need to include reforms to decrease those rates as a key component.

Towards an Agenda for Labor Market Reforms

Since the labor market has been one of the more neglected areas for reform in the

region in the past, it is one of the ripest areas for action in the future. Reforms have

13 The TFP gap corresponds to the one studied in Chapter 5, and it is measured relative to the United
States. See that chapter for further details.

14 Colombia, Ecuador, Chile, Uruguay, El Salvador, Bolivia, Venezuela, Brazil, and Argentina. Years
vary by country, but they are all in the mid-2000s. See Table 7 in Busso, Madrigal, and Pagés (2012)
for details.
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focused on trade and the financial sector, while labor market reforms have occurred in
only a handful of countries, and even there they have been quite limited. In fact, Lora
(2012) indicates that little action was taken in any country over the decade ending
in 2009. When action has been taken, it has usually involved only one relevant area of
reforms. For instance, in 2003 high firing costs were lowered in the Colombian formal
sector, but social security contributions remained high, to be lowered in the coming
months as a result of a labor market reform—see Box 6.1. In Peru, the high level of the
minimum wage as a proportion of GDP per capita has been reduced, but firing costs
remain high compared to others in the region.

Designing a labor market reform that will be effective in reducing informality and
enhancing productivity and growth is no easy matter. Difficulties arise in part from the
many equilibrium and spillover effects implied by any significant reform!> and in part by
lack of experience in implementing actual comprehensive reforms in this area. Moreover,
informality levels are influenced not only by labor market institutions but also by the
characteristics of other markets such as credit markets. Recent literature focusing on
Latin American and Caribbean countries, for instance, shows that increasing access
to credit is associated with higher formalization.'® Indeed, the technical complexity of
such a package of reform measures and the political issues involved in reaching agree-
ment on them may present obstacles to the enactment of reforms.

A broad range of institutional features may create incentives to work or hire
informally. The fiscal system may generate “tax discrimination,” penalizing the formal
sector with a much higher tax rate than the informal sector. Social insurance programs,
when linked to labor market status, may provide benefits to both formal and informal
workers but collect contributions only from formal workers. In addition, administrative
and registration costs necessary to establish a business in the formal sector may be so
high as to outweigh their benefits, effectively creating barriers to entry in the sector.
Finally, labor market regulations may create severe rigidities in labor mobility, increasing
the appeal of the flexibility enjoyed by the informal sector.

15 Meghir, Narita, and Robin (2012) focus on Brazil and provide a careful treatment of many of these
effects, including the endogenous choices of firms on posting formal or informal jobs. The importance
of equilibrium channels is highlighted by their conclusion: if a reduction in current levels of informal-
ity is welfare improving for both workers and firms, abolishing informality completely may actually
reduce firms’ profits. Levy (2008) focuses on Mexico and is also careful in spelling out the trade-offs
of a labor market with a large proportion of informal workers.

16 See Catéo, Pagés, and Rosales (2009) for Brazil, Gandelman and Rasteletti (2012) for Uruguay,
Mordn, Salgado, and Seminario (2012) for Peru, and Caro, Galindo, and Meléndez (2012) for Colombia.
The general idea emerging from these contributions is that since access to bank credit typically requires
compliance with tax and employment legislation, firms are more likely to incur formalization costs once
bank credit is more widely available at lower cost. Moreover, in the case of Peru, Mordn, Salgado, and
Seminario (2012) find that the effect is quantitatively larger for smaller-sized firms.

40



REFORMING LABOR MARKETS

Box 6.1 The Recent Colombian Labor Reform

The Colombian Congress has recently approved a revenue-neutral tax reform that aims at lowering payroll
taxes. Traditionally, Colombia has financed a variety of expenditures through payroll taxes. In addition to
the usual health care and retirement plans, in the Colombian case payroll taxes were collected to finance
the governmental agencies for childhood (ICBF) and for job training (SENA), as well as leisure activities
for workers. The burden of payroll taxes was shared between the employer and the employee in the case
of health care and retirement plans, but paid exclusively by the employer in the other cases.

The tax reform is designed with the specific features of Colombian institutions in mind. It will move
funding for ICBF and SENA and for the portion of health care paid by the firm from payroll taxes to consump-
tion and corporate income taxes. The corporate income tax is raised by a percentage point, at 34 percent,
of which 9 percentage points (now called corporate income tax for equity) have lower deductions and are
intended to fund the aforementioned expenditures.

According to official sources,? the reform will lower the effective payroll tax from almost 30 percent
to 16 percent, benefiting firms in the formal sector, especially labor-intensive firms. By doing this, the
government expects to lower the costs of formality, and thus to increase the incentives for firms and workers
to enter the formal sector in Colombia, an economy where around 60 percent of workers are informal. The
government also expects the reform to reduce the Gini coefficient by 1.9 points through increasing formal
employment by 11 percentage points. This increase in formal employment would increase the relative
size of the formal sector in the economy between 10 and 15 percent.

2 See the presentation by the Minister of Finance, Reforma Tributaria 2012.

The relative weight of each of these factors in contributing to the observed share
of informal labor varies from country to country. This is in part due to different initial
conditions in the institutional setting of each country and in part due to the lack of a
clear one-dimensional institutional feature correlating informality and labor market
characteristics. Figure 6.3, based on data in Lora (2012), illustrates this issue. Two im-
portant labor market institutional features are plotted: minimum wage (as a proportion
of GDP per capita) and social security contributions (as a proportion of payroll salaries)
together with the size of the informal sector for each available Latin American and
Caribbean country. A larger circle denotes a higher informality rate, computed following
the CSl-based definition. No clear pattern emerges: a first group of countries (top left)
has high informality and a high minimum wage but low social security contributions. A
second group of countries is at the opposite side of the spectrum: relatively low infor-
mality and a low minimum wage but high social security contributions. Finally, a third
group is in the middle, with intermediate levels of minimum wage and social security
contributions, and both high and low levels of informality.

For these reasons, policy recommendations should be specifically tailored to the
country under consideration following a careful diagnosis of which institutional features

contribute the most to the distortion of the incentives to work and hire in the formal
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FIGURE [[3) LABOR MARKET INSTITUTIONS AND INFORMALITY
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sector. For example, Lora (2012) reports the level of social security contributions in
Colombia in the formal sector at about 35 percent, one of the highest in the region.
The source of such a high contribution level is that Colombia finances through pay-
roll taxes not only the usual health care and retirement plans, but also governmental
agencies for childhood and job training, as well as recreational activities for workers.
This anomaly suggests that a reform of the payroll tax system could be a promising
tool to reduce distortionary incentives. In fact, a tax reform recently approved by the
Colombian Congress moves exactly in this direction (see Box 6.1).

In conceiving and implementing labor market reforms, it is crucial to have an
integrated view of both social and economic objectives and to consider the incentives
provided to both the demand and supply side of the labor market. In some cases, well-
meaning policies may generate incentives for firms to operate at an inefficient scale,
hampering growth and productivity.

Several countries have introduced a special tax regime with certain exemptions
offered to small firms. The exemptions usually include more favorable rates and less
cumbersome processes. An example is the Repeco system in Mexico.!” These policies
appear logical and may have benefits in simplifying procedures for smaller firms but they
may also have the effect of concentrating many firms just below an artificial threshold,
and creating a bias in favor of firms remaining small. As a result, firms may not be the

17 Repeco stands for Régimen de Pequerios Contribuyentes (Small Taxpayers Regime) and allows for
exemptions from the standard VAT and income tax regimes.
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less than five workers. In contrast, the firms pay no social security taxes. Formal firms only hire salaried workers and
pay social benefits. Semi-formal firms are intermediate cases.

informal firms remain small, employing

distribution of firm size for formal firms
is comparable with that of other middle-
income countries; about 40 percent have at most five employees and almost 30 percent
have between 11 and 50 employees. Also note that while about 6 percent of all formal
firms have more than 50 workers, there are no informal firms in this size category.'?
Another example of well-meaning policies that have become common in the
region but with potentially perverse effects, are noncontributory social insurance
programs. A first prominent example are noncontributory pensions, which are now
present in 13 countries in the region, with an average coverage of about 27 percent
of the elderly population.?’ Some of these programs have been extremely success-
ful in increasing pension coverage: for example, Brazil’s Previdéncia Rural increased
coverage by 40 percentage points in less than a decade; Mexico’s Programa 70 y mds
covered about 45 percent of the elderly in 2011; the Renta Universal de Vejez in Bolivia
covers the entire population over the age of 60.?' A second example is that of non-
contributory health programs that provide health benefits to informal workers. For
example, Colombia’s Régimen Subsidiado en Salud covers more than 90 percent of

18 For detailed evidence showing this effect by comparing Mexico and the United States, see Leal
Orddriez (2010). For a broader description of firm size in the region, see Pagés (2010).

19 The figure also reports an intermediate case: semi-formal firms, i.e., firms that pay some social
security taxes but less than they should to fully comply with the law (Busso, Fazio, and Levy, 2012).
While this case highlights how the categories “formal” and “informal” can be quite flexible, it is still
informative since semi-formal firms are also an intermediate case in terms of size distribution.

20 See Table | in Levy and Schady (2013).

2l Clearly, the size of the transfer necessary to finance such an ambitious program is quite large: 1.25
percent of Bolivia’s GDP is transferred through the program.
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informal workers; Mexico’s Seguro Popular has reached more than 43 million affiliates
among informal workers in 2010 (Levy and Schady, 2013). Although these programs
have been successful in expanding social insurance coverage, they may generate an ef-
fective subsidy to the informal sector since informal workers receive a benefit without
directly contributing to its cost, while formal workers receiving the benefit are forced
to contribute to it. As a result, such programs may have the unintended consequence
of incentivizing informality. For example, Bosch, Cobacho, and Pagés (2013) estimate
that Mexico’s Seguro Popular may have prevented between 160,000 and 400,000 jobs
from becoming formal, or between approximately 8 percent and 20 percent of the total
number of formal jobs created over the period.

These examples illustrate that a successful reform should be based on a comprehen-
sive diagnosis. It should identify any institutional features that may create distortionary
incentives. Alternative policies may be considered that have similar objectives but that
reduce resource misallocations, including informality. It is likely that an integrated design
to balance economic and social objectives, capable of forecasting the incentives provided
to both the supply side (workers) and the demand side of the market (firms), is required.

Conclusion

Labor market reforms have the potential to unleash growth in the region thanks to the
impact on productivity and resource allocation. There is considerable room for reforms
in the labor market area, but designing effective labor market reforms is no easy matter.
The following recommendations flow from the analysis:

° Institutional features, distortions, and misallocations in labor markets vary greatly
across countries; reforms should therefore be tailored to particular country
characteristics and should also take into account implementation capacities.

* In countries where informality rates are high, reducing informality may be
among the key reform objectives, as a reduction in informality may significantly
increase productivity and, hence, long-term growth.

* Labor market reforms to tackle informality are necessarily complex and may
also require the reform of social protection programs, which may then require
alternative forms of financing.

* Asaresult, reform design may need to take into account the following:

° acomprehensive diagnosis, to identify which institutional features are creat-
ing the most distortionary incentives;

° anintegrated design to balance economic and social objectives;

° appropriate incentives for both the supply side (workers) and the demand
side (firms) to operate in the formal economy.
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CHAPTER 7

Making Room to Grow:
Domestic Savings and
Infrastructure Investment

eficient infrastructure in Latin America and the Caribbean (LAC) is a constraint

on economic growth. Across the region, the quantity and quality of infrastructure

networks are poor, and investment is insufficient to upgrade capital stocks. The
problem encompasses both the public and private sectors as, despite infrastructure’s
evident public good component, investment can be financed by the private sector or
co-financed by the private and public sectors via public-private partnerships (PPPs).!
There are, however, two main impediments to raising infrastructure investment in Latin
America and the Caribbean: i) insufficient long-term financing in local currency; and
i) regulatory impediments that prevent available financing from reaching infrastructure
investment. Each of these problems has different causes and requires different treat-
ments. However, the two reinforce each other in constraining investment, and the
solution to the problem requires action on both fronts.

The problem of insufficient long-term financing in local currency is directly related
to low public and private savings in the region. While in principle financing for infra-
structure investment could come from either domestic or external sources, there are
several reasons why relying on foreign savings alone may be insufficient. First, foreign
capital inflows tend to be volatile; moreover, international lending to developing coun-
tries is predominately in foreign currencies.? These characteristics do not bode well
for the type of financing required for infrastructure. In fact, the available international
evidence shows that foreign savings have not provided a reliable source of financing

I The economic justification for a certain level of public investment is well known. But the role of
the public sector as the sole provider and financier of infrastructure investment via public investment
is more contentious. See Isham and Kaufmann (1999) for a thorough discussion and Engel, Fischer,
and Galetovic (forthcoming) for a discussion of public-private partnerships to finance infrastructure.
2 International sovereign bond issuance in local currency remains limited. This could be explained by
the liquidity advantage that the U.S. dollar and a very few other global currencies continue to enjoy
in financial markets. See Powell (forthcoming).
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domestic capital in developing countries.? Second, while foreign direct investment
(FDI)—which is the least volatile component of capital flows—has increased in recent
years, on average only approximately 10 percent of capital inflows to the region have
gone to infrastructure investments. This is not enough to finance its investment needs.
Third, there are complementarities between domestic and foreign savings. In particular,
domestic savings are like collateral that encourage the participation of foreign investors
in infrastructure projects. That is, by saving and investing locally, residents are revealing
information about the quality of investment opportunities to potential foreign investors
with less information. This facilitates investments in a world of asymmetric informa-
tion.* Fourth, there is evidence that in low domestic savings environments, increasing
public investment usually crowds out private investments, making it more difficult to
increase aggregate investment.>

Domestic savings rates in Latin America and the Caribbean have remained stag-
nant at approximately 18 percent of GDP on average since the 1980s, compared to
over 30 percent in fast-growing East Asia. These low rates have been accompanied
by lower investment in physical capital. In order to raise potential GDP growth, Latin
America and the Caribbean needs to increase infrastructure investment by as much
as 4 percentage points of GDP. This, in turn, requires increasing domestic savings.
Achieving higher levels of savings may be challenging, but it is not unprecedented by
international standards. Several East Asian countries, for example, have maintained
domestic saving rates in excess of 30 percent of GDP. In the region, Chile was able to
increase domestic savings from almost zero in the early 1980s to nearly 30 percent of
GDP in the early 1990s. In both cases, private savings played a key role in the surge in
savings and its subsequent sustainability.

What can countries do to increase domestic savings on a sustainable basis? This
is the question addressed in this chapter. To set the scene, the stylized facts are first
revisited: savings have remained stuck at low levels in the region for decades, and this
problem is generalized across countries and encompasses both private and public sav-
ings. The focus then turns to policy issues: the roles of macroeconomic stability, the
protection of property rights, fiscal policy, and pension system reform in promoting
domestic savings. The chapter also considers a further impediment to increasing in-
frastructure investment in Latin America and the Caribbean: regulatory frameworks
that may not favor the flow of domestic and foreign savings into productive investment
opportunities. The region clearly needs to enhance institutional capabilities to promote

3 See Aizenman, Pinto, and Radziwill (2007).
4 See Aghion, Comin, and Howitt (2006).
5 See Cavallo and Daude (2011).
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infrastructure investment. Some countries are already moving in that direction, but
there is room for further action.

The Infrastructure Problem

There is a gap in terms of the quantity and quality of the stock of physical infrastructure
in Latin America and the Caribbean compared to: i) the region’s needs; ii) advanced
economies; and iii) emerging Asian countries. The infrastructure gap is visible in defi-
cient transportation and communication networks, low energy-generating capacity to
meet rising demand, and deficient water and sanitation services.

The World Economic Forum conducts surveys that ask investors to evaluate, on
a scale from 1 (worst possible situation) to 7 (best possible situation), twelve aspects
related to their perceptions about the quality of domestic infrastructure. The results
of the latest survey (Figure 7.1) show that Latin America and the Caribbean ranks sig-
nificantly below advanced economies and fast-growing East Asian countries in investor
evaluations of the quality of overall infrastructure. In turn, this serves to reduce the
region’s competitiveness and constrain economic growth.

The root cause of the infrastructure deficit in Latin America and the Caribbean
is insufficient investment to replace depreciating capital and build up better stocks.
Infrastructure investment is a component of fixed capital investment: i.e., construc-
tion and investment in physical assets such as machinery. Latin America and the

Caribbean annually invests approximately 22 percent of GDP in fixed capital, compared

FIGURE [EZW QUALITY OF INFRASTRUCTURE
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Source: World Economic Forum (2012).
Note: Simple averages by regions. Index 1 = Extremely underdeveloped; 7= Sufficient and reliable.
Latin America and the Caribbean: 18 countries. Advanced Economies: 19 countries. Emerging Asia: 7 countries.
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FIGURE INFRASTRUCTURE INVESTMENT
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to 30 percent in Emerging Asia. Although disaggregated data on infrastructure invest-
ment are scarcer, the data available suggest that the infrastructure investment shortfall
in the region is even larger. According to data from Calderén and Servén (2010), based
on a small sample of countries with available data, total infrastructure investment in the
region fell from close to 4 percent of GDP in the early 1980s to between 2 and 2.5 per-
cent of GDP in the mid-2000s (Figure 7.2). It is noticeable that private investment
increased significantly beginning in the late 1980s due in part to privatizations, conces-
sions of public works projects, and the increasing role of PPPs in the region; this has
not, however, made up for the retrenchment in public investment. Since 2008, public
investment infrastructure has increased, driven mostly by stimulus packages in response
to the global financial crisis. A retrenchment in private investment at the same time,
however, has limited the increase in total investment in infrastructure.®

How much more would the region have to invest in infrastructure in order to close
the gap? The empirical evidence suggests that if the region could double its infrastruc-
ture investment, potential real GDP growth could increase by as much as 2 percent
per year.” Moreover, if infrastructure investment rates of 4—6 percent of GDP could
be maintained for over 20 years, then the region’s infrastructure could catch up to
the levels of the median East Asian country.® Taken together, the evidence suggests
that Latin America and the Caribbean needs to increase infrastructure investments
by 2 to 4 percentage points of GDP for a prolonged period of time.

6 Data since 2008 come from Barbero (2012).
7 Calderén and Servén (2010).
8 Fay and Morrison (2005).
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rates are close to those of sub-Saharan Africa, a region with a significantly lower level
of income per capita, and they are significantly below Emerging Asian countries and
advanced economies. Interestingly, not even the high-saving countries of Latin America
save as much as the low-saving countries of East Asia.

What is behind this stagnation in domestic savings? In Latin America and the
Caribbean, both public and private savings have drifted around low averages since
the 1980s."" While the problem of low public savings can be traced back to relatively
weak structural fiscal balances and government expenditures that are frequently
biased towards current spending, the underlying causes of the stagnation in private
savings are more difficult to pin down. It is possible, for example, that the private
sector is saving adequately but not doing so domestically. The economic literature
has identified a set of policy and non-policy determinants of private savings across the
world,'? and one striking conclusion in the case of Latin America and the Caribbean
is that the most robust correlate of private savings in cross-country regressions is its
own lag. This shows that there is a high degree of persistence in saving habits in the

9 We adopt the terminology proposed by Plies and Reinhart (1999) whereby domestic savings is de-
fined as the portion of national income not devoted to consumption or government purchases, minus
the external component of savings (i.e., capital flows and foreign aid). In order to ensure consistency
of the data across countries, we use the IMF’s WEO database, which provides a decomposition of
domestic savings between private and public components for a large set of countries starting in 1980.
10 The dispersion of the distribution is illustrated in Figure 7.3, for example, by the difference between
the 25th and the 75th percentiles.

11 In savings accounting, public savings is the overall fiscal balance plus public investment. Private
savings is the sum of savings of firms (i.e., retained profits) and savings of households.

12 One of the most comprehensive papers in this literature is Loayza, Schmidt-Hebbel, and Servén (2000).
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region and that breaking from the past will likely require concerted and sustained
measures over time.

Why Is Increasing Domestic Savings Important for Infrastructure Investment?

Low domestic savings is a central part of the puzzle that explains low infrastructure
investment in the region. First, infrastructure investment requires long-term financing
in local currencies. This is difficult, if not impossible, to achieve through foreign sav-
ings, particularly when local capital markets remain underdeveloped, thereby reducing
hedging opportunities.'?

In addition, the effort to raise infrastructure investment must be maintained over
time. If higher investments were to be financed only via foreign savings, then the current
account deficits (i.e., the domestic savings-investment shortfall) would have to increase
above current levels, requiring steady inflows of foreign capital. While in principle this is
feasible in open economies, in the experience of Latin American and Caribbean coun-
tries excessive reliance on foreign capital flows has contributed to a buildup of vulner-
abilities in external accounts. Few countries in the region have been able to maintain
large current account deficits for prolonged periods of time without abrupt reversals
or incurring severe external indebtedness problems. The following exercise provides a
simple illustration: by country, take the existing current account balance (as a percent-
age of GDP) and add to it the gross financing needs that would arise if all investment
needs were to be financed from abroad. Then, using historical balance of payments
data for Latin America and the Caribbean, compute the average number of years for
which each country was able to maintain a current account deficit (as a percentage of
GDP) that was at least as large as that threshold. In approximately 80 percent of the
cases, the average duration spell (in number of years) of large current account deficits
was less than three years (Figure 7.4); moreover, in only two cases did the duration of’
large current account deficit episodes exceed a decade: Guyana and Nicaragua, both
highly indebted poor countries (HIPC). This evidence suggests that it would be very
difficult for countries in Latin America and the Caribbean to finance the required surge
in infrastructure investment from external sources alone.

The composition of capital flows and its sectoral allocation are also relevant.
While FDI inflows to Latin America and the Caribbean—the most stable component
of foreign capital flows—have increased significantly since the 1990s, on average the
amount of FDI that is dedicated to infrastructure is only some 0.5 percent of GDP

13- This problem is not unique to Latin America and the Caribbean. International experience shows
that on average, 90 percent of the stock of capital in developing countries has been self-financed. See
Aizenman, Pinto, and Radziwill (2007).
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(Figure 7.5). This is equivalent to
about 10 percent of total FDI inflows
for the group of countries illustrated
in this figure. Moreover, all FDI to the
region represents less than 3 percent
of GDP on average. Therefore, even
in the hypothetical case that all FDI
went to finance infrastructure, the
region would still require additional
financing. These observations under-
score two points that are core themes
of this chapter. First, to attract more
FDI, the region would benefit from
higher domestic savings because it
is more likely that foreign investors
would want to invest in a country if
residents are also investing locally (see
Box 7.1). Moreover, to increase the

share of financing that is allocated to

FIGURE &8 LARGE CURRENT ACCOUNT DEFICITS IN
LATIN AMERICA AND THE CARIBBEAN

Frequency of large current account deficits
&G

12 3 4 5 7 8 9 10 11 12 13 14 15

Duration in years

Source: World Economic Outlook, IMF (2012c).

Note: Every column shows frequency (number) of events in Latin America and
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infrastructure, the region has to improve its investment frameworks (see Box 7.2).
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Box 7.1 What Comes First: Savings or Growth?

Even if higher savings would effectively provide more financing for infrastructure investment, what if do-
mestic savings is just the by-product of growth rather than a cause of it? There is a still-unresolved debate
on this issue between two contrasting positions. The first is that Latin America and the Caribbean’s low
rate of savings is primarily the consequence of the region’s history of low economic growth, while the high
saving observed in the East Asian economies is due to their high rate of economic growth.? Therefore, poli-
cymakers would be well advised to focus on policy interventions that promote growth rather than savings.

The alternative position traditionally stresses the causal link from savings to growth via capital
accumulation.® More recent incarnations of this view emphasize other channels through which savings
leads to growth. For example, Aghion, Comin, and Howitt (2006) present a model in which domestic
savings matters for growth because it enables local entrepreneurs to put equity in collaboration with
foreign investors. In their model, domestic savings is a form of collateral that enables foreign investors’
participation in local investment. Without that collateral, foreign investment in local projects would be
reduced due to agency problems (i.e., local investors have more knowledge of local conditions) and, as a
result, growth would remain constrained.

The details of the debate, however, mask an inescapable fact: policies that promote domestic sav-
ings and policies that promote growth should be internally consistent. The corollary is that if pro-savings
policies have the unintended consequence of hurting long-term growth, then those policies will probably
ultimately fail. This is not merely an abstract debate; some popular pro-savings policies, for example, pro-
viding incentives for savings locally via tax breaks or creating mandatory savings vehicles, have backfired
in some countries because the overall consistency of policies was not taken into account in the policy
design. With sound and stable policy frameworks, Latin America and the Caribbean would likely achieve
both higher growth and higher domestic savings. Without them, economic agents will probably always
find ways to protect the real value of savings—via capital flight, for example—and low domestic savings
will remain a binding constraint on investment financing.

2 See Gavin, Hausmann, and Talvi (1997).
b See Levine and Renelt (1992) and Mankiw, Romer, and Weil (1992).

Finally, empirical evidence shows that in countries with low savings rates, there
is greater crowding out between public and private investment.' That is, private and
public investments compete for resources from a limited financing pool; increasing one
therefore usually comes at the expense of the other. The potential crowding-out effect
makes it more difficult to increase aggregate investment.

How to Increase Domestic Savings?

What can Latin American and Caribbean countries do to raise domestic savings on

a sustainable basis? Promoting and maintaining macroeconomic stability is important

14 See Cavallo and Daude (2011).
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Box 7.2 Policies to Enhance the Flow of Savings to Infrastructure

Increasing domestic savings is a key component of increasing infrastructure investments. However, these
savings need to be employed effectively. A deficient investment framework characterized by burdensome
regulations and lack of institutional capacity, coupled with the underdevelopment of local capital markets in
Latin America and the Caribbean, constitute significant constraints to increase investment in infrastructure.

A fair question to ask is why governments in the region do not increase public investment to close
the infrastructure gap? The most immediate answer is that governments do not have a large fiscal space
available to invest in infrastructure.? However, the existence of weak institutional frameworks rivals the
lack of budgetary resources as an explanation of why public investment in infrastructure in Latin America
and the Caribbean has been low. Countries in the region should act on two fronts simultaneously: i) develop
national infrastructure strategies to define a vision for the country and establish how much and what type
of infrastructure is needed, and ii) strengthen institutions in all infrastructure sectors (transport, water
and sanitation, energy and telecommunications) to improve their planning, cost-benefit analysis, regula-
tory and monitoring and evaluation capacities. Better public institutions in infrastructure will not only
increase the quantity of publicly financed projects but also their quality, avoiding unnecessary projects
(“white elephants”) and providing improved services.

A stronger institutional framework has a direct impact on the efficiency of public sector expenditures,
as well as the potential to enhance private sector investment in infrastructure. The lack of technically
competent regulators and the weak enforcement of sector laws and concession contracts are factors that
increase the risk profile of projects to levels unacceptable to pension funds and other institutional long-
term investors.

In addition, the private sector presents other barriers to infrastructure investment. These include,
first, the lack of a predictable and well prepared pipeline of infrastructure projects, which creates entry
barriers for prospective investors and hinders the development of private firms specialized in infrastructure.”
Second, the underdevelopment of local capital and insurance markets limits opportunities for portfolio
managers to improve the risk-return profile of infrastructure projects. A case in point is the bust of mono-
line insurance, which provided insurance to infrastructure bonds. This has severely limited prospective
investors’ risk mitigation opportunities.

Countries in the region should also review pension fund investment allocation rules for infrastructure
investments. Presently, assets under management by private pension systems in the region exceed 50 per-
cent of GDP in Chile (an early reformer). They are close to 20 percent of GDP in Peru, Mexico, and Colom-
bia, and they are projected to continue growing.c While these sums are still low compared to advanced
economies, they are nonetheless sizable. This is potentially very important for funding infrastructure
investment because pension funds accumulate long-term savings in domestic currency. According to market
research, the risk profile of infrastructure investment projects is attractive for investors with long-term
horizons such as pension funds. However, on average only about 2 percent of the total portfolio of pension
funds in Latin America and the Caribbean is invested directly in infrastructure projects. This compares
to between 10 and 15 percent of such investment portfolios in Australia and Canada.® Conversely, a rela-
tively high share of pension funds’ portfolios is invested in government bonds in Latin America and the
Caribbean.fIn some countries the problem is compounded by the fact that the lack of alternative financing
options increases governments’ temptation to capture the resources of institutional investors in order to
cover their own current financing needs.®

(continued on next page)
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Box 7.2 Policies to Enhance the Flow of Savings to Infrastructure (continved)

In the last decade or so several coun- FIGURE [FYZ) PRIVATE INVESTMENT IN
tries in the region became aware that public INFRASTRUCTURE IN THE REGION

sector investment has not been enough 2.00

to close the infrastructure gap, and they 1.80

have launched reforms aimed at attracting 1.60

private investment through public-private 1.40

partnership (PPP) programs [“Participation” 5 120 __ Average2000-11=11 _
or “Partnership”?]. PPP laws were enacted, g 1.00

and PPP units and economic regulators were 5 080

created. Guarantees (exchange rate, political 0.60

risk, minimum revenue) were also instituted ol

as a tool to provide more certainty to private G20

operators. In addition to providing more fi- 000 S g 8 3 2 58 5% 3 9 o
nancing, PPPs have the potential, if properly R R RRRRRRRKRKRREK
designed and supervised, of bringing about Source: World Bank (2012a, 2012b).

efficiency gains in the delivery of infrastruc-
ture services."

The success with PPPs in Latin America and the Caribbean so far has been mixed, with more suc-
cess in some sectors (telecom and energy) and countries (Chile and most recently, Brazil) than in others.
Private participation in infrastructure investment in the region only accounts for about 1 percent of GDP,
as shown in Figure B.7.1. Countries will have to intensify their efforts to attract more private investment
in infrastructure to achieve levels of investment compatible with those needed to sustain high rates of
economic growth.

2 See Chapter 3 for a detailed explanation of the status of public sector accounts in the region.

® This problem is not unique to Latin America or to developing countries in general. The production of a predictable
pipeline of projects was highlighted as a priority policy in a recent report produced by Infrastructure UK (http://www.
hm-treasury.gov.uk/d/national_infrastructure_plan_051212.pdf)

¢ Dos Santos, Torres, and Tuesta (2011) project that by 2050 assets under management by pension funds could reach
94 percent of GDP in Chile, 57 percent in Peru, and close to 40 percent in Mexico and Colombia.

4The OECD weighted average asset-to-GDP ratio for pension funds was 72.4 percent of GDP in 2011. See OECD (2012a).
e See Dos Santos, Torres, and Tuesta (2011).

fAccording to OECD (2012a), as of end-2011 some 76 percent of total pension fund assets in Brazil were allocated to
government bonds, 85 percent in Colombia, 82 percent in Jamaica, 81 percent in Costa Rica, 79 percent in Mexico, 46
percent in Chile, and 45 percent in Peru. In Australia, the same share in 2011 was only 22 percent, and in Germany
it was 8 percent.

& Becerra, Cavallo, and Scartascini (2012) show that, in countries where governments have lower state capacities, govern-
ments are more likely to direct credit to finance their own operations, thereby curtailing credit flows to the private sector.
" For a detailed analysis of the conditions required for PPPs to generate efficiency gains and recent evidence in Latin
America and the Caribbean, see Engel, Fischer, and Galetovic (forthcoming).

because crisis-related uncertainty distorts savings decisions. Who, for example, wants
to save in domestic instruments of a country that is periodically subject to economic

crises that can wipe out the real value of savings? Latin America and the Caribbean has
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historically been the region with the largest share of systemic banking crises, and other
forms of financial collapse that have dented the confidence of agents in the domestic
financial system. While the region has made noticeable progress in improving macro-
economic policy frameworks, which has reduced volatility, this may not be enough.
It is noticeable that, despite widespread financial liberalization efforts in the last four
decades, there is still very limited availability of long-term, local currency financing in
the region. Imperfections and frictions at the microeconomic level in the way financial
markets work may call for policies specifically designed to promote financial develop-
ment and stability (Pagés, 2010).

A second pillar of a comprehensive strategy to raise voluntary savings is to improve
the effective protection of property rights. Global governance indicators show that Latin
America and the Caribbean ranks poorly in several dimensions of the legal framework,
including the rule of law, regulatory quality, and government effectiveness.'> The com-
bination of stable macroeconomic environments and protection of property rights can
be powerful tools for promoting domestic savings, particularly private savings. A case
in point is Chile, the only country in the region that was able to undertake a successful
savings transition in the late 1980s. Savings rates in Chile increased from 1.5 percent of
GDP in 1982 to 30 percent of GDP in 1989, and they have remained close to 25 percent
of GDP since then. While part of the increase is probably attributable to recovery from
the bust of the debt crisis in the early 1980s, observers of the Chilean case have singled
out the commitment of successive governments to stability and the increased confidence
in the government’s economic management as important determinants of the savings
transition.'® More prudent and stable macroeconomic policies reduced the expropriation
risk and encouraged private savings by firms and households. This is consistent with the
fact that private savings—rather than fiscal thrift alone, as usually thought—were the
main driver of increased domestic savings in Chile (Figure 7.6).

The case of Chile also underscores that the role of fiscal policy in promoting
domestic savings is complex. This is because, while government thrift would increase
public savings, there is—all else being equal—usually an offset in private savings. In
fact, under the conditions specified by Barro (1974) in his seminal contribution on
Ricardian Equivalence—including complete capital markets and perfect foresight by
households—the offset could be complete. However, those conditions are too stringent
in practice. As a result, the empirical literature has focused on trying to assess the degree
of substitutability between private and public savings. Estimates vary across studies,
but they tend to cluster in the range of 0.4 to 0.6, suggesting that for every dollar by

15 See the World Bank’s Worldwide Governance Indicators: http://info.worldbank.org/governance/
wgi/index.asp.
16 See, for example, Rodrik (2000).
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FIGURE DOMESTIC SAVINGS IN CHILE
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which public savings is increased, private savings tend to fall by 40 to 60 cents.'” The
bottom line is that the fiscal effort that would be required to raise domestic savings to
the desired levels in Latin America and the Caribbean via public thrift alone could be
too high given the partial Ricardian offset. This reinforces the point that, in the quest
to increase domestic savings, governments should not overlook the policies promoting
private savings.

There is a role, however, for fiscal policy to augment domestic savings. On the
expenditure composition side, governments in the region can increase the share of capi-
tal expenditures, which is low in the region, vis-a-vis less productive current spending,
which is high.'® Increasing the ratio of capital-to-current expenditure would have the
added benefit of increasing public savings, leaving the fiscal balance unchanged. This
is because, in the savings accounting, public savings is the overall fiscal balance plus
public investment. Therefore, increasing public investment without raising the overall
fiscal balance—through expenditure switching—would result in higher public savings.

On the revenue side, the allocation of windfall income from commodity price
booms matters for savings. Since at least part of the surge in commodity prices may be
transient, standard economic theory prescribes saving part of the windfall. In Chapter 3,
it was argued that public savings may have been too low given the likely size of the
temporary component of the commodity resource boom. In addition, the composition of
savings is equally important. In a recent paper, van der Ploeg and Venables (2011) show
that for capital-scarce economies, optimal policies for credit-constrained economies
suggest that incremental savings from resource rents should be allocated to a mix of

17 See, for example, Réhn (2010).
18 In Latin America and the Caribbean, capital expenditures represent only 16 percent of total gov-
ernment expenditures, less than half the level in Emerging Asia.
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infrastructure investment and external debt reduction rather than to the accumulation
of foreign assets. This highlights the importance of appropriate infrastructure invest-
ment frameworks that enhance the flow of savings to socially more productive uses.

Another focus area is pension reform. Pension systems play key roles in interme-
diating private savings, particularly household savings. The region has been a pioneer in
reforming pension systems from unfunded pay-as-you-go systems to fully funded schemes
beginning in the 1980s, with the double aims of increasing social security coverage and
reducing long-term fiscal vulnerabilities.'” A priori, increased mandatory savings could
be undone via lower voluntary savings in non-pension instruments. However, inter-
temporal consumption smoothing is difficult to achieve in the presence of borrowing
constraints and other credit market frictions. Moreover, given the low starting point
on voluntary household savings in the region, there is limited scope for substitution.
Against this background, the existing empirical evidence suggests that there is a posi-
tive net effect of increased pension savings in funded schemes on domestic savings: for
every dollar increase in mandatory pension savings, it is estimated that domestic savings
increase by up to 50 cents.?? This suggests that the introduction of fully funded pension
plans, along with efforts in many countries where they already exist to increase the
coverage and lower participation costs, could effectively promote long-term household
savings.?! In addition, pension reform could be particularly important for infrastructure
investment because the savings that are accumulated in pension funds are by defini-
tion long-term savings in local currency—precisely the type of funding required for
infrastructure investment (see Box 7.2).

Conversely, government attempts to capture the resources of pension funds are
counterproductive because they diminish households’ trust in those systems—thereby
increasing evasion—and because they reduce the resources available for productive
investments. Moreover, other policies in the social security sphere could partially or
totally undo the augmenting effects on domestic savings of the introduction of fully
funded pension contributions. For example, many governments in the region have
recently introduced noncontributory pension schemes in order to provide social secu-
rity coverage to the elderly poor. To the extent that these new programs are financed

through taxes paid by current workers—as is usually the case—they could lower

19" The introduction of fully funded pension schemes in Latin America and the Caribbean to replace
unfunded pay-as-you-go systems, began in Chile (1981), followed by Peru (1993), Argentina and
Colombia (1994), Uruguay (1996), Bolivia and Mexico (1997), El Salvador (1998), Costa Rica (2000),
Dominican Republic (2003), and Panama (1997) for public employees, then 2005 for all workers. See,
AIOS, multiple reports.

20 See Lépez-Murphy and Musalem (2004) and Bebczuk and Musalem (2006).

2l Coverage rates for the employed population average only 44 percent in Latin America and the
Caribbean, meaning that more than half of the labor force is not covered by a pension plan. See
Rofman and Oliveri (2012).
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domestic savings. This is because young workers have a lower propensity to consume
than retirees, particularly the elderly poor.?? Alternatively, governments could finance
these programs by cutting current expenditures in order to make these policies overall
savings neutral. Coincidentally, the same is true for the overall transition costs associ-
ated with shifting from pay-as-you-go to fully funded systems. The option chosen to
finance the transition costs will determine the impact of the reform on savings during
the transition period.

Finally, large informal sectors can hinder household savings. This is because infor-
mal workers do not contribute to mandatory pension plans. Moreover, to the extent
that these workers save voluntarily, their informality status limits access to financial
services. This means that their savings are not intermediated by local financial systems
and therefore are less likely to flow to productive investments. In addition, in order to
mitigate the social costs of informality, governments oftentimes implement programs
that, as was argued before, may further hamper domestic savings.?* Therefore, poli-
cies aimed at reducing informality—rather than those designed to mitigate its conse-

quences—are also likely to have positive effects on private savings.

Conclusion

Latin America and the Caribbean needs to increase infrastructure investment in order
to raise potential GDP growth. Achieving higher investment rates, in turn, requires
long-term financing. Where could the required financing come from? Relying on for-
eign savings alone may not be enough. Therefore, the region has to increase domestic
savings. The following policy recommendations follow from the analysis:

* Private savings are critical for raising domestic savings and for maintaining
higher saving rates over time. Government thrift by itself may not be enough
if it is not accompanied by policies that promote private savings. Policymakers
should take a fresh look at pension systems, the structure of tax regimes and
social policies, taking into account their impact on incentives for private savings.

* Pursuing and persevering in prudent macroeconomic policies are powerful tools
to promote private savings. Few people will save voluntarily in economies that
are periodically subject to volatility and where the real value of savings erodes
over time. In Latin America and the Caribbean, there is no conclusive evidence
that the private sector saves inadequately—just not enough domestically.

22 Expansions of noncontributory pension schemes that are financed via worker contributions are one
example of social policies that are created with good intentions, but may cause unintended outcomes.
See Levy (2008) for a broader discussion of this topic.

23 See Levy (2008) for an analysis of the policy dilemmas associated with high informality.
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Fiscal policies have a role to play in promoting domestic savings. On the spending
side, government can promote higher domestic savings through expenditure-
switching policies: shifting expenditures from current expenditures to capital
expenditures. In addition, this would be compatible with optimal policies to
manage windfall revenues coming from transient commaodity price booms.
Increasing pension savings would promote long-term financing in domestic cur-
rency, the type of funding required for infrastructure investment. Total assets
under management by pension funds in Latin America and the Caribbean are
growing in many countries, but there is room for improvement by increasing
coverage ratios—i.e., reducing informality—and lowering participation costs.
Incorporating the objective of promoting domestic savings into the policymak-
ing process would help to avoid costly mistakes. Policies to promote domestic
savings should be internally consistent. For example, even a well-designed
pension reform’s positive effects on domestic savings could be undone by the
unintended consequences of other government policies.

Beyond the specific policies to be implemented, efforts to raise domestic savings
need to be sustained over time. Escaping the low savings trap requires build-
ing up institutional capabilities, strengthening the rule of law, and solidifying
stable macroeconomic policy frameworks. None of these are done overnight.
Efforts to increase savings should be complemented by mechanisms to enable
domestic and external savings to flow into infrastructure investments. Even
if the region could miraculously increase savings overnight, presently, the red
tape, outdated regulatory frameworks, and low bureaucratic capabilities are
constraints that prevent increases in infrastructure investment.

Finally, the quality of investment is essential. The most important concern in
infrastructure investment, for example, is project selection. Selecting projects
with the greatest impact is critical; thus, it is crucial that countries set up insti-
tutions capable of undertaking appropriate planning and cost-benefit analysis,

as well as ongoing monitoring and evaluation.







CHAPTER 8

Conclusions and
Recommendations

he baseline projection of this report is for several years of lower world growth

suppressed below potential and, hence, lower growth in Latin America and the

Caribbean.

Fiscal balances in the region have deteriorated over the last year and in general
are weaker than before the 2008—09 Great Recession. As output gaps close, fiscal
stances should tighten in order for fiscal policies to be seen as countercyclical rather
than expansionary. Ensuring that expansionary policies employed in downturns are
retired in the upswing expands future fiscal policy space. Given the current point in the
economic cycle, tighter fiscal policy now would then give countries more fiscal space to
react to downturns that may lie ahead. Enhancing fiscal institutions to underline that
truly countercyclical policies will be followed would further add to credibility creating
more fiscal space to react to any unexpected contraction. These issues are more acute
for countries dependent on commaodities for fiscal revenues, where uncertainty over
projections suggests greater prudence in policymaking.

The gap between current and potential output is relatively small, and there is little
that monetary policy can be expected to do to boost medium term growth. Monetary
policy space, considering both interest rates and other nonconventional policy tools, is
also more limited now than it was before the Great Recession. The largely temporary
effects of monetary policy are not likely to be very significant since lower growth is
expected to continue for some years ahead. Inflation targeting regimes appear to have
gained credibility. However, this asset—extremely valuable in the event of a negative
shock, and hence worthy of protection—may wane if inflation rises significantly above
target.

The likely continuation of strong capital flows into the region supports the argu-
ment to tighten fiscal policy and allow a looser monetary policy stance in order to lean
against exchange rate appreciation pressures, assuming that price pressures remain
under control.

Given likely sustained lower world growth, and the region growing close to its
current potential, countries may wish to focus more on structural measures to boost
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economic growth. Simulations suggest that reducing economic misallocation could
impact growth significantly. For the median country in the region, reforms to reduce
the current level of misallocation to that of the United States over a 10-year period
are estimated to yield roughly an additional one percent per annum of growth for the
median country and this is surely underestimated significantly.

Countries in the region are in quite different positions with regard to the structural
impediments to growth and hence may wish to focus on different areas of reform.
Considering the region as a whole, reforms in trade and finance have advanced well but
other areas have lagged. There is surely much work to be done to improve education,
competition in product markets, tax systems, domestic savings and investment, and
the workings of labor markets. The IDB is working in many of these areas. Notably,
the 2013 edition of the IDB’s Development in the Americas flagship report focuses on tax
systems as a tool for development. This macroeconomic report focuses on the last two
topics: savings and investment, particularly in infrastructure, and labor market reforms.

Labor markets vary widely in the region, but several countries suffer from high
rates of informality. High informality is associated with a low level of worker education
and training, high worker mobility between firms, small firm size, poor access to credit
and illegal behavior of firms. These features are normally drivers of low productivity.
While planned reforms should be the result of a comprehensive diagnosis and tailored
to reflect individual countries’ circumstances and institutions, countries with high
informality rates may wish to consider reforms to reduce this serious misallocation of
resources. In some instances, high costs of employment in the formal sector and implicit
subsidies in the informal economy, due to the way in which social protection and other
programs are financed, may actually provide incentives for higher informality. Countries
should consider reforms to find other ways to finance or otherwise reconfigure these
valuable programs.

Domestic savings have been very low in Latin America and the Caribbean. The
country with the highest level of domestic savings still does not match the developing
Asian country with the lowest level. While causality may flow both ways, low domestic
savings is likely one driver of low levels of investment, particularly for infrastructure,
which demands long-term financing in domestic currency. As reviewed in the 2012 Latin
American and Caribbean Macroeconomic Report, the region has gained considerable
resilience against economic instability with stronger financial systems and better financial
regulations. There is currently a window of opportunity to increase levels of domestic
savings. Countries should consider reforms to pension and social security systems as
well as further reforms in financial systems to enhance long-term savings in domestic
currency. Moreover, reducing levels of informality and increasing the tax base and the
proportion of the population that interacts with the formal financial system should
also produce payoffs in this direction. If domestic savings increase and regulatory and
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institutional frameworks improve, then the region may be able to reduce the significant
gaps in infrastructure, and boost economic growth.

This report argues that there is considerable space and a significant potential
return in terms of growth for individual countries to pursue a new wave of tailor-made
reforms. However, there is an additional payoff to a regional reform effort. While the
spillovers from the two largest economies in the region, Brazil and Mexico, are relatively
modest, if all countries pursue a reform agenda, then spillovers become significant. As
mentioned, if the median country pursued reforms over a decade to reduce economic
misallocation to the level of the U.S. today, then a very conservative estimate would
have growth increasing by about | percent per annum. If all countries in the region
pursued a reform effort commensurate with their normal fluctuations in growth, which
on average turns out to be roughly of the same magnitude, then regional growth would

increase by more than double, some 2.3 percent. This would then increase growth in the

region from less than 4 percent per annum to more than 6 percent in the coming years.
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APPENDIX A

On Commodity Prices and Fiscal Revenues

FIGURE ] REAL COMMODITY PRICE INDEX AND To what extent are current higher
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reduction of about 19 percent in the
Source: World Economic Outlook, IMF (2012c), and authors’ calculations. . . .
Note: Nominal prices defiated by 1.5, CPL. country-specific real commodity price

index over the next five years (see

Figure A.l). Alternatively, if real com-
modity prices five years ahead are projected as the average over the previous decade,
a method initially used by Chile to assess long-term copper prices and one within the
spirit of current practice, the decline in the price index over the next five years would
be approximately 25 percent. Other methods would, of course, yield different forecasts,
but these two alternatives illustrate the risks.

There is an extensive literature regarding the optimal use of potentially transi-
tory commodity revenues. A starting point is the permanent income hypothesis that
would roughly state that countries should only spend the permanent component of
any positive income shock. If the extra commodity-linked revenues were known to be
transitory, then this might translate into a sovereign wealth fund for the temporary
windfall, and then only the returns from that fund should be entered into the budget to
be spent. However, for developing countries with distortionary tax systems and severe
infrastructure deficiencies, things may be a little different. It can be argued that, rather
than maintaining a constant structural position, developing economies should invest
some portion of the transitory commodity revenues in badly needed infrastructure to

I For a succinct discussion, see Powell (2012), Appendix C.
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support future growth (see Chapter 7). Transitory commodity revenues could also be
used to reduce distortionary taxes, although there is little evidence that the reductions
in tax rates found in commodity-intensive countries have been focused on the most
distortionary taxes.’

Given these risks, it is argued that countries should be more cautious in their use of
commodity revenues. A further argument for caution is that all estimates of long-term
prices, which are used to determine permanent income, are highly imprecise. Estimating
methods yield highly variable estimations over time, and they may easily turn out to be
too optimistic. Countries should consider methods to estimate the risks of budgeting with
highly uncertain commodity revenues. A value-at-risk approach may be one route to
consider, although even then consideration should be given to the fact that commodity
prices may have structural breaks, again favoring prudent rules.* The conclusion is that
countries fiscally dependent on commodity prices need to be extremely conservative
in light of the uncertainty accompanying their fiscal revenue flows.

2 See van der Ploeg and Venables (2011) for a useful discussion.

3 See Corbacho, Fretes Cibils, and Lora (2013) for a comparison of the tax systems of commodity
versus non-commodity-dependent countries in the region.

4 See Mariscal and Powell (forthcoming), which applies so-called saturation methods to identify
breaks in commodity prices.
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On Monetary Policy Regimes, Reserve Requirements, and the
Credibility of Inflation Targeting

Monetary Policy Regimes

Latin America and the Caribbean is a diverse region in terms of monetary and exchange
rate regimes, ranging from fully dollarized economies to hard pegs, to regimes with
more flexible nominal exchange rates and an explicit inflation target, as well as a set of
intermediate regimes.

While inflation targeting is not the same as a regime with a freely floating ex-
change rate, there is an expectation that the move to an inflation target, as opposed
to an exchange rate target, will imply higher volatility in the nominal exchange rate and
lower volatility in international reserves. The ratio of nominal exchange rate volatility
to international reserve volatility provides one possible indicator to see how countries
have responded to shocks, whether through movements in the nominal exchange rate
or through interventions deploying international reserves dampening exchange rate
volatility.!

Considering the evolution in time of this statistic for the countries in the region,
it is clear that those countries that have explicitly adopted inflation targets have higher
relative exchange rate volatility compared to other groups (see Figure B.1).? Interestingly,
for this group the plot reveals a decrease in exchange rate flexibility in the period of the
food crisis, and then a sharp increase with the Great Recession and a continued rise
thereafter. Presumably this pattern reflects how inflation targeters have responded to
different types of shocks, perhaps with an underlying trend of allowing more shocks to

be felt through fluctuations in the nominal exchange rate.?

I Calvo and Reinhart (2002) construct a multivariate index to capture the volatility of the exchange
rate relative to that of instruments that are at the disposal of the monetary authorities to stabilize the
exchange rate. Their metric is slightly more comprehensive as they also explore the volatility of policy
rates. See also Levy Yeyati and Sturzenegger (2005) and Reinhart and Rogoff (2004) for methods of
classifying exchange rate regimes.

2 Inflation targeters are Brazil, Chile, Colombia, Guatemala, Mexico, Paraguay, Peru, and Uruguay.
Intermediate regimes are Argentina, Bolivia, Costa Rica, the Dominican Republic, Guyana, Haiti,
Honduras, Jamaica, Suriname, Trinidad and Tobago, and Venezuela. Fixers are Bahamas, Barbados,
Belize, Ecuador, El Salvador, Nicaragua, and Panama.

3 Cohen Sabbén, Gonzélez Rozada, and Powell (2003) argue that the adoption of inflation targeting
in Latin America led to substantial benefits in that the nominal exchange rate acted more as a shock
absorber, as well as costs in the form of increased “non-fundamental volatility” in exchange rates.
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FIGURE [CEY VOLATILITY OF THE NOMINAL EXCHANGE RELATIVE TO THAT OF INTERNATIONAL RESERVES
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FIGURE ] MEDIAN INFLATION
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The median inflation rate for each group has diminished since the food crisis of 2008,
and for both fixers and inflation-targeting countries it is currently around 5 percent
(see Figure B.2). Intermediate regime inflation rates appear more volatile according to
this statistic.

Reserve Requirements in Latin America and the Caribbean

Reserve requirement policies come in many shapes and forms. In the main body of
Chapter 4, the focus was on the behavior of the proportion of short-term deposits in
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FIGURE m RESERVE REQUIREMENTS, INFLATION TARGETERS
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local currency that banks must deposit in the central bank, referred to as the reserve
requirement rate on short-term local currency deposits. In this section, the behavior
of reserve requirement rates on different types of deposits is analyzed to see if the
pattern of behavior is similar.*

In general, the reserve requirement rates on demand and savings-type deposits
and on deposits in foreign as well as domestic currency followed similar patterns (see
Figure B.3). Rates increased during the high growth period preceding the Lehman col-
lapse, decreased as the crisis unfolded in 2008 and 2009 and were raised again around
the 2010 recovery.

Reserve requirements have become part of the arsenal of countercyclical policy
tools in several Latin American and Caribbean countries; as shown in Figure B.4, re-
serve requirement rates have tended to move with economic growth. The horizontal
axis shows different levels of real GDP growth (four-quarter rates), and the vertical
axis shows the share of observations, across the sample of countries, with nonzero
four-quarter changes in reserve requirement rates. Reserve requirements change more
often when GDP growth is either atypically high or atypically low. Figure B.5 plots the
actual data pairs (reserve requirement rate changes versus changes in growth, with
different colors for reserve requirement rates in dollars versus local currency) and, as
can be seen, when growth is negative all the respective data points are in the southeast

quadrant (negative growth and negative changes in reserve requirement rates). While

4 For this analysis, the majority of those countries with inflation-targeting regimes are considered, in-
cluding Brazil, Chile, Colombia, the Dominican Republic, Guatemala, Paraguay, and Peru. The analysis
excludes reserve requirements applied to other types of liabilities as well as marginal requirements.
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FIGURE m RESERVE REQUIREMENTS AND GDP GROWTH
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FIGURE m GDP GROWTH AND CHANGES IN RESERVE REQUIREMENT RATES
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there is a positive relation overall, when GDP growth is positive some rates increase

while others appear to decrease.’

On the Credibility of Inflation-Targeting Regimes

In a credible inflation-targeting regime, private analysts will anticipate the policy ac-
tions of central banks in attempting to correct inflation shocks that threaten an inflation

5 This may be related to countries facing different policy objectives, such as the need to apply coun-
tercyclical measures, capital low management and, in the case of partially dollarized economies,
fostering dedollarization.
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FIGURE m THE DECLINING IMPACT OF INFLATION SHOCKS ON INFLATION EXPECTATIONS
ROLLING REGRESSION WITH A MOVING WINDOW OF TWO-AND-A-HALF YEARS
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target. If inflation expectations are well anchored, changes in the actual inflation rate
should have a low impact on medium-term inflation expectations.® On the other hand,
if inflation is significantly above target, the credibility of the regime would be likely to
suffer and inflation shocks would then have a stronger impact on inflation expecta-
tions. Using a dataset of inflation expectations taken from surveys of private analysts
conducted by central banks in Latin America and the Caribbean,” Mariscal, Powell,

and Tavella (2013) investigate these issues by estimating the following panel regression:?

E,m, .= o4 +Pm  +YE, 7., +0 Max {”t-i,k Tl }+£t,k
where 7 is the annual inflation rate and T is the inflation target; the subscripts ¢t and k&
stand for time and country, respectively. E refers to expectation and so, for example,
E_, 7., is the expectation at t—/ of the inflation rate at a time period in the future
labeled t+i all for country k. The results below focus on inflation expectations of
more than one year. Figure B.6 below presents the rolling estimates with a moving
window of two-and-a-half years of the coefficient yin the regression above. The
credibility of inflation targeting regimes has improved as the level of this coefficient
has been decreasing over time. Indeed, in the last period the coefficient is not sig-
nificantly different from zero, indicating that an inflation shock has no discernible
effect on inflation expectations. However, as illustrated in Figure B.7, the coefficient
d is also found to be positive and is significant towards the end of the sample. This
implies that when actual inflation increases to more than | percent above the target,

6 See Huang and Trehan (2008), for a discussion of methodology and application to the U.S.

7 See REVELA, IDB. Data is available on http://www.iadb.org/revela.

8 Monthly data. Eight countries are considered: Brazil, Chile, Colombia, Guatemala, Mexico, Paraguay,
Peru, and Uruguay. They use monthly information from December 2006 to August 2012.
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FIGURE [:A@ DE-ANCHORING OF INFLATION EXPECTATIONS WHEN INFLATION EXCEEDS TARGET
BY ONE PERCENT
ROLLING REGRESSION WITH A MOVING WINDOW OF TWO-AND-A-HALF YEARS
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inflation expectations are affected by inflation shocks. The results then suggest that
inflation targets in the region in general have become highly credible in the sense that
inflation expectations are well anchored, but if inflation is more than | percent above

the target then this measure of credibility appears to suffer.












